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Foreword

With rising inequalities in the context of the great financial crisis, the 
structural power of finance and the Brexit vote, parties of the left and 
centre-left have an important role to play. Jeremy Corbyn’s Labour Party 
must be congratulated for its powerful campaign in the run-up to the 
2017 UK General Election, in which it was clearly able to get its message 
across to millions of people and many more than was expected by oppo-
sition parties and those within the progressive community itself. The 
message of being “for the many, not the few” resonated with close to 13 
million voters and it has a truly progressive basis. But progressives must 
not become complacent and think that the job has been done. Now is 
the time to build on that success.

In fact, if we can be confident of anything, it is that the relationship 
between the UK and the EU will be something completely different to 
what was promised by the Leave campaign during the referendum. The 
EU must remain firm and even more importantly, must remain united. 
There must be no option for the UK to look for potential trade alliances 
in countries such as Hungary, Poland and other new member states. Not 
because the UK must be made to suffer. Quite the opposite. The pro-
gressive community in the UK and Europe must stick together, must use 
each other, to ensure the best possible deal for everyone.

Given this political challenge, FEPS (Foundation for European 
Progressive Studies, Brussels), Policy Network and SPERI (Sheffield 
Political Economy Research Institute, University of Sheffield) joined 
forces in 2016 to convene a series of workshops in the framework of 
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their joint project ‘Diverging Capitalisms? Britain, the City of London 
and Europe’. The project also benefited from the financial support of the 
European Parliament. The aim of the joint venture was to consider the 
changing nature of the British economy, its place within the European 
economic space and the consequences of ‘Brexit’. The work undertaken 
fed into a number of policy briefs, and, finally, in the publication of this 
edited book.

The research project was designed to allow for open discussion about, 
the socio-economic ramifications of Brexit, the changing nature of the 
city of London, the global financial crisis and social and economic ine-
qualities across Europe. One objective of this research project was also 
to bring together a group of scholars to reflect about these issues of pro-
found importance to the future of Europe and the role of Britain within 
the European economic space—even before Brexit became a reality. The 
roundtable debates that took place in London and Brussels allowed the 
authors featured in this book to pit their ideas and hypotheses against 
those of other academics, policymakers and think tankers in London and 
Brussels. Through this publication, FEPS, Policy Network and SPERI 
hope to spur innovative thinking to enrich the debate about the future of 
progressive politics and economic restructuring in Europe.

Brussels, Belgium  
June 2018

Dr. Ernst Stetter  
Foundation of European 

Progressive Studies
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CHAPTER 1

Introduction: Brexit and European 
Capitalism—A Parting of the Waves?

Colin Hay and Daniel Bailey

In the early 1990s it was de rigueur to argue that the challenge of  
competitiveness in an age of ever greater economic interdependence 
was likely to put pay to the institutional diversity of capitalism itself, 
certainly in the western world. Globalisation, in other words, was 
an agent of convergence like no other—driving down taxation, reg-
ulation and welfare spending. Lumped together, as it so often was, 
with the end of the Cold War’s ideological battle, this prompted the 
liberal Right to herald proudly the ‘end of history’ with the global 
triumph of both Anglo-liberal capitalism and Anglo-liberal democ-
racy (Fukuyama 1989). It political-economic terms, it was argued 
that the (largely) exogenous and (seemingly) agentless forces of glo-
balisation compelled states to engage—and, ultimately, to succeed 
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in—the interstate competition for internationally-mobile capital if 
they were not to endure a profound loss in economic performance. 
In short, they had no alternative other than to adapt their political 
economies to the (perceived) needs of global finance. This, it was 
posited, would necessitate a form of state transformation character-
ised by fiscal restraint, supply-side rather than demand-side forms 
of intervention, the prioritisation of low inflation over full employ-
ment, and the re-moulding and re-purposing of existing welfare state 
institutions to suit the goals of national strategies for attaining and 
sustaining competitiveness. The ‘competition state’, as it was termed 
(by critics as well as admirers), was thus identified as the successor to 
the Keynesian welfare state of les trente glorieuses, the model around 
which the contemporary nation-states would henceforth crystallise 
(Cerny 1997).

Yet despite this claim, hypothesis, hunch or conjecture—and per-
haps unremarkably to students of the longue durée—capitalist diver-
sity persisted. In 2001, Peter Hall and David Soskice published their 
now seminal text, Varieties of Capitalism. Based, as it was, on a fusion 
of rational choice and historical variants of the new institutionalism, it 
sought to demonstrate that the political economies of the advanced cap-
italism worlds were in fact clustering around not one but two models. 
These twin Pareto optima were, in effect predicated on, and sustained 
by, different institutional foundations of national competitiveness. The 
first of these model capitalisms they termed the Liberal Market Economy 
(LME). It was characterised by flexible labour markets, stratified wages, 
and mobile capital with a typically short-term focus. LMEs, thus under-
stood, were seen as innovative, flexible, adaptive and responsive to 
changing competitive circumstances, a process lubricated by a liberal-
ised financial sector allocating resources between opportunities as they 
presented themselves. Hall and Soskice’s exemplary LME cases were the 
Anglophone economies—the USA, the UK, Ireland and Australia. The 
liberal character of their market governance was seen to be mirrored in 
the more individualistic character of their cultural tendencies. The sec-
ond model capitalism identified and described by Hall and Soskice was 
the Coordinated Market Economy (CME) model. Here we find a more 
densely institutionalist configuration—a corporatist model in which 
non-market relations take on a far more important role. This model 
involves by a less arms-length role for the state—a coordinator and not 
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just a regulator. CMEs are characterised by more tightly and actively reg-
ulated labour markets, a greater degree of social protection, and a virtu-
ous self-reinforcing cycle of patient capital, long-term investment in skills 
and training, and collaborative rather than conflictual industrial relations 
in which employer organisations and trade unions play a central role 
alongside the state. The CME model is most commonly used to denote 
the economies of Germany, Sweden, Finland, Switzerland, Norway and 
the Netherlands.

Hall and Soskice’s approach has proved phenomenally influential. Its 
central premise is that the variety of capitalism to which an economy 
belongs shapes profoundly the types of corporate strategy to be found 
within it, influencing in turn levels of productivity, domestic disposable 
income and so forth. The theoretical and conceptual tools proffered by 
Hall and Soskice are a touchstone for comparative political economists 
seeking to understand the role of national institutional configurations in 
shaping economic practices and strategies of competitiveness—with their 
broader implications for the distributional patterns, systemic risks and 
political contestation pertaining to national capitalist systems (Schmidt 
2002; Hay 2004, 2005; Rhodes 2005; Hall and Gingerich 2009; Hall 
2014; Soskice et al. 2016).

Yet it is important to note that the analytic distinction between LMEs 
and CMEs is an ideal-typical one. As many scholars have argued, the theo-
retical categories and empirical claims posited by the framework are highly 
contestable (Pontusson 2005; Bruff and Horn 2012; Bruff and Ebenau 
2014; Bailey and Shibata 2014; Coates 2015). As such, and as Hall and 
Soskice themselves made clear, no country can be expected to conform to 
either model in its entirety. The specificities of institutional change inter-
act with relatively distinctive national growth models which incentivise the 
privileging of particular sectors in economic governance (such as the City 
of London or the Bavarian manufacturing industry) resulting in idiosyn-
cratic paths of economic development (Hall and Thelen 2009; Hay and 
Wincott 2012). However, the categorisation did succeed in emphasising 
the different strategies capable of achieving competitiveness. In so doing, 
it came to serve as an important corrective to the expectation, typical of 
the literature of the time, of a globalisation-engendered process of conver-
gence. In place of this simple convergence thesis Hall and Soskice substi-
tuted a more complex and institutionally-differentiated dual convergence 
thesis.
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That was then. Since the 2008 financial crash the world has changed 
significantly—and so has how we think about it. With the benefit of the 
hindsight the crisis affords, some of the limits of convergence theses 
(whether simple or dual) are more starkly exposed. Put bluntly, to under-
stand the developmental trajectories of contemporary capitalism it now 
seems rather more important to focus on sources of disequilibrium and cri-
sis, rather than to work with equilibrium models. In a world in which it is 
acknowledged that crises are possible, there are limits to the value of ide-
al-typical reflections on stylised models of capitalism. For such approaches, 
however well they might describe a current situation, fail to anticipate, and 
lack the conceptual resources to make even retrospective sense of, crises.

Arguably, then, one of the casualties of the crisis is our current under-
standing of the dynamic variability of capitalism institutionally. This vol-
ume is a contribution to the debate such a reflection presages.

An initial point of departure is the acknowledgment that the political 
attempts to navigate low levels of economic growth since the crisis do 
not lend themselves readily to a story of convergence (whether simple or 
more variegated). The 2008 crash was followed by the European sover-
eign debt crisis, increasingly fractious relations between the Eurozone’s 
creditor and debtor countries, prompting attempts at capitalist restruc-
turing intended to instigate national economic recoveries. The 2010s 
have thus seen European economies implement differing levels and types 
of fiscal austerity, monetary activism (within and beyond the Eurozone), 
welfare retrenchment and labour market reform. Simultaneously, the dis-
content fostered by low growth and the political attempts to navigate it 
have contributed to the rise in popularity of right-wing and Eurosceptic 
populist figures and parties particularly amongst unskilled or semi-
skilled workers in deindustrialised regions (the so-called ‘left behind’). 
Although it is an identifiable trend across Europe, the most conspicuous 
manifestation of the populist ascendancy so far is ‘Brexit’ itself; the with-
drawal of the UK from the European Union and (it now seems clear) 
the Single European Market. The exact terms of the UK’s withdrawal 
are subject to intense on-going negotiations. It is on the outcome of 
these negotiations that arguably the very feasibility of the UK’s existing 
growth model will rest.

But the uncertainty that Brexit has prompted is not contained domes-
tically; it has certainly heightened the sense of political indeterminacy 
(albeit to differing degrees) within European economies. The strategic 
disorientation within the UK created by Brexit itself suggests further 
bouts of fragmentation and capitalist re-structuring in the near future, 
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matched in all likelihood by political-economic change within the EU 
now that its erstwhile ‘awkward partner’ is set on a different course 
(whatever that turns out to be).

For some, particularly the Conservative Party’s ‘Brexiteers’, Brexit 
represents an opportunity for a further radical liberalisation of the UK 
economy. No longer bound by supra-national ‘red tape’ and the EU’s 
regulatory disposition, the UK in such a conception might re-fashion 
itself as a European Singapore, paring back still further the vestiges of 
its labour market regulation whilst cutting taxation and reducing further 
welfare eligibility and generosity. Competitiveness would be achieved in 
this model through the offer of a ‘good business environment’ to inter-
nationally mobile capital, at the expense of hard-won workers’ rights, 
environmental protections and the scope of the state’s existing welfare 
policies. Central to this strategy would be the swift negotiation of trade 
deals with the emerging economies of Asia and South America, in par-
ticular, a precondition of which is that the UK cannot remain a mem-
ber of the Customs Union. In the short term, the UK would fall back 
to the trade terms of the WTO, or would take the advice of the group 
formerly known as ‘Economists for Brexit’ (now rebranded ‘Economists 
for Free Trade’) to declare a unilateral strategy of trade liberalisation by 
eliminating any and all tariff and non-tariff barriers. This would represent 
a drastic deepening of the Thatcherite project (or at least its neoliberal 
elements) in the UK. It is at present by no means widely supported. But 
if no trade agreement has been reached between the EU and the UK at 
the point of withdrawal (on March 29, 2019, two years after the trig-
gering of Article 50) then its proponents could feasibly swell in num-
ber. This is a proposal that many card-carrying Brexiteers within the 
ruling Conservative Party incline towards—including, of course, both 
Boris Johnson and Jacob Rees-Mogg. But the opposition to it, including 
within the current Conservative Cabinet, should not be underestimated. 
At times, during what has to date been a fraught negotiation process, 
its value to the government has seemed to be the tacit (if perhaps rather 
hollow sounding) threat that it might be seen to pose. It need hardly 
be pointed out that this is a potentially dangerous game to play—not 
least as it has given a platform that it might not otherwise have had to a 
hyper-liberalising idea of Britain after Brexit.

A very different conception of the post-Brexit scenario is reached in the 
UK were it to remain a member of the Customs Union and retain access to 
the European Single Market (and its attendant regulatory structure). Here 
the potential divergence between Britain and the EU would be far less 
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drastic. This is the so-called ‘Soft Brexit’ option—the scarcely veiled prefer-
ence of the UK Treasury in opposition to the Department for Exiting the 
European Union. Philip Hammond, the Chancellor of the Exchequer and 
chief proponent within the Cabinet of a ‘Soft Brexit’, believes that such a 
deal is likely and that any capitalist divergence resulting from Brexit will be 
modest. To the dismay of the many Brexiteers in his Party, he argued at the 
World Economic Forum in Davos that:

Instead of doing what we’re normally doing in the trade negotiations – 
taking two divergent economies with low levels of trade and trying to 
bring them closer together to enhance that trade, we are taking two com-
pletely interconnected and aligned economies with high levels of trade 
between them, and selectively moving them, hopefully very modestly, 
apart. (Hammond 2018)

The battle lines are drawn. As this suggests, the internal politics of the 
Conservative Party make it extremely unclear to what degree we will wit-
ness a significant change in UK macroeconomic strategy and an associ-
ated potential bifurcation of British and EU capitalisms in the decades to 
come. Even the short-term trajectory is unclear. It may well be that by 
the end of the current Parliament, Britain will actually conform less well 
than it does today to the LME template. Theresa May has already pro-
fessed a certain critique of financialised Anglo-liberal capitalism. In her 
first Conservative Party speech as Leader, in the midst of the tense politi-
cal climate after the EU referendum, she chose to denounce the stateless 
‘international elite’ and vowed to re-unite the country by making ‘cap-
italism’ operate ‘more fairly for workers’ (Financial Times 2016). In a 
later speech in January 2017, she refuted the principles of Thatcherism by 
stating that ‘people who are just managing, just getting by, don’t need a 
government that will get out of the way, they need a government that will 
make the system work for them’ (Financial Times 2017). She has since 
proposed worker representation on corporate boards and re-introduced 
the language of industrial strategy (if, as yet, not with a great deal of sub-
stance) back into British politics. These are sentiments which have divided 
the Conservative Party and have not at the time of writing been translated 
into major policy changes. The difficulties of overcoming the ‘lock in 
effects’ of existing competitive advantages and vested economic interests 
in order to change macroeconomic course appear to have been too great.
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Yet Theresa May appears cognisant that the strategic considerations 
of economic re-orientation must be attuned to the broader context of 
the social crises precipitated by recent waves of capitalist restructuring. 
This is a febrile context in which to engage in macroeconomic strat-
egising. The particular types of austerity measures and labour market 
reforms (chosen by ruling parties or demanded by the Troika) since the 
2008 financial crash—and their impacts on the wage share, precarious 
work and inequality especially—have had profound political and social 
impacts. They have compounded deeper structural issues of socially 
and geographically unequal growth, the increasing importance of asset 
ownership in determining distributional outcomes (Piketty 2014), 
and the incremental dismantling of the welfare state and the concom-
itant rise of private debt (Soederberg 2014). These capitalist structures 
have contributed heavily to the spectrum of discontentment evident 
in Europe today. As already alluded to, one manifestation of this has 
been political polarisation. The precariousness in deindustrialised low-
growth areas outside the major cosmopolitan cities amongst unskilled 
or semi-skilled workers has seemingly contributed to anti-establishment 
sentiment and rise of right-wing populism, as discontent has bred dis-
tributional conflicts on racialised lines and anti-immigration feeling. 
Meanwhile, the younger generations and the poorest (particularly but 
not exclusively in the UK) are looking further to the left as a result of 
being so deeply affected by policy decisions and being almost entirely 
excluded from the asset appreciation which is so central to the UK’s 
current growth model. The decade of sluggish economic performance 
since 2008 has also had ramifications for geo-political fragmentation, 
with many in Scotland and Northern Ireland uncomfortable with their 
place in a ‘Brexiting Britain’; reflected by separatist movements in main-
land Europe under similar economic conditions. These developments 
seem to be, and indeed should be, of serious concern for Theresa May’s 
government as it wrestles with strategies to improve the UK’s eco-
nomic performance. May has already gained the reputation of being 
a cautious politician, and the performance of the Labour Party in the 
2016 UK General Election will only have intensified her caution fur-
ther. Alternative economic thinking is not imprudent in such a context, 
but there is a danger that certain strategies could exacerbate rather than 
alleviate social instability.
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This is to say nothing of the environmental threats to European pros-
perity, which threaten to very foundations of wealth creation. The conse-
quences of ecological degradation to economic performance were most 
famously assessed by Nicholas Stern, whose findings have been seen as 
conservative in order to garner political support by some (Stern 2006; 
Anderson and Bows-Larkin 2012). Environmental degradation represents 
not only the threats to capitalist production still to come, but trends which 
are already feeding into economic performance. Pessimism about the future 
of economic growth itself, the levels of which have been in steady decline 
since the mid-1970s, suggests that the current malaise is not necessarily a 
punctuation of the equilibrium (Streeck 2014). This is a politically and eco-
nomically tumultuous period which threatens to get even worse.

So what are the foundations of competitiveness upon which European 
political economies can achieve greater prosperity in the twenty-first cen-
tury? What are the sectors of growth in the coming decade and what are 
the political strategies capable of nurturing them? And, perhaps just as 
significantly, what are the potential institutional means of sharing the 
proceeds of economic success equitably?

These are questions of profound importance for the parties of the left 
and centre-left, whose vote share has declined in recent years, at least in 
part because of their inability when in office to halt the trend towards 
rising inequality (Crouch 2012). As Patrick Diamond (2016) has noted, 
in its electoral appeal the left has tended to depoliticise economic choice 
since the 1980s, opting to deploy a more technocratic language vis-à-
vis economic policy options. This has undermined its ability to respond 
to the subsequent economic crisis and created an ideational vacuum in 
political-economic thinking in sites of power. As a result, many progres-
sive parties were seen as complicit in the choice for and implementation 
of austerity in the period since the 2008 financial crash. And they have 
suffered electorally as a consequence. The offerings of many traditional 
parties of the left are greeted with more muted enthusiasm today, with 
core sections of their traditional support base having become less and less 
enamoured by the cause and in some cases even defecting to right-wing 
populist parties (Mair 2011). In this context, it is crucial that the debates 
on developmental capitalist models return to prominence. How do social 
democratic parties adapt to the economic realities facing their elector-
ates? How can progressive political-economic strategies address the 
economic, social and environmental issues raised by, and ultimately trans-
form the dysfunctional capitalisms of Europe? Can socially just economic 
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models be based on sustainable foundations of competitiveness? Is redis-
tribution alone enough to mitigate the rise of inequality in the context of 
Piketty’s analytical insights about the distributional patterns of capitalist 
societies? In short, where does progressive politics go from here (see also 
Coates 2018; Hay and Payne 2015)?

To respond to the failure of Europe’s social democratic parties in 
the last decade, we must begin with a sober analysis of the character 
of European capitalisms, the inequalities they generate, the models of 
growth being nurtured, the evolving nature of the financial sector, and 
the UK’s changing role in the European economic space in the context 
set by the vote for Brexit.

This edited collection brings together some of Europe’s most eminent 
political economists to address these key questions. Its aim is to stimulate 
a reflection on how the financial crisis, the Eurozone crisis and Brexit 
have changed the political economies of the UK and Europe since 2008, 
and how they alter the conditions for British and European prosperity in 
the future. As such, the scope of the book incorporates reflection upon 
how recent developments have impacted upon economic instability, the 
City of London, inequality, economic governance, and the dynamics of 
the UK growth model. The authors draw upon the analytic resources 
of the varieties of capitalism debate (if not necessarily that of Hall and 
Soskice themselves), as well as their knowledge of British and European 
political economy, to make sense of these developments.

This analysis also serves to inform a conversation about progres-
sive politics for the 2020s. What are the prospective progressive politi-
cal strategies which are best attuned to this new economic terrain? What 
strategies can nurture new dynamics of prosperity and mitigate social ine-
quality? Can Social Democracy re-invent itself to meet these challenges 
or should it now be considered obsolete?

The project from which this book is derived was a collaboration 
between the Foundation of European Progressive Studies (FEPS), 
the Sheffield Political Economy Research Institute (SPERI) and Policy 
Network. The joint mission was to reflect on the changing nature of the 
British economy, its place within the European economic space and the 
consequences of Brexit, in the context of a series of ongoing crises in 
the global economy and the escalation of political unrest. Our ambitious 
agenda sought to bring together and better articulate concerns with 
the particular structural imbalances characterising the British economy, 
the role of the City of London within it, the foundations of British and 
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European competitiveness, the attempts to coordinate economic govern-
ance at the European level, and the implications of Brexit for each. The 
agenda was deliberately inclusive, a breadth justified by the importance 
and timeliness of the issues with which we were dealing. This volume, 
the final output of the project, retains that breadth and ambition. Each 
of the commissioned chapters offers, we feel, a provocative argument 
based on significant and original research.

As with any volume of this nature, the book’s empirical scope is 
wide-ranging and its analysis multi-tonal. However, four key themes 
underpin the collective enterprise, marking out we hope its distinctive 
contribution to the existing literature. They are as follows:

•	the long-term development of the UK’s growth model and the 
potential strategies, both macroeconomic and in the UK business 
community, which will ensure competitiveness beyond Brexit;

•	the City of London’s role in the architecture of global finance, 
its relationship with imbalances and instability in the British and 
European economies, the City’s evolution since the global financial 
crisis, and the opportunities and risks presented by a Hard Brexit;

•	the role of the UK in, and the implications of Brexit for, EU eco-
nomic governance;

•	the prospects of social democracy in the midst of a dividing Europe.

In the opening chapter, Andrew Gamble locates the current political- 
economic plight of the UK in its proper historical context, charting 
the evolution of the UK’s economic growth model and the corner-
stones of its competitive advantage throughout the post-war period. 
He details the impact of the loss of empire, various post-war crises and 
the influence of successful CMEs in mainland Europe on the UK’s 
macroeconomic strategy before contemplating potential post-Brexit 
re-orientations of strategic direction for the UK’s LME. He argues 
that three political-economic scenarios are foreseeable for the UK 
after Brexit: a ‘soft Brexit’ whereby the UK would remain part of the 
European Single Market and capitalist divergence would be limited, the 
adoption of an ultra-libertarian Singaporean model entailing the dec-
laration of unilateral free trade, and a protectionist turn which would 
profoundly re-shape the character of the UK economy. He considers 
the implications of each for the future of British and European capital-
isms and the conditions of existence of each.
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In the following chapter, Leila Simona Talani makes the case that the 
relationship between the City of London, the Treasury and the Bank of 
England (the famous ‘City-Bank-Treasury nexus’ first identified by Perry 
Anderson in the 1960s) will ensure that the City of London will con-
tinue to thrive as a global financial centre in spite of Brexit. She argues 
that Brexit will allow the financial institutions that together comprise 
the City to more credibly threaten to re-locate their operations else-
where, and as such we are likely to see a governmental response which 
assuages their fears and compensates for the (still hypothetical) loss of 
access to the European Single Market. As such, policy-making in the UK 
Treasury and the Bank of England will become even more attuned to the 
City’s needs precisely because of Brexit. The implication is that we are 
likely to see the protection of the square mile’s competitive advantage, 
not its erosion. This would represent the continued privileging of finan-
cial activity over productive activity, and the privileging of capital over 
(unskilled or semi-skilled) labour, in UK public policy; the key character-
istic of what Talani refers to as ‘pragmatic adaptation’.

Helen Thompson asks herself why the City of London, given its 
pivotal role in the UK’s growth strategy, failed to prevent the referen-
dum on the UK’s EU membership and consequently Brexit itself. The 
Conservative Party’s decision to jeopardise the UK’s historical compet-
itive advantage in finance in such a way has been a source of conster-
nation particularly for those who believed that the ‘structural power of 
capital’ would prohibit any political outcomes which threatened profit-
ability. Thompson, however, puts forward a compelling three-pronged 
case which recasts and, in so doing, resolves this apparent paradox. 
Firstly, she argues the City’s interests are no longer as dependent on 
Sterling as they were, due to the gradual development of the offshore 
Dollar, Euro and Renminbi markets in the 1950s, 2000s and 2010s 
respectively. This decreasing importance of Sterling in the City meant 
that the interests of the latter were not as bound up with the domes-
tic UK economy as is commonly believed. This in turn provided 
David Cameron with more ‘room for manoeuvre’ than he would oth-
erwise have enjoyed when it came to attempting to resolve the divide 
on Europe within his own party. Secondly, the City had come to fear 
re-regulation and the imposition of additional forms of taxation (likely a 
ban on short-selling, rules on bankers’ bonuses and the introduction of 
a Financial Transactions Tax) from Brussels as part of the fall-out of the 
2008 financial crisis and the subsequent Eurozone sovereign debt crisis. 
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These crises had exposed the City’s privileged location outside the reg-
ulatory jurisdiction of the Eurozone whilst within the European Single 
Market. The City, despite its increasingly politicised status as Europe’s 
offshore financial centre, had staved off punitive policies in the decade 
following the 2008 crash due to the UK’s monetary sovereignty. Yet 
David Cameron during his tenure as Prime Minister was less and less 
able to persuade Conservative Party members that he could protect 
the City’s interests in the face of mounting pressure from Germany and 
France to enforce higher regulatory standards, symbolised by his failure 
to ensure an agreement that protected the City when re-negotiating the 
terms of Britain’s EU membership in February 2016. In making this 
case, Thompson’s analysis of the City’s interests not only demonstrates 
the City’s complex relationship with Brexit but also the political difficul-
ties of conducting EU economic governance through multiple overlap-
ping spatial scales with divergent political inclinations.

Lucia Quaglia refocuses the discussion from the City to the UK gov-
ernment’s role in EU economic governance since the 2008 financial 
crash. In so doing she examines three related policy areas specifically: 
financial regulation, the Banking Union and the Capital Markets Union. 
She argues that the UK has actually played a variety of roles in the pol-
itics of EU economic governance in recent years—foot-dragger, fence- 
sitter and pace-setter. Accordingly, the classic interpretation of the UK as 
an ‘awkward partner’ within the EU (a term coined by Stephen George 
in 1990) is in need of revision. This analysis of the political dynamics of 
EU policy-making contains significant insights into the prospects of capi-
talist re-structuring after the UK’s formal withdrawal from the European 
Union. It suggests that in the institutions of the EU, some policy initia-
tives will lose political support and momentum, whilst others will profit 
from being shorn of its primary detractors.

Waltraud Schelkle examines the politics of three of the EU’s post-
2008 crisis management policies—the Fiscal Compact, the European 
Stability Mechanism and the Banking Union—to demonstrate the ten-
sions which arose from such policies and to highlight their role in 
prompting discontent and disintegration. Utilising the concept of ‘two-
level games’ (Putnam 1988; Bellamy and Weale 2015), her contribution 
not only explores the politics of disintegration in the European Union 
in the past decade, but also illustrates the collective action problems typ-
ical of an incomplete political union. She argues that the increasingly 
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centrifugal nature of the EU in this period of crisis has not forged an 
ever closer Union, but has instead triggered the dual trends of policy 
coordination and fragmentation. In this sense, given the present eco-
nomic backdrop, Brexit may mark the beginning rather than the end 
of political re-organisation and indeterminacy inside Europe, and fore-
shadow the increasing variegation of European capitalisms.

Scott Lavery returns to the UK growth model, its conditions of exist-
ence as such, and the strategic dilemmas for British capital created by 
Brexit. He describes the existing strategy of British business—acting col-
lectively through the Confederation of British Industry—of ‘extending 
and defending’ its interests through the interactions between the British 
state and the institutions of the European Union. On the basis of an 
extensive empirical investigation, he argues that the CBI has historically 
tended to prohibit the development of EU social and employment policy 
(‘defend’), whilst building coalitions to further expand trade liberalisation 
(‘extend’). However, Brexit throws British business into a state of strategic 
disorientation. How do British businesses perceive, and plan to respond 
to, changing political-economic conditions? And what are the implications 
of their perceived interests for the future of the UK growth model?

In the final section of the book, Angela Wigger and Laura Horn begin 
the discussion of social democratic futures. They consider whether the 
rise of industrial policy on the political agenda of the traditional parties 
of social democracy could signal an upturn in their electoral fortunes; 
damaged so significantly in their view by their perceived complicity in 
the implementation of austerity measures, a backlash against the neolib-
eral Third Way approach, and the commitment to the European Social 
Model. Their analysis of EU industrial policy, however, suggests that it 
will be unable to generate either progressive outcomes or greater elec-
toral success. They argue that the specific understanding of competitive-
ness at the heart of EU industrial strategy rationalises the depreciation of 
labour costs, reforms to the labour market and lower levels of taxation 
levied being on corporations. This policy therefore carries dire impli-
cations for inequality and fails to represent a significant change in the 
social contract between capital and labour. Instead, it merely represents 
a new phase of post-2008 neoliberal crisis management within the EU 
and the latest progressive policy to be co-opted by conservative actors. 
Progressive support for it will, thus, only further damage the electoral 
fortunes of social democratic parties.
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Finally, Ben Clift offers a more optimistic take on the future of social 
democracy by changing the spatial scale of analysis. He argues that social 
democratic parties ought not to remain fixated on national welfare states 
and a Keynesianism to be delivered at the national level, but should 
instead renew itself though the adoption of a more transnational focus. 
Based on extensive primary research couched in a theoretical frame 
which draws on some of Keynes’ less famous ideas, an argument is made 
for achieving the traditional aims of social democracy—in particular the 
curtailing of rising inequality—through new strategies and institutional 
means. In Clift’s view, the IMF’s Research department—an important 
but under-utilised ‘subculture’ within the IMF—would serve as a crucial 
node of this transnational renewal. This provocative argument rejuve-
nates discussion of the ‘Mitterrand experiment’ and the role of the insti-
tutions of global governance in coordinating a new wave of progressive 
politics.

