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PRrREFACE

This book, like all books, reflects the intellectual trajectory of its au-
thor, and it is especially worthwhile in this instance—or at least, I think,
clarifying—to call attention to aspects of my own analytical orientation
that provide context for its main arguments. Three elements in particular,
all notably unfashionable, have shaped my perspective: my specialization
in the economics of national security, an emphasis on the weight of history,
and the influence of some elements of the writings of Keynes.

Trained initially as an economist, I switched to political science in grad-
uate school. As a specialist in international relations, I retained an active
interest in macroeconomics, and, more specifically, I was not surprisingly
drawn toward questions that considered the role of economic factors in
questions of war and peace. At that time, scholarship in international rela-
tions was strictly divided between “security studies” and “international po-
litical economy,” an academic vestige of the Cold War, which I erroneously
predicted would be unsustainable in the post-Cold War environment.’
Nevertheless, when the financial crisis developed, I was irresistibly drawn

to the question of its effects on national security questions.
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[ also retained, as a student of both economics and international politics,
a perspective that valued the role of history. In practice, to hold the view
that “history matters” means two things: (1) that the events of history, ju-
diciously placed in context, offer analytical lessons for the present; and
(2) the choices made by actors are influenced by their own historical experi-
ences and by their interpretations of the “lessons of the past.” To many, if
not most, nonacademic readers of this book, these may seem like obvi-
ous banalities. But among academic specialists such views are increasingly
anachronistic. Economists have almost completely shed their historians; it
is a rare PhD student from a top program who has taken a single course in
economic history. Political science, in the envious thrall of its more presti-
gious cousin, is moving in that direction as well, running both from its own
past and from the idea that knowing about the past is of any disciplinary
value. (The editor of a top journal once told me that his aspiration was for
“a political science that did not have to resort to formal names.”)

My own commitment to the value of the past has meant that economic
historians—Charles Kindleberger is the most obvious but by no means
only example of this—have had a great influence on my own thinking and
analytical orientation.” These same instincts, especially once stimulated by
debates with colleagues about macroeconomics, led me to a great curios-
ity about Keynes—and to the vast trove of Keynes’s original writings—at
a time when Keynes was in considerable disfavor (to say nothing of his
original, largely unread work). The influence of Keynes on this book, in
today’s political context, necessitates some clarification or at least inocula-
tion. Because, in contrast to Kindleberger, about whom I have never heard
anyone utter an unkind word, there is something about Keynes that makes
many people’s blood boil.

Keynes is a lightning-rod, most likely, not because of his own writings,
but because of the political choices suggested by the practice of contem-
porary Keynesianism (quite a different animal from the original work
of Keynes) and the association of his ideas in the United States with the
New Deal and the Great Society, and programs such as Social Security
and Medicare, which were bitterly opposed by some at the moment of
their creation as socialistic interference in the free market. But Keynes is a
greatly misunderstood figure.” Untangling this history is beside the point
here: for virulent anti-Keynesians, I would simply note that the arguments
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in this book draw heavily on only two or three insights from Keynes’s
writings—on uncertainty, capital controls, and, to some extent, econo-
mism. None of them are special to Keynes; none of them are elements of
the postwar practice of “Keynesianism.”* Nevertheless, I should be very
clear that thinkers like Keynes and Kindleberger did imprint in me a great
wariness about the dangers inherent to an unregulated financial sector; in
the 1990s these informed my reactions to financial deregulations such as
the repeal of the Glass Steagall Act and how I interpreted the Asian fi-
nancial crisis. And this in turn has shaped my interpretation of the global
financial crisis. As I emphasize throughout this book, however, one need
not share my interpretation of the crisis to agree with my arguments about
its effects on American power and world politics.

Finally, a word about evaluating those arguments: this book offers an
interpretation of the past that informs expectations about likely political
developments in the future. However, as I emphasize most explicitly in
chapter 8, the trajectory of history is uncertain, contingent, and ultimately
unknowable. For students of international politics, proffering forecasts
of the future is a card trick of dubious virtue. And the game is not even
worth the candle: explanation, elucidation, and anticipation are where the
real value is added. This book, then, will stand or fall not on the accuracy
of its “predictions” but on the cogency of its analysis and the logic of its
argumentation, which lead us to anticipate certain pathways along which
history might unfold.

Most of this book was written when I was the World Politics visiting
fellow at the Princeton Institute for International and Regional Studies,
and I am very appreciative of the support of the World Politics editorial
committee and the generous hospitality of Mark Beissinger, Susan Bindig,
and the PIIRS staff. I have also benefitted from comments and sugges-
tions offered by participants at seminars and workshops where I presented
various portions of this project-in-progress, at Cornell, Princeton, Rutgers,
Johns Hopkins University’s School of Advanced International Studies,
the University of Texas at Austin, Texas A&M, the Nobel Institute, and
two events hosted by the Tobin Project on Sustainable National Security
Strategy. I also thank Maria Sperandei and Wendy Leutert for valuable

research assistance (and Wendy again for all of the translations). I am most
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especially appreciative of the close readings, critical eyes, and essential
support of Rawi Abdelal, Benjamin Cohen, Burt Diamond, Ilene Grabel,
Roger Haydon, Eric Helleiner, and Peter Katzenstein; several anonymous
readers also provided a number of very helpful suggestions. My greatest
debts are to Esty, Elie, and Ari, who did some heavy lifting to make this
book possible, and with such apparent ease that it might have gone un-
noticed. It did not.
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TuaE GLoBaL FinanciaL CRisis As
WorLp PoLiTics

The 2007-8 global financial crisis was a watershed event. With the
flicker of screens—overlooking Times Square, on desktop computers, on
hand-held devices—trillions of dollars of wealth simply drained away, as if
pouring uncontrollably down city streets and vanishing into the sewer. The
US financial economy threatened to implode and, with it, the entire global
economy. The world was on the brink of another Great Depression. Luck-
ily, the real economic wreckage wrought by the 2007-8 crisis, the worst
economic downturn since the Great Depression, wasn’t quite as bad as
that earlier catastrophe. Nevertheless, after the initial dust settled, people
found themselves, if not in a different country, surely in a different econ-
omy, which was dispiritingly different from the one that came before. And
recovery from the crisis, within societies and from country to country, was
wildly uneven: relatively swift for some, virtually nonexistent for others.

Not surprisingly, such a seismic event has attracted considerable at-
tention. Many books have been written about the crisis, the overwhelm-

ing majority of which have focused on (very important) issues such as its
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economic causes, prospects for reforms designed to prevent its recurrence,
and political factors attendant on each of those questions. Less attention
has been paid to issues of international relations, although there has been a
renewed interest in global economic governance. But with regard to how
the crisis might have altered the international balance of power or affected
the patterns and rhythms of world politics into the future, there are still
more questions than answers—in fact, many such questions have yet to be
asked. This book is about the international political meaning and implica-
tions of the global financial crisis of 2007-8, with an emphasis on its conse-
quences for American power and influence in world politics.

The global financial crisis was an important inflection point in the tra-
jectory of international relations, and it will be increasingly recognized as
such as the events themselves recede into history. This proposition is built
on three principal, interrelated contentions, each of which is contestable—
indeed, much of the stuffing of this book is designed to establish, provide
context for, and support these core claims. First, the crisis brought about an
end to what I call the “second US postwar order” (which [ define as the pe-
riod of US hegemony after the Cold War and associated with its project of
domestic and international financial deregulation), due to a collapse of its
international legitimacy. Second, for both material and ideational reasons
(tangible economic factors and changing ideas about economic choices, pol-
icies, and orientations), the crisis has accelerated two pre-existing underly-
ing international political trends. One is the relative erosion of the power,
and political influence, of the United States in general, and the other is the
increased political influence of other states, including China. Third, the
crisis has brought about what I term “a new heterogeneity of thinking”
with regard to ideas about how to best manage domestic and international
money and finance. These divergences are largely the result of new think-
ing outside of the United States, which will increasingly contrast with the
essentially unchanged attitudes suggested by American policy preferences
in these areas. This “new heterogeneity” will matter greatly because it will
contribute to increased discord between countries with regard to efforts
designed to manage and supervise the international economy. This will,
in turn, inhibit the prospects for solutions to problems that will inevitably
arise, and for consequential reform of existing international institutions.

This book is concerned with international politics, and that is where

its novel contributions will be found. But to understand the material and
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ideational factors that will contribute to the consequences for international
relations that I anticipate, it is necessary to work through a good bit of his-
tory and political economy. Nothing comes from nowhere, and revisiting
the Great Depression, the evolution of post—=World War II US hegemony,
and the Asian financial crisis of 1997-98 are crucial for my argument and
for the implications of the current crisis. Similarly, reviewing how the US
economy came to be dominated by its financial sector, competing narra-
tives about the causes of the global financial crisis, and the role of the dollar
as an international currency are essential parts of the story. This chapter
offers a general overview of the book and previews how these elements
link together.

Learning and Unlearning the Lessons of the Past

Although this is a book concerned with the present, informed by the re-
cent past and with an eye on the future, I begin with a discussion of the
Great Depression, which is an indispensable excursion for understanding
and contextualizing contemporary events. The interwar catastrophe mat-
tered for the reasons that history typically matters—it is rich with lessons
for the present, and it was a formative experience that shaped public pol-
icy for generations. Although history does not repeat itself, the course of
the Great Depression, the general contours of its origins and initial erup-
tion of its crises, offers a hauntingly similar echo of the panic of 2007—8 and
its causes. This time around, the result was “the great recession,” which, as
the most debilitating economic distress since World War I1, is not to be un-
derestimated. But the more recent distress nevertheless pales in compari-
son with the economic ruin of the Depression, which in turn contributed
importantly to the bloodbath of World War II.

The more recent crisis did not spiral out of control, partly because the
lessons of the Depression had been learned. It is easy to criticize the policy
choices made by various governments; especially after economies pulled
back from the brink of the chasm and politicians, no longer desperately
scrambling to jointly put out the fire, resumed their normal business of
fighting over who should pay for the repairs. But, crucially, those initial
choices, to increase spending and assure adequate liquidity, did put the

fire out. In the interwar years, by well-remembered contrast, austerity
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measures (cutting government spending), monetary orthodoxy (especially
adherence to the gold standard), and collectively disastrous protectionism
shoved the teetering world economy into the abyss.!

Learning—that is, avoiding the blunders of the past—was only part
of the story. Luck also played a role, then and now. In the interwar years,
economic squabbles were quick to escalate, leaving everyone worse off,
partly because security dilemmas between states were especially intense.
World War I had traumatized Europe; it shattered the political equilib-
rium on the Continent and generated more international problems than
it resolved. Suspicious and insecure, countries were wary of cooperating
with potentially dangerous rivals. In contrast, despite the fact that rivalry
is a perennial attribute of international politics, the recent crisis took place
in a great power security environment that was markedly benign. None of
the major participants hesitated to reach for a policy lever out of fear of an
imminent military threat.

But lessons can be unlearned—in fact, unlearning the lessons of the
Depression contributed mightily to the global financial crisis—and there
are no guarantees that the international security environment will remain
benign indefinitely. All the more reason to touch base with the interwar
years, which also serve as a useful proving ground to illustrate general at-
tributes about the politics of international money and finance that remain
acutely relevant for contemporary politics. One lesson is that because of
the unique nature of money—it has value solely because people think it
has value—ideas about money, good or bad, right or wrong, have a pow-
erful, formative effect on the choices made by states, and for whether a
given macroeconomic policy will succeed or fail.* Not far behind ideas, it
should be added, is power. As Robert Gilpin observed, “every international
monetary regime rests on a particular political order.” Yet another issue
is that international monetary relations have a tendency to be acrimonious
because the policy choices of one country tend to put pressure on the politi-
cally sensitive interest and exchange rate policies of other countries, often
unintentionally. Finally, the interwar years also offer yet another warning
with contemporary relevance: international macroeconomic disarray can
affect politics within states, helping to empower, as it did in Germany and
Japan in the 1930s, political factions that reject cooperative foreign and
economic policies.

The lessons of the Great Depression provided the essential building
blocks of the financial order constructed after World War II. Although the
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period from that time to the global financial crisis is commonly described
as a period of continuous American hegemony, in fact the United States
orchestrated two distinct international orders, each based on a distinct eco-
nomic ideology and geopolitical vision. The first order, associated with the
remarkable quarter-century of economic growth that took place from 1948
to 1973, bore the stamp of John Maynard Keynes’s intellectual influence
and was shaped by the Cold War confrontation between the United States
and the Soviet Union. (The United States was eager to help its military
allies recover from the war, and, in the context of an ideological struggle
with the USSR, was tolerant of experimentation with varieties of capital-
ism.) But these lessons were unlearned in the 1980s and 1990s, setting the
stage for the more recent crisis. The “second US postwar order,” which I
date from 1994 (as the foreign policy agenda of the Clinton administration
took shape) through 2007, was based on an anti-Keynesian economic phi-
losophy, “market fundamentalism,” and coincided with the emergence of
unrivaled US unipolarity. Market fundamentalism holds that unfettered
markets—even financial markets—Ieft to govern themselves always know
best and that there is one singularly correct cocktail of economic policies
that applies to all countries in all circumstances.

This was, of course, the antithesis of the first US postwar order. The
architects of that earlier system built institutions such as the International
Monetary Fund (IMF) and the General Agreement on Tariffs and Trade
(GATT), which were designed to respond to the lessons of the Depression
and the war.! They wished to encourage countries to cooperate, to embrace
the international economy, and to respond to the incentives presented by mar-
ket forces. But, at the same time, they understood that unmediated market
forces would generate considerable economic distress and create pressures
for unwelcome and inappropriate uniformity across countries’ economic
policies. The system was thus designed for international institutions and
domestic policies to insulate economies from the bitter winds inherent in
unbridled capitalism. John Ruggie dubbed this “the compromise of embed-
ded liberalism,” an understanding that market forces would be embraced,
but mediated, so that individual states could pursue domestic political and
social agendas as each saw fit.”

Keynes was the key intellectual influence on the embedded liberal
order, and he understood that it was macroeconomic pressures, and espe-
cially short-term capital flows, that presented the gravest danger to these
arrangements. Envisioning the postwar monetary order, he emphasized
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repeatedly that various forms of capital controls, especially those designed
to inhibit destabilizing short-run speculation, were essential.® Given the
balance of power between the United States and Britain at the time, it is
not surprising that the IMEF, as established, was closer to the American vi-
sion. But capital controls were a basic part of its charter.”

Keynes’s ideas and the practice of postwar economic policy known as
Keynesianism were two different things. The latter, enormously influ-
ential in the 1950s and 1960s, got fairly well beaten up first by academic
critiques and then by the stagflation of the 1970s. In the 1980s, Keynes-
ianism was declared dead, and a new approach, new classical macroeco-
nomics, was on the rise. Central to this approach was rational expectations
theory and its fellow traveler, the efficient markets hypothesis. Rational
expectations holds that all actors in the economy share an understanding
of the same singularly correct model of how the economy works, and make
choices in the context of known risk.® The efficient markets hypothesis,
which holds that current market prices accurately express the intrinsic un-
derlying value of an asset, flows naturally from this position, as those prices
reflect the sum of the collective wisdom of savvy market actors.

By the 1990s, what was rebranded as a “new Keynesianism” heralded
the convergence of mainstream macroeconomic theory, as both new clas-
sicals and new Keynesians embraced rational expectations. But despite
the labels, this was even further removed from Keynes, who did not hold
“rational expectations.” Rather, Keynes held that investors more often
grope in the dark than calculate risk: they can’t assign precise probabili-
ties to all potential eventualities because too many factors are unknow-
able. In a world of uncertainty, financial markets are susceptible to—even
driven by—what he called “animal spirits,” unpredictable shifts in the at-
titudes and emotions of investors. It should be noted that one need not be a
Keynesian to reject rational expectations theory. Both his most famous in-
tellectual opponent, Friedrich von Hayek, and one of the most prominent
and passionate anti-Keynesians of his day, Frank Knight, offered analy-
ses that were fundamentally at odds with rational expectations. (Knight
saw uncertainty, which he distinguished from risk, as the very engine of
capitalism.)’ But the modern mainstream academic convergence around
rational expectations—a theory that, it turned out, did not perform well
when subjected to empirical tests—provided an important intellectual

foundation of the second US postwar order. If financial markets always
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know best, they need not be regulated. They can, as Federal Reserve chair-
man Alan Greenspan insisted, supervise themselves. This idea meshed
well with political developments—the increasing influence of the grow-
ing financial sector and rise of the “New Democrats,” who, in the 1990s,
cultivated Wall Street as a source of support—that provided the impetus
behind the second US order.

Joining forces with the Republican Party, the Clinton White House or-
chestrated the deregulation of the US financial sector. The repeal of the
Glass-Steagall Act (the Depression-era law designed to create protective
firewalls within the financial sector) and the passage of the Commodity
Futures Modernization Act (which prevented the regulation of deriva-
tives, including the credit-default swaps that would play a central role in
the 2007-8 financial crisis) completed the transition of the US economy
from one in which the financial sector was regulated and supervised and
whose role in the economy was subordinate (that is, it allocated capital
in the service of real economic activity) to an economy dominated by its
financial sector. Finance became the largest, the fastest growing, and the
most profitable sector in the American economy. And it wielded enormous

political influence.

The Second US Postwar Order and the Origins
of the Global Financial Crisis

The American financial liberalization project had an international com-
ponent. In partnership with its new benefactors on Wall Street, officials of
the Clinton administration fanned the globe encouraging states to liberal-
ize and to open their domestic markets to US banks, insurance companies,
and brokerage houses. From the US perspective all good things went to-
gether: financial deregulation was assumed to be good public policy; it was
clearly good for US firms, and financial globalization suggested an inter-
national environment in which US political power and influence would be
relatively enhanced.

Not coincidentally, in the mid-1990s the IMF was reaching similar con-
clusions about the appeal of unfettered capital. In a radical and bold power
play, the Fund moved to abandon its original charter with a planned revi-

sion of its articles of agreement. Instead of accommodating capital controls,
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the IMF would now force its members to renounce their use as a condi-
tion of membership in the Fund. But this was not simply a question of the
Fund falling into step with American commands: ideas mattered. The US
government, the financial sector, economists at the IMF, and the professors
who trained them shared the same views on the benefits of uninhibited
finance."

In explaining the move toward capital liberalization in the 1990s, as is
true of most questions regarding the politics of money, it is hard to dis-
entangle the roles of power, ideas, and interests." It is notable, however,
that in this particular case, the ideas were castles made of sand. Economic
theory strongly zends to see the free play of market forces as efficient and
optimal from an economic perspective. But there are exceptions, includ-
ing “market failures,” where the free market goes wrong. And although
there are good reasons to believe that capital mobility is a good thing,
there are also good reasons to believe that completely unregulated capital
flows are too much of a good thing."” As a matter of fact, studies have
repeatedly failed to show a positive relationship between capital liber-
alization and economic growth, or a host of other desirable economic
outcomes."

At the same time, it is well established that countries that dismantle
their capital controls are more vulnerable to very costly and disruptive fi-
nancial crises, even when they are following what orthodox observers and
advisers would deem “appropriate” economic policies. More generally,
throughout history, periods of high international capital mobility are as-
sociated with an increase in the number of financial crises. Nor should this
really be all that startling. Charles Kindleberger showed decades ago (and
recent studies only confirm) that financial crises are common occurrences
throughout economic history and the factors that contribute to them are
well understood. More puzzling is why the ideology of completely unin-
hibited capital endures."

Not surprisingly, then, the momentum to liberalize capital lows coin-
cided with an increase in international financial instability, most notably
seen in the Asian financial crisis of 1997-98. That devastating crisis came
as a surprise, however, to the IMF, which not only failed to see it coming
but had been touting the sound macroeconomic policies of the countries
that bore the brunt of its destructive force. Even as the storm was surg-

ing the Fund failed to recognize its implications. A team of its specialists
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visited Korea in October 1997 and confidently, and erroneously, predicted
that the unfolding crisis would not reach its shores.

The Asian financial crisis and its immediate aftermath planted the seeds
of doubt that would eventually delegitimize the second US order by expos-
ing an ideological fissure with regard to its interpretation. The US govern-
ment and the IMF saw the crisis as the result of policy failures within the
affected countries and as evidence of the superiority of the US economic
model. In Japan and China, and throughout Asia more generally, it was
seen as a classic international financial crisis, and one that illustrated the
dangers of too much capital mobility. This divergence was exacerbated by
dissatisfaction with the austerity measures imposed by the IMF and re-
sentment about the opportunistic way the United States took advantage
of the political leverage the crisis afforded it in negotiations with its Asian
partners.

The IMF also won few friends by forging ahead with its plans to revise
its charter. With the plan now facing growing opposition, the Clinton ad-
ministration dropped its posture of arm’s-length indifference to the Fund’s
capital liberalization drive and rallied to support it."”” But the continuing
eruption of financial crises, now in Russia and Latin America, stalled the
initiative. New amendment or not, however, the ideology of free capital
remained in place at the IMF and in the United States. In fact, the United
States entered the twenty-first century even more powerful, and ever more
confident, than before. But that confidence—hubris, really—encouraged
the nation to overlook warning signs of dangers lurking in its finance-
driven, deregulated economy. The US financial model might have been
the only one left standing, but the fortunes being accumulated masked a
metastasizing systemic risk. In addition, the United States underestimated
how the crisis of the 1990s atrophied the enthusiasm of others for the
American way, though such doubts and disenchantments mattered little as
long as things were going well.

Things stopped going well in 2007, when the financial system imploded
in the worst crisis since the Great Depression.'® That disaster was rooted in
the financialization of the US economy and the flawed foundations of the
second US order. (One need not share my interpretation of the crisis to
agree with my assessment of its consequences for world politics. But at-
tention to competing interpretations is a crucial element of my argument.)

The US financial sector grew so fast, and generated so much wealth for its



10 American Power after the Financial Crisis

participants, that it skewed the balance of the economy. Top students from
the best universities were irresistibly drawn by the prospect of fantastic
wealth. And not just business majors—physicists and engineers wanted
a piece of the action, too. In 2006, almost half of Princeton’s graduating
class took jobs in finance. Financial firms were also becoming much larger,
and a small number of gigantic, intricately enmeshed firms dominated the
industry. Was this a good thing? Could the financial sector become “too
large”? At what point did it become “too concentrated”? Were the major
firms “too interdependent”? These are questions that cannot even be asked
(and therefore were not asked) if a bedrock assumption of analysis is that
market outcomes must inherently be good or, at the very least, are opti-
mally efficient.

Finance was not simply growing; its business model was changing—in
ways that made a crisis more likely. In the old days, banking was boring:
borrow money at 3 percent, lend itat 6, and be on the golf course at three; at
least so went the joke. Back then, banks followed an “originate and hold”
model, which meant they would retain the mortgages they issued until
maturity. But the innovation of securitization—the slicing up, repackag-
ing, and selling of mortgages and other instruments—changed the nature
of banking. The model shifted to one of “originate and distribute,” that is,
sell the mortgage, which was usually broken up into a myriad of tiny com-
ponents. In such a model, of course, there is less incentive to subject bor-
rowers to intense scrutiny. In contrast, given the money to be made, there
are tremendous incentives to create product (issue loans) and move them
along (sell securitized assets to other investors). Also enormously profitable
was the alchemy of creating new and fantastically complex financial prod-
ucts that blended together fragments of all kinds of instruments. Trends
in the industry, such as the increasing ratio of bonuses to base pay, further
encouraged star performers to value the present over the future and to
make gambles that promised immediate rewards with risks shoved just
over the horizon.

Two types of risks were building, massively and unchecked, in this new
financial world. Individual risk—risk associated with particular instru-
ments and specific players—might have been mitigated by credit rating
agencies (CRAs). It was simply impossible, even for savvy, sophisticated,
experienced investors to assess the underlying value and safety of the tens

of thousands of exotic financial instruments floating around. A triple-A
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rating from a CRA offered a Good Housekeeping seal of approval for in-
vestors in no position to inspect the kitchen themselves. But the new US
financial order was riddled with fundamental conflicts of interest, and one
of them was that CRAs were paid by, and beholden to, the issuers of secu-
rities, not the investors who bought them. Triple-A ratings were handed
out all too easily.

Systemic risk was also growing. Because of the unique nature of finance,
even sensible levels of risk taken by individual firms can produce an un-
healthy level of risk for the financial system as a whole. With increasing
leverage—less money commanding more assets (and, necessarily, more li-
abilities and obligations)—and an environment that encouraged greater
risk taking, the fact that financial firms were routinely counterparties for
each other meant that one unlucky (not to mention reckless) bank could
easily imperil another, which would threaten another, and so on. That’s
what a financial crisis looks like.

But the very idea of systemic risk was anathema to the ideology of
what I refer to as the “new American model.” A harbinger of this shift
was the transition at the Federal Reserve from the leadership of the con-
servative cop-on-the-beat Paul Volcker to the libertarian financial market
cheerleader Alan Greenspan. And the Bush administration outdid even
the Clinton administration in financial permissiveness, disdaining not only
regulation but (like Greenspan), government oversight and supervision as
well. Conflicts of interest continued to proliferate, not simply within the
industry, but between government and finance as well. Bankers, politi-
cians, and regulators became so enmeshed that the metaphor of the re-
volving door between public- and private-sector employment—which was
spinning dizzily at every level of government—is inadequate. The inter-
twined connections looked more like a double helix, imprinting the shared
DNA of efficient financial markets.

Concerns for systemic risk were not just vanishing from government,
they were vanishing from economics textbooks as well. The widespread
embrace of rational expectations theory led to a convergence in the discipline
around macroeconomic models that not only failed to see the financial cri-
sis coming but were designed in such a way that they could not account
for even the possibility of such a crisis. A similar type of problem plagued
the risk-management models in vogue on Wall Street. Deploying science-

fiction levels of mathematical prowess, these models fed the impression
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that today’s geniuses knew better than yesterday’s fools and had, for all
practical purposes, solved the perennial problem of unanticipated and dan-
gerous risk.

There were some voices of dissent. All models, no matter how sophis-
ticated, are utterly dependent on their assumptions, and critics warned
that the new financial models built their expectations based on the expe-
riences of the recent string of good years and the assumption that those
good times would continue to roll."” But such critics, along with Cassan-
dras like Paul Volcker and the rare mainstream, finance-friendly econ-
omists who expressed cautious, qualified concerns about systemic risk,
were ignored.'

Concern for systemic risk, assumed away in the new American model,
was nevertheless a central component of an older approach that held that
unregulated finance was naturally prone to crisis.”” Paradoxically, periods
of stability encourage greater risk taking and financial innovation, which
draws in crowds following in the footsteps of successful pioneers. This
leads to a classic form of market failure: the behavior of each individual
is rational, but their actions collectively create a risk that is not taken into
account by any individual.

There are, then, two distinct interpretations of the causes of the finan-
cial crisis of 2007-8. From the new American perspective, it was a terrible,
unfortunate, exceptionally unlucky strike of lightning, a freak event that
was extremely unlikely and essentially unpredictable. But for the older
school of thought, some sort of crisis was virtually inevitable; it was a ques-
tion not of if but of when. Deregulation encouraged the financial sector to
become dangerously large and interconnected; an efficient markets culture
encouraged those who might guard against the buildup of systemic risk to
abandon their posts.

Which of these perspectives is right obviously matters for the future
of the US economy. I am a member of the old school; but this book is not
about settling that debate. It is about the implications of the financial crisis
for the future of American power and the nature of international relations.
For these questions, the “correct” interpretation of the crisis is beside the
point. Crucial for my argument are four much less controversial claims:
(1) for much of the world, the global financial crisis was the second major
financial crisis within ten years; (2) the United States was at the epicenter

of the crisis; (3) for many, the crisis raised new doubts about the wisdom of
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the new American model; (4) the US financial system following the crisis

is characterized by greater continuity than change.

Power, Ideas, and International Political Consequences

It is these new developments that will have consequences for international
relations. The delegitimization of the second US postwar order will en-
courage a new heterogeneity of thinking about how best to govern money
and finance. As a result, policy choices by states will reflect an increased
desire for greater autonomy and some insulation from the US economy.
These changes will complicate the prospects for international cooperation.

A variety of macroeconomic policy innovations (most obviously the in-
creased deployment of various forms of capital controls) are already being
introduced in a wide variety of countries throughout the world, reflect-
ing the new heterogeneity.”” But new thinking and its consequences can
be seen most plainly in China. Before the crisis, even though Beijing was
always very cautious about capital deregulation, especially as its controls
had protected it from the Asian financial crisis, its policies were neverthe-
less tacking slowly and cautiously toward the American model. This was
heartily encouraged by US officials, who, in the years leading up to the
2007-8 crisis, had but three words of advice for developing countries in
general and China in particular: liberalize, liberalize, liberalize. American
elites pressed vigorously for dismantling controls and eliminating all bar-
riers to the free flow of capital.

For years, such advice, and a tacit acknowledgement that the US fi-
nancial model represented what all states should aspire to, was the moral
equivalent of being told to eat more vegetables—in theory it was the
right thing to do, but in practice the effort was uneven and halthearted.
This all changed as a result of the global financial crisis, which exposed
basic flaws in the American way. The crisis, and assessments of its causes,
ended the belief that the American model was singularly correct, or even
a good idea. In China, it provided yet another lesson about the perils of
finance unbound and also elicited what I call “buyer’s remorse,” remorse
about a development model that left it with massive, historically unprec-
edented holdings of US dollars and that had bound it so tightly to the US

cconomy.
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Loss of faith in the American model and, close on the heels of that
change of heart, disenchantment with the way the United States was man-
aging its economy and its currency, as well as its general stewardship of the
global economy, has altered China’s economic strategy. Searching for space
from the dollar, and eager to entertain new ideas of how to best organize
the world’s money and finance, Beijing has now moved to promote the
international role of its own currency, the renminbi (RMB), also known
as the yuan.

There are barriers to RMB internationalization, especially fragilities
within China’s own domestic financial sector.”’ And any disruption in
China’s remarkable record of high annual economic growth—a scenario
not to be underestimated—would further complicate such ambitions. But
Beijing is on track to increase the international use of the yuan and, as a
long-run project, aspires to see it as the international money of East Asia.
The emergence of the RMB as an important international currency, in
addition to reducing China’s dependence on the dollar and pushing back
against the second US order, will enhance its economic autonomy and its
political influence, objectives accelerated by the financial crisis. Moreover,
in the wake of the crisis, it is not simply that China is more willing to see its
currency play a larger role in global economic affairs, but other countries,
reaching similar conclusions about the second US order, are more recep-
tive to such advances and newly eager to embrace opportunities for diver-
sification. The new heterogeneity of thinking—and its consequences—is a
widespread phenomenon.

These developments also suggest that the postcrisis environment will
be characterized by increased macroeconomic conflicts between countries.
International monetary relations are commonly tempestuous and coopera-
tion clusive, the result of inherent difficulties that can be mitigated by a
concentration of monetary power, ideological homogeneity, and shared,
salient security concerns. But all of these variables are now moving in the
“wrong” direction. Political power (and monetary power) is becoming
somewhat more dispersed in the international system. Ideas about money
and finance are much less homogeneous than they once were. And the
security interests of key players at the monetary table are more varied than
they have been in close to a century. In the second half of the twentieth
century every major effort to reconstitute the international monetary order

was undertaken by the United States and its political allies and military
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dependencies. This is no longer the case. For the first time in memory, the
major players in the international monetary game have diverse, and often
conflicting, political interests. This suggests a very bumpy ride ahead for
global macroeconomic affairs.

The global financial crisis will also have an effect on the international
balance of power, as well as on US power and influence in world politics.
The United States will remain, indefinitely, a military competitor without
peer, and its economy will remain enormous, advanced, and robust. But,
from the perspective of international relations, power is a fundamentally
relative concept, and US relative power and influence are eroding. The dif-
ferential costs visited by the crisis on national economies, along with varia-
tions in national economic growth in the immediate aftermath of the crisis,
have accelerated a process already under way: the diffusion of economic
power, which in turn translates into political influence.” To take the most
prominent example, in 1999 China was the world’s ninth-largest importer,
taking in about $180 billion worth of other countries’ products. In 2009,
China’s imports were worth more than $1 trillion (second only to the
United States), and they have only continued to grow. Many countries find
their economies increasingly dependent on the large and growing Chinese
market, which affects the way that they calculate their interests in world
politics, to China’s advantage.” (Once again, it is important to note that
although China is the most prominent example of this phenomenon, it is
but one part of a larger story. China’s economic surge might ebb, but global
tides are shifting more generally.)

The diffusion of economic activity is also taking place within the con-
text of the delegitimization of the second US order. Thus, not only are
American capabilities eroding, but the crisis has been a blow to American
“soft power,” defined as that “intangible attraction that persuades . . . with-
out any explicit threat or exchange taking place.”” Reassessments of the
American model place new emphasis on vulnerabilities already visible in
the US economy that were exacerbated by the crisis, which also raised new

alarms. Particularly notable—and consequential—is the one novel attri-

bute of the global financial crisis: the United States was at its epicenter and
suffered severely. Financial crises are common occurrences, but not, since
the Great Depression, in the United States. For three-quarters of a century
financial crises were things that happened to other countries. If anything,

they further empowered the United States, which served as a safe haven
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for investors secking cover from shocks abroad. Even in the most recent
crisis, panicking actors ran foward the US economy even though it was
the source of the disturbance. But that is an illusory respite, and the crisis
suggests a new and unfamiliar (though actually more “normal”) level of
exposure of the US economy to external financial pressures.

One challenge to US power concerns the long-run trajectory of the dol-
lar as an international currency. Again, underlying trends, even before
the crisis, made it highly probable that the international role of the dol-
lar would modestly diminish over time.” And again, the driver is one of
relative change; the greenback is very unlikely to be overtaken by a com-
peting international money. But its global reach will almost certainly be
encroached on. In addition to the RMB, the euro, despite its current strug-
gles, is also on track to play a greater global role in the future. The World
Bank, for example, is among the many that anticipate a multipolar world
economy with a multipolar currency order.

This matters, because managing a currency in decline, even one simply
in relative decline remaining predominant in international use, is a very
tricky business involving the loss of old (and accustomed) benefits and the
introduction of new (and unfamiliar) vulnerabilities. Since World War II,
for example, the United States has taken for granted that the dollar as the
world’s currency has afforded it macroeconomic policy autonomy and
balance-of-payments flexibility unlike any other country—perks that have
made it much easier to finance ambitious foreign policies. The central role
of the dollar has also made it easier for the United States to shake off (that
is, pass on to others) the burdens of adjustment that are generated by the
normal processes of international monetary and financial relations. And
the special role of the dollar, simply by serving as the axis around which
monetary affairs are organized, has provided the United States with what
political scientists call structural power. Choices, frameworks, and rela-
tions are implicitly shaped by the dollar’s international role, and, as with
the pattern of international trade, generate incentives that subtly influence
the way actors go about calculating what is in their best political interest.”

Relative diminution of the dollar’s role implies the erosion of these
perks, and also the emergence of new costs and dangers. A key challenge
comes from a jujitsu-like reversal in market behavior. From its command-
ing heights a key currency is essentially given the benefit of the doubt,

treated as if it is as good as gold. But once it is under stress, perhaps even



The Global Financial Crisis as World Politics 17

easing toward retirement, its previous widespread use and vast foreign
holdings suddenly make it look overextended and suspect. Instead of a
free ride, international currencies perceived to be in decline are subject to
the discipline of skeptical market forces at the first hint of trouble. And
what does it take to reassure markets? Demonstrations of a commitment
to proper—that is, conservative—economic policies, which means auster-
ity, everywhere—pressures from which military budgets will not be im-
mune.” The potential exists that in the future financial crises, especially
those that once again implicate US financial institutions, will be associated
with pressure on the dollar rather than rallies toward it. And, as it is gen-
erally the case that countries face negative pressure from markets when
they are confronted with an international political crisis or seem to be ap-
proaching the possibility of war, the new international macroeconomic
constraints faced by the United States will encourage it to be more cautious
on the world stage. As a rule of thumb, suspect currencies make for timid
states.” Finally, even well short of crisis, given the volume of dollar assets
held abroad, in an environment where actors are not eager to increase their
holdings, the dollar could be vulnerable to politically motivated currency
manipulation by political adversaries.

In addition to these new, material challenges that derive from dollar
diminution, there is also the question of how these constraints feel, that
is, how they will be processed by the American political system. For over
seventy years—arguably for one hundred years—the United States has
simply not faced external macroeconomic constraints in ways routinely
experienced by other states. The unfamiliarity of these irritants, especially
given the bitterly gridlocked and polarized domestic political setting, will
likely serve to magnify the real economic effects of dollar diminution. This
book will conclude with a discussion of this and other speculations about
how my expectations regarding world politics and the future of American
power might be affected by other wild cards and discontinuities. Such a
discussion is essential because my objective is not to place bets on the fu-
ture; it is to understand and anticipate what is likely to happen, and why.
The heart of the book is not in its predictions but in its interpretation of
history and political economy. The future is contingent and therefore nec-

essarily unwritten. The argument’s the thing.



LEARNING FROM THE GREAT DEPRESSION

It might seem odd to begin a discussion of the international political
implications of a twenty-first-century financial crisis by looking back at
events from the 1930s. But there are good, even compelling reasons to do
so. First-year undergraduate students of world politics still study World
War I, because, as one legendary professor of international relations ex-
plained, World War I is “the great teacher,” a virtual laboratory of the
causes of war and handily summarized as a “don’t let this happen to you”
booklet distributed to future generations of leaders so that they might not
be so naive, headstrong, or foolish as to repeat the mistakes that contrib-
uted to the Great War. (President Kennedy was reportedly influenced by
Barbara Tuchman’s The Guns of August as he sought to prevent the Cuban
missile crisis from spiraling out of control.)

The Great Depression is not only similarly invaluable as a “great
teacher,” it also demands attention as the most appropriate referent for
today’s problems as it is eerily, alarmingly similar in its origins and initial
manifestations to the current crisis. But by good fortune did the financial
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crisis of 20078 and its aftershocks “only” bring about a severe, protracted
recession and not (so far at least) economic suffering and toxic political
contagion of the magnitude associated with the Great Depression. But
that luck need not hold. Three crucial areas of difference between then
and now—ideas, learning, and international politics—provided the safety
net that limited the fall this time. In the interwar years, bad public policy
made a terrible situation much worse, as states’ dismal monetary and fis-
cal policies resulted in suffocating illiquidity and atrophied aggregate de-
mand. This time around, actors had the mistakes of the Depression as a
ready guide of exactly what noz to do. (In the Great Depression, the Fed-
eral Reserve shot the economy in the foot, at best, but in 2007 the chair-
man of the Fed, Ben Bernanke, had made his academic reputation as a
student of those blunders.)! As a result, although policy responses dur-
ing the current crisis were not ideal (and unwinding them will present
problems of their own in the future, as I discuss in chapters 7 and 8), the
two basic levers reached for—flooding the system with liquidity and new
programs of public spending—were crucially necessary and pushed in the
right direction.

Just as important in making the Great Depression great was interna-
tional politics. In particular, the corrosive geopolitical environment of
the time meant that cooperative measures that might have been taken to
ameliorate the crisis were not forthcoming, as states pursued individually
selfish and collectively dysfunctional international agendas. The most in-
famous of these in historical memory were the rounds of protectionism
that contracted global markets, such as America’s self-mutilating Smoot-
Hawley Tariff Act. (US imports collapsed, but exports fell even further.)
And this hurt. But it was the geopolitically rooted failure of macroeco-
nomic cooperation that sealed the fate of the world economy. Especially in
Europe, the security situation, still unresolved after the epochal, equilib-
rium-shattering Great War, left countries eyeing one another with enor-
mous, and at times well-justified, suspicion. In this context, the already
compromised international financial system sputtered in disrepair, an ac-
cident waiting to happen. Thus, although financial crises are an all-too-
common feature of economic history and to be expected, in 1931, during
the Creditanstalt crisis—the uncontained failure of one of the biggest
banks in Central Europe—steps that could have ameliorated that crisis
were halting, inadequate, and soon abandoned. Instead, the crisis spun out
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of control, spreading from Austria to Germany and then Britain and even
Japan, with devastating consequences.

During the Great Depression, then, bad ideas, such as a commitment to
the orthodoxy of the gold standard, and an intense international security
dilemma were crucial accelerants of the catastrophe. At the onset of the
recent crisis, by contrast, the most obvious policy blunders were avoided,
and the security setting was comparatively benign. But the strands of to-
day’s safety net might still fray. Especially as financial systems pulled back
from the brink of a complete meltdown, which was a real possibility,
and economic activity stabilized, however sluggishly, after an initial free
fall that tracked closely with the trajectory of the interwar collapse, less-
terrified participants crawled out of their foxholes and felt safe to resume
the normal politics of distributional conflict. Ironically, the early successes
of the responses this time has left the door open for bad ideas and poor
public policy to slip back into the room (and deterioration in international
relations is always a possibility)—all the more reason to revisit the lessons
of the great teacher.