These chapters together amount to a multifaceted analysis of Europe’s 
evolving varieties of capitalism, the strategic dilemmas thrown up by 
changing economic relations, and reflections of the future of competi-
tiveness, prosperity and progressive politics.
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CHAPTER 2

After Brexit: The Past and Future  
of the Anglo-Liberal Model

Andrew Gamble

Introduction

In the referendum held on June 23, 2016 the British people voted by a 
narrow margin (52–48%) to leave the European Union. Thirty seven 
per cent of the total electorate voted Leave. The result introduced great 
uncertainty into the future path of British politics and the shape of its 
political economy. The debate has been shaped by partisan perspectives. 
Some have called it the most disastrous peacetime event in British history, 
the greatest act of self-harm ever inflicted, (Heseltine 2017) others have 
described it as a liberation from a corrupt and failing organisation which 
allows the British people to take back control and Britain to be Britain 
again (Johnson 2017). The result has placed the long-term future of the 
UK union in doubt, since both Northern Ireland and Scotland voted 
to remain, and it raises question once again about the UK’s place in the 
world, particularly the nature of its relationship with the United States and 
its future defence and security cooperation with its European allies.
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The UK had endured three difficult decades after 1945, adjusting 
to the loss of empire and world power. After the Suez débacle it tried 
and failed twice to join the European Economic Community (EEC), 
finally succeeding in 1973. The decision was then ratified by a two-
thirds majority in a referendum in 1975. Joining the EEC was not 
the economic panacea for the many ills of the British economy which 
some of its advocates had hoped, partly because it occurred dur-
ing the major recession and prolonged crisis of the 1970s, but it did 
appear to many observers that it had settled Dean Acheson’s concern 
ten years before that Britain had lost an empire and not yet found a 
role. Membership of the European Economic Community gave Britain 
a role at the heart of the European project for economic integration 
which complemented and supported the parallel structures of NATO 
for defence and security. For forty years membership of the EU was a 
crucial anchor of British policy, and although the UK was often reluc-
tant to back deeper integration, it was enthusiastic in its support for 
the creation of the single market, and then for the enlargement of 
the Union after the collapse of the Soviet Union in 1991. The single 
market bound the UK ever more closely to its European partners and 
encouraged increasing convergence of the UK economy with other 
European economies.

The structure of this chapter is as follows. The first section exam-
ines the historical contexts which shaped the UK economy and its par-
ticular model of Anglo-liberal capitalism, and the political discourse of 
economic and imperial decline which took hold particularly after 1945. 
The second section looks at the debate on models of capitalism, and 
why membership of the EEC was attractive partly because of the dif-
ferent models of capitalism which had developed in Europe and were 
for a time regarded as superior to that of the UK. The third section 
then looks at the trajectories of the development of the UK political 
economy from 1942 to 2017, paying particular attention to the major 
shift in direction under Thatcher and Blair. The final sections analyse 
the tension between United States and European models of capitalism, 
the impact of Brexit and the different ways in which the UK might now 
develop.
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Empire and Decline:  
The Peculiarities of the Anglo-Liberal Model

The UK’s political economy and the peculiarities of the Anglo-liberal model 
were shaped by the role Britain has played in the global economy in the last 
three hundred years. Britain became first a successful entrepreneurial and 
commercial society, an expanding colonial and naval power and then partly 
as a consequence the first significant industrial society. By the middle of the 
nineteenth century Britain had become the world’s leading commercial, 
industrial and imperial power. Many of the peculiarities of the Anglo-liberal 
model became set in this period and have proved very hard to reform. Some 
of the features which made the UK distinctive in the nineteenth century 
such as Britain’s industrial lead and the size of its urban working class have 
disappeared as other countries have caught up and industrial economies have 
converged. But there remain some important features of British capitalism 
which mark it out from development elsewhere.

One of the most important of these is the size and weight of its finan-
cial sector. One million people currently work in financial services in the 
UK, as many as worked in the mines in the 1920s. The City of London 
has an economic and political weight that is greater than in any state 
of equivalent size. The financial sectors of some other countries such 
as Switzerland are even larger in relation to their host economies, but 
their populations are much smaller. In the nineteenth century, the City 
became the leading centre for financial, shipping and insurance services 
for the rest of the international economy. It formed its own ‘industrial 
district’. This cluster of expertise survived long after the disappearance 
of the economic and military power which made it possible. Having 
weathered the collapse of the gold standard and the great depression, the 
Second World War and the post-war social democratic settlement, 
the City experienced a remarkable renaissance starting in the 1960s with 
the development of the Eurodollar market (Green 2016). British govern-
ments allowed the City to behave as if it were an offshore financial cen-
tre, free of many of the regulations which other jurisdictions, including 
the United States, imposed on their financial centres. In the neo-liberal 
era the City became once again one of the world’s leading international 
financial centres. One of the most significant reforms of the Thatcher 
Government was the deregulation of financial services in 1986, the ‘Big 
Bang’, removing restrictions on the entry of foreign banks into London.
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A second distinctive feature of the British economic model is the legal 
framework governing its labour markets, trade unions and companies. 
For a time in the twentieth century, trade unions appeared powerful 
actors, but they were never fully incorporated as part of the governance 
of the economy, and their powers were granted as privileges, exemptions 
from the provisions of the common law. In the 1980s these privileges 
were revoked. Similarly UK corporate governance has always treated the 
company primarily as a private association rather than as a public corpo-
ration, in contrast to European law (Parkinson 1993).

A third distinctive legacy from the British Sonderweg is the size of the 
British state, and its relationship to civil society and the economy. This is 
reflected both in the relatively small size of UK public expenditure com-
pared to those in some other European member states, and the corre-
sponding low fiscal base, and also in the relative lack of success of the 
British state in recasting itself as an entrepreneurial state in the manner 
of Germany, France, Japan or even the United States. This liberal con-
ception of the state is paralleled by a liberal conception of the household, 
reflected both in the emphasis on consumption rather than production 
in the Anglo-liberal growth model, and the importance placed on self- 
reliance and independence, which have shaped attitudes towards welfare.

In the nineteenth century, Britain became the world’s most modern 
and advanced economy, the economy which as Marx noted, showed 
every other economy the image of its own future. But this was not 
true in every respect. Many aspects of the British model in time came 
to seem anachronistic and no longer modern. Britain was surpassed by 
other major powers. As British power waned the British model began to 
be questioned. Its shortcomings were exposed, and numerous prescrip-
tions offered as to how it might be reformed. Many of the projects for 
reversing British decline recommended learning from the more success-
ful models of some of the UK’s competitors in Europe, East Asia and 
North America. The widespread perception of Britain as the ‘sick man 
of Europe’ reached a peak in the 1970s. Britain it seemed had the wrong 
kind of capitalism, the wrong kind of state, certainly the wrong kind of 
unions and was rapidly moving to the abyss. As Sir Keith Joseph, one of 
Margaret Thatcher’s closest allies, put it (Joseph 1979):

The visible signs of Britain’s unique course - as it slides from the afflu-
ent Western World towards the threadbare economies of the communist 
bloc - are obvious enough. We have a demotivating tax system, increasing 
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nationalisation, compressed differentials, low and stagnant productivity, 
high unemployment, many failing public services and inexorably growing 
central government expenditure; an obsession with equality, and with pay, 
price and dividend controls, and immunities for trade unions; and finally, 
since 1974, top of the Western league for inflation, bottom of the league 
for growth.

Yet within eight years these problems had been miraculously dispelled. 
The 1987 Conservative Party manifesto proclaimed (Conservative 
Party 1987):

Remember the conventional wisdom of the day. The British people were 
‘ungovernable’. We were in the grip of an incurable ‘British disease’. 
Britain was heading for ‘irreversible decline’. Well, the people were not 
ungovernable, the disease was not incurable, the decline has been reversed.

This triumphalism proved slightly premature and was quickly followed 
by a severe recession between 1989 and 1992, which saw unemployment 
rise again by 1.5 million, the collapse of the housing market, plung-
ing many houseowners into negative equity and the Exchange Rate 
Mechanism (ERM) débacle. But following the exit from the ERM and 
a substantial devaluation, growth resumed, and by the start of the new 
century, decline as a theme in British political discourse had almost dis-
appeared. The condition of the economy was no longer at the centre 
of political debate. Triumphalism had reappeared. In his 2004 budget 
speech Gordon Brown declared (Brown 2004):

For decades after 1945, Britain repeatedly relapsed into recession, mov-
ing from boom to bust…since 1997 Britain has sustained growth not 
just through one economic cycle but through two economic cycles, 
without suffering the old British disease of stop-go – with overall 
growth since 2000 almost twice that of Europe and higher even than 
that of the United States. Indeed in the Pre-Budget Report, I told the 
House that Britain was enjoying the longest period of sustained eco-
nomic growth for more than 100 years…I have to apologise to the 
House. Having asked the Treasury to investigate in greater historical 
detail, I can now report that Britain is enjoying its longest period of sus-
tained economic growth for more than 200 years – the longest period 
of sustained economic growth since the beginning of the Industrial 
Revolution.
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Something of a sea change had taken place in Britain’s economic fortunes. 
The pessimists had been proved wrong. Britain in 2004, the Chancellor 
announced, had ‘the lowest inflation for 30 years, the lowest interest rates 
for 40 years, and the highest levels of employment in history’. The infla-
tion peaks in the last three recessions of 27% in 1975, 22% in 1980 and 
9% in 1990 were a distant memory, as were the three million unemployed 
of the 1980s, and high-interest rates (17% in 1980 and 15% in 1990).

Had the performance of the British economy improved? At the time 
many still argued that it had not, or at least that the improvement was 
only superficial, and that the fundamental problems of the British econ-
omy remained unresolved. The economy only appeared to improve 
because expectations about British economic performance had been low-
ered so much. As David Coates argued (Coates 2000):

The UK had spent the first four decades of the postwar period locked in 
a process of cumulative economic decline caused by inadequate levels of 
investment in plant and equipment, and that growth trajectory remained 
firmly in place at century’s end…[positioning] the UK as predominantly 
an off-shore warehouse economy, where a low-paid, underskilled and now 
poorly unionised workforce depended for the attraction of foreign direct 
investment on the economy’s role as an assembly pad within the tar-
iff boundaries of the EU for the export of medium-tech mass-consumer 
goods into the more prosperous heartlands of corporatist Europe. The UK 
economy remains disproportionately a service-based economy, internation-
ally competitive in financial services, but otherwise centred around low-
paid service provision to a slowly growing domestic market.

Others however maintained that the 1987 Conservative Manifesto had 
been essentially right but premature. A combination of the institutional 
reforms pushed through by the Thatcher Government in the 1980s and 
structural changes in the global economy had altered the trajectory of 
the British economy and created a set of conditions which had enabled 
first the Major Government and then the Blair/Brown Government to 
maintain financial stability and steady growth. A new consensus on eco-
nomic policy had been established which all parties were content to work 
within, and which had created the conditions for addressing long-term 
problems of low investment and skills shortages. Typical of this point of 
view was Geoffrey Owen, a former editor of the Financial Times who 
argued (Owen 2000):
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For the first thirty years after the war, the political climate militated against 
the single-minded pursuit of industrial efficiency and international com-
petitiveness. The tide turned in the 1980s, when two powerful forces 
came together and reinforced each other: external economic pressure 
and domestic policy reform. By the end of the 1990s Britain had found a 
role for itself as a medium-sized industrial nation, well integrated into the 
world market.

From this standpoint Britain’s decline from its nineteenth-century 
dominance had now come to an end. The adjustment had been hard, 
but since the 1980s a new chapter had opened, in part as a result 
of the changes introduced by Margaret Thatcher, consolidated and 
extended under John Major and Tony Blair. The policies which the Blair 
Government pursued were a sign that something had changed perma-
nently in the British political economy, and UK capitalism was back in 
business.

Models Old and New

The performance of the British economy was certainly different at the 
beginning of the twenty-first century than it had been in the 1970s, but 
was it a new model, or the old model, suitably patched up? And from 
where did the inspiration come? In the 1960s, 1970s and 1980s, the 
British looked to models of capitalism from France, Germany, Sweden 
and Japan. But in the 1990s, the US model gained in attractiveness again 
as the performance of other models faltered, and the strategic choice fac-
ing Britain tended to be posed more starkly as a choice between Europe 
and America (Gamble 2003), which was bound up also with attitudes 
towards Britain’s membership of the European Union and the military 
alliance with the United States. The rival charms of the Anglo-American 
shareholder model of capitalism and the European stakeholder model 
increasingly set the terms of this debate.

Critics of models of capitalism argue that these models presuppose a 
unity that does not exist. National economies are a construct of national 
governments; many economic relationships are transnational and cannot 
be neatly contained within national boundaries. Each national economy 
in any case is normally a hybrid, with different models in different sec-
tors, rather than a single model throughout. Nevertheless despite these 
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qualifications the concept of models is hard to dispense with entirely, 
even if as some argue the space in which such models could exist and 
thrive is now fast shrinking, and the logic of competition and accumula-
tion are forcing all national models to converge (Coates 2000). On this 
reading it was the US model which had emerged once more in the 1990s 
as the leading edge model, and the European social model which was 
underperforming.

In their seminal analysis Peter Hall and David Soskice distinguished 
between two basic models of capitalism—Liberal Market Economies and 
Coordinated Market Economies (Hall and Soskice 2001). This distinc-
tion runs right through the political economy literature: market led/
state led; market based/trust based; bank based/credit based; individ-
ualistic/communitarian. It seeks to isolate the mechanism by which an 
economy is coordinated and the different ways in which successful long-
term businesses are built. Hall and Soskice argue that in a Liberal Market 
Economy firms coordinate their activities primarily through hierarchies, 
competitive market arrangements and formal contracting. The exchange 
of goods and services is coordinated through price signals, which leads 
agents to adjust their behaviour. In a Coordinated Market Economy 
firms depend more heavily on non-market relations to coordinate 
with other actors. Contracting tends to be relational and incomplete. 
Networks are much more important for the exchange of private and priv-
ileged information, and collaborative arrangements are more common 
than competitive ones.

From this perspective what is important are the different national reg-
ulatory regimes, which provide the institutional foundations of compar-
ative advantage. From an institutionalist perspective there is no reason 
to expect institutional foundations to merge into one best model. On 
the contrary the shifting circumstances and opportunities of the global 
economy ensure that different models will thrive at different times. The 
ascendancy of the Anglo-American model in the 1990s was as short-lived 
as the ascendancy of the French, German and East Asian in earlier dec-
ades. But that does not mean it is easily replaced in the countries where 
it is established. As Hall and Soskice put it (Hall and Soskice 2001: 16): 
‘So many of the institutional factors conditioning the behaviour of firms 
remain nation-specific’.



2  AFTER BREXIT: THE PAST AND FUTURE …   25

The Trajectory of British Capitalism 1945–2017
In mapping the broad trajectory of British capitalism since the 1940s. 
Three distinct periods suggest themselves. With the vote on Brexit a new 
period has opened.

1942–1956, The relaunching of the UK model
1956–1992, The crisis of the UK model
1992–2016, The financial growth model

1942–1956, The Relaunching of the UK Model

In the plans for reconstruction during and after the war the priority of 
the British political class was to re-establish the old UK model of capi-
talism, based on the trading and financial links of Britain’s territorial and 
commercial empires built up over the previous three centuries, through 
which so many successful British businesses had been established. At 
the same time there was growing acceptance that the institutional con-
ditions of the model had to be revised to permit a political settlement 
with organised labour, along the lines set out in the influential 1942 
Beveridge Report (Addison 1994). The report offered a compelling 
vision of a Britain in which the social security needs of all citizens would 
be met through flat rate contributions to a general fund, with additional 
services such as family allowances and a national health service being met 
by general taxation. The plan would be underpinned by government 
pledging to make the maintenance of full employment the prime objec-
tive of its economic policy. These proposals were implemented by the 
Attlee Government, in addition to a substantial enlargement of the pub-
lic sector through nationalisation of core utilities, as well as the introduc-
tion of new planning powers and the restoration of legal immunities for 
trade unions (removed by the Conservative Government after the 1926 
General Strike). By 1950 Britain had one of the most advanced welfare 
states in the world, one of the pioneers in combining liberal capitalism 
and democratic citizenship (Marshall 1950).

The enlarged state and widened conception of citizenship which the 
Attlee Government bequeathed to the Conservatives in 1951 survived 
through the 1950s and 1960s largely intact. The Conservatives con-
centrated their energies on assisting the networks, both industrial and 
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financial, which British capital had built up in the nineteenth century, 
and which had been so badly disrupted during the war and its aftermath, 
to re-establish themselves (Burnham 2003). The reopening of the mar-
kets of the City of London and making Sterling convertible in 1958 were 
major steps on the way to re-establishing the distinctive British form 
of capitalism and its associated businesses that had flourished so much 
in the past. The liberal and global character of British capital, and the 
importance of Sterling and the financial networks around it were reaf-
firmed. In 1951 the British economy was still the third most important 
after the United States and the USSR, and had leading edge industrial 
sectors, particularly in the defence field (Edgerton 1991).

1956–1992, The Crisis of the UK Model

The crisis developed in stages, as successive programmes of moderni-
sation were launched to overcome Britain’s economic problems. The 
mood at first was optimistic, but the failure to improve British economic 
performance gradually created a mood of despondency about Britain’s 
prospects and the intractable nature of its problems. This came to a 
head in the 1970s, with the discrediting of the political centre, increased 
polarisation between right and left and talk of ungovernability and over-
load (Bacon and Eltis 1976). This time of stalemate and drift was ended 
with the election of the Thatcher Government, which set out to reverse 
the collectivist and social democratic framework of policy and restore key 
elements of the old liberal economic model.

Fundamental to this period of crisis was the acceptance by a majority 
of the political class of two unpalatable facts—that the debacle of Suez 
meant that Britain could no longer act independently without the sup-
port of the United States, and that therefore disengagement from the 
Empire should be speeded up. The second was that Britain could no 
longer stand on the sidelines of the new European union that was in the 
making. 1956 was the year of both Suez and the negotiations which led 
to the Treaty of Rome. British governments had refused to participate 
in the new European institutions, believing that Britain could remain an 
independent power between Europe and America, linked to both but 
absorbed by neither. In the aftermath of Suez and the establishment of 
the Common Market, the British position began to seem untenable.  
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At the same time, it was becoming clear by the late 1950s that Britain 
was being outperformed by the other economies of Western Europe. 
The first big inquest into the failings of post-war British economic policy 
began (Shonfield 1958).

One of the most important features of this period which began with 
Suez and the setting up of the EEC in 1956 and ended with the forced 
exit of Britain from the ERM in 1992, was that Europe became the focus 
for many of the economic and social programmes of modernisation that 
were proposed. This was so in two senses. Membership of the European 
Community came to be seen as essential for Britain’s future economic 
prosperity; at the same time European models of capitalism, particularly 
the French, the Swedish and the German began to be widely studied and 
discussed in Britain, and many of their features were incorporated in the 
new policies which were put forward. The French model of indicative 
planning in particular became highly fashionable in the early 1960s and 
directly inspired the setting up of the National Economic Development 
Council (NEDC) and the devising of a National Plan, as well as (unre-
alised) plans for remodelling the British civil service along French lines. 
Many of the interventionist agencies which the first Wilson Government 
established such as the Industrial Reorganisation Corporation (IRC), the 
forerunner of the later National Enterprise Board (NEB) were justified 
by the need for the state to play a much more proactive role in organis-
ing innovation and raising investment, and in re-organising British indus-
try by arranging mergers and creating national champions which could 
compete with the rest of the world (Shonfield 1965).

The attraction of the French model of capitalism for the British was 
at its strongest in the 1960s; later the German, Swedish and Japanese 
models became more influential. Britain finally joined the European 
Community in 1973 and the emphasis shifted from establishing a more 
dirigiste form of state to plan the British economy, to re-organising the 
basic social relations of British capitalism, particularly the production 
process, the education system and industrial relations. But the basic 
premise of most of the remedies for decline in this period was that what 
Britain required was a developmental state which could intervene to 
modernise the antiquated institutions and structures of British capitalism, 
and make it a capitalism able to compete again with the rest of the world 
(Holland 1975).
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The developmental state argument was further developed in the 
1980s, at a time when the ascendancy of Japan was at its height and 
both the United States and the UK were perceived to be in decline. The 
Anglo-American or Anglo-Saxon model was contrasted unfavourably 
with European and East Asian models. Yet the decisive turn in British 
politics was not towards the alternative models of capitalism on offer. 
Instead the Thatcher Government elected in 1979 appeared to go in a 
quite contrary direction, aiming at the restoration of the UK model as it 
had existed before the entrenchment of the rights of labour and of wel-
fare in the post-war period.

The Thatcher Government could not restore the Empire, but it did 
seek quite consciously to open the UK economy to international com-
petition, through ending exchange controls, encouraging foreign direct 
investment both outwards and inwards, and setting its face against pro-
tectionism (at that time being strongly canvassed on the left). The con-
sequence of this stance combined with the adoption of a strict monetary 
policy which pushed up Sterling was to deepen the recession into which 
the UK plunged in 1980 and 1981, leading to a wave of bankruptcies 
in manufacturing industry and a doubling of unemployment to over  
3 million. This shakeout of industry was accompanied by a progressive 
tightening of trade union laws which removed the legal immunities 
trade unions had enjoyed, and hampered their freedom to call strikes by 
among other things outlawing secondary action.

Whether the Thatcher Government intended the shock to be as severe 
as it turned out to be is doubtful. But once it had occurred it was quick to 
seize the opportunity to argue that a watershed had been crossed and that 
the British economy needed to be restructured as a free market economy 
with a smaller public sector and much weaker trade unions. Deregulation, 
the reduction of taxes on high-income groups and business, privatisation 
of state assets, and marketisation of public services all followed. Much 
of this was bitterly contested in Britain, and little of it was popular at 
the time. Yet although many of the grandiose ambitions of the Thatcher 
Government were never achieved, a new framework was gradually put in 
place which marked a decisive change in the UK political economy and 
steered it in the direction it is still travelling (Heffernan 2001).

This direction pointed away from the alternative European models of 
capitalism that were on offer, making it less likely that Britain would par-
ticipate more fully in European integration. The European social model 
was increasingly perceived by many Thatcherites as the model they did 
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not wish to copy. The consequences of the Thatcher period and the type 
of capitalist modernisation that Britain underwent was to move Britain 
further away from Europe not closer to it, because during it the UK 
model was substantially reconstructed, and the kind of business environ-
ment the UK now sought to build owed more to the US model than the 
European.

1992–2016, The Financial Growth Model

The shape of the new model economy which emerged from the travails 
of the 1970s and 1980s was broadly neo-liberal. Its institutional foun-
dations were open and flexible markets, including foreign exchange 
and labour markets, a competition state, low marginal taxation, residual 
welfare programmes and monetary stability. Within these constraints, 
however, (and contrary to many accounts of the monolithic character 
of neoliberalism) quite a wide variation of policies proved possible, and 
important political choices and emphases remained. In Britain political 
argument focused on such questions as membership of the Economic 
and Monetary Union (EMU) as against maintenance of a national 
currency, universalism as against selectivity in welfare, higher public 
expenditure as against lower taxation, employment protection as against 
employment flexibility, and stakeholder value as against shareholder value 
in corporate governance (Hutton 1995).

What was undeniable, however, was that Britain had adopted a set of 
institutions for its political economy which precluded certain options—
including planning, industrial intervention, protectionism or corporat-
ism. Britain after 1992 had a political economy which ensured financial 
stability, steady economic growth, low levels of strikes, low inflation and 
high employment. What was different from what went before was the 
removal of many of the factors which led to intractable problems, policy 
failure and the cycle of decline.

The post-war UK political economy had severe structural defects, 
both external and internal. The chief external problem was the impos-
sibility of maintaining a value for Sterling high enough to sustain the 
global networks of British capital and military bases that had been built 
up during the British ascendancy (Blank 1977). The attempt to do so 
made the task of building strong competitive industries at home more 
difficult, and delayed effective modernisation of the industrial base, 
much of which eventually had to be written off in the recessions of the 
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1970s and 1980s. Unwinding the coils of Empire and breaking free from 
the straitjacket of Sterling took a long time, and many Sterling crises, but 
by the middle of the 1990s after a last disastrous policy choice, when 
entry to the ERM was made at too high a rate, the transition appeared 
finally to have been made.

The chief internal problems were the incompatibility of combining 
the voluntarist system of industrial relations, based upon the principle of 
free collective bargaining, with social democratic aspirations to plan all 
aspects of the economy, including prices and incomes. The desire of the 
trade unions to remain independent of the state undermined the poli-
cies of Labour and Conservative governments in the 1960s and 1970s 
and created the climate for the successful onslaught by the Thatcher 
Government on the legal immunities of trade unions. The inability 
to bridge this divide meant that corporatism in Britain never achieved 
the degree of organisation or success that was common in many other 
European countries, and again opened the way for the thorough-going 
dismantling by the Thatcher Government of corporatist structures for 
managing the economy. The attitude of the trade unions towards the 
state and towards capital in Britain also meant that the Labour move-
ment paid little attention to the question of how companies should 
be governed or managed. Apart from the abandoned proposals of the 
Bullock Report in the 1970s there were no moves to change the institu-
tional relationship of capital and labour except through nationalisation 
on the one hand and the reinforcement of free collective bargaining on 
the other (Clift et al. 2000).

Another internal problem was the set of principles on which the wel-
fare state was founded. Flat rate insurance contributions to fund univer-
sal benefits, along with general taxation to fund a national health service 
and family allowances, failed to anticipate rising demand and rising earn-
ings and expectations (Lowe 1999). As a result a huge chasm gradually 
opened up in the welfare state which came to a head in the 1960s and 
1970s. Either there needed to be a move towards a much more gener-
ously funded system of welfare benefits on Scandinavian lines, to make 
good the original promises of the Beveridge report, or there needed 
to be a retreat from universalism to a residual welfare state. The first 
required a substantial increase in general taxation to fund the welfare 
state. The latter required an increasing number of citizens to take out 
private provision. The inability to find a political consensus for either 
course, coupled with the weakness of the domestic economy and the 
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problems of Sterling, led to oscillations between sharp increases in pub-
lic spending programmes, shortly followed by fiscal crises and forced 
public expenditure cuts. The Thatcher Government was at its least rad-
ical over the welfare state, and failed to reduce overall spending on it 
(Pierson 1994), but it did succeed in slowing the growth of spending by 
introducing a number of significant changes, such as breaking the link 
between benefits and earnings, and abandoning the consensus on long-
term pension provision. Over twenty years this had done much to trans-
form the British welfare state in some areas, particularly pensions and 
housing, into a residual welfare state (Esping-Andersen 1999).

During the Thatcher period many of the deep-seated problems in the 
political economy that so plagued the conduct of economic policy in 
the 1960s and 1970s were overcome or at least reduced. The Thatcher 
Government was able to pursue a strategy for smaller government, lower 
taxation, weaker unions, and stronger companies. It was not wholly suc-
cessful, but aided by structural changes in the global economy it made 
sufficient institutional changes to permit the new financial growth model 
to emerge. This economy was not without problems, as many critics 
noted (Hutton 1995). Productivity and investment remained stubbornly 
low, there was relatively little improvement in the skill base, investment 
in infrastructure and science was seriously underfunded, along with 
most of the public services, and regional imbalances remained and were 
increased. But the new flexibility in many markets, along with a gradual 
revival of entrepreneurship marked a major change.

The Labour Government which inherited the new model economy 
had a ten-year period of sustained success in managing it, while shifting 
some of its emphases, and consolidating its achievements, for instance 
by giving the Bank of England operational independence. The struc-
tural changes in the global economy which took place in the 1970s and 
1980s, in conjunction with the institutional changes in Britain, made 
the British economy much easier to manage than it had been two dec-
ades before. The global shift from manufacturing to services shifted the 
balance of the British economy towards those sectors where it enjoyed 
some comparative advantage, and removed or downsized those sectors 
which had been the source of so much of the instability as well as poor 
performance of the British economy. At the same time a new low infla-
tion, low-interest rate international regime was established and sustained, 
again greatly reducing the external pressures on the British economy. 
Britain was not alone in enjoying low inflation, low-interest rates, high 
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employment. It was the common experience, especially of the English-
speaking countries of the Anglosphere after 1991 (Wolf 2005), and 
one of the chief reasons was the impact of the new emerging econo-
mies like China. It helped make British performance among the best in 
the OECD, whereas earlier it had regularly been among the worst. The 
weakness of the trade unions compared to their position in the 1960s 
and 1970s also helped insulate British economic policymaking from 
unwelcome pressures.

This good fortune did not last. The British economy was increas-
ingly propelled by credit bubbles (in housing and equities in particular) 
(Watson 2003) and was running very large deficits on the balance of pay-
ments. In addition, household debt by 2007 had practically reached its 
limit. The economy was very vulnerable to the pricking of any of these 
bubbles. The sub-prime crisis in the United States provided the spark 
which led to a serious financial collapse, destroying Labour’s reputation 
for economic competence. Its spending plans depended on growth con-
tinuing, and that prospect disappeared in the crash. The banking crisis 
precipitated a recession, and quickly became a fiscal crisis, leading to 
plans to cut the deficit through sharp increases in taxes and major cuts in 
public spending. Labour’s electoral coalition fell apart and it ceded the 
political initiative to the Conservatives.

Before the crisis struck, the Government had persisted with its plans 
to expand public spending. The result was, in public expenditure terms, 
the most successful social democratic government Britain had ever had. 
Resources for the public sector were increased more substantially than 
under any previous Labour administration. Spending on the NHS for 
example which was £41 billion in 1997 was planned to reach £106 bil-
lion in 2008. From being below the European average for health spend-
ing Britain at the end of two terms of Labour Government was above 
and set to go higher still. Spending on the NHS which was 4% of GDP 
in 1950 and had risen quite slowly to 6% of GDP by 1997 had jumped 
to 8% of GDP in 2005 and was planned to be 9% of GDP by 2008. The 
same broad picture was true of education. The 2002 plans aimed to raise 
education spending to £69 billion per annum by 2008 (from £36 billion 
in 1997). Labour chose to use the growth in the economy to increase 
public spending rather than to reduce taxes, and it put huge emphasis 
on increasing investment in human capital, particularly education and 
skills, through schools, training programmes and the New Deal youth 
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employment scheme. It also invested heavily in other public services such 
as health, but still struggled to overcome the perception of poor public 
services bequeathed by two decades of underfunding.

Its other main strategy was to increase the competitiveness of the 
British economy, partly through regulatory bodies such as the FSA, 
and partly through investment in science and technology to encourage 
innovation and an enterprise economy, focused around the industries of 
the new knowledge economy. There were some signs too that this had 
begun to pay off. A new generation of entrepreneurs and companies 
emerged in the UK in the 1990s, while traditional British strengths in 
sectors like aerospace and pharmaceuticals were retained (Bennett 2004, 
Ch. 6). There was no longer anything resembling an industrial strategy 
in the UK, and the British State no longer had the capacity, if it ever 
did, to manage industrial change. The shrinking of the manufacturing 
sector continued under Labour. Manufacturing by 2007 accounted for 
only 12% of total employment, compared with 28% in 1979 and 17% in 
1997. There was no longer any substantial body of opinion in the UK 
supporting the kind of industrial strategy aimed at fostering indigenous 
investment, still practised in many other capitalist countries (Hay 1999). 
Before the crash, given the way Anglo-Saxon model countries had out-
performed Germany, France, Italy and Japan since 1991 (Wolf 2005), 
many wondered whether it any longer mattered.

Europe and America

Many critics of New Labour acknowledged that the alternative they pre-
ferred could not be delivered within the constraints of the political econ-
omy model Labour had inherited in 1997. It required the adoption of a 
very different model, such as the European social model of stakeholder 
firms, high taxation, high welfare benefits, buttressed by high levels of 
trust and cooperation. The British model in the 1990s appeared much 
closer to the US model, particularly its policies on welfare, on deregula-
tion, on new public management in the public sector, on public–private 
partnerships, on shareholder value, and on the encouragement of the 
knowledge economy. Gordon Brown was a strong critic of many aspects 
of the European model, particularly the inflexibility of its labour mar-
kets and its discouragements to business enterprise, and often contrasted 
Europe unfavourably with America. The very success of British domestic 
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economic management encouraged a sceptical stance among British 
ministers to further European integration in the 1990s, particularly in 
regard to the Euro. This approach was echoed on the Conservative side. 
Michael Howard, the Conservative Leader, emphasised how important 
the US model was to Britain (Howard 2004):

America has created the most successful form of capitalism in the free 
world…[but] Western nations have developed two competing models of 
capitalism. For several decades, the governments of mainland Europe have 
chosen not to emulate the more liberal economic policies of the United 
States. They have chosen to adopt a much more regulatory, and in some 
cases corporatist, approach. This has sometimes been referred to as the 
‘German’ model, although Germany is far from unique in adopting this 
approach.

European governments have adopted this approach with the laudable 
aim of seeking to protect the weakest in society. But the result of their 
approach has, more often than not, been quite the reverse. It has made 
the European economies less flexible and therefore less competitive. This 
has had a real cost in terms of jobs and growth. Labour costs and taxes 
are much higher in Europe than in the United States. Growth and job 
creation is much lower. There are more unemployed people in Europe 
and they are out of work for longer. In fact, if Europe had followed the 
American model, it would have created 28 million more jobs and its work-
ers would have produced £5000 more a year in output.

Europe has to wake up to what is happening in the real world. We face 
a challenge not just from America but also from the Pacific. The average 
tax burden in the Pacific region is 29.6 per cent; in America it is 28.9 per 
cent; and in the European Union it is 41 per cent. The EU was designed 
to free up our markets so that we could compete globally. But the weight 
of tax and regulation it has introduced has had almost exactly the opposite 
effect - damming the flood of enterprise that should be sweeping across 
Europe.

Being more like America again and less like Europe is the heart of the 
UK model of capitalism. For several decades modernisers toiled to make 
the UK more like Europe, but as the voluminous literature on mod-
els of capitalism demonstrates, they have not had much success, and 
the counterattack launched by the Thatcher Government swept away 
many of the institutional supports on which a social democratic political 
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economy might have been built in Britain. On the other hand there are 
many respects in which Britain remains unlike America despite its strong 
appeal to the British political class (Hutton 2002; Kenny and Pearce 
2018). Many of the attitudes, for example on welfare, on tax, on fair-
ness and social justice, on public spending, and on poverty are broadly 
in line with those found in other European countries (Park 2003). 
Repeated surveys have shown that British views on welfare and taxation 
are not Thatcherite (Bonoli et al. 2000). The British welfare state has 
always been a hybrid, and quite hard to classify. Esping-Andersen sees 
Britain as belonging broadly to the liberal regime type of welfare state, 
and argues that it moved closer towards it in the Thatcher period, but at 
the same time acknowledges that there remain some strong social dem-
ocratic aspects to the British welfare state, most notably its universalist 
features such as the national health service. Starting from a high base 
after 1950 Britain failed to move on to a full social democratic welfare 
state as Sweden and similar countries did in the 1960s, and since slipped 
back, and in that sense had come to resemble more closely the US model 
(Esping-Andersen 1999). The change of direction signalled by New 
Labour did not survive the crash.

One way of reading the history of the British political economy over 
the last sixty years is that after the attempt to restore Britain’s lost posi-
tion in the world had been abandoned, successive governments sought 
to transform the UK into a Coordinated Market Economy which could 
play its full part in the process of European integration. But these initi-
atives, although not as unsuccessful as sometimes suggested, neverthe-
less did not achieve their goal. This prepared the ground for the sharp 
turn of policy in the 1980s, abandoning the attempts to create either 
a Coordinated Market Economy or a social democratic welfare state. 
Instead trust was placed again in the institutions and regulatory forms 
of a Liberal Market Economy. By the end of the 1990s this was clearly 
bearing fruit, in the form of a political economy whose assumptions, 
including membership of the European Union, were accepted by all the 
leading political parties. British economic growth was not spectacular but 
it was steady. Critics still worried about the weakness of manufacturing, 
and the low wage, low skill syndrome in which Britain was caught. But 
the change in atmosphere and in performance from the 1970s and 1980s 
was marked.
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The 2008 Financial Crash and Brexit

Since the crash a new phase has opened in British politics, and many 
of the achievements of New Labour have been rolled back. The polit-
ical fall-out from the crash discredited the record of the Blair/Brown 
Government for economic competence, and its re-legitimation of pub-
lic spending and state action, assisted the ascendancy of fiscal conserva-
tism, and led to renewed attempts to shrink the state. Enduring features 
of Britain’s Liberal Market Economy have been emphasised once again. 
With the exception of some ministers in the Coalition Government such 
as Vince Cable, the Business Secretary, there was little political appetite 
to rebalance the British economy, to shrink the financial sector, to move 
Britain on to a different path or embrace a different model of capitalism.

The 2008 crash also marks a watershed in the development of the 
international market order. This international order has been extraordi-
narily resilient since the financial crash in 2008. Huge efforts were made 
to stabilise the international economy, and a new world depression was 
avoided, but the recovery has been patchy and weak, the slowest recov-
ery since 1945, and living standards for the majority have stagnated. 
Many incumbent governments in the western democracies lost elections 
after 2008, but they were replaced by governments who adhered to the 
broad terms of the neoliberal consensus (Gamble 2014). Events in 2016 
changed that. The financial crisis started in the heartlands of Anglo-
America, so it is perhaps appropriate that it is in the UK and the United 
States that the first serious breaches in the neo-liberal political order have 
been made. These breaches have still to be consummated. We do not yet 
know how radical either Brexit or the Trump presidency will prove to 
be. But they have the potential to start unravelling the western economic 
and political order which has been the framework of world politics for 
the last seventy years.

Trump’s victory in the US presidential election has been compared 
to the vote for Brexit but there are important differences. Both were 
driven in part by anger and despair among sections of the white work-
ing class, and their rejection of the liberal, cosmopolitan establishment, 
both neoliberal and social liberal. Both are part of a wider populist rebel-
lion against globalisation and the western international economic and 
political order. Populist nationalism in western democracies is a politics 
of ressentiment, fed by economic and cultural grievances. The economic 
grievances stem from the displacement of many workers from jobs in 
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manufacturing. This is a process which stretches back to the 1980s and 
has seen the blighting of formerly prosperous industrial regions and the 
creation of long-term worklessness and dependency. At the same time 
wages have stagnated or risen only very slowly in many countries par-
ticularly since 2000, so at a time when inequality was increasing and 
the wealth of the top 1% was growing quite dramatically, many working 
class and middle-income citizens saw little if any improvement in their 
standard of living and were increasingly reliant upon borrowing. The 
social wage in the form of public services and employment protection 
was maintained during the boom years, but has come under sustained 
attack in the austerity programmes implemented since 2008. These eco-
nomic grievances are often blamed on globalisation. The rapid pace of 
change, the introduction of new technologies, competition from immi-
grant labour, the outsourcing of jobs to other cheaper jurisdictions, the 
weakening of trade unions, have all combined to reduce labour’s share in 
national income and weaken labour’s bargaining strength. Many workers 
have come to feel resentful at being left behind and ignored, and they 
have become as a result increasingly disconnected from mainstream poli-
tics and government (Ford and Goodwin 2014).

But there are also important differences between Trump’s victory 
and Brexit. UKIP not the British Conservatives are the natural mem-
bers of the ‘Global Tea Party’ some of Trump’s backers have been pro-
moting. Many Conservative Brexiters like Daniel Hannan note that 
Trump is an economic nationalist (Hannan 2016). He wants not just 
to curb immigration, and deport illegal immigrants, but also wants to 
protect US jobs by slapping tariffs on foreign imports, ripping up trade 
deals and unwinding the production chains of US multinationals, end-
ing outsourcing. Hannan insists that the vote for Brexit was instead 
about increasing free trade not limiting it. Britain is to be a global 
power again with greater openness than ever before. Global Brexiters 
like him acknowledge that immigration is still going to continue at 
a high level after Brexit because the UK economic model demands it. 
The UK Government is more ambivalent. It wants border controls and 
free trade. The Trump position is consistent—against free trade, against 
trade deals, and against immigration. It assumes that the United States is 
a large enough economy to make the costs of going protectionist beara-
ble. That is not an option for the UK, which relies too heavily on inter-
national trade for its prosperity, and lacks a large enough internal market 
to be a substitute. The problem for Conservative Brexiteers is that while 
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many of them are strong free traders, most of the people who voted for 
Brexit are not. They do not want a global Britain but a closed Britain or 
at least a protectionist Britain. They want serious controls on immigra-
tion, regardless of whether this means a contraction of trade. The May 
Government agrees. It has indicated both in relation to the EU and to 
India that controlling immigration is the priority. Trade deals come sec-
ond. If that is followed through there will be serious consequences for 
many sectors of the British economy, lower growth, and a reduction in 
fiscal revenues. People in Britain will be poorer, but immigration will be 
lower.

Can this position hold through the negotiations on Brexit? The 
British Government has pursued a two-stage strategy. Falling in with 
the wishes of the EU Commission the Government accepted that it had 
first to clinch a deal over the divorce terms and then move on to dis-
cuss trade. The first was accomplished in December 2017. Although 
the Government was forced to make many concessions which dismayed 
some Leavers, it is still on course to leave the EU formally in March 
2019. At that point the UK will no longer be formally bound by the 
European Treaties, and in that limited sense, will regain full sover-
eignty, control of its borders, laws and money. The Government will 
have delivered a Brexit which it hopes will satisfy the anti-EU wing of 
the Conservative Party and the right-wing tabloids. Having it hopes 
demonstrated that the UK is really leaving the EU, the Government 
will then try in the second stage of the negotiations during 2018 to 
negotiate a transition arrangement lasting up to two years, during 
which the UK will behave as though it was still a full member of the 
Customs Union and the European Single Market and will continue to 
accept the jurisdiction of the European Court. It will use this breath-
ing space to negotiate a long-term trade arrangement with the EU. To 
retain access to the single market and mitigate the economic costs of 
leaving, the Government may be obliged to make concessions, includ-
ing accepting regulatory alignment with the EU, perhaps paying for 
access to the single market, agreeing to the jurisdiction of the European 
Court for some sectors, and accepting a modified form of free move-
ment for EU nationals. All trade deals involve some pooling of sover-
eignty, the acceptance of common rules and mutual dependency, The 
issue in the negotiations is how much the Government is prepared to 
concede in order to get an agreement which does not seriously disad-
vantage the UK economy.
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If the Government makes substantial concessions in order to forestall 
the risk of a cliff edge or an economic collapse, then the outcome will 
leave Britain in a sub-optimal but broadly similar position to the one in 
which it is now, where it is already semi-detached from significant aspects 
of European integration such as Schengen and the Euro. If this occurred 
the EU would be confirmed as Britain’s most important long-term trad-
ing partner, and that would create at least some pressure for continued 
convergence between the UK and the European models of capitalism. 
The Government intends through its EU Withdrawal Bill to incorpo-
rate all EU legislation into UK law until such time as the UK Parliament 
decides to replace particular measures. There will also be future pressure 
for the UK to adopt new regulations announced by the EU, so as to pre-
serve its access to the single market. In this way the UK might achieve 
something close to an associate status with the EU, although not as com-
plete as Switzerland and Norway, and like them with no influence over 
the content of new rules.

An alternative possibility, already hinted at by Ministers, is that despite 
the success in agreeing divorce terms, the trade talks fail to make pro-
gress or even break down altogether. If it becomes clear that the two 
sides are too far apart to agree on a trade deal, the UK would have to 
trade with the EU on WTO rules. A radical option would be to follow 
the advice of Economists for Brexit (Economists for Brexit 2016), and 
declare unilateral free trade. This would be truly global Britain. The 
implications for the UK model of capitalism are fairly clear. It would 
mean pursuing what used to be called the Hong Kong option, before 
that territory returned to Chinese jurisdiction. Taxes and regulation 
would be pared back, and welfare provision would become much less 
generous. One aim might be to reduce public expenditure to around 
25% of GDP (still much higher than Hong Kong used to be). Reduction 
of employment rights, social rights and environmental protection would 
be required to make the UK labour market even more flexible. Such a 
model might not be politically sustainable. John Major among others 
has expressed his scepticism. It would likely hasten the departure of both 
Scotland and even Northern Ireland from the UK. It would represent an 
extreme form of the Anglo-liberal model, and the divergence between 
the UK and the rest of Europe would be magnified. The viability of this 
model would depend very much on the ability to trade freely with the 
rest of the world, in an era when there remain big questions over the 
future of economic growth and world trade.
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A third possibility is protectionist Britain. This would place the pri-
mary emphasis on the national economy and the communities it 
supports rather than global or regional engagement. It draws on the her-
itage of social imperialism and protectionism from the 1930s and also on 
the protectionist traditions of the Left as expressed for example in the 
alternative economic strategy developed in the 1970s and 1980s. Such 
policies would have a profound effect on the UK economic model, giv-
ing priority to industry over finance, putting employment ahead of finan-
cial stability, and investment ahead of consumption. Depending on the 
left or right inflection of these policies, border control might become 
very tight. Most observers have always supposed that if there is an alter-
native in the form of a liberal open international order that will always 
command more political support than protectionism. But that assump-
tion proved wrong over the Brexit vote. It is still true that there is not 
as yet a plausible political vehicle for this policy. UKIP perhaps surpris-
ingly has not adopted the kind of economic nationalism espoused by 
Trump, and Labour has not tried seriously as yet to resurrect its pro-
tectionist past. There are cautious moves by the May Government to 
adopt a slightly more active industrial strategy, but so far it has had little 
substance.

In 2018, ideological and political trends in the western democracies 
were still running strongly against globalisation and in favour of protec-
tionism. The populist nationalists of Steve Bannon’s Global Tea Party 
had made significant gains in elections in Germany, France and Italy, 
although apart from Italy without making a decisive breakthrough. 
Authoritarian governments had assumed control in Poland and Hungary. 
On the Left anti-globalisation forces were also stronger, as the campaigns 
of Bernie Sanders, Jeremy Corbyn, and Jean Melenchon demonstrated, 
although again without any decisive breakthrough. It is possible that we 
are on the edge of an important shift in the ideas shaping economic gov-
ernance. But although the UK is not immune to these broader trends 
the basic shape of the UK model is unlikely to shift very much unless 
there is some new cataclysm, a major trade war and depression, or the 
breakup of the EU and the Eurozone. In those circumstances a new 
protectionist and interventionist policy might emerge. But there are few 
signs of it at the moment. The advent of Trump has actually reminded 
even many Brexiters how much the UK shares in common with Europe, 
and how vital Europe is to the UK’s economic prosperity.
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CHAPTER 3

“Pragmatic Adaptation”  
and the Future of the City of London: 

Between Globalisation and Brexit

Leila Simona Talani

Introduction

The economic, political and social domination of the City of London over 
any other British socio-economic actors has traditionally been at the core of 
the debate about “British exceptionalism”. Starting from a definition of the 
City as the locus of merchant or commercial practices, scholars have pointed 
out how these activities guarantee the prosperity of the City itself as sepa-
rated from the performance of British economy as a whole. In particular, 
the success of the City has always been detached from the risks associated 
with the involvement in productive enterprises, thanks to the “short- 
termism” stemming from its mainly commercial nature. Finally, the endur-
ing hegemony of the City of London in the history of British capitalism 
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cannot be separated from its peculiar ties with the Treasury and the Bank of 
England, often considered at the roots of its “pragmatic adaptation”.

This contribution will explore how this “pragmatic adaptation”, rely-
ing on the friendly regulatory and economic policies enacted by the 
British government, will help the City of London adapt to the challenges 
of globalisation and the changing nature of British relation with the EU.

The chapter is structured in three parts. Pragmatic adaptation in 
theory; Globalisation and the future of the City of London; Brexit and 
pragmatic adaptation in practice.

In the first section, the theoretical foundations of the notion of prag-
matic adaptation are explored and discussed with reference to the rel-
evant literature. The second section will explore the challenges and 
opportunities that globalisation pose to the City of London. Here the 
chapter differentiates between different definitions of globalisation with 
the aim of identifying what is the impact of each of them on the City 
of London. In, particular, the author will distinguish between qualitative 
and quantitative definitions of globalisation and will assess the impact of 
each of them at the macro and the micro-level of analysis drawing on the 
relevant IPE literature. In the third section, the author addresses how 
pragmatic adaptation has already started to take place to allow the City 
to fully gather the benefits of a “Global City” after Brexit. In the con-
clusion, the author will discuss how the City of London is likely to use 
pragmatic adaptation to respond to the challenges of both globalisation 
and exit from the EU.

Pragmatic Adaptation in Theory

In the most widely accepted explanation, exceptionalism coincides with 
British traditionalism. As such, any aristocratic, pre-industrial elements 
still evident in British polity are seen as only symbolic and legitimatory 
in meaning and do not correspond to any effective divisions within the 
British capitalist class.

However, there is also an alternative, more controversial interpreta-
tion of these events; an interpretation rooted in Anderson’s and Nairn’s 
seminal works on the subject. According to this interpretation, tradi-
tionalism is still at the core of modern British ideology, not only sym-
bolically, but also as directly impacting the structure and performance of 
the British economy, as it is based on the hegemony of those fractions 
of British capitalism which recognise it as their ideological point of ref-
erence. According to Anderson, the exceptionalism of British society is 
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represented by the dual nature of British capitalism; that is, the separate-
ness of the financial fraction of capital and the industrial one, and the 
dominance of the former over the latter. This is reflected in the persis-
tence of aristocratic, pre-industrial forms in the organisation of the civil 
and political society, as the British financial and banking elite is recog-
nised as the carrier of feudal, aristocratic cultural and social values.

On the other hand, the British capitalist structure is also characterised 
by the existence of a hegemonic position of the capitalist bloc as a whole, 
as opposed to the non-hegemonic though self-conscious bloc of the 
working class. Here the concept of hegemony is defined in Gramscian 
terms as the “dominance of one social bloc over another, not simply by 
means of force or wealth, but by a total social authority whose ultimate 
sanction and expression is a profound cultural supremacy”.

Thus, according to this interpretation, the present equilibrium in 
England remains a capitalist one, but within the capitalist class itself, one 
economic and, consequently, social component is hegemonic. This com-
ponent is the financial sector; or in other words, the City of London. 
The City is not only a dominant economic and social actor, but together 
with its political referents (the Treasury and the Bank of England), is 
deemed responsible for the British economic decline from the second 
half of the nineteenth century onward. Indeed, within this conceptualis-
ation, the crisis of British industry is explained as the logical outcome of 
a long subordination of the needs of productive capital to the economic 
interests and preferences of the City of London.

The main criticisms to this interpretation are based on two points. 
First, the definition of the City, and consequently the nature of the 
relations between the City and industry; and second, the City-State 
connections.

The most important problem concerns the conceptualisation of City 
and the identification of the specific relationship between the British 
financial sector and industry as historically developed. For many authors 
interested in the subject, the City is simply the centre of British finance 
capital, that is, in the Marxist definition, the direct involvement of bank-
ing capital in the means by which surplus value is created (Aaronvitch 
1961; Overbeek 1980). A number of objections are raised by other schol-
ars against this conceptualisation of the City, and an alternative definition 
has been proposed, which puts much more emphasis on a clear identifica-
tion of the City’s economic activities (Ingham 1984; Strange 1971).

Whereas many of the City’s activities are “financial” in a broader sense 
as they make money capital available to the productive sector by means 
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of the markets, they mainly comprise commercial practices. Thus, the 
role of the City’s firms as intermediaries in the provision of finance indis-
tinctly to domestic or international players should be understood as that 
of a commercial entrepôt, giving rise to services income.

Consequently, the City should not be simply defined as the locus of 
British finance capital, or in terms of the identification of its constituent 
companies. It should instead be conceptualised as the institutional struc-
ture of short-termism, or exchanges, in commodities, securities, money 
and services. This definition allows, on one hand, to link the apparently 
unrelated activities of investment banking, foreign exchange dealing, 
securities dealings and more and, on the other hand, to account for the 
City’s uniqueness in the world. British exceptionalism is thus ontologi-
cally connected to the exceptionalism of the “City of London”.

In conclusion, the main element of British exceptionalism is given 
not so much by the persistence of a traditional, pre-modern polity, as is 
the case in Britain, but by the fact that this polity is economically, politi-
cally and socially dominated by the City and its social and political allies. 
Moreover, the City is characterised, or defined, not as the centre of the 
“finance capital”, but as the locus of merchant or commercial practices, 
ranging from insurance to brokerage activities, from trading in secondary 
markets to providing professional services. These activities, while on one 
side limit to a great extent the expansion of British productive sector, 
on the other side guarantee the prosperity of the City itself as separated 
from the performance of British economy as a whole, and in particular 
from the risks associated with the involvement in any productive enter-
prises. Finally, the explanation of British exceptionalism cannot only be 
related to the establishment, defense and exploitation of the Empire, 
but is also determined by the interactions and dialect relations between 
the City, the Treasury and the Bank of England, which have guaranteed, 
over the course of the centuries, its “pragmatic adaptation”.

The interpretation of British capitalist development as proposed by 
Nairn and Anderson referenced above, clearly identifies the role of the 
City of London in explaining the historical weakness and subordination 
of the industrial bourgeoisie. Moreover, within this context the split 
between the two sectors is seen as a “basic underpinning of the state 
structure” (Nairn 1977: 28). However this approach has been criticised 
(Ingham 1984) for failing to precisely identify the economic nature of 
the social class dominating civil and political society, as well as neglecting 
the role and specific interests of the City’s merchant and commercial elite 
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and their subsequent alliance with the land-owning elite, in explaining 
the decline of the British industrial sector (Ingham 1984).

Longstreth (1979), on the contrary, deals more directly with the anal-
ysis of the difficult relationship between the City and industry in the UK 
over the past century, while also clarifying the relationship between the 
financial sector and the state by adopting an “instrumental” approach. 
This does not imply that the state is depicted as a neutral instrument in 
the hands of a cohesive dominant class; however, he does conceptualise 
the British state as a system penetrated and structured by specific class 
relations, though he allows for variations due to historical contingencies. 
Moreover, the state can be, and in Britain’s case has been, dominated by 
a particular fraction of the dominant class, “a ‘ceta dirigente’, which by 
no means exercises power consistently in the general interest of the dom-
inant class taken as a whole” (Longstreth 1979: 159).

More specifically, Longstreth claims that since the nineteenth cen-
tury, a traditional power bloc, led by the City of London, has determined 
the British government’s economic policy-making at the expense of the 
British industry (Longstreth 1979). In addition, according to Cain and 
Hopkins, since 1880 “no clear line could be drawn between gentlemanly 
governments and a united gentlemanly City over matters of fundamental 
importance in economic and financial policy” (Cain and Hopkins 2000: 
330). Indeed, many of the political struggles over the course of the 
twentieth century can be interpreted as attempts to either over-turn or 
modify the domination of this “establishment” in the state system. Yet, 
this power bloc has maintained its position intact largely thanks to “prag-
matic adaptation” to changing circumstances in the world economy and 
the domestic class struggle (Longstreth 1979: 160).

The divide within the dominant class between the City, or more gen-
erally the financial sector, and industry, or productive capital, dates back 
to the decline of the landed aristocracy. At the political level, the City 
has been able to control the economic policy-making of the British gov-
ernment so as to guarantee that its preferences have more or less always 
represented the point of reference for the determination of the economic 
decision making of the country. In a following section, we shall see that 
this is still currently the case with Brexit. Obviously, various governments 
and political contingencies have influenced the way in which the City has 
exercised its hegemonic position; however, hegemony has not been shat-
tered by political events and has remained undisputed in the course of 
history (Longstreth 1979: 161).
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More specifically, the City’s dominant position has been reinforced 
within the state system for two main reasons. First, the Bank of England 
and its relation to the Treasury has allowed the City to directly trans-
mit its economic preferences on the decision making level. Cain and 
Hopkins (2000) give a very convincing account of how Gladstonianism 
succeeded in boosting the power of the two gentlemanly institutions 
most intimately connected to the City of London and to what extent 
this was opposed by the British industrial sector. In their words: “The 
Bank remained for a time an object of suspicion outside its own circle of 
intimates in the City” (Cain and Hopkins 2000: 321–322). Even with 
nationalisation, the Bank of England remained a substantial referent of 
the City’s interests as it kept a de facto self-governing status.

Secondly, and in line with Gramscian sociology of power,1 the City 
has been able to continue dominating British political life because it was 
able to keep a leading role in the British economy thanks to its exter-
nal success first with the empire, then with the Sterling area and now 
with its dominance of world financial markets. Indeed, it was the Sterling 
area that helped the City regain its dominance of international financial 
markets and thus reinforced its political and ideological superiority over 
industry, which was contextually experiencing its dismemberment in a 
multinational direction (Longstreth 1979: 161).

From the institutional point of view, the hegemonic position of the 
City has been guaranteed by its privileged relationship with some stra-
tegic state bureaucracies, which allowed the financial sector to control 
important levers of power. As previously mentioned, the most prominent 
among these institutions is the Bank of England, whose nationalisation 
did nothing to reduce its level of embeddedness into the British financial 
milieu from a political, economic and sociological standpoint. The Bank, 
by its own definition, is the trait d’union between the state and financial 
interests. In reality, it is even more than this, as it acts as the represent-
ative of financial interests inside state institutions. This means that the 
City has always been able to directly influence economic policy-making 
from within the state itself through the role played by the Bank  

1 Here it is important to point out that in a Gramscian sociology of power an economic 
actor can become hegemonic for two reasons: (1) economic power legitimates and renders 
its dominant position acceptable to the other actors; (2) only an economic actor can trigger 
that economic development which is considered the prerequisite to gain mass consensus 
(Gill 1993).
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(Cain and Hopkins 2000: 320–321). The industrial sector was not 
afforded such a privilege, although many of the reforms of the 1960s in 
the industrial policy arena have been interpreted as a substantially failed 
attempt to redress the balance and allow industrialists to have a louder 
voice in the definition of the various economic strategies (Longstreth 
1979: 85). Some authors (Ingham 1984, 1988, 2002) take issues with 
an “instrumental” definition of the class-state relationship, and in par-
ticular with the fact that the Bank of England and the Treasury are con-
sidered as “media” through which the City’s interests are channelled. 
However, there is no doubt in the historical literature, that the City’s 
prosperity owes much to the intervention of these two institutions (Cain 
and Hopkins 2000; Kynaston 1994).

With Longstreth we can conclude that: “The City has, in other words, 
largely set the parameters of economic policy and its interests have gen-
erally predominated since the late nineteenth century. Its dominance has 
been so complete that its position has often been taken as the quintes-
sence of responsible financial policy” (Longstreth 1979: 161–162).

With regard to how the City was able to acquire such a dominant 
position over industry, Longstreth (1979) emphasises how the particu-
lar pattern of capitalist development in Britain served as the basis for the 
City’s domination in the political realm. Beginning in 1870, the London 
capital markets experienced the expansion of foreign investment; there-
fore, the City developed almost entirely out of foreign trade. Susan 
Strange (1971) notes that due to free trade and the gold standard, the 
City became an international powerhouse, and, as a consequence, also 
the domestic locus of economic power and prestige, developing an inter-
nal outlook which corresponded to its international position. In political 
terms, this sealed the coincidence of interests between imperialists and 
the City; an alliance that persisted until the 1960s.2

What is difficult to understand is why there was so little opposi-
tion to this status quo from within the capitalist class itself. There is 
no doubt that conflict has materialised in various forms and at various 
times, as Longstreth (1979) analytically points out; but overall, after 
the Second World War the City remained the dominant actor within 
the British capitalist class despite substantial changes in the economic 
life of the country and a new reformist Labour Government, which had 

2 As he does not explain the persistent success of the City, here it is necessary to rely on 
Ingham (1984).
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proclaimed itself highly committed to the restructuring of the industrial 
sector. However, the City had many powerful means to convince reluc-
tant state institutions to follow its advice. One of the most successful 
was, and still is, its capacity to provoke currency crises, which, accord-
ing to Longstreth (1979), is how it managed to convince the Labour 
Government to follow the advice of its representatives when formulating 
economic policy.3

On the contrary, trade unions did oppose the establishment but 
were rarely able to substantially influence the government’s economic 
policy stances. Further, the idea of a state-planned economy in con-
cert with the trade unions has never been particular appealing to the 
British industrial elite. Despite the fact that the Labour Party had, 
since the early 1960s, actively engaged in trying to establish corpo-
ratist practices in the UK (such as supporting a policy of greater state 
intervention), this alliance between “producers” never actually materi-
alised (Longstreth 1979). Even the creation of the Federation of British 
Industry in 1916 and its merger with other major employers’ organi-
sations into the Confederation of British Industry (CBI) in 1965, was 
possible only thanks to the intervention of the Labour Government in 
power at that time.

One of the possible answers to this mysterious acquiescence of the 
industrial capitalist elite is to be found again in the specific pattern of 
development of the British capitalist structure as analysed above, which, 
while it empowered the financial sector, weakened industrial capital.

The contemporary lack of substantial opposition to the City’s eco-
nomic preferences from within the ranks of capital is easier to explain 
given the latest development in industrial production, now completely 
dominated by multinational corporations whose interests often coincide 
with those of the financial sector. As, thanks to globalisation, production 
is increasingly moved abroad, the British industrial sector has become 
increasingly involved in financial activities at home; subsequently, its eco-
nomic preferences become closer to those of the City.

In the next section, therefore, we will explore how Globalisation is 
likely to affect the future of the City of London.

3 See also Anderson’s interpretation of the failures of Labour governments (Anderson 
1987).
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A Global City: How Does Globalisation Affect  
the City of London

Globalisation is one of the most hotly debated topics within the social 
sciences, and certainly one that has captured scholars’ imagination when 
looking toward the future. Globalisation is not only the present, but also 
the future of politics and economics, and no discussion regarding future 
scenarios can avoid addressing it.

How does globalisation affect the future of the City of London? Does 
financial globalisation signal the end of the City’s hegemony or does it 
guarantee its future success?

Questions related to how globalisation affects domestic actors cannot 
be disentangled from a more general and in-depth analysis of globalisa-
tion and its definitions.

The notion of globalisation is not without controversy both within 
the academic debate and in the wider public discourse. Despite the great 
success of this concept in recent decades there is still some degree of 
confusion about its definition, and the discussion is still open about pre-
cisely how globalisation modifies the capacity of the state to intervene in 
the domestic and in the global economy (Busch 2008: 5).

However, it is possible to classify positions adopted by scholars 
into three broad groups, alongside the three traditional approaches 
to International Relations/International Political Economy (IR/
IPE) (Dicken 1999: 5): First, those who deny outright the very exist-
ence of the phenomenon of globalisation (Hirst and Thompson 1999; 
Thompson 1993); second, those who recognise it but tend to give 
only a quantitative definition of globalisation (Held et al. 1999; Holm 
and Sørensen 1995); and third, those who adopt a qualitative definition 
(Mittlemann 2000; Hay and Marsh 2000; Dicken 1999, 2003).