In this chapter I revisit the interwar period to illustrate the crucial role
of ideas and international politics in explaining both the contours of the
Great Depression, in particular, and the management of the global finan-
cial system, generally. By drawing on the experiences of the 1930s, I also
demonstrate how power, security, and ideology shape the possibilities of
international monetary cooperation. And in a brief concluding discussion
I flip those causal arrows and show that, not only do politics affect the
management of financial crises, but such crises can influence both domestic
and international politics in very dangerous ways—another warning from
the past of great importance today. But to be warned is not always to be
wise. As I discuss in chapter 3, the lessons of the Great Depression were
the essential building blocks of the financial order constructed after World
War II, lessons that were unlearned in the 1980s and 1990s, thus setting the
stage for the most recent crisis.

In this chapter [ thus establish three important points for the arguments
of this book as a whole. First, the similarities between then and now un-
derscore that during the recent crisis the global economy was actually very
close to the brink of catastrophic disaster. This should serve as a reminder
of the stakes still on the table, because there is no guarantee that short-

sighted politics, bad ideas, poor public policy, or a turn for the worse in



Learning from the Great Depression 21

relations between great powers might not still occur. That the crisis was,
and potentially is, zhat epochal and dangerous also explains why it will
lead to rethinking; as the saying goes, there is something about facing the
gallows that focuses the mind. A second, and related theme is that various
states will reach different conclusions about what the lessons of the crisis
are, a diversity that will contribute to the new heterogeneity in macroeco-
nomic thinking. Third, I demonstrate the importance of “high politics” in
explaining the contours of global monetary and financial relations. This
matters because it speaks to my expectation of emerging and chronic macro-
economic discord, especially, but not exclusively, between the United
States and China. As I will explain here and reprise in chapter 6, macro-
economic cooperation is inherently difficult to achieve and (especially) to
sustain. Therefore, even though the lack of an intense security competition
between the United States and China, and the great powers more gener-
ally, allowed for a nondysfunctional response to the initial crisis, the ab-
sence of a shared security vision between the United States and China will

raise problems in the future.

The Fire Last Time

In the United States, 1929 is the year associated with the start of the Great
Depression, and for good reason. The stock market crash of October 1929
brought the Twenties to a close. It had been a decade, like the first decade of
the 2000s, that roared with a dramatically expanding, scandalously under-
regulated, irresponsibly leveraged financial sector that was besotted with
the expectation that the good times would indefinitely roll. On the eve
of the stock market crash, leading American economist Irving Fisher fa-
mously proclaimed that “stock prices have reached what looks like a per-
manently high plateau.” Instead, the market suddenly shed about a third
of its value in three tumultuous weeks, throwing the US economy into a
deep recession.” (It would go down much further from there.) Neverthe-
less, as Harold James has argued, for most of the world “the really severe
jolt, the annus terribilis, came in 1931.”% (And the already limping US econ-
omy was kneecapped in 1931 as well: the unemployment rate, already high
in 1930 at 8.7%, rose to 15.9% in 1931 and 23.6% in 1932. It would peak at
24.9% in 1933 but remain very high for the balance of the decade.)
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It was the failure to contain banking panics that made the Great De-
pression “great.” The United States suffered a major banking panic in
1930, two in 1931, and one more in 1933. As noted, from a global per-
spective, 1931 was the year the bottom fell out, heralded by the failure of
the Creditanstalt, which was the point of no return. Banking panics are
just that—panics—and they are virulently contagious, as actors scram-
bling to cover their positions and protect their assets can torch solvent as
well as insolvent institutions, which, in the heat of the moment, can be
indistinguishable from one another. On May 8, the bank informed the
Austrian government that it was on the brink of failure. Understanding
immediately that the Creditanstalt was a “too big to fail” institution—it
was the largest bank in Austria, indeed, the largest European bank east
of Germany—the normally conservative, noninterventionist government
immediately went to work on a rescue package. Three days later, both the
troubles of the bank and the rescue plans were announced to the public.
Despite the efforts of the government, runs on banks throughout Austria
occurred. The subsequent failure of the Creditanstalt did not quell the riot;
hordes of investors picked up their torches and headed to Germany, whose
banks were implicated, or at least suspect, for their ties to Austrian finance.
After leaving German finance in ruins, the crisis spread to London, where,
in September, a hemorrhaging of reserves forced the pound off the gold
standard for the first time (outside of wartime suspensions) in two hun-
dred years. Major aftershocks from the British break with gold were felt in
the United States and as far away as Japan.!

Why did the global financial system collapse? As one scholar observed
with regard to the crisis, “on the single occasion when it was most des-
perately required, international cooperation was not forthcoming.” The
reason, in a word, was politics. The European security situation was un-
settled in the 1920s and 1930s, and political disputes commonly touched
off or exacerbated financial distress. Worse, the great powers in the in-
terwar years were typically rowing in divergent directions, complicating
efforts at cooperation toward common ends, even when all parties would
obviously suffer in the absence of a common plan. The ambivalent Ameri-
cans, decisive in determining the outcome of the Great War, had returned
home. Germany sought to shed the burdens of the Versailles treaty that
had been imposed on it at the point of a gun and the brink of starvation.

France, nominally victorious in the war but hollowed out and exhausted
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by the fight, saw everything through the lens of a future German threat.
Britain, sympathetic to France's concerns, nevertheless instinctively placed
great value on assuring system-wide economic stability and understood
that economic prospects in Europe depended on Germany’s recovery and
reintegration into the fabric of the Continent.® But a thriving Germany
was not high on France’s list of priorities, to say the least, nor was systemic
stability to be purchased at the expense of national security. And France
could see to this since a rare area of its relative strength was financial. It
was determined to take full advantage of one of the few high cards it held.
In relation to Germany and eastern Europe more generally, France sought
to use the financial system as a lever of influence. With regard to Brit-
ain, Paris resorted to boat rocking, expressing its preferences by exposing
the precarious nature of British finances. As Paul Einzig noted, whenever
Britain and France came into conflict, gold flowed from Britain to France.”
Those conflicts were invariably over some aspect of the German question,
such as a proposed Austro-German customs union or reparations policy.
In 1931, these politics haunted the crisis at every step. Once the troubles
of the Creditanstalt were made public, there was concern that, not just
Austria, but Germany as well would be “at once exposed to the danger of
panic withdrawal of capital.” Britain, hoping to prevent a generalized Eu-
ropean banking crisis, favored finding a way to support the rescue efforts
of the Austrian government. France, in contrast, saw a political opportu-
nity. Austria and Germany had been moving toward a customs union, a
move that made much economic sense and was favored by both potential
participants. But France had argued, cogently, that such an agreement was
forbidden by the Versailles treaty. Now France could do more than argue;
it made any assistance to Austria contingent on the abandonment of the
customs union scheme, which it presented as an ultimatum on June 16.%
The Americans and the British, who had in May backed an initial loan
to Austria through the Bank for International Settlements (more help was
now needed), were displeased by what internal US documents described as
“blackmail.” Secretary of State Henry Stimson personally told the French
ambassador in Washington that such behavior was not “the proper way to
meet a financial crisis.” (Actually, France’s efforts went beyond blackmail;
with the banking crisis there was a flight from the Austrian shilling, and
France withdrew funds from Austria in an effort to pour gasoline on that

fire.) Faced with France’s demand, the Austrian government announced
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its resignation, which threatened such chaos that the next day the Bank
of England, which previously had preferred to play a small, supportive
behind-the-scenes role, stepped in with a large emergency short-term loan
of its own. This temporarily saved the Austrian government, but it weak-
ened the position of sterling.’

The British credit provided a respite from the storm but could not re-
store the Continent’s fragile finances, and soon enough Germany found
itself tested—and wanting—Dby the financial pressures unleashed by the
Austrian crisis. On June 25 the situation was adequately dire that even
France joined in with the Bank of England, the Bank for International
Settlements, and the US Federal Reserve Banks to collectively provide
a $100 million loan to Germany. But when that proved insufficient, and
it was clear that Germany would need more help from abroad, France
introduced a range of political conditions on any new loans, including
concessions on naval disarmament, reparations, the customs union issue
(once again), and recognition of French interests in Central Europe and
the Balkans. Instead, Germany retreated behind a protective wall of ex-
change controls, essentially divorcing itself from global financial markets.
With the German avenue effectively dammed, the crisis floodwaters were
diverted to Britain, and the stage was set for the crisis that would be visited

upon sterling in September."

The Unique Power of Ideas about Money

It was not just politics that doomed the interwar economy; ideas—bad
ideas—played a crucial role as well. Like medieval bloodletters, many pre-
Keynesian economists and policymakers prescribed deflation, liquidation,
orthodoxy, and devotion to the gold standard as ritual practices for com-
bating economic depression—cures akin to starving an anorexic that were
at least as bad as the disease itself. These faiths were interdependent; as
Barry Eichengreen illustrated in his classic book Golden Ferters, the gold
standard was at the rotten heart of the Great Depression and crucially con-
tributed to why it was so deep and went on for so long. Only by abandon-
ing the gold standard could states dispense with deflation and orthodoxy
and revive their economies.!' But this required shattering two taboos: vol-
untarily breaking with gold (sometimes helped by a very hard shove, in
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the case of Britain) and purposefully encouraging economic activity (akin
to diving into a pond where schoolmarms had long warned it was forbid-
den to swim).

Eichengreen argued that the gold standard was the mechanism through
which destabilizing impulses were magnified and transmitted through the
fragile international financial system, tightening further in response to es-
cape attempts like a Chinese finger puzzle. As he wrote, “central banks
starved of gold restricted credit availability and raised domestic interest
rates in a futile effort to obtain scarce reserves from one to another. To
the extent that all countries engaged in the practice, they frustrated one
another’s efforts and only intensified the deflationary pressure operating
in the world economy.” The operation of the gold standard essentially
prevented leaders from taking the steps necessary to contain bank fail-
ures and prevent the spread of financial panic, or, were they so inclined,
to pursue relatively reflationary policies. Such policies would signal a lack
of commitment to the gold standard and put pressure on the currency.
If the gold standard was to be retained, expansionary measures would
have to be withdrawn as the currency came under pressure, and thus at-
tempts at expansion would do little more than drain reserves and compel
retrenchment. Similarly, states were unable to prevent the collapse of their
domestic banking systems, since containing a bank run requires generous
injections of liquidity; but, in response, the new funds would leak out of
the country as holders abandoned the currency to avoid the losses associ-
ated with anticipated depreciation. Thus, the defense of the gold standard
parity required “authorities to sit idly by as the banking system crumbled,
as the Fed Reserve System did at the end of 1931 and again at the begin-
ning of 1933”2

Recovery from the Depression required the abandonment of the gold
standard and the rejection of orthodoxy. Depreciation stimulated the econ-
omy, stabilizing prices and causing output, employment, investment, and
exports to rise more quickly than in states that remained on the gold stan-
dard. It should be noted that depreciation was not the solution in and of
itself; the key mechanism of recovery was not, for example, a new competi-
tive advantage in international markets derived from a reduction in the
value of the currency, which would have presented a new set of collective
action problems, but rather it was that unconcern for maintaining parity

freed up monetary and fiscal policies. The recovery itself still depended on
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the adoption of expansionary policies, which states embraced with differ-
ent levels of reluctance and enthusiasm.

That embrace was uneven because there remained strong voices of or-
thodoxy and liquidation in every quarter. But nowhere did they hang on
as long, or as consequentially, as they did in France. This compounded the
world’s problems in two different ways: first, by undermining prospects for
much-needed mutually beneficial international cooperation; and second, by
asphyxiating the French economy, with negative international political and
economic consequences."” In France, support for the gold standard and for
defending the value of the franc was widespread and ingrained; it even held
sway with many actors whose individual economic interests would have
been much better served by breaking with gold. Instead, successive French
governments chose deflation and, when that failed, “super-deflation.”
From 1932 to 1936, the money supply contracted, and government spend-
ing was cut by 20 percent. But, over the same period, government debt
nevertheless increased markedly, as deflation and austerity choked off
economic activity and tax revenues. The French economy was chasing its
tail in a downward spiral. As the Nazis rearmed, France’s commitment to
monetary orthodoxy slowed its own economy, eroded its industrial base,
and forced reductions in defense spending."*

Ideas about money mattered during the Great Depression. But the ca-
tastrophe of the Depression and the dismal policies that followed in the
name of those ideas are only an extreme, and thus more easily observable,
illustration of a universal and powerful truth: when it comes to money,
ideas always matter. Macroeconomic policymaking—then and now—is
unique in that in order for it to work, people must believe it will work.
This is different than, say, air travel. The collective fear of one hundred
frightened passengers convinced that their plane will crash can’t cause
the jet to go down. But macroeconomic policies require that the majority
of the passengers, especially the ones in business class, are not afraid—
or those policies simply will not fly. This is not a radical position. Milton
Friedman made the same argument about the advantages of abandoning
the gold standard in the 1890s, which, in his estimation, might have been
the wisest course of action. Butin a “fascinating example of how important
what people think about money can sometimes be,” that potentially opti-
mal policy choice was not possible. Instead, “the fear that silver would pro-
duce an inflation sufficient to force the United States off the gold standard
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made it necessary to have a severe deflation in order to stay on the gold
standard.””

Simply put, beliefs about money define the possible. As Benjamin
Cohen explained, because the value of money is utterly dependent on the
willingness of others to accept it—that is what gives money its meaning—
policymakers must pursue “credible strategies” that “make considerable
concessions to market sentiment.” But ideas about money come and go,
and that credibility, and those sentiments, need not be singular, timeless,
uniquely correct, or even, to some extent, correct. They only need to be
believed, assuming of course that the attendant policies fall within a range
of possibilities plausible from the standpoint of abstract economic theory.
And so, as I have argued elsewhere, some (but not all) macroeconomic
policies are sustainable—or unsustainable—solely because of the shared
belief, unrelated to the economic “facts” regarding their merits, that such
policies can or cannot be sustained.'®

A key tenet of the second US postwar order (discussed further in chap-
ter 3) was the assumption that even modest levels of inflation carry real
economic costs and that the principal goal of macroeconomic policy should
be vigilance to assure the maintenance of low inflation. In fact, however,
there is very little science behind this ideology. The costs of moderate in-
flation are very hard to find. As one inflation hawk admitted, economists
“have not presented very convincing arguments to explain these costs.” Nor
are they easily shown: it turns out that “for inflation rates below twenty
percent a year . . . the relation between growth and inflation is not statis-
tically significant.” Study after study confirmed that essential conclusion—
the economic costs of moderate inflation are not to be found—yet the belief
in those costs and a policy orientation of hypervigilance against inflation
remained a pillar of the second US order.”

The power ideas have over money matters. One of the “laws” of eco-
nomic theory, for example, holds that states can choose two, but not three,
of the following menu items: free capital flows, fixed exchange rates, and
macroeconomic policy autonomy. An implication of this is that if a coun-
try chooses to have a floating exchange rate, it should be able to pursue
the monetary policies of its choice. Because if a country chooses policies
that result in an inflation rate above the average of its trading partners—
say 6 percent at home as opposed to 3 percent abroad—with the free flow

of capital and exchange rate flexibility, a depreciation of 3 percent should
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mediate the difference, and that would be that. But if capital mobility is
accompanied by a consensus that “correct” macroeconomic policy does
not permit higher-than-average inflation rates, capital movements will be
more than equilibrating; they will be punitive, punishing the state for pur-
suing policies perceived to be illegitimate. Here the depreciation would not
stop at 3 percent; indeed it might not stop until the offending policies were
reversed, and were they not, in the face of such capital flight, it might build
a momentum of its own, creating a crisis. In the context of one dominant
set of beliefs, macroeconomic policy autonomy is harder to achieve than
the economic laws would lead us to believe. Such ambition might require
a floating exchange rate and restrictions on capital flows, allowing for only
one item from the menu, rather than two. But (as subsequent chapters
will elaborate) the architects of the second US order also insisted that states
abandon their capital controls, and in that context, two of three choices
begin to look like no choices at all. For better or worse, ideas about the
new American model reinforced its practice. For better and worse (more
space for various macroeconomic policy postures; greater discord over the
management of international money), the ideational shift from a singu-
larly legitimate American model will have a telling effect on world politics

and the international economy.

Explaining Monetary Cooperation

Monetary cooperation—efforts by states to manage their exchange rate
and macroeconomic policies so that measures taken by one might not
undermine the efforts of another—is, as Bette Davis might say, not for
wimps. International cooperation is never easy (cooperation, changing be-
havior in anticipation of mutual gains, is distinct from harmony, in which
good things go together naturally), and it is especially problematic when it
comes to macroeconomic issues. Coordinated or not, the normal function-
ing of the international economy routinely generates problems, pressures,
and disequilibria that require resolution. But those “macroeconomic ad-
justments,” as they are called, are costly and invariably become more in-
tense in troubled times, when cooperation is most needed. Some of these
adjustments are compulsory, and they can be more or less intense, but
states instinctively do their best to shift these burdens abroad. This is what
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global financial politics are largely about: games of tug of war over who
will bear what burdens of adjustment. This is less obvious in the contem-
porary United States, which, for a number of reasons, including its role as
issuer of the world’s “key currency,” has been, for generations, uniquely
unconstrained by such pressures and has found it easy, often effortless, to
shrug off the burdens of adjustment onto others. (Or as Nixon’s Treasury
secretary John Connolly put it to his international peers, with characteris-
tic subtly, “the dollar is our currency but it is your problem.”) But the ines-
capable “adjustment problem” is the dilemma at the heart of any monetary
order and is the stuffing of global financial politics. It also explains why
even when states can agree about the contours of the functioning of the
global financial order, those understandings will tend to come under pres-
sure exactly when they are most needed.

The relative complexity of international monetary arrangements also
presents unique challenges. Even if all parties sincerely believe that some
sort of exchange rate cooperation is appealing in theory, they may still
disagree over a wide range of practical issues regarding the “rules of the
game,” given distinct preferences based on national dispositions (such as
small versus large economies) and theoretical disagreements over how to
achieve desired ends. Unlike trade, about which there is a robust economic
logic (liberalization is globally efficient), monetary theory is more ambigu-
ous; there is no decisive empirical evidence as to which type of exchange
rate regime, level and style of capital control, or the rules of the game more
generally, is most efficient or appropriate.”® And, even when agreed on,
cooperation is often difficult to execute and monitor. With international
trade, law is decisive: states can reduce tariffs and eliminate quotas by fiat.
But pledges of macroeconomic cooperation often involve commitments to
intervene (or to not intervene) in markets; such behaviors are harder to
see and evaluate, given that market forces may generate countervailing
pressures.

Leaders will also face often intense pressure to abandon macroeco-
nomic understandings that have been reached. This is because monetary
cooperation, at bottom, involves the sacrifice of national macroeconomic
policy autonomy. Keynes wrote extensively about the difficulty states face
in balancing their preferences for domestic policy autonomy and external
economic stability, which he identified as the basic “dilemma of an inter-

national monetary system,” the challenge of mediating international and
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domestic macroeconomic pressures.”” To stick with international agree-
ments, states are often called on to bear burdens: cut budgets, tighten
money supply, and engage in costly interventions—measures that are rou-
tinely unpopular and often at odds with what seems right for the domestic
economy, such as during a recession. And because of the particular salience
of monetary politics, leaders will feel the greatest pressure to break mon-
etary agreements just when they are most needed—during periods of eco-
nomic distress.

International macroeconomic comity, then, is hard to establish, and,
perhaps just as important, it is particularly difficult to sustain. Both of these
problems are exacerbated by the public nature of macroeconomic exter-
nalities.” “Externalities” in international relations result when states adopt
domestic policies that have “spillover” effects, consequences that are felt
beyond a state’s borders. If injured states push back against the producer
of a negative spillover, that is, take measures designed to force that state to
rein in its offending policy, those policies will be perceived as more costly
than anticipated and they will be somewhat curtailed. (Just as taxing pollu-
tion will force a factory owner to consider the cost of negative externalities
generated during the production process.) But while states can be discrimi-
natory in their trade policies, macroeconomic policies, such as those re-
garding interest and exchange rates, are almost inherently uniform in their
manifestation abroad. Thus, producers of macroeconomic “bads” (e.g.,
very high interest rates) will tend to go underpunished because injured
states face a collective-action dilemma: all will benefit from the elimina-
tion of the public bad, no matter who bears the cost. Due to the free-rider
problem (private costs and public benefits), negative externalities in this
case will not be significantly reduced.

In sum, although the inability of states to amicably settle their differ-
ences about international money and finance can be costly, inefficient, and
embittering, disputes between states over international macroeconomic
matters ought not to surprise. On the contrary, it is the success stories in
these areas that require explanation. Monetary cooperation is possible only
when certain special conditions hold; not surprisingly, those conditions are
rooted in power and ideas.

One factor, power, suggests that international macroeconomic coopera-
tion will be easier to achieve when it is orchestrated by one clear leader.

Such leadership is attractive because of the advantages associated with the
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natural tendency of monetary systems to be hierarchically organized and
follows the logic that a single key currency can provide a focal point around
which actors can base their expectations.” A leading state is also more likely
to overcome collective-action problems; as such a large stakeholder, it may
see its own interests as in accord with global financial stability in general,
and thus it may be willing to bear the costs of supervising and maintaining
systemic stability, such as those associated with efforts to suppress the gen-
eration of negative macroeconomic externalities by states. Similarly, a mon-
etary “hegemon” can also help overcome the inevitable, irresistible, and
ill-timed adjustment problems generated by the routine functioning of the
international macroeconomy by bearing a disproportionate share of those
costs or supervising a system designed to mollify and adjudicate them.

Changes to the concentration of power, for example, help explain both
the emergence and collapse of the first US postwar monetary order. After
the end of World War 11, the United States initially took a relatively hard
line on monetary issues with Britain, which it still viewed as a potential
financial rival, as seen in the conditions imposed by the US during the ne-
gotiations for the postwar loan, in particular, the demand for the prompt
restoration of convertibility. But it soon became all too clear that Britain
especially (but also Western Europe more generally) was much weaker,
and the United States relatively stronger, than had been understood. The
US disposition changed, and it became less assertive and more supportive
in the monetary realm. It switched gears and allowed for widespread de-
viations from the rules of the IMF, most obviously in the postponement of
generalized convertibility until 1958.%

But by 1970, US relative economic power had declined considerably,
along with its willingness to make sacrifices to sustain international mon-
etary stability. And, as increasing pressure on the dollar emerged in the
late 1960s, the United States was staring down considerable adjustment
pressures within the context of the rules of the Bretton Woods monetary
system. Ultimately, rather than bear those costs, the United States chose
the luxury afforded to great powers: it changed the rules of the game and
shifted the burden of adjustment to now more capacious and less fragile
others. Thus, in 1971, when the dollar come under the sort of pressure that
would have forced others to impose bitter deflationary economic medicine,
Nixon decided to take his marbles and go home: he closed the gold win-

dow, putting an effective end to the Bretton Woods system.”
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But the concentration of power is neither necessary nor sufficient to
assure macroeconomic cooperation. The empirical support for hegemonic
stability theory as applied to money is mixed, and, it should be noted, his-
torically speaking, monetary hegemons are often likely to be the source
of instability rather than stability.?* All states, including hegemons, need
either a compelling reason to bear the costs of adjustment, or they need to
convince themselves that those burdens are just. This is where security and
the legitimacy of economic ideas enter the picture. With regard to security,
states will be more willing to bear the economic costs of monetary coopera-
tion if concerns about those costs are trumped by more pressing motiva-
tions of “high politics.” When states have shared salient security concerns,
they are more willing to settle, or at least set aside, conflicts over the bur-
dens of adjustment. Thus, concerns about the Soviet threat were essential
in forging the first US order. In 1947, it was not simply the shock of British
bankruptcy but of its collapse as a great power in the context of the emerg-
ing Cold War that fundamentally changed US attitudes about monetary
cooperation. In this new, dangerous security environment, the United
States became willing to bear a disproportionate share of the burdens of
reconstructing and nurturing the international financial system.” But, by
1970, it was unwilling even to carry its fair share; again, this was not sim-
ply a function of its reduced relative capacity but, crucially, of changes in
the saliency of and consensus regarding shared security threats among the
Western allies. In the mid-1960s, with the economic recovery of Europe
and the easing of Cold War tensions, France felt comfortable enough to
pull out of NATO’s unified military command; the US diverted military
units from Europe to fight in Vietnam. The Vietnam war both under-
scored the perceived unlikelihood of a Soviet invasion of Western Europe
and reflected a growing divergence in attitudes between the United States
and its European allies about international security matters. The tightrope
of international monetary cooperation lost its high-political safety net and
came crashing down.

In addition to a shared, motivated vision of national security, ideological
homogeneity, which inhibits deviations from those behaviors commonly
understood to be legitimate, can serve as another backstop that sustains
cooperation. If shirking the burdens of adjustment is coded as wrong—
violating a norm all agree is proper—and not just an opportunistic response

to changed conditions, a state tends to be inhibited from doing it. The
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grand bargains of international monetary order were all achieved in the
context of relative ideological homogeneity among participants. Thus, al-
though American power saw to it that the establishment of Bretton Woods
institutions and the rules of the International Monetary Fund were in ac-
cord with US preferences and interests, that order nevertheless reflected
a broad intellectual consensus on what a monetary order should look like.
And, while power and interest are clearly an important part of any expla-
nation of the establishment of the European Monetary Union, as Kathleen
McNamara has argued, unification only became possible when policymak-
ers in different states came to share the same ideational framework about
the management of money. A “neoliberal policy consensus” emerged and
“redefined state interests in cooperation . . . and induced leaders to accept

the domestic policy adjustments needed to stay within the system.”*

Cooperation and Catastrophe during the Great Depression

Power, security, and ideology determine the prospects for monetary co-
operation, as (once again) events from the Great Depression plainly illus-
trate. After the 1931 crisis forced Britain from the gold standard, global
economic relations only deteriorated. Subsequent devaluations (including
the dollar’s break with gold in 1933) and other unilateral measures caused
world trade and payments relationships to compartmentalize; efforts to
dig out of the world crisis, such as the 1933 London Economic Conference
in which representatives from dozens of nations met for weeks on end, col-
lapsed in failure. France, committed unceasingly to gold, deflation, and the
franc, lectured the others on their decadent monetary experiments. The
British were bitter over the American devaluation, and Britain in turn was
accused of using the Exchange Equalization Account to manipulate the
value of the pound.” Yet, on September 25, 1936, Britain, France, and the
United States were able to announce a “tripartite monetary agreement”
that allowed for the coordinated devaluation of the franc—there would
be no retaliatory measures—and a promise of continued consultation be-
tween the three powers over monetary affairs.

What changed in but a few short years? Convergence on both security
and ideology. The year 1936 saw the remilitarization of the Rhineland, the
Italian conquest of Ethiopia, and the beginning of the Spanish Civil War,
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an alarming pattern of increasing assertiveness of the fascist powers. The
United States and Britain thus tacked toward the French position on the
danger presented by Germany and were eager to buttress French power
as a counterweight on the Continent. In this context, the economic impli-
cations of a devaluation of the franc (such as a competitive advantage in
international trade) took a backseat to geopolitical concerns (that France
have the capacity to reflate and rearm with the support, as opposed to the
resistance, of the Anglo-Americans). At the same time, France moved
markedly toward the ideological position of its Western partners on eco-
nomic policy. With the election of its first socialist prime minister, and with
belated awareness that its economic policies were undermining national
security, France moved toward the Anglo-American position on money
and gave ground on two “unthinkables”: abandoning monetary orthodoxy
and devaluing the franc. Without these changes, there would have been no
tripartite agreement.”®

With security ascendant, the United States and Britain were willing to
bear a disproportionate share of the burdens of adjustment in an effort to
strengthen France and signal Western unity. Indeed, the franc depreci-
ated much more than had been hoped—or would have been previously
tolerated—Ilosing more than 40 percent of its value during the first two
years of the agreement. But the agreement remained in force, because, as
one analyst noted, “the US and the UK were prepared to swallow almost
any French action rather than announce the agreement was dead.” US
treasury secretary Henry Morgenthau saw the agreement not as an eco-
nomic pact but as a way to use monetary policy “to build a united, demo-
cratic front to resist Hitler.””

International macroeconomic cooperation finally helped the allies ad-
dress the growing fascist menace. But not to be overlooked is that the pre-
ceding years of political-financial machinations and seething monetary
conflicts had made it more likely that such a threat would arise—an under-
appreciated danger then and now. The future of domestic politics within
states and the foreign policies that those countries ultimately choose are
not random, but neither are they predetermined. Political contestation and
policy choice are shaped by the opportunities and constraints presented by
the facts on the ground, and the collapse of the global financial system in 1931
cultivated the environment in which dangerous political forces were able to

win domestic political struggles and exploit the global economic wreckage.
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In Germany, global financial closure strengthened the hand of the
expansionists. In September 1934, in response to new exchange difficul-
ties, Germany announced its New Plan, an elaborate scheme designed to
insulate itself behind a wall of exchange controls from the international
financial system. Those measures allowed Germany to pursue uninhib-
ited rearmament, unencumbered by concerns for inflation or international
market pressures, and to enmesh eastern European states, also on shaky
financial stilts, within a web of politically motivated exchange-clearing
schemes. But the Nazis did not simply abandon the international economy
and impose exchange controls. The new measures were rooted in, and an
extension of, steps taken in the defensive financial retreat (engineered by
a centrist government) of August 1931 in response to the irresistible forces
unleashed by the Creditanstalt crisis. At the time, Paul Einzig had pre-
dicted that a “collapse of the reichmark is certain to bring about a com-
plete political upheaval in Germany. It is highly probable that the extreme
Nationalists or the Communists will then acquire power.” It was a pre-
scient warning, which is not to claim that the financial crisis of 1931 caused
the Nazis to come to power. But it did contribute to the conditions inside
and outside of Germany that enhanced the prospects for the party’s politi-
cal success and economic disposition.”

In Japan, the collapse of 1931 was even more tragic. During the 1920s,
liberal internationally oriented bankers in Japan were able to access in-
ternational financial markets and, importantly, international allies in the
United States and Britain, and this helped them achieve considerable in-
fluence in shaping Japanese foreign policy. International bankers in the
United States, eager to support their Japanese counterparts and encourage
liberalism and openness in Japan, not only extended credit to the Japa-
nese government, but used their influence to help assure that Japan’s po-
litical concerns would be reflected in international negotiations, such as
those that led to the Washington Naval Treaty of 1922. But in the wake of
the failed international response to the global financial crisis of the early
1930s, Japanese financiers lost their markets, their allies, their influence,
and the greatest among them their lives; Japan’s grand strategy in the
1930s looked very different from its grand strategy in the 1920s. It need
not have been so.*

These experiences are directly relevant for contemporary international

politics. If global economic conditions deteriorate markedly, especially if
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opportunities for international trade diminish or a new international fi-
nancial crisis upends normal patterns of economic activity, those twin ef-
fects will likely recur: victory in domestic political conflicts within states
by relatively unsavory actors; and geopolitical exploitation by aggressive
states of opportunities presented to them by the ruins of economic disin-
tegration. Even well short of full-blown crisis and closure, the stakes in-
volved in the continued smooth functioning of the international economy
are high. Nowhere are they presently higher than with regard to China.
There is a voluminous debate over the future of China and the interna-
tional political implications of its rise.”> That debate will continue, because
we simply do not know. That future is contested and unwritten. But one
lesson from the “great teacher” stands out: those actors and interests within
China that prefer that it rise as a responsible player within a thriving, open
international order will face dim prospects of success if the opportunities
presented in the global arena are inhibited or foreclosed.



FroMm THE FirsT TO THE SECcOND US
Postwar ORDER

The United States has been the dominant power in world politics since
World War II and the leading influence on the nuts and bolts of how
global economic relations are organized. That hegemony, however, found
expression in the orchestration and supervision of two very different post-
war international economic orders: the Bretton Woods system of 194873,
and what can be called the “globalization project” of 1994-2007. Cru-
cially, these orders were ideationally distinct. The first was a Keynesian-
influenced embedded liberal order that encouraged orientation toward an
expanding international economy while nevertheless seeking to “embed”
market forces in the context of varied national management of domestic
economies. The second was more classical, or market fundamentalist, based
on an assumption that markets (even markets for financial assets) always
know best and that one economic model, defined and disciplined by those
markets, fits all. Not coincidentally, each order also reflected the geopolit-
ical assessments of its creator. During the Bretton Woods era, the United

States was concerned with strengthening its allies in Western Europe and
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Japan and supporting a Cold War coalition against the Soviet Union. The
second, post Cold War order coincided with the widely shared assumption
within the US foreign policy establishment that US power and interests
would be advanced by globalization.

The Bretton Woods system, named after the town in New Hampshire
where the international conferences that led to the foundation of institu-
tions such as the International Monetary Fund and the World Bank took
place, was built on the ruins of the Great Depression and the lessons from
that experience that architects of a new order were determined to heed. Of
those lessons, two simple ones stood out. First, the collapse of the world
economy, rooted in the uncoordinated, selfish, and ultimately self-defeating
efforts of individual states to spare themselves the worst of the Depression,
was singularly catastrophic. It was essential that new institutional arrange-
ments prevent this from recurring and to encourage states to embrace an
open, expanding international economy. Second, as expressed most obvi-
ously in the ruinous adherence to the gold standard, it was also understood
that unmediated market forces, especially macroeconomic pressures, were
dangerous, disruptive, and debilitating. Market forces needed to be em-
braced but harnessed. In particular, Keynes and subsequent managers of
the Bretton Woods system assumed that states would deploy capital con-
trols, as well as other regulations, to mitigate some of the costs and dangers
of unmediated global market forces, and also to create breathing room for
varied domestic economic policies. The resulting American system was
successful beyond its most optimistic hopes, ushering in a quarter-century
known as the golden age of capitalism, of unprecedented global economic
growth and prosperity.

This first postwar order collapsed when the United States had enough.
Given economic recovery in Western Europe and Japan and the easing
of Cold War tensions, when slower growth and inflationary pressures
threatened the viability of the dollar’s link with gold (the monetary lynch-
pin of the Bretton Woods system), President Nixon, with his re-election
approaching, was unwilling to bear the domestic political costs of the
deflationary measures that would be required to defend the dollar. Instead
of playing the game, he changed the rules, and unilaterally “closed the
gold window,” pulling the curtain down on the first US postwar order.
Efforts to patch and reform the system ultimately failed and gave way to
a “nonsystem” of generalized floating exchange rates. Abandoning the
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fixed—exchange rate system had an unintended effect: with floating rates,
the most pressing and obvious motivation for capital controls—to defend
exchange rates as promised—disappeared. Thus, from the 1970s, states
began to relax their capital controls, which generated its own momentum.
(If one financial center deregulated, there was competitive pressure on oth-
ers to follow suit.)!

During the dismal 1970s (sluggish growth and high inflation) and the
new Cold War of the 1980s, the United States placed less emphasis on in-
ternational economic leadership and prioritized domestic concerns. But a
confluence of unanticipated events—the collapse of the Soviet Union and
the end of the Cold War, the economic resurgence of the US economy,
and the unanticipated, irretrievable stall of the Japanese economy, which,
with its state-led capitalism, was in the 1980s deemed inevitably poised to
overtake the United States—put the United States back in the world order
business. The common discourse of American decline that characterized
the 1970s and 1980s gave way to resurgence, not just of US hegemony, but
of unprecedented unipolarity. And, coinciding with an apparent academic
delegitimization of “Keynesianism” and a heady dose of American tri-
umphalism, a new narrative was imagined: the victory of the West in the
Cold War was now attributed to the magic of the unfettered free market.
For the United States, now absent a peer military competitor, ideology and
power went hand in hand, and a new American order was forged, rooted
in the liberation of finance at home and abroad. Thus the 1990s saw a dra-
matic acceleration of the domestic financial deregulation that had been ini-
tiated in the 1980s. At home, the Clinton administration led a bipartisan
charge to dismantle the Depression-era firewalls that had been designed to
contain instability in the domestic financial sector; abroad (as discussed in
chapter 4), it pushed to eliminate international capital controls.

In this chapter I consider the two US-led international economic orders.
I show how the first post—World War II order was built on the anxious
desire to not repeat the mistakes of the Great Depression, and how it was
shaped by the profound intellectual influence of Keynes, who was present
at the creation but died young, in 1946. His absence from the scene acceler-
ated the trip from Keynes to Keynesianism; a central argument of this book
is that the subsequent discrediting and reconstitution of the latter obscured
the rich, invaluable lessons of the former and directly contributed to the

policy mistakes that led to the global financial crisis. The subsequent rise
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of new economic theories, especially rational expectations and the efficient
markets hypothesis, provided the intellectual foundation for the second
US postwar order of domestic and international financial deregulation—

an order that was arguably constructed in a fit of anti-Keynesianism.

Lessons Learned: Keynes and the First US Postwar Order

Some of the lessons of the Great Depression were learned even in the
1930s. The New Deal in the United States represented a final rejection of
the completely unregulated, socially ruinous Dickensian style of capital-
ism of the 1890s. More narrowly and of particular interest here, President
Roosevelt signed into law a series of banking acts that fundamentally re-
formed the US financial system, the fragility and unsoundness of which
had contributed mightily to the Depression and lay in ruins in its wake.
Among other things, this legislation created the Federal Deposit Insur-
ance Corporation (FDIC) and the Securities and Exchange Commission
(SEC), imposed interest rate ceilings on savings deposits (Regulation Q),
and established new margin requirements (leveraged speculation having
contributed to the stock market bubble and crash). Most famously, the
Banking Act of 1933, which became known as the Glass-Steagall Act, re-
ordered and compartmentalized the entire financial system. In particular,
commercial and investment banking functions were segregated; the for-
mer were to offer loans to businesses, while the latter would underwrite
and distribute corporate debt and equity. Neither was to be in the insur-
ance business. Because of Glass-Steagall, the mighty House of Morgan was
broken up (over the bitter and unrepentant opposition of its leadership), its
remnants becoming a distinct commercial bank and an investment house.?

It needs to be acknowledged that the regulated, firewalled post—New
Deal financial sector of the US economy—the industry of the 1940s, 1950s,
1960s, and 1970s—was not maximally efficient. Banking was, to a large
extent, a profitable but boring business. But it was also a period of unprec-
edented financial stability in US history, which is just what the survivors
of the Great Depression were looking for. Risk is an essential part of capi-
talism, and of banking, and it cannot be simply excised: from risk comes
opportunity. But banks are uniquely vulnerable; even responsible, solvent

banks could not suddenly meet a call on most of their liabilities at once.
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And they are uniquely interdependent; engaging in business with industry
counterparties means that the failure of one bank can threaten the posi-
tions of others, which is the opposite of most other business enterprises in
which the failure of a competitor is good for business. Because finance is
risky and, much more important, because the collective behavior of indi-
vidual firms can easily and inadvertently generate systemic risk, oversight
and regulation are essential. Systemic risk is the unstable, radioactive toxic
waste of the financial sector. Just as the government regulates how industry
must handle known carcinogens and dispose of the toxic waste its produc-
tion processes generate, so the public needs government protection from
the extreme dangers that would be inevitably produced by unregulated
finance. Safe and solid banking is a public good.

Keynes did not inspire the New Deal banking legislation. But he was
the singular, formative influence on the economic philosophy of the first
US postwar order. The Depression-era US banking regulations were in
accord with Keynes’s ideal of a “middle way” between laissez-faire and
collectivism, a capitalist economy in which some market forces would be
managed and contained.’ Keynes is a controversial figure, and he should
be—Dbrilliant, bold, and influential, he invites spirited debate. But, unfor-
tunately, “Keynes” is all too often controversial for the wrong reasons: as
a name invoked to condemn those who would engage in deficit spending
or inflationary finance. (In fact, Keynes was quite wary of inflation and
believed that most of the time government budgets should be balanced or
in surplus.)

The 2007-8 financial crisis and ensuing “great recession” rekindled
interest in Keynes." This is to be welcomed, as his vast trove of original
writings still has much to offer, now more than ever. But tapping this res-
ervoir requires a disciplined hand: to work through decades of voluminous
writing requires an alertness to the historical context of specific missives
and to the evolution of his thought over time. And pitching a middle way
will necessarily yield nuggets that lean more in one direction than another;
collecting some but not others is an exercise in cherry-picking. But a con-
sistent core can be distilled. Keynes thought that most markets work well
most of the time and that there is no economically viable substitute (or at-
tractive philosophical alternative) to undirected individuals pursuing their
idiosyncratic interests, guided by a well-functioning price mechanism. But

Keynes also knew that some markets don’t work some of the time, and a
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few markets, in particular circumstances, perform dismally. He devoted
much of his career to addressing these dysfunctions. Three main concerns
stand out: First, that an economy, once stuck in a rut, often will be unable
to right itself on its own; second, that financial markets, driven, for better
and worse, by herd behavior, uncertainty, and unpredictable shifts in the
attitudes and emotions that he called “animal spirits,” are inherently prone
to destructive cycles and panics; and third, that an unregulated interna-
tional monetary system tends to veer toward unsustainable disequilibria,
tends to magnify deflationary shocks, and always presents inescapable di-
lemmas for balancing domestic and international monetary stability.