The denial of globalisation is typical of realist theory and rests on con-
siderations about the historical recurrence of periods of increased inter-
national and cross-border interactions. In reality, those who adopt this 
perspective deny the “originality” of globalisation and its characterisation 
as a “new phenomenon”. In some instances, proponents of this theory 
go so far as to deny the current phase of the world’s economic devel-
opment any “global”, “globalised” or “globalising” features (Hirst and 
Thompson 1999).

The denial of globalisation stems from the failure to identify its dis-
tinctive characteristics due to the adoption of a quantitative definition 
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of the phenomenon. From a quantitative point of view, globalisation is 
defined as:

…The intensification of economic, political, social and cultural relations 
across borders. (Holm and Sørensen 1995: 12)

An institutionalist interpretation of globalisation also exists, and is one 
that similarly originates from a quantitative definition of the phenome-
non while stressing the “transformation” of the nation-state within glo-
balisation and the necessity for international institutions to take over 
many of the responsibilities previously allocated to the state, including 
the regulation of global financial markets.

The traditional transnationalist approach instead adopts a distinctive 
qualitative definition of globalisation (Mittlemann 2000) which identifies 
the process of globalisation as a qualitatively new phenomenon, charac-
terised by the dramatic increase of foreign direct investment (FDI), the 
transnationalisation of social groups (including labour and business), 
and an unprecedented interdependence of financial markets (Overbeek 
2000). Technological transformation is an exogenous component of the 
qualitative definition of globalisation, and it is the one factor that brings 
about transformation in terms of financial transactions and production.

In this section, we shall deal with each of these approaches to the defi-
nition of globalisation and their consequences for the future of the City 
of London.

Let us start from a classical quantitative view of financial globalisation. 
This has been well summarised by Cohen (1996):

Financial globalisation (or internationalisation) refers to the broad integra-
tion of national markets associated with both innovation and deregulation 
in the postwar era and is manifested by increasing movements of capital 
across national frontiers. The more alternative assets are closely regarded 
as substitutes for one another, the higher the degree of capital mobility. 
(Cohen 1996: 269)

Adopting this definition, capital mobility becomes the constitu-
ent element of financial globalisation (Obstfeld and Taylor 2004). In 
macroeconomic terms, the problem is called the “inconsistent quar-
tet” (Padoa-Schioppa 1994), the “unholy trinity”’ (Cohen 1996) or 
the “trilemma” (Obstfeld and Taylor 2004: 29), and posits that in an 
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economic environment characterised by free capital movement, national 
monetary autonomy becomes an alternative to keeping stable exchange 
rates. The case rests on the argument that complete capital liberalisation, 
(as implied by the quantitative definition of financial globalisation) and 
exchange rate stability, (as necessary, in theory, for international trade to 
continue unhindered) are incompatible with divergent national monetary 
policies.

The economic explanation for the existence of the “inconsistent quar-
tet” can be found in the Mundell-Fleming model, which links the mon-
etary economic equilibrium—the equilibrium of monetarist variables 
given by the equilibrium between money supply and demand and sum-
marised in the LM curve—and the real variables equilibrium, the equi-
librium between investments and savings that is summarised by the IS 
curve. The model also includes the equilibrium of the external economic 
relationships in the form of the balance of payments equilibrium, sum-
marised in the BP curve.

In short, according to this model, in a world of perfect capital mobil-
ity autonomous monetary policy is inconsistent with stable exchange 
rates. As a consequence, not only do national economic authorities see 
their capacity to implement independent monetary and fiscal policies 
substantially constrained, but financial markets also see their power to 
destabilise national economies engaging in speculative practices greatly 
increased.

Although in macroeconomic terms this argument is certainly sound 
(or, at the least I am not in a position to criticise it), the British case is 
particularly relevant in highlighting how financial globalisation did not 
particularly decrease the power of the City of London as defined here. 
The main point is that in the trade-off between the stability of exchange 
rates and autonomous monetary policy, some domestic actors (notably 
the City of London) might still prefer the latter, as they have demon-
strated in their position toward joining the Euro area (Talani 2010). 
This happens for some concurring reasons.

Some sectors, like financial services, though perfectly integrated at the 
regional and global level might still prefer to keep autonomous mone-
tary policy decision-making at the national level. In particular, setting the 
interest rates at a higher level than other financial centres represents a 
relevant competitive advantage in attracting short- and very short-term 
capital. This, of course, is harmful for industrial activity. However, here 
the issue becomes one of power relations between domestic economic 
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sectors or interest groups. In the context of globalisation, the issue is also 
influenced by the extent to which the industrial sector is actually rely-
ing on domestic production as opposed to production abroad (Dicken 
2003).

To conclude the discussion of how the British financial sector will gain 
from globalisation at the macro level, it is not unlikely that London will 
be on the winning side of speculative practices (Guth 1994; Lilley 2000). 
The following is just one example: In 2008, the Financial Services 
Authority (FSA) was compelled to pass emergency rules banning the 
short-selling4 of UK bank shares in the City of London after the practice 
brought the HBOS share price to a collapse. Well-known City operators 
are believed to have profited from short-selling sub-prime mortgages 
and betting against HBOS. Hedge funds in the City of London are said 
to have made at least £1 billion in profits by shorting HBOS shares in 
June and July 2008, fuelled by City rumours that the bank was in finan-
cial distress. At one point in June of that year, a single fund, Harbinger 
Capital, traded more than three per cent of all HBOS shares. Harbinger 
was run by Philip Falcone, a former Barclays trader who earned £1.7 bil-
lion in 2007 alone (The Telegraph 2008).

It is, however, at the micro level (i.e. at the level of sectoral and 
domestic interest group analysis) that we see how the City of London 
can gain from globalisation. As Cohen correctly states, “owners of 
mobile capital… gain influence at the expense of less fortunate sectors 
including so-called national capital as well as labour” (Cohen 1996: 
286).

How does this happen? To answer this question, it is necessary to 
adopt a domestic politics (or inside-out) approach to the international 
political economy. The case for a domestic politics approach has a long 
history.

The problem that remains, however, is explaining domestic politics. 
With respect to this, there are various theories. Firstly, the societal actors 
approach, which identifies the source of power in the preferences of soci-
etal and economic forces as shaped by their international and domestic 
economic situation (Rogowski 1989). Secondly, the intermediate asso-
ciations explanation, which stresses the role of such organisations like 

4 Short-selling is selling borrowed shares in the hopes that their price will fall and that 
they can be bought back at a profit later on.
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political parties and interest groups in linking social preferences to state 
institutions (Katzenstein 1977). Thirdly, state-centred theories, resting 
on the assumption of the central role of formal institutions, bureaucra-
cies and rules in defining both interests and policy outcomes (Martin 
1993). Fourthly, economic ideology explanations, which stress the role 
of economic perceptions, models and values in determining states’ pref-
erences and behaviour (Goldstein and  Keohane 1993).

The societal actors approach, focusing on the role of sectoral actors 
and interest groups has proven most effective in proposing useful, test-
able hypotheses in relation to financial issues. Jeffrey Frieden greatly 
contributed to the development of a distributional politics approach to 
exchange rate policymaking from within a two-level game theoretical 
framework (Frieden and Stein 2001; Frieden et al. 2010; Frieden 1991, 
1993, 1994a, b, 1996a, b, 1997a, b, 1998a, b, 1999, 2000, 2001, 
2002, 2004, 2009). Frieden (1991) proposes a “two-step” model of 
national exchange rate policymaking based on domestic sectoral inter-
ests. The model identifies economic sectors’ preferences vis-à-vis two 
interrelated dimensions of exchange rate regime (fixed or flexible) and 
level (appreciated or depreciated). In order to understand this approach, 
it is important to recall that under perfect capital mobility, adopting a 
fixed exchange rate, while providing currency stability, implies sacrificing 
domestic monetary policy autonomy.

Two groups of actors directly involved in international trade and 
payments who are highly sensitive to currency fluctuations and would, 
therefore, support fixing the exchange rate are the producers of 
export-oriented tradable goods and international investors. Conversely, 
two other groups of actors who tend to be highly concerned about 
domestic macroeconomic conditions and would thus favour the national 
monetary policy autonomy made possible by flexible exchange rates, are 
producers of non-tradable goods and services (mainly the public sec-
tor) and producers of import-competing tradable goods for the domes-
tic market (Frieden 1991). The resulting cleavages would be as follows 
(Table 3.1).

The problem with the application of this model is that it is unclear 
which effects globalisation will have on exchange rates, whereas it is 
implicit in the quantitative definition of globalisation that it requires 
trade and investment liberalisation.

From this point of view, as early as 1989, Rogowski (1989) had 
identified which economic sectors would gain from the opening of the 
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markets. Based on the Heckscher-Ohlin theorem,5 Rogowski proposes 
a model of factor endowments which allows the categorisation of any 
country according to whether it is advanced or backwards or whether its 
land/labour ratio is high or low (Rogowski 1989: 6). Then, applying the 
Stolper-Samuelson theorem,6 he hypotheses that increasing exposure to 
trade will result in an urban/rural conflict in advanced economies with a 
low land/labour ratio and in backward economies with high land/labour 
ratio; on the other hand, it would result in a class cleavage in advanced 
economies with high land/labour ratio and in backward economies with 
low land/labour ratio (Table 3.2) (Rogowski 1989: 8).

Building on this model, Frieden and Rogowski were able to pro-
ject the interest of socio-economic sectors with respect to globalisation 
(Frieden and Rogowski 1996).

Assuming that globalisation is defined in quantitative terms as “grow-
ing global trade and financial flows” (Frieden and Rogowski 1996: 26), 

Table 3.1  Frieden’s model

FLOATING 
EXCHANGE 
RATES

FIXED 
EXCHANGE 
RATES

DEPRECIATION 
OF THE 
CURRENCY

Manufacturing, 
small companies

Export-oriented, big 
companies

Manufacturing, 
small compa-
nies + export 
oriented, big 
companies

APPRECIATION 
OF THE 
CURRENCY

Public sector Financial and bank-
ing sector

Public sector + finan-
cial and banking 
sector

Manufacturing, small 
companies + public 
sector

Export-oriented, big 
companies + financial 
and banking sector

5 The Heckscher-Ohlin trade model concludes that a country will tend to export goods 
intensive in the factor it has in abundance, and to import goods intensive in the factors in 
which it is scarce (Frieden and Rogowski 1996: 37).

6 The Stolper-Samuelson theorem finds that in each country returns rise absolutely and 
disproportionally to owners of factors that are required intensively in the production of 
goods whose prices have risen; and they fall absolutely and disproportionally to factors 
required intensively in the production of goods whose prices have fallen (Frieden and 
Rogowski 1996: 37).
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by applying the Heckscher-Ohlin/Stolper-Samuelson approach, the 
authors derive some interesting propositions about the distributional 
consequences of globalisation. This would imply a rise in the domes-
tic prices of goods whose production is intensive in the given country’s 
abundant factors and a fall in the prices of those goods intensive in scarce 
factors. In this context, globalisation would benefit the owners of abun-
dant factors and disadvantage those who own scarce factors (Frieden and 
Rogowski 1996: 37). Therefore, as developed countries are characterised 
by an abundance of capital and a shortage of unskilled labour, globali-
sation favours capitalists and skilled labour while unskilled labour is at 
a disadvantage in advanced capitalist economies. (Frieden and Rogowski 
1996: 40). This is relevant for our domestic politics analysis of who wins 
and who loses from globalisation as the City of London is composed 
exclusively by capitalists and skilled labour and has everything to gain 
from liberalisation from this perspective.

There are, however, two further dimensions that strengthen the argu-
ment that the City of London will certainly gain from globalisation. 
First, we must consider that on the basis of this analysis, the power of 
an interest group to assert its preferences is directly related to its capac-
ity to move, which in turn depends on the mobility of its factor. If an 
interest group is able to credibly threaten leaving the country, its bar-
gaining power increases. Therefore, globalisation reduces the capacity of 

Table 3.2  Predicted effects of expanding exposure to trade

Source Rogowski (1989: 8)

Land/labour ratio

High Low

Advanced economy CLASS CLEAVAGE
Land and Capital
Free trading assertive
Labour defensive, protectionist

URBAN-RURAL CLEAVAGE
Capital and labour
Free trading assertive
Land defensive, protectionist
RADICALISM

Backward economy URBAN-RURAL CLEAVAGE
Land
Free trading assertive
Labour and Capital
Defensive, protectionist
POPULISM

CLASS CLEAVAGE
Labour
Free trading assertive
Land and Capital
Defensive Protectionist
SOCIALISM
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the government to disregard the preferences of the most mobile factor, 
which is capital—and financial capital in particular—and increases the 
negotiation and political power of the owners of such capital: to wit, the 
City of London (Keohane et al. 1996: 19; Busch 2008: 8).

Moreover, adopting a sectoral rather than a factorial type of analy-
sis, through the application of the specific factor approach (also known 
as Ricardo-Viner) the result is even more clearly supportive of the view 
that the British banking sector has everything to gain from globalisation 
(Frieden and Rogowski 1996: 38). This perspective suggests that factors 
like land, labour or capital are normally used for a specific activity or pro-
duction, and therefore only price changes in their specific activity or pro-
duction (not in all of the uses of the factors) will affect them. To apply 
it to the case of the UK, if capital is used specifically for banking and 
financial transactions when the terms of trade in banking change, only 
the banking sector will gain, not all capital. Overall, the application of 
the Ricardo-Viner variant implies:

1. � That the benefits of globalisation will vary with the specificity of 
the relevant actors’ assets.

2. � That the most competitive sectors will gain more.
3. � That political pressure will happen at the sectoral rather than at the 

factorial level.

There is no doubt that financial capital is an abundant factor in the UK. 
Therefore, to the extent to which the City remains competitive interna-
tionally, and a high degree of openness is guaranteed, it will improve its 
position not only with respect to labour but also, more importantly given 
the approach adopted here, with respect to industrial capital.

Let us now address the question from the perspective of a qualitative 
definition of globalisation. As detailed above, technological change is 
at the core of the qualitative definition of globalisation, bringing about 
changes in the productive and in the financial sphere (Dicken 2003: 85).

It is technology, therefore, that produces financial globalisation, 
defined here as the existence of around-the-clock access to financial 
transactions all over the world (Dicken 2003: 443).

Susan Strange identified the three most important technological 
changes that have produced financial globalisation: computers, chips and 
satellites (Strange 1998: 24–26):
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Computers have made money electronic…by the mid-1990s computers 
had not only transformed the physical form in which money worked as a 
medium of exchange, they were also in the process of transforming the sys-
tems by which payments of money were exchanged and recorded. (Strange 
1998: 24)

Chips (microprocessors) have allowed for the credit card revolution and 
the “smart card” revolution as well (Cohen 2001). Finally, satellites are 
the basis of global electronic communication (Dicken 2003: 85–120).

It is impossible not to understand the implications on financial ser-
vices in terms of increase in productivity; patterns of relationships and 
linkages between financial firms and clients, and within the financial 
community; velocity and turnover of investment capital and capacity to 
react to international events immediately (Dicken 2003: 443).

Even more importantly, the competitive advantage has now moved 
to technological infrastructure. Even the technological superiority of 
cable infrastructure could represent a substantial competitive advantage 
making physical location actually much more relevant in the globalisa-
tion era. Indeed, a study by the European Central Bank concluded that 
the undersea cables are a critical factor in determining the competitive 
strength of financial centres, especially the City of London (Financial 
Times 2017).

As a consequence, there is now consensus in the literature that finan-
cial globalisation has “made geography more, not less, important” 
(Dicken 2003: 59; Coleman 1996: 7).

On the one hand, some financial products contain information which 
is the result of long, well-established business relationships and this 
remains the case with financial globalisation. Equities, domestic bonds 
and bank loans have indeed a large amount of domestic information 
embedded within (Coleman 1996: 7).

On the other hand, financial technological infrastructure and financial 
innovation, both very location specific, have become decisive elements of 
competitive advantage globally.

Thus, despite the significant emphasis on financial globalisation, the 
location of global financial power has remained surprisingly unchanged 
and concentrated in a handful of urban centres, namely New York, 
London and, to a more limited extent, Tokyo. This concentration is 
unparalleled in any other kind of industry and it is also extremely stable 
(Dicken 2003: 462).
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In fact, London is the more broadly based financial centre and its 
position does not seem to have changed in the last decade—the decade 
of globalisation. If anything, with respect to many of its main markets 
and services, its position has improved (Talani 2012). If globalisation is 
clearly benefitting the British financial sector from all points of view, how 
likely is the “Global City” to be put under discussion by Brexit? This is 
a question we will try to address in the next section of this contribution.

Pragmatic Adaptation and Brexit:  
Its Beginning to Look a Lot like Brexit!

There is the possibility, that, if openness is reduced, as, for example, by 
closing the European Single Market to the UK as a consequence of a 
Brexit, all the advantages of globalisation for the City of London could 
be off-set. This might explain why, at the outset, the City of London was 
against Brexit. Indeed, the City of London Corporation has openly sup-
ported Britain remaining in the EU.

A survey of 147 UK based financial services firms found 40% chose 
the UK over other centres because of access to the EU. 81% of 98 fin-
tech start-up business published by Innovate Finance, voted to stay in 
the EU, this was comparable to the survey conducted by Tech London 
Advocates in 2015 (City of London 2016).

Not a single financial trade association has been favourable to Brexit 
in the debate leading to the 2016 referendum, and the representatives 
of major City institutions such as Lloyds of London, the London Stock 
Exchange, Aviva, Goldman Sachs, HSBC, Barclays, Prudential, RSA, 
Standard Life and Santander have all expressed their institutions’ wish 
that Britain remain in the EU.

The reasons were initially very clear. If the UK stays in the Single 
Market, the institutions based in the City have a passport to operate 
everywhere else in the EU without the need to have separate businesses 
in other countries, with all that this means in terms of different author-
isation processes, regulation as well as staffing costs (City of London 
2016).

However, as a hard Brexit, i.e. an exit not only from the EU but also 
from the Single Market, becomes more likely, it seems that City’s insti-
tutions have adapted themselves to the changing situation through their 
traditional “pragmatic adaptation”. This will take the form of moving 
all EU services to another EU member states with the aim of keeping 
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their pass-porting rights. Like in the case of the announcement made 
by Deutsche Bank in March 2017, if Britain were to leave the Single 
Market, thus losing pass-porting rights granted to EU members, Banks 
will probably have to turn their London branches into subsidiaries that 
would require capital and move their EU booking hub to an EU finan-
cial centre (The Independent 2017a).

Frankfurt could emerge as winner in a similar race, with Standard 
Chartered, Nomura, Sumitomo Mitsui and Daiwa Securities picking the 
city as their EU hub in the year after the Brexit vote, while Citigroup, 
Goldman Sachs and Morgan Stanley were considering the same location.

However, as Bill Blain, a strategist at Mint Partners in London, says, 
“They can move as many trading and investment assets to Frankfurt as 
they want, but the gravitational centre of the European financial universe 
will remain in London for some time - whatever Brexit we get” (The 
Independent 2017a).

Also Irish authorities claim they achieved deals with more than a 
dozen London-based banks and finance houses to move some of their 
operations to Dublin in preparation for Brexit with US bank JP Morgan 
buying a landmark office building in Dublin and Bank of America Merrill 
Lynch, which already has a presence in Dublin, speaking of expanding in 
the city (The Irish Times 2017).

Still, one year after the referendum, experts, such as Mr Donoghue, 
head of international financial services at Ireland’s Industrial 
Development Authority, were convinced that the mass exodus from 
London that was once feared is unlikely to materialise (The Irish Times 
2017).

In his words: “This is a sensitive event for the financial services, they 
don’t really want to leave decades of infrastructure in London, for them 
to leave is a disruption to business and a cost.” “We do not think that 
London is going to disappear, but the industry will move to a more 
decentralised model” (The Irish Times 2017).

Even more clearly: “Essentially there are going to be three or four 
centres in Europe that are going to grow in size, but not to the point 
that London becomes irrelevant” (The Irish Times 2017). This statement 
is very consistent with the analysis above on the geographical concentra-
tion effects of globalisation for financial services.

Moreover, the size of the EU market for the City of London shall 
not be overestimated. Indeed, the Brexit impact papers published by 
the European Parliament make clear how, in 2015, only 23% of the UK 
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financial services revenues derived from activities relating to the EU 
(European Parliament 2016). That is to say that the remaining 77% was 
related to activities outside the EU.

Finally, so far London does not seem to have lost its capacity to attract 
especially technologically sensitive financial industry. Reuters reports 
that over half a billion dollars were poured into British financial tech-
nology companies in the first half of 2017. This accounts to over a third 
more than the same period last year, as the trade body Innovate Finance 
claimed in July 2017. This is a clear sign that the fast-growing fin-tech 
sector is betting on a post-Brexit favourable environment. UK-based fin-
tech startups pulled in $564 million of venture capital investment in the 
first six months of the year 2017, more than half of which came from 
outside Britain. That was up 37% from the first half of 2016, and put 
Britain in third place globally for fintech investment, behind the United 
States and China (The Finanser blog 2017).

Fintech is a sector ranging from mobile payment apps to digital cur-
rencies like bitcoin, and one that the government considers as key for 
future economic growth. Therefore, the British government has identi-
fied fin-tech as a priority area, saying it provides 60,000 jobs and contrib-
utes around $9 billion to the economy. In the first six months of 2017, 
the global investment in fin-tech was $6.5 billion. Of this, just over half 
went into U.S. startups and around $1 billion into China. A third of the 
investment into British fintech came from venture capital firms based in 
the United States (The Finanser blog 2017).

The main reasons for this renewed confidence in the British economy 
post-Brexit, are according to Abdul Haseeb Basit, Head of Finance and 
Strategic Projects at Innovate Finance: “Britain’s prowess in both con-
ventional finance and technology, as well as light-touch regulation, its 
pro-business culture and even the fact that it is Anglophone make it dif-
ficult for other centres to compete, though many - such as Berlin and 
Paris - are trying” (Reuters 2017). He also claimed that: “while pass-
porting rights - which give firms licenced in one EU country the right 
to trade freely in any other - had been a big concern for investors after 
Brexit, those worries had eased. Even if Britain loses passporting rights, 
that would affect only 20 percent of the almost 300 startups that are 
members of Innovate Finance” (Reuters 2017).

The real worry was that access to highly skilled workers would dry up 
when Britain leaves the EU as an estimated 30% of the sector’s workers 
are foreigners and most of them from the EU.
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In the words of Basit: “Talent is the number one concern, and has 
been consistently since the referendum - we test (our members on) that 
every three to six months. So that’s been fairly consistent – it’s been a 
worry and until we have more certainty around that, it will remain a 
worry” (Reuters 2017).

Moreover, according to Basit: “There is a lot of competition in the 
investment space – there’s a lot of capital available and it’s looking for 
good companies to invest in.” “Were they to not invest in UK compa-
nies, they feel like they might miss an opportunity. The appetite is still 
strong” (Reuters 2017).

It seems thus that the competitive advantages secured so far by the 
City of London as a global financial centre, such as its technological 
infrastructure, financial innovation, and its high concentration of finan-
cial expertise, will be difficult to be put into question by Brexit.

It might even be argued that Brexit could enhance the competitive 
position of the British financial centre in the era of globalisation, as it will 
actually require precisely those kind of policies which further enhance the 
City’s hegemonic potential domestically and internationally: liberalisation 
and deregulation.

It is indeed becoming increasingly clear that, were it to happen, a hard 
Brexit could actually work for the UK, providing that a specific set of 
policies are adopted, policies that go precisely in the direction of the kind 
of Thatcher-style measures strongly supported by the “ultra-liberals”, the 
free-marketeers of the City.

Indeed, the two Chancellors, Philip Hammond, and, previously 
George Osborne, have already hinted at this, when they underlined the 
structural changes that the British economic model would need post-
Brexit. Jeremy Corbyn seems very aware of the risk that Brexit poses in 
terms of moving towards an ultra-liberal, hyper-globalised capitalist sys-
tem. Moreover, this is certainly in line with Theresa May and her cabi-
net’s claim that Brexit will make the UK more, not less, globalised (BBC 
2017).

As almost verbatim claimed in the press, in order to keep Britain 
competitive in the global economy after a Hard Brexit, it will need to 
“adapt” and the UK’s economic model will need to be reset (The 
Independent 2017b). Britain will have to become a sort of Hong Kong 
or Singapore of Europe. It will be the completion of Mrs Thatcher City 
revolution, and it may be no coincidence that almost all of the Brexiteers 
are hard-line nostalgic Thatcherites (The Independent 2017b).
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So what are those measures and how are they likely to shape the 
future of the City outside the EU? Or, put in another way, how will 
“pragmatic adaptation” unfold in the case of a “Hard Brexit”?

First of all, the British Government will have to declare the adoption 
of unilateral free trade. By reducing tariffs on all imports to the UK of 
both goods and services, the country can easily benefit from lower global 
prices, in exchange for no tariffs and no control on imported goods. 
According to HMRC, routine customs declarations could be made 
electronically and goods cleared at ports in seconds (The Independent 
2017b).

This, of course, will undermine the productive base of the coun-
try, thus exacerbating further the divide between finance and industry 
already at the core of the British capitalist system, as analysed when talk-
ing about “British Exceptionalism”. As during the Thatcher era, the los-
ers will be workers, who will have to endure much higher unemployment 
and a reduction of the welfare system as the economy adjusted.

Contrary to expectations, migration will not necessarily decrease post-
Brexit, as the competitiveness and productivity of the City of London, 
and of the British economy as a whole, will have to be maintained by 
allowing the migrants in. However, migration quotas and skills will now 
be controlled by the British government, with far less rights in the case 
of EU migrants (The Guardian 2017a). This more, not less, open door 
policy on migration, including irregular migration, will almost certainly 
depress domestic wages, in line with traditional supply-side neo-liberal 
approaches to the labour market and to increased competitiveness, but 
in contrast to the initial expectations of Brexit (The Independent 2017b).

The same aim of increasing global competitiveness in line with the 
imperatives of neoliberal globalisation, will produce a further liberalisa-
tion of labour and environmental laws, finally freed from the check and 
balances of the European Institutions, especially the European Court of 
Justice. An echo of this possibility is to be identified in the debate sur-
rounding the so-called Brexit bill (The Guardian 2017b). Flexibility of 
labour markets will be facilitated by the loss of control by supranational 
institutions and will be justified as the only way to gain global market 
shares after leaving the EU trade area (The Independent 2017b).

This links to two further neoliberal measures which could improve 
the attractiveness of the UK in the global environment and which have 
already been advocated by leading Tory politicians: tax cuts and reduc-
tion of state intervention in the economy (The Independent 2017b).
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In line with theories of the Competition State (Cerny 1995), attracting 
business in the age of globalisation, especially when capital is very mobile 
such as in the case of financial capital, requires low taxes, a light-touch 
regulatory environment, the rule of law and political stability. The 
UK will need to be able to offer all this once outside the EU because 
it will not be able any more to be the gateway to the largest regional 
trade-block. It will therefore need to re-orientate the incentives it needs 
to offer foreign investors in a much more liberal way. However, lower 
taxes will reduce public spending and more spending for infrastructure 
will further decrease the share of public expenditure going to the welfare 
state, including the NHS, education and benefits. Again the lower strata 
of society will be the main losers of such a move, whereas the City of 
London will benefit not only from the new, more favourable regulatory 
environment, but also from the increase in the use of insurance services 
to substitute for the demise of the welfare state.

The direction of British economic structure change as a consequence 
of Brexit seems, therefore, unlikely to be towards social democracy, and 
even less, socialism. Instead, it will conform more to an exasperated form 
of neoliberal globalisation, the only one that, it is claimed, could guaran-
tee some prosperity to the country outside the EU, and also the one that 
the City of London always favoured to maintain its global competitive-
ness and domestic hegemony (The Independent 2017b).

Indeed, the City is already positioning itself in this debate. The 
CityUK report published in July 2017 suggests that: “Britain will lose 
its status as Europe’s top financial centre unless it keeps borders open to 
specialist staff, improves infrastructure and expands links with emerging 
economies” (CityUK 2017).

Conclusion: The Future of the City 
of London Between Globalisation and Brexit

Concluding, globalisation does not seem to be a real challenge for the 
City of London. The analysis thus far proves that its role and bargaining 
power inside the national polity will increase, as its economic position is 
very likely to improve in the future thanks precisely to globalisation. This 
will be the case no matter which definition of globalisation we take into 
account, and regardless of whether the analysis is carried on at the macro 
or at the micro level.
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Starting from a quantitative definition of globalisation, at the macro 
level this implies a trade-off between national monetary autonomy and 
stable exchange rates. As exchange rate stability is necessary for trade 
liberalisation, countries will need to renounce their macro-economic 
autonomy and integrate their monetary policy-making through global 
agreements and institutions.

However, the decision by the UK government not to join the EMU 
demonstrates that, in the trade-off between the stability of the exchange 
rates and autonomous monetary policy, some countries, and especially 
some domestic actors (notably the City of London), might still prefer the 
latter. The reasons are many. Primarily, financial services have everything 
to gain from being able to set the interest rates at a higher level than the 
other financial centres and to keep the level of domestic regulation under 
control as this represents a relevant competitive advantage in attracting 
short-term and very short-term capital. Moreover, unstable exchange 
rates may and do actually signify a substantial source of revenues for the 
City of London. Finally, the City of London is most likely to be one of 
the main winners of financial speculative practices.

From the micro point of view, when adopting a factorial approach, 
globalisation favours capitalists and skilled labour and therefore, 
undoubtedly, the City of London. Furthermore, if an interest group 
is able to credibly threaten to leave the country, its bargaining power 
increases. As a consequence, globalisation reduces the capacity of the 
government to disregard the preferences of the most mobile factor, 
which is capital and financial capital in particular, increasing the nego-
tiation and political power of the owners of such capital: the City of 
London.

Finally, adopting a sectoral instead of a factorial kind of analysis, to the 
extent to which the City remains competitive internationally, with a high 
degree of openness of the markets, it will improve its position not only 
with respect to labour but also with respect to industrial capital.

From the qualitative point of view, around-the-clock access to finan-
cial markets all over the globe does not threaten the geographical alloca-
tion of financial power. This remains surprisingly stable and concentrated 
in three centres: New York, London and, to a more limited extent, 
Tokyo. This concentration is unparalleled in any other kind of industry 
and it is also extremely durable. London is the most successful of these 
centres and its position does not seem to have been affected by globali-
sation. If anything, and with respect to many of its main markets and 
services, it has improved.
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Summing up, what really counts for the prosperity of the City within 
globalisation is a relaxed regulatory environment. This is very likely to be 
of guaranteed by a friendly government post-Brexit.

However, this is a necessary but not sufficient condition for the City 
to maintain its hegemony both domestically and internationally in the 
globalisation era.

The second, vital condition is open access to markets globally. This 
could be jeopardised by a Brexit as it is highly unlikely the EU will grant 
the UK similar conditions of access to its markets as if it were still a 
member of the club. However, Brexit could also represent the catalyst 
for the adoption of ultra-liberal policies, ranging from a liberalisation of 
labour and environmental laws, import tariffs and controls and low taxes, 
to the diversion of public funds from the welfare state to infrastructures.

This would enhance the capacity of the City to attract investment 
globally at the expense of the living and working conditions of the lower 
strata of society. Will this be the future of the UK? Will the revenge of 
the ultra-liberals happen? It will all depend on whether the City-state 
nexus will hold post-Brexit. It seems, though, that the City’s pragmatic 
adaptation strategy has already started.
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CHAPTER 4

The Limits of the City’s Structural Power: 
The City’s Offshore Interests and the Brexit 

Referendum

Helen Thompson

Introduction

In terms of Britain’s historical political economy there is an apparent 
paradox at the centre of the Cameron government’s decision in 2015 
to legislate for a referendum on Britain’s membership of the European 
Union (EU). Why, one might ask, would a British government operating 
with a finance-led growth model and subject to the long-standing polit-
ical influence of the City of London hold a referendum that threw into 
existential question Britain’s participation in the Single European Market 
in which the dominant firms in the City have a long-standing substan-
tial interest? Beyond reasonable doubt, the City matters to the British 
economy even if the City also brings problems. It is Britain’s one pal-
pably world-class business sector. It also brings particular benefits to an 
economy that carries a number of external weaknesses. Financial services 
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run a substantial trade surplus with the EU—a surplus that more than 
doubled between 2005 and 2015 (Howarth and Quaglia 2017: 9)—in 
an economy that has long run an overall trade deficit. Furthermore, in 
terms of EU membership itself, the direction of travel within the EU on 
financial matters was in at least one respect, namely the emergence of the 
capital markets union (CMU) agenda from 2014, of particular benefit to 
the City (Quaglia et al. 2016: 192–193). Indeed, considering what was 
apparently at stake for the City, and taking seriously the view that the 
City has long exercised structural power over British governments, one 
might push the initial question further and ask: how was it possible that 
the City was unable to prevent the Cameron Government pursuing the 
referendum?

Of course, it is possible to reject immediately the apparent paradox 
from within its own terms. One could argue that if there was any signifi-
cant chance that the City could not eventually adapt to Britain’s exit from 
the EU, whatever the immediate commercial fallout, then there would 
have been no referendum. In this sense the question posed here might 
become: what in terms of interests was actually at stake for whom in the 
City during the referendum and what does that tell us about the ways 
in which the City’s structural power works? Seen this way there certainly 
were divisions within the City. During the run-up to the referendum the 
loudest case for Britain’s ongoing membership of the EU from within the 
City came from the international banks located in London. For exam-
ple, Jamie Dimon, the chief executive of JP Morgan, warned in February 
2016 that British-based banks would no longer be able to sell services 
across the EU and as a consequence JP Morgan would leave London: ‘If 
we can’t passport out of London, we’ll have to set up different opera-
tions in Europe’ (quoted in Jenkins and Agnew 2016). By contrast, many 
hedge funds, private equity funds and venture capital groups saw the 
greater risk in ongoing EU membership and the threat of greater regula-
tion driven by the Eurozone group of EU states. As the chairman of one 
investment firm, Shore Capital Group, said, outside the EU ‘we wouldn’t 
suffer European regulation’ (quoted in Jenkins and Agnew 2016). For 
their part, British banks were more sanguine about a possible Brexit than 
the international banks in the first half of 2016, but less convinced that 
they would be net beneficiaries than the hedge funds and their allies. 
Representatives from Barclays and HSBC told the House of Commons 
Treasury Select Committee in January 2016 that whilst Brexit would 
be a ‘very big disruption’ the City would still thrive outside the EU.  
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One Barclays representative said: ‘Do I think there is a risk that if we 
were to leave the union that the UK would not be the leading financial 
centre in Europe? I do not’ (quoted in Arnold 2017). In this respect 
there was indeed no collective City interest in Britain’s ongoing mem-
bership of the EU.

Moreover, even in terms of the majority City interest in membership, 
the issue may be more marginal than the most strident opponents of 
Brexit from within the City declared it to be in advocating their position. 
For example, on the issue of passporting, on which Dimon was so insist-
ent and which has often been presented as central to the City’s objec-
tions to Brexit, it is not actually clear that the City’s interests are that 
uniform or that deep. As the House of Lords’ select committee on the 
EU discovered in its inquiry into the impact of Brexit on the financial 
services, even after the referendum result, quite a number of City firms 
were unaware of what their own passporting requirements were (House 
of Lords 2016: 13–14). Moreover, Jamie Dimon himself in his 2016 
report to shareholders, which was published nine months after the ref-
erendum in April 2017, did not mention the passporting issue and said 
that the prospect of hard Brexit did ‘not entail moving many people in 
the next two years’ (JP Morgan Chase & Co 2017: 11). For all the rhe-
torical bluster in some quarters, it is not unreasonable to suppose the 
City will eventually adapt to the post-Brexit world. Indeed, in some 
quarters it was already re-orienting before June 2016.

The apparent paradox at work could also be rejected on the grounds 
that the outcome of the referendum was unexpected and that the deci-
sion made by the Cameron Government to legislate for the referendum 
was premised upon the assumption that Remain would easily win. Here, 
whilst we are left to explain the outcome of the vote, there is no puz-
zle in regard to Cameron’s judgement in relation to the City’s interests. 
Seen this way the referendum represents a spectacular misjudgement by 
Cameron about possible outcomes because it would appear not to have 
occurred to him that a Leave outcome was a possibility. The referendum 
then becomes a political gamble to try to solve the internal divisions 
about the EU within the Conservative Party that went wrong. Looked 
at this way, the Conservative Government risked the future of Britain’s 
financial sector because the Prime Minister privileged dealing with short-
term party political problems over understanding the long-term politics 
required to sustain the British economy’s growth prospects in its present 
form. From this perspective what needs to be explained, as Jensen and 
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Snaith (2016) argue, is the relative autonomy of domestic party politics 
in the face of what otherwise appears like the structural power of busi-
ness including that influence generated by economic interdependence.

A third rejection of the apparent paradox can be made by push-
ing such an argument about the inevitable primacy of politics further. 
Obviously, the EU is much more than a set of economic arrangements in 
which different sectors of the economy, like financial services, can pros-
per or struggle. It is fundamentally a political and legal order in which 
the laws of the EU, including the de facto constitutional law generated 
by the Union’s treaties, have primacy over domestic law. Consequently, 
whatever the economic arguments at stake in the referendum, the British 
electorate was asked to decide on the constitutional and political order 
under which Britain should be governed. Of course, this reality does not 
in itself preclude either the government or the electorate deciding that 
treating membership of the EU primarily as a constitutional question was 
a luxury that the country could not economically afford. Nonetheless, 
the constitutional question from the onset of the British political debate 
about participating in the European Economic Community (EEC) has 
been a particularly vexed question, raising particular problems that have 
not been there for other member states. Britain joined the European 
Community (EC) without the British parliament accepting the princi-
ple, asserted by the European Court of Justice (ECJ) in 1962, that the 
European treaties created their own legal system existing independently 
of any legislation passed by the legislatures of member states (Thompson 
2017c: 63–64). This constitutional tension was undoubtedly accentuated 
by the absence of referendums in Britain on any of the Maastricht treaty, 
the 2005 constitutional treaty, or the Lisbon treaty, despite promises of 
referendums on the latter two treaties made at different times by the two 
principal British political parties. Consequently, it might be argued that 
the Cameron Government had little room for manoeuvre in its deci-
sion-making over holding a referendum on membership from its first 
months in office, not least given the legacy of Cameron’s guarantee to 
hold a referendum on the Lisbon treaty (Thompson 2017a).

Nonetheless, none of these objections can be quite decisive in reject-
ing the paradox. Even if the City ultimately can thrive outside the EU, 
the majority of City firms had a clear interest in the retention of mem-
bership and expressed that preference strongly both in public and in 
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private. As for Cameron’s decision-making in regard to the referendum,  
its context, including in regard to the legacy of his promise on the 
Lisbon treaty, was very much shaped by the interaction of the Eurozone 
crisis and Britain’s position in regard to financial services within the 
European Single Market (Thompson 2017a). Put differently, the City 
itself was part of the path taken to the referendum. In understanding 
that path there is something to be learned about the City’s historical 
relationship to British governments. Indeed, the City’s apparent weak-
ness over the referendum may well cast doubt on interpretations of the 
City’s historical political influence that present its structural power as 
decisive on economic questions.

In this chapter I offer an explanation of the City’s relative weakness 
in relation to the politics of the Brexit referendum situated in the histor-
ical relationship between the City and the British state from the time of 
the City’s development of an offshore dollar market that took the City’s 
commercial currency interests away from Sterling. The chapter is divided 
into four sections. The first section argues that the City’s structural 
power has often been misconceived, especially in relation to issues gen-
erated by the emergence from the 1950s of the City’s offshore currency 
operations. The second section considers the political impact of the 
2008 crash and the Coalition Government’s approach to the City in the 
aftermath of the crisis as part of the broad context in which City firms 
came to engage with the issue of Britain’s membership of the EU. It 
argues that although the Coalition Government did engage in significant 
reform of the banking sector, it eventually strengthened the long-stand-
ing commitment of British governments to encourage growth in the 
City’s international commerce and offshore trading, especially in regard 
to China. The third section explains how the Eurozone crisis politicised 
the City’s position as the offshore financial centre of the Eurozone, 
causing serious difficulties for the two Cameron Governments’ abil-
ity to manage Britain’s membership of the EU both inside the EU and 
in regard to domestic politics. Once these difficulties were in play they 
led Cameron, I argue, to his referendum decision. Crucially, however, 
in trying to deal with these difficulties Cameron let loose a more gen-
eral problem of domestic consent to EU membership generated in good 
part by freedom of movement issues. The final section draws some 
conclusions.
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The Structural Power of the City and the City’s 
Offshore Currency Interests: A History

The view that the City enjoys structural power in regard to the British 
state is common and long-standing. In particular scholars over sev-
eral generations have stressed the existence of a City-Bank of England-
Treasury axis through which the preferences of the City are materialised 
in British economic decision-making (Ingham 1984; Moran 1990; Burn 
1999; Cain and Hopkins 2001). These scholars have frequently stressed 
the importance of the City to understanding the decision-making of 
British governments about Sterling under stressed economic and politi-
cal conditions going back to the interwar years (Ingham 1984; Cain and 
Hopkins, Chs. 20 and 26; Davies 2017).

This institutional foundation of structural power also looks like it was 
reinforced by the emergence of a finance-based growth model from the 
mid-1980s, what Colin Hay (2011, 2013b) has called the ‘Anglo-liberal’ 
model. Regardless of the institutional relationship between the City 
and the Treasury and the Bank of England, this growth model created 
incentives for successive governments to prioritise financial sector growth 
because of the relative weakness of the manufacturing side of the econ-
omy. After the difficulties around Sterling that led to Britain’s short-lived 
membership of the Exchange Rate Mechanism (ERM) from 1990 to 
1992, this growth model led until 2008 to a relatively strong currency 
that in its consequences for much of the manufacturing sector only made 
finance even more crucial to growth (Thompson 1996, 2009). The con-
sequence of the dependency of growth on finance became a simultane-
ously fiscal dependency. For example, the financial sector is around 7% of 
British GDP but contributes 12% of PAYE and national insurance reve-
nue and 15% of onshore corporation tax (House of Lords 2016: 5).

In recent years some scholars have argued that the 2008 crisis and 
its aftermath have demonstrated the limits of general claims about the 
structural power of business (Culpepper 2015) and about the City in 
particular (Bell and Hindmoor 2014; Talani 2011). These arguments 
are in themselves persuasive. However, in regard to the City they have 
for their own purposes generally started from a conception of the City’s 
structural power before 2008 that does not clearly distinguish between 
areas where the City was politically influential and where it was less so. In 
particular, these arguments are engaged with different matters than the 
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particular questions posed by the relationship between the City’s interna-
tional commercial activities around currency operations and the interests 
of British governments in the external economic and political environ-
ment that preoccupied earlier scholars.

Certainly, there are good reasons to see the City’s structural power 
at work in relation to the City’s own offshore currency interests. Most 
significantly, British governments in the 1950s and the 1960s facilitated 
the development of the eurodollar market in London, by which for-
eign currency deposits that were exempt from the British state’s capital 
and exchange controls could be lent through banks’ offices in London 
(Baker and Collins 2005). These governments allowed London to turn 
itself into an offshore dollar centre by taking advantage of the contrast 
between the informal supervision deployed by the Bank of England and 
the post Glass-Steagall regulatory environment in the United States 
(Cottrell 2005: 177; Moran 1990: 56, 85).

Yet the very position of London as an offshore dollar centre makes 
it difficult to see the British state after the late 1950s as subservient to 
the City on Sterling matters as those matters affected the British econ-
omy and domestic economic management. Certainly, the political sup-
port given to the Eurodollar market compounded the difficulties of 
exchange rate management for British governments because British cap-
ital controls could be evaded in the eurodollar market. Yet as Sterling 
became increasingly less important to the City, the fact that British gov-
ernments remained unwilling to adapt to Sterling’s weakness by devalu-
ing the currency was the consequence of other strategic considerations, 
starting with the conjunction of Britain’s financial dependency on the 
United States and its ongoing imperial and oil interests in the Middle 
East (Thompson 2017b: 14–15). Nonetheless, so long as British govern-
ments remained committed to an exchange rate policy that appeared to 
hurt the manufacturing sector, the City risked being made the political 
scapegoat for the problem.

By the early 1970s, there was a clear disjuncture between the preoc-
cupation of British governments with endless Sterling problems and a 
City focused on offshore dollar business. In this context, Britain’s access 
to the then EC in 1973 represented a significant change. EC member-
ship offered the British state a new opportunity to pursue a higher level 
of economic growth and the City the eventual prospect of participating 
in an integrated financial services market that it would be in a strong 
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position to dominate. This possibility was accentuated after the first 
Thatcher Government abolished capital and exchange controls, making 
Britain the first state after the US to embrace financial liberalisation and 
giving London significant commercial advantages over other European 
competitors.

Yet this realignment of the interests of the City with those of the 
British state became strained again from the late 1980s by the arrival 
of monetary union on the EC agenda. With its decision to keep Britain 
permanently out of the euro in the aftermath of Sterling’s exit from the 
ERM on Black Wednesday, the Major Government appeared to ignore 
the concerns of some in the City that once monetary union began 
London would lose out to Frankfurt as the primary centre of cross-
border European financial activity. Non-membership of the euro, at 
least in principle, also put at risk Britain’s long-term influence within the 
Single Market with potentially deleterious consequences for the City.

In practice, of course, the first of these threats did not materialise. 
Indeed, within two years of the euro’s introduction large financial cor-
porations had concentrated their euro foreign exchange dealing and 
non-sovereign euro-denominated business in London, making London 
the centre for euro-denominated trading (Roberts 2005: 309). In this 
sense monetary union eventually became another offshore currency 
opportunity for the City. But the development of the City as the offshore 
financial centre of the euro also added another potential complication to 
Britain’s membership of the EU that British governments would even-
tually have to navigate. As well as creating another divergence between 
the British economy and the economies of other EU member states, the 
issue had the potential to leave Britain in a political minority of one when 
it came to decision-making about financial services within the Single 
Market.

Seen from this historical perspective, it is clear both that by the first 
decade of the twenty-first century the City had acquired a dual set of off-
shore currency interests and that these stood in a complex relation to the 
British state. In regard to the City’s offshore dollar interests, City firms 
did exercise structural power in procuring the support of the British state 
in developing the Eurodollar market. Yet in turning itself towards dollar 
trading the City separated its currency interests from the fate of Sterling. 
When the ongoing existence of Sterling as a national currency became 
an issue in the late 1980s and 1990s the commercial interests of the City 
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in regard to the development of the euro were ultimately a secondary 
consideration for successive British governments. Although the exclusion 
of Britain from the Eurozone did not hurt the City in the first years of 
the new currency, the potential for conflict between the City’s interests 
in euro trading and those of any British government that could not con-
template joining the single currency remained in place, buffered only by 
the rules of non-discrimination within the Single Market.

After the Crash: Where Next?
Within Britain the City’s position came under considerable political 
scrutiny in the wake of the 2007–2008 financial crisis. In the domes-
tic political arena, the recklessness and excess that had characterised the 
behaviour of many financial firms during the bubble years fuelled deep 
political anger among many voters when banks had to be rescued from 
pending insolvency. This anger was then in many ways legitimised by 
the Bank of England’s response to the crisis, with a number of senior 
officials at the Bank using extremely strong language to condemn the 
banks (Baker 2010). For example, Andy Haldane (2010: 2), the exec-
utive director for financial stability, published an official Bank paper in 
2010 describing the banking industry as a ‘pollutant’ that ‘endanger[ed] 
innocent bystanders’. Meanwhile a number of critics resurrected the 
long-standing critique that the City distorts both the British national 
economy through its weak provision of capital to productive sectors and 
British politics by reinforcing an essentially oligarchic power structure 
centred around London and the south east (Engelen et al. 2011).

In this post-crisis environment there emerged a domestic political nar-
rative that could be heard as much on the centre-right of British politics 
as on the left that at least on the surface made the City an economic and 
political problem (Berry and Hay 2016). Most consequentially, the then 
Conservative Shadow Chancellor, George Osborne developed a critique 
of the British economy in which the place of the financial sector was dys-
functional to the overall national economy. The 2010 Conservative Party 
manifesto committed the Party to achieving a ‘more balanced economy’ 
(Conservative Party 2010: 3). Including a graphic contrasting the rapid 
growth in the financial sector from 1997 to 2009 with the dismal growth 
in the manufacturing sector, it proclaimed ‘Britain needs a new economic 
model’ that ‘does not depend so heavily on the success of financial services’ 



82   H. THOMPSON

and in which ‘a safer banking system … serves the needs of the economy’ 
(Conservative Party 2010: 3). This aspiration reappeared in the Coalition 
Government’s 2011 ‘Plan for Growth’, tying the problems of low invest-
ment and poor export performance to the weakness of the manufacturing 
sector in contrast to the strength of the City (Berry and Hay 2016: 6).

In part, this post-crisis political backlash represented a genuine prob-
lem for the City. This problem, however, was first and foremost a prob-
lem for the banking sector rather than other parts of the City. Reforming 
the banks was in the first instance practically viable. By contrast, rebal-
ancing the economy away from the financial sector as whole to manufac-
turing was not, not least in the context when manufacturing sectors were 
in steady decline across advanced economies. Moreover, reforming the 
banks was also a medium-term fiscal imperative for any government if 
another crisis in which banks that were both ‘too big to fail’ and ‘too big 
to bail’ was to be avoided.

In this context, the Coalition Government did engage in signif-
icant reform of the banking sector In June 2010 it announced that it 
would abolish the Financial Services Authority and transfer responsi-
bility for banking regulation to a new Prudential Regulation Authority 
located within the Bank of England. In October 2010 the Coalition 
Government published draft legislation to turn its predecessor’s one-
off tax on bankers’ bonuses into a permanent levy on the global bal-
ance sheets of British banks and British operations of foreign banks. 
Meanwhile, it took a comparatively hard line on international regula-
tory change. In implementing Basle III when most EU member states 
looked to dilute some requirements, the Coalition Government secured 
the right within the EU framework to implement the reform measures 
in full. The Coalition Government also acted on the separation of retail 
and investment banking, ordering the Royal Bank of Scotland in 2011 to 
shrink radically its investment activities, and setting up an Independent 
Commission on Banking under the Chairmanship of John Vickers that 
recommended, among other things, that banks ring-fence their retail 
operations from their investment activities. It then accepted Vickers’ 
recommendations and committed to pass legislation by 2015 to force 
change upon the banks with a transition period up to 2019.

Nonetheless, the rhetoric of the Coalition Government in embracing the 
Vickers Report revealed quite clearly that the Chancellor and the Treasury 
drew a clear distinction between the overall place of the City in the British 
economy and need to reform the banking sector. The government was, 
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the Treasury said, ‘committed to ensuring that the UK continues to be 
at the heart of the international banking and finance sector’. But this was 
best achieved, it continued, ‘by establishing a stable financial system in the 
UK’, not by ‘providing implicit taxpayer subsidies to a small proportion of 
the financial institutions that constitute the City’ (HM Treasury 2011) (ital-
ics added). Whatever the ambitions with which the Conservative Party had 
re-entered office, the difficulties of achieving an economic recovery let 
alone of rebuilding the manufacturing sector rendered a fantasy an alterna-
tive growth strategy in which Britain forsook its comparative advantages in 
international financial trading and commercial services. In this context, the 
Coalition Government wished to strengthen the City at what it had been 
historically successful by reform of the part of it that had created economic 
and political problems for British governments since the massive expansion 
of the banking sector in general, and investment banking in particular, from 
the late 1990s.

In good part, the Coalition Government and its majority-and-minor-
ity Conservative successors have had little choice in pursuing this strat-
egy. The crisis and its aftermath have not changed the balance of the 
economy nor was there much reason to think in view of the structural 
problems besetting the British economy that they readily could have 
done (Berry and Hay 2016; Hay 2013a: 33–36). Betting on the man-
ufacturing sector when not a single G7 economy had returned manu-
facturing production to its pre-recession output by 2016 would have 
been foolhardy (Cadman and Bounds 2016). Moreover, Britain’s finan-
cial services have become increasingly important to Britain’s increas-
ingly dismal trade performance. In 2015 Britain’s trade deficit in goods 
reached a record high, whilst financial services continued to achieve a 
considerable surplus (Cadman 2016). Given that Britain has by some 
distance the worst current account balance of any G7 economy, finan-
cial services exports have become effectively the last bulwark against a 
balance-of-payments generated currency crisis.

Nonetheless, the post-2010 governments also actively chose to dou-
ble-down on the City’s advantages in international commerce and 
offshore trading. This strategy can be seen most clearly in the encourage-
ment given by these governments to the City’s growing relationship with 
China. For the City, the internationalisation of the renminbi represents 
another offshore opportunity, one that in effect gives London a third 
international currency in which to do major business. Since 2012 the 
City of London Corporation has driven at attempt to make London the 
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centre of offshore renminbi business (Green 2017: 12). In this project, 
it has received systematic support from both the Treasury and the Bank 
of England. Over the past few years a number of significant agreements 
have, among other things, facilitated a currency swap between Britain 
and China, the right of London-based assets managers to invest directly 
in renminbi-denominated assets, the issuing of British sovereign bonds 
in renminbi, and the sale of Chinese sovereign renminbi-denominated 
bonds in London (Green 2017: 12; Moore and Wildau 2015). The gov-
ernment and Mayor of London have also encouraged direct Chinese 
investment in the City. Most significantly, the largest Chinese investment 
fund, China Minsheng Investment, announced in 2015 that it would 
invest £1 billion in the project begun by a Chinese construction com-
pany in 2013 to build a third financial district for London in the Royal 
Albert Dock. In announcing the deal, the investment fund’s President, 
Li Huaizhen, said that the project was ‘the international platform and 
foundation for Chinese companies and capital to enter the European 
market’ (quoted in Wong 2015).

This political effort to make London the centre of offshore renminbi 
business and enhance the City’s geographical scope as an international 
financial centre has been part of a broader government strategy to use 
Chinese capital to drive investment in infrastructure and construction. 
Chinese companies and the Chinese sovereign wealth fund have invested 
in a number of high profile transport and infrastructure sites and pro-
jects, most visibly the Hinckley nuclear power station, making the British 
economy the top site of Chinese investment in Europe since 2014. 
Trumpeting this new British–Chinese economic relationship, David 
Cameron said on a visit to Beijing in November 2013 that he wanted to 
see much more Chinese investment in Britain and declared that he was 
‘not embarrassed that China is investing in British nuclear power, or has 
shares in Heathrow airport, or Manchester airport’ (quoted in Le Corre 
2015). Indeed, in an article for The Guardian newspaper before his visit, 
he declared that ‘there is no country in the western world more open to 
Chinese investment, more able to meet the demands of Chinese consum-
ers, or more willing to make the case for economic openness in the G8, 
or the EU’. Britain was, he continued, ‘uniquely placed to make the case 
for deepening the EU’s trade and investment relationship with China’ 
and in particular to achieve ‘an ambitious and comprehensive EU-China 
Free Trade Agreement’ (Cameron 2013).
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The British government’s embrace of this economic relationship 
with China and the City’s part in it has created some undoubted 
political problems at home and abroad. Externally, the Chancellor’s 
decision in early 2015 to pursue British membership of the Asian 
Infrastructure Investment Bank independently of any consultation with 
other EU states or the Obama administration caused consternation 
in Washington. What the Cameron Government saw as an economic 
relationship in which Britain could procure comparative advantages 
not least for the City, the Obama administration saw as indulgence 
of China in a deteriorating security situation in the Pacific (Rachman 
2015). Domestically, it left the government open to the charge that 
once again the City was being privileged over other sectors of the 
economy. This accusation was particularly pertinent during the crisis 
in early 2016 over Britain’s remaining steel works. When Tata Steel 
announced its intention—later rescinded—to withdraw from its British 
operations, citing, among other reasons, the burden of large-scale 
cheap Chinese imports, the Conservative Government’s unwilling-
ness over the previous three years to support EU anti-dumping action 
against China that might have saved Britain’s steel plants incurred 
wrath across the political spectrum. As the Daily Telegraph columnist, 
Ambrose Evans-Pritchard (2016) charged, ‘Britain’s special relation-
ship with China is becoming more expensive by the day. It now threat-
ens to destroy the British steel industry, a foundation pillar of our 
manufacturing economy’.

These political problems reflect the long-standing historical patterns 
in the relationship of the City’s international orientation to the rest of 
the British economy outlined earlier. In this sense, the 2007–2008 
financial crisis changed very little. There proved no realistic alternative 
to a growth model based on financial services that focused on London’s 
comparative commercial and offshore advantages, and at least for the 
medium term the particular problems generated by the banking sector 
were contained by reform. The encouragement of Chinese business into 
the City also made it possible to strengthen Britain’s economic relation-
ship with China more generally, which brought investment capital to a 
number of large infrastructure projects. In this respect, the interests of 
the City in developing another offshore market and those of the govern-
ment were complementary.
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Nonetheless, at the same time as the historical relationship reasserted 
itself, other aspects of the fallout of the 2008 crash soon came to under-
mine it, most significantly as a result of the Eurozone crisis.

The Eurozone Crisis and the Path  
to the Referendum

The relationship of the City to the international dynamics of both the 
2007–2008 financial crisis and the Eurozone crisis were from the onset 
politically charged. Politicians in both the US and other EU states were 
on occasion keen to turn London into the symbol of feckless financial 
capitalism where rules did not apply and their own countries’ financial 
corporations came to grief. As one Democrat member of the House of 
Representatives said in a congressional hearing in 2012 on the finan-
cial crisis: ‘It seems to be that every big trading disaster happens in 
London’ (quoted in Jones 2012). In France, meanwhile, President 
Sarkozy, claimed after an agreement reached on financial regulation at 
the G20 summit in April 2009 that the world had ‘turned the page’ on 
‘Anglo-Saxon capitalism’ (Hall et al. 2009). Later the same year, when 
Michel Barnier, a French politician, was appointed EU Commissioner 
for Internal Market and Services, Sarkozy declared it ‘a defeat for Anglo-
Saxon capitalism’ (quoted in Waterfield 2009) and said ‘the English are 
the big losers in this business’ (quoted in Munchau 2009).

In a number of ways, reality was much more complex. The experi-
ences of British banks during the financial crises were more similar to 
those of German and French banks than they were to US banks because 
large banks in the three European countries had much more internation-
alised bank sheets and were dependent on foreign currency funding. In 
this sense the much-vaunted Anglo-Saxon, or Anglo-American, finan-
cial model was an erroneous construction when applied to the banking 
sector (Thompson 2016). After the crisis hit, on a number of issues, 
not least capital standards, deleveraging, and the separation of retail 
and investment banking, the British government took a tougher stance 
than the other large-economy EU states including France and Germany 
(Howarth and Quaglia 2015).

Yet underneath French rhetorical posturing lay a fundamental prob-
lem that the City posed for other large EU states in a political context 
in which financial sectors invited domestic political hostility and the 
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Eurozone required reform. London was the premier European financial 
centre and its predominance included euro trading. Consequently, as the 
Eurozone descended into crisis from late 2009, its financial centre was 
offshore, beyond the direct grasp of the Eurozone regulatory authorities 
under their existing remits. In this context, the Eurozone authorities and 
the French and German governments acquired considerable incentives 
either to try to find ways, including through the EU’s institutions, to 
secure some leverage over euro activity in London, or to push euro busi-
ness away from London.

In more specific terms the Coalition Government from 2011 to 
2013 found itself at odds with other EU member states over a series of 
financial service issues including the ECB’s ‘locational’ policy, whereby 
clearing houses handling more than five percent of euro-denominated 
product would have to be located within the Eurozone, the proposed 
Financial Transactions’ Tax, a ban on short-selling in emergencies, and 
bank bonuses. In almost all respects the Coalition Government found 
its influence over proceedings weak. On the Financial Transactions Tax, 
eleven EU states, led by France and Germany, agreed in principle to 
move ahead with the tax under the EU’s procedure of ‘enhanced co-op-
eration’, a process rarely used before and in recent years only in rela-
tion to divorce and patent law (PWC 2012). When David Cameron in 
December 2011 then tried to use the prospect of a new EU treaty to 
secure an opt-out for the City from future financial services regulation, 
he discovered there was no new treaty to leverage and his veto of the 
Fiscal Compact led only to the other EU states constructing an intergov-
ernmental treaty that still used, despite his attempt to block it, the EU’s 
institutions for its implementation (Schelke 2016).

In response to its overt political weakness within the EU over the 
City the British government was left to mount a series of legal chal-
lenges in the ECJ. Yet only on the ECB’s locational policy did the 
British government secure a legal win. In this case, the ECJ ruled in 
March 2015 that the ECB did not have the authority to regulate clear-
ing house activities. Even here, however, the victory was only partial. 
In accepting the British government’s technical case, the Court refused 
to rule on the British government’s legal claim that the ECB had vio-
lated the freedoms enshrined in the Single Market and was attempt-
ing to practice discrimination against non-euro members (Barker and 
Stafford 2015).
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These developments sorely exposed the difficulties the EU had come 
to pose for the City in the post-2008 environment. Whilst prior to 2008 
the City could take very considerable benefit from Britain being inside 
the Single Market and outside the euro, the change of stance in Berlin 
and Paris towards London’s offshore euro position risked reducing the 
advantages to be had from the Single Market, not least in the absence 
of any clear legal principle that the Single Market forbids discrimination 
against non-euro members. Meanwhile the British government could 
no longer use the rules of decision-making around the Single Market to 
advance its agenda for financial services, and was struggling either to stop 
the Eurozone becoming a winning majority coalition within the EU on 
matters beyond the single currency or to prevent a site of new compe-
tencies that could reduce the possibilities for financial trading in euros 
outside euro borders.