Keynes’s middle way was thus a hybrid that attempted to integrate dis-
satisfaction with unregulated capitalism with a great respect for market
mechanisms. The first element—the rejection of laissez-faire economics—
was a watershed. In 1926, in his midforties, Keynes became an apostate
when he renounced his membership in the church of classical economics.
“The World is not so governed from above that private and social interest
always coincide,” he declared. Into the 1930s, Keynes focused his attention
increasingly on the “outstanding faults of the economic society in which
we live.” Unmediated capitalism, he wrote, “is not intelligent, it is not
beautiful, it is not just, it is not virtuous—and it doesn’t deliver the goods.”
Nevertheless, even in the depths of the Depression, Keynes was motivated
to save capitalism, not bury it. He was especially concerned that in the ab-
sence of needed reforms, the risk was great that unreasonable alternatives
would be pursued instead; this was not an idle concern for someone with a
ringside seat at European politics in the 1930s.>

The second element, the importance of market mechanisms, is not to
be underestimated. Once again, a key phrase is the mantra “Most markets
work well most of the time.” This was certainly Keynes’s position, and
it is what makes his approach the middle way. “A large part of the estab-
lished body of economic doctrine I cannot but accept as broadly correct,”
he wrote. “I do not doubt it.” On microeconomic questions, “the advantage
to efficiency of the decentralization of decisions and of individual respon-
sibilities is even greater, perhaps, than the nineteenth century supposed.”
In addition, decentralized individualism encourages vital experimenta-
tion, assures the liberty of choice, and protects society from totalitarianism.
Keynes was utterly dismissive of Marxism and rejected socialism as well,

which “offers no middle course.” His allergy to economic collectivism was
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based not only on his assessment of the economic incoherence of such ap-
proaches but also because they cut against the grain of the individualism
that was at the core of his personal philosophy. As his contemporary and
first biographer Roy Harrod observed, Keynes was “an individualist to the
finger tips.” This was the Keynes who could write to Friedrich von Hayek
that The Road to Serfdom was “a grand book” and that “morally and philo-
sophically I find myself in agreement with virtually the whole of it; and not
only in agreement with it, but in a deeply moved agreement.”®

Keynes’s interventionism was reserved, then, for the macroeconomic
sphere and especially for areas that pertained to the maintenance of ag-
gregate demand, incentives to invest and consume, and the stability of the
financial sector—places where the market, left to its own devices, would
too often stumble and fail to self-correct. But one of the lessons of the Great
Depression was that the practice of the middle way at home might be un-
dermined by international market forces spilling across borders. Thus
the middle way required either erecting formidable barriers that would
reduce engagement with the international economy (a disastrously ineffi-
cient choice) or an international economic order designed to accommodate
diverse national pursuits of varied middle ways.

This became the basis of the first US postwar order, what John Ruggie
dubbed “the compromise of embedded liberalism,” which he defined as
the consensus that “multilateralism would be predicated upon domestic
interventionism.”” This meant that the postwar institutions of the Ameri-
can system would feature mechanisms, safeguards, and escape clauses to
assure that domestic economic management would not be incompatible
with exposure to the international economy. The General Agreement on
Tariffs and Trade (GATT), therefore, which was designed to encourage
liberalization and nondiscrimination, was also designed to include such
shock absorbers. It was, after all, the result of the “International Confer-
ence on Trade and Employment,” and in the wake of the Depression, it was
employment that mattered, with trade understood as a means to that end.

Similarly, and as an even more pressing matter, the international mon-
etary system, designed to facilitate exchange in an open, expanding global
economy, must not be permitted (as it would if left to its own devices) to
undermine varieties of domestic economic practice, impose a deflationary
bias, and disproportionately throw the burdens of adjustment solely on

states running deficits in their external accounts. Keynes strongly favored
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a system that accommodated controls on short-term capital flows, as he
understood that such circuit breakers were essential to the practice of the
middle way. As he wrote in his earliest wartime memos on a postwar mon-
etary system, “nothing is more certain than that the movement of capital
funds must be regulated.”® Keynes had hoped for an even more capacious
IMF that would place greater pressure on surplus countries to make ad-
justments. The Americans, holding most of the cards, resisted these points
and generally got their way. But the articles of agreement of the IMF ex-

plicitly accommodated capital controls.

The Long Good-bye: From Keynes to Keynesianism

“Keynesianism,” the most influential economic doctrine of the 1950s and
1960s, stumbled in the 1970s and was declared dead and buried by the
1980s. Reports of its death turned out to be exaggerated, but Keynes’s own
economics—a very different animal—had been fading away for decades.
Keynes himself was gone by 1946, and he had little control over his legacy,
a fate he anticipated when he famously joked after one wartime meeting
with American economists, “I was the only non-Keynesian in the room.”
User-friendly postwar Keynesianism was much less than simply a pale
copy of the original. From his vast writings, a select few of Keynes’s ideas
were distilled into what became known as “Keynesianism.” The postwar
interpretation of this took the form of the so-called hydraulic Keynesian-
ism, which originated in John Hicks’s 1937 interpretation of The General
Theory and was developed in the “neoclassical synthesis” first articulated
by Paul Samuelson and refined in the decades that followed.’
Keynesianism was not without its opponents. Many of Keynes’s own
students had little patience for what they saw as the “bastardization” of
his ideas, but they were quickly escorted to the fringes of the economics
discipline."” More formidable were the monetarists, led by Milton Fried-
man. The postwar debates between Keynesians and monetarists engaged a
number of issues, but crucial among them was the extent to which govern-
ment policy could “fine tune” the economy. In 1958, A. W. Phillips pub-
lished a paper that showed a stable negative relationship between wage
rates and unemployment in Britain from 1861 to 1957. Many economists

argued in the 1960s that governments could choose their preferred spot on
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this “Phillips curve”: depending on circumstances, some might be willing
to tolerate more inflation for less unemployment, others the reverse. The
management of the Phillips curve was debated in the early 1960s, while at
the policy level, fine tuning was in vogue.'!

This was the Keynesianism whose floorboards collapsed under the
weight of academic critiques of the 1960s and the real-world circumstances
of the 1970s. Advancing similar arguments, Friedman and Edmund Phelps
argued that government expansionary monetary policies designed to in-
crease inflation would only reduce unemployment in the short run, as ac-
tors in the system confuse the general price increase in the economy with a
relative price increase for their product, and increase output. Also, inflation
reduces the real wage bill faced by firms in the short run, which encourages
an expansion of production. After a short period (which Friedman argued
could be two to five years) production would return to its previous level, as
all parties’ expectations adapted to the new inflation level. Thus, according
to the Friedman/Phelps critique, fine tuning that increased inflation would
only increase output in the short run, with the result that, after adjustment,
output would be the same but inflation higher. This became known as the
natural rate hypothesis: that there was a “natural rate” of unemployment
in an economy, from which short-term reductions could only be purchased
by increasing inflation—and ever more inflation at that. Phillips curves
were thus said to be vertical in the long run."

In the 1970s, inflation and unemployment increased simultaneously,
lending back-of-the-envelope support to the natural rate hypothesis and
delegitimizing fine tuning, and government stewardship of the economy
more generally. In retrospect, the 1970s stagflation exposed different prob-
lems with hydraulic Keynesianism: the economic difficulties of the period
were rooted in supply shocks, which existing Keynesian theories were sim-
ply not equipped to address, and generated outcomes that did not easily
fit the expectations of their models. In any event, these events were trans-
formative: the very high 1970s inflation was wrung from the system only
through a severe recession orchestrated by new Federal Reserve chairman
Paul Volcker; and as a matter of theory, the natural rate hypothesis was in-
tegrated into the mainstream consensus of economic theory. (Those lessons
were actually overlearned: the trauma of the costly Volcker disinflation
and wariness about politically motivated bursts of inflation contributed

to the unrelated, unsupported new conventional wisdom that all inflation
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was costly and that macroeconomic policy needed to be designed to vigi-
lantly guard against its potential emergence.) The debate between chas-
tened Keynesians and their opponents shifted to what, if any, productive
role the government could play in macroeconomic policy management.
For the next two decades, the Keynesians retreated too hastily, while their
opponents over-reached."

A new, much more extreme critique of Keynesianism emerged in
the form of new classical macroeconomics, at the heart of which was the
theory of rational expectations. As the name implies, new classical macro-
economics was self-consciously designed to build a new approach to mac-
roeconomics on pre-Keynesian foundations. Championed by economists
such as Robert Lucas and Thomas Sargent, rational expectations theory
implied “policy ineffectiveness,” that is, that there was very little the gov-
ernment can do to influence the economy at all, even in the short run, other
than inefficiently get in the way. Rational expectations theory holds that
economic agents, collectively, cannot be systematically fooled. Instead of
the passive “adaptive expectations” modeled by old school Keynesians and
monetarists, whereby actors make guesses about future outcomes based
on readings of past experience, agents under rational expectations are as-
sumed to gather all relevant currently available information and apply that
information to the single, shared, best-available (and essentially correct)
model of how the economy works. Individual actors can make errors; but,
collectively, those errors will be randomly distributed around the correct
model."

The crucial component of rational expectations theory is that actors
must share knowledge of that singular, largely correct economic theory.
As its founding father John Muth explained, “expectations, since they are
informed predictions of future events, are essentially the same as the pre-
dictions of the relevant economic theory.” In 2005, Sargent, in response to
a question about “differences among people’s models,” explained patiently
that in the context of rational expectations, “you simply cannot talk about”
such differences. “All agents inside the model, the econometrician, and
God share the same model.”” Rational expectations theory captured the
imagination of the economics discipline (just as the Keynesian upheaval
had done generations earlier), and in the heady days of the new classi-
cal revolution it was widely held, if not crowed, that the Keynesian brand

was in irretrievable disrepute and would soon be out of business. In the
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1980s and 1990s, however, a school of thought called new Keynesianism
emerged. It integrated rational expectations into its models while pushing
back against the more extreme positions of the new classicals.'® But new
Keynesianism—a convergence of hydraulic Keynesianism with some ele-
ments of monetarism and aspects of the rational expectations revolution—
was still further removed from the actual Keynes."”

Most fundamentally, contra the broad consensus that emerged in the
1990s among mainstream macroeconomists of all stripes, Keynes did noz
assume any kind of rational expectations nor, crucially, its fellow traveler,
the efficient markets hypothesis, which holds that current market prices
accurately express the underlying value of an asset because they reflect the
sum of a collective, rational calculus. On the contrary, Keynes held that
investors more often grope in the dark than calculate risk; they can’t as-
sign precise probabilities to all potential eventualities because too many
factors are unknowable. Faced with this uncertainty, investors inevitably
place great weight on the apparent expectations of others. Thus, as Keynes
famously argued, investors need to make their best guesses, not simply
about the likely business environment, but also about the guesses of other
investors regarding that environment. The resulting herd-like behavior
can at times generate dysfunctional consequences, such as self-fulfilling
prognostications of financial crisis."®

Unlike the world described by rational expectations, with its efficient,
dispassionate, richly informed, and theoretically confident optimizers,
Keynes emphasized instead the central role of “animal spirits,” of daring
and ambitious entrepreneurs placing bets in an environment characterized
by uncertainty, that is, by crucial unknowns and unknowables. As virtu-
ally every close student of Keynes has insisted, uncertainty (as opposed to
risk),” is a “guiding insight at the heart of Keynes’s intellectual revolu-
tion.” This is present in The General Theory but stated most plainly in
his 1937 Quarterly Journal of Economics paper, the only academic paper
Keynes published attendant to the book, and which was designed to dis-
till the essential contributions of his magnum opus. There he identified
the two “main grounds of my departure” from orthodoxy, one of which
makes this central point about uncertainty. (The second relates to the pos-
sibility of inadequate demand, the more familiar Keynesian “departure.”)
He wrote: “The orthodox theory assumes that we have a knowledge of the

future of a kind quite different from that which we actually possess. . . .
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This hypothesis of a calculable future leads to a wrong interpretation of the
principles of behavior which the need for action compels us to adopt, and
to an underestimation of the concealed factors of utter doubt, precarious-
ness, hope and fear.””!

Rational expectations was remarkably successful—as a rhetorical de-
vice. [t implies that the alternative is to assume people somehow hold “ir-
rational expectations.” But Keynes (and others) did not argue that actors
were irrational. Rather, he assumed agents were essentially rational, pur-
poseful, and motivated—but not hyperrationalist automatons who always
have the right information, know the proper underlying model of how the
economy will work, and as such can predict future outcomes with canny
precision (leaving space for randomly distributed errors that cancel each
other out). Economic players as seen by Keynes will thoughtfully process
information, but they will often guess; they will fall back on personal ex-
periences, received “conventional wisdom,” and various rules of thumb to
help guide them through the cacophony of economic activity and irreduc-
ible uncertainty.

It is important to appreciate that one need not embrace Keynes to
reject rational expectations. Some of the greatest and most celebrated anti-
Keynesian economists have explicitly rejected the utility of assuming such
hyper-rationality and eagle-eye omniscience. Hayek insisted that in the
study of such complex phenomena as markets, economists could expect
to offer no more than “only very general predictions of the kind of events
which we must expect in a given situation.” And he was fine with that. In
fact, he was rather insistent about it since his purpose was to chastise the
hubris of his fellow economists: “I confess that I prefer true but imperfect
knowledge, even if it leaves much in-determined and unpredictable, to a
pretence of exact knowledge that is likely to be false.” Frank Knight also
stressed “true uncertainty,” which is “unmeasurable” and which “must be
taken in a sense radically different” from risk. Knight not only insisted on
the fundamental distinction between risk and uncertainty (a distinction
incompatible with rational expectations) but saw uncertainty as the very
engine of capitalism, from which entrepreneurs find their opportunities
for profit. Uncertainty brings about the “necessity of acting upon opinion
rather than knowledge” and of following one’s own instincts while trying
to gauge the opinions of others for additional clues and insights.”
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Lessons Unlearned: Finance Risen and the
Second US Postwar Order

This might all seem like academic trivializing but for two things: first, ra-
tional expectations theory is wrong—that is, outcomes in the real world
are inconsistent with 7#s expectations (which should be of little surprise
given the shaky deductive foundations of the approach); and second, the
broad acceptance of rational expectations by otherwise disparate branches
of mainstream economic theory offered intellectual gravitas to financial
deregulation.

New classical models, in particular, although they took the economics
profession by storm, soon revealed themselves to be “a triumph of inge-
nuity and technical virtuosity over observation,” generating testable hy-
potheses that “yielded mainly negative results.” A similar fate met tests
of rational expectations, and even leading anti-Keynesians concluded that
“the strong rational expectations hypothesis cannot be accepted as a seri-
ous empirical hypothesis.” Other mainstream economists concluded that
“the weight of the empirical evidence is sufficiently strong to compel us to
suspend belief in the hypothesis of rational expectations.”” By 1999, even
Thomas Sargent was forced to throw in the empirical towel. In The Con-
quest of American Inflation he evaluated two competing macroeconomic
models designed to explain the pattern of inflation in the United States,
one a modified version of the old-fashioned adaptive-expectations model
and the other based on the rational expectations challenge that discredited
the former. It turns out, Sargent concludes, that the old-fashioned model,
“which seems to defend discredited methods,” is more successful than the
rational expectations version of the natural rate model, which is “more
popular among modern macroeconomists.” Subsequent critics have spo-
ken even more plainly, concluding that rational expectations models “have
turned out to be grossly inconsistent with actual behavior in real world
markets, particularly in financial markets.”

The failure of rational expectations theory roots back to its extreme
(and implausible) assumptions about individual behavior and economic
theory. In practice, rational individuals reach different conclusions when
presented with the same facts. Knight attributed this to the “inherent, ab-
solute unpredictability of things” and expected that actors would display
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“diversity in conduct,” rather than uniformity.”” More dubious still is the
assumption that all actors are aware of the “true” (and unchanging) under-
lying model of the macroeconomy. As one critic notes, rational expectations
assumes that “the representative individual, hence everyone in the econ-
omy, behaves as if he had a complete understanding of the economic mecha-
nisms governing the world.” But people don’t. “No economist can point to a
particular model, and honestly say ‘this is how the world works,”” explains
Mervyn King, governor of the Bank of England from 2003 to 2013. “Our
understanding of the economy is incomplete and constantly evolving.””

Nevertheless, although the wave of new classical macroeconomics
crested and receded, the residue of rational expectations changed the ter-
rain and stuck across all brands of mainstream macroeconomic thought,
including new Keynesianism, which was a far cry from Keynesianism,
which was a far cry from Keynes. And from the consensus about rational
expectations flowed the efficient markets hypothesis, which held that a free
market “always produces fundamentally correct prices.” Following ratio-
nal expectations, prices continuously and efficiently reflect all available in-
formation, and the price of financial assets, for example, should therefore
be relatively stable, accurate, and fluctuating randomly around their in-
trinsic values; that is, asset prices represent true, underlying, fundamental
values. But, not surprisingly, there is a considerable body of evidence that
raised doubts about whether this is true in practice.””

It is now clear that two foundations of anti-Keynesianism—rational
expectations and the efficient markets hypothesis, both of which are em-
braced by mainstream economics despite the absence of empirical support—
are simply wrong. But these beliefs were critical in shaping ideas about fi-
nancial markets in the 1990s. A Keynesian perspective holds that although
a capacious financial sector is an essential, irreplaceable element in the

functioning of a capitalist economy, it is nevertheless dangerous; that is, the

financial sector is inherently prone to failure—failures that wreak havoc
with the rest of the economy. (This perspective, it should be noted, is con-
sistent with the tumultuous regularity of banking crises throughout much
of US history, from its founding until the decades following the New Deal
regulations, and then again after those regulations were repealed.) From
a Keynesian perspective, then, finance, however crucial, nevertheless in-
volves as normal practice the moral equivalent of juggling vials of nitro-

glycerine on a moving (and crowded) train. Regulation and oversight of
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practice is essential. Letting “the market rule” in finance makes as much
sense as letting the market decide where and how nuclear waste will be
disposed of.

But from the anti-Keynesian perspective, financial markets always
know best and should be left to supervise themselves. The efficient markets
hypothesis “justified, and indeed demanded, financial deregulation.” To
get ahead of the story, discussed in greater detail in chapter 5 (spoiler alert),
this turned out to be wrong. The origin of the current crisis “lies in the
operation of free (unregulated) financial markets,” leading post-Keynesian
Paul Davidson is quick to point out. “Liberalized financial markets . . .
could not heal the bloodletting catastrophe that they had caused.” And
those financial markets, of course, did not liberalize themselves. Especially
from the 1990s, a bipartisan project of financial deregulation characterized
US public policy. Key figures in the deregulatory crusade include Larry
Summers of the Clinton Treasury department, Phil Gramm, chairman
of the Senate banking committee, and Federal Reserve chairman Alan
Greenspan. Abetted by widely held but dangerously misguided assump-
tions about the stability and self-correcting hyper-rationality of financial
markets, fueled by the fortune of a massive lobbying effort by the finan-
cial sector, and reinforced by a revolving door culture in which regula-
tors and politicians could anticipate holding future, lucrative positions on
Wall Street, the White House, Congress, and the Federal Reserve pushed
through legislation that deregulated finance, steamrolling those few who
got in the way.

The antecedents of the unleashing of finance in the 1990s can be traced
to the 1970s, when a number of factors nudged policymakers into loosen-
ing some of the Depression-era protective strictures. The deregulatory ball,
once pushed, developed a momentum of its own. Factors that contributed
to the initial reforms of the 1970s included increasing complaints about the
visible inefficiencies of the banking sector coupled with innovations that
made circumventing rules easier; forgetting the lessons of the past after
three decades of safe and boring banking had created a false sense of con-
fidence in financial stability; and, more than anything, the rise of inflation.
Rising prices put pressure on usury laws that restricted the imposition of
high interest rates, especially on credit cards, which were becoming much
more widely used. And Regulation Q, which was part of the Banking Act
of 1933, capped the rates of interest that banks could offer on various forms
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of deposit accounts to prevent banks from being pressured by competi-
tion to take imprudent risks.”” That old joke about banking’s 3—6-3 model
(offer depositors 3 percent interest, lend at 6 percent, and be on the golf
course at 3) described a system that only worked when inflation was low;
with double-digit inflation, capping nominal interest rates meant that real
interest rates were negative.

Deregulations in the late Carter and early Reagan administrations elim-
inated interest rate restrictions, solving one set of problems while unleash-
ing others (such as putting smaller institutions under pressure to find more
lucrative rates of return); embedded in the legislation were provisions that
lifted numerous Depression-era prohibitions against a variety of financial
practices. In the Carter and especially Reagan era deregulation in general
was in vogue (think airlines, trucking, and telephones), and in that con-
text, lobbying from the banking sector and complacency about financial
stability hitched a ride on that deregulatory zeal.*® But liberated banking
invited and even demanded greater risk taking. In the search for new prof-
its, banks began to engage in the trading of securities, activities that be-
came increasingly complex, enmeshed, and more and more important as a
source of income. Banking became exciting again; so exciting it inevitably
led to crisis, in this instance, the savings-and-loan crisis, which marked the
end of fifty years of banking stability in the United States. (Thousands of
banks failed, compared with 234 bank failures from 1934 to 1980.) The
excitement cost the government over $200 billion, the bailout necessary to
prevent the crisis from spreading further.*'

Regulation Q, which undoubtedly was in need of revision and reform,
was but the tip of the iceberg. Into the 1990s momentum gathered to repeal
the Glass-Steagall Act in its entirety, and in particular to dismantle the
firewalls between commercial and investment banking. From the Clinton
White House, the effort was led by treasury secretary and former Gold-
man Sachs cochair Robert Rubin, in close partnership with Senate banking
committee chair Gramm, and with the blessing of Federal Reserve board
chair Greenspan. An Ayn Rand acolyte, Greenspan was so enthralled with
the magic of the free market that he even thought it would prevent, un-
aided by government, financial fraud. He succeeded the much more cau-
tious and skeptical Paul Volcker in 1987, and the new Fed chief held the
view “that liberalization in these markets was long overdue.” Greenspan
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pushed for the repeal of Glass-Steagall, helping matters along by loosening
the Fed’s interpretation of its prohibitions.

Those with differing opinions were promptly dispatched. John Mos-
cow, deputy general counsel of the Federal Reserve Bank of New York,
published an op-ed in the New York Times (“Bigger Banks, Bigger Prob-
lems”) in which he argued that “the results could be catastrophic” if Glass-
Steagall were repealed. He suggested that policy should be decided on the
basis of “the public interest” as opposed to “the personal interests of the
bankers.” He was gone from the New York Fed within weeks. In those
heady days, confidence was such that in 1998, Citibank merged with Trav-
elers Group to form CitiGroup in anticipation of the repeal, which became
official on November 12, 1999, with the passage of the Gramm-Leach-
Bliley Act. Writing on the eve of the financial crisis, Greenspan called it
“a milestone of business legislation” from which “we dare not go back.”*

There are some ethical issues here that need to be acknowledged.
Greenspan was on the board of directors of J.P. Morgan at the time of
his appointment to be Fed chair. When Gramm left the Senate, he im-
mediately joined the Swiss banking giant UBS, where he served as an in-
vestment banker and lobbyist. Rubin joined Citigroup after leaving the
Clinton administration, drawing nine-figure compensation and serving as
its chairman from 2007 to 2009. This will be worth remembering when [
later discuss how US officials routinely criticized “crony capitalism,” to
which they attributed the 1997-8 Asian financial crisis. But more to the
point here, repealing Glass-Steagall allowed for the creation of CitiGroup,
the world’s largest financial services company and archetypical too-big-to-
fail institution. Citigroup, not surprisingly, was also a major underwriter
of Enron, Global Crossing, and WorldCom, companies that collapsed
under the weight of shady accounting gimmicks, before suffering its own
enormous losses and requiring a massive government bailout during the
financial crisis.*

Dismantling existing regulations was only one half of the story of the
great 1990s financial liberalization project. The other half was the fight
not to supervise and regulate new and fantastically expanding sectors of
the financial economy, which produced massive wealth, fueled the rapid
growth of industry, and were inherent carriers of systemic risk. The inter-

related phenomena of routine securitization (the repackaging, blending,
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and resale of bundles of financial assets such as mortgages) and the aston-
ishing growth of trading in derivatives (any asset whose value “derived”
from another asset, from simple futures and options to extremely com-
plex, enmeshed, counterparty risk and insurance dispersal exotica) forged
the financialization of the US economy. These activities were enormously
profitable for their issuers and traders and were largely unsupervised by
an oversight and regulatory apparatus that was designed long before such
products came on the scene.

As Greenspan observed, “the extraordinary development and expan-
sion of financial derivatives,” growing at a compound rate of 20 percent
annually and reaching a notional value of $70 trillion in 1999 (it would
surpass $600 trillion in 2008), was “by far the most significant event in fi-
nance” during the 1990s. Greenspan lauded the instruments as improving
risk management, a major factor in bank earnings, and the source of the
growth of the financial sector’s share of corporate output, and he saw little
reason to be concerned.** These attitudes reflected a new, ebullient conven-
tional wisdom rooted in the ascendant logic of the rational expectations/
efficient markets hypothesis. From this sanguine perspective, the prices of
all of these assets reflect their underlying fundamental values, determined
by the collective wisdom of savvy, well-informed market players drawing
on sophisticated understandings of the underlying logic of those markets.

A few voices were raised in concern, however. As early as 1992, the
otherwise invariably market-friendly Economist enumerated, with consid-
erable alarm, the risks that were emerging from this new and uncertain
quarter. Warning that “a derivatives disaster could overwhelm the world’s
financial system,” it was somewhat reassured to report that “tighter control
of derivatives seems inevitable.” In May 1994, the US Government Ac-
countability Office (GAO) issued a report describing the very rapid growth
of “largely unregulated” derivatives markets. In sober, balanced language
that called attention to the benefits of these products and the need to pre-
serve market efficiency and competitiveness, it nevertheless emphasized
“the weaknesses and gaps that impede regulatory preparedness” in these
risky, opaque markets. (The conclusion phrased it more bluntly: “Federal
regulatory authority over the derivatives-dealing affiliates of major securi-
ties firms and insurance companies is limited or nonexistent.”) The report
raised some questions about the simple and, especially in retrospect, plainly

obvious dangers about how “the size and concentration of derivatives
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activity, combined with derivatives-related linkages, could cause any fi-
nancial disruption to spread faster and be harder to contain.” Another risk
was that, given that a few of the market participants were very large, “the
abrupt failure or withdrawal from trading of one of these dealers could
undermine stability in several markets simultaneously. This could lead to
a chain of market withdrawals, or possibly firm failures, and a systemic cri-
sis.” The report concluded with the recommendation that “Congress begin
systematically addressing the need to revamp and modernize the entire US
financial regulatory system,” which “has not kept pace with the dramatic
and rapid changes in the domestic and global financial markets.”®

At the time of the report, momentum was arguably moving toward
some limited regulatory action regarding derivatives. Six bills were in-
troduced in Congress in 1994 that proposed new requirements about
disclosures of derivatives activity, ordered the GAO to study the specula-
tive uses of derivatives, and sought to prohibit federally insured deposi-
tory institutions from using derivatives for speculative purposes. Events
suggested some urgency for action: in December 1994, Orange County,
California, one of the largest counties in the country, lost a fortune through
derivatives trading and was forced to file for bankruptey; its bond rating
fell overnight from AA to CCC. Other municipalities lost big on similar
bets; “perhaps, because the returns were so good, there was not enough
attention to risk” one participant admitted. In 1995, losses from deriva-
tives trading brought down Barings Bank. The oldest investment bank
in Britain (it helped finance the Louisiana Purchase), it was ruined, and it
sold for a one-pound coin. In 1996, four new derivatives-related bills were
introduced in Congress. But none of these bills became law, and the GAO’s
follow-up report of November 1996 was forced to concede that none of
its recommendations had been implemented. “Accounting standards for
derivatives continue to be insufficient,” which was “a major unresolved
problem,” the report warned. “Derivatives dealing activities of securities
firm and insurance company affiliates, which are still growing, continue to
be largely unregulated.”*

But financial regulation, however modest, however cautious, however
market friendly, was anathema to the new American model of efficient
markets and the expansion and ascendency of the financial sector. The
GAO reports accomplished nothing but provoked a fierce push-back in
the form of an overwhelming, countervailing effort by the industry and
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their like-minded allies. From 1989 to 2002, for example, Gramm was
showered with campaign contributions from commercial banks and Wall
Street firms, which also sponsored speaking events at which he appeared.
Finance was playing offense, not defense: its efforts were designed not sim-
ply to resist any new regulation or oversight but to banish, through law, the
possibility of such things. In the two crucial years leading up to the final
victory for liberated finance, the industry spent almost $400 million in lob-
bying efforts and campaign contributions.””

The Clinton administration, in particular Summers, who became sec-
retary of the treasury in 1999, fiercely resisted any attempt to regulate
derivatives. According to the lead author of the GAO reports, administra-
tion officials lobbied against them even as they were being written. They
were even more aggressive in policing their own, chasing Brooksley Born,
head of the Commodity Futures Trading Commission, from office. Born
repeatedly raised concerns about the potential risks she saw emanating
from unregulated derivatives markets. During testimony before Congress,
she was contradicted by other members of the administration; in pri-
vate, she was castigated by Rubin and by Summers, who had a reputation
for screaming at subordinates over the phone. Born resigned in mid—1999.%

A crucial ally in these efforts was Alan Greenspan, whose voice carried
enormous weight. The powerful Fed chair was a passionate opponent of
any government interference in the market, which, as a matter of evan-
gelical faith, he viewed as optimally and uniquely self-regulating and self-
correcting. Greenspan testified repeatedly and forcefully against the need
to mediate any systemic risks that derivatives might present. “Professional
counterparties to privately negotiated contracts,” he assured, “have dem-
onstrated their ability to protect themselves from losses from fraud and
counterparty insolvencies.” Famous for being cryptic in his commentaries,
on this issue he spoke plainly: “Regulation of derivatives transactions that
are privately negotiated are unnecessary.” Expressing confidence in the
self-interest of private actors, he saw “no reason to question the underlying
stability” of derivatives markets.*

In November 1999 the President’s Working Group on Financial Mar-
kets issued a report on derivatives markets under the signatures of Sum-
mers, Greenspan, Arthur Levitt (chairman of the Securities and Exchange
Commission), and William Rainer (the Wall Street insider who replaced
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Born at the CFTC). The report called on Congress to address the “dangers
of continued legal uncertainty” that might “discourage innovation and
growth of these important markets and damage US leadership in these
areas” by making clear to market participants that derivatives markets in
the United States would not be regulated.* Gramm took this ball and ran
with it, championing the Commodity Futures Modernization Act, which
prevented the regulation of derivatives, including the credit-default swaps
that would play a central role in the 2007-8 financial crisis. (Gramm also
slipped in what became known as the “Enron loophole,” which gave addi-
tional special exceptions for trading in energy derivatives.)"! The act passed
in the lame-duck days of the Clinton administration (actually the day after
the Supreme Court issued its Bush v. Gore decision), and in its wake the
derivatives markets shot ahead even faster.* The value of trades leapt from
$100 trillion to $500 trillion in nominal value. It is not surprising that in
these frenzied, lucrative, and competitive markets, individual firms were
not always certain of exactly which counterparties owed what to whom;
and with the government determined to get out of the way, the radar
screens that might have been attuned to systemic risk were unattended.
The second US postwar order was built on the faith that financial mar-
kets, left to themselves, were efficient, self-regulating, and self-correcting.
The repeal of Glass-Steagall and the passage of the Commodity Futures
Modernization Act completed the process of transition from a Keynesian
order, with a financial sector regulated, supervised, and embedded firmly
as the handmaiden of real economic activity, to an economy characterized
by unbound finance as an end and a virtue in and of itself. It was to be wel-
comed and encouraged that the financial sector should become the most
important sector in the US economy. (And, as discussed in the next chap-
ter, it was also understood as geopolitically and economically advantageous
to the US to have global financial markets as open and unregulated as pos-
sible.) The lessons of history and the logic of economic theory suggested
otherwise, but these were both superciliously brushed aside as obsolete,
even as those lessons kept coming (Orange County, Barings, Enron). In
1998, Long Term Capital Management, arguably the poster child of liber-
ated finance, composed of really smart guys building very fancy models
and making billions on Wall Street, took some big leveraged risks and
lost a fortune. Its failure was so dangerous that the New York Fed saw the
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need to coordinate a multibillion dollar bailout provided by LTCM’s pri-
vate creditors. (The creditors were paid back, but LTCM folded in 2000.)*
Greenspan, for one, brushed off the LTCM affair in his 2007 memoirs,
repeating his mantra, Bankers know better than regulators. The apostles
of high finance, like Citizen Kane, would need more than one lesson, and

they would get more than one lesson.*



SEEDS oF Discorp: THE AsiaN
FinanciaL Crisis

Liberated finance was the American vision—at home, as seen in the
previous chapter—and abroad as well. As Lawrence Summers, who, first
as right-hand man to Treasury Secretary Robert Rubin and then as Rubin’s
successor was one of the principal architects and orchestrators of imple-
menting this vision, which he stated plainly at the time: “Financial liber-
alization, both domestically and internationally, is a critical part of the US
agenda.” Country by country, meeting by meeting, and institution by insti-
tution, in the 1990s the United States pressed countries to dismantle their
capital controls and to create opportunities and access for the giants of the
American financial services sector. Not coincidentally, at the same time,
the International Monetary Fund, an institution constitutionally incapa-
ble of taking bold action against the wind of American opposition (and
indeed, in this case, with the strong support of the American executive di-
rector of the Fund’s board), in a radical and ambitious power play, moved
to force its member states to completely eliminate their capital controls.

This, despite the fact that there was a lack of empirical evidence to support
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the contention that capital unbound was appropriate economic policy or
to show that an absence of capital controls was associated with improved
real economic performance, and despite the fact that periods of high capi-
tal mobility are clearly associated with an increased likelihood of financial
crisis. Nevertheless, the IMF decided to abandon its Keynesian charter
(which was written with the presumption that states would rely on some
capital controls) and embark on an ambitious project to revise its articles of
agreement, a project described by one account as designed “to make unre-
stricted capital flows a condition of membership in the global economy.”!

The confluence of ideas, interests, and power that led the United States
and the IMF to push hard for universal, uninhibited capital deregulation,
is, like so many questions about monetary affairs, not easily disentangled.?
As with domestic deregulation, the rejection of a Keynesian perspective on
expectations and the behavior of the financial sector (and, more broadly,
of embedded liberalism), in favor of rational expectations, the efficient
markets hypothesis, and the idea that financial markets are always right
and always know best, certainly played a crucial role in supporting, or
at least permitting, this push. The convergence of forces moving toward
this intellectual position in the academy, in Washington, and among the
professional staff at the IMF, not to mention within that revolving door
traversed by Wall Street denizens and their would-be regulators, was a
crucial building block of the second US postwar order.’ But interests, and
power, are not to be underestimated. The ascendant US financial services
sector was pushing its friends and patrons in Washington to fight to make
the world more hospitable to its business; and those friends, commonly
former and future colleagues, needed little pushing. And the stewards of
the American economy could not fail to see the comparative advantages on
the table: the giant and growing US financial sector was world class and
a world beater. Thinking even more broadly, in a post—Cold War world
of American unipolarity, the promotion of globalization, financial and
otherwise, was recognized as even further enhancing the US geopolitical
position.*

But the US push, and especially the IMF project, was ill-timed. (And
it’s not like they weren’t warned. The Mexican financial crisis of 1995 un-
folded as if its sole purpose was to wave a red flag warning of the dangers
ahead.)’ Just as the IMF was setting the type on its new amendment, the

Asian financial crisis began to unfold. A sobering reminder—or at least it
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should have been—of the perils of finance unbound, the Asian financial
crisis of 1997-98, and, just as important, the responses to it by the United
States and the IMEF, planted the seeds that would grow to delegitimize the
second US postwar order, especially in Asia. To be clear, the Asian crisis
did not undermine US power—in the short run, it enhanced it, and sug-
gested that the American way was the only way. But the ideational impli-
cations were profound, and they were magnified after the 2007-8 crisis.
On the eve of the Asian crisis the United States and the IMF insisted that
deregulated finance was the only plausible and permissible public policy
choice. And with the surprising emergence and spread of the crisis, an
ideological fissure was exposed. Many in Asia saw the crisis for what it
was: a classic international financial crisis, something common throughout
history and especially common during periods of particularly high capital
mobility. The IMF/US perspective saw it differently. According to Fed
chairman Greenspan, testifying before Congress, the “root” causes of the
crisis could be found in the “poor public policy” within the Asian states
themselves.® IMF accounts were similarly myopic, not to mention amnesic,
with blame for the crisis placed exclusively on the domestic economic poli-
cies of states whose economies and macroeconomic management the Fund
had only recently been touting.

Japan’s vice minister of finance Eisuke Sakakibara, on the other hand,
was among those who saw it quite differently and tended to emphasize
the role of the “inherent instability of liberalized international capital mar-
kets” in contributing to the disaster.” Sakakibara and others in Asia were
also very alert to, if powerless to do anything about, the nakedly opportu-
nistic US response to the crisis and the gratuitously deflationary measures
imposed by the IMF that made a bad situation worse. This bullying was
not lost on others, including China, which was spared, like most Asian
states that had retained their capital controls, from the worst of the crisis.
But it did not spare them, however, from constant (and continued) Ameri-
can lectures on the pressing need for financial liberalization. China’s resis-
tance to that advice helped to spare it (once again) from the worst of the
crisis of 2007—8 and reinforced attitudes about the soundness of that advice
and the underlying American model. The failure of the new American
financial model, at home and abroad, at least as perceived by others, will
contribute to the new heterogeneity of thinking about how to best manage

the world’s money and finance.



62 American Power after the Financial Crisis

This chapter begins with the parallel pushes of the United States and
the IMF. I then review the astonishing academic facts: that the rush to un-
leash finance was more of a leap of faith than a sober policy grounded in
good economic theory. From there I turn to the unanticipated Asian finan-
cial crisis and how this gave some parties pause about the wisdom of the
great capital liberalization project, though it did not change its evangelists,
who saw in the crisis an opportunity to double down on their preferences.
Ultimately, the Asian financial crisis and crises that would soon follow in
Russia and elsewhere weakened and discredited the IMF and put an end
to the idea of reforming its charter. But the underlying ideology at the IMF,
and the ideology (and ambitions) of the United States, continued uninter-
rupted into the first decade of the new century.

The Great Capital-Deregulation Project

Support for financial deregulation was part of the general ambiance of the
Republican 1980s, with advances visible but tempered by its second-rank
status on the list of Reagan-Bush policy priorities; the cautious skepticism
of Paul Volcker, chairman of the Federal Reserve Board until 1987, who
tended to throw cold water on such schemes as his position allowed;
and resistance from Democrats in Congress. The prudent Volcker was
replaced by libertarian evangelist Greenspan, but it was the Clinton ad-
ministration that was responsible for reversing the crucial first and third
of these impediments to finance unbound. The new administration did
not invent the new ideology of financial deregulation that had been gain-
ing momentum in the 1980s.* But its embrace of the new orthodoxy repre-
sented a decisive shift in the political balance of power that would open the
floodgates of unbridled liberalization.

With the Democratic Party in the political wilderness—only Jimmy
Carter’s dispiriting one term had interrupted twenty years of Republi-
can control of the White House—Clinton ran for president as a “new”
and centrist Democrat. Clinton was quick to embrace free trade, an item
that had been slipping from the Democratic column, and even quicker
to embrace Wall Street, wooing the mandarins of lower Manhattan from
early in his campaign. In June 1991, the young governor of Arkansas im-

pressed an assembled gathering of Wall Street executives, as he met for the
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first time Robert Rubin, the cochair of Goldman Sachs.’ Clinton later ap-
pointed Rubin as the first director of his newly created National Economic
Council, and then as treasury secretary in 1995.

In the new administration’s partnership with Wall Street it was a very
short step from supporting free trade to supporting free trade in finance,
buttressed by the calculation that the Untied States was well positioned to
see its economic and strategic interests advanced in a world where capital
flowed as freely across borders as conceivably possible. And the admin-
istration was of one mind on this issue, pushing hard around the globe,
but especially in Asia, to expand opportunities for US banks, insurance
companies, and brokerage houses. “Our financial services industry wanted
into these markets,” the head of Clinton’s Council of Economic Advis-
ers explained. Wall Street was soon “delighted” as, across the board, the
administration’s Commerce department and trade representatives pressed
their counterparts abroad to lift capital restrictions to the benefit of US
companies such as Fidelity, Citibank, and (the ultimately notorious) insur-
ance giant AIG."

Clinton’s first treasury secretary, Lloyd Bentsen, was initially the most
visible public face of this new and assertive brand of US diplomacy. The
Texan was plain spoken in elucidating the logic of the new priority: fi-
nance was becoming an ever more important part of the US economy, and
“service exports are a major counterbalance to our imports of manufac-
tured products.” “Disappointed” at the pace of global financial liberaliza-
tion, he repeatedly pressed Asian leaders on the issue. It was not, at least
initially, an easy sell. At one two-day conference in Hawaii in March 1994,
hosted by Bentsen’s Treasury department, finance ministers from Japan,
Thailand, Malaysia, and Indonesia all expressed reluctance to engage in
swift liberalization and raised concerns about the possibility of destabiliz-
ing financial flows and the dangers of “hot” money and speculation. They
were even more uniform in their agreement that they had little desire
to be summoned to Honolulu to be lectured to by the Americans about
liberalization."!