These difficulties also created domestic political trouble for the 
Coalition Government that would through Cameron’s management of 
the issue ensure further problems for the City. The political and legal fail-
ures around defending the City’s external interests politically strength-
ened euro-scepticism within the Conservative Party at a time when 
UKIP discovered the ability to exploit the disaffection of a growing 
number of voters with the free movement of labour within the EU and 
rising migration to Britain in particular from countries in the periphery 
of the Eurozone. After his failure to secure a new opt-out for the City 
and his subsequent exercise of the British veto over the Fiscal Compact 
treaty in December 2011 yielded substantively nothing, Cameron strug-
gled to present himself and his ministerial allies as sufficiently Euro-
sceptic for the fault-lines within the EU that had taken political shape 
around Britain’s position as the offshore financial centre of the Eurozone.

This difficulty was manifested most obviously in the position taken 
by the then Mayor of London, Boris Johnson, who, prior to the 2015 
general election and his return to the House of Commons, positioned 
himself as willing to speak and act more robustly for the City than his 
Party rival. Johnson starkly sought to present the strategic difficulty 
that had emerged as a direct attack from other EU states on British 
interests requiring a hard line British defence. For example, in March 
2013, Johnson gave an interview in France where he said: ‘In my 
view, Europe’s problem is that at the moment it is attacking London’s 
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bankers. That is a diversion, a distraction. The problem remains 
the euro’ (BBC News 2013). In August 2014, he gave a speech to 
launch the publication of a report he had commissioned from his 
chief economic advisor on Britain’s EU membership. On this occa-
sion, he said that Britain should leave the EU unless it could reform 
the EU, including in matters of financial services decision-making to 
‘end pointless attacks on the City’ (Johnson 2014). In this sense, the 
City’s offshore euro position rendered Britain’s entire EU member-
ship a much more vexed question for the British government than 
it was prior to the Eurozone crisis. For nearly four decades British 
governments had dealt with the problem of Britain’s relative politi-
cal weakness within the EU by looking for opt-outs on any issue that 
posed particular difficulties. But in linking the Eurozone to financial 
services regulation, the other EU states in good part bankrupted this 
strategy.

In January 2013 Cameron decided to deal with the political problems 
EU membership was creating by vowing that a future Conservative gov-
ernment would renegotiate the terms of Britain’s membership and then 
hold an in-out referendum no later than the end of 2017. His decision 
has been much criticised. But it was a political moment with a clear his-
tory going back to the Conservatives’ return to office in May 2010 at 
the time of the first Greek bailout (Thompson 2017a). In terms of the 
substance of renegotiation Cameron promised in his Bloomberg speech, 
Cameron initially appeared to have made the City his priority, demand-
ing what he called ‘cast-iron’ legal protections for the City against the 
Eurozone members acting as a caucus to impose financial services leg-
islation on Britain (Watt 2014). During 2014 and 2015, however, the 
centre of Euro-sceptic gravity in the parliamentary Conservative Party 
appeared to move away from City issues towards freedom-of-movement 
matters. In this political context, Cameron became less and less focused 
on financial services and the issue of how to protect the principle of 
non-discrimination within the Single Market between euro and non-euro 
members. Indeed, when, in November 2015, Cameron announced his 
new majority-Conservative Government’s priorities for the renegotia-
tion he explicitly ruled out in his letter to European Council President 
Donald Tusk asking for any new opt-out covering financial services 
(Parker et al. 2015).
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In several ways the City’s difficulties intensified after Cameron 
switched the Conservative’s policy towards holding an in-out referen-
dum. On the one side, the immediate regulatory risks remained in place. 
In March 2014 the main financial services sector lobby group, The City 
UK, published a report calling for the government to be more ‘mus-
cular’ in its defence of the City’s interests and warned that there was a 
‘credible threat’ that the new Eurozone banking authorities would 
damage London’s ability to serve its non-domestic client base (Jenkins 
and Jones 2014). Yet highlighting the political difficulties Britain faced 
within the EU as a permanent member of the minority group of non-
euro states had to raise awkward questions when Britain’s membership 
of the EU was becoming increasingly politically contested. Moreover, as 
noted at the beginning of this chapter, the City was far from internally 
united on whether London needed membership of the EU to retain its 
position as Europe’s premier international financial centre.

Nonetheless, the referendum also offered some at least temporary 
respite to the fundamental problem for the City generated by Britain’s 
membership of the EU and non-membership of the Eurozone in the 
post-crisis environment. The prospect of the referendum at a time when 
the EU was facing a number of existential crises, not least in regard to 
the migration and the Schengen rules, did create some incentives for 
the other large EU states and the Commission to compromise with the 
British government. Moreover, the area of financial services was a more 
propitious matter for accommodating British preferences than the free 
movement of labour because of the effective side payments that would 
almost certainly have been required to secure the acquiescence of the 
eastern European member states to any significant change.

Certainly, these incentives were far from straightforward. The final 
agreement on renegotiated terms for Britain’s membership of the EU 
agreed in February 2016 was at most a qualified means of protecting 
the City from Eurozone-generated regulation. It stated that ‘legal acts … 
directly linked to the functioning of the euro area shall respect the inter-
nal market … and shall not constitute a barrier to or discrimination in 
trade between Member states’ (European Union 2016). But no robust 
political mechanism for guaranteeing this principle was identified. Whilst 
the agreement allowed Britain unilaterally to escalate any issue pertaining 
to the principle to the European Council, it clearly did not grant Britain 
a veto. As the Financial Times described it, ‘the emergency brake [wa]s 
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a political threat, rather than a legal shield’ (Barker 2016). Nonetheless, 
in the period between Cameron’s announcement of the referendum in 
January 2013 and the new agreement on Britain’s EU membership in 
February 2016 the pressure on the City from within the EU significantly 
lessened. Although Jean Claude Juncker’s appointment to the Presidency 
of the Commission in 2014 was fiercely opposed by the British govern-
ment, Juncker’s allocation of Commission jobs produced the unexpected 
boon of the British Commissioner, Lord Jonathan Hill, taking the port-
folio for Financial Stability, Financial Services, and CMU. By September 
2015, the Commission was talking about eliminating ‘unnecessary reg-
ulatory burdens’ and other ‘unintended consequences’ of the EU’s 
banking and financial markets legislation (quoted in Brunsden 2015). 
Most significantly, under Lord Hill’s tenure, the Commission’s push for 
a CMU occurred on essentially British terms. Since the CMU aimed to 
increase financial market funding for firms across the EU and London is 
home more than half of capital market activity in the EU, the proposal in 
good part sought to make the rest of the EU more like the British econ-
omy whilst creating no new sites of regulatory authority.

Seen from David Cameron’s perspective the shift in the Commission’s 
policy agenda on financial services matters since late 2014 could in prin-
ciple have been seen as the kind of political victory he could have used 
to argue that EU decision-making did not leave Britain in a permanent 
minority and that the rest of the EU was moving economically closer to 
Britain. Yet in the context of the post-crisis political environment this 
political claim would have had limited resonance, however useful it would 
have been for the majority City interests that opposed Brexit. Apparent 
success in defending the City’s interests might have helped in managing 
Euro-scepticism within parts of the Conservative Party prior to the ref-
erendum promise in 2013, but it would never win over voters concerned 
about freedom of movement. Indeed, given the extremely weak con-
cessions the Conservative Government gained on the free movement of 
labour issues during the 2016 renegotiations, presenting the deal as secur-
ing something for the City would have been a positive liability. Put more 
schematically, the majority interest in the City became at the mercy of 
the domestic politics of a referendum which occurred at a time when the 
claim of finance to economic primacy was already increasingly contested 
in democratic politics.
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Conclusions

The comfortable status quo that allowed the City to thrive as an inter-
national financial centre with offshore dollar and euro interests without 
causing the British government domestic political problems ended with 
the 2008 crash and the Eurozone crisis. Indeed, these developments 
exposed the whole tension between Britain’s membership of the EU and 
non-membership of the euro that had previously threatened problems 
that had not in practice materialised.

Given the near political impossibility of Britain ever joining the euro, 
Brexit in one sense is a more straightforward long-term solution to 
that dilemma than ongoing membership, whatever the scale of short 
to medium-term problems it is generating including for a good part 
of the City. Yet it is in this political space around currency matters 
that we can see the relative political weakness of the City. From the 
perspective of those international banks in the City with the most to 
lose from Brexit, Britain’s entry to the euro would have been largely 
inconsequential. But from the point of view of any British govern-
ment, ending monetary sovereignty to have dealt with the post-2008 
EU problem would have been a massively difficult proposition and 
one that certainly could not have been politically pursued for the sake 
of the City. In the late 1980s and 1990s when the first version of this 
divergence between the EU calculus facing the majority of the City and 
that confronting a Conservative government emerged the problem was 
solved by the ‘events’ of the ERM crisis and the City’s latent strengths 
as an international financial centre. But it is very difficult to see how 
the difficulty could have been traversed so readily this time round, pre-
cisely because London did become the offshore financial centre of the 
Eurozone. London, because of the strength of its operations, may well 
be able outside the EU to fend off what will continue to be pressure 
to move more euro-denominated financial activity inside the Eurozone. 
But the British government inside the EU could only have kept polit-
ically isolating itself by attempting to fight the battle for the City and 
in so doing have added political fuel to the argument that British 
influence inside the EU was too weak to justify ongoing member-
ship. Certainly, the CMU was a significant change in direction by the 
Commission in its approach to the integration of financial and capital 
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markets. But in itself it could not have possibly defused the political 
issue of London’s offshore euro status for the national governments of 
the large Eurozone states.

London’s ability to serve and profit from offshore business has been 
crucial to London’s re-invention as an international financial centre 
since the late 1950s. For much of this time the City has received con-
siderable support from British governments in maintaining this off-
shore position even when, as in the 1960s, the consequences of the 
currency flows generated fuelled significant macro-economic prob-
lems, or when, as recently with the offshore renminbi market, encour-
aging that activity has significant consequences for other sectors of 
the British economy and Britain’s relations with its security allies. In 
this sense, British governments have encouraged a distinctive form of 
capitalism in the British economy and been willing to act externally 
in ways that prioritised its success over other foreign policy consid-
erations. However, British governments cannot ultimately escape 
either from the political difficulties national democratic politics create, 
especially at times of economic weakness, or the international polit-
ical problems generated by the absence of allies who share common 
economic and political interests. More particularly, the long-standing 
weaknesses of the British economy outside financial services created a 
fierce incentive for British governments to retain as much macro-eco-
nomic discretion as possible. That incentive has been fuelled further 
by the absence of any belief that British governments have been strong 
enough inside the EU in relation to national economic performance, 
and for a long time Sterling’s vulnerability to crisis, to exercise any 
meaningful influence over German economic decision-making. As 
a consequence, the Cameron government became unable to protect 
the City’s majority’s interest in retaining Britain’s membership of the 
EU even as during the same time period it had encouraged the City’s 
efforts to become the centre of offshore renminbi trading in Europe. 
In this sense, the referendum exposed the limits of the City’s struc-
tural power arising from the divergence between the City’s offshore 
currency interests and the political need of British governments to 
think about Sterling in terms of managing the domestic economy and 
politics.
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CHAPTER 5

European Union Financial Regulation, 
Banking Union, Capital Markets Union 

and the UK

Lucia Quaglia

Introduction

The European Union (EU) undertook major reforms of its economic 
and financial governance framework after the international financial cri-
sis and the sovereign debt crisis. Three financial policy areas stand out: 
financial regulation, which was significantly revised in the wake of the 
international financial crisis; Banking Union (BU), which was the EU 
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(to be precise, the euro area)’s response to the sovereign debt crisis; and 
Capital Markets Union (CMU), which was the EU’s attempt to revamp 
financial activities and the real economy after two consecutive crises. 
These reforms were complex and intertwined. They built on the existing 
EU framework, notably the Single Financial Market in the case of finan-
cial regulation and CMU. The reforms enacted also substantially modi-
fied the existing framework, as in the case of BU, which was designed to 
complete Economic and Monetary Union (EMU).

This chapter examines the dynamics of EU reforms in these pol-
icy areas by focusing on the preferences and influence of the United 
Kingdom (UK). The UK has often been considered as an ‘awkward part-
ner’ in the EU. Stephen George’s classic book, An Awkward Partner: 
Britain in the European Community (1990), points out the troubled 
relationship of the UK with the process of European integration since its 
inception. This chapter argues that this view is somewhat unwarranted, 
especially in the case of financial policies. In these policies the UK has 
been a foot-dragger, a fence-sitter and a pace-setter, depending on the 
circumstances. The chapter does not discuss in-depth the (often com-
plex) intra-EU negotiations in these policy areas. At the same time, the 
domestic politics and political economy of these issues in the UK are 
not investigated in details. The aim of the chapter is to explore how the 
EU policy process and the domestic arena in the UK interacted and with 
what outcome. The material is organised as follows. Section “Member 
States in the EU Policy Process” discusses some concepts that can be 
useful in order to examine the preferences and the influence of the mem-
ber states in the EU policy process. The empirical sections follow by 
and large a chronological order, discussing EU financial regulation first 
(Sect. “Post-crisis EU Financial Regulation”), then BU (Sect. “Banking 
Union”) and CMU (Sect. “The Building of CMU”). The Final Section 
briefly discusses Brexit and finance.

Member States in the EU Policy Process

This section discusses some concepts that can be useful in order to 
examine the role of the member states in the EU policy process. It first 
outlines a typology of roles and then examines the domestic process of 
national preference formation and the sources of influence for the mem-
ber states in the EU.
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A Typology of Roles

In her seminal work, Börzel (2002) distinguishes three roles that 
member states can perform in the EU policy process: foot-draggers, 
fence-sitters and pace-setters. Foot-dragging takes place when a member 
state seeks to block, delay or substantially water down a policy meas-
ure at the EU-level because it does not reflect the preferences of that 
member state. Foot-dragging comes in two shades: opposition to the 
EU policy measure tout court; and partial foot-dragging by seeking to 
substantially reshape the proposed EU measure. Partial foot-dragging 
is something that goes beyond the traditional processes of negotiation 
whereby member states seek, for example, to fine-tune specific provi-
sions of EU legislation. The foot-draggers are sometimes ‘late-movers’ 
if they do not have domestic templates already in place in a given pol-
icy area, as in the case of Southern European countries and environ-
mental policy (Börzel 2002). Post-financial crisis the UK was at times a 
foot-dragger in the reform of EU financial regulation, albeit in different 
ways, sometimes calling for stricter EU regulation, other times calling  
for less strict EU rules, as elaborated in (Sect. “Post-crisis EU Financial 
Regulation”). In other cases the UK was a foot-dragger tout court, seek-
ing to prevent the setting in place of an EU measure, as in the case of  
the Financial Transaction Tax (Gabor 2016; Wasserfallen 2014), which, 
however, was controversial also for other member states.

Fence-sitting coincides with passive policy-taking, rather than active 
policy-making. It takes place if a member state does not have strong 
preferences on the EU measure under discussion or does not have 
the capacity to substantially engage in negotiations. Hence, the fence-
sitter can build tactical coalitions with pace-setters and foot-draggers 
(Börzel 2002). Often fence-sitters adopt a ‘wait and see approach’. The 
Nordic countries in EMU are examples of this dynamic. At the time 
of the Maastricht Treaty, the UK sought to block EMU (Dyson and 
Featherstone 1999), hence it was a foot-dragger, rather than a fence-
sitter. Member states can also be ‘constructive’ fence-sitters by sup-
porting in principle a given EU measure, but opting-out (de jure or 
de facto) and letting others go ahead, as in the case of the UK in BU, 
which is discussed in Sect. “Banking Union”.

Pace-setting takes place when a member state actively pushes for a 
certain policy measure at the EU level in a way that reflects its prefer-
ences. It often presupposes the presence of domestic policy templates 
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to upload (in which case, the pace-setter is also a ‘first-mover’) and 
the capacity to do so, which in turn is based on the resources that a 
member state can mobilise. A typical example of pace-setting are the 
Nordic countries and Germany in environmental policy (Börzel 2002);  
Germany in macroeconomic policies (Dyson 2000); the UK in pre-crisis  
financial services regulation, especially the completion of the single  
financial market (Mügge 2010; Posner and Véron 2010; Quaglia 2010a). 
Post-crisis, the UK was a pace-setter in the building-up of CMU, as 
elaborated in Sect. “Banking Union”. Other examples of the UK’s 
pace-setting role that are not examined in this chapter due to space con-
straints were the UK’s immediate response to the international financial 
crisis and the negotiations on the Transatlantic Trade and Investment 
Partnership (TTIP). In the midst of the financial crisis, the so-called 
‘British plan’ provided a ‘template’ for the policy response of the EU 
and its member states (see Quaglia 2009). In external economic (trade) 
relations of the EU, the UK supported the Commission in the TTIP 
negotiations with a view to promoting the inclusion of financial services 
into the agreement (Jones and Macartney 2016).

It is noteworthy that the adoption of one of these roles by a mem-
ber state varies over time: the 1980s and 1990s were the ‘golden age’ 
for the pace-setters on the Single Market and EMU (see Armstrong 
and Bulmer 1998; Egan 2001; Jabko 2006; Dyson and Featherstone 
1999). There is variation across policy areas: for example, the UK is 
more likely to be a pace-setter in areas related to the Single Market 
than, for example, in social policy, from which it temporarily opt-
ed-out. There is also variation within a policy area: the UK was very 
supportive of CMU, it opposed certain pieces of EU post-crisis finan-
cial legislation, such as hedge funds rules, but supported other meas-
ures, such as a new framework for bank resolution. Moreover, the UK 
was a Single Market pace-setter in the 1980s under the Conservative 
Government (Moravcsik 1998), but was a foot-dragger on EMU in 
the same period (Dyson and Featherstone 1999). In the 1990s, the 
UK was a pace-setter in the completion of the single financial market 
(Mügge 2010; Posner and Véron 2010; Quaglia 2010a) under the 
Labour Government. With a Conservative Government, the UK was a 
pace-setter in the making of CMU and the TTIP negotiations (Quaglia 
et al. 2016), a fence-sitter on BU (Howarth and Quaglia 2016) and 
a foot-dragger on certain pieces of EU financial services legislation 
(Pagliari 2013; Quaglia 2012; Woll 2013).
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The Domestic Process of National Preference Formation

In order to explain why member states adopt one of the roles outlined 
above it is crucial to understand the domestic process of national prefer-
ence formation with reference to specific EU policy areas. Domestic poli-
tics and domestic political economy interact in the formation of national 
preferences (e.g. Moravcsik 1997, 1998), which are the aggregated 
preferences of the public authorities and private actors at the domestic 
level. The preferences of the public authorities are affected by the eco-
nomic and political costs of the proposed measure for their country, and 
the lobbying efforts of specific interest groups in the domestic arena. 
National policy-makers might also be sensitive to the allocation of new 
powers to EU bodies, which might be a contested move in domestic pol-
itics, especially in some member states, such as the UK.

The preferences of interest groups depend of the expected economic 
costs and benefits of the proposed EU measure, particularly financial pol-
icies, which have clear-cut costs and benefits. The groups most affected 
by the measure are likely to mobilise the most, albeit subject to resource 
constraints (Mahoney 2007). Particularly important in the UK are the 
preferences of the financial sector, the City of London, given the large 
size of the financial sector in the national economy. Moreover, the finan-
cial industry has the economic and human resources to be an effective 
lobbyist (Baker 2010). The British financial industry follows closely and 
systematically contributes to the policy discussions on these matters at the 
national and EU levels. On the one hand, different part of the financial 
industry sometimes have different preferences (Pagliari and Young 2014) 
or certain issues carry greater salience for some (e.g. hedge funds) but not 
for others (e.g. collective investment funds, see Woll 2013). On the other 
hand, one often speaks of national financial ‘system’ (rather than just ‘sec-
tor’) because the various parts of the national financial industry are gen-
erally interlinked. Indeed, the literature on varieties of financial capitalism 
seeks to tease out typologies or common features of national financial sys-
tems (Allen and Gale 2000; Hardie and Howarth 2013).

The Sources of Member States Influence

The influence of a member state in the EU is affected by a variety of 
sources: economic and political power (such as GDP, votes in the 
Council); the size of the specific sector under discussion; subject-specific 
expertise and general negotiating skills (for a review, see Bailer 2010). 
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The UK is the third largest member states in the EU in terms of GDP. 
Under the current QMV voting rules in the Council, the four larg-
est member states (Germany, France, the UK, and Italy), together with 
any other EU member state, have sufficient votes to block any proposed 
piece of legislation. The UK financial sector is by far the largest in the 
EU and London is the largest financial centre in Europe and the sec-
ond largest in the world. Given the size of the financial sector, the British 
authorities have considerable subject-specific expertise on matters related 
to finance. The influence of the UK in financial policies has been consid-
erable, given the conspicuous resources it can mobilise.

The following empirical sections examine EU post-crisis financial 
regulation, BU and CMU, explaining the dynamics of the EU policy 
process with a particular focus on the preferences and influence of the 
UK, explaining why it was a foot-dragger, fence-sitter, and pace-setter 
depending on the circumstances (for an overview, see Table 5.1).

Post-crisis EU Financial Regulation

A host of new financial legislation was issued by the EU in the aftermath 
of the international financial crisis. The vast majority of these measures 
regulated activities or entities that were previously unregulated (or sub-
ject to self-regulation) in the EU and its member states (such as credit 
rating agencies, CRAs); or at the EU level (such as hedge funds and bank 
resolution); or at the national, EU and international levels (OTCDs). In 

Table 5.1 O verview of the UK’s roles in selected financial policies in the EU

Pace-setter
Pre-crisis: Financial Services Action Plan, most EU financial legislation (e.g. Solvency II, 
Lamfalussy directives in securities markets)
Post-crisis: British (Brown) plan, CMU, TTIP (finance), some EU legislation (BRRD)

Fence-sitter
Pre-crisis: Stability and Growth Pact
Post-crisis: BU, some EU financial legislation (e.g. EMIR)

Foot-dragger
Pre-crisis: EMU-TEU

Post-crisis: Most EU financial legislation (e.g. AIFM, FTT)
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other instances, they imposed heavier, more prescriptive and more bur-
densome requirements on financial entities that were already regulated 
prior to the crisis, as in the case of higher capital requirements for banks 
and new liquidity management rules (the Capital Requirements Directive 
IV, CRD IV), or they set in place more substantial protection for depos-
itors (the revised Deposit Guarantee Scheme Directive). Some of the 
post-crisis EU rules had potential protectionist effects due to the conten-
tious provisions concerning the access of third-countries entities or prod-
ucts to the EU market, for example in the legislation concerning credit 
rating agencies (CRAs), hedge funds, OTCDs (Quaglia 2015). The 
reform of the financial services architecture following the De Larosière 
Report (2009) was designed to strengthen financial supervision at the 
EU level and to foster macro-prudential supervision in the EU (Buckley 
and Howarth 2011; Hennessy 2014).

By looking at the entirety of EU post-crisis legislation, the UK was 
often a foot-dragger, and less frequently a fence-sitter and a pace-setter. 
First, the UK was a foot-dragger concerning the legislation on hedge 
funds, rating agencies (Quaglia 2012) and the Financial Transaction Tax 
(Gabor 2016). These pieces of legislation were resisted by the UK on the 
ground that they would impose unnecessary costs, damaging the compet-
itiveness of the financial industry in Europe and reducing the attractive-
ness of European financial centres as a result of regulatory arbitrage. The 
UK stressed that EU financial regulation should support the develop-
ment of ‘open, global markets’ (Darling 2009). The concern about inter-
national ‘regulatory arbitrage’ has traditionally been at the forefront of 
policy-makers’ minds in Britain, given the fact that London hosts many 
non-British-owned financial institutions and successfully competes with 
other financial centres worldwide to attract business (Quaglia 2010a).

A combination of domestic politics and domestic political economy 
account for British preferences on the regulation of hedge funds, rating 
agencies and the Financial Transaction Tax. The UK hosts 4/5 of all the 
EU hedge fund managers and several non-EU hedge funds operate in 
London (Woll 2013). The main CRAs that are based in North America 
use their subsidiaries in London in order to issue ratings across the EU. 
Moreover, financial products traded in London have ratings issued within 
and without the EU. Hence, EU legislation on hedge funds and CRAs 
de facto mainly ‘hit’ the UK. Lord Myners, a UK Treasury minister, sug-
gested that it was easy for other European countries to make political 
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capital out of demanding ‘intrusive regulation of an industry of which 
they have little or no direct experience’ (Financial Times, 1 July 2009).

Similarly, the Financial Transaction Tax would be detrimental to inter-
national financial centres, such as the City of London and Wall Street, 
which mostly operate in the wholesale market (Financial Times, 23 
September 2011; Reuters, 4 November 2011). Indeed, several reports 
(House of Lords 2012; London Economics 2014) indicated that up to 
80% of the Financial Transaction Tax in the EU would be collected in 
the UK. Moreover, there was the possibility that part of the taxes col-
lected in the UK would be transferred to the EU and/or shared with 
other EU countries, which hosted firms that were party to financial 
transactions taking place in the UK (House of Lords 2012). Chancellor 
Osborne went so far as arguing that the ‘financial transaction tax is not a 
tax on banks or bankers; it is a tax on pensioners and people with savings 
and investments’ (BBC, 20 April 2013). Eventually, the UK brought the 
case before the European Court of Justice, which dismissed the chal-
lenge as premature because the details of the tax had not been finalised 
(Financial Times, 6 May 2014).

Finally, the UK was a partial foot-dragger in the negotiation of the 
CRD IV legislative package designed to implement the Basel III accord 
in the EU by replacing the ‘old’ CRD III with a directive that gov-
erns the access to deposit-taking activities and a regulation that estab-
lishes prudential requirements for credit institutions. However, in this 
case, unlike in the case of CRAs and hedge funds, the UK authori-
ties resisted EU rules because they were regarded as not strict enough 
and not in line with Basel III (James 2016). Speaking at a meeting of 
the Economic and Finance ministers held to discuss the CRD IV, the 
British Treasury minister complained that ‘We are not implementing the 
Basel agreement, as anyone who will look at this text will be able to tell 
you’ (Financial Times, 2 May 2012). Indeed, the BCBS subsequently 
found the EU materially non-compliant with Basel III (BCBS 2014). 
Moreover, the British authorities and those who argued in favour of EU 
standards that exceed the Basel minimum successfully opposed the initial 
proposed for maximum capital ratio, which meant that national regula-
tors would not have been able to impose higher capital requirements on 
domestic banks should they have deemed it necessary to do so (James 
2016). By contrast, an issue on which the British authorities lost their 
battle in Brussels and that differentiate the CRD IV package from the 
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Basel accord was the legally binding cap imposed on banker bonuses. 
This had been an amendment introduced and strongly advocated by 
the EP with some support from continental countries (Greenwood and 
Roederer-Rynning 2014).

A combination of domestic politics and domestic political economy 
account for British preferences on the CRD IV (and Basel III) (see 
James 2016). At the time of the CRD IV negotiations, the main British 
banks were relatively well capitalised in part as a result of the state-led 
recapitalisation in the wake of the crisis, whereas the banks in many 
continental European countries were under-capitalised. The impact of 
stricter capital requirements on lending to the real economy was less of 
a concern for the UK because the City is mostly ‘disconnected’ from the 
real economy in the UK. By contrast, continental European countries 
have a bank-based financial system, where banks provide funding to small 
and medium enterprises. Finally, during the crisis, the UK authorities had 
engaged in massive bailout of banks using taxpayer money. Hence, bank-
ing regulation became politically salient for politicians and the public 
opinion in the UK (James and Quaglia 2017b).

British policy-makers were also partial foot-draggers concerning the 
setting up of the European Supervisory Authorities, given the British 
reluctance to transfer powers away from national supervisors to bod-
ies outside their borders (Financial Times, 20 March 2009), granting 
decision-making powers to EU-level authorities, while public funds to 
tackle banking crises came from national budgets. To this effect, Gordon 
Brown, the British Prime Minister, secured a guarantee that the new 
supervisory system would not include powers to force national govern-
ments to bail out banks (Buckley and Howarth 2011).

UK policy-makers were (constructive) fence-sitters on other EU leg-
islative measures, such as the European Market Infrastructure regulation 
(EMIR) (James 2015). On this piece of legislation, UK preferences were 
mostly in line with those of the other member states and the measures pro-
posed by the Commission. The EMIR prescribed the shifting of OTCDs 
trading to central counterparties (CCPs) and the mandatory report-
ing of transactions to trade repositories. It also set harmonised rules for 
CCPs and trade repositories, which would be subject to EU supervision. 
There were two controversial issues for the UK in the negotiations of the 
EMIR. First, there was the complex third country regime for CCPs and 
trade repositories. Without going into much detail, the British authorities 
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were keen to ensure open markets by setting ‘broad’ criteria to ascertain 
the equivalence of the regulatory framework of third countries. They also 
objected to the concept of reciprocity proposed by the Commission and 
were supported by France (see Pagliari 2013; Quaglia 2015).

The second controversial issue for the UK were the provisions con-
cerning the location of CCPs and their access to central bank liquidity. 
Some regulators—notably the French—believed that CCPs clearing 
OTCDs should have access to central bank liquidity in the same currency 
as the product being cleared. In other words, a CCP would have to be 
located in the euro area and clear euro-denominated products in order 
to access European Central Bank (ECB) liquidity. The British authori-
ties successfully opposed this view because London is one of the main 
locations for derivatives trading and clearing worldwide, also for euro-de-
nominated assets. The measures initially proposed would have be det-
rimental to the clearing houses located outside the euro area—first and 
foremost, those currently operating in the London OTCD markets (Risk 
Magazine, 10 January 2011).

On bank resolution, the UK was a pace-setter. The BRRD was con-
troversial in the EU and was therefore issued with considerable delay: it 
was agreed in 2014, even though the Commission began consulting on 
cross-border bank resolution as early as 2009 (Commission 2009) and 
held two successive consultations (Commission 2011, 2013). It was a 
matter that touched upon politically sensitive issues and had potential 
fiscal implications. The UK authorities actively contributed to the pol-
icy debate by developing the concept of the bail-in and loss-absorbing 
capacity that were new resolution tools devised post-crisis. The idea 
of bail-in was initially put forward by two senior economists of Credit 
Suisse, Calello and Ervin, in an article in The Economist in January 2010. 
It immediately gained traction at the Bank of England because the ‘tradi-
tional’ way to resolve banks was seen as unsuitable for large cross-border 
banks, especially G-SIBs.

As early as July 2010, Andrew Bailey (2010), who later became 
the director responsible for financial stability, argued that ‘an alterna-
tive worth exploring, drawing on the tools used to restructure non-
banks, is creditor recapitalisation or ‘bail-in’. In September 2010, 
Paul Tucker reiterated that the bail-in should be considered as a res-
olution tool. In December 2010, well before the FSB included the 
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bail-in in the Key Attributes, and well before the BRRD (2014) the 
Financial Stability Report of the Bank of England (Bank of England 
2010), stated that the bail-in should be extended to other potentially 
systemic institutions, including investment banks and market infra-
structures. The Independent Commission on Banking (the so-called 
Vickers Commission) (2011a, b) recommended statutory bail-in 
powers and a loss-absorbing capacity of at least 17–20%, which was 
broadly in line with the standard subsequently on loss absorbency 
capacity set by the FSB in 2015.