With the transition to Rubin as treasury secretary, and his essential
partnership with Deputy Secretary Summers, US efforts only intensified.
At a 1995 Asia-Pacific Economic Cooperation (APEC) forum meeting in
Bali, Rubin pressed the case for financial deregulation, dismissing concerns
about the disruptive effects of sudden, sharp movements of capital and the
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dangers of destabilizing speculation. Invoking a mantra that was echoed
by the IMF, “investor confidence,” Rubin argued that such confidence was
the best protection against financial instability, whereas any actions taken
to inhibit the free flow of capital “could do major damage to investor con-
fidence.” Or, as the IMF put it at the same meeting, “the best insurance
against a sudden reversal of flows is a high degree of credibility and clear
market oriented policies.”"?

Bilaterally, the United States, and especially the Treasury department,
was even more aggressive. In 1995, during negotiations for a free trade
agreement with Chile, Treasury representatives insisted that elimination
of Chile’s modest, innovative market-friendly controls on short-term capi-
tal inflows must be included as a condition of the deal. In 1996, as Korea
sought membership in the Organization for Economic Cooperation and
Development (OECD), the United States insisted that Korea speed up the
pace of financial deregulation and provide increased access for American
firms. “These areas are all of interest to the US financial services commu-
nity,” the Treasury’s internal negotiating memo explained. Summers con-
sidered that opening up the world’s financial systems was in the “strong
national interest” of the United States. “Negotiations” were permissible, he
said, but the United States was “not prepared to compromise” on market
access and had a “rock-solid commitment to the end goal of liberaliza-
tion.” From the mid-1990s, as one account described, “Working through
the IMF or directly with other countries,” Summers and Rubin, with the
encouragement and support of Greenspan, “pushed tirelessly for . . . free
capital flows.”?

At the same time, the IMF was also pushing hard for the rapid disman-
tling of capital controls by its member states. Recent scholarship by Rawi
Abdelal and others has emphasized that the Fund came to this position
independently, and it would indeed be a mistake to dismiss the influence
of its managing director Michel Camdessus and first deputy managing
director Stanley Fischer. Camdessus and Fischer, who took up his post in
September 1994, marking the date of the decisive shift in the IMF’s pol-
icies, were high priests in the evangelical church of free capital. Jeffrey
Chwieroth also emphasizes the ideational shift within the Fund’s staff
of professional economists, which reflected the broader trend in the dis-
cipline away from Keynes and toward an unquestioning faith in the ef-

ficient markets hypothesis."
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No doubt, then, that the IMF bought the rhetoric it was peddling. Never-
theless, to suggest that the Fund had somehow gone off the reservation
or was acting on its own with little regard for the interests of the United
States (or the financial community) is equally incorrect. To begin with,
no action taken by the Fund, to say nothing of a fundamental change to
its charter, could be undertaken without the support of Karin Lissakers,
the US executive director. (And Lissakers, more than permissive, was a
strong and enthusiastic proponent.) More generally, as Barry Eichengreen
and Harold James have argued, “The Fund’s actions were consonant with
the preferences of its principal shareholder. The mid-1990s may have been
the peak of US Treasury influence over the IMF, matched only by the first
fragile decade of the Fund’s existence.” Seasoned insiders and observers
such as Jagdish Bhagwati, Paul Volcker, and Alan Blinder all share this
perspective. “During the Asian crises, the IMF saw open capital accounts
as part of the solution,” Blinder recalled, “and it pains me to admit that the
US government was a primary pusher of this bad advice.”"

It need not be the case that the United States was pulling the strings of
its IMF marionette. Rather, the Fund, the mainstream of the economics
profession, Wall Street, and the US government were so much of one mind
that the more appropriate metaphor is of a highly polished barbershop
quartet. At the IMF’s annual meeting in Madrid in October 1994, John
Lipsky, then chief economist and managing director at Salomon Broth-
ers, was among the first to publicly call for the Fund to “legally codify” a
commitment that its members dismantle their capital controls. In April
1997, the finance ministers of the G7, emerging from their summit meet-
ing in Washington hosted by Treasury Secretary Rubin, issued a statement
in favor of “promoting freedom of capital flows” and “amending the IMF
articles.” It was within the context of such bookends that the IMF engaged in
its long march toward capital freedom. In the pivotal year of 1995, the IMF
more pointedly called for “increased freedom of capital movements”; in
late 1996, Britain’s chancellor of the exchequer Kenneth Clarke “unveiled”
a plan that would give the IMF new authority over the international flow
of capital and a new mission to press for its liberalization. Such “wholesale
reform” would require a “major amendment” of the IMF’s charter. The
plan was immediately embraced by Managing Director Camdessus, who
one suspects was not caught off guard by the unveiling. The race to the

finish line was on.'
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The IMF moved swiftly. In May 1997 it announced its intention to
amend its articles of agreement. Instead of expecting and accommodating
the judicious use of capital controls by its members, the Fund resolved “to
make the promotion of capital account liberalization a specific purpose of
the IMF and give it jurisdiction over capital movements.” If the point was
not clear enough, a fortnight later a banner headline of the IMF Survey
proclaimed “Forces of Globalization Must Be Embraced.” In September
at its annual meeting in Hong Kong, the Fund issued its statement “The
Liberalization of Capital Movements under an Amendment of the IMF’s
Articles,” which instructed the executive board to complete its work on
amending the articles. “Capital liberalization,” the IMF now officially
held, was “essential to an efficient international monetary system.” It was
important that the Fund move “decisively toward this new worldwide re-
gime of liberalized capital movements.” There was scant opposition.”” Few
on hand seemed concerned that the currency crisis in nearby Thailand
might spread or what that crisis might say about the dangers associated
with capital decontrol. Fewer still had bothered to take the time to find out
that the economic theory supporting the notion of abolishing any media-
tion of capital flows across borders was a good thing that was tissue thin.

A Leap of Faith

Ideas, interests, and power combined to propel the charge behind the drive
to dismantle all the world’s capital controls and leave financial flows com-
pletely unfettered. What is most remarkable about this is that ideas, which
were central to this story, were rooted in untested beliefs and faiths rather
than economic science, which tends to suggest the opposite, that com-
pletely unregulated capital is suboptimal from the perspective of economic
efficiency. This seems counterintuitive: every student in Econ 101 is taught
to recite (and understand why) free trade is globally optimal from an eco-
nomic perspective.”® Why then would the case for free trade in capital be
any less compelling than for free trade in goods?

Well, first off, as an empirical matter, the evidence is simply not there.
As the IMF was gearing up to impose free capital upon the world, Jag-
dish Bhagwati, a noted economist who made his career as a champion of

free trade, made just this observation. The case for free capital, he argued,
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had been little more than inferred from the case for free trade. But the
proponents of free trade, in addition to articulating deductive arguments
about market efficiency, had done their spade work. There were library
shelves buckling under the weight of all of the studies that demonstrated
the relationship between free trade and good outcomes such as greater eco-
nomic growth. But the supporters of free capital, like the Wizard of Oz,
had nothing behind their pronouncements but bluster, if in algebraic form.
In fact, Bhagwati concluded, “the weight of evidence and the force of logic
point in the opposite direction, toward restraints on capital flows.”"

Furthermore, as I have argued previously in other work, there are good
deductive reasons to believe that some positive level of capital control is
optimal from the perspective of economic efficiency. In a world of uninhib-
ited capital mobility, the ease with which capital can seek its greatest return
creates pressures for conformity across states’ macroeconomic policies. In
practice, however, countries face diverse economic circumstances and
problems, and what makes sense here might not make sense there. But all
too often, in a world of footloose capital, governments that deviate from
perceived policy norms (even with measures that are well suited to address
local problems) are punished by capital flight, not only forcing those poli-
cies to be abandoned, but, worse, substituting inappropriately deflationary
ones in their place. Perhaps even worse, and certainly more pervasive as a
problem, flows of capital differ from flows of goods in that financial assets
like currencies are worth, ultimately, what people think they are worth.
(Most products, e.g., automobiles, have some comparatively stable value
and practical end use.) The ephemeral element of the value of financial
assets is especially problematic because the technology of financial markets
allows investors to move enormous amounts of money in the blink of an
eye and at very little cost. As a result of these two factors, financial markets
are vulnerable to collectively catastrophic, if individually rational, herd-
ing behavior, unleashing financial stampedes with economic consequences
that veer far from the path suggested by the relevant underlying economic
“fundamentals.”®

This is, of course, as discussed in chapter 2, a Keynesian perspective.
In addition to the “beauty contest” aspect of financial markets and the
way that actors’ reliance on rules of thumb, conventional wisdom, and
guesses about the guesses of others (all in contrast to the efficient markets

hypothesis) contribute to potential instability, Keynes also saw completely
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uncontrolled capital as suboptimal because it took away the space for mon-
etary policy autonomy, which was essential. “The dilemma of [any] interna-
tional monetary system,” he explained, was to promote a vibrant, thriving
global economy and yet “to preserve at the same time an adequate local au-
tonomy for each member over its domestic rate of interest.” As he wrote to
one colleague, “freedom of capital movements assumes that it is right and
desirable to have an equalization of interest rates in all parts of the world.”
Thus, the wartime Keynes sought to design a postwar system—and many
of his ideas found their expression in the original articles of agreement of
the International Monetary Fund, which bore their stamp as tempered by
the demands of US power and American politics—that would promote a
growing, outward-oriented international order that nevertheless inhibited
the pathologies associated with free capital. The Keynesian position could
not be clearer: “Control of capital movements, both inward and outward,
should be a permanent feature of the post-war system.” This was not to
discourage the flow of productive capital across borders, which was to be
welcomed, but to allow states to retain some discretion over their own eco-
nomic policies and provide the tools that might distinguish between sober
investment and destabilizing speculation.”

From a Keynesian perspective, then, the problem is not capital mobil-
ity but oo much capital mobility, which essentially amounts to financial
pollution, or what economists would call a negative externality: a noxious
social consequence of an output of the financial services industry whose
costs are not counted as a factor of production by its creators. Nega-
tive externalities are a form of “market failure,” a situation (like many
collective-action problems) in which the workings of the invisible hand
or “the market”—that is, uncoordinated individuals pursuing their
self-interests—do not produce collectively efficient outcomes. The tradi-
tional economist’s response to negative externalities, such as factory soot
that is dumped on neighbors, is to impose a mediating tax on the produc-
tion of the “bad.” The goal of such a tax is not to eliminate the production
of the bad but to assure that the costs of the harm to society as a whole
are considered in the costs of production, which encourages a firm to do
less harm. Thinking along these lines, some economists have proposed
market-friendly measures, such as a Tobin tax (a tiny tax on financial tran-
sitions that would inherently distinguish between shot-run speculative and

longer-term productive capital flows, with the costs overwhelmingly borne
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by the purveyors of the former) to help mitigate the costs to society from
the production of too much capital movement.?

This assumes, of course, that the externality does exist and that capital
mobility can indeed be inefficiently high. The deductive argument on this
is compelling, but what is the actual evidence? Bhagwati’s challenge on
this point—that economists have not shown the case for free capital—and
related academic debates that followed on the carnage of the Asian financial
crisis sent economists racing to pick up the gauntlet he had thrown down.
A raft of empirical studies were initiated, many inspired to demonstrate
the association between the free flow of capital and enhanced economic
performance, following the logic that market forces would guide financial
flows to their most efficient uses and that market discipline as reflected
in the cultivated, chastising movement of capital would rein in wayward
policies and force governments to abandon inefficient, misguided, and
profligate policies.

It turns out, as they say, “not so much.” An initial study drawing on a
sample of one hundred countries found “no evidence that countries with-
out capital controls have grown faster, invested more, or experienced lower
inflation.”” And, from there, even scholars who stood out as passionate
supporters of capital deregulation were unable to find empirical support
for their urgently proselytized policy proposals in favor of free capital.”*
What new studies did reveal, on the other hand, were reasons to tread cau-
tiously. For example, while instances of “market discipline” dispensed by
corrective capital flows can be observed, in practice, the market is not up to
this job; it tends to wait too long and then punish too hard, an inefficiency
well captured by the phrase “too much too late.””

Bhagwati, testifying before Congress in 2003, a time during which fi-
nancial sector dominance of US politics was unrivaled (and unchecked),
and the efficient markets hypothesis philosophy was pervasive, again dis-
tinguished the case for free trade from the case for free capital and pro-
vided illustrations of when “good policymaking requires” that countries
“must be allowed the freedom to exercise their discretion and use capital
controls.” The evidence, or lack of evidence, has only continued to pile
up. In 2009, after the heady days when it seemed naive to challenge the
wisdom of financial markets left to their own devices, yet another com-
prehensive survey delivered the same news: study after study revealed

“the absence of any apparent relationship between financial globalization
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and growth.” Even setting aside the issue of financial crises, “the ben-
efits of financial globalization are hard to find. Financial globalization
has not generated increased investment or higher growth in emerging
markets.”?

But the situation is even worse than that, because financial crises are
in no position to be set aside in any discussion of the regulation of capital.
Individual countries liberalizing their capital accounts are more likely to
experience a financial crisis, even when the government is pursuing poli-
cies that seem sound by the dictates of market orthodoxy. And, for the
global economy as a whole, as noted, periods of high capital mobility are
associated with an increased number of financial crises. As Kindleberger
convincingly demonstrated long ago and as more recent, comprehensive
scholarship has reconfirmed, financial crises are the rule of history, not the
exception—they are a “hardy perennial.” As such, the Keynesians have it
right, as history has proved again and (unfortunately) again.”” Good pub-
lic policy, then, should not be designed to increase the dangers inherent to
the heady flow of capital. Rather, even as it recognizes that robust capital
flows are an essential element of a healthy, functional global economy, it
should err on the side of reducing the risks and costs attendant to that
vital process, the same way that responsible governments insist on the saf-
est possible handling of radioactive material or toxic waste resulting from

productive economic activities. Handle them with care.

Into the Asian Financial Crisis

The ill-advised move by the IMF to impose uninhibited capital mobility on
all its members was also singularly ill timed. In July 1997, just two months
before the “Hong Kong statement” celebrated the final, essentially pro
forma push to revise its articles of agreement, Thailand, having lost a for-
tune, abandoned its efforts to defend the value of its besieged currency, the
baht. This, in retrospect, was understood to be the moment that heralded
the full-blown emergence of the Asian financial crisis. The crisis quickly
and unexpectedly spread throughout the region and engulfed the Philip-
pines, Malaysia, Indonesia, Hong Kong, and, astonishingly, South Korea,
which announced on November 21 that it had no choice but to turn to the

IMF for a rescue package or it would face national bankruptcy.
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The crisis was, to say the least, unanticipated. Before the crisis, the per-
formance of the affected economies was routinely declared a “miracle,”
and one that was commonly attributed to sound macroeconomic policies.
One retrospective account calls the Fund “surprised” and “ill prepared”
for the crisis, which puts it more than kindly. In September 1996, the IMF
pronounced that “international capital markets appear to have become
more resilient and are less likely to be a source of disturbances.” (As if
the point was not clear enough, the Fund continued, with what can be
seen in retrospect as an unintended ironic nod to the global financial crisis
that would emerge a decade later: “Although the scale of financial activ-
ity continues to grow, market participants—including high-risk high-
return investment funds—are more disciplined, cautious, and sensitive
to market fundamentals.”) In late November 1996, a banner headline of
the IMF Survey declared “ASEAN’s Sound Fundamentals Bode Well for
Sustained Growth.” And just seven weeks before the crisis broke out, the
Fund was particularly bullish in its assessment of the economies about to
be overwhelmed by an international financial crisis: economic prospects
were “bright,” and “overheating pressures have abated in many emerging
market economies, especially in Asia—where growth has stayed strong
for several years.” At the opening press conference of an IMF meeting in
Washington of finance ministers and central bank governors, Managing
Director Camdessus declared that global economic prospects called for
“rational exuberance,” and, the Fund reported, “in their official communi-
qués, ministers echoed this optimism.”*

The initial tremors of the crisis elicited some murmurs of discontent,”
but it did little to shake the confidence of the high priests of free capital.
Summers was among those who were dismissive of the idea that the Thai
crisis, its aftershocks increasingly visible and growing, might be a harbin-
ger of dangers from unleashed free capital. To the contrary, he said, “Re-
cent events in Southeast Asia have only increased our desire to strengthen
the world’s financial systems—and make them more open.” But when the
crisis reached the shores of Korea, it forced some to consider slowing down
the IMF’s deregulatory locomotive. An IMF mission visited the country in
October—October—and concluded that “Korea would avoid being seri-
ously affected by the crisis then spreading through Southeast Asia.” That
the crisis would come to Korea, and that it would need a massive IMF

bailout, did not easily fit the narrative that the crisis was simply the result
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of weaknesses within the affected states themselves and very much not a
rather easily recognizable international financial panic.”

But that narrative remained very much in vogue at the IMF, in Wash-
ington, and on Wall Street. “I emphatically reject the view,” First Deputy
Managing Director Fischer argued, “that recent market turbulence in the
region” suggests caution with capital account liberalization. Challenged
by some ministers at the IMF who were getting cold feet about pressing
ahead with the amendment to the articles, Secretary Rubin insisted that
“the turbulence which can occur during a crisis should not cause us to re-
verse” course. John Lipsky, who had moved on to Chase Manhattan Bank,
testified before Congress that blaming “runaway capital markets” for the
Asian financial crisis was “exactly the wrong approach.” There was no al-
ternative to the discipline imposed by the free flow of capital. Both current
and former Clinton administration officials (such as Jeffrey Garten, one-
time managing director at Lehman Brothers and recent Clinton undersec-
retary of commerce for international trade) echoed this view.*!

With member enthusiasm eroding steadily for the IMF amendment, the
Fund hoped to rally flagging support by holding a two-day high-level public
conference, or “seminar,” on capital account liberalization on March 9-10,
1998. Setting the tone at the meeting, Camdessus offered renewed sup-
port for pushing ahead, a position captured in the headline of the IMF
Survey’s account of the event: “Irreversible Trend.” In addition to com-
mentary from IMF elites, invited Wall Street executives took turns stress-
ing the importance of “sound and consistent” domestic economic policies
as the key to avoiding international financial crises. British representatives
remained staunchly in favor the amendment, as did Summers, who, in a
forceful address, defended the measure as something “we need.” If any-
thing, he insisted, the IMF should “accelerate” rather than “slow the pace
of capital account liberalization.” But the Korean crisis had changed the
political calculation, on several fronts. Within the IMF, opposition from
Brazil, Japan, and other countries became more pronounced. Issues of in-
ternational economic governance, quite uncharacteristically, also became a
topic of popular public debate, especially as, in the wake of repeated crises
(and the IMF’s standard-issue deflationary medicine), an anti-IMF, anti-
globalization backlash emerged. In was in this context that members of
Congress, holding hostage a bill to increase member contributions to the

IMEF, expressed opposition to the amendment of the IMF’s articles. Making
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the obvious political calculation, the Treasury department ordered its rep-
resentative within the Fund to quietly withdraw its support. Without US
support, of course, any change in IMF policy was dead in the water.*

Interpreting the Asian Financial Crisis and Its Aftermath

The ruinous nature of the Asian financial crisis, and the contrasting ex-
periences of states that followed IMF-approved (or imposed) deflation-
ary medicine that exacerbated their economic distress and states that
had retained their capital controls and were thus spared the worst of it,
led, not surprisingly, to a renewed public policy debate over the benefits
of completely unfettered global capital (and the wisdom of trying to im-
pose it universally).” And in the wake of the crisis, the self-evident failure
of an absolutist perspective—thou shalt never interfere with the flow of
capital—a number of reputable experts came out in favor of one scheme
or another that involved market-friendly capital controls.** Everywhere, it
seemed, scholars and policymakers were newly interested in reevaluating
the case for capital deregulation or, at the very least, debating and enter-
taining ideas about how best to “throw some sand in the wheels of finance”
to slow the most frenzied and disruptive flows of capital.

Everywhere, that is, except in places like the United States and the
IMF. It was certainly necessary, and tactically wise, to bend to reality and
abandon the drive to amend the Fund’s articles of agreement. But the un-
derlying ideology—not to mention the interests and the power—that had
motivated that push yielded not an inch.”” The normative context and the
policy preference—uninhibited capital liberation—remained unchanged,
if somewhat less-aggressively pursued in practice. For many, especially but
not exclusively in Asia, the 1997 crisis was easily recognized and largely
understood as a classic international financial crisis. But for market fun-
damentalists, following an efficient markets perspective, the very idea that
there could even be international sources of financial crisis was an alien
concept. (Similarly, the standard macroeconomic models widely in vogue
before the global financial crisis that happened ten years later simply could
not account for the events that unfolded.) For Greenspan, giving talks
such as “Do Efficient Financial Markets Mitigate Financial Crises?,” the

causes of the financial crises of the 1990s were exclusively domestic: weak
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financial infrastructures in Asia and inadequate transparency in Russia,
to name two examples. He offered eight reform measures to help avoid
future financial crisis, all of them domestic-policy reforms in the affected
states. Most fundamentally, Greenspan testified before Congress, “One
consequence of this Asian crisis is an increasing awareness in the region
that market capitalism, as practiced in the West, especially in the United
States, is the superior model.”*

The leadership at the IMF sang similar tunes. Camdessus never wa-
vered in his faith that completely unfettered capital markets were opti-
mal from an economic perspective; he saw it as an issue not even worthy
of debate. More generally, the IMF’s retrospective analyses of the crisis
remained deeply skeptical of any form of capital control and focused
on the domestic factors that contributed to the crisis. Fischer, vigorous
in his defense of the Fund’s approach, also homed in on (now) apparent
structural flaws in the economies hit by the crisis; conspicuously absent
from his own postmortems were any international factors that might have
contributed to it. Instead, “weak financial institutions, inadequate bank
regulation and supervision, and the complicated and non-transparent re-
lations among governments, banks and corporations were central to the
economic crisis.”” Once again, there is an irony here, as ten years later
this could be viewed as a particularly potent indictment of the American
financial model. (And many Asian states could then also count themselves
lucky that, in response to Western pressure after the Asian crisis, they
only undertook what Andrew Walter dubbed “mock compliance” with
many of the demands put on to them to converge toward the American
model.)*

In the US government and in those international institutions where the
United States wielded enormous influence, and in the American econom-
ics profession (which staffed both), market fundamentalism remained in
vogue. If anything, faith in the superior American model and the efficient
markets hypothesis grew after the Asian crisis. But these attitudes were
not universally held abroad, and skepticism about them increased in the
context of the assertive US diplomacy that accompanied the crisis. Both
the crisis, and the (not-unreasonable) perception that the United States ex-
ploited the crisis to advance its interests, undermined the legitimacy of the
second US order and unwittingly primed the path for the future march

away from that vision.*
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The heavy hand of American power was seen, and felt, most clearly and
acutely in the Korean case. Once again, 7o one, least of all the IMF, thought
the crisis would spread to Korea. But it did, and the Korean economy—
“an economy to envy” as Martin Feldstein would describe it in his critique
of the IMF policies that followed—was overtaken by a crisis of “tempo-
rary illiquidity,” which Feldstein distinguished from “fundamental insol-
vency.” Feldstein urged that the Fund “should eschew the temptation to
use currency crises as an opportunity to force fundamental and structural
reforms on countries.” But that is exactly what the Fund did, along with
a heap of deflationary medicine that added to Korea’s distress, when it ar-
rived, hat in hand, in need of exactly the kind of emergency help such as
bridge loans and coordination with creditors that the Fund was, in theory,
designed to provide. But Rubin and Summers shared Greenspan’s view
that the crisis demonstrated the failure of the Korean economic model, and
structural reforms—especially, it turned out, those that would open up a
reluctant Korea to US financial firms—were deemed essential. It was an
IMF operation, but in this case, the United States was calling the shots. It
was the Americans at the IMF who insisted on the quid pro quos imposed
on the Koreans in exchange for the Fund’s support, and US officials ar-
rived in Seoul to press the same demands.*

With little choice, Korea agreed to a raft of IMF conditions that had
little or nothing to do with solving their current financial crisis or prevent-
ing a future one; these included not only eliminating barriers to foreign
direct investment and opening up its markets in insurance and securities
dealings but also measures that arguably contributed to the current crisis
and made a future one more likely, such as accelerating the liberalization of
foreign exchange transactions and relaxing restrictions on corporate bor-
rowing from international sources. (High levels of short-term private in-
ternational borrowing had been one of the proximate causes of the Korean
crisis.) The entire affair was easily recognized as a “crude power play” or,
more angrily from within Korea, “egregious imperialistic meddling.” As
Robert Gilpin observed, the IMF letter of intent signed by Korea “included
specific items that the United States had long demanded of Asian govern-
ments, and that the latter had rejected.” It is not surprising to learn, then,
that “many Koreans consider” the day the letter was signed to be “Korea’s
‘Second National Humiliation Day’ the first being that of its colonization

41

by the Japanese.”



76 American Power after the Financial Crisis

Another hint of nascent fissures in the foundations of the second US
order could be found in the contrasting reactions to and interpretations of
Malaysia’s deployment of capital controls during the Asian crisis. Unlike
most of its neighbors, Malaysia didn’t go to the IMF and sign on for an
austerity program; rather, after experimenting unhappily with some home-
cooked deflationary measures, the government abruptly changed course
and introduced capital controls on September 1, 1998. This allowed Ma-
laysia to pursue pro-growth policies, which would have been otherwise
unsustainable due to the punishing capital flight that would have been
touched off in response to its departure from orthodoxy.* In this instance,
one might think the IMF would have done well to hold its tongue before
confidently dispensing unsolicited advice. After all, just a few weeks before
the Asian crisis broke, Camdessus singled out Malaysia for the savvy of its
economic stewardship. “Malaysia is a good example of a country where the
authorities are well aware of the challenges of managing the pressures that
result from high growth and of maintaining a sound financial system amid
substantial capital flows,” he explained. In addition to its reassuringly low
inflation, admirable government budget surplus, and laudable outward
orientation, “Malaysian authorities have also emphasized maintaining high
standards of bank soundness.”” But he was quick to denounce the Malay-
sian experiment in capital controls, calling it “dangerous and even harm-
ful.” The vehemence of the Western condemnation of any introduction
of capital controls, even temporary measures introduced in an emergency,
suggested that the protestations reflected something more deep seated than
a technical disagreement about optimal economic policy. IMF economists
predicted the controls might “be an important setback . . . to that country’s
recovery and potentially to its future development.” Greenspan offered a
stern (if implausible) public rebuke, equating capital controls with “borders
closed to foreign investment” that would lead states that deployed them
“mired at a sub-optimal standard of living and slow growth rate.” (He also
felt the need to add, as if a requirement of some union membership, “Mar-
ket pricing and counterparty surveillance can be expected to do most of
the job of sustaining safety and soundness.”) Summers was more reveal-
ing, stating that it “would be a catastrophe” if other countries followed the
Malaysian example, which raises the question, a catastrophe for whom ?*

As it turned out, however, despite the “unanimous condemnation” from
the West, the IMF, and the credit-ratings agencies, the Malaysian economy



Seeds of Discord: The Asian Financial Crisis 77

performed well after the imposition of controls. A year later, journalistic
accounts could observe that “critics were aghast . . . but now many admit
the move succeeded in helping to lift Malaysia out of its worst recession
ever.” Critical academic market fundamentalists were reduced to argu-
ing that Malaysia would have recovered anyway, conveniently forgetting
the contrast between the heady performance of the Malaysian economy
and the avalanche of apocalyptic predictions about its implosion as a con-
sequence of the introduction of controls. Rather, the measures did what
their advocates hoped they would; they served as a circuit breaker in the
midst of a crisis, allowed for otherwise unsustainable stimulus policies, and
discriminated between hot money flows of speculative or panicked capi-
tal and productive foreign direct investment, which, contra Greenspan’s
caricature, continued to flow in. As Bhagwati assessed years later, there
“seems to be a sound body of opinion that Malaysia did well to use capital
controls.”®

Largely unnoticed by the United States at the time, or, more accurately,
largely ignored (with one notable exception) was the fact that not every-
body shared the American position that capital controls were an unspeak-
able taboo practice. Although Wall Street’s Solomon Brothers joined the
chorus formed by leading officials like Rubin and Fischer, calling Malay-
sia’s controls “regressive” and “ultimately destined to failure,” many voices
in Asia were strongly supportive. One Chinese official observed with ap-
proval that “Malaysia is returning to the route which China has been tak-
ing.” Japan also explicitly endorsed the controls, and, pointedly, tapped
Malaysian prime minister Mahathir to be the keynote speaker at a confer-
ence on development held in Tokyo the following month. Japanese finance
minister Kiichi Miyazawa spoke out in favor of “market friendly controls,”
and, as Western credit agencies downgraded Malaysia’s sovereign debt to
junk bond status, the Japanese government put its money where its mouth
was, providing the country with $1.5 billion in new financial support. And
on the first anniversary of its successful experimentation with capital con-
trols, Malaysia “received cheers” from the Japanese government, an ova-
tion joined by others in the region.*

An indication of the East/West split over the management of interna-
tional finance (and a suggestion that behind the velvet glove of economic
ideology lay the iron fist of American interest) was the stillborn Japanese
Asian Monetary Fund initiative. The purpose of the envisioned AMF was
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to provide emergency liquidity to Asian states facing a financial crisis,
without the invasive strings that the IMF was increasingly attaching to its
assistance. Japan offered $50 billion to stake the new fund, which would
be further endowed by contributions from other regional states. Motivated
by its disenchantment with the IMF’s response to the Asian financial cri-
sis, in particular the “excessively severe deflationary conditionality” it was
demanding, the proposal also raised the possibility that Japan might seek
a greater international role for the yen. Such ambitious expectations had
emerged in the late 1980s but faded, along with the Japanese economy,
during the “lost decade” that followed."

The United States did not look kindly on the proposed Asian fund, to
say the least. Japanese officials, no doubt anticipating Western opposition,
since an Asian monetary fund would surely step on the toes of the IMF and
implicitly reduce US political influence, first consulted quietly and exclu-
sively with other states in the region. Caught by surprise, the United States
was swift, vehement, and definitive in its response. Summers placed a mid-
night call to Sakakibara, known as “Mr. Yen,” and by all accounts treated
him to a full-force Summers storm. (“I thought you were my friend,” the
American complained.) More to the point, Rubin and Greenspan wrote
their foreign counterparts throughout Asia in opposition to the AMF and
sent subordinates abroad to press the message. Rubin, traveling in South-
east Asia and meeting with officials there, went out of his way to inform
reporters that he had secured an important diplomatic victory. “The sub-
text,” one journalist wrote, was that “America is back in the middle of the
game; the steam is out of the Japanese bailout plan.”*

The AMF proposal mattered not for what it was but for what it repre-
sented: it was the manifestation of a basic ideological disagreement about
the management of the world’s money, one that would become dormant
but never really disappear. These disagreements, which also had important
elements of interest-group competition and exposed the geopolitical stakes
that great powers quietly attributed to holding the reins of monetary order,
were thus primed to resurface ten years later with the onset of the global
financial crisis. In 1997-98 that disagreement was about whether or not
the crisis demonstrated the failure of the East Asian model of development
and the success of the American Way. Greenspan was of the opinion that
in the region, after the Asian financial crisis, there was a new realization,

“bordering in some cases on shock,” that local economic practices had been
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misguided and that the US economic model, including the embrace of un-
inhibited finance, was the singularly correct way to organize an economy.”

But this was not the case, neither with regard to the Asian model nor
local attitudes toward it. Elites in Asia could recognize an international
financial crisis when they saw one, and they could recognize the exercise
of power as well. Vice Minister Sakakibara challenged the optimality of
completely unregulated capital and the efficient markets hypothesis, stat-
ing plainly that “free capital movements do not always bring about opti-
mum allocation of resources.” He also spoke of the “inherent instability
of liberalized capital markets” and argued that the Asian crisis could not
be “explained only by . .. structural problems” within the affected econo-
mies. Finance Minister Miyazawa attributed the crisis to “general prob-
lems inherent in today’s global system” and called for “reforming the
international financial architecture.” Japanese officials—and, it should be
recalled, Japan did not need or seek the assistance of the Fund during the
crisis—also held the view that the IMF was over-reaching and was wrong
to demand structural reforms not related to solving the crisis as the price
of its assistance. This meddling was widely seen as designed to promote
American interests.”

Contra Greenspan, the crisis did not bring about an ideological con-
sensus on the singular wisdom of the American model, but the attitudes
expressed by the Federal Reserve chairman did contribute to an emerging
consensus in Asia—one of smoldering resentment toward the arrogance
of the American attitude that he was expressing. Other states were weaker
now, while the United States was stronger than ever: unipolar, hegemonic.
On the surface, American influence seemed almost irresistible, but a sharp
ideological divide, and a craving for some insulation from the hyperpower,
endured.” And with reform of the international monetary system off the
table, a world of unregulated capital continued to be characterized by fi-
nancial crises that began to emerge with regularity, notably in Russia, Bra-
zil, and Argentina. The IMF commonly came under withering criticism
during these episodes. The situation in Argentina was particularly embar-
rassing for the Fund, since Argentina was viewed at the time as the poster
child for following the IMF’s advice. By the Fund’s own assessment, “the
severity of the crisis—and the fact that it occurred in a country that had
performed reasonably well in a succession of IMF-supported programs—

make it particularly important to examine the lessons.” In Russia, the
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lessons would appear to be more easily recognizable: temporary exchange
controls might have spared Russia from the worst, but “the IMF and the
US Treasury could not accept that option at the time, having drawn a firm
line against” such policies.*

It is often suggested that the Fund, chastened by all of these experiences,
became slightly more tolerant of the idea of capital controls. This risks
exaggerating the modest changes that may have occurred. The IMF was
still committed to universal capital account liberalization and instinctively
hostile to capital controls. But it is fair to say that as it actively directed
traffic down a one-way street, it was now willing, occasionally, to let travel-
ers in distress reduce the speed at which they were moving forward. And
this modest concession to political reality contrasted with the full-speed-
ahead mentality that continued unbridled in the United States. In 2003, the
United States pushed hard, against the vociferous objections of its coun-
terparties, to include clauses in its free trade agreements with Chile and
Singapore that demanded the renunciation of their right to introduce any
form of capital controls. (This also set a precedent for negotiations with
other states). What this had to do with free trade, whether it is remotely a
wise policy, and that these were rights the states in question did nor want
to give up were of little concern to Bush administration negotiators. The
United States wanted what it wanted.”

The United States emerged from the 1990s with confidence: trium-
phant in the Cold War, it was unrivaled both geopolitically and economi-
cally. But in embracing the financialization of its own economy, and in
designing a second, now post—Cold War economic order to press these
advantages, it both erred and overreached. This was more quickly evi-
dent abroad, where the collateral damage of liberated finance was first
felt. It was not recognized in the United States—or, if noticed, it was
untroubling—that its new order was met with skepticism in much of
the rest of the world and, in much of Asia, with resentment. China, an
increasingly important player in the world economy, was shielded from
crises by its own controls (as were other states that were similarly pro-
tected), and, looking forward, it hedged its bets. On the one hand, the US
financial model did look like the only one left standing, but, on the other,
the Chinese Communist Party was not about to change its spots, espe-
cially when it came to finance capital. After the Asian crisis, it initially

bent toward the American model, if slowly, incrementally, and cautiously.
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And the United States, surveying the wreckage of the 1990s—Mexico,

Asia, Russia, South America—and blissfully untroubled by the domes-

tic warnings signs of the 1987 crash, Orange County, LTCM, and the
like, concluded that financial crises were things that happened to others—
others that, for one reason or another, had it coming. But the US finan-
cial system, with its size, depth, complexity, sophistication, and, perhaps
above all, embrace of the market, was seen by the ideologically enmeshed
communities of Wall Street, Washington, and the academy as rock solid,
world class, ever growing, and the jewel in the crown of the envied

American economy, standing unrivaled at the turn of the century.



Tae NEw AMERICAN MODEL AND THE
FinanciaL Crisis

“As a scholar of the Great Depression, I honestly believe that September
and October of 2008 was the worst financial crisis in global history, includ-
ing the Great Depression,” Ben Bernanke, former world-class macroeco-
nomics professor and sitting chairman of the Federal Reserve Board, told a
closed-door session of the Financial Crisis Inquiry Commission in Novem-
ber 2009. He estimated that “out of . . . 13 of the most important financial
institutions in the United States, 12 were at risk of failure within a period
of a week or two.”!

How did it come to that? In this chapter I argue that the catastrophe
was the result of the financialization of the American economy. Big finance
and the big money that came with it had political and cultural influence
on society as a whole, and the result was a metastasized financial sector ir-
retrievably riddled with systemic risk. That danger was allowed to develop
and was left unattended due to an ideological convergence and economic
interpenetration of key players across Wall Street, Washington, and atten-

dant academic affiliates, which led the government to voluntarily abdicate
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its responsibility for supervision and oversight. With a consensus forged
by ideology and interest, this new iron triangle overturned an older con-
ventional wisdom that held that unregulated financial systems were inher-
ently prone to crisis. This, from the old school perspective, was the result
of a market failure: individually rational behaviors generated a negative
externality, systemic risk, that was not accounted for in the cost/benefit
analysis of market participants and thus was overproduced.’

Despite the crisis—the worst in history—in the United States the new
American model remains essentially in place, a tribute to the entrenched
political influence of its guardians. But the crisis and its aftermath have
weakened the US economy at home and undermined the legitimacy of its
model abroad, with consequences for American power and influence that [

will consider in chapters 6 and 7. This chapter considers how we got there.

Go-Go Finance and the New American Model

With the deregulations of the 1980s and, especially, the 1990s, it is not sur-
prising that the financial sector grew. But that it would quickly become
the largest and fastest growing sector of the economy was nevertheless re-
markable, and breathtaking. In broad brush, from 1980 to 2002, as manu-
facturing’s share of GDP fell from 21 percent to 14 percent, that of finance
grew from 14 percent to 21 percent. But this understates matters: in 2001
profits from the financial sector accounted for more that 40 percent of the
profits in the US economy, which still understates matters, because it does
not account for the large financial wings of nonfinancial corporations like
General Electric and Ford, which in the 2000s often made more money
from loans than from cars. This was all new. From the 1930s through the
1970s, financial sector profits grew at about the same rate as profits in the
rest of the economy; but, from 1980 to 2005, financial sector profits rose by
800 percent, as compared with 250 percent in the nonfinancial sector. On
the eve of the crisis, finance accounted for 47 percent of all US corporate
profits.?

Was this a good thing? Although the financial services sector is an es-
sential, crucial, and indispensible element of a mature capitalist society,
and while it might even be good to have a large and leading financial sec-

tor, at bottom, the role of finance is to facilitate economic activity, that is,



84 American Power after the Financial Crisis

to allocate capital to efficient and productive use. It is meant to be a hand-
maiden (or, if you prefer, the valet) of real activity: moving money around
is not valuable for its own sake. But few even thought to ask this question.
Prominent Keynesian economist and Nobel laureate James Tobin sounded
the alarm in the 1980s, ahead of most, when he suggested the financial
sector was becoming suboptimally large. Even then, he observed that such
“views run against current tides—not only the general enthusiasm for de-
regulation and unfettered competition but also my profession’s intellectual
admiration for the efficiency of financial markets.”

Tobin’s concerns, as he anticipated, fell largely on deaf ears, but there
were any number of red flags waving for those willing to look up. As the
financial sector grew and grew it also became more concentrated and more
exposed, with fewer and bigger firms dominating the market and carrying
ever larger liabilities. Once again, the story is one of continuity followed by
rapid change; in the half-century following World War 11, the ten largest
banks in the United States typically held between 10 and 20 percent of total
bank assets. In 2005, they held 55 percent. And, from 1981 to 2008, finan-
cial sector debt increased from 22 to 117 percent of GDP?

Banking, and bankers, also became more powerful, more prestigious,
and, most obviously, wealthier. From 1940 to 1980, the average person
working in the financial sector made about the same amount of money
as someone working elsewhere in the private sector. These stable trend
lines then diverged, and by 2007, the average pay for someone working in
banking was double that of workers elsewhere. This was most visible at,
but by no means limited to, the very high end. In 1990, to the astonishment
of many, some Wall Street traders earned bonuses of $10 million. Within
twenty years, bonuses were as high as $100 million, and top hedge fund
managers could make $1 billion in a single year. (Other than some sort
of market failure, the only possible explanation for such increases is that
such actors had become exponentially more productive or suddenly much
scarcer, two dubious propositions.)®

Such things do not easily pass unnoticed, and the rise of finance had
social and cultural effects that extended beyond the insular “commu-
nity”; seven-, eight-, and nine-figure bonuses tend to focus the mind. It is
shocking but not surprising to learn that 40 percent of students graduat-
ing from Princeton University from 2000 to 2005 took jobs in the finan-

cial services sector. That number approached 50 percent in 2006, and at
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Princeton’s School of Engineering and Applied Science, something called
Operations Research and Financial Engineering became the most popular
undergraduate major. In 2007, 57 percent of men who graduated from
Harvard took jobs in finance or consulting. This a full two decades after
Tobin lamented that “we are throwing more and more of our resources,
including the cream of our youth, into financial activities remote from the
production of goods and services, into activities that generate high private
rewards disproportionate to their social productivity.” (After the fall, oth-
ers saw this dysfunction more clearly. Regarding the physicists and other
talented people who had sought fortunes on Wall Street, Richard Posner
saw a potential silver lining: that the “depression in finance will channel
some of these people into less lucrative but socially more productive jobs.”)’