Banking Union

BU was the main (and delayed) response of the euro area to the sov-
ereign debt crisis that began in Greece in 2010 and subsequently 
extended to Ireland, Portugal and Spain. When the crisis threatened to 
extend to Italy, BU was proposed, even though the final version of BU 
agreed is less ambitious of what was initially planned (on the politics 
of BU, see Donnelly 2014; Epstein and Rhodes 2016; Schäfer 2016). 
In June 2012, the President of the European Council, the President 
of the Eurogroup, the President of the Commission and the President 
of the ECB, presented an interim report entitled ‘Towards a Genuine 
Economic and Monetary Union’, that laid the foundations for BU. 
Afterward, the various components of BU were set in place, with one 
important exception.

The Regulation for the establishment of a Single Supervisory 
Mechanism (SSM) was adopted in October 2013. The SSM applies only 
to the euro area member states and to the non-euro area member states 
that decide to join BU. In the SSM, responsibility for banking supervi-
sion was assigned to the ECB in cooperation with national competent 
authorities. This was followed by the adoption of the BRRD in June 
2014 (discussed in the previous section) and the Regulation on the 
Single Resolution Mechanism (SRM) in July 2014. The SRM, which was 
to complement the SSM, was responsible for the planning and resolution 
phases of cross-border banks and those directly supervised by the ECB, 
while national resolution authorities would be responsible for all other 
banks.
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The revised DSG directive was finalised in June 2014, but a com-
mon EU deposit guarantee scheme did not materialise mainly because 
of German opposition. In November 2015, the Commission launched a 
proposed regulation for the creation of a European DGS. The European 
Stability Mechanism (ESM)—which was established by an intergov-
ernmental treaty finalised in 2012 to replace the temporary European 
Financial Stability Facility—began operation in September 2012. It was 
envisaged that, subject to certain conditions, the ESM could provide 
financial support to ailing banks as well as to the governments of coun-
tries experiencing severe financial difficulties.

BU was designed to rebuild financial market confidence in both banks 
and sovereigns—especially in the euro area periphery—by stabilising the 
national banking systems exposed directly to a vicious circle. In fact, the 
sovereign debt crisis created a ‘doom-loop’ between the instability of 
the banking sector—which had to be bailed out in the majority of euro 
area countries— and the fragility of public finances, which were becom-
ing unsustainable in some countries (Howarth and Quaglia 2015). BU 
was also to reverse the fragmentation of European financial markets that 
had begun with the international financial crisis and was worsened by the 
sovereign debt crisis. BU transferred powers from the national to the EU 
(to be precise, the BU) level. It was also significant because not all EU 
member states joined: it included only euro area member states even if 
other EU member states were able to opt-in. Hence, BU increased the 
trend towards differentiated integration in the EU (Dyson and Sepos 
2010; Schimmelfennig 2016; Schimmelfennig et al. 2015), which posed 
a major challenge to the EU as a whole and to the opt-out countries—
first and foremost the UK, given the size of its financial sector and its 
interconnection to the euro area. Non-euro area countries had a choice 
about joining (or not) the SSM and faced incentives and disincentives.

The UK was a constructive fence-sitter on BU: it was by and large sup-
portive of BU and specifically the SSM for euro area member states, nota-
bly as a way to tackle the sovereign debt crisis distressing the euro area 
periphery and to ensure financial stability therein (see, for example, The 
Telegraph, 13, 19 December 2012). However, the UK did not want to be 
part of BU because of domestic politics and domestic political economy 
considerations. BU implied a considerable pooling of power at the EU/
BU level, first and foremost the supranationalisation of banking supervi-
sion, which was politically unacceptable in the UK. Moreover, the institu-
tional and decision-making framework of BU were primarily designed for 
euro area members—and in fact none of non-euro area countries joined it.



5  EUROPEAN UNION FINANCIAL REGULATION …   111

As for domestic political economy, the British banking system was not 
only the most ‘Europeanised’ of the largest six EU member state banking 
systems in terms of the holdings of other EU-headquartered banks in the 
UK (as both a percentage and in total terms) and British bank holdings 
elsewhere in the EU (in total terms), it was also very internationalised in 
terms of non-EU-headquartered banks active in the UK and the activities 
of British banks abroad. The UK was most exposed to the potential insta-
bility of globally systemic banks, which affected the British banking sys-
tem more in relative terms than others in Europe (Howarth and Quaglia 
2016). British banks by and large supported the creation of the SSM, but 
none sought British participation (British Bankers Association 2012).

During the negotiations on Banking Union, British policy-mak-
ers feared that a euro area majority would be able to impose its rules 
on non-euro area members in the European Banking Authority (EBA) 
(Financial Times, 13 December 2012). Hence, they demanded an 
EBA voting reform, whereby any decision by the Authority should be 
approved by a minimum number of member states outside BU and 
thus effectively by a ‘double majority’ of member states inside and out-
side the BU. Some euro area member states, first and foremost France 
and Germany, resisted British requests and eventually an agreement was 
reached on the creation of a double majority system until the number of 
non-BU member states dwindled to less than four. However, the safe-
guard in EBA will end once the number of non-BU member states is less 
than four (Howarth and Quaglia 2016). All in all, the UK was a con-
structive fence-sitter on BU, and carefully negotiated specific issues that 
were significant for non-euro area countries.

BU will have significant implications for the single financial market. 
First, it will increase financial integration in the euro area, hence creat-
ing a ‘market within a market’. Second, BU will promote the formation 
of a coalition of member states with similar interests and hence poten-
tially voting as a block on several issues concerning EU financial (bank-
ing) regulation. The ‘double majority’ safeguard in EBA that euro area 
outsiders, first and foremost the UK, obtain will end once the number of 
non-BU member states is less than four and there is not such a safeguard 
in the Council of Ministers. Third, and related to the previous point, 
there is a potentially uneasy relation between the European Banking 
Authority, which remains responsible for developing regulatory policy 
and technical standards for the single rulebook in banking across Europe, 
and the SSM, which has the ECB at its centre and was given regulatory 
powers in addition to its supervisory powers.
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The Building of CMU
The idea of CMU was first mentioned in the ‘Political Guidelines’ of 
the (then) newly appointed President of the European Commission 
Jean-Claude Juncker in October 2014. The project of CMU was fully in 
line with the ‘Investment Plan for Europe’ (aka the Juncker plan 2014 
European Commission) of November 2014, which set out to remove 
obstacles to investment, providing funding and technical assistance 
to investment projects. According to the Commission, CMU would 
‘improve the financing of the economy… cut the cost of raising capital, 
notably for SMEs, and help reduce the very high dependence on bank 
funding. This would also increase the attractiveness of Europe as a place 
to invest’ (2014: 8).

In February 2015, the Commission (2015a) published the Green 
Paper ‘Building a Capital Markets Union’, which was subject to a pub-
lic consultation. At this stage, CMU was a ‘mixed bag’—it was a ‘long 
shopping list’ of things to do in order to complete the single finan-
cial market and boost EU’s capital markets. In September 2015, the 
Commission (2015b) put forward an Action Plan for CMU, together 
with a package of two legislative proposals to promote securitisation. 
Furthermore, the Commission began preparing a proposal for the revi-
sion of the Prospectus directive and the Solvency II directive. Finally, 
it opened a consultation on venture capital and social entrepreneurship 
funds, a consultation on covered bonds in the EU, and a call for evi-
dence on EU regulatory framework for financial services. The member 
states reached an agreement on the securitisation proposals in a matter 
of weeks, but the EP refused to fast-track the proposals mainly because 
left-leaning MEPs called for a thorough review in order not to revive 
pre-crisis excesses (Financial Times, 3 March 2016).

The European Commission was the main policy entrepreneur on 
CMU, which was enthusiastically supported by the UK, joined by those 
member states with the most well-developed and diversified financial 
sectors, including Ireland, the Netherlands, Sweden and Luxembourg. 
These member states unequivocally supported the market liberalisation 
agenda in CMU. The main continental countries—notably France and 
Germany (Schäuble and Sapin 2015)—expressed their reservations on 
CMU and so did some of their domestic players (e.g. domestic banks 
and investment firms). By contrast, the most competitive parts of the 
financial industry, the main transnational players, such as large banks 
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engaged in securitisation, insurance companies and the international 
financial centres in the EU, first and foremost the City of London. The 
new measures designed to promote securitisation would benefits the 
large banks based in the UK, but also in France, Germany, the Benelux 
countries, Italy and Spain. Small banks would benefit from the new pro-
posed legislation on securitisation, but the large banks would benefit 
the most, as they are the most engaged in shadow banking (Gabor and 
Vestergaard 2015).

The proposed revision of the Solvency II directive, de facto reducing 
solvency requirements for insurers that invest in long-term infrastruc-
tural projects, would benefit insures, in particular the large ones that are 
more likely to invest in these sort of activities—large insurers are mainly 
based in the UK, but also Germany, France and Italy. The revision of the 
Prospectus directive and future legislative and non-legislative measures 
designed to harmonise securities market legislation and ease cross-bor-
der activities would be particularly advantageous for the largest, most 
competitive financial centres, first and foremost the City of London, that 
would be able to attract business from the periphery of the EU, but also 
potentially from Paris and Frankfurt (Quaglia et al. 2016).

British policy-makers were pace-setters on CMU, at least compared 
to other member states. First, a British national, Jonathan Hill was cho-
sen to lead the CMU project at the European Commission and as was 
appointed as Commissioner ‘for Financial Stability, Financial Services 
and Capital Markets Union’, one of the few examples in European 
Union history where a Commissioner’s job title matched that of a spe-
cific project. Second, UK policy-makers and stakeholders engaged exten-
sively in the agenda-setting process. For example, almost a quarter of 
the Commission’s responses to consultation were from the UK, 16% 
from Belgium (EU-level financial associations are located in Brussels), 
13% each from France and Germany and 4% each from Italy and the 
Netherlands. The House of Lords (2015) produced a timely report 
on CMU, urging the ‘the UK, where capital markets are better estab-
lished than in other Member States, to take the lead in spearheading this 
Capital Markets Union’. Third, the areas prioritised for action, namely 
securitisation (banking), Solvency II (insurance) and Prospectus (securi-
ties markets) were those that would benefit the most the UK and indeed 
were indicated by the UK government as the three tops priorities for 
action on CMU (UK Response to Green Paper 2015). The call for a 
call for evidence on EU regulatory framework for financial services also 
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chimed well with British concerns about EU’s over-regulation following 
the international financial crisis. Furthermore, the strong UK govern-
ment opposition to further centralisation helps to explain the absence of 
institutional measures in both the February 2015 Green Paper and the 
September 2015 Action Plan.

Of all EU Member States, the UK had the most potentially to ben-
efit from the financial liberalisation and diversification promised in the 
CMU project, given the diversity of its financial sector and, in particular, 
the high concentration of wholesale market activity, private equity and 
hedge funds. As noted by Dawson (2015) ‘If a single capital market is 
established, demand for funding will be Europe-wide, but supply will 
by dominated by the City. The policy plays precisely to Britain’s area of 
expertise. UK financial services could provide the funding for businesses 
and investment projects across £10 trillion market—a move potentially 
as transformational as the Big Bang in 1986. This is not something that 
can be replicated outside the EU. What would give capital markets union 
its power is the sheer scale of the European market’. In a speech made to 
the City of London Corporation Policy Committee, Commissioner Hill 
noted that ‘From here investment flows out across the continent: UK 
banks lend more than $2 trillion into other European countries…. More 
than a third of UK private equity funds’ investments go to companies 
elsewhere in the EU. So the success of the City is tied to a successful 
Europe’.

In the UK, given the fact that CMU would also involve new EU reg-
ulation and further centralisation, there was some reluctance on the basis 
of national sovereignty. In its responses to the Commission’s consul-
tation on CMU the UK Government (2015) opposed: the transfer of 
direct supervisory responsibilities to European institutions; tax and sol-
vency law harmonisation. This might also explain the somewhat different 
views of Commissioner Hill and Commission President Juncker as to the 
institutional content of CMU. Commissioner Hill and DG FISMA offi-
cials did not discuss institutional reform in their presentations on CMU. 
By contrast, President Juncker in the Five Presidents Report (2015) 
argued that CMU ‘should lead ultimately to a single European capital 
markets supervisor’. Hence, domestic political economy and domestic 
politics in the UK pulled in somewhat different directions with reference 
to CMU.



5  EUROPEAN UNION FINANCIAL REGULATION …   115

Given the implications of BU for the single financial market (see 
Sect. “Banking Union”), CMU was deliberately framed as an initia-
tive to complement BU and ultimately to complete EMU (see Juncker 
2015), even though CMU involves all the 28 member states. Some 
commentators (for example, Ringe 2015: 5) interpret CMU, in part, as 
an attempt to repair the strained relations between the UK and the EU/
euro area by giving ‘a political signal to strengthen the Single Market as 
a project of all 28 Member States’, not only to the euro area countries, 
and in an area where the UK had a clear competitive advantage. Hence, 
CMU was designed to attract the support of those member states that 
had not joined BU and/or EMU (first and foremost, the UK). Hence, 
it was a way to address the concerns of the repercussions of ‘differenti-
ated integration’—linked to EMU first and BU—on the single financial 
market.

Brexit and Finance

As explained in the previous sections, the UK financial industry benefit-
ted greatly from EU financial integration over recent decades with over 
30% of financial services exports destined for the EU27. The EU27 was 
the biggest market for UK exports of financial services: UK exports to 
the EU amounted to £26 billion per annum whilst UK imports from 
the EU were £3 billion. Consequently, the outcome of the British ref-
erendum on continuing membership of the EU in June 2016 was a 
major shock for the British financial sector. The priority for the bulk of 
British finance was to preserve membership of, and full access to, the 
single financial market. It soon became clear that a European Economic 
Area (EEA) style arrangement post-Brexit was highly unlikely given 
the politics of the Conservative Party and the perception of the result 
as being a backlash against the free movement of labour. As its main 
alternative, the City favoured a special deal for finance, which will likely 
be rejected by the EU Commission and member states which insist on 
maintaining all four freedoms of the internal market or none. Hence, 
the British financial industry called for the preservation of as much mar-
ket access as possible (The CityUK 2016a, b). However, the City was 
surprisingly ineffective at shaping the UK’s Brexit policy (see James and 
Quaglia 2017a).
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In February 2017, Prime Minister Theresa May announced her 
intention to negotiate a so-called ‘hard’ Brexit that will leave the UK 
outside the single market and the Customs Union, as outlined in the 
Conservative Government’s ‘Brexit White Paper’ (UK Government 
2017). Nonetheless, the White Paper also highlighted ‘a legitimate 
interest in mutual cooperation arrangements that recognise the inter-
connectedness of markets’ (p. 42) in finance. Although the outcome of 
the June 2017 General Election led to a change of tone regarding Brexit 
and improved relations with business, the government’s official position 
remained unchanged. With reference to financial services, three qualifi-
cations should be made. First, the negotiations on finance were part of 
a broader set of negotiations, whereby it would have been politically dif-
ficult for the UK government to grant finance a special status. Second, 
there were divisions within the UK government, whereby the Chancellor 
of the Exchequer was more sympathetic than other parts of the govern-
ment of the concerns of the financial industry (for example, Bloomberg, 
11 October 2017). Third, the UK financial industry, albeit it was mostly 
against a hard Brexit, was not united on this issue. Different parts of the 
financial industry would be impacted by Brexit in different ways, and the 
parts most likely to be badly affected were those that mobilised the most 
against a hard Brexit. The UK-based financial services most potentially 
affected were wholesale—not retail—because wholesale business is inter-
national and cross-border in nature, and its services depended upon EU 
passporting agreements (see James and Quaglia 2017a).

British authorities and the UK financial sector faced a ‘dilemma’ in the 
Brexit negotiations. On the one hand, if the UK lost unrestricted access 
to the single financial market, UK-based financial entities and activities 
would need to relocate to the continent in order to continue to benefit 
from passporting across the EU (that applies to the full range of financial 
services). Moreover, the UK would no longer serve as the main point 
of entry into the EU for third country financial entities and products, 
which would therefore choose to place a range of operations in other EU 
member states to secure access to the passport. Finally, the UK would no 
longer be able to legally challenge the efforts of the ECB and a number 
of other member states to transfer euro clearing to the euro area.

On the other hand, if unrestricted access to the single financial mar-
ket were retained, the UK would have to continue to comply with EU 
financial regulation. In the past, the UK financial sector frequently com-
plained about excessively burdensome EU financial regulation. As this 
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chapter has argued, in several financial policy areas, the UK yielded con-
siderable influence in ‘calibrating’ (at times, toning down) EU finan-
cial rules. Hence, EU financial regulation is likely to be different in the 
future without the UK’s ‘market-making’ approach—this will make EU 
rules less suitable for the financial industry based in the City. Moreover, 
euro area member states will tend to develop specific preferences on 
financial regulation and supervision through their cooperation in BU.

The EU also faced a Brexit dilemma (Howarth and Quaglia 2017). 
Any ‘special deal’ for the financial services sector in the UK would be 
politically unpalatable for the EU because it represents exactly the type 
of ‘pick and choose’ approach (or ‘bespoke deal’ in the rhetoric of UK 
government officials) which the EU has historically resisted. A bespoke 
deal would give the UK important benefits of EU membership, namely, 
unrestricted access to the single financial market, including passporting. 
However, whilst political unpalatable, the City of London was by far the 
main financial centre in Europe—the home of many continental banks, 
insurers, securities dealers, etc.—and so there were incentives to retain it 
in the single market.

Conclusion

The UK has been a key player in the post-crisis reforms of European 
economic and financial governance, albeit in different ways and with var-
ying intensity. The (at times considerable) British influence was geared 
towards the attainment of preferences that were shaped by domestic 
politics and political economy, first and foremost the interests of the 
financial services industry and the City of London. The UK was mostly 
a foot-dragger (with important exceptions) on the ‘market-shaping’ 
post-crisis EU financial services regulation, unlike in the previous period 
when the UK had been a pace-setter in the completion of the single 
financial market, notably the so-called Lamfalussy directives on securi-
ties markets and Solvency II in insurance. The UK was a (constructive) 
fence-sitter on BU, unlike in the making of EMU, which the UK had 
tried to block, acting as a foot-dragger. Finally, the UK was a pace-set-
ter on CMU in the same way it had been in the completion of the sin-
gle financial market in the previous decades. Thus, the UK supported 
EU financial policy measures whenever they reflected the British ‘mar-
ket-making’ approach (see Quaglia 2010a, b, 2015) and had economic 
benefits for the City of London. The main exception was the BRRD, 
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which had a considerable British ‘input’ but no direct benefit for the 
financial industry. The UK opposed EU policy measures that were exces-
sively market-shaping and were therefore very burdensome for the finan-
cial industry, especially the City. The main exception was the CRD IV, 
whereby the UK was in favour of stricter EU rules (see James 2015, 
2016). The UK was a fence-sitter on issues that mainly concerned the 
euro area, albeit paying attention to the implications of those measures 
for non-euro area members (see Howarth and Quaglia 2016).

The result of the British referendum on continuing membership of the 
EU represented a turning point in the relationship between the UK and 
the EU. The economic and political effects of Brexit will be far-reaching 
for both. Although events are still unfolding, Brexit raises a set of impor-
tant questions to address with reference to the financial policies discussed 
in this chapter: what will be the implications of Brexit for the UK and the 
EU? Since the UK opted-out of EMU, declined to join BU but was a full 
member of the Single Financial Market, the impact of Brexit will be felt 
principally on access to the single financial market and on issues related 
to financial regulation. Much will depend on the new relationship put in 
place between the UK and the EU, as negotiators try to solve the UK 
and EU27 ‘dilemmas’ highlighted in the previous section.

Brexit will have a major impact on the British variety of capitalism, 
albeit the magnitude of change will depend on the new relationship that 
will be agreed between the EU and the UK. Specifically, the implications 
of Brexit for the UK finance-based liberal market capitalism will depend 
on: (a) the terms of reciprocal market access, but especially the terms 
of access for British financial entities and products to single market in 
finance (including passporting); and (b) the degree of financial regula-
tory alignment between the UK and the EU. In a nutshell, the greater 
the market access and the regulatory alignment, the lesser the impact of 
Brexit on the UK financial sector and on the key role that finance has 
on the UK liberal market economy. Vice versa, the more restrictive the 
terms of single market access and the greater the regulatory divergence 
between the two jurisdictions, the greater the negative impact of Brexit 
on the UK financial sector, and the greater the incentive for UK to forge 
closer financial relations with jurisdictions outside the EU.

Brexit will also have an impact on finance in the EU and potentially 
on the funding available to the real economy on the continent. Here 
again, the implications of Brexit will depend on the future relationship 
between the EU and the UK, and specifically on the terms of market 
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access and the degree of financial regulatory alignment. In case of con-
siderable market access and regulatory alignment, the UK would con-
tinue to be ‘Europe’s investment banker’ (Carney 2017) and to serve as 
the main financial centre of (albeit not in) the EU. This situation would 
have some economic advantages for the EU, notably to maintain access 
to the UK’s deep and liquid financial markets and its efficient market 
infrastructures. However, it would also have political disadvantages, as it 
would look like a bespoke deal favourable to the UK. Furthermore, it 
would represent an acceptance on the part of the EU that its primary 
financial centre would be outside the direct regulatory and supervi-
sory reach of the EU authorities. Vice versa, in case of limited market 
access and regulatory divergence, the EU might end up with a compet-
ing international (offshore) financial centre on its doorstep. This could 
have negative implications for regulatory arbitrage, potentially leading 
to a regulatory clash, or at the very least, regulatory disputes, between 
the two jurisdictions. It would also be detrimental to the UK’s role as 
‘Europe’s investment banker’. Yet, it might enable the main financial 
centres based in the EU (first and foremost, Paris and Frankfurt) to 
thrive by luring business away from the UK.
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CHAPTER 6

Integration and Disintegration:  
Two-Level Games in the EU

Waltraud Schelkle

Integration and Disintegration in Post-crisis Europe

The prolonged crisis of the euro area has strengthened centrifugal forces 
in the EU. For the first time in the union’s history, a member state has 
decided to leave the EU, following an in-out referendum. EU-sceptic 
parties have become a vocal presence and have taken about a third of 
all seats in the European Parliament, although their ideological differ-
ences and/or nationalistic stance makes them an ineffective opposi-
tion to further integration. Governments in Greece and Hungary have 
used referenda to challenge collective decisions of the EU, challenging 
the norm that the EU is a union of representative democracies. Inside 
the Eurozone area, a perception has taken hold, supported by academic 
research, that Southern and Northern European political economies can-
not coexist using the same currency. Johnston and Regan (2016: 333) 
argue that even permanent fiscal transfers from the North to the South 
would not change this verdict. The Balkanisation of financial markets, in 

© The Author(s) 2019 
C. Hay and D. Bailey (eds.), Diverging Capitalisms,  
Building a Sustainable Political Economy: SPERI Research & Policy, 
https://doi.org/10.1007/978-3-030-03415-3_6

W. Schelkle (*) 
European Institute, London School of Economics, London, UK
e-mail: w.schelkle@lse.ac.uk

https://doi.org/10.1007/978-3-030-03415-3_6
http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-030-03415-3_6&domain=pdf


126   W. SCHELKLE

particular for government bonds, has become a manifest legacy of the 
crisis that undermines the traction of monetary policy in stimulating the 
economy (ECB 2015).

But this is not the whole story. At the same time, we have witnessed a 
series of sovereign bailouts in the EU that make all IMF bailouts pale in 
comparison, among them the biggest in history for Greece. The emer-
gency funds, above all the permanent European Stability Mechanism 
(ESM) but also the European Financial Stabilisation Mechanism (ESFM) 
operated by the Commission, have generated a lending capacity of the 
EU that surpasses that of the IMF. The banking union, created within 
a few years, made the ECB then the world’s biggest financial supervisor 
and prudential authority in terms of bank assets under its purview.

Hence, the story is one of astonishingly rapid and far-reaching steps 
of institutional integration, at the same time as centrifugal political-
economic forces are on the rise. Still, most observers either stress the 
centrifugal tendencies and the incompleteness of the steps towards inte-
gration that were taken (De Grauwe 2013; Stiglitz 2016), or they revive 
the Whig history of European integration that, according to one of its 
founding fathers, Jean Monnet, will be forged in crises, so every crisis is 
good news of further progress.1

This chapter suggests that integration and disintegration tend to be 
the outcome of the same process. Integration is always subject to lim-
its and boundaries; disintegration is never complete but leaves elements 
of integration in place. To study this simultaneity, I choose the most 
extreme case of a country apparently promoting disintegration and seek-
ing deliberate outsider status, the UK, on the one hand, and the country 
with an unwanted leadership role in the EU, Germany, on the other.

Our theories of integration were not formulated to analyse processes 
of disintegration. The main post-war theory of European integration, 
supranationalism, predicts ratchet effects that make every step of inte-
gration to some degree irreversible. In its neo-functionalist guise, supra-
nationalism allows for more contestation and agency in bringing ever 
closer union about but this does not change the fundamental claim that 
European integration is a one-way street (Rosamund 2000: 65, 72).

Intergovernmentalism can provide a more plausible account of the 
reverse of ever closer union: it can explain why certain steps towards 

1 For references and a critique of this Whig history, see Parsons and Matthijs (2015).
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integration may come to a halt or even go backwards, if they do not suit 
a sufficiently large or influential number of member states. But its liberal 
version, formulated by Moravcsik (1998), has opened the black box of 
member state interests and would predict that the main sources of such a 
backlash should be particular economic interests (Rosamund 2000: 138–
139). This is at odds with the overwhelming impression that the opposi-
tion to further integration has electoral, ideological and outright populist 
origins.

The new intergovernmentalism responded to precisely this state of 
affairs (Bickerton et al. 2015a, b). Contributors to this literature observe 
a fundamental ‘integration paradox: Member States pursue more inte-
gration but stubbornly resist further supranationalism’ (Bickerton et al. 
2015a: 705). Their argument expresses a kind of disappointed supra-
nationalism because they demonstrate how dysfunctional this para-
doxical integration is. For instance, the emergence of a Fiscal Compact 
outside the Treaty framework is taken as evidence for politically 
counter-productive intergovernmentalism, because it circumvents the 
Commission as guardian of the Treaty and conforms only with the prior-
ities of more powerful member states (read: Germany).

This is a timely update of intergovernmentalism and can make sense 
of manifestations of differentiated integration instead of merely elaborat-
ing various descriptive metaphors (variable geometry, concentric circles, 
integration à la carte, etc.). It synthesises an impressive number of insights 
about the malaise of capitalist democracies in Europe. But like all integra-
tion theories, the new intergovernmentalism treats these manifestations of 
power asymmetry and collective action failure as an idiosyncratic European 
problem.2 Yet, the populist backlash against integration and the diffi-
culties of interstate cooperation can be seen elsewhere. The antagonistic 
politics of the United States is a prime example: none of the mainstream 
Presidential candidates has been supported by grass-root movements and 
the eventual Republican nominee excelled in insults against immigrants and 
Mexico, a NAFTA member state. The long-awaited bilateral trade agree-
ment between the EU and the United States, the Transatlantic Trade and 
Investment Partnership (TTIP), has stalled, in line with previous attempts 
at reviving multilateral trade negotiations. An even more important exam-
ple is the utter failure of leading nations to cooperate on the restoration of 

2 Although, to be fair, neo-functionalism has tried to overcome this theorising of one case 
early on (Rosamund 2000: 68–72).
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some kind of order in failed states in the Middle East and Africa, notwith-
standing their shared interest in containing the associated refugee flows.

This chapter analyses recent EU institution-building amidst signs of 
re-nationalisation and EU-scepticism by applying the concept of two-
level games, both in the classic instrumental version of Putnam (1988) 
and in a more recent normative version developed by Bellamy and Weale 
(2015). Understanding the new economic governance of the EU, in 
particular fiscal governance, as the result of two-level games can grasp 
both the specific collective action problems of an incomplete and diverse 
union as well as the general problems of interstate cooperation. It also 
allows us to see the dilemma of EU-ins and euro area-outs more sharply: 
choosing to be in or out is a way of dealing with the inherent tensions 
between honouring international commitments and responding to 
demands of domestic constituencies. The two-level game concept high-
lights not only this political dilemma but also the strategic opportunities 
open to policymakers.

The next section spells out the conceptual basis of the chapter in 
more detail. It then proceeds to analyse the new economic governance 
of the EU, which saw a shift from the sole emphasis on fiscal surveil-
lance to emergency lending and financial supervision; the latter two 
have an important fiscal component. The chapter tries to make sense of 
the impression that the EU has become politically extremely divided, 
while relentless institution-building nonetheless progresses. The outs of 
the euro area, in particular the UK, are taken as a suitable lens to capture 
the tensions underlying this contradictory impression. The conclusions 
summarise.

Instrumental and Normative Two-Level Games

The original concept of two-level games is based on an instrumental 
understanding of international agreements between nationally account-
able administrations (Putnam 1988). It starts from the simple fact that 
all international agreements between democracies have to be ratified 
at home. From this flows a powerful hypothesis about the distribution 
of gains and losses whenever international cooperation is successful 
(Putnam 1988: 452–453): governments that face strong domestic oppo-
sition to an international agreement have a strong position in getting 
their way when negotiating this agreement with other governments. The 
other parties know that the international agreement will not be ratified 
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in this member state unless they make considerable concessions. This is 
a variant of the paradox of weakness (Schelling 1960). The keenest sup-
porters of an international agreement, with large win-sets, typically get 
a raw deal while those not particularly interested in cooperation (small 
win-sets) will reap the gains.

In contrast to integration theories, the framing of integration as a 
series of two-level games is not biased towards assuming that interna-
tional agreements and cooperation will always succeed. Even when there 
is room for agreement (overlapping win-sets), the paradox of weakness 
gives each party an incentive to exaggerate domestic constraints to get an 
upper hand at the international level. This strategic behaviour can easily 
lead to collective action failure if too many participants pretend that their 
hands are tied. Negotiations break down because everybody bluffed, 
foregoing the benefits from finding a solution.

Anticipating this strategic behaviour, those with a strong interest in 
an agreement may think of devices that deter it. For instance, they may 
allow for degrees of membership or ratification by a qualified majority, 
calling the bluff of those who merely pretend to be weak. This is a cen-
tral element in explaining the byzantine institution-building that has 
been going on in the EU regardless of growing resistance, in particular 
the abandonment of the Community method noted by the new inter-
governmentalism in favour of ‘de novo institutions’ (Bickerton et al. 
2015a: 705).

The game can also be played the other way round or ‘vice versa’ 
(Putnam 1988: 460). Administrations involved in international negotia-
tions may collude with other governments to achieve a reform that they 
could not achieve at home without the international hands-tying. This 
is using the international agreement as a lever to overcome the domes-
tic constraint. Obviously, this works only if opposing domestic interests 
can be disciplined by the prospect of not being party to the international 
agreement. Sectoral interests, such as a financial industry interested in 
cross-border business, can be more easily disciplined in this way than the 
sceptical electorate at large.