At the turn of the twenty-first century, then, finance not only domi-
nated the US economy, it also increasingly dominated its culture, with
Wall Street values absorbing Main Street customs, exemplified by pizza
joints tuning their T'Vs to business channels, and sports channels televising
celebrity poker. The headlong chase of wealth for its own sake, of course,
reduces “the whole conduct of life . . . into sort of a parody of an accoun-
tant’s nightmare,” where every potential course of action is judged solely
by its financial results.® The United States was arguably veering toward
this caricature as the crisis approached. This was accompanied by a na-
tional consumption binge that had three faces, visible in government led-
gers, external accounts, and personal finances.

The first was a sin against Keynes, who wrote, “the boom, not the
slump, is the right time for austerity at the Treasury.” Clinton left the gov-
ernment budget in surplus, with more black ink projected into the future.
Those funds should have been used to pay down the national debt, but
they were instead frittered away by the large Bush tax cuts. Not only did
this cause the deficit (and the national debt) to balloon, but by throwing
its finances deep into the red, the government was less able to borrow and
spend with adequate ease when the crisis hit. Instrumental in this blunder
was Alan Greenspan, who recounts in his memoirs that, like others, he
initially wanted to use the surplus to pay down the debt rather than grant a
tax cut. Yet he came to support the Bush tax cuts, lending his considerable
authority and support to them in public congressional testimony—a move
that is hard to characterize as anything other than nakedly opportunistic.

Looking back, he shares that “within weeks, it turned out I'd been wrong
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to abandon my skepticism” and that he found the abandonment of fiscal
discipline that followed “troubling.”™

The federal government wasn’t the only entity living beyond its means.
The United States, as a country, was consuming more goods and services
than it was producing. This wasn’t a new story; the United States hadn’t
had a trade surplus since its bicentennial. But it was a new problem. The
trade deficit soared by 50 percent in 1998, setting a new record of $166 bil-
lion. But that was nothing. It reached $375 billion two years later, and then
set a new record, both in real terms and as a percentage of GDP, in virtu-
ally every year that followed, reaching over $750 billion in 2006." A shift in
the philosophy and culture of American capitalism was reflected, statisti-
cally, in the steady decline of the personal savings rate (from 10% of GDP
in 1985 to 2% in 2005) and more viscerally in the frenzy of the housing
bubble and a consumption binge based on leveraged credit. Housing prices
increased 156 percent between 1997 and 2006, the largest increase since the
1920s." And, as in the Roaring Twenties, it was generally assumed that

prices could only go up.

A New Financial Model

American finance was not just getting bigger, it was changing, and it
was becoming riskier. Three interrelated developments transformed the
nature of the business. The first was the innovation of securitization—
slicing up, repackaging, and selling mortgages and other instruments—
that changed the model of banking. Banks used to follow an “originate and
hold” model, which meant they would retain the mortgages they issued
until maturity. In the new model, “originate and distribute,” they would
pass along these assets to other investors. This meant that issuing banks no
longer would bear the costs of defaults, so their incentive to weigh risk was
dramatically decreased."”

A second characteristic of the new financial model was complexity. A
modern financial instrument could be composed of parts of many indi-
vidual assets, a blending and reblending of pieces of assets and obligations
of various types, with different levels of risk and varying rates of maturity,
and enmeshed further with devices of insurance and reinsurance against

possible default. An alphabet soup of new, exotic, and unregulated financial
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products proliferated: structured investment vehicles (SIV), collateral-
ized debt obligations (CDO), and credit default swaps (CDS); the value
of outstanding CDS was over $57 trillion in 2007."% Assessing the value of
these assets was well beyond the reach of the overwhelming majority of
investors, and so credit rating agencies were essential for providing some
guidance. For the financial engineers, the magic was in adding dollops of
risky assets to an otherwise worthy one, right up to the point where their
alchemy would still yield an AAA rating that would assure investors that
the asset was as safe as it could be. The ratings agencies could have served
as guardians against the excesses of such practices. But in one of many as-
tonishing conflicts of interest that riddled the American financial system,
the agencies were “being paid by the banks that originated the securities
they were asked to rate.” Instead of protecting investors, the ratings agen-
cies rubber-stamped the products of their benefactors, always with an eye
toward future business and the fear that their competitors might be even
more accommodating.'!

The third element of the new financial model was a shift in individual
incentives that heavily valued the present over the future and encouraged
ever-greater risk taking. The emergence of a “bonus culture,” whereby the
ratio of bonuses to base pay in the industry soared, generated pernicious
incentives. And as Posner notes, “executive compensation is both very
generous and truncated on the down side.” These developments strongly
encouraged both risk taking and myopia. Karen Ho, in her ethnographic
study of Wall Street, found an “obsession with immediate results” and a
culture of “high-risk high-reward” in which performance was measured
“according to the number of deals executed,” with investment bankers
“motivated to milk as much money out of the present as possible.”"”

As Ho suggests, drivers of the new model were money and movement.
The new exotic financial products were highly leveraged, but they were
also enormously profitable, and in an “originate and distribute” model there
was little incentive to assess the risk of borrowers. There was every in-
centive to create product, and move product, with profits, and bonuses,
tied to origination fees. Compensation structures emphasized sales over
quality. And why not? Investment banks charged between $1 million and
$8 million to underwrite a mortgage-backed security, and even more to
act as the placement agent for a CDO securitization. From 2004 to 2008,

US financial institutions issued almost $1.5 trillion of the former and over
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$1.4 trillion of the latter. And, because investors needed some shorthand to
try and get a handle of the meaning of such fantastically complex assets,
Moody’s Investors Service saw its annual revenue from assessing CDOs
rise from $12 million in 2003 to $93 million in 2006."

It was a financial world awash in a dizzying array of interconnected
financial products, glittering with the prospects of creating fantastic, im-
mediate amounts of wealth. Leverage was increased, greater risk was em-
braced, and fortunes were made. Increasingly, speculators and even many
market participants who were experienced and sophisticated investors
were trafficking in assets the value of which they didn’t fully understand.
Deals became “so complicated that in many cases nobody understood the
risks,” and many banks, even with “all the relevant information and data
[at their disposal], couldn’t figure out their own positions.”"”

The new American model, then, led to individual actors and, more im-
portant, large financial institutions routinely taking on greater risk. Why
is this important? Because the financial sector is different: all banks carry
short-term obligations, but most of their assets are not immediately acces-
sible, and they are routinely deeply enmeshed in business dealings with
other similarly situated houses of finance. As a result, it is all too easy for
the failure of an insolvent firm to threaten the viability of an otherwise
sound outfit. Thus firms can carry levels of risk that are individually rea-
sonable but systemically dangerous. And, obviously, this is doubly true of
firms that carry what could be considered excessive risk. It boils down to
this: A risk-taking confectioner who makes big bad bets and goes out of
business does not threaten the solvency of his peers and competitors in the
candy store across town. A wayward bank does.

But the very idea of systemic risk was anathema to the ideology of the
new American model. In fact, at the turn of the century, Bush and Green-
span took the Clinton financial model and ran with it. If the 1990s were
about the dismantling of regulation, the 2000s were about the abandon-
ment of oversight. Regulation and oversight were fellow travelers, per-
haps, but two different things. The chief bank supervisor in the United
States, Federal Reserve Board chairman Greenspan, had no interest in
that part of his job, and, he recalled, “taking office, I was in for a pleasant
surprise . . . being a regulator was not the burden I had feared.” Green-
span was passionately opposed to any form of banking regulation (“Why
do we wish to inhibit the pollinating bees of Wall Street?”) and saw little
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need for the government to exercise its responsibilities for supervision
and oversight. Passivity was be encouraged, as “market stabilizing private
regulatory forces” were fully capable of looking after potential untoward
behavior by financial firms; and they were much more up to the job than
clumsy government. It was well known that “his staff and his colleagues
knew where he stood.”"®

The Senate report on the financial crisis observed that “the multi-
trillion-dollar US swaps markets operated with virtually no disclosure
requirements, no restrictions, and no oversight by any federal agency,
including the market for credit default swaps which played a prominent
role in the financial crisis.” In fact, “federal regulators could not even ask
US financial institutions to report on their swaps trades or holdings,” and
more generally, “no regulator was charged with identifying, preventing, or
managing” systemic risk. As suggested by the attitudes of those in charge,
this was not an oversight. Greenspan, in an attitude widely shared, saw
these financial innovations as stabilizing and was dismissive of concerns
for systemic risk. “Systemic breakdowns occur, of course, but they are
surprisingly rare,” he wrote in 2007. “Rising leverage appears to be the
result of massive improvements in technology and infrastructure.” Credit
default swaps and other financial innovations were a tribute to the magic
of the market and to be welcomed: “These increasingly complex financial
instruments have contributed to the development of a far more flexible,
efficient, and hence resilient financial system than the one that existed just
a quarter-century ago.”"

Greenspan was an influential champion of such views about finance
(and the role of government), but he was by no means alone in holding
them, and he was not the only one caught by utter surprise by the financial
crisis. The International Monetary Fund, noting the growth in derivatives
contracts (from $4 trillion in 2003 to $17 trillion in 2005, with “the most
complex products” accounting for most of recent growth), and cheer-
fully admitting that “detailed data on structured credit products are not
readily available, and relatively few studies have been done so far on the
broader financial stability implications of these credit risk transfer mar-
kets,” was nevertheless another exuberant cheerleader for the new finan-
cial order. (There is something of an echo chamber effect here, as the Fund
quoted Greenspan as a supporting authority.) In April 2006, the Fund

saw little evidence of any threat to systemic stability, offered praise for the
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“well-regulated” US financial markets, and stressed the positive role of
credit rating agencies with their “sophisticated quantitative modeling” and
“advanced financial engineering skills.” With unintended irony, the Fund
added that “for many market participants, the application of such skills
may have become more important than fundamental credit analysis.” The
IMF summarized the stuffing of its report and the state of financial af-
fairs thusly: “The rapid growth of credit derivative and structured credit
markets in recent years, particularly among more complex products, has
facilitated the dispersion of credit risk by banks to a broader and more di-
verse group of investors. . . . Credit risk dispersion has helped to make the
banking and overall financial system more resilient and stable.””

The Fund’s batting average was no better in April 2007, on the eve of
the crisis. The number of outstanding derivatives had leaped again, more
than doubling from mid-2005 to mid-2006, and there was still precious
little data about them; and the subprime US housing market was not doing
well. But overall, the Fund assessed “global economic risks as having de-
clined” over the previous six months, to some extent due to “structural im-
provements in markets, including the improved risk management made
possible by the increasingly sophisticated and liquid derivatives markets.”

Also, in that fateful year of 2007, Eugene Fama, the intellectual father
of the efficient markets hypothesis, articulated what can be called “the four
nos” in a November interview. Is it possible that some CEOs are overcom-
pensated? No. (“If it’s a market wage, it’s a market wage. I don’t know of
any solid evidence that the process was corrupted.”) Is there a bubble in
the housing market? No. (“The word ‘bubble’ drives me nuts. . . . People
are very careful when they buy houses.”) Have mortgage-backed securities
become so complex that even sophisticated investors who hold them are
uncertain of their value and risk? No. (“I'm very skeptical of these sto-
ries. . . . Bonds are simpler to evaluate than stocks. . . . Bond products have
become more complicated because of the securitization of that market, but
still not that big a deal.”) Is there reason to believe that CDOs and other
new financial instruments increase market risk? No. (There is not enough
data “to come to any conclusions on these issues”; it might take as long as
“another half century before we really know.”)*

The views of Fama, Greenspan, and the IMF sound incautious and
extreme, and perhaps they were, but they were also well within the

mainstream of state-of-the-art academic macroeconomics. As discussed



The New American Model and the Financial Crisis 91

in chapter 3, from the 1990s there was a convergence in macroeconomic
thinking, as new Keynesians integrated rational expectations into their
models and the efficient markets hypothesis into their thinking. (As Fama
noted, “Rational expectations stuff is basically efficient markets.”) The
state of macroeconomic theory was such that new classical economist Rob-
ert Lucas, leader of the anti-Keynesian revolution, could articulate with-
out controversy this widely shared view in his 2003 presidential address to
the American Economic Association: “[ The] central problem of depression
prevention has been solved, for all practical purposes, and has in fact been
solved for many decades.””

Macroeconomic theory had converged around an approach called
“dynamic stochastic general equilibrium,” or DSGE. There were new
Keynesian versions of such models, and new classical versions, but these
competing perspectives, at one time characterized by bitter and fundamen-
tal opposition, were now characterized by their similarities, their marginal
differences attributable to marketing incentives for product differentia-
tion. Academic squabbles are inevitable. But to anyone watching the game,
as opposed to playing inside baseball, the scholarly macroeconomic com-
munity looked like one big happy, satisfied community.?*

Dynamic stochastic general equilibrium sounds intimidating, but its
basic features are fairly straightforward. Its starting points are familiar,
rooted in the microfoundations of individual actors with rational expecta-
tions: they understand the underlying model of how the economy works
and efficiently process all available information in order to optimally pur-
sue their goals. Markets are always and everywhere efficient, and prices,
derived from the sum of collective knowledge, accurately reflect underly-
ing value. From there, DSGE kicks in. It is a “general” model, meaning
it accounts for all markets simultaneously, as opposed to “partial” models
that account for the behavior of specific markets in isolation, holding other
sectors constant. Markets are assumed to tend toward “equilibrium,” that
is, when disturbed, they self-correct rather than collapsing or spiraling out
of control. The analysis is “dynamic,” because it looks at an economy as it
moves through time (as opposed to a static snapshot). “Stochastic” refers
to the expectation that the economy is buffeted by random shocks. Actors
can’t anticipate for sure what those shocks will be, but they live in a world
of risk, not uncertainty; they can assign correct probabilities to every pos-

sible change and outcome that might occur.
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What DSGE models can’t do, however, is account for a financial crisis
(or for sustained economic downturns that don’t self-correct). It is not sim-
ply that DSGE models failed to see the crisis coming, though they certainly
did not. It was that DSGE models had no way to account for the possibil-
ity of such a crisis. (Legend has it that one eminent financial historian had
long been dismissive of the approach because “it excludes everything [ am
interested in.”) As the Economist explained, DSGE models “do badly in a
crisis . . . because their ‘dynamic stochastic’ element only amounts to minor
fluctuations around a state of equilibrium, and there is no equilibrium
during crashes.” Not surprisingly, after the financial crisis horse had raced
out of the barn, DSGE models, and mainstream macroeconomic theory

more generally, came under considerable criticism.”

Who Knew? The Old School and the
Regularity of Financial Crises

There were some voices of dissent from the consensus of complacency.
Raghuram Rajan, chief economist of the IMF, in 2005 presented a paper
to an eminent gathering of bankers and scholars at Jackson Hole, Wyo-
ming, in which he raised a number of rather modest and cautious concerns
about the stability of the system. Rajan, who had just published a book that
mounted a rousing defense of free financial markets, nevertheless thought
that the rise of the market-dominated system presented new challenges
that regulators and supervisors needed to be alert to. Recent changes to the
financial sector, he argued, had altered managerial incentives and encour-
aged taking on of greater risk, and especially hidden risk. Compensation
arrangements also encouraged managers to move with the herd, resulting
in behavior that “can move asset prices away from fundamentals.” More
generally, technology, deregulation, financial innovation, and institutional
change had created new vulnerabilities, increasing a possibility of systemic
risk that should not be ignored. “We should not be lulled into compla-
cency by a long period of calm,” he argued. Not only were there new and
growing risks in the system, but with a “myriad of complex claims writ-
ten on the same underlying real asset,” small problems could quickly get
out of hand and “may create a greater (albeit still small) probability of a

catastrophic meltdown.” Raising a particular, and prescient, concern, he
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argued that if some banks became distressed they would require infusions
of credit from their more robust counterparts. But if those banks “lose con-
fidence in their liquidity-short brethren . . . one could have a full blown
financial crisis.” Explicitly setting aside too-big-to-fail questions, Rajan
proposed modest reforms designed to tweak incentives, increase transpar-
ency, and encourage managers to place greater emphasis on the long-run
implications of their investment decisions. The trick, he concluded, was to
avoid the extremes of burdensome regulation and “a belief that markets al-
ways will get it right.”?

Other scholars were highly critical of the risk management models in
vogue throughout the financial world. Fantastically sophisticated, these
models were nevertheless vulnerable to five basic, and to some extent in-
escapable, problems. First, financial models, like all models, are utterly
dependent on (and in fact all of their outputs flow directly from) the basic
underlying assumptions used to construct them. Second, many mod-
els were road tested on data from a few good and stable years, and they
fit that data well (or vice versa). But in the words of one critic, writing
before the crisis, the models favored by financial risk professionals were
“extremely sensitive to small changes in the assumptions” and were char-
acterized by “almost-arbitrary choices in the use and selection of data.”
Third, all models assume that the past is a reliable guide to the future,
although in periods of innovation and change it is plausible, even likely,
that behavioral relationships will change. Fourth, with so much product
innovation, there was very little past. As one observer asked, “How could
the trajectory of a CDO squared be judged from past data when that ‘past’
was just two years old?” Finally, and like DSGE, financial models are best
in the context of continuity, when things are “normal.” But they are prone
to “fail badly during times of panic, fear, and limited liquidity.” This is
why it became common for critics of these models to ridicule their per-
formance during crises. The 1987 stock market crash, for example, would
have been predicted to occur once in a billion years, but it was only part of
a long list of once-in-a-lifetime disturbances that occurred in the decade
that followed.”

Yet the impressiveness of the sheer complexity of the models and the
intellectual firepower needed to build them, coupled with a long run of
crisis-free fat years, left market participants overly confident that the risk

of financial crisis had been transcended and somehow squeezed out of the
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system. And so critics of prevailing risk models and other Cassandras were
ignored or, when necessary, as in the case of Rajan, shouted down. At the
Jackson Hole conference, his paper was showered with angry criticism.
Larry Summers dismissed the paper’s basic premise as “misguided” and
called Rajan a “Luddite.” Summers was reliably supercilious, but his basic
position was shared by the overwhelming majority of the commentators.
Alan Blinder offered a small respite, volunteering that he’d “like to defend
Raghu a little bit against the unremitting attack he is getting here.” But
that was a minority position.?®

“Luddite” is an easy term to throw around in a hand-waving dismissal
of positions one is not inclined to debate seriously. But there were influen-
tial figures who indeed did question whether the new American model of
finance was superior to the older model that preceded it. Among the most
eminent of these was Paul Volcker, former undersecretary of the treasury
for international monetary affairs, head of the Federal Reserve Bank of
New York, and, most famously, chairman of the Federal Reserve from
1979 to 1987. Volcker is credited with taming the seemingly intractable in-
flation of the 1970s (if at controversially high cost), and his commitment to
caution in the exercise of monetary policy brought him into chronic public
disputes with Reagan administration officials.

Monetary policy was not the only issue area about which the Fed chair
and administration officials did not see eye to eye. Volcker, like Tobin,
from the early 1980s harbored deep reservations about the changing na-
ture and rapid expansion of the financial sector. Volcker, of course, was no
Keynesian. But supervision and regulation of the banking system were re-
sponsibilities that fell within the Federal Reserve’s portfolio, and his atten-
tion to these details was part and parcel of his dyed-in-the-wool instincts
with regard to general financial stability. This set the stage for a major con-
flict between Volcker and the Reagan administration, whose general ap-
petite for deregulation extended to the financial sector. In 1983, a working
group headed by Vice President Bush proposed shifting much oversight
and regulatory authority from the Fed to the Justice department. The New
York Times reported that “an angry Mr. Volcker resisted efforts by the Bush
staff to strip the Fed of most of its authority to supervise banks.” Fighting
a pitched battle into 1984, the Fed chief succeeded in keeping “what he
called sufficient ‘hands-on’ supervisory responsibility to properly fulfill [the
Fed’s] role as a central bank.” Volcker won that battle, but he was losing
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the war, as the tide was shifting in favor of deregulation. He “became the
foremost advocate for the reregulation of finance,” which “outraged” the
financial community and administration officials. In 1985, the chairman
was repeatedly testifying before Congress in an effort to preserve the integ-
rity of the Glass-Steagall Act. But Reagan-appointed officials at the Fed,
reluctant to challenge Volcker on monetary policy, would vote against him
on other issues. In his final months as chairman, the Federal Reserve Board
approved the request of three New York banks to expand their business
into new areas of securities underwriting. “Bank Curb Eased in Volcker
Defeat,” summarized the Times.”

Volcker’s replacement as chairman of the Federal Reserve was Green-
span, who immediately used his authority to reinterpret Glass-Steagall in
such a way as to undermine its integrity a full decade before its ultimate
repeal. But where the ascendant deregulation crowd saw the rise of big
finance in terms of sophistication, innovation, and opportunity, Volcker
saw paper profits and systemic risk. He attributed the stock market crash
of 1987 to volatility-inducing financial innovations, pausing to observe, “I
don’t think these techniques add much to the sum of human endeavor.”
Out of power, Volcker consistently resisted the idea that the growing fi-
nancial community could easily, and optimally, regulate itself via what
Greenspan liked to call “counter-party surveillance.” To the contrary,
tor Volcker, big finance meant big risk. In 1995 he observed, “I think it
is obvious that if you had a large investment bank aligned with a large
[commercial] bank, the possibility of a systemic risk arising is evident.” In
a comprehensive interview conducted in 2000, he reflected, “I think that
financial deregulation has been another big strand of what I've been con-
cerned about.” Seeing through the system, he expressed basic doubts about
the risk models favored on Wall Street. “The banks want to run a risk
management system based upon the idea that we have a normal distribu-
tion of outcomes,” he explained. “But there ain’t no normal distribution
when it comes to financial crises.”!

Volcker continued to express these doubts as the new century opened.
In 2007, on the eve of the financial crisis, Volcker surveyed the financial
terrain of securitization, derivatives, collateralized debt obligations, and
custom-tailored structured investment vehicles, which he called “myste-
rious conduits of uncertain parentage. He again sounded the alarm: “To

those of us of a certain age, perhaps more sensitive to market history and
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the nature of human behavior than to the attraction of mathematical al-
gorithms, it all looks confused and even dangerous, susceptible to excesses
and breakdowns.” He dissented from the au courant position that “the
financial market itself, left free and unfettered by official oversight . . .
can reliably be self-stabilizing” and expressed regret at the rejection of
an older philosophy of regulation that was designed “to protect the core
of the financial system from the recurrent bouts of speculative excesses
and frightful contractions that have marked financial markets from time
immemorial.”*

Volcker and other critics were articulating a position on finance and the
risk of financial crisis that was at odds with the Wall Street—Washington
consensus of the new American model. They were in the minority, mar-
ginalized, and routinely dismissed as untutored, or worse. But in fact they
were representing a perspective that had a rich tradition (and that on in-
spection had history on its side), that I call the KKM perspective, to reflect
the influence of John Maynard Keynes, Charles Kindleberger, and Hyman
Minsky.

Keynes’s perspective was discussed in chapter 3, but it is worth briefly
reviewing. Although a capacious financial sector is crucial for the function-
ing of a capitalist economy, it is inherently prone to failure, and thus its
regulation and oversight is essential. Market failure is a chronic concern
in finance because actors do not efficiently and hyper-rationally process all
available information in the context of definable, calculable risks by draw-
ing on their shared knowledge of the correct underlying model. Rather,
market participants do the best they can to process information guided by
“animal spirits” and by making guesses about the sentiment of the crowd,
drawing on varied, implicit models in an environment characterized by
uncertainty. Unable to assign precise probabilities to all potential eventu-
alities because too many factors are unknowable, investors rely on rules
of thumb, instincts derived from personal experience, and “conventional
wisdom.” And again, one of Keynes’s great insights is that in such an envi-
ronment, investors must place great weight on the apparent expectations of
others. What matters most, then, is not an assessment of the value of a given
asset but a best guess about what value other investors are likely to assign
to it. It does not matter if you are right about the asset, it matters that you
are right about the crowd. In such an environment, asset prices, of course,

are not always and everywhere “accurate” but can gyrate unpredictably,
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are influenced by the mercurial passions of the herd, and are vulnerable to
the emergence of self-fulfilling panics.*

Thus, for Keynes, finance is inherently vulnerable to crisis, a perspec-
tive that Hyman Minsky spent much of his career attempting to build on
and elaborate. Minsky developed the “financial instability hypothesis,” the
fundamental premise of which was that “financial traumas . . . occur as a
normal functioning result in a capitalist economy.” Because of the central
role of uncertainty in the financial world, financial crises are “systemic,
rather than accidental events.” That being the case, it is necessary for pub-
lic policy to be alert to the evolution of the financial sector and to dampen
the natural tendency for speculative excesses to develop.”!

Charles Kindleberger also emphasized the common occurrence of fi-
nancial crises, which, as he explained in his well-known and aptly titled
book, Manias, Panics, and Crashes, are a “hardy perennial.” Kindleberger
laid out “the anatomy of a typical crisis”—speculation, expansion and ac-
commodation, swindles, propagation—and reviewed episodes of financial
crises dating back hundreds of years, upheavals that occurred with almost
rhythmic regularity. All of them are revealed to be the same beasts in dif-
ferent, period-fashionable disguises. And as his title suggests, greed, excite-
ment, and hubris were common elements in these upheavals—emotional
drivers, it should be noted, that are utterly incompatible with rational
expectations and the efficient markets hypothesis. If you happen to come
across a copy of the first edition of Kindleberger’s book, published in 1978,
you would be forgiven for thinking in had been written in 2009 and based
on the events of the global financial crisis.”

Kindleberger’s argument and illustrations are given a modern revisi-
tation in Carmen Reinhart and Kenneth Rogoff’s comprehensive study,
This Time Is Different: Eight Centuries of Financial Folly. The book, like
Peter Yates’s 1973 film, The Friends of Eddie Coyle, is summarized by the
intended irony of its title. Just as Eddie Coyle had no real friends, this time
was not different, and it almost never is. Reinhart and Rogoff wrote: “Our
basic message is simple: we have all been here before.” Financial crises are
the rule, not the exception. “Countries, institutions, and financial instru-
ments may change across time, but human nature does not.” Despite many
claims proffered about the singularly exceptional nature of the current cri-
sis, in fact, “the United States has driven straight down the quantitative

track of a typical deep financial crisis.” The United States also picked up
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some familiar passengers along the way, as periods of high international
capital mobility and booms in housing prices are common precursors to
crises throughout history.*

The exceptional phenomenon with regard to American finance was not
the crisis but the remarkable period of banking stability the United States
enjoyed from the 1940s through the 1970s. The United States has been rou-
tinely rocked by major financial crises throughout its history, most notably
in 1837, 1857, 1873, 1893, 1907, and 1929. A key element in the exceptional
period of banking stability was regulation, at both the domestic and inter-
national level. The United States has suffered fifteen major banking crises
since 1800—about the same number as Denmark, France, Italy, Britain
and Brazil—but only two since World War II; and both of those took place
recently, in the age of deregulation. There were no major banking crises
in the United States in the 1940s, 1950s, 1960s and 1970s. Such crises only
re-emerged in the age of deregulation.”

Minsky attributed the tendency toward crisis to the phenomenon that
“tranquility and success are not self-sustaining states.” Instead, paradoxi-
cally, success breeds crisis as investors are lulled into a false sense of se-
curity. A long period of stability encourages actors to take on more risk
and to drift further from the shores of prudence. Acceptable levels of debt
and degrees of leverage are gradually increased, and they are accelerated
by new financial innovations. As long as the good times continue, those
practices are validated, and everyone is happy—right up until that Wile
E. Coyote moment when a disturbance exposes that the ground has dis-
appeared from beneath the frantically spinning feet of the financial sys-
tem.*® Put another way, in the context of financial stability, some actors
are able to gain by bearing greater risk, and these gains are observed by
others, who seek to reap similar rewards. As the last big crisis recedes from
memory, regulation and oversight are seen as increasingly antiquated, and
new innovations (circumventing the spirit of laws written in a previous
era) make regulation and oversight harder anyway. Fortunes are made,
and the crowd follows. The first risk takers are essentially free-riding on
the underlying stability of the system, but as more and more follow in their
footsteps, that underlying stability becomes more fragile.

In the United States, many bankers and public officials have been little
shaken by the financial crisis, which, from a rational expectations/efficient

markets perspective, was a freak event. As summarized by one critic,
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from this perspective, “if financial crises are black swans, comparable to
plane crashes—horrific but highly improbable and impossible to predict—
there’s no point in worrying about them.” Reinhart and Rogoff dismiss the
black swan narrative, recognizing it as a vestige of the “this time is differ-
ent” thinking that pervaded America on the eve of the crisis, where argu-
ments that financial players were better and smarter than those of the past,
that the United States had a new and superior financial system, and the old
rules no longer applied were common currency. From a KKM perspective,
however, a crisis was anything but unlikely—it was probable—because the
old rules always apply. “How we get the advantages of an open competi-
tive flexible financial system and deal with its proclivity toward volatility
and crisis has been an unsolved problem, one that has preoccupied me,”

939

Volcker explained. “The problem is chronic.

Crisis and Continuity: Politics and the Enduring American Model

The financial crisis flipped over the rock of American finance and exposed
the massive dysfunctions that had built up just below the surface.* The
IMF owned up to these problems in 2009, although it retreated first behind
the passive voice—“Prior to the crisis, securitization was almost univer-

sally hailed as a financial system stabilizer”—and then to British under-

statement—"Indeed, it turned out that the degree of risk dispersion fell
far short of ideal.” The Bank for International Settlements came around to
the view that flawed risk management techniques, poor corporate gover-
nance that “encouraged managers to forsake long run prospects for short
run return,” and a failure of the regulatory system that “allowed the entire
financial industry to book profits too early, too easily, and without proper
risk adjustment” were responsible."!

A vivid illustration of the problems of the new American model can be
seen in the behavior of the CRAs and their relationship with the issuers
of the securities that they do business with. Given the complexities of the
assets being created, investors had little choice but to lean heavily on the
certifications of CRAs. A triple-A rating essentially represented a Good
Housekeeping seal of approval; anything so branded should have an ex-
tremely low risk of default. Indeed, in 2007, only six companies could boast

of meriting the coveted AAA rating. But thousands upon thousands of
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AAA ratings were stamped on the new, exotic securities; in 2006, Moody’s
assembly line handed out over thirty a day. It was big business. Standard
and Poor’s charged between $40,000 and $135,000 to rate tranches of
mortgage-backed securities; fees for rating CDOs were especially lucra-
tive. Unfortunately, the ratings agencies’ risk models were usually based
on “strong, recent performance,” and, worse, they reflected inherent con-
flicts of interest: issuers of securities needed AAA ratings for their prod-
uct, while ratings agencies craved their business and feared if they were
too stringent another CRA might be more accommodating. There is little
doubt that both sides gamed the system, exchanging information and ca-
joling each other about just what it would take to achieve those crucial
three As."

The junk value of CRA product (over 90% of the AAA ratings is-
sued to mortgage-backed securities in 2006 and 2007 were downgraded
to junk bond status during the crisis) did more than feed the speculative
mania of the bubble; it added fuel to the fire of the crisis. The sudden, mas-
sive, comically belated downgrades—one is reminded of John Belushi’s
“Sorry about that” apology after seizing and smashing a stranger’s guitar
in Animal House—left investors, already in distress and forced to sell as-
sets, scrambling desperately to try to move paper they thought was in-
vestment grade but which turned out to be, in the vernacular of the time,
toxic.®

But the problem was much broader and more fundamental than the
compromise of the CRAs.* Too-big-to-fail, and too-interconnected-to-fail
financial institutions were leveraged and exposed, and when the music
stopped, not only were they set to collapse to the floor, they were certain
to drag down their partners with them. Firms individually crawling out
on ever thinner limbs endangered their own positions and contributed to
collective systemic risk, which went unnoticed by disinterested would-be
overseers. When Bear Stearns was on the brink of bankruptey, it was a
party to 750,000 derivatives contracts and had open trades with thousands
of other firms. When President Bush asked his advisers why the fortunes of
one insurance company, AlG, could present so much systemic danger that
there was no choice but to bail it out, Bernanke explained what the new
financial system had allowed to happen: AIG wasn’t so much an insurance
company, it was “more like a hedge fund sitting on top of an insurance

company,” and there was “no oversight” of its financial products division,
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which “made huge numbers of irresponsible bets.” Again, the problem
was that AIG was not the exception, it was the rule. As Bush treasury
secretary Henry Paulson later reflected, the financial system “contained
far too much leverage,” with much of that leverage “in opaque and highly
complex financial products.” Writing in the present tense in 2010, he ar-
gued further that “the largest financial institutions are so big and complex
that they pose a dangerously large risk.”®

The financial crisis was ultimately contained by massive government
intervention and bailouts that prevented the entire system from collapsing.
Nevertheless, the trauma threw the economy into a deep and persistent
downturn, which is what typically happens in the wake of such a crisis.
Given these costs, a key question is, have the fundamental causes of the
crisis been addressed in the United States? The answer to that question
is no. The crisis was caused by financial institutions that were too big to
fail and too interconnected to fail pursuing highly leveraged, short-sighted
strategies that filled the economic waters with icebergs of systemic risk.
Deregulation encouraged dangerous size and high connectivity, and an ef-
ficient markets culture that championed the withdrawal of oversight and
supervision clipped the wires of early warning systems. And, despite new
laws and regulations, the post-crisis US financial system is characterized by
more continuity than change.

Actually, in some ways, the structural situation is worse than before the
crisis because there are now fewer firms left standing with even greater
market share and left largely to conduct business as usual. The current sta-
sis is a testament to the power of the financial community and its enmesh-
ment with political elites. The Wall Street—Washington axis endures, and
its narrative is not that the crisis revealed (yet again) the essential truths of
the KKM perspective: that the financial system, left to its own devices, is
highly susceptible to crisis and thus must be regulated and supervised by
authorities alert to the possibility of systemic risk. Rather, it retains an ef-
ficient markets perspective that sees the crisis as a unique and freak event,
a black swan. Much like General Buck Turgidson appealing to President
Muffly in Dr. Strangelove, they “don’t think it’s quite fair to condemn a
whole program because of a single slip-up.”

This position wins for reasons that are taught in Political Science
101: the costs of systemic risk are shared diffusely by the general public,
whereas the benefits of uninhibited banking are reaped by a relatively
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small, concentrated group. Small, highly motivated groups usually win
political battles over large diffuse interests, and the power, influence, and
interpenetration of finance in politics is difficult to overstate. The finan-
cial sector invested $35 billion in the political process from 1998 to 2008,
$1.7 billion in campaign contributions and $3.4 billion in lobbying ex-
penses. The chairman of the Senate banking committee always did well:
first Alfonse D’Amato, then Phil Gramm, and finally Chris Dodd, who
received $2.9 million in contributions from the industry in 2007-8. In the
first nine months of 2009, as Congress considered financial reform, the in-
dustry spent $344 million on lobbying. Additionally, as noted in the discus-
sion of ideological convergence in chapter 4, to a large extent they were
often lobbying themselves. Both Clinton’s and Bush’s treasury secretaries
hailed from Wall Street. Friend-of-finance Phil Gramm left the Senate
in 2002 and immediately joined the financial giant UBS. Larry Summers
raked in over $5 million for a part-time job at the hedge fund D.E. Shaw
and got $135,000 from Goldman Sachs in exchange for a personal appear-
ance a few months before joining the Obama administration. And these
were just the most recognizable figures making their way through a re-
volving door that was spinning at every level of government.*

Robert Rubin is perhaps the poster-boy for the cozy relationship between
government and finance that, if observed in other countries, Greenspan
and other champions of the American model would have labeled “crony
capitalism.” Rubin left the Clinton administration and immediately joined
Citigroup (an institution whose existence was only possible due to the reg-
ulatory changes that took place when he was treasury secretary) where he
was paid over $125,000,000 between 1999 and 2009 to serve on the board
of directors and hold the title of “chairman of the executive committee,”
a strategic advisory position whose responsibilities were described by the
Wall Street Journal as “murky.” From this perch in 2001, Rubin called the
undersecretary of the treasury to ask that the government urge credit rat-
ing agencies to delay issuing a downgrade of Enron. (Citibank was a major
Enron creditor.) In advising Citigroup, Rubin was also known for urging
the company to be more aggressive and take on more risk, and pursuant to
that strategy, the firm became a major player in CDOs. In 2003, it issued
$6.28 billion in CDOs and then tripled that business to more than $20 bil-
lion’s worth in 2005. In that year the bank received about $500 million in

fees from that activity. Of course, those strategies ultimately led to ruin.
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“Mr. Rubin encouraged changes that led Citi to the brink of collapse” was
the broadly shared assessment, but he “was reportedly critical to securing”
its bailout by the federal government.”

The support for business as usual in American finance remains bipar-
tisan. Republicans are hostile to anything that smacks of government in-
tervention in the economy; if anything, members of the Grand Old Party
favor repealing the marginal reforms that were put in place after the crisis.
As for the Democrats, Obama, coming to the presidency in the midst of the
financial crisis, threw his lot in with those who were central to bringing it
about. Rubin was an economic adviser on the transition team, and the ap-
pointments that followed were “a virtual Rubin constellation.” Summers
was named to head the White House National Economic Council, avoid-
ing what would have been a bruising confirmation process, and Timothy
Geithner, one of Summers’s top lieutenants in the Clinton administration,
was tapped for Treasury. (Succeeding Geithner as president of the New York
Fed was the former chief economist at Goldman Sachs.) Paul Volcker, an
early Obama supporter, was appointed head of the newly created President’s
Economic Recovery Advisory Board. The position, unstaffed and virtually
freelance, served as a distant perch from which he routinely clashed with
Geithner and Summers. “They considered me an old man,” out of touch
with the realities of modern finance, Volcker told his biographer. He was,
at least, successful in including a version of what came to be known as the
“Volcker rule,” which was designed to limit high-risk speculation by com-
mercial banks, into the Dodd-Frank financial reforms. But the Volcker rule
as adopted included vague exceptions, and its influence is dependent on how
it is interpreted and enforced. The same can be said for Dodd-Frank more
generally, which certainly has some constructive elements but which is also
often vague, and, in the words of Robert Shiller, “only a beginning of a dia-
logue on how to move our financial system into the twenty-first century.”*

That dialogue, however, is not taking place—not in the United States,
that is. There was no alternative to a massive government intervention and
bailout; it was those measures that prevented the equivalent of another
Great Depression. But that success—no complete financial meltdown,
“only” a deep and stubborn recession—took the wind out of the sails of
what would have been a grand debate about what the financial system
should look like. For critics, this meant that although flames had been ex-

tinguished (at great cost), the firetrap remained.”
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“The fact is, God created the financial sector to help the real economy,
not to help itself,” Nobel laureate Robert Solow argued. “I suspect,” he
also mused, “that the financial services sector has grown relatively to the
point where it is not even adding value to the real economy. It may be add-
ing compensation to its members but it is not improving the efficiency or
productivity of the real economy.” Solow acknowledged the obvious, that
a strong, capacious, and sophisticated financial sector is a crucial part of an
advanced economy. “But I have the feeling,” he added, “that we have got
to the point where the financial services sector is creating risk rather than
allocating it.” At what point does the financial sector become too large? At
what point does a financial institution become too big? The industry too
concentrated? Too interconnected? These were the types of questions that
might have been asked in the United States in the wake of the financial

crisis, but were not.”

The View from Abroad

The United States did not go in for any financial soul searching, but, as
I will emphasize in the next chapter, the global financial crisis of 20078
stimulated greater reassessment abroad, especially in Asia, where this was
the second catastrophe of capital unbound in the last decade, and in other
corners of the globe that had similarly unhappy experiences. The United
States, from its position of hegemony for much of the post—World War II
era, had experienced a long period of financial stability, but many other
countries did not. To them the global financial crisis looked less like a
black swan and more like yet another bird in a flock that had been released
from the pens by financial deregulation. And even though this chapter has
obviously reflected my analytical sympathy for the KKM model, to a large
extent, as will also be discussed in the chapters that follow, much of the po-
litical fallout of the crisis is the result of this new divergence of opinion—a

new heterogeneity of thinking about money and finance—and not due to

whether one side or the other in the economic debate is correct.

Looking at the United States from the perspective of other countries
after the crisis, we find three reassessments now in play. First, there were
new questions about the attractiveness of the American model, both the fi-

nancial model, previously understood as the single template toward which
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maturing economies must converge, and the general economic model as
well. Second there were new (and greater) concerns about the dangers
lurking within the American economy. Its largely unreformed financial
sector suddenly and uncharacteristically seemed vulnerable to future cri-
ses; and the necessary emergency measures taken to contain the crisis, a
flood of liquidity and increases in government spending (resulting in large
federal deficits and debt), only added to wariness about the long-term eco-
nomic prospects of the United States. Finally, there were new questions
about the wisdom (not to mention the sustainability) of national economic
strategies that relied on the presumption of the indefinite growth of very
high levels of US demand. In sum, in the wake of the financial crisis, the
idea of finding a bit more insulation from the US economy, and some dis-

tance from the American model, was taken more seriously.



THE Crisis AND WorLD PoLiTics

The United States emerged from the global financial crisis with its
banking model essentially intact or, more precisely, with its system dom-
inated by fewer and larger too-big-to-fail institutions, playing by modi-
fied versions of most of the same rules and by all of the same norms. In
much of the rest of the world, however, there has been a more consequen-
tial reassessment of the management of money and finance. This can be
observed in policy choices throughout the developing world and in Asia
generally; elements of new thinking can even be seen, if expressed ten-
tatively and cautiously, in some Western international financial institu-
tions. The Bank for International Settlements concluded that banks must
become “smaller, simpler, and safer,” which is, paradoxically, the opposite
of what has happened because crisis response required “the sale of dis-
tressed banks to other banks . . . creating financial institutions so big and
complex that even their own management may not understand the risk
exposures.” Despite “nearly universal” concerns about the dangers posed

by too-big-to-fail institutions, the Bank observed, “short run government
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actions are increasing financial sector concentration and adding to sys-
temic risk.”!

Even the International Monetary Fund has retreated somewhat, if with
palpable reluctance, from its position that capital controls are always in-
appropriate; it now grudgingly concedes that the judicious use of some
types of controls can be “justified as part of the policy toolkit.” Scholars
at the IMF have also begun to question other aspects of previously sacro-
sanct macroeconomic orthodoxy, even suggesting some relaxation of the
single-minded pursuit of very low inflation as the necessary cornerstone
of sound macroeconomic policy. Although new thinking at the IMF has
been gradual, cautious, and qualified, Ilene Grabel argues that “the IMF’s
ambiguous and fluid stance” on these issues, which is perhaps to some
extent politically inevitable given that the crisis “provoked policymakers
around the world to impose capital controls,” has created permissive space
for states to experiment with new approaches. The Fund’s muted response
to Brazil’s postcrisis imposition of capital controls, which contrasts notably
with its vehement condemnation of Malaysia during the Asian financial
crisis, “makes it easier for other countries to follow suit.” Grabel argues
that the IMF’s new restraint has allowed for what she calls “productive
incoherence” with regard to strategies of economic governance.’

That incoherence will contribute to what I dub the new heterogene-
ity of thinking about money and finance that is emerging in the wake of
the delegitimization of the American financial model in many parts of the
world. Manifestations of the new heterogeneity can be seen throughout
the globe, but they are most visible, and most consequential, in China, the
world’s second-largest economy, and in Asia more generally. The loss of
faith in the American model has transformed China’s international eco-
nomic strategy, changing Beijing’s attitude about how to best manage
money and finance and dramatically accelerating its strategy of promoting
the RMB as an international currency. These changes, in China and else-
where, will alter the international balance of power and will also affect the
nature of international economic relations. I will address balance-of-power
questions in chapter 7. In this chapter, I focus on China’s new thinking,
the politics and economics of the rise of the RMB as an international cur-
rency, and how these developments and others, including the trajectory
of the euro, will present new challenges to international macroeconomic

relations. Much of the discussion here focuses on China for good reason.
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But the story and its implications are more general and illustrate well the
changes brewing in the post—financial crisis world. The emergence of new
thinking, new preferences, and new politics are widespread phenomena
that are most immediately visible and consequential in China due to its

distinct economic size and political disposition.

The Political Economy of Monetary Ambition

Unless something goes terribly wrong with China’s economy, a possibility
not to be casually dismissed, even if it is not the most likely outcome, Bei-
jing will look to increase the international use of the yuan and eventually
seek to establish its currency as the international money of East Asia. Two
core motivations will guide this policy of facilitating and encouraging the
emergence of the RMB as a regional currency: China’s search for enhanced
economic autonomy and increased international political influence. These
are the two reasons why great powers have routinely sought to expand the
international use of their currencies throughout modern history. And, in
the case of contemporary China, each of these motivations is particularly
acute. Although the (often implicit) desire to enhance international influ-
ence has typically been the primary motive for states seeking to encour-
age the international use of their currencies, in the case of contemporary
China the aspiration for greater autonomy in the wake of the global finan-
cial crisis has accelerated this impulse. The crisis, especially understood in
the context of the Asian financial crisis just ten years earlier, has under-
mined the legitimacy of the US-championed, dollar-centric, unregulated
financial order. Since the crisis, Beijing prefers to establish some distance
from the dollar and to explore distinct approaches to economic governance
that offer an alternative to radically unmediated global finance. With re-
gard to political influence, as an emerging great power (with aspirations to
regional hegemony) in a crowded geopolitical neighborhood where states
tend to pursue internationally oriented growth strategies and are wary of
naked power plays, China will find that encouraging the regional use of
the yuan is an especially attractive strategy.

To be clear, this is not to suggest that the yuan will displace the US
dollar as the preeminent global currency. Rather, I expect it to encroach

on the influence of the (still formidable) dollar and eventually emerge as
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the dominant currency in East Asia.’ But even in this qualified context,
such encroachment on the dollar (along with the emergence of other cur-
rencies, including the euro, as more important players in economic spaces
where the dollar once dominated) will have significant consequences for
international politics. The changing geography of money will also affect
international economic relations, especially as China, a rising great power,
will work for reform within existing international institutions where the
status quo does not adequately reflect its growing importance. Because it
is likely to meet with limited success on this front, given the entrenched
interests of others, Beijing will also pursue its own international arrange-
ments on a parallel track.

Emboldened by its rising status and spurred by the global financial cri-
sis, China’s increased monetary ambition follows a pattern, and logic, seen
throughout modern history. Simply put, extending their monetary reach is
one of the things that great powers tend to do. It is important to recognize
that states that pursue leadership of regional (or global) monetary orders are
almost always motivated by political concerns, in particular, by the desire to
gain enhanced influence over other states and for greater autonomy more
generally—that is, for the greater freedom of action provided by a buffer
from external pressures and constraints. This point needs to be stressed
because it is somewhat counterintuitive, given the historical association of
international currency areas with colonialism. But currency fiefdoms are
typically money losers, and not due to miscalculation or error but because
states at the center of monetary orders knowingly and willingly offer perks
and otherwise spend cash in an unacknowledged effort to purchase power
and influence. Thus, although leadership of a currency area does provide
new levers of coercive power, the appeal and pursuit of “structural” power,
as [ have argued elsewhere, is so coveted that it tends to inhibit the overt or
coercive exercise of currency power within zones of monetary influence.!
Following logic first articulated by Albert Hirschman with regard to inter-
national trade, smaller states can become conditioned upon and vulnerable
to the whims of their larger partners in asymmetric economic relations.
Hirschman, it should be acknowledged, for the most part emphasized vul-
nerability: the implicit threat by the larger state to terminate the relation-
ship, the consequences of which would be disproportionately felt by the
smaller. But, in practice, it is the conditioning rather than the vulnerabil-

ity that is the more cultivated prize and more consequential outcome for
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international politics. Within small states, actors that benefit from partici-
pation tend to thrive and are empowered. At the aggregate level, although
it is true that states may fear offending their larger patrons, much more
profoundly, over time, they quite voluntarily come to recalculate their own
national interests. Given their external economic associations and shifts to
the balance of domestic political power, small states can increasingly see
their own interests as progressively more in accord with those of their most
intimate economic associates.’

With notable consistency, most states that have been in a position to
extend their monetary influence have attempted to do so.® As early as the
1860s, France’s efforts to establish the Latin monetary union reflected an
“express desire to see all continental Europe united in a franc area which
would exclude and isolate Germany.” French leaders made every effort to
manage the union and keep it alive; the modest 1930s notion of a “gold
bloc” was a coda to those efforts. France also cultivated the use of the franc
or franc-based currencies, first in its colonies and later, at considerable ex-
pense, in the franc zone of former colonies. (Even critics of participation in
the franc zone acknowledged that from an economic perspective the atfilia-
tion was beneficial to its members.) Nazi Germany and Imperial Japan ex-
tended their monetary influence as part of their interwar grand strategies,
and, after spending the first few decades after World War II in the penalty
box, by the 1980s each was harboring renewed (if considerably more benign)
monetary ambitions. The German mark was the anchor of the European
monetary system; the yen, whose experience provides important insights
into contemporary Chinese motives, choices, and behavior, seemed for a
time on the cusp of mounting a challenge to the dollar. British sterling, of
course, served as the world’s currency for over a century, before retreating
to the sterling area and then the sterling zone, which, even when reduced
to a smaller, defensive organization, provided a crucial source of financing
during World War II. Finally, the United States, even with an immature
and skeletal domestic financial system, during the first third of the twen-
tieth century extended on an ad hoc basis its monetary reach within the
western hemisphere and sought to promote New York as an international
financial center. In the second half of the century, the Americans bankrolled
the dollar-based gold-exchange standard of the Bretton Woods system and
spent a decade tolerating exceptions and waiting for its Cold War allies to

recover to an extent that would permit them to play by its rules.”
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The experiences of Britain and the United States also call attention to
the potentially extractive, exploitative, and ultimately burdensome attri-
butes of sitting at the center of a monetary order. Britain called on the
financial resources of the sterling system during World War II without so
much as asking and was saddled with the difficulties of managing the post-
war “sterling balances,” a significant overhang of liabilities that hampered
its economic policymaking for decades. And the United States forced the
burden of adjustment on others—and not for the last time—when it sud-
denly ended the Bretton Woods system by closing the gold window.® But
these elements and observations, important for a comprehensive account-
ing of the political economy of international currency use, are of limited
or what might be called ironic relevance for China’s emerging monetary
ambitions. When states embark on the project of extending their monetary
influence, then and now, they are usually, as is contemporary China, on the
rise and invariably looking to enhance their structural power. Efforts at
economic exploitation would undercut, not enhance, such ambitions, and
the opportunities and/or headaches of mature or even senescent monetary
arrangements are unlikely to factor as significant considerations given the
time horizons of the confident leadership present at the creation. But one
reaction to the perceived exploitation by the issuer of a currency that is
perhaps past the peak of its appeal may be to spur other states into taking
on a more ambitious monetary role. In addition, and as a separate matter,
the instabilities associated with the age of globalized finance has created an
additional incentive for states to increase the supply of regional monetary
arrangements; and it has as well increased the demand by smaller states
for opportunities to shelter from global financial storms.” These concerns
have been part of the motivation behind successive phases of European
monetary integration and have spurred both Japan and now China into
thinking more about monetary leadership in Asia.

The Japanese experience from the late 1980s holds a number of lessons
that provide insight into the case of contemporary China. There are some
remarkable parallels between the two episodes. As Japan emerged as the
second-largest economy in the world, and according to many heady ac-
counts of the day it was poised to become “number one,” the sky seemed
to be the limit; many Japanese officials imagined an internationalized yen
as a major currency that would be a means to further enhance Japan’s

growing influence. But with the stagnation of the Japanese economy in
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the 1990s (and the resurgence of growth in the United States) such atti-
tudes fell into remission, only to resurface, in a very different guise, in the
wake of the Asian financial crisis. After that crisis, a revived interest in a
larger role for the yen was rooted in defensive motivations: the search for
greater insulation, autonomy, and greater space from the American vision
of global financial order. As William Grimes explained, the revived debate
was now “fundamentally about insulation” and rooted in disenchantment
with the instability associated with (US-championed) uninhibited financial
globalization and deregulation, with the US ability to shift macroeconomic
burdens of adjustment abroad (and chronic US pressure over ex-rate is-
sues), and with the more general implications of the ideological divergence
between the United States and Japan in their respective reactions to the
Asian financial crisis. As discussed in chapter 4, throughout Asia in general
there was “profound resentment” of the US response to the crisis, which
created new incentives for and receptivity to greater regional cooperation
that would provide some space from the American model. This was also
in part a reaction to US behavior that followed a pattern described by An-
drew Walter: when building an international monetary order, system lead-
ers start out with considerable self-restraint; at the height of their power,
they are increasingly tempted to exploit the advantages presented by their
privileged status; but, over time, the accumulation of such transgressions
encourages “the emergence of rival lead currencies and associated financial
centers.”"

The aborted Japanese effort to establish a more capacious, internation-
alized yen offer crucial lessons for understanding the likely behavior of
China in the coming years. Once again, they illustrate the tendency for
ambitions plans for a more assertive presence in the international money
game to flow naturally from the momentum and confidence of a more
general economic rise. They serve as a reminder that such ambitions have
important defensive components, those that Japan then shares with China
now: the desire for insulation from the instability associated with financial
globalization, irritation with the US tendency to use its key currency status
to force burdens of adjustment abroad, and ideological alienation from the
US vision of a completely unmediated global financial order. Finally, even
as China’s continued economic and political rise seems like the most likely
trajectory, the Japanese experience serves as a reminder of the mistakes an-

alysts can make in casually projecting underlying trends indefinitely into
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the future. China faces its own formidable challenges moving forward, as
I will discuss in chapter 8.

China’s Monetary Ambitions and Their Acceleration

Prior to the global financial crisis, RMB internationalization was already
a gleam in the eye of elites in China, but it was understood that the yuan
was a long way off from serving as an important international currency.
The dominant position of the dollar, the emergence of the euro, and the
fragility of China’s sheltered, murky domestic financial sector (in contrast
with the venerable institutions and market powerhouses to be found in the
West) tempered expectations about how quickly the yuan might take its
place as a currency widely used in international transactions, and beyond
that, when it might begin to serve as a reserve asset. Nevertheless, such am-
bitions, however distant, were clearly harbored, and as China continued its
rise to great power status it was natural to assume that a greater interna-
tional role for a maturing RMB would be part of that process.

On the one hand, before the global financial crisis it was understood that
the Anglo-American financial model was the only game in town and that
convergence toward that model was the path that China was taking. On
the other hand, China had always been wary of exposing itself to interna-
tional capital markets and understood that its controls had spared it from
the Asian financial crisis and other tumult that had characterized global
finance in a succession of crises since the mid-1990s. From the early 2000s,
then, China embarked on a cautious path that accommodated controlled
yuan appreciation and modest movements toward financial liberalization,
while being alert to the tendency of the United States to shift the burden
of adjustments abroad. The example of Japan, which was pressured by
the United States into yen appreciations that were seen as contributing to
that country’s economic malaise, was routinely invoked by Chinese observ-
ers. Pushing further into the decade, China’s continued economic growth
and its massive and increasing holdings of dollar assets assured that, at the
very least, discussions of the country’s role as a potential monetary power-
house would take place. Still, on the eve of the crisis, it would be hard to
take issue with the assessment of Chin and Helleiner that China’s position

as a creditor had increased its autonomy and influence and that it would
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seek greater financial independence from the United States and look, cau-
tiously, to enhance its regional role, but that it nevertheless faced consid-
erable challenges on this path. In sum, they concluded, “China’s power
in the international financial system, certainly growing, should not be
overestimated.”!!

But the global financial crisis fundamentally changed this. It acceler-
ated the process of RMB internationalization, and it ended the project of
converging with the American model. Thus the crisis both provided a new
impetus to and urgency regarding the promotion of the yuan and altered
the trajectory of its path. By exposing profound flaws in the American
model, the crisis elicited what can be called “buyer’s remorse” in China
with regard to its development model that had bound it so tightly to the
(weaker than previously assumed) US economy and made it such a stake-
holder in the (even more vulnerable that once thought) US dollar. The
crisis also redoubled the already robust wariness of Chinese elites about
the risk of exposure to the global financial economy and reinforced de-
mands for insulation.”? And the relative rates of recovery in the aftermath
of the crisis: swift in China, sluggish in the United States (and Europe),
magnified the pre-existing trends that were already suggestive of a ris-
ing China. Finally, and crucially, the crisis delegitimized the American
model that China had been cautiously tacking toward right up until the
crisis, if invariably at a rate deemed inadequate by its American tutors.
Just months before the crisis, Treasury Secretary Paulson was (again) lec-
turing that “the risks for China are greater in moving too slowly than in
moving too quickly” with financial liberalization. This was revealed to be
transparently wrong, and the American black eye from the financial crisis
was not just material, it was also ideational. Since the end of the Cold War,
the United States had benefitted from what John Ikenberry and Charles
Kupchan dubbed “hegemonic socialization,” an enhancement of its power
that derived from foreign elites buying into its model. But now it was Chi-
na’s turn to lecture, with its bank regulators publicly blaming the crisis
on their American counterparts who “tend to overestimate the power of
the market and overlook the regulatory role of the government,” which
they described as a “warped conception.” With the American model at the
epicenter of the catastrophic global financial crisis, then, one consequence
was an unwinding of the hegemonic socialization that had to that point

been enjoyed by the United States. This inverse effect—from socialization
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to disrepute—implies negative consequences for the political power and
influence of the United States, as elites, especially in Asia, began to search
for alternatives to and distance from that delegitimized approach."

RMB internationalization is seen as a necessary corrective for buyer’s
remorse. “When we were elated about the rapid growth in foreign re-
serves, China had unconsciously fallen into a ‘dollar trap,”” Yu Yongding,
former director of the Institute of World Economics and Politics at the
Chinese Academy of Social Sciences, explained in 2011. It was now neces-
sary to hold fewer dollar assets, and, to promote this, “the internationaliza-
tion of the RMB truly is an important option for China.” This conclusion
has been reached by a number of elites, academics, and public officials
throughout the People’s Republic. “As the US’s largest official creditor, the
Chinese government has discovered that it relies too much on the dollar
in international trade, international capital flows, and foreign exchange
reserve management,” another well-placed observer concluded, “and that
this overreliance contained a huge risk.”"

Buyer’s remorse also reflects a greater disenchantment with the US
management of the dollar and its role in the international financial system
more generally, two things about which Chinese observers are increasingly
critical. These reassessments have contributed to a desire for insulation
from anticipated future instability caused by American mismanagement
and demands for reform of the global macroeconomic order for similar
reasons. The United States, from this perspective, is also inadequately at-
tentive to the global implications of its management of the dollar. Ameri-
can policies force others to adjust “in accordance with the needs of the US
dollar,” argues Li Ruogu, chairman and president of the China Export-
Import Bank. “The US used this method to topple Japan’s economy, and it
wants to use this method to curb China’s development.” RMB internation-
alization is necessary to reform and to pluralize the international monetary
system. “Only by eliminating the US dollar’s monopolistic position” can
the system be reformed. Li Yang, vice president of the Chinese Academy
of Social Sciences, offers a similar analysis. Attributing the unsatisfactory
response of the International Monetary Fund to the Asian financial cri-
sis to the under-representation of Asian voices and interests, he holds that
“actively promoting the internationalization of the RMB is not only the
necessary choice for China’s economic and financial development, but it

is also an important step to systematically raise Asia’s position within the



116 American Power after the Financial Crisis

international financial system.” The global financial crisis reveals an obvi-
ous need for basic reform of the international system, with a greater em-
phasis on regional needs and arrangements. Many Chinese academics have
stressed that the management of the dollar as the world’s currency “lacks
necessary constraints” and is an important source of volatility in the world
economy. RMB internationalization is seen as a necessary step toward a
multiple currency system that would reduce the influence of the dollar,
contribute to systemic stability, increase China’s voice, and provide some
insurance against a dollar crisis.”

The crisis has also encouraged a new ambitiousness about the rate at
which the RMB might ascend to the world stage, because it reinforced an
underlying geopolitical trend that had been much talked about for some
time, the astonishing rise of China and the relative decline of the United
States. This subtext, often creeping into the text, has informed discussions
about the role of the dollar in supporting US power, and whether and how
global economic governance ought to better reflect the changing interna-
tional balance of power. A relatively benign interpretation suggests that
China’s record of “tiding over two financial crises” and “three decades of
growth,” as contrasted with “weakened confidence in the dollar” and new
skepticism about “the soundness of Washington’s macroeconomic poli-
cies,” offers compelling logic in favor of reform. (Some more nationalistic
voices see the dominance of the dollar as a crucial lever of American hege-
mony.) Others observe that emerging from the crisis, the United States is
seen as weaker, and the IMF ineffective, which again, suggests a revisiting
of the rules of the game. Most Chinese academics see a troubled US fi-
nancial order and a vulnerable greenback, and share the assessment of the
World Bank that a multiple currency system is likely to emerge in the not-
too-distant future. In all cases, the rise of China’s economic and political
power in the context of the global financial crisis is suggestive of a greater
role for the yuan and a distinct regional flavor to global financial organi-
zation, leading to a central Chinese role in Asian monetary and financial
cooperation.'®

But to focus solely on power, which, certainly, is an essential variable,
risks missing the crucial role of ideology in the recalculation of China’s
strategy with regard to its management of domestic and global monetary
and financial affairs, and how it envisions the future of the RMB. Like

Jimmy Carter reassessing the Soviet threat late in his presidency, the scales
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have fallen from the eyes of Chinese elites, in this case about the true (and
dangerous) nature of uninhibited financial deregulation. Chen Siqing, ex-
ecutive vice president of the Bank of China, attributed the financial crisis
to “six surface level reasons”—familiar items, including excessive leverage
and conflict-of-interest-ridden credit rating agencies. But he also went on
to describe “deeper problems” that made the crisis “inevitable,” problems
that implicate the basic assumptions of the US economic model, including a
disregard for systemic risk. His analysis speaks forcefully for creating some
space between the Chinese and American economies and for altering the
trajectory of China’s financial model away from the path of convergence
with the Anglo-American approach and toward something different. This
perspective was echoed quite explicitly by Li Ruogu of the ExIm Bank:
“Blindly believing and even following the models and theories extolled by
the west can only result in failure, 'm afraid.” This is a widespread assess-
ment among Chinese elites and academics. “The Anglo-Saxon model is
not the only one; and it should not be the final model for emulation,” one
observer insisted. “China cannot simply use Harvard University’s teaching
materials to guide the development of Chinese finance,” opined another."”
This perspective is not limited to China; many in Korea, for example, have
been reaching similar conclusions. And the delegitimization of the Ameri-
can model in Asia has been noted by numerous experts in the West.!®
When the global financial crisis, in America, of America, and from
America, confirmed the worst fears of the skeptics of the American model,
actors and critics drew on reservoirs of ideological and political opposition
that had been pre-positioned. Among other problems, the West is “still
living with the consequences of its decision to call the East Asian crisis a
comeuppance for crony capitalism,” as John Williamson reflected. “Recog-

nizing it as a panic then would have been much better.”"

Toward RMB Internationalization

Rejection of the American model, desire for greater space from the US
economy, and the acceleration of the rise of China’s relative power and
influence have all stimulated visions of a more important, international
RMB. It remains to be seen how quickly this will come about and the eco-

nomic template it would follow. But as Benjamin Cohen has argued, “in
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both words and deeds, the Chinese have appeared to underscore a dissat-
isfaction with the status quo that goes well beyond anything expressed by
earlier newcomers.”” And, in the wake of the crisis, there was a clear in-
crease in official rhetoric about the RMB, although questions remained
about how that talk might be translated into action, especially given poten-
tial barriers such as the yuan’s limited convertibility and uncertainty about
the stability of China’s domestic financial sector. But some tangible moves
designed to increase the international role of the RMB, especially a series
of bilateral swap agreements, are visible signs that, to some extent, offi-
cial talking up of the RMB is not just talk. After the global financial cri-
sis, there is both an increase on the supply side: China’s willingness to have
the RMB deployed in a greater role internationally, and at the same time
a clearly increased demand: a greater desire by states to find ways to trans-
act business in ways that do not bind them tightly to, or at least provides
some diversification away from, the dollar, the American financial model,
and the US economy.”!

In March 2009, Zhou Xiaochuan, governor of the People’s Bank of
China, delivered a speech titled “Reform of the International Monetary
System.” The speech, subsequently published (in a slightly revised form),
was seconded by statements from other leading officials and attracted, ap-
propriately, considerable media attention. Nominally a call for a greater
role for the SDR,* the governor’s statement was properly understood as a
challenge to the dollar. If not a call for a greater international role for the
RMB, which it was not and which would have been counterproductively
heavy-handed, it was nevertheless an explicit call to move away from the
dollar, which, as a practical matter, amounts to the same thing. “The fre-
quency and increasing intensity of financial crises following the collapse of
the Bretton Woods system suggests the costs of such a system to the world
may have exceeded its benefits,” he argued; more to the point, he attributed
the crisis to “the inherent vulnerabilities and systemic risks in the exist-
ing international monetary system.” And if that was not clear enough, he
added, the crisis was “an inevitable outcome of the institutional flaws” of
relying on a single national currency to serve as the world’s money.?

Zhou’s speech was also notable for two additional reasons. First, the
governor repeatedly invoked Keynes (“The Keynesian approach may have
been more farsighted”). This, admittedly, was specifically in defense of a

supranational currency, but the recurring appeal to Keynes stands notably
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in contrast with the fundamental anti-Keynesian ideological underpin-
nings of the second US postwar order. Second, as Chin and Wang have
argued, the speech reflects “the consensus Chinese view . . . that a multi-
reserve currency era is coming, even if only gradually, and that it would
be in China’s strategic interests to promote such a scenario.” Publications
by Chinese elites and academics increasingly illustrate this perspective by
calling attention to the observable facts on the ground (“To mainland Chi-
nese economists, the issue of the international monetary system and the
so-called post-dollar era is not only possible but is already showing its first
signs”) and assessments of government policy (“The aim of this strategy is
to promote the RMB on an international scale, and to decrease . . . reliance
on the dollar”). And they often include prescriptive support for such mea-
sures rooted not only in economics but also politics (“As a major power,
China urgently needs to carry out internationalization of the RMB as a
national strategic priority”).?*

Despite all this, there remain potential bumps on the road to the emer-
gence of the RMB. To some extent, this remains a question of pace and
scope, that is, the trajectory is clearly there for the yuan to become a much
more important currency on the world stage, yet questions remain about
how quickly this will occur and just how influential it will become. (And,
to repeat, this discussion is about the emergence of the RMB as an impor-
tant international and potentially dominant regional currency, not about
its supplanting the dollar and becoming #4e global key currency.) Helleiner
and Malkin, while acknowledging that the government has taken steps to
promote the international use of the RMB, argue that the relative dearth
of domestic economic interest groups lobbying in favor of internationaliza-
tion suggests an underappreciated lack of political wind behind the sails
of the enterprise. A more treacherous potential disruption of the yuan’s
trajectory is the extent of the weakness in and discomforting opacity of
Chinese banks and of its domestic financial sector more generally. China’s
sheltered institutions were able to weather the storm of the global financial
crisis. But the state holds a major stake in many of China’s banks, which
rely on government protection, carry considerable loans to state-owned
enterprises of uncertain promise, and would likely come under pressure if
fully exposed to market pressures and foreign competition.”

This matters in and of itself as a barometer of the future of the econ-

omy but also because most experts consider rich, deep, and stable financial
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institutions to be crucial foundations for an international currency. In par-
ticular, most Western analysts consider full currency convertibility and
completely open capital markets as virtual prerequisites for establishing
the international financial centers that would be the platforms for and
hubs of international money. Many see this as the rate-limiting factor of the
yuan’s rise and even suggest a ceiling for its ultimate status. For the RMB
“to become a genuine international currency,” one such study concluded,
“China must . . . lift capital controls completely.”*

As a matter of practice, this may or may not be the case. China seems
poised to act as if it is not and appears set to embark on considerable in-
ternationalization of the RMB without pausing to fully liberalize its capi-
tal account.”” (This is, of course, an illustration of new heterogeneity in
thinking.) In a very telling essay, Governor Zhou sought to redefine the
meaning of capital account convertibility in a way that would accommo-
date these ambitions. “The definition of capital account convertibility is
something that can be discussed, and how standards should be set should
have a certain degree of flexibility,” he wrote, noting that the IMF char-
ter itself is vague on the definition, which invites national interpretation.
Moreover, “capital account convertibility does not equal the abandonment
of oversight or controls on transnational financial transactions.” In particu-
lar, “when international markets experience abnormal volatility or when
problems occur with a country’s balance of international payments, it is
reasonable to apply appropriate controls to short-term, speculative capi-
tal flows.” And finally, and crucially, Zhou added, “China has to have its
own voice in the establishment of international standards.” All this may be
part of what rejecting the American model of financial governance looks
like: putting the infrastructure in place for the yuan to become more in-
ternationalized, promoting its use as a vehicle currency, and encouraging
other central banks to hold yuan as reserves while retaining some capital
controls and other market-inhibiting devices. One way to encourage this
would be through bilateral swap agreements, which China has quite ac-
tively pursued.”

After the global financial crisis, Chinese leaders decided to step up
the pace of RMB internationalization, promote regional monetary coop-
eration, and encourage reform of global monetary management in an ef-
fort to begin to reduce its dependence on the US dollar and to a establish

some alternative to the American model. Crucially, China’s willingness
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to increase the “supply” of international monetary options coincided, for
similar reasons, with greater demand, especially, but not exclusively, in
Asia for alternatives to the dollar and to the ideology of unbridled financial
globalization.”” The desire for diversified options, as well as assessments
of “credibility” that derive from different sources than the lack of capital
controls and adherence to one version of macroeconomic orthodoxy, might
further facilitate a distinct path to RMB internationalization. “I would
rather bet on China’s authorities—who ignored the prediction . . . [of] the
US Treasury Secretary, that they risked trillions of dollars in lost economic
potential unless they freed their capital markets,” explained the former
prime minister of Thailand. “That seems wiser than praying to god that
the US soon finds a credible model of economic growth and regulation of
financial institutions.” Similarly, area specialists have noted the crisis has
invited “many in Korea [to] question the wisdom of following the Anglo-
American model as practiced in the past few decades with such a heedless
emphasis on deregulation.”*

The signature move in China’s new “deliberate” and “aggressive” pro-
motion of the use of the yuan has been the bilateral currency swap, which
facilitates the utilization of and provides easy access to yuan without re-
quiring multilateral negotiations and without necessitating ambitious or
comprehensive commitments to financial liberalization. (Beijing has also
pursued agreements that allow China and its trading partners to settle
their trading accounts without moving in and out of dollars.) Such pacts
are welcomed by China’s trading partners, of which there are many; the
People’s Republic is the world’s second-largest importer and the most im-
portant trading partner for an increasing number of major economies that
share most if not all of China’s motives in diversifying away from the dol-
lar. Notable among these many agreements, negotiated throughout Asia,
and also in Latin America, the Middle East, and the former Soviet Union,
was the one reached with Japan. China recently overtook the United States
as that country’s largest trading partner, and Japan also requested, and re-
ceived, the right to purchase yuan-denominated bonds, which will result
in Japan including RMB in its foreign-exchange reserves.?!

In 2011, more than 9 percent of China’s total trade was settled in yuan,
up from less than 1 percent the year before, a percentage that seems poised
to continue to grow. And in addition to its expanding roster of swap

agreements, and the increasing (if still very modest) international use
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of the yuan in some countries’ foreign-exchange reserves, China is also
taking advantage of the distinct status of Hong Kong, permitting some
local banks there (and Chinese banks based in Hong Kong) to issue yuan-
denominated bonds. Singapore, boasting new free-trade and currency
swap agreements with Beijing, is also jockeying for position to serve as
a regional hub for yuan business in Southeast Asia. All of these develop-
ments are continuing and generate momentum that encourages further
growth.* Some scholars have expressed skepticism of the import of these
measures, suggesting that they are largely symbolic and that Beijing’s ap-
petite for bilateral deals, controls on its currency, and capital account re-
strictions fundamentally circumscribe the international role that the RMB
can hope to play. In contrast, and in accord with my emphasis on the role
of economic ideology in shaping China’s development model, I argue that
China need not fully liberalize in order for the RMB to emerge as an im-
portant international currency.” In that light, actions taken by both China
and its economic partners suggest the pre-positioning of an apparatus for
supporting the emergence of the RMB as the key currency in Asia—if
cautiously, slowly, and in a form somewhat different than the Anglo-

American financial model.

The New Politics of Monetary Discord

Barring a major internal economic setback, then, the RMB will emerge
as an important international currency and has the potential to become
the money of preference in East Asia. From China’s perspective, the logic
of international politics, the desire for some insulation from globalized fi-
nancial markets, and a preference to foster an ideological alternative to
the American model all motivate public policy in this direction. The rate
at which the RMB will emerge will be most likely determined by politics,
regionally, and economics, globally. That is, if China’s foreign policy in
Asia becomes clumsy and heavy-handed, which it occasionally threatens
to become, then, regardless of the eagerness with which China is willing
to supply international money, the demand side will atrophy, as regional
players seek to avoid becoming more intimately enmeshed with an intimi-
dating regional giant. On the economic side of the equation, if cracks at the

foundations of China’s economic order visibly widen, that would tend to
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temper the pace of the RMB’s reception abroad; conversely, renewed eco-
nomic distress elsewhere, such as a new financial crisis that implicates Eu-
rope and/or the United States, will further accelerate all of the trends that
have encouraged the RMB’s emergence. No matter what the rate, how-
ever, regional monetary arrangements in Asia, anchored in Beijing, with
features, practices, and norms recognizably distinct from the second US
postwar model, are very likely to emerge in the coming years.

Similarly, the euro, which is currently down but not out, poses a po-
tential challenge to the position of the dollar. Before the financial crisis
exposed its own contradictions and vulnerabilities, most analysts consid-
ered the euro on track to becoming a peer competitor to the dollar as an
international currency. The encroachment of the euro on the international
role of the dollar will be addressed in chapter 7. And the ultimate prospects
for the euro, even before the financial crisis, were subject to active debate.**
But, over the longer run, in one form or another, the euro is likely to take
its place as an important international currency, resulting in a multipolar or
“leaderless” currency system, which the World Bank projects as the most
likely future for the global monetary order.”

A growing role for the RMB and the euro, the new heterogeneity of
thinking about money and finance, and, not to be underestimated, the in-
ternational political relationships between those states at the center of the
monetary action, all suggest greater and potentially more consequential
macroeconomic conflicts between states in the period after the global fi-
nancial crisis, as compared with the first and second US postwar economic
orders. A return to the catastrophic dysfunction of the interwar years is
unlikely—Dboth the politics, and the ideas, are better now than then. But,
as discussed previously, cooperation between states in international money
and finance is inherently and especially difficult; and, thus, default expec-
tations in these areas should be set for discord rather than cooperation.
Recall that monetary cooperation is particularly difficult, as compared
with, for example, international trade because of the opportunities for
technical disagreement over means, the tendency for macroeconomic poli-
cies to generate public negative externalities (leading to an overproduc-
tion of macroeconomic “bads”), conflicts over the often severe, politically
crippling burdens of adjustment, and the tendency for understandings to
unravel over time as underlying conditions shift, generating new pressures

on established agreements.
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The theory of monetary cooperation I elaborated in chapter 2 held that
the existence of certain special factors could help overcome the inherent
tendency for monetary discord. Monetary hegemony can provide a focal
point for cooperation around which expectations can converge and a he-
gemon ameliorate the public-goods problem by taking on a disproportion-
ate share of the burdens of adjustment or by policing agreements that are
reached.* Ideological homogeneity can grease the wheels of cooperation,
providing a cloak of legitimacy to the inevitable economic distress associ-
ated with the burdens of macroeconomic adjustment. (Thus those burdens
look less like the outcomes of political struggles and more like the natural
and irresistible functioning of politically neutral market forces.) Shared, sa-
lient security concerns can foster monetary cooperation, not by reducing the
burdens of adjustment, but by increasing the willingness of states to bear
those costs, either as a mechanism to support vital allies and/or because
concerns about the security situation are seen as of overriding importance.
States may also be anxious to avoid letting economic agreements unravel,
which might threaten more important security understandings or signal
discord to potential adversaries.

In the wake of the global financial crisis, however, all three of the spe-
cial factors that can overcome the barriers to monetary cooperation—
hegemony, ideology, and security—are less likely to come to the rescue.
Although the United States remains the world’s dominant military power
and largest economy, its relative power is nevertheless declining, and the
reach of the dollar is eroding, although it is likely to remain the “first
among equals” in the realm of internationally used money. The global fi-
nancial crisis shattered the legitimacy of the American model of financial
globalization, leading to a new heterogeneity of thinking about the po-
litical governance of money and finance at both the domestic and interna-
tional levels. (Note that it does not matter which ideas, if any, are “right”;
it matters that actors will not share the same set of ideas with regard to
these issues.) Finally, the international security situation offers no respite.
Again, to be clear, the key variable is noz the existence of security competi-
tion between would-be macroeconomic partners, although this cannot be
ruled out as a future concern—and such problems greatly contributed to
the interwar collapse—but rather the absence (or diminishment) of shared,
salient security concerns between them. The relevant international politics

between great powers are actually relatively benign in historical context,
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and the lack of intense security dilemmas helped prevent the more recent
global financial crisis from spiraling out of control. Nevertheless, the di-
versity of political interest among states with seats at the monetary table
has not been greater for nearly a century.

Indeed, what is remarkable about every major monetary conference
of the twentieth century is that participants in them were more or less
political allies. Recent experience is even more notable in this regard:
every major effort to reconstitute the international monetary order in the
second half of the century was undertaken by the United States and its
political allies and military dependencies. This is simply no longer the
case. Major players in the international monetary game now have differ-
ent and often divergent international political agendas. As for the “big
three,” the United States and the major states of Europe remain political
allies, but they no longer share a salient security threat that binds them.
And the United States and China need not be locked in a relationship of
hostility to recognize that they will often be in political competition. At a
minimum, the US-Japan Cold War macroeconomic relationship, which,
it should be noted, had more than its fair share of discord and squabbling,
had something that US-China relations do not: a security alliance that
served as an emergency brake to prevent squabbles from getting out of
hand.

In sum, discord over monetary relations is normal, and an increase in
such conflicts will likely be the new normal. The United States and China
have already been scuffling over exchange rate issues since the turn of the
century. A major factor in this conflict is China’s large annual trade sur-
pluses with the United States, coupled with Beijing’s practice of maintain-
ing the exchange rate of the yuan through regulation and (often heavy)
market intervention. The yuan was set at 8.28 per dollar from 1994 to 2005,
by which time few observers doubted the currency was considerably un-
dervalued. But for the following three years, Beijing engineered a gradual
appreciation of its currency, which hit 6.83 per dollar in 2008. An addi-
tional 6 percent rise took place in 2010-11; and in 2013, the yuan was trad-
ing at 6.23 per dollar. Still, many assessments hold that the yuan remains
undervalued, and the issue is a politically sensitive one in both Washington
and Beijing.”” Both the Bush and Obama administrations have been criti-
cal of China’s exchange rate policies. In 2005, before the first appreciation,

the US Treasury called the exchange rate “a substantial distortion to world
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markets,” and insisted that China “should move without delay” to remedy
the situation. Still, both administrations resisted taking more aggressive
steps, such as labeling China a “currency manipulator,” that have been de-
manded by many in Congress and powerful interest groups such as the
National Association of Manufacturers.®® (The 2012 Republican presiden-
tial nominee Mitt Romney repeatedly promised that he would label China
a currency manipulator on “day one” of his presidency.)

Even without the financial crisis, then, exchange rate conflict between
the United States and China was likely to prove intractable. A basic prob-
lem is that to some extent both sides are “right.” On the one hand, China’s
exchange rate policies and its massive dollar purchases, which do seem to
violate IMF provisions against protracted one-sided interventions in the
market, strongly support the contention that the yuan is artificially under-
valued. But, on the other hand, even if China revalues the yuan, the moti-
vating problem, China’s trade surpluses with the United States, will not go
away. For a host of technical reasons,” exchange rate realignment will have
a disappointing and modest effect on the overall balance of trade between
the two countries, although price adjustments could affect the composition
of trade between the two. And, most important, the US trade deficit is not
driven primarily by the exchange rate but rather by its extremely low rate of
savings and high rate of consumption compared with the rest of the world,
and especially China. As long as these disparities continue, US external ac-
counts will remain unbalanced. This is widely understood. According to
one authority, “China’s exchange rate policy has only a modest influence on
the overall trade deficit.” This is not the Chinese position—it is the Ameri-
can position, the conclusion of the Congressional Budget Office.”

Cold War—era monetary tensions between the United States and Japan
illustrate the types of problems that will surely aggravate future Sino-
American exchange rate politics: the failure of exchange rate adjustments
to resolve trade imbalances, in this case compounded by absence of a secu-
rity alliance like the one that helped smooth over (or at least contain) dis-
agreements in the US-Japan case. This history is valuable for the parallels
it provides and also because, while Japan’s unhappy experiences in dealing
with the United States are not much present in the minds of Americans,
elites in Beijing are acutely aware of the pattern of Japanese-American
relations in this context and are keen to avoid something similar.
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During the first two decades of the Cold War, the United States was
eager to stimulate the development of the Japanese economy. Pressure
built, however, by the end of the 1960s, as the undervalued yen and over-
valued dollar produced large sustained trade surpluses with the United
States. With détente and the easing of the Cold War, the increasing promi-
nence of Japanese exports, and, crucially, expansionary US policies that
eroded the credibility of its commitment to the value of the dollar, overt
monetary conflict erupted in the 1970s. In 1971 the Americans unilater-
ally abandoned the Bretton Woods fixed exchange rate system in an effort
to force currency realignment. This was the dramatic opening gambit in
the protracted monetary battle of the 1970s, which was driven by trade
concerns; the United States would press for yen appreciation in an effort
to stem the flood of inexpensive Japanese imports, while Japan desperately
resisted, often intervening in foreign exchange markets to limit yen appre-
ciation. In fits and starts, from 1971 to 1978 the yen appreciated from 360
per dollar to 180 per dollar, although trade remained imbalanced. With
the resurgence of Cold War tensions at the end of the decade, monetary
conflict was put on the back burner, only to reemerge in the late 1980s
and early 1990s, with the end of the Cold War and in the context of high-
profile debates in the United States about Japanese exports undermining
US industry. The yen doubled in value again before finally retreating,
again failing to resolve the trade balance but contributing to Japan’s eco-
nomic malaise of the 1990s."

This pattern seems almost certain to repeat itself, as the United States,
motivated by concerns for trade and the domestic politics of employment,
will routinely call for revaluation of the yuan; moreover, American de-
mands will not be a one-time thing, since there will inevitably be disap-
pointment about the results of any changes that are made. At the same
time, China will resist US pressure; if faced with credible threats of sig-
nificant US protectionism, it will probably make grudging adjustments.
But monetary conflict will be chronic and become acute at the worst pos-
sible (economic) times. And China will resist more forcefully and success-
fully than did Japan, for a number of reasons. Most obviously, China is
less beholden to the United States than was Japan during the Cold War.
Moreover, even when the yuan is revalued, the basic problem will remain
the same, creating serial conflicts and irritations, and, unlike the US-Japan
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relationship, there will be no “emergency brake” of high politics to contain
macroeconomic squabbles.

China will not only be more capable of resisting US pressure, it will
be more inclined to do so. Authorities in Beijing will view exchange rate
policy not simply as a function of its trade with the United States but, as
the world’s second-largest trading economy, through the lens of its some-
what more balanced global trade accounts. In addition, despite the aston-
ishing performance of China’s economy over the decades, and its prompt
recovery from the global financial crisis, it is characterized by a number
of fragilities, in particular, the challenges of managing massive internal
rural-urban labor migration, environmental and logistical bottlenecks,
and a fragile and immature domestic financial sector.*

Compounding these problems is that the legitimacy of the Chinese
Communist Party rests, however ironically, on its ability to continue to
deliver high rates of economic growth. Its leaders will be loath to experi-
ment with policies that might pose a risk to that success, especially as some
cooling down of the economy (leaving still-high rates of growth) is to be
expected, or, at the very least, anticipated. The desire to retain the stability
of the yuan as an anchor for its unbridled domestic economy will tem-
per China’s appetite for exchange rate variability.” Finally, it should be
remembered that for years American demands for yuan appreciation went
hand in hand with lectures about the need for financial liberalization, es-
pecially as a freely floating and fully convertible yuan would have surely
appreciated. As such, Beijing will hear future US demands for apprecia-
tion through ears newly and acutely sensitive to doubts about American
economic advice and assessments more generally. In sum, in an environ-
ment of chronic monetary squabbling, crises will arise, and Sino-American
currency conflicts will not be easy to resolve. Despite mutual interests en-
couraging cooler heads to prevail, understandings will be hard to reach,
and those agreements that are reached will be brittle—each dustup will
raise the possibility that it will evolve into a larger and mutually destruc-
tive economic conflict.

Nor should it be forgotten that the dollar/yuan is not the only exchange
rate in town. With eroding hegemony, new heterogeneity, and the absence
of intense security incentives, exchange rate politics are likely to be frac-
tious more generally. Although relations between the United States and

its traditional allies and friends in Europe are certainly much warmer and
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more robust than they are with China (even assuming an optimistic trajec-
tory for Sino-American relations), nevertheless, in international monetary
affairs, the reservoir of goodwill they share is shallower than at any time
since World War II.

Politics has always shaped and will continue to shape the monetary
order, with outcomes the result of political calculations on the part of states
in regard to their preferences and interests. And as David Calleo has ar-
gued, since the end of the Cold War, with the Soviets gone and the euro in
place, both the strategic and financial imperatives that compelled others to
sustain the dollar have faded.* This matters, because periodic stress is to be
expected in international monetary affairs. But resolving disequilibria that
arise requires some determination about how the considerable burdens
of adjustments will be distributed. During the Cold War, the unilateral
(1971) and coordinated (1985) adjustments involving the dollar reflected
considerable deference to American interests by its political and military
allies in Western Europe (and Japan). If and when new international dis-
cussions take place over the resolution of problems, how to distribute the
burdens of adjustment, and the nature of the international monetary order,
that political context will be profoundly different. Old friends in Europe,
eyeing a greater international role for the euro and sensing less urgent
geopolitical harmony with the United States (illustrated, for example, by
profound disagreements over the Iraq War), will less instinctively rush to
the dollar’s defense and be less willing to shoulder the costs of adjustment
than in the past.

After the financial crisis, then, there is considerably less space, and less
flexibility, on both sides of the Atlantic with regard to the management
of money in general and potential disputes over exchange rate issues that
might arise. Given economic distress and slow growth in the eurozone,
currency appreciation is likely to be especially unwelcome on the Conti-
nent. Moreover, despite the current struggles and institutional challenges
that inhibit the potential for the euro as an international currency, the Eu-
ropean appetite for greater structural monetary power and the ambition
for the euro to play a greater international role are certainly there.”

Increased and occasionally intense conflicts over global macroeconomic
governance and contestation over burdens of adjustment will not simply
be a more common feature of international economic relations. From the

perspective of America, which is accustomed to setting the agenda and,
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since 1971, shaking off burdens (and leaving them to others), these chal-
lenges will seem novel and thus represent an apparent contraction of US
power and autonomy in world politics. This exposure to unfamiliar ex-
ternal constraints will be common, and consequential. In the wake of the
global financial crisis, the United States will face a number of new chal-
lenges to its international position; in addition, many of the effects of those
new challenges will be magnified by the reaction of the American political
system to such novel difficulties.



THE CRISIS AND THE INTERNATIONAL
BarLance orF PowEgr

The global financial crisis will not only affect the nature of world pol-
itics and the pattern of international economic relations, it will also have
an effect on the balance of power between states, and on the power and
capabilities of the United States. To be clear, the US economy will re-
main the world’s foremost, and US military power is unrivaled and will
remain so indefinitely.! Nevertheless, relative power, changes to the bal-
ance of power over time, and the equilibrium between a state’s power and
its international political ambition and commitments are the crucial met-
rics for understanding international relations.? And from this determin-
ing perspective, American power, capabilities, and influence are eroding.
The United States is also confronted with new vulnerabilities. Geopolitical
shifts and ideological changes have diminished underappreciated political
and economic multipliers of American power and weakened its subterra-
nean foundations.

The crisis will have both material and ideational consequences, and

both will matter. As a material phenomenon, the crisis will create new
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American vulnerabilities and accelerate two pre-existing trends: relatively
reduced US international political capacity, and the continuing emergence
of China as well as other regional powers.? This chapter explores these de-
velopments. I first briefly review the state of those vulnerabilities, observ-
ing those that were visible even before the crisis and how new ones were
created as a result, weaknesses that are in turn magnified and exacerbated
by the delegitimization of the American model. I then focus on challenges
to the international role of the dollar, which I anticipate will result in a
relative diminution of its role as an international currency. Pressure on the
dollar will be a significant drag on American power in the coming years,
and it also offers a representative illustration of the types of new challenges
faced by the United States on the changing world stage more generally.
With regard to international currency diminution, consequences will in-
clude pressure on defense spending, reduced macroeconomic autonomy
(and thus the ability to finance ambitious foreign policies), vulnerability to
currency manipulation, and greater exposure to debilitating financial dis-
tress, especially during times of international political crisis. All these dif-
ficulties, it should be noted, will be exacerbated by increased disagreement
and contestation between states over international monetary relations and

global financial governance.

Finance and the Achilles’ Heel of American Power

Even at the unquestioned height of US global hegemony, in that halcyon
decade leading up to the global financial crisis, there was nevertheless an
active debate about the sustainability of the American economic machine.
Some scholars and policymakers were raising alarms about the historically
unprecedented size of the deficits on US external accounts, the risk of vol-
atility in the international financial system, and prospects for the future
of the dollar.* Given the large number of dollars held abroad and anxi-
ety about large US budget deficits, a small crisis threatened to mushroom
into a large one, implicating the dollar and its role as an international cur-
rency. I was among the alarmists, writing in 2004 that “America is . . . at
greater risk for a major financial crisis than at any other time since the Sec-
ond World War,” which I thought would be sparked by a “medium sized
financial disturbance that emerges in the US [and] work[s] its way
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through the system via the recently deregulated US financial economy
and high flying international capital markets.” I argued further that as “a
few firms were pulled down by the undertow, a full blown panic would
emerge. In the United States, the paper losses would be enormous; the
contraction of wealth and instinct for caution would throw the economy
into recession. The elements that make this scenario more rather than less
likely are in place.”

It is especially sobering to realize that after the global financial crisis,
those elements remain in place; in fact, by almost any account, they are more
alarmingly in place. As noted in chapter 5, the United States has emerged
from the crisis with a largely unreformed, but even more concentrated,
financial system with fewer, larger too-big-to-fail and too-interconnected-
to-fail financial institutions conducting business largely as usual. Worse,
the crisis of 20078, distinguished by the fact that the United States stood
at its epicenter and felt its wrath acutely, is suggestive of the possibility that
the nation is entering a new and dangerous phase in its exposure to finan-
cial crises. Three other eras can be identified: First, through 1907, financial
crises in the United States were common and associated with, and charac-
terized by, the nation’s relative financial immaturity. Second, the 1929 crisis
stands at the center of an international economic, political, and financial
crisis rooted in the dysfunctional interwar international system. Third, the
post—World War II era saw financial crises from which the United States
was insulated by its financial regulations and superpower status. The fi-
nancial crises of this era happened to others and tended to relatively em-
power the United States compared to other states, both in its capacity as a
safe haven and from its ability at times to gain concessions from other states
in exchange for the provision of emergency assistance.

What is novel, then, about the global financial crisis of 20078 is not its
novelty; as noted previously, historically speaking, financial crises are not
exceptional, they are the norm.® Rather, it is the harbinger of a new (actu-
ally a return to a very old and more normal) level of exposure of the US
economy to external financial pressures. Moreover, the apparent novelty
of those pressures, largely absent since the 1930s, will only increase their
sting.

In addition, the United States emerges from the crisis more rather than
less vulnerable to still another crisis because the policy responses needed

to contain the crisis have only added to the underlying burdens and
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vulnerabilities already apparent in the US economy. And the crisis also
exposed unanticipated weaknesses in the economy more generally. Those
essential emergency measures: a flood of liquidity and a large injection of
government spending, will, in the coming years, present the formidable
problem of how to dial them back. Either the United States will fail to ad-
equately do so, which would damage the long-term health of its economy
(and thus its global power over time), or it will take bold measures to “put
its house in order,” which, among many other things, will imply reductions
in both military spending and the American appetite for international ad-
venturism. In either event, the United States will emerge from this crisis
with relatively inhibited international political standing and capacity.

Real pressures on the economy and the dollar will be magnified by the
ideational consequences of the crisis, especially, as discussed previously,
from the collapse of the legitimacy of the second US postwar order. For
many influential actors in world politics, the crisis has served as a “learn-
ing moment,” discrediting the culture of American capitalism, especially
as it applies to finance, and, as noted, this will affect both state choices
and international politics. Yukio Hatoyama, head of the opposition Demo-
cratic Party of Japan, attributed the crisis to “a way of economic thinking
based on the idea that American-style free-market economics represents
a universal and ideal economic order” and the insistence that all counties
conform with that model. For Hatoyama, who served briefly as prime
minister in 2009-10, “the financial crisis has . . . raised doubts about the
permanence of the dollar as the key global currency,” and he anticipates
that “we are moving towards an era of multipolarity.””

The delegitimization of the American model, and the effect of the
global financial crisis on the US image abroad, especially in Asia, should
not be underestimated. As noted in chapter 6, Ikenberry and Kupchan
have argued that “socialization”—the embrace by elites in secondary states
of the substantive beliefs of a great power—is an important source of in-
fluence for a hegemon. Their work is focused on the establishment of
hegemonic socialization and how such legitimacy crucially buttresses its
political influence. What we will witness in the coming years is the flip side
of that phenomenon, the likely erosion of that influence, as others come to
reject the ideas that they once embraced or at least tolerated.?

Disenchantment with the American way and the erosion of US influ-

ence after the crisis stands in marked contrast with the experience of China
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and its initial rapid recovery from the crisis and continuing (to date) com-
paratively high rate of economic growth. This will eventually translate into
greater military might, as its defense spending will rise commensurately.’
But the effects on its political power and influence will be even more pro-
found. Differential rates of recovery from the current crisis have acceler-
ated pre-existing trends of China’s relative economic rise, and enhanced
its status, confidence, and appeal. Most visible with regard to China, the
emergence of new nodes of global economic growth, contributing to more
assertive political preferences, is occurring more generally." Again, politi-
cal influence and international power can only be productively understood
as relative phenomena. Relative rise implies relative decline, and as power
diffuses throughout the international system, especially as regional powers
enjoy increased political influence in their own neighborhoods, it is the
reach of US power that will find resistance at its frontiers.

One challenge to American power concerns the long-run trajectory of
the dollar as an international currency. Although alarmists were correct
about the risk of financial crisis and the factors that contributed to it, the
2007—-8 meltdown—rooted in the house-of-cards collapse of the US bank-
ing system and then transmitted abroad—actually bolstered the dollar in
the short run as investors fled in panic to the (comparatively) safest haven.
But the long-run implications of the crisis leave the US economy, and the
greenback, weaker than before and magnify real concerns about a debt-
addled America and a dollar in (relative) decline.

Paradoxically, one legacy of the dollar’s historical attractiveness is that
it has increased its vulnerability. There are an enormous amount of dol-
lars held abroad. Thus if there was a spark somewhere that touched off
a financial crisis that implicated the dollar, given the state of underlying
expectations about its future value, a sudden and dramatic reversal of its
fortunes could result. Moreover, changes to international politics, and new
wariness of the dollar, have frayed the safety nets that in the past prevented

potential dollar crises from hurtling out of control.

The Dollar’s Diminishing Domain: Pressure from All Sides

Even without the financial crisis, the most likely scenario was for the dol-

lar’s international role to modestly diminish over time." It was expected



156 American Power after the Financial Crisis

that for the foreseeable future the dollar would remain the world’s most
widely used international currency. This is still the case. But it also should
be clear that the greenback need not be supplanted for there to be a po-
litically consequential contraction in its global role. The dollar’s use, and
influence, will likely be encroached on by the euro at the frontiers of the
eurozone, and possibly the Middle East (despite Europe’s current trou-
bles), by the yuan in Asia, and, after the crisis, by a greater motivation for
diversity on the part of numerous and varied actors. Disenchantment with
the American financial model will matter when it comes to choices about
money, which is an area where ideas are especially consequential, affecting
both state choices and international politics.

China’s increased monetary ambitions are significant; I have already
discussed these at length, but it is worth recalling the common assessment
that it “will not be long before a Chinese RMB bloc emerges in Asia.”
But China is not the only source of push-back against the range of the
dollar’s influence—far from it. Russia, a shadow of the world power that
it once was, nevertheless has considerable international political capacity;
and many there do not smile upon the reach of American power. President
Vladimir Putin is typically quick to join the chorus of those critical of the
dollar as a reserve currency, and Russia may be one of the few states in
the world—perhaps the only state—that holds considerable foreign ex-
change reserves and might not be alarmed for its own position by a crisis
of the dollar. The Middle East might also prove a battleground for com-
peting monetary influences. For now, the dollar dominates that region,
but the commitment to the dollar by key Gulf states such as Saudi Arabia
and Kuwait is linked to an understanding about US security guarantees.
These could easily be reevaluated if the United States decides to scale back
its international commitments, especially with Europe and China already
and increasingly the two most important consumers of Gulf oil. And, even
before the financial crisis, it had been suggested that “that the limits of
Japan’s dollar support capacity have finally been reached.” Japan’s bur-
geoning dollar reserve portfolio is surpassed only by that of China. Even
without “buyer’s remorse” Japan may rethink the extent of its commit-
ment to the dollar."”

China, Japan, Saudi Arabia, and Russia: not counting the European
Union, those are the nations with the largest official foreign exchange

reserves, and most of those reserves are held in dollar obligations, most
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notably US Treasury bills.” Reassessments by some of those actors about
how many dollars to hold, or whether they prefer slightly less intimate ties
with the dollar and the American financial economy, could prove espe-
cially consequential. Even without emphasizing such motivated recalcula-
tions, the World Bank, in its 2011 Global Development Horizons report,
anticipated an increasingly multipolar world economy and, notably, a multi-
polar currency order. China’s importance in international trade, the re-
port observes, is by historical standards already past the threshold at which
currency internationalization has commonly taken place (although it does
see financial and structural economic reforms as a prerequisite to this). It
sees the euro as, even sooner, becoming “the currency with the potential
to rival the dollar.” The prospects for the euro, and the endurance of the
dollar, are still actively debated by specialists in this area. Euro-skeptics
tend to emphasize the economic and geopolitical advantages of the dol-
lar, structural limitations to the euro’s capacity to serve as an international
currency of choice, and the power of inertia and hierarchy in international
monetary affairs. Eichengreen and Flandreau, on the other hand, argue in
their recent work that incumbency advantages and inertia are not as pow-
erful as traditionally thought and that the euro can serve as an alternative
reserve asset.”

Much of this, like the debate over the internationalization of the RMB, is
really a question of fo what extent will challengers encroach on the domain
of the dollar. And since, as I will elaborate, no challenger need “overtake”
or “overthrow” the dollar for such encroachments, especially cumulatively,
to have consequences for American power, the specific resolution of many
of these controversies need not be of central concern. What matters is the
almost certain encroachment, from all shores. The euro is one of the major
players in this process, and it will increasingly command greater influence
over not just its participants but also the European Union and its immedi-
ate neighbors, quite possibly the Middle East, and more generally in public
and private reserve portfolios in the future.

This may sound overly bullish, since, to say the least, the euro faces
some daunting challenges of its own, as expressed by Europe’s sovereign
debt crises and deep recession that followed the global financial crisis. But,
currently flat on its back, Europe is down but not out, and in the longer
run, the euro will resume its encroachment on the dollar’s international

role. Certainly, Europe’s own troubles have exposed the weaknesses of the
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euro as a potential peer competitor to the dollar, a status that the Euro-
pean currency seemed close to achieving before the global financial crisis
exposed its own problems and, not to be underestimated, contradictions.

The euro, it needs to be recognized, was always a political project, part
of an effort to forge a common European entity and identity. There is no
law that forbids this, but to fail to recognize the fact is to misunderstand
the problem. In anticipation of the euro, there was an academic literature
produced on the efficiency gains to be found and the transactions costs
to be reduced from the move to a common currency. But, in the broader
scheme of things, those gains were modest, and, considered solely from an
economic perspective, the euro project was incoherent. Certainly by the
logic of economic theory, which is actually not very good on the question
of the geography of money—that is, what money will be used where—the
eurozone is not an “optimal currency area.” Admittedly, few monetary
domains are optimal currency areas, but the eurozone stands out among
them. The limits to a common fiscal policy, and to labor mobility, are the
most obvious examples of this.

That economic incoherence was papered over by the motivations of the
political project, the core political bargains at its foundation, the desire to
encourage a common European space and identity, and, importantly, by
lack of a major crisis that would expose its contradictions. The global fi-
nancial crisis was the stress test that did just that.” The monetary union
had invited problems and allowed pressures to develop, and, when faced
with real difficulties, states found themselves disarmed of essential policy
defenses. Joining the euro meant the abdication of monetary policy and
exchange rate policy without gaining any new policy levers'®

Moreover, the crisis has exposed and intensified a political conflict
within Europe. Paradoxically, as with the United States, the fact that the
global financial crisis was contained short of a complete financial melt-
down prevented game-changing reforms from taking place, in this case
with regard to the management of the European economy. Once they felt
more secure, more narrowly defined interest groups had the confidence
to return to a “political business as usual” mentality. In the United States,
this prevented fundamental reform of the financial sector. In Europe, the
return to normal politics inhibited addressing two basic problems: the in-
stitutionally codified deflationary bias in the management of the euro, and

the axis of conflict over burden sharing still being national in orientation.
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The Germans may be wary of “Keynesian” solutions, but they are also
wary of “bailing out” Greeks and other southern Europeans; which is to
say, the European Union, still composed of individual sovereign states, is
witnessing an easily recognizable, if monumental, struggle over the bur-
dens of macroeconomic adjustment, a struggle in which surplus countries
usually have the upper hand over deficit countries. The hand of those fa-
voring austerity in those European states that might be called on to engage
in countercyclical policies is further strengthened by the fact that debates
over political ideology and economic doctrine also take place in a context
in which stimulus measures will “leak” across national borders. National
identities still hold sway in the eurozone.

To a considerable extent Europe’s crisis has handed (yet another) get-
out-of-jail-free card to the profligate dollar, leaving it again the only game
in town. Indeed, some of the strongest arguments of those most optimistic
about the future of the dollar rest not on the inherent attractiveness of the
greenback but of its relative appeal, as the shortcomings of alternatives are
often exposed on closer scrutiny.”” But this is a thin rope on which to hitch
the future of the dollar, and it is fraying. Europe’s troubles do not bode well
for the US economy in general or even, potentially, for the dollar. Taken
collectively, the European Union is a massive economic space, larger even
than the US economy. And, as the US Congressional Research Service re-
ports, “the US and the EU have the largest and most deeply integrated
bilateral trade and investment relationship in the world.” Stagnation in
Europe thus hurts the American economy. And should Europe’s sovereign
debt crisis worsen, American financial institutions will be exposed to the
possibility of very significant losses.'®

Thus, it is certainly the case that the euro does indeed bear its own po-
litical, economic, and institutional burdens, and is still finding its voice.
Nevertheless, underlying trends again point away from the dollar. Despite
its current difficulties, structurally the euro is positioned to present a genu-
ine alternative to the dollar for many actors.” And it is likely that the cri-
sis will force the European Union into a “corner solution”—forward or
backward—in which it becomes larger and more capacious or leaner as it
sheds some of its members.” In the future, either of these scenarios would
empower the euro as an international currency. In the first scenario, the
range of its authority would be poised to expand. In the latter, a “leaner

and meaner” euro might be used as “home” currency for fewer countries,
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but shedding its most suspect participants might make it even more attrac-
tive as an instrument of international money. And, as with the discussion of
the RMB, the question of international money is not simply a supply-side
phenomenon. There are emerging alternatives to the dollar, but there is
also, increasingly, a greater demand on the part of public and private actors
throughout the globe for such alternatives: not necessarily to abandon the
dollar but for insurance, diversification, and insulation. Such individual
behaviors, however, could conceivably have collective consequences that
would put even more pressure on the dollar than the sum of individual
motives would imply.

Over the coming years then, the dollar’s international role is likely to
come under pressure from emerging regional competitors from one side
and a general preference for diversification on the other. Why does this
matter? Three distinct types of consequences of relative dollar diminu-
tion follow, each of which implies reductions in American power: the
loss of benefits, the challenge of new burdens, and the emergence of new

vulnerabilities.

Dollar Diminution: Fading Exorbitant Privileges

What are the benefits of issuing a currency that is used internationally, in
particular, of issuing a “key” currency that serves as the monetary founda-
tion for an international economic arrangement or is predominant within
a particular region or is the money of choice throughout the world? Essen-
tially there are three: seigniorage, autonomy and balance-of-payments flex-
ibility, and structural power.” Estimates of seigniorage vary. Minimalist
calculations focus on the equivalent of the interest-free loan provided to the
issuer of notes that are held by the public but that do not bear interest. A ball-
park figure for the United States would be about $15 billion annually; one
study puts the windfall for the euro at $4 billion. Larger (though debated)
figures can be established by including an estimate of the gains from an in-
terest rate differential between “home” and “foreign” assets, based on the
idea that the issuer of a key currency can fetch greater returns from their in-
vestments abroad than what they must offer foreign investors for domestic
assets. In any event, from the perspective of international politics and power,

seigniorage is the least consequential perk for the issuer of a key currency.”
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The real political action takes place with the other two benefits, and
each is substantial (if much harder to specifically quantify). Autonomy
and balance-of-payments flexibility has been enjoyed, and exercised, by
the United States for decades and to an extent greatly underappreciated by
most actors within the country. The United States has been able to routinely
shake off the (often costly) burdens of macroeconomic adjustment and es-
sentially dump them on others.”® As for the balance of payments, this was
an issue of some consternation in the 1960s, when it was understood that the
“principal advantage” of the Bretton Woods system for the United States
was that its balance-of-payments deficits could “be financed in part through
increases in the dollar reserves held by foreign monetary authorities.” To
the extent that its deficits were financed in this way, the United States could
run larger balance-of-payments deficits than other states; moreover, and
perhaps with even greater consequences, “it [could] take greater risks in
adopting economic policies that might have adverse effects on the balance-
of-payments.”* The rules of Bretton Woods and, in addition, US bully-
ing to force dependent allies to hold more dollars than they wanted, fueled
many of the protestations over what the French called America’s “exorbi-
tant privilege.”” The US-engineered collapse of that system in 1971, break-
ing the dollar’s last links with gold, took much of the edge off those politics;
but the exorbitant privilege nevertheless remained. For as long the dollar
retains its attractiveness abroad, the United States is able to borrow in its
own currency, sustain deficits on its international accounts that others can-
not, and take risks and adopt economic policies that would, anywhere else,
elicit a withering “disciplinary” response from international financial mar-
kets. The erosion of these perks will circumscribe US power and autonomy,
and fights over the burdens of adjustment—the normal stuffing of interna-
tional monetary politics—will become a more common and salient feature
of foreign policy, at least from an American perspective.

The dollar-centric international system has also rewarded the United
States with structural power. Structural power is not easily measured, nor
it is obviously “coercive,” but, as Susan Strange described, it reflects “the
power to decide how things shall be done, the power to shape frameworks

% Structural power also affects the

within which states relate to each other.
pattern of economic relations between states and their calculations of po-
litical interest. States that use the dollar, and especially those that hold their

reserves in dollars, develop a vested interest in the value and stability of the
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dollar. Once the dollar was in widespread use, its fate became more than
just America’s problem—it became the problem of all dollar holders.?”

Thus, while many saw the collapse of the Bretton Woods system as
evidence of a general decline in US power, Strange saw through this and
observed, “To decide one August morning that dollars can no longer be
converted into gold was a progression from exorbitant privilege to super-
exorbitant privilege.” Freed from any formal constraints, “the US govern-
ment was exercising the unconstrained right to print money that others
could not (save at unacceptable cost) refuse to accept in payment.”” In fact,
the end of Bretton Woods allowed the United States to shed some of the
costs of having the dollar serve as the world’s currency while retaining
most of the benefits.

Strange’s conception of structural power owes something to Woody
Allen; as for aspiring playwrights, so for the issuers of key currency: ninety
percent of structural power is just showing up. Simply by the breadth of
its international use, the presence of a dominant currency creates the con-
text in which political interactions take place—often without even active
agency or a specific agenda. Since World War II, for example, any discus-
sion of the international monetary system has taken place in the context of
dollar primacy. Of course, structural power can also be quite purposeful,
but it tends to be expressed not by “relational” power or coercion over spe-
cific outcomes but via agenda setting and establishing the context, often
implicitly, in which choices about money are made.”

Another interpretation of structural power—not so much a compet-
ing approach but one reflecting a different mechanism though which such
power is manifested—is associated with Albert Hirschman. As noted
earlier, Hirschman’s approach emphasizes how the pattern of economic
relations between states can transform their calculations of political self-
interest. In addition to nominal friends and allies, even those countries that
simply peg to the dollar as part of a broader international economic strat-
egy can also come to have their interests conditioned by their relationship
with the greenback, even without signing on as “stakeholders” the way
large holders of dollars (purposefully or unwittingly) have.*

The fact that the dollar has long served as the global currency of choice,
then, has increased both the “hard power” and the “soft power” of the
United States. Not to be underestimated is the extent to which Ameri-

ca’s coercive capacity, and in particular its ability to wage wars, has been
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enhanced by its greater autonomy to run deficits and to adopt policies that
would otherwise elicit a countervailing market reaction. And the dollar’s
structural advantages have afforded to the United States what can also be
interpreted as enhancing what Joseph Nye dubbed “soft power”—getting
others to want what you want them to want.*! For Strange, the gravita-
tional force of the dollar in the world economy benefits the United States
by necessitating that relevant political arenas operate in ways that inevita-
bly if implicitly overrepresent the weight of American interests. From a
Hirschmanesque perspective, the participation in a dollar-based interna-
tional monetary order advantages the United States by shaping the per-
ceived self-interests of states and of many private actors within states, and
by creating stakeholders in the fate of the dollar. Structural power is also
self-reinforcing; as one study concluded, the “structural power of the US in
the international financial system” has in the past served as a barrier to the
emergence of rival currencies, such as the yen. This suggests that the ero-
sion of that structural power might produce a positive feedback loop that
accelerates the rise of other centers of monetary gravity while accelerating
the contraction of the dollar’s reach.”

In any event, the bottom line is that if significant dollar diminution
takes place, the United States will face a reduction in the power-enhancing
macroeconomic autonomy and balance-of-payments flexibility it has long
enjoyed, along with the erosion of its structural power, and thus its politi-
cal influence.* With regard to the potential decline in American structural
power, this will likely also be reinforced by issues that transcend monetary
politics, but it will nevertheless influence the future of the dollar. In par-
ticular, China’s structural power, generally, and unrelated to the interna-
tionalization of the RMB, will almost surely rise in the coming years, with
potentially profound political consequences.

China’s swift recovery from the global financial crisis will only enhance
its growing structural power, both as its economic model is seen as attractive
and, more concretely, as states come to increasingly depend on the Chinese
market. The People’s Republic is now one of the three engines of world trade,
along with the United States and Germany (or the European Union collec-
tively). The milestones of its achievements are well known, such as when it
became the world’s second-largest economy or when it surpassed Germany
to become the world’s largest exporter. But the emphasis on China’s aggre-

gate growth, or the seemingly relentless expansion of its exports, obscures
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its increasing importance as an mporter of other countries’ products; and
this is where the political rubber really meets the road. In 2009, China was
the world’s second-largest importer, behind only the United States. And
its imports have soared at an astonishing rate, from $132 billion in 1995
to $561 billion in 2004 to $1.7 trillion in 2011. As early as 2008, it was the
biggest export market for, among other countries, Argentina, Chile, Iran,
Kazakhstan, Oman, Yemen, Burma, Taiwan, and South Korea (which now
exports more than twice as much to China as it does to the United States).
By 2010, China had become Japan’s largest trading partner, and the number
one destination for its exports. This bears repeating: China is now the most
important export market for the key US military allies in Asia: Japan, South
Korea, and Australia as well. It is also the second-most-important importer
of goods from a host of other countries; and its demand for raw materials—
it is now the world’s number one consumer of copper, tin, zinc, platinum,
steel, and iron ore—has boosted the fortunes of primary-product producers
throughout the globe. China is also an increasingly important customer of
oil-producing countries such as Saudi Arabia and Iran, and its reach is felt
keenly even in Latin America, where China’s imports from the region have
produced large trade surpluses for Brazil, Chile, Argentina, and Peru; its
expanding business activities in Latin America, while still relatively mod-
est, are increasingly visible.* Moreover, China’s value as an export market
for the world is likely to only increase in importance in the coming years,
given the likely trajectories of relative economic growth.

The result will be to China’s political advantage, following the logic
articulated by Hirschman, as the pattern of international economic rela-
tions affects domestic politics, which in turn shapes national interests. This
is always the case but is most significant in asymmetric relations in which
the effects on the smaller state can be quite considerable. As Hirschman
observed, business groups “will exert a powerful influence in favor of a
‘friendly’ attitude toward the state” on which their economic interests
depend. Moreover, when these relationships are sustained, and especially
when they involve expanding sectors of the economy, over time the reshuf-
fling of power, interests, and incentives among firms, sectors, and politi-
cal coalitions will increasingly reflect these new realities. Those that favor
warm relations will be empowered, and the trajectory of the “national in-
terest” will be remolded.”
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These effects will be most obvious in Asia, where intraregional trade
has expanded dramatically and China’s role as an engine of growth is
most obvious. As one study concluded, “Asian countries thus have a huge

”3% In general,

stake in China’s continued economic growth and stability.
China’s structural power is increasing, deriving first from the tug of its
economic gravity (2 la Hirschman) but also from enhanced soft power,
if less from cultural appeal and attraction than from the desirability of
associating more intimately with the successful Chinese approach (as dis-
tinct from the discredited American model). One result of this will be
that in international institutions and bilateral relations the United States,
to its consternation, will find other states increasingly sensitive to how
outcomes and agreements will affect their relations with China. More
pointedly, in political disputes in which China and the United States find
themselves on opposing sides, increasingly, in many corners of the world,
China’s case will be heard with more sympathetic ears, and this will come
at the expense of American priorities. And, to return to a more narrow
focus on international monetary power, China’s enhanced importance as
a trading partner, and its growing structural power, will reinforce and
enhance the potential appeal of the RMB as an international currency.
This, necessarily, must come at the expense of the dollar and the benefits

that have accrued to the United States as a result of its international use.

Dollar Diminution: New Burdens, New Inhibitions

The relative diminution of the dollar as an international currency to
something like first-among-equals status will not only cause the United
States to lose privileges it once enjoyed—its coercive power enhanced by
greater autonomy and its structural power implicitly shaping the prefer-
ences of others—but it will also produce new burdens, which America will
be singularly unaccustomed to bearing. These additional burdens come
not from the loss of perks but from the costs associated with managing a
currency in relative decline. For issuers of once-dominant international
money, those new difficulties arise from what can be called the overhang
problem, and from a loss of prestige that once protected its currency from
potential difficulties.
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The overhang problem arises as a function of a currency’s onetime
greatness. At the height of its attraction, numerous actors are eager to hold
a key international currency—governments for reserves and private actors
as a store of value (and often as a medium of exchange). But once the key
currency is perceived to be in decline, it becomes suspect, and these actors
will, over time, look to get out by exchanging it for some other asset. The
need to “mop up” all this excess currency creates chronic monetary pres-
sure on the once-great currency, and macroeconomic policy will take place
under the shadow of the overhang.”’

The loss of prestige is also a crucial consequence of managing a cur-
rency in decline. Prestige is a very slippery concept, but it finds a home in
monetary analysis under the rubric of credibility, which is generally ac-
knowledged to play a crucial role in monetary affairs, even if it, too, is not
easily measured. The unparalleled reputation and bedrock credibility of
the key currency during its glory days is an essential source of the power it
provides. The willingness of markets to implicitly tolerate imbalances in
accounts and impertinent macroeconomic politics that would not be toler-
ated in other states rests on these foundations.

The loss of prestige and reduced credibility (which the challenge of the
overhang exacerbates) imposes new costs on the issuer of a currency in
relative decline. Whereas, in the past, the key currency country was ex-
empted from the rules of the game—that is, placed on a much longer leash
by international financial markets than other states—the opposite becomes
true. With eroding prestige and shared expectations of monetary distress,
market vigilance is heightened and discipline imposed more swiftly by the
collective expectations of more skeptical market actors. A presumption of
confidence is replaced with a more jaundiced reading of the same indica-
tors, and the long leash is replaced by an exceptionally tight choker.

Some of these problems can be illustrated by historical analogies. The
experience of the British pound in the decades following World War 11
offers one such example of the challenges faced by an international cur-
rency under pressure. In the nineteenth and early twentieth centuries ster-
ling served as the international currency of choice, and its status enhanced
British power. But eventually the management of sterling-in-decline be-
came a vexing problem for British authorities, complicating economic
management and exacerbating its chronic financial crises in the 1960s.

With the pound invariably on the ropes in international financial markets,
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the demand for a clean bill of macroeconomic health placed British
budgets—and British military spending and overseas commitments—
under constant pressure.

The limits of British power and the constraints of financial fragility
were brought into stark relief with the Suez Crisis in 1956. On October 31
of that year, British and French forces attacked Egypt with the stated goal
of seizing the Suez Canal, but with the additional goal of causing the over-
throw of Egypt’s president Gamal Nasser. But on November 6, just days
short of victory, and to the great dismay of the French, Britain called a
halt to the operation. Harold Macmillan, chancellor of the exchequer, and
up to that point one of the most forceful proponents of the Suez adven-
ture, informed his cabinet colleagues that a run on the pound had become
overwhelming and the country did not have adequate reserves to save the
currency on its own. Moreover, the Americans, opposed to the invasion,
made it clear that they would block Britain’s ability to seek help from the
IMF. On the other hand, if (and only if) the British agreed to an immediate
cease-fire and prompt withdrawal from the Suez Canal zone, the United
States would facilitate IMF support and provide additional emergency fi-
nancial relief of its own.*®

Britain caved in, and the entire affair was a formative experience for a
generation of British politicians, who came away with an instinctive sensi-
tivity to the economic limits of British power. That sensitivity would be rein-
forced by decades of less spectacular but nevertheless chronic hard knocks.
Currency weakness and resulting pressure on government spending—
austerity to balance the budget, austerity to shore up confidence in the
pound, always and everywhere, austerity—would become a defining
problem for British governments in the mid-1960s and beyond, ultimately
forcing the country to reluctantly abandon its military role “east of Suez.”
President Lyndon Johnson considered sterling’s weakness a “major foreign
policy concern” and was eager to take steps that would take the pressure
off the British currency and thus “sharply reduce the danger of sterling
devaluation or . . . British military disengagement east of Suez.” But eco-
nomic pressure on sterling, which staggered from crisis to crisis through-
out the period, was unrelenting and ultimately decisive.”

Sterling crises in autumn 1964 and again in summer 1965 rocked the
British economy. Prime Minister Harold Wilson’s response was to cut de-

fense spending without addressing the overall military posture, a tightrope
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that could only be negotiated for so long. With the February 1966 defense
review the rope frayed further, with defense cuts eroding British overseas
capacities. But the sterling crisis and relentless pressure on budgets contin-
ued, and 1967 featured the blows that finally burst the sterling pifiata. Yet
another defense white paper bowed to the inevitable and finally outlined
a phased withdrawal from Singapore, Malaysia, and Aden: British forces
were to be cut in half by 1971 and gone completely by 1977. Some pretense
was maintained regarding Britain’s positions in the Persian Gulf, but these
fig leaves were swept aside by the financial crisis that led to sterling’s de-
valuation in November. Chancellor of the Exchequer Roy Jenkins insisted
on a fundamental reassessment of defense policy. Not only was military
spending cut further, but the timetable for withdrawal from east of Suez
was accelerated and was completed by the end of 1971. This met with vig-
orous opposition from the Tories, but pressure on sterling presented stub-
born truths. Returning to power in 1970, faced with sluggish growth and
the need to fight inflation, the Conservatives could not escape the same
financial constraints that had plagued Labour, and the new posture was
retained.”

Notably, even with the “east of Suez” question settled, the devaluation
of the pound, and the shift to a floating exchange rate, the relationship
between Britain’s fragile finances and its military capabilities remained.
A financial crisis in 1976 forced Britain to seek help from the IMF, which
insisted on still further cuts to domestic spending. An additional £300 mil-
lion was squeezed from the military, despite vociferous protests from the
Chiefs of Staff."!

There are, of course, fundamental differences between postwar sterling
and the contemporary dollar. The British economy then was weaker than
the US economy is now, and the pound was confronting a more daunt-
ing reduction in its relative role then than the dollar today. But as a more
extreme case, it helps to expose and magnify the mechanisms by which
currency diminution can affect national security. The politics of auster-
ity will not spare military budgets, especially in peacetime and especially
if such budgets appear large. And it will be generally so that a currency
in decline faces increased (and more skeptical) market scrutiny, especially
during moments of international crisis and wartime. Markets tend to react
negatively to a country’s currency as it enters crisis and war, anticipating

increased prospects for government spending, borrowing, inflation, and
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hedging against general uncertainty.* In that sense, the Suez analogy is not
inappropriate. Nor was this an isolated incident: weak currencies make for
timid states.

This axiom is well illustrated by the experiences of interwar France, a
case that offers something of a laboratory for the national security conse-
quences of currency weakness. In this instance, the franc came under with-
ering pressure somewhat “voluntarily”; that is, domestic politics in France
enforced an almost obsessive fixation on “defending the franc,” which
need not have been the only policy choice. (Indeed, the socialists finally, if
very reluctantly, abandoned the cause in 1936.)* But the pressure, even if
to some extent self-imposed, illustrates again two invariable mechanisms
via which monetary distress fuels national (in)security: through the relent-
less march of austerity and existential anxiety about the power of financial
markets.

Monetary orthodoxy, and thus constant pressure to balance the budget,
meant that finance was the “soft underbelly” of France’s defense posture.
These interconnections cannot be overestimated; it was accepted as an ar-
ticle of faith that the franc rested on the foundation of a balanced budget,
and defense spending was gutted in an effort to achieve that end. From
1930 to 1933, defense spending was cut by 25 percent; in fact, military
spending at the 1930 level would not be reached again until 1937. Between
1933 and 1938, Nazi Germany spent almost three times what France spent
on the military, and during roughly the same period, real defense spending
in Germany increased by 470 percent, in France, 41 percent. Pressure on
the franc routinely provided the major impetus for new rounds of defla-
tion and budget cuts, and repeatedly new weapons programs and modern-
ization were the first, easiest place to find savings in the defense budget.*

A commitment to maintaining the convertibility of the franc into gold
at the level established in 1928, even more than the budget cuts, circum-
scribed French foreign policy. In 1933, the Bank of France explained that
it was “resolved to consent to no measure whatsoever that could again en-
danger the stability of the franc.” This contributed to France’s sluggish re-
sponse to Germany’s rearmament, which was clearly understood in France
by the end of 1932.

The constant threat that a financial crisis would force the franc off
gold paralyzed French leaders and contributed to a conciliatory bias in

French foreign policy. Adherence to orthodoxy in France required, if not
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appeasement, something very close to it. In 1934, financial journalist Paul
Einzig expressed his grave concern that “monetary orthodoxy will be suffi-
ciently influential to delay urgent armament expenditure in order to avoid
jeopardizing the stability of the franc.”*

But this was the course followed by France until September 1936. Each
year leading up to that point France recognized new German challenges
and remained passive. A dramatic increase in German military spending
in March 1934 had no effect on French policy. In March 1935, Germany
announced that its army would expand to thirty-six divisions, more than
five times the ceiling mandated by the Versailles treaty. Yet France again
stood by passively, only raising protests and seeking to stitch together a
multilateral response, which came to nothing. The threat of capital flight
reinforced the policy of appeasement. In the words of one critic, due to
such fears, the “government was condemned to a certain impotence.”*

This had more severe consequences one year later. On March 7, 1936,
Germany remilitarized the Rhineland. Not only was this in direct violation
of the Versailles treaty, as well as the 1925 Treaty of Locarno, it also closed
the corridor through which France would, in theory, come to the defense
of its eastern allies. Yet again, France took no action, a policy that has been
called “the first capitulation.” Certainly, a number of factors involving
both domestic and international politics contributed to this outcome. But
financial questions were decisive and essentially ruled out the use of force,
or even the threat of force.” Worse, mobilization was incompatible with
the protection of the franc. It would have required devaluation.

This stark fact guaranteed French inaction. As one student of the crisis
observed, “Hitler and the rest of the world knew” that the French govern-
ment would “above all . . . do nothing that would endanger the franc.”
This proved to be tragic, because German forces at that time were in no
position to resist any challenge from the French army, and the resulting
blow to Hitler, if forced to back down, might have altered the course of
history. But even couverture, the state of armed readiness that would pre-
cede a general mobilization, would have cost 30 million francs a day, an ex-
pense that would “undoubtedly provoke a run on the franc.” And because
of the fragility of France’s financial position, full mobilization would have
led to an immediate “full-scale monetary crisis” and would have “exposed
the virtual bankruptcy of the French treasury and toppled the franc.” Any

doubts about this relationship were erased as capital flight and pressure on
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the franc increased in the few days before it was known that France would
not take any strong measures of resistance. On Sunday, March 8, there
were rumors that France might use force against Germany, and on Mon-
day the franc came under pressure in international markets. This pres-
sure did not abate until Wednesday, after the announcement that France
would act only with multilateral support and within the framework of the
League of Nations, which made it clear that there would be no military
response to the German provocation.*

Again, twenty-first-century America is not interwar France, just as it is
not postwar Britain. But the experience of those countries provides impor-
tant insights into the types of challenges faced by a country attempting to
navigate its grand strategy while nursing a suspect currency. Greater skep-
ticism about the dollar is a new fact of life. Actors may continue to hold their
dollars, and even accumulate more of them. But they now do so through
gritted teeth. Wariness of the American model adds another stone to the
burdens borne by the dollar, the future of which will influence US power
in the coming decades. And what can be called the “three Ds”—dollars
(so many held abroad), deregulation (still in place) and deficits (federal and
current account)—have left the greenback at least as exposed as it was be-
fore the crisis. Added to its burdens are the necessary policy responses to
the crisis that only increase suspicions about the dollar’s long-run health.
Meanwhile, potential alternatives loom in the distance. Moreover, and cru-
cially, the dollar no longer enjoys the political “safety net” it once enjoyed.
Politics always has and will continue to shape the international monetary
order. During the Cold War, monetary squabbles took place between the
United States and its strategic allies and military dependencies. No longer.

In sum, the dollar is vulnerable in ways that are unprecedented since
before World War One. Even in the absence of a major dollar crisis, and
even though the greenback will remain the world’s most prominent cur-
rency, the relative diminution of the dollar’s international role will present
new constraints on US power. This is because American power has been
supplemented and at times facilitated by dollar primacy, which has made it
easier to project its power abroad and afforded an assortment of other po-
litical perks. Were some dollar diminution to take place, the United States
would not only lose that capacity and those perks, it would also face new
limitations associated with the macroeconomic management of an interna-

tional currency in relative decline.
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In a scenario in which the dollar’s role recedes, and especially as com-
plicated by an increasingly visible overhang problem, American policies
would no longer be given the benefit of the doubt. Its macroeconomic
management would be subject to intense scrutiny in international financial
markets, and its deviations from financial rectitude would start to come at
a price. In the past, periods of notable dollar weakness led to US borrow-
ing via mechanisms that involved foreign currency payments that were
designed to insure creditors against the possibility of a decline in the value
of the dollar. These experimental mechanisms of the late 1960s and 1970s
were only used on a modest scale, but they suggest the antecedents of fu-
ture demands that might be imposed by creditors.* It would also become
more difficult to reduce the value of US debts via devaluation and infla-
tion, devices that have served the United States well in the past but that in
the future would both work less well and further undermine the dollar’s
credibility.

Reduced autonomy, eroding structural power, vanishing prestige, and
a growing overhang problem all suggest a challenging general macroeco-
nomic context for American power in the coming years. More specific
problems also loom large, in the form of the risk of a debilitating crisis
and vulnerability to economic coercion. The danger of financial crisis
remains—the underlying vulnerabilities of the US financial system have
not been addressed. Another crisis could come. And it could arrive during

a national security crisis.

Dollar Diminution: New Vulnerabilities

In addition to the loss of perks and the consequences of foreign policy in-
hibitions associated with monetary diminution, the overextended dollar
might also leave the United States vulnerable to economic coercion by
other states. There is a real threat here, though one less apocalyptic than
often suggested by those expressing concerns that China might threaten to
dump its enormous dollar holdings as an act of political coercion against
the United States. This possibility is severely circumscribed by the fact that
it is not in China’s interest to do so, leaving this as a mostly empty threat.”
China now has, as I have argued, “buyer’s remorse” with regard to its vast

dollar holdings. But it did not accumulate those dollar assets as an act of
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philanthropy, and it currently finds itself as a major stakeholder in the fu-
ture of the dollar and the health of the US economy. China would be a big
loser in a confrontation that undermined either the greenback or US con-
sumer demand. And despite its remarkable record of economic growth,
China’s economy has visible fragilities. Significant dollar depreciation
would be a blow to China’s economy; a collapse in the dollar that reduced
American demand for imported goods would be a disaster. Thus China
could conceivably dump its dollars, but this would be the economic equiv-
alent of the nuclear option. It is possible to imagine scenarios, especially
regarding confrontations over Taiwan, in which China might engage in
dollar brinksmanship or even pull the currency trigger; but short of that,
China’s vested interest in the dollar undercuts the potential political ad-
vantages of such a gambit.

But this does not leave the dollar in the clear. China has a more subtle
lever of monetary power at its disposal. It has the capacity to modulate the
rate at which itacquires dollar assets, as well as the ability to manipulate the
timing and publicity associated with the rebalancing of its reserve portfolio,
an effort already underway. And this channel of influence is more of a one-
way street. A more confident—or more aggrieved—China might use this
more subtle technique of monetary power to get the attention of the United
States during moments of political conflict. Although the circumstances
are (again) notably different, this capacity is parallel to the Franco-British
monetary relationship in the late 1920s and early 1930s. In that period, the
functioning of the international monetary system gave France the ability
to draw gold from Britain virtually at will, threatening the viability of the
pound. And France was more than willing to take advantage of this capa-
bility to try to influence British behavior whenever the two states came into
disagreement on important international political issues.

Again, despite the distinct settings, the parallels are notable and the poli-
tics familiar. As always with monetary affairs, disagreements in the 1920s
about how best to govern money, and fights over the burdens of adjustment,
provided the backdrop against which disputes over the high politics of inter-
national security took place. France was the reserve accumulator of the day:
in December 1926, France held 7.8 percent of the world’s monetary gold
reserves. Six years later, more than 27 percent of the world’s gold reserves
could be found in Paris, leading to inevitable (and, to contemporary eyes,

easily recognizable) debates over whether it was Britain or France that was
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the source of unsustainable distress in the system, and accordingly which
of the two should bear the brunt of the adjustment necessary to resolve it.”!

France held a distinct advantage in these disputes, because “even by
remaining passive in the foreign exchange markets . . . [it] was in a stra-
tegic position to get gold from abroad,” which gave that country a ready
lever of power that was recognized by elites in both France and Britain.
Bank of England governor Montagu Norman recognized that “the Bank
of France has enough sterling to create a situation at any given moment
which would endanger the maintenance of the pound on gold.” His coun-
terpart in France, Emile Moreau, saw this as a “powerful means of exert-
ing pressure on the Bank of England,” power that he was eager to deploy
to advance French interests, which Moreau thought fitting, as he saw Brit-
ish monetary and financial policy as “a new kind of imperialism.””

France directed its monetary power toward two goals in particular:
British recognition of the primacy of French political influence in eastern
Europe, and British cooperation in maintaining pressure on Germany. On
the former, Moreau wished to “have a serious talk with Mr. Norman” in
order to “divide Europe into two spheres of financial influence assigned re-
spectively to France and England.” The French central banker was seeth-
ing at British “financial domination” of Europe, and especially aggrieved
by its arrangements with countries such as Poland, Romania, and Yugosla-
via. (“If the Bank of England takes away from us these customers, whom
we are anxious to hold for political reasons,” he wrote in his diary, “I shall
show my displeasure by buying gold in London.”) On Germany, the two
countries clashed routinely on reparations policy and the terms of various
arrangements designed to modify and oversee them. In one instance, the
Bank of France informed the British treasury thatif any attempt was made
to modify the terms of the Young Plan, “the French Government would
feel it necessary to convert all the sterling held in London by the Bank of
France into gold and transfer it to Paris,” which, both sides understood,
would force the pound off the gold standard.”

As seen in chapter 2, France’s efforts at monetary diplomacy ulti-
mately backfired and contributed to the collapse of the international
financial system, the Great Depression, the radicalization of Germany,
and the isolation of eastern Europe—not to mention the elimination of
any levers of financial influence it once had. But there are lessons, and



The Crisis and the International Balance of Power 155

warnings, for contemporary politics in this, too. France “never for one
moment dreamed that Great Britain would take the final step of going
off the gold standard.” Throughout, “Mr. Moreau felt more strongly in-
clined not to throw the pound sterling to earth.” France wanted to re-
veal and exploit British weakness, not cause the collapse of the pound.
Indeed, France found itself rushing to support sterling (and ultimately
taking considerable financial losses in those efforts), once it realized that
the gold link was truly vulnerable. Reversing course, France began buy-
ing pounds hastily in August 1931, a month before the pound was forced
to break its ties with gold, and participated in two emergency Franco-
American loans designed to bolster the British position. These efforts
were too little and, especially, too late.”

Similarly, simply because China has every incentive to avoid undermin-
ing the world economy or bringing down the dollar, such intentions are not
necessarily adequate to prevent costly blunders.” France did not hesitate to
resort to the exercise of monetary power, and it would be naive to assume
that China would abstain from the practice, especially if Sino-American
relations deteriorate over economic or international political issues. As I
have emphasized, an important difference between the global financial cri-
ses of 1931 and 2007 was that, in the former case, the perception of intense
security dilemmas across Europe inhibited cooperative efforts that might
have contained the crisis and encouraged short-sighted unilateralism that
was collectively disastrous. The relatively benign security environment in
2007 contributed to the containment of that crisis. But the possibility of de-
terioration in the international political environment cannot be dismissed,
and if it were to occur, it would be an important destabilizing factor. And
the contemporary system might be more fragile than it appears. Those
holding large dollar reserves stand to lose from a dollar crisis, but at some
point in the middle of such a crisis, they might decide to take, and cut, their
losses, adding fuel to that fire.”

This may never happen. But it could. More important, even if it does
not, the overextended dollar, in addition to losing many of the perks it once
enjoyed and becoming a source of pressure in favor of inhibition, austerity,
and caution (as opposed to an instrument of power augmentation), will
also become, even short of a crisis, more vulnerable to the political ma-

nipulation of others. Moreover, as I discuss in the conclusion, all of these
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new constraints, and more difficult international macroeconomic politics,
will be unfamiliar to the United States. Since before World War II—that
is, for the entirety of practical and institutional living memory—the inter-
national monetary and financial system had served to enhance US power
and capabilities in its relations with other states. In the future, however, it
may present burdens, constraints, and even sources of weakness; and the
contrast between free rides of the past and the tightened belts of the future

might make those differences seem particularly punishing.



ConNcLusIoNSs, EXPECTATIONS,
AND SPECULATIONS

Before the financial crisis, trends at home and abroad were already sug-
gestive of new macroeconomic constraints on American power. The global
financial crisis of 2007—8 was an inflection point that accelerated those un-
derlying trends, and it has left the United States vulnerable to the pos-
sibility that macroeconomic factors will inhibit, rather than enhance, its
capabilities on the world stage—a reversal of the experiences of the past
seventy-five years. Those new constraints (and more difficult international
politics) derive from a basic and generally underappreciated shift in the
US engagement with the global macroeconomic order, as well as from
new complications regarding the management of the dollar as a global
currency. American power will be relatively diminished due to both ide-
ational and material factors.

A central argument of this book is that the crisis will be seen in retro-
spect as a “learning moment” in world politics, one that shapes the expec-
tations and understandings that actors draw on to help formulate basic

decisions about how to orient their policies and politics. The last century
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has seen two other such learning moments, and choices made by states
and decision makers, and the pattern of international economic relations
in the periods that followed, are understandable only with reference to
those lessons. The first was the Great Depression, which evinced a final
revulsion against unmediated laissez-faire capitalism that had devolved
into a Dickensian nightmare. Capitalism, left solely to its own devices, was
not only unjust, it was inefficient. The final nail in the coffin of laissez-
faire was that it failed by its own metric. Free markets needed social safety
nets, protective regulations, and supervision—in a word, government—
to harness their invaluable and indispensable economic horsepower. The
second grand lesson emerged from the inflation of the 1970s and the ter-
rible economic costs of taming it, which powerfully imprinted a hypervigi-
lance against signs of inflationary embers and reoriented macroeconomic
policy around suppressing them. Notably, this second moment illustrates
that lessons don’t have to be “right” to be learned; the economic evidence
strongly suggests that, at the very least, the cost of modest levels of inflation
are much more benign than the effects of the policies designed to reduce
it.! But such is the power of formative learning moments in shaping both
public policy and widely shared norms about what constitutes legitimate
economic management.

The global financial crisis will present another such learning moment
in world politics, but much of that learning will take place outside of the
United States. And that lesson, embraced to a varying extent, import, and
consequence in different parts of the world, will be that unbound finance
does not work and that the American model associated with the domi-
nance of a large, leading, and liberated financial sector is disreputable. The
emergence of what I have called a new heterogeneity of thinking about
money and finance will thus mark the end of the second US postwar order.
States will experiment with various techniques of financial governance
and be more comfortable with controls and less enamored of dazzling
complexity, in order to increase their autonomy and insulation from global
financial instability and to contain risks that might emanate from their
own financial sectors. The delegitimization of the American model will
mean that US power and influence will be relatively diminished in this
new environment.

Basic material factors will reinforce these developments. The simple

fact of the crisis revealed a previously underappreciated vulnerability of
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the United States to financial crisis. For three-quarters of a century fi-
nancial crises were things that happened to everybody, everywhere, with
the exception, that is, of the United States. This is no longer the case. As-
sessments of the American economy must now include a weighing of the
prospects for a financial crisis. In addition, the steps needed to prevent
the recent crisis from triggering a reprise of the Great Depression—more
spending, more liquidity—while indisputably essential, nevertheless only
reinforced suspicions already harbored about the underlying health of the
US economy. More generally and most fundamentally, as we look beyond
questions of economic stability, the crisis—or more specifically, the eco-
nomic aftermath of the crisis—has made more salient and has accelerated
a basic trend: the diffusion of the center of global economic gravity away
from the United States.

It is essential to be clear that these shifts reflect the relative erosion of
America’s economic status, the implications of which are important, but
the magnitude of which is often exaggerated. With alarms about “Ameri-
can decline” routinely sounded in the public domain, it is all too easy to
overlook some basic facts: the US economy is colossally large, extremely
sophisticated, and remarkably innovative, with rich and robust pools of
talent and resources. (The nation will also retain global military predomi-
nance. It will not be confronted by a peer military competitor in the fore-
seeable future.)> America, in short, is not Rome—it is not even postwar
Britain. The parlor game of “when exactly will China’s economy overtake
the US economy in absolute size” is largely meaningless. And, as a political
realist, [ am very wary of looking at the so-called BRICS (Brazil, Russia,
India, China, and South Africa) as a political force. These states have at
least as much to disagree about among themselves as they have to agree
on; they are unlikely to act effectively as a group, nor is it obvious why we
should conceive of them as such. Their models of capitalism have little in
common, and they each have their own formidable domestic economic and
political problems.

Nevertheless, back-of-the-envelope observations about the rise of China
and of the increasing importance of economies like those of the BRICS and
a host of other states do provide a useful and accurate shorthand for the
basic fact that both economic and political power is diffusing in the interna-
tional system. And economic power provides, in the long run, the basic un-

derpinning of political power and influence. Sometimes faster, sometimes
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slower, always with twists and turns, and commonly with unpredictable
and even counterintuitive consequences for world politics, the basic story
is one of diffusion. To observe in the moment that the United States has
a very high percentage of the world’s largest companies or accounts for a
disproportionate share of the world’s research and development or to look
at some other attribute of the commanding size of the American economy
misses the fact that these figures would have been higher in the past and
will be lower in the future.

Take the most notable illustration: in the ten years leading up to the
global financial crisis (1998-2007), China’s economic growth averaged
9.95 percent per year, while that of the United States averaged 3.02 percent.
China was becoming an important engine of global economic growth, and
the gap between the absolute size of the two economies was narrowing.
The crisis only accelerated those trends. Considering, admittedly some-
what arbitrarily, five years as the “postcrisis” era, from 2008—12 the Chinese
economy averaged an annual rate of growth of 9.26 percent and the United
States 0.58 percent. Put another way, at the end of 2012, China’s economy
was 55 percent larger than it had been in 2007 while the US economy was
not quite 3 percent larger. Once again, it is important not to run ahead of
this data. China faces some formidable economic challenges in the coming
years. Its rate of economic growth will very likely decelerate. But most pro-
jections of economic growth, even those that are cautious about China and
optimistic about America, suggest that even if US growth tracks toward
the high end of its potential and China’s checks in closer to the lower end of
its commonly anticipated trajectory, each year (and over the years) China
will grow faster than the United States.? And it will not be the only country
to do so, not by a long shot. In sum, from an American perspective, it is not
that “the sky is falling.” Growth might even pick up a bit. But the general
trend of the diffusion of economic activity throughout the globe, moving
toward Asia in particular, will almost certainly continue, and it will have
predictable political consequences.

Economics and Politics

These economic trends will also take place in domestic and international

political contexts; that is, economic phenomena will be filtered through
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political processes that will magnify, deflect, or in some cases possibly even
mute their implications. I have argued, for example, that one consequence
of the delegitimization of the second US order (coupled with the diffusion
of global economic power) will be pressure on the dollar’s role as an inter-
national currency. Political factors will attend to almost every element of
this story. Again, the context of this argument needs to be clear: I anticipate
a relative diminution of the dollar’s international role; it will be encroached
on especially at the fringes of its influence, on the European periphery, in
the Middle East, and in Asia. It continues to be most likely that the dollar
will remain the world’s most commonly used international currency, but
that relative diminution will matter. Managing a currency perceived to be
in relative decline will present new complications and challenges and im-
pose on domestic macroeconomic policy autonomy as the dollar and US
economic policies are subject to closer and more skeptical scrutiny in world
markets. And again, this is fundamentally the opposite of the US experi-
ence since the end of World War II.

The financial crisis provided an all-too-painful reminder of the eco-
nomic illogic of the euro, which has given the dollar some breathing room
(and was one of the reasons that the dollar served as a safe haven even dur-
ing a crisis that originated in the United States). But those fundamental
problems will, one way or another, be resolved, and looking toward the
future, it would be surprising if the euro did not re-emerge as, at the very
least, a plausible hedging alternative, if not full “peer competitor,” to the
dollar.! An increased desire, perhaps most obvious in Asia and especially
within the range of China’s expanding international economic orbit (but
in fact more generally throughout the world) for a more diverse range of
currency and reserve options will also work against the greenback. It is
also possible to imagine that as the United States becomes increasingly en-
ergy independent due to increased domestic gas and oil extraction, Gulf oil
states may rethink their exclusive reliance on the dollar, a relationship that
to some extent rests on an understanding of an American security guaran-
tee.’ Although even an energy-independent America would retain a strong
interest in assuring the free flow of oil from the Persian Gulf, the United
States might (quite plausibly) conclude that the threat of such an interrup-
tion has been overstated. At the same time, local actors making similar
assessments might come to doubt the wholeheartedness of the US security

commitment, especially if it appears that budgetary pressure is forcing the
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United States to prioritize its military commitments. With Gulf oil—and
Gulf interests—tied up more and more with trading partners in Europe
and Asia, over the years currency might follow, leading to a relative rebal-
ancing of monetary holdings and a recasting of monetary understandings.

Even if, as is likely, the dollar remains “first among equals,” the relative
diminution of its use might cause it to shift from what political scientists
call a “top” currency to a “negotiated” currency.’ This will present new
pressures on the management of the dollar, which, although economic in
nature, will nevertheless play out on political stages. During times of in-
ternational crises and confrontation, for example, the dollar may come,
uncharacteristically, under pressure on world markets. And, as noted in
chapter 7, fragile currencies make for timid statesmen.” Certainly some
may argue that US foreign policy might be well served by new disincen-
tives to act rashly, but the point remains that in the context of relative
dollar diminution, the United States will face constraints and inhibitions
during international political crises that it has not previously experienced.

Another political phenomenon likely to become more common, at least
from an American perspective, is increased international squabbling over
exchange rate issues. States invariably seek to shift the burdens of adjust-
ment abroad; these costs can be quite high and are politically unwelcome.
(It bears repeating that much of Europe’s current crisis is little more than
a fight over how to distribute the burdens of macroeconomic adjustment.)
During both its first and second postwar orders, the United States didn’t
think much about the burdens of adjustment—it just acted unilaterally
and left others to deal with the consequences.® In an increasingly multi-
polar international economy, with a relatively diminishing international
role for the dollar, this will no longer be the case, and this will compound
the new US sensitivity to the presence of external constraints.

A key word here is new, and this introduces still another political vari-
able that will interact with (and most likely magnify) the real effects of the
diffusion of economic power and the more salient exposure of the United
States to pressures for adjustment, new macroeconomic vulnerabilities,
and the latent-but-lurking-in-the-minds-of-others danger of financial
crisis. These pressures are unfamiliar to the US political system, and that
system is already under considerable stress as it deals (or fails to deal) with
formidable domestic economic problems, including the need to put gov-
ernment spending and taxation on a sustainable trajectory. The US po-

litical system is highly polarized—arguably paralyzed—and the country is
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just emerging from more than a decade of long, difficult, and costly wars.
Faced with new pressures and constraints, commonly frustrated by an
inability to have its own way, and in the context of chronic pressures on
government spending, the United States might become disenchanted with
global leadership.’

American elites and citizens are unfamiliar with having to face macro-
economic constraints, which will in itself likely amplify the power of those
effects. Moreover, the United States does have a long tradition of isolation-
ism and an even more consistent tradition of unilateralism that is not a
vestige of the past but a common attribute of its present. Even in its more
modern, internationalist phase—even when generously internationalist—
the United States has very rarely been willing to be constrained by bind-
ing obligations to others. At the UN, the United States gave itself a veto
over deliberations at the Security Council; at the IMF the United States
insisted on a voting share that assured it de facto veto power. When the
Bretton Woods monetary system became inconvenient, the United States
disposed of it. After the end of the Cold War, although the United States
often sought UN approval for its military actions abroad, it did not predi-
cate its willingness to use force on the assumption of such approval.

Given the highly charged context of contemporary American politics,
and with the fraying of the bipartisan Cold War foreign policy consensus
that has left neoisolationist forces in the United States stronger than they
have been at any point since the early 1950s, a real possibility exists that new
constraints, frustrations, and vulnerabilities will lead to a reassessment of
America’s engagement with the rest of the world. The domestic politi-
cal reception of the new challenges that the United States will face may
inhibit the exercise of American power—and the reach of its international
political influence—to an even greater extent than the imperatives of real
economic constraints might imply. Magnified or not, the emerging limits
to US power will, over time and by definition, affect the international bal-

ance of power, and from there the pattern and disposition of world politics.
The Future’s Uncertain
Implicit in this discussion has been an assumption that global develop-

ments will be characterized more by continuity with regard to underlying
factors than by sudden or discontinuous change. (There are some modest
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exceptions: China’s growth rate will likely decelerate and Europe’s will
eventually return to normal.) This certainly need not turn out to be the
case. Indeed, the most common blunders—often whoppers—by analysts
of world politics have been the result of implicitly assuming continuity
rather than change with regard to trends that influence international rela-
tions."” Moreover, even accounting for the possibility of discontinuity and
change, my own perspective is to be fundamentally skeptical of the entire
predictive enterprise in the social sciences.

Alfred Marshall, one of the founding fathers of modern economic
theory—Joseph Schumpeter called him “the great teacher of us all’—was
profoundly skeptical of prediction.!! Marshall explained how the problem
of contingency severely circumscribes the prospects for all but the most
limited efforts at prediction: “Prediction in economics must be hypotheti-
cal. Show an uninterrupted game at chess to an expert and he will be bold
indeed if he prophesies its future stages. If either side makes one move ever
so little different from what he expected, all the following moves will be
altered; and after two or three moves more the whole face of the game will
have become different.”"

This was a perspective shared by our unlikely trio, Keynes, Knight, and
Hayek. Just as these very disparate (and often oppositional) economists
each saw a world of uncertainty as opposed to risk (and thus would have
rejected rational expectations theory and the efficient markets hypothesis),
they were also profoundly skeptical, to say the least, of the ability of so-
cial scientists to make bold or confident forecasts. Knight saw a belief in
prediction as the basic flaw in economic theory; he stressed instead “the
inherent, absolute unpredictability” of social scientific phenomena, and he
contrasted the prospects of such forecasting “with the scientific judgment
in regard to natural phenomena.” Hayek also emphasized the distinction
between the natural and social sciences, which informed his insistence
that “in the study of such complex phenomena as the market,” economists
could expect to offer no more than “only very general predictions about
the kind of events which we must expect in a given situation.” Keynes, of
course, shared these views. Regarding “the prospect of a European war”
or “the price of copper and the rate of interest twenty years hence” or “the
obsolescence of a new invention” and the consequences of such develop-
ments, he said: “About these matters there is no scientific basis on which

to form any calculable probabilities whatever. We simply do not know.”"®
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The prospects for prediction are even dimmer in international politics
than they are in economics. “The first lesson the student of international
politics must learn and never forget,” Hans Morgenthau insisted, “is that
the complexities of international affairs make simple solutions and trust-
worthy prophecies impossible.” Especially in a political context, one set
of unanticipated disturbances or idiosyncratic decisions not only nudges
actors toward one path instead of another but also reveals paths previously
unseen. What Morgenthau called “the interminable chains of causes and
effects” renders efforts at prediction unproductive and, especially when
expressed overconfidently, unwise."

Sensitivity to the considerable limits of prediction in international re-
lations informs the way the arguments in this book—and disagreements
with those arguments—should be interpreted. The arguments [ have
made imply certain expectations about the future, but it is the argumenta-
tion that matters, not the outcomes. Even in a world of risk (that is, in a
world where the underlying probability distribution of outcomes is know-
able) the expectations of the best analytical machine (that is, judicious pre-
dictions of what will most likely happen) will often, even commonly, be
different from the actual events that unfold.”

With the logic of the reasoning I have presented in this book more im-
portant than the batting average of my predictions, two things come to
the foreground for probing the limits to (and potential errors of) my argu-
ments. The first is to fix on the possible sources of analytical error. I have
placed great emphasis on a new heterogeneity of thinking about money
and finance and the delegitimization of what I have termed the second
US postwar order. From these have flowed concepts including “buyer’s
remorse” on the part of China and reduced American international po-
litical influence due to a loss of “hegemonic socialization.” This could be
wrong. Instead of signaling an inflection point, disenchantment with the
American model could be a blip, or a hiccup, but not a lasting disturbance
from the original path. After the dust settles, actors outside the United
States might decide that the American financial model is indeed the sin-
gularly correct one. I don’t think they will, but that’s exactly the point:
if 'm wrong about this, some of the arguments in this book become less
compelling.

Similarly, I have assumed that the general trend of the diffusion of

global economic activity will continue; that is, as a back-of-the-envelope
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calculation, US GDP as a share of world product will be lower ten years
from now than it is today. I've also suggested that the real implications of
this trend will be exacerbated, and thus its implications magnified, by a po-
larized, if not completely dysfunctional, US polity further stressed by the
unfamiliarity of dealing with the challenges of external macroeconomic
pressures and constraints. Each of these expectations may also be wrong.
On the political side, for example, even if economic trends remain consis-
tent, on paper at least, there are a range of plausible “grand bargains” of
tax increases and reforms to the major entitlement programs that would
put the government’s finances and debt burdens on a sustainable trajectory.
America’s fiscal problems are not monumental by historical standards, and
they are less daunting than those faced by some other states in the con-
temporary system. Thus a little statesmanship and political functionality
might go a long way. Were such a grand bargain to be reached, it would
take the edge off, though not eliminate, new constraints on the American
economy and mitigate some of the external wariness about its future. It
would also likely speak favorably to the prospects for the performance of
the economy as a whole, moving forward. Regarding the economy and the
force of my argument, if I have overstated the material trends that rela-
tively disfavor the US economy, that would also throw some sand in the
gears of my analytical machine.

There are indeed some analysts who are bullish on the prospects for US
economic growth. These tend to emphasize various factors in America’s
favor, including the emergence of very cheap local energy that will present
a competitive advantage for domestic industry, as well as favorable demo-
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graphic trends.'® And the better the US relative economic performance,
the more its relative underlying power will endure; it would also serve to
sustain or at least to slow the rate of diminution of the international role
of the dollar. Nevertheless, my own view is that, despite reasons for opti-
mism, especially with regard to the trajectory of corporate profits, although
it is clearly characterized by obvious strengths, the US economy neverthe-
less faces daunting challenges. Those challenges, including infrastructure,
health care, education, and social mobility, will inhibit the dynamism of
and long-term prospects for the US economy, even as GDP continues to
recover from the depths of the financial crisis.”

The second implication of skepticism about prediction, and to guard
against the analytical tyranny of assuming that the future will look like



Conclusions, Expectations, and Speculations 167

the recent past, is that we should consider counterfactual mental exercises
of “anticipation.” The goal of such efforts is not to assign relative prob-
abilities, even loosely, to competing scenarios—I cannot emphasize enough
that in a world of uncertainty, the probabilities of potential outcomes can-
not be assigned, and many outcomes are essentially unforeseeable. Still,
there is much to be said for the goal of “trying not to be surprised.” That
is, there are a number of imaginable futures out there and, most important,
a number of imaginable discontinuities, which can be anticipated, if not
predicted.'® The goal is not to improve precision in the assigning of odds,
but rather to be alert to the possibility that some less likely but potentially
very disruptive events might occur. It is not possible to account for all of
the wild cards out there, but there are some in the deck that are plainly vis-
ible. If any of them are deal, it is important to understand how they would
affect outcomes in world politics and reshape the expectations that I have
presented in this book.

If I'd known where it would end, I’d have never let anything start

Major, game-changing discontinuities are plausible, and easily imagined,
and would require a reassessment of my conclusions.” A major finan-
cial crisis with the United States at its epicenter—either a dollar panic or
what would become known as “Too Big to Fail Two”—would assure the
final dismemberment of the second US postwar order, reduce further US
power and influence, and accelerate decline of the dollar as an interna-
tional currency. The complete implosion of the euro would bolster the dol-
lar as the only safe harbor in sight, though that assumes that such a crisis
would not pull down a major US financial institution along with it, which
might be wishful thinking. Moreover, the damaging effects on the econo-
mies of the United States and China that would result from a deepening
of Europe’s economic distress should not be underestimated. Finally, it is
easy—all too easy—to imagine not simply a deceleration in China’s eco-
nomic growth but its basic interruption. New, sustained economic distress
in China would decelerate the shift in the balance of power away from the
United States and bolster the international role of the dollar.

Even if the United States performs near the high end of its most likely
growth trajectory and China near the lower end of its projected path, China
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will still, as I have noted, continue to become relatively more important
in the world economy. But the wild card remains a more radical, disrup-
tive, indefinitely sustained downshift in China’s growth, a possibility that
can’t be ruled out. Instability in its domestic financial sector, internal labor/
migration bottlenecks, and disruptive environmental distress are some of
the myriad problems that might cause a major disruption in China’s eco-
nomic growth.?” This is not something for proponents of American power
to root for, even in their most bloodless realpolitik calculations. Given that
power in international politics is relative, the United States (and the dollar)
would be relatively empowered by a weaker China; but purpose and poli-
tics, not simply power, are enormously important, and US interests would
not be well served by a wounded China. Recall that the People’s Republic
is now the world’s second-largest importer of other countries’ goods, and
growth in those states’ economies has come to depend on China’s large
and growing demand for their products. China’s economy is now so large
that its economic distress would have global spillover effects. Perhaps even
worse, the country is, after all, governed by the Communist Party, yet
“communism” has not served as the basis of the government’s legitimacy
for decades: delivering the economic goods has. A staggering economy
would bring about a crisis of legitimacy that could lead to domestic politi-
cal distress, and a government that perceives itself to be under siege would
have much less room for maneuverability in international political set-
tings. Indeed, it might try to harness virulent nationalism in an attempt to
shore up its relative political power against other actors within the country.
Thus, although a “successful” China might present challenges in world
politics as its ambitions increase with its capabilities, a distressed China
would probably be an even more dangerous entity.

The emergence of a more dangerous and destabilizing China might
also result from external rather than internal developments. Chronic and
irresolvable conflicts with regard to international monetary and financial
relations might also cause an unexpected and game-changing crisis in
world politics. I have argued that increased friction in these areas is almost
certain to occur. That such conflicts could spiral out of control is less likely
but certainly possible. Of the many lessons from the Great Depression, one
worth recalling here is that international politics not only contributed to
the global financial crisis of 1931, and was one of the main reasons why that

crisis was uncontained, but that the crisis in turn had tragic effects on the
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domestic politics of many countries. One reason why the future is always
uncertain is that the foreign policies chosen by states are not inevitable:
from a range of possibilities, one strategy is settled on after an implicit or
explicit debate over competing visions. In the United States, for example,
the debate over isolationism versus internationalism was settled differently
after World War I than it was after World War II. As Tolstoy described,
outcomes seem inevitable as they recede into historical memory.” But right
there in the moment it is clear things could have been quite different. Part
of what determines which foreign policy vision triumphs are perceptions
about the international prospects for competing strategies. As we can see
most clearly with interwar Japan, the global financial crisis of 1931 fore-
closed the prospect for a cooperative strategy envisioned by those advocat-
ing for Japan to rise to great power status within the rules and norms of
the existing order. In the inhospitable 1930s, liberal internationalists, who
had the upper hand in shaping Japanese foreign policy in the 1920s, were
removed from the scene. Militarist nationalists took over.”? Today, China’s
future is similarly unwritten; once again, we have no way of knowing what
is going to happen.?® But alternative trajectories can be envisioned. And
in addition to reckless foreign policy improvisations encouraged by do-
mestic economic distress, an unraveling of the international monetary and
financial order might also lead to the emergence of a difficult, even thug-
gish China that would present alarming challenges—not to the underlying
balance of power, but to American interests and to world politics more
generally.

Another disruptive, discontinuous change might originate in Europe.
I have assumed that the European Union will, however slowly, emerge
from its postcrisis difficulties in an orderly fashion: either it will reach
new understandings that will stabilize its system, with the euro resum-
ing its trajectory as an increasingly important international currency, or,
more dramatically, the eurozone might contract to a hard core of users,
with other members of the European Union establishing different types
of relationships with the euro in a pattern of concentric circles about that
core. But an unraveling of the eurozone might not go smoothly, especially
if it is sparked by sovereign debt crises or the disorderly exit of one mem-
ber that triggers a cascade of self-fulfilling challenges to the credibility of
the commitments of other suspect participants. The basic problems of the

eurozone are not going away: it is not an optimal currency area—labor
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mobility is too low and the pooling of fiscal resources inadequate—and
it is more coherent as a politically motivated identity project than it is as
a single economic unit. The inherent inconsistencies of the common cur-
rency, which forced member states to abdicate the levers of monetary and
exchange rate policies, has left the tourniquet of austerity as the only policy
tool in the medicine bag for states facing distress. All macroeconomic re-
lationships generate disequilibria that require often painful adjustments.
But the eurozone system has reduced the parsing out of adjustment costs
to their most bitter and naked portions.” And as long as participants’ iden-

tity politics only go so far

that is, as long as individual EU states divide
their fellow members, often along north-south lines, into categories of “us”
and “them”—these problems are not going to go away. In 2012, the un-
employment rate was 24 percent in Greece and 25 percent in Spain; it was
5.5 percent in Germany and 5.3 percent in the Netherlands.” Both the very
high levels of unemployment in some EU countries and the disparity in
unemployment rates between member states are generating powerful po-
litical pressures that will not be easy to resolve.

If the euro implodes, that event would presumably bolster the dollar’s
role as an international currency. But it would not bode well for the United
States. The European Union is the world’s largest economic entity, and the
relationship between the United States and the European Union is also the
world’s largest: the two economies are intimately enmeshed.” Economic
distress in Europe is not good for the United States. Moreover, the United
States might have more than just a ringside seat if the Continent were
rocked by its own financial crisis. The Securities and Exchange Commis-
sion, ever so politely, reported in January 2012 that it was “concerned about
the risks to financial institutions that are SEC registrants from direct and
indirect exposures” to European sovereign debt holdings and that “disclo-
sures about the nature and extent of these exposures . . . have been incon-

sistent in both substance and presentation.””

A final wild card

often—is another financial crisis with an origin in the United States. In the

and one that history suggests shows its face all too

immediate aftermath of 2007—8, a common assessment, even of informed
insiders, was that “unless regulations are changed radically . . . there will
continue to be firms that are too big to fail. And when the next, inevitable
bubble bursts, the cycle will only repeat itself.”® Actually, this prediction
seems a bit optimistic: the next cycle would probably be worse. On the
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heels of another crisis, the political will to prevent the financial system
from freezing up and the economy from completely cratering might not
exist, having been exhausted by the previous efforts that generously saved
the industry but showed little empathy for many who became casualties of
the Great Recession.

Far from radical change, the United States has emerged from the global
financial crisis vulnerable to a repeat performance. Its financial sector is
characterized by even fewer, still larger, and highly enmeshed financial
behemoths, playing by most of the old rules and, even worse, by all of the
old norms.” The Dodd-Frank regulatory reforms, and provisions such as
the Volcker rule, designed to restrict the types of risky investments that
banks would be allowed to engage in, have not simply been watered down,
they have been drowned (or at least waterboarded into submission) by a
cascade of exceptions, exemptions, qualifications, and vague language. The
Volcker rule itself, for example, was originally a ten-page document (based
on a three-page memo) that became 298 pages of legislation. And what few
teeth remain are utterly dependent for application on the (very suspect)
will of regulators.*

In sum, in the United States, the “regulatory landscape has been little
changed,” Paul Volcker observed in August 2013. “Here we are, almost
three years after the passage of Dodd-Frank, with important regulatory
and supervisory issues arising from the act unresolved.”' This matters,
especially if, as I have argued, the United States is “returning to normal”
with regard to the basic level of its exposure to potential financial crises.
Recall that for much of the country’s history, its unsupervised financial sec-
tor was dominated by speculators, innovators, risk takers, and more than a
few charlatans and thieves, whose behavior contributed to recurrent crises.
The government began to push back against unbridled finance during the
Progressive Era, but it took the cataclysm of the Great Depression to cre-
ate a political climate that produced meaningful regulation and oversight.
A long period of stability followed. Even Robert Lucas recently observed,
“The fact that during the 66 years that [Glass-Steagall]| remained in force
the United States did not experience any widespread financial crises com-
mands respect, or at least curiosity.”* But beginning in the 1980s the regu-
latory order was dismantled, and finance has grown unchecked, reverting
quickly to the behavioral norms of the nineteenth century and the Roaring

Twenties, with inevitable, if widely disregarded, consequences for systemic
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risk. Some observers expected that the 20078 crisis would have an effect
similar to the Depression and lead to an assertion of political oversight and
regulation as in the mid-1930s.* But this is not happening, because of the
enormous power of the industry, its convergence and enmeshment with
Washington, and the ironic success of public policy in limiting the sever-
ity of the damage (and thus the political momentum for change) this time
around. And so we'll see.

With luck, there won’t be a replay of the global financial crisis, Eu-
rope will find a way to muddle through its troubles (or even resolve some
of them), and China’s growth will slow but not stall. But that emerging
world—the post—financial crisis international order—will bear less of an
American stamp. And the United States, still a great power, perhaps still
the great power, will find its relative power and influence reduced, and it
will be less often able to impose its will, or even, at times, to get what it

wants.
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