The instrumental version of two-level games grasps the rise in Euro-
scepticism at the member state level only as a constraint on negotiat-
ing executives. Bellamy and Weale (2015) have recently presented a 
normative variant of the two-level game logic, so as to bring the polit-
ical crisis of the EU into much sharper focus. Their starting point 
is the irreducible diversity of sovereign peoples (demoi) represented 
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in international negotiations. This diversity must be respected and 
reflected in any legitimate agreement. Instead of analysing the stra-
tegic interaction and instrumentalisation of each level for the negotia-
tor’s own purposes, they stress the political constraint that the two levels 
impose: ‘when governments make commitments to one another about 
their future behaviour, they simultaneously need to be responsible and 
accountable to their domestic populations in order to retain their polit-
ical legitimacy’ (Bellamy and Weale 2015: 259). This normative logic 
of two-level games resonates with Mair (2009) who saw an increasing 
tension between responsible and responsive government. The ‘republi-
can intergovernmentalism’ of Bellamy and Weale (2015) explores what 
is required to observe this dual duty and proposes a stronger role for 
national parliaments in EU policymaking. In terms of the instrumen-
tal two-level game, this forecloses the use of the international level to 
achieve domestic reform leverage.

The positions of Germany and the UK in the recent reforms of eco-
nomic governance will be used in the following to illustrate—and hope-
fully illuminate—the usefulness of the two-level game framework in 
both versions. It is incumbent upon any German government to ensure 
European integration, which is a tenet of its post-war constitution. The 
win-set in this respect is large for Germany, which is the set of all interna-
tional agreements that stand a good chance of being ratified domestically 
(Putnam 1988: 437). This has not prevented German governments from 
exploiting their veto-player position in monetary integration and insist-
ing on a policy framework which both in substance (to ensure above 
all price stability) and in form (rule-based) suits German interests. The 
imperative of this stance is to preserve its strong export position, and 
avoid possible fiscal exposure through instability.

UK governments have always had an ostentatiously utilitarian view of 
European integration, and, until recently, they played the two-level game 
competently in the original sense of Putnam (Hancké 2016). The UK’s 
small win-set tended to give its diplomats the upper hand in negotia-
tions, and both the Blair and the Cameron administrations underscored 
that with the threat of referenda. But the peculiar situation that the UK 
is the financial centre of a monetary union to which it does not belong 
also made its win-set large in specific reforms to solve the euro area cri-
sis (Schelkle 2016). It agreed to a banking union that split the Single 
Market, indicating that it had a large win-set, thanks to a political sys-
tem in which the government has clear majorities and the opposition 
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exercises only weak control. The executive is more constrained by inter-
nal party conflict that did not materialise on this occasion.

The two countries therefore had diametrically opposed positions in 
the two-level game of European integration in general, and reforms of 
euro area economic governance in particular (Table 6.1).

For Germany, this constellation raised the question of whether it 
would manage to give up the fiscal taboo when the euro area was con-
fronted with an existential crisis that arguably asked for some fiscal inte-
gration. For the UK, the puzzle is why the Cameron government could 
not exploit its small win-set to its own advantage when it had done so 
successfully for over 40 years.

The Ins and Outs of Two-Level Games

This section sketches three significant innovations that characterise the new 
economic governance of the EU: the Fiscal Compact, the ESM, and the 
banking union.3 A remarkable feature of all three is how fiscal governance, 
in particular, is quietly shifting while many observers still accuse the EU 
of being stuck with the same old Stability and Growth Pact. The analysis 
focuses on whether we can understand these innovations as the outcome of 
a two-level game with participants who had different preferences and differ-
ent stakes in achieving collective EU action. For each innovation, the analy-
sis zooms in on Germany, because this indispensable insider was involved in 
initiating but also limiting integration, and on the UK as the critical case of 
an explicit outsider that still had a part in these integration efforts.

Table 6.1  Stylised two-level game representations of German and UK positions

Germany United Kingdom

Closer European integration Big win-set due to norma-
tive obligation to support 
European integration

Small win-set due to Euro-
sceptic public opinion made 
politically binding with 
announced referendum

Euro area governance 
reforms

Small win-set whenever 
solutions lead to fiscal 
exposure

Big win-set due to unique 
position of being the euro 
area’s financial centre

3 For details on the latter see Lucia Quaglia’s chapter.



132   W. SCHELKLE

The Fiscal Compact

The Fiscal Compact was initiated by French President Sarkozy and 
German Chancellor Merkel in a letter to Herman van Rompuy in 
August 2011. The timing of this Compact as well as its motivation is 
rather obscure. The letter was sent one and a half years after the Council 
President had been asked to convene a task force that would come up 
with fundamental reforms to economic governance.4 The Compact is the 
fiscal section of a contract between signatory states, an intergovernmen-
tal ‘Treaty on Stability, Coordination and Governance in the Economic 
and Monetary Union’. All EU member states could sign up although it 
was initially meant to include countries in the euro area only. It came 
into force when at least twelve member states had signed which was 
the case by 1 January 2013. In the meantime, all EU members except 
the UK and Croatia have signed it. The Czech government decided in 
March 2014 to join.

The timing is odd because the Commission had already presented leg-
islative proposals for the reform of fiscal surveillance almost a year ear-
lier, in September 2010 (Beach 2013: 114). The five Directives and one 
Regulation, known as the ‘Six Pack’, contain a ‘muscular’ package of 
reforms that was in crucial respects plagiarised by the Fiscal Compact. 
The Six-Pack contains an extension of the Excessive Deficit Procedure to 
debt above 60% and, in case of violation, foresees an obligation to bring 
this debt down by a prescribed amount (a twentieth of the difference 
between the actual debt ratio and a 60% debt-to-GDP ratio). A qualified 
majority is now required to reject (rather than endorse) a Commission 
proposal for opening an Excessive Deficit (and Debt) Procedure. This 
‘reverse’ QMV (qualified majority voting) was meant to make for qua-
si-automatic sanctions, as Christian-Democratic German finance minis-
ters had demanded for some time. Member states were also obliged to 
introduce independent Fiscal Councils, which would assess the budget-
ary plans of the government.

Only two features distinguished the original Compact from provisions in 
the Six-Pack: the Compact requested that an automatic debt brake should 
be written into each signatory’s constitution. And it envisaged giving 

4 It was published as the Four Presidents report (Van Rompuy et al.  2012) and quickly 
shelved by the European Council; its successor, the Five Presidents report (Juncker et al. 
2015), fared no better.
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the Court of Justice (CJEU) powers to sanction a non-compliant state, 
which would align sanctions in fiscal surveillance with the normal legal 
infringement procedures of the Court (Dehousse 2012: 1), thus replac-
ing this role of the Council of Economic and Finance ministers (Ecofin). 
However, both stipulations were watered down considerably (Burret and 
Schnellenbach 2013: 9): constitutional implementation became an equiv-
alent hard law implementation (Article 3) and the powers of the Court 
were confined to overseeing the balanced budget rule (Article 8). These 
two amendments spared willing signatories the trouble of finding super-
majorities for constitutional changes and/or holding referenda because of 
the fundamental Treaty changes that would otherwise have been necessary.

The Treaty asked the Commission to provide a Communication 
and a report about the Compact’s transposition in signatory states. 
This request was made in early 2014 but the report was not forth-
coming until 22 February 2017, so deficiencies that the Commission 
had found (EPSR 2016: 8) earlier did not have to be corrected. The 
Communication is lukewarm and notes a lot of ‘heterogeneity’ in 
the transposition of the new rules; it also announced incorporation 
into EU law by early 2018 as the Compact itself foresaw (European 
Commission 2017: 4).

It is arguable that the Compact has been in abeyance ever since it 
was ratified. Independent evaluations about its implementation come 
to rather mixed conclusions (Burret and Schnellenbach 2013; EPRS 
2016): member states use its flexibility to the maximum and often follow 
more the letter than the spirit of the Compact. The strictest implemen-
tation can be observed in Spain and Portugal while Germany and the 
Netherlands have opted for weaker rules, for instance as regards correc-
tion mechanisms (Burret and Schnellenbach 2013: 9–10). Last but not 
least, despite all the talk about tougher rules, the sanctions envisaged by 
the Compact have not been applied as of December 2017. The thresh-
olds for admissible deficit and debt ratios have been exceeded by several 
member states, among them Spain, Portugal and the Netherlands (EPRS 
2016: 9–10). The Compact shares this fate with the Six-Pack as far as 
sanctions are concerned: even the German finance minister Schäuble 
shied away from endorsing them when they jeopardised a cooperative 
administration belonging to his own party family in Spain (Eder 2016).

One might thus conclude that the Fiscal Compact was manifestly 
redundant and, for better or worse, has not achieved its goal of making 
the new economic governance more disciplinarian. It was also not very 



134   W. SCHELKLE

helpful in easing negotiations with the UK ahead of the Brexit referen-
dum (Beach 2013: 118). In preparation for the summit in December 
2011, the French and German governments reiterated their commit-
ment to the proposal for a Compact and called for amendments of the 
TFEU. Prime Minister Cameron expressed willingness to go along 
with Treaty changes but combined this with a list of demands for con-
cessions, especially regarding financial regulation.5 German politicians, 
including Chancellor Merkel, rejected any such quid pro quo; a member 
of her CDU called it ‘a massive attempt at blackmail’ (quoted in Beach 
2013: 118). When Cameron presented his wish list at the Council, at 
2 a.m. in the morning, Council President van Rompuy cut short any 
discussion and closed the proceedings. In the end, only the Czech 
Government joined David Cameron in not signing the Fiscal Compact. 
President Sarkozy blamed the British Prime Minister for the fact that 
the Compact had to remain an intergovernmental treaty outside the EU 
framework (BBC 2011).

The mystery of Cameron’s blunder can be dispelled with the help of 
the concept of a two-level game. At a time when the euro area crisis was 
still escalating, Cameron’s negotiation tactics were seen as shamelessly 
exploiting the fact that the rest of the union was desperate to get a deal 
on the Fiscal Compact. Support for the Fiscal Compact by other member 
states was not for reasons of substance; they recognised the constraints 
faced by Germany. Angela Merkel was involved in a precarious two-level 
game of her own. Other member states urged the German Chancellor 
to agree to bring forward the implementation of the permanent ESM, 
scheduled for 2013, to calm down panicking markets in Italian and 
Spanish government bonds (Beach 2013: 126). Domestic opposition 
made it imperative for Merkel to have some assurances that member 
states would change their ways and exercise preventive fiscal discipline. 
This domestic constraint allowed her to dictate the terms of the Fiscal 
Compact, making her domestic weakness international strength.

A German Chancellor could not, however, let the euro area implode, 
especially after Italy had got Mario Monti as a prudent technocratic 
leader. With respect to this bigger game, Merkel was vulnerable to get-
ting a raw deal. Other governments seem to have understood the 

5 The key word for these demands was ‘flexibility’, meaning that Cameron wanted 
the freedom to both slap higher (sic) capital requirements on UK-resident banks and to 
exempt banks from tighter bonus rules of the EU (see below on the banking union).
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Chancellor’s predicament, even though most had as little stake in the 
Compact as the British. Cameron’s blunt strategy jeopardised the entire 
plot. He treated the Fiscal Compact as a bargaining chip when Merkel 
wanted it to be seen as the sea change that would make the required mas-
sive support for Italy and Spain acceptable. It was particularly sensitive 
that Cameron pretended to need special treatment for the UK financial 
sector while the euro area went through another episode of financial mar-
ket panic. Cameron’s demand was also far from the truth—he had not 
consulted the City on this, representatives of which were actually quite 
taken aback by his tactics (Schelkle and Lokdam 2015: 15). Cameron’s 
bluff was called by van Rompuy’s short shrift. The UK’s leader had not 
recognised the bigger game, presumably because Cameron was notori-
ously disinterested in policy detail. He and his administration assessed the 
payoffs incorrectly: the other member states did not need UK agreement 
for the Fiscal Compact to fulfil its function. Or put the other way round: 
they would only have to respond to the UK’s other small win-set if it was 
essential to have the UK on board.

From the UK’s point of view, its failure in the two-level game meant 
the beginning of the end of British EU membership.6 Cameron had to 
return empty-handed which was grist to the mill of Eurosceptics. In the 
EU, his ill-judged tactics had destroyed trust in his ability and willing-
ness to navigate the difficult terrain of honouring international com-
mitments and representing domestic constituencies. From the German 
point of view, the double two-level game it was involved in was a success. 
The tightened rules could be used to soften domestic opposition against 
more taboo breaks to come (see next two sections).

For the EU, we can see how a step towards closer integration had dis-
integration in its wake: the attempt at closer fiscal coordination created 
an institution outside the EU’s treaty framework and exposed the aliena-
tion of one member state from its partners. Ironically, the Compact out-
side the Treaties was arguably more in line with the normative logic of 
the two-level game than if all had gone according to the Franco-German 
plan. The Fiscal Compact is not part of the legal constitution of the EU, 
so the Commission does not have to cooperate in the implementation 

6 Thompson (2017) argues that, in a longer time horizon, the beginning of the end for 
British membership came with the creation of the euro. This conclusion does not neces-
sarily contradict my analysis although the two-level game framework has inherently more 
space for contingencies than her structural analysis.
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of it; it promptly dragged its feet and did not publish its implementa-
tion report in a timely fashion. The competence of the CJEU is equally 
ambiguous with respect to an institution outside the Treaty and it is 
doubtful that fiscal disciplinarians will want to test the robustness of its 
role in the Compact. This has helped to let governments off the hook 
exactly when implementing the fiscal rules would be counterproductive 
economically. In this, the implementation of the Fiscal Compact arguably 
conforms the normative logic of two-level games, even though Bellamy 
and Weale (2015: 262, 271) seem to have a different empirical inter-
pretation: they take the legal phrasing for political reality. The evidence 
suggests that the Fiscal Compact became a dead letter as soon as it had 
fulfilled its role in the instrumental and normative two-level game that 
the Franco-German initiative had set up. This interpretation can also 
explain why the French President went along with it.

The European Stability Mechanism

The ESM was indeed brought forward by a few months (September 
2012), thanks to the introduction of the Fiscal Compact. Access to its 
funding was made conditional on signing the Fiscal Compact. This con-
dition is obviously meant to be a preventive mechanism against moral 
hazard: countries must be deterred from behaving recklessly in fiscal 
terms, knowing that there is an emergency fund that can bail them out 
when investors turn away. The problem with this explanation is that the 
intrusive and harsh conditionality imposed on distressed countries before 
this stipulation was added should have been sufficient deterrent, if deter-
rents work at all.7

The two-level game framework provides a more convincing answer 
than the pervasive moral hazard explanation. In order to be able to 
bail out Greece in May 2010, governments had to circumvent the ‘no 
bailout’ clause that they had so publicly proclaimed to be the bulwark 
against fiscal excess. This was particularly difficult because Greece was 

7 One can legitimately doubt that deterrence in fiscal surveillance works, not because 
incentives for moral hazard are so powerful, but because a fiscally unsustainable situation 
may not be due to reckless behaviour of governments. When a private sector boom ends, 
no democratically elected government can let households, firms and banks simply go bust; 
it will have to come to their rescue, irrespective of who is to blame (Rodrik and Zeckhauser 
1988).
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the disciplinarians’ showcase of fiscally unsustainable government policy. 
The first temporary emergency fund was based on voluntary bilateral 
guarantees of bond issues that would finance the Greek loan, so as to be 
compatible with Article 125(1) TFEU: ‘The Union [...] [or a] Member 
State shall not be liable for or assume the commitments of central gov-
ernments, regional, local or other public authorities, other bodies gov-
erned by public law, or public undertakings of another Member State, 
without prejudice to mutual financial guarantees for the joint execution 
of a specific project’. This bailout clause still had its uses, even though it 
had to be bent. It allowed guarantor countries to exploit the paradox of 
weakness in conditional lending.

This weakness (small win-sets) was not self-evident. The guarantors had 
enormous interest in avoiding another Lehman moment in general and in 
the rescue of domestic banks exposed to Greece in particular. At the end of 
2009, when the Greek budget data began to unsettle markets and officials, 
banks in the euro area held claims to the tune of around €1100bn, that 
is 62% of all foreign bank claims on Greece, Ireland, Portugal and Spain. 
This figure related to claims consolidated on an ultimate risk basis; in other 
words, if those countries defaulted, losses would have to be borne by these 
euro area banks. French and German banks were particularly exposed, 
holding more than half of the combined exposure (€345bn and €325bn, 
respectively).8 Thus, it was not so much Greece as financial panic that 
forced a bailout. The systemic crisis made everybody’s win-set large. But 
the guarantors could claim that having to break a very public political com-
mitment that exercises national voters made them domestically constrained. 
They could thus impose one-sided and harsh adjustment on Greece, in 
return for unprecedented bailouts that were simultaneously bailouts for the 
guarantors’ banks.9

The voluntary nature of strictly bilateral guarantees meant, however, 
that small member states could refuse to participate. This was the choice 

8 There was also the real threat of a domino effect among vulnerable economies: for instance 
Spanish banks were the largest creditors of Portugal (€77bn). Data is from BIS (2010: 
18–19), US $ amounts converted at a historical (interbank) exchange rate of 0.7 $/€.

9 It stands to reason whether the guarantors could have asked banks to share more in the 
pain, given that domestic opinion was favourably disposed towards seeing bankers ‘bashed’. 
While even the Obama administration urged the Council of heads of state to bail out Greece 
(Barber 2010), an orderly write-down of Greek debt, as the IMF recommended, could have 
bailed-in banks earlier (Mabbett and Schelkle 2015: 524–528).
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of Slovakia. Its right-of-centre government pointed out that it could not 
ask domestic voters for fiscal restraint while helping to rescue a profligate 
richer member state like Greece (Economist 2010). The bigger guarantor 
countries thus felt acutely that their bigger win-sets made them bear the 
brunt of the responsibilities. They had to ensure that a permanent solu-
tion would make them less vulnerable. This was soon in the offing: the 
ESM is based on callable capital to the tune of €80bn, to which mem-
ber states must commit when they become a member of the emergency 
fund. While the guarantees are still bilateral, members cannot simply 
refuse to pledge them, so if the guarantee of the bond issue becomes 
necessary (because the borrowing country cannot pay back), the capital 
is called from member states according to a key that is based on the share 
in the paid-in capital of the ECB.

The ESM provides a stark example for the simultaneity of disinte-
gration and integration. Its conditional lending is politically extremely 
divisive (disintegrating) while the fund also represents a significant step 
towards integration and solidarity at the same time. This new fiscal 
capacity has been used in historically unprecedented amounts of actual 
sovereign lending. This becomes clear if we compare EU lending to IMF 
credit outstanding. At its peak, IMF lending amounted to €112bn, at the 
end of December 2012.10 The Spanish bank restructuring programme 
alone, which proceeded without the involvement of the IMF, had an 
envelope of €100bn, of which €41bn was used. The Greek rescue was 
the biggest in the history of sovereign lending, amounting to €289.6bn 
(the disbursed credit of the first two programmes plus committed sum of 
the third programme). In return, the guarantor countries used their lev-
erage to reign deeply into the policies of a distressed country. Fiscal gov-
ernance thus exercised is effective and has led to a turnaround of budget 
balances at the most difficult of economic times. But it raises serious 
concerns about the legitimacy of such outside interventions in sovereign 
democracies.

One might expect the UK to be a complete outsider to this evolution 
of emergency funding, officially so when Cameron did not sign the Fiscal 
Compact. But HM Government did take part in the Irish bailout pro-
gramme. Banks headquartered in the UK were the largest creditors of 
Ireland (€160bn) on an ultimate risk basis and held large claims on Spain 

10 Source: IMF data on total credit outstanding and on historical SDR rates, accessed 
October 15, 2016.
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(€98bn) (BIS 2010: 18–19). According to a Treasury insider at the time, 
the department was very happy to pay a ‘small insurance premium’ for 
its banks by contributing €3.8bn to the Irish bailout programme of 
€85bn.11 This was an admission that every bailout of euro area members 
is also a bailout of UK’s financial system, a gesture of goodwill that came 
with a conveniently low price tag.

The two-level game has thus worked well for the UK in the case of 
emergency funding. There was never any discussion that the voluntary 
contribution to the Irish bailout programme could be formalised in 
the set-up of the ESM and made a regular feature if the UK had a large 
stake in a rescue. This is less absurd than such a request would surely 
have been portrayed by British Eurosceptics: the City of London is the 
euro area’s financial centre and has fought hard to remain so. It thus 
has a vital self-interest in its preservation (and we will see below that the 
Chancellor at the time admitted this). But its hands were tied so tightly 
by domestic hostility to the euro experiment that it could not even enter 
the game. This is in line with playing a normative two-level game: the 
UK could not have entered an international commitment in good faith 
because it would have gone so much against the mainstream voter sen-
timent. This was also instrumentally what worked for the apparent 
outsider in the sense that its financial system got the insurance: the ‘vol-
untary nature’ of the ex-post insurance gave the UK the upper hand, as 
the guarantors had to bail out Ireland anyhow. Outsider status inside the 
EU was actually advantageous and made Chancellor Osborne an ardent 
defender of continued membership, in line with the utilitarian tradition 
of Britain’s attitude towards the EU.

The Banking Union

In the context of this chapter, the banking union is remarkable for the 
attempt to resist further fiscal integration when this clearly diminishes its 
benefits. This resistance defies the most immediate goal of the banking 
union, namely to break the negative feedback loop between weak bank 
balance sheets and weak fiscal positions, transmitted through banks’ 
holdings of government bonds. The diabolic loop jeopardises the neat 

11 The Commission fund EFSM contributed €22.5bn, the IMF €22.5bn; the predeces-
sor to the ESM, the EFSF €17.7bn; the Irish Treasury and Pension Fund €17.5bn; UK 
€3.8bn, Sweden €0.6bn, Denmark €0.4bn.
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separation of a single monetary policy from national fiscal policies that 
so many elements of the euro area’s economic governance try to ensure.

For the same reason, namely jeopardising the separation of mon-
etary and fiscal policy, financial supervision was a known problem area 
of economic governance before the crisis. Member state authorities 
were responsible for the prudential supervision of banks, for resolution 
of insolvent banks and for deposit insurance schemes. They conducted 
these tasks in accordance with EU rules and regulations, but without any 
shared fiscal resources. Each of these responsibilities may require fiscal 
backing. In a systemic crisis, accumulated resolution and deposit insur-
ance funds, typically financed by industry levies, may be too small to 
deal with the fallout and governments have to make up the balance, at 
least in the first instance. When supervisors order a bank to close, sav-
ers may have to be compensated for their losses—in fact, protection of 
small depositors is typically the main reason why governments across 
the party-political spectrum come so readily to the rescue of banks 
(Brunnermeier et al. 2009: 68).

But keeping supervision, resolution and deposit insurance as national 
responsibilities contributed directly to the fragmentation of banking 
during the crisis as well as to the negative feedback loop between banks 
and sovereigns (ECB 2015: 88–90). This fragmentation can be seen in 
the differentiation of interest rates on new loans to non-financial firms 
in ‘peripheral countries’12 compared to non-distressed EA members, as 
well as shrinking credit to the distressed economies since 2008 (ECB 
2015: Charts S32 and S34). Banks posted much less cross-border col-
lateral in liquidity operations with the ECB after the crisis, again a ten-
dency driven by distressed countries (ECB 2015: 127). The home bias 
in banks’ holdings of government bonds had fallen before the finan-
cial crisis, but, by 2015, it had returned to the levels of the early 2000s 
(ECB 2015: 89).

The June 2012 European Council decided to introduce a bank-
ing union, in the context of dangerously rising risk premia on Italian 
and Spanish bonds. In a backroom deal, the heads of the four biggest 
euro area member states also gave ECB President Draghi the green 
light for his ‘Do whatever it takes’ speech (Draghi 2012) before he pro-
posed this to the ECB Governing Board, notably his internal opponent 

12 The ECB (2015: 88) includes in this category the five programme countries, Italy and 
Slovenia.
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Bundesbank President Weidmann. Draghi’s speech at an investment 
bankers’ forum in London announced Outright Monetary Transactions 
(OMT): the promise to buy government bonds in secondary markets in 
unlimited amounts, provided the bonds were issued by a government 
with an ESM programme; the ECB would not claim senior status among 
creditors. This speech marked a watershed that turned a virulent into 
a latent crisis. It supposedly shows the ECB at the height of its power, 
having silenced Bundesbank opposition by going directly to the top, i.e. 
Chancellor Merkel.

This coincidence—of an agreement on the banking union with 
the announcement that the ECB could act, if necessary, as an indirect 
Lender-of-Last-Resort to sovereigns—was enough to calm down mar-
kets. These were undoubtedly two significant steps of integration and 
the setting up of the Single Supervisory Mechanism as the world’s larg-
est financial supervisor and regulator within two years is an extraordi-
nary achievement. But the sudden stop of financial panic also allowed 
Germany to backtrack on promises to agree to a deposit insurance guar-
antee and some fiscal backstop at the height of the crisis. The ‘Do what-
ever it takes’ speech worked too well. Inadvertently and unintentionally, 
ECB President Draghi reduced the win-set of the German Government, 
leading it to block all immediate moves to a European Deposit Insurance 
Scheme (FAZ 2015). Reassuring steps towards more integration helped 
to sustain disintegration in fiscal terms.

Somewhat surprisingly, the British government did not stop the move 
towards banking union. In the most basic sense, it encouraged the bank-
ing union, hence Quaglia’s verdict of ‘constructive fence-sitting’. The 
UK wanted to see the troubled currency union stabilised and accepted 
‘the remorseless logic’ towards closer integration, as finance minister 
Osborne put it (Giles and Parker 2011). Contrary to earlier German 
wishes, the ECB was put at the helm of the SSM and created a two-
tier Single Market. While open to all EU members, nine non-euro 
countries stayed out of the SSM, including its financial centre, the UK. 
Supervision of its banking system by a supranational authority was unac-
ceptable even though the UK had just abolished its own pre-crisis super-
visor. More astonishingly still, the UK government asked for remarkably 
little in return for the two-tier Single Market in financial services that 
the banking union implied (Schelkle and Lokdam 2015: 3–4). The only 
concession it requested concerned the voting rules for decisions by the 
European Banking Authority (Quaglia, Chap. 5). The escalation of the 
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euro area crisis made even a hard-nosed British government concede, as 
it feared for its own stability. There were apparently no domestic con-
straints, from organised banking interests, on this accommodating stance 
(Quaglia, Chap. 5).

But the permanent split also deprived the UK government of a lever 
vis-à-vis its own financial system. Banks are domestically unpopular 
and able to create huge costs for the government but are too impor-
tant for the UK economy, as a major source of employment, income 
and tax revenue, to be abandoned. Sharon Bowles, the influential 
chair of the European Parliament’s economic and financial committee 
until 2014, said at an LSE hearing that Cameron’s demand for ‘flex-
ibility’ from the EU meant protection of the taxpayers from the City, 
not of the City from Europe; evidence for this is that the UK govern-
ment lobbied hard to be allowed to impose higher capital requirements 
than the EU Directive foresaw (Schelkle 2016: 160). Losing the pro-
tection of the EU creates a problem for the new government in regu-
lating the City. Against this background, it is noticeable how the new 
Prime minister, Theresa May, signalled early on to the City that she will 
not fight its corner in the Brexit negotiations. Her pledges to care more 
about ‘ordinary, working-class families’ than the ‘wealthy’ is an act of 
public hands-tying, telling the financial service industry that the con-
straint from ‘Brussels’ had been replaced by the constraint that popular 
opinion represents to her government. Her government tried to side-
line Parliament as both Houses have too many pro-integrationist mem-
bers which would get in the way of a shift to compassionate nationalist 
Conservatism.13

Her re-positioning was a transparent attempt to replace the two-level 
game when it can no longer be played in reverse by using restrictive 
‘Brussels’ to rein in domestic opposition. For the normative two-level 
game, this contains the important qualification that supranational agree-
ments are not always in a normative tension with domestic democracy. In 
the presence of unduly powerful special interests at home, supranational 
commitments may strengthen democracy by tying the hands of the exec-
utive. No member state has a fully functioning representative democracy, 
immune from special interests, as the theory so far seems to assume.

13 This strategy floundered when Theresa May lost her majority in the House of 
Parliament after the June 2017 elections.
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Concluding Remarks

This chapter started out with a criticism of the existing integration 
literature, especially the neo-functionalist supranational strand. It cannot 
coherently explain processes of integration and disintegration. Realist 
intergovernmentalism does better and it is no wonder that it was inter-
governmentalism—both new and Republican, as advanced by Bickerton 
et al. (2015a, b) and Bellamy and Weale (2015), respectively—that has 
grasped the centrifugal tendencies within a theory of European inte-
gration. This chapter takes cues from this recent literature but focuses 
on the notion of two-level games that revolve around the interaction of 
supra-/international level and the domestic level of interstate coopera-
tion. It provides the analytics that makes us see the twists and turns of 
recent institution-building, in particular the strategies of the indispensa-
ble insider, Germany, and the deliberate outsider, the UK.

Another conceptual advantage of the two-level game is arguably that 
it does not predispose the analysis towards finding integration. New 
intergovernmentalists tend to be dismayed when integration does not 
occur, ignoring all we know about the likelihood of collective action 
failure. By contrast, two-level game analysis alerts us to the astonishing 
amount of cooperation and institution-building that has taken place over 
recent years, under the most difficult of circumstances (Moravcsik 2012). 
This is easily forgotten given the limitations and deficiencies of each 
reform of economic governance recently agreed upon.

The three case studies—Fiscal Compact, ESM and banking union—
were chosen because they are significant innovations in economic 
governance. They illustrate a shift away from the emphasis on fiscal sur-
veillance (for which the Fiscal Compact still stands) to fiscal capacity 
building (ESM) and monetary-fiscal interfaces (banking union). To sum-
marise briefly what the two-level game analysis of each showed:

•	The Fiscal Compact became a dead letter as soon as it had served its 
role of bringing forward the creation of a permanent fiscal capacity. 
David Cameron, who had not cared to understand the game that was 
going on, came back empty-handed from his first attempt at invok-
ing the UK’s small win-set to bargain over signing up to the Fiscal 
Compact. While the Fiscal Compact represents a ‘de novo institution’ 
(Bickerton et al. 2015a: 705) created by interstate cooperation, it was 
also a further step towards ending UK membership.
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•	The ESM had to be built in open breach of the no-bailout clause. It 
managed to become an intergovernmental emergency fund that, in 
terms of actual sovereign lending, surpasses the IMF. The quid pro 
quo was intrusive and harsh conditionality on lending to distressed 
countries, and this divides the euro area deeply. The UK’s domes-
tic opposition to European integration could only grow in the light 
of these interventions. This allowed the UK Treasury to exploit the 
paradox of weakness and even combine it with a gesture of good-
will at its discretion by contributing voluntarily to the Irish bailout, 
which benefitted UK banks disproportionately.

•	The banking union was a major step towards further integration 
but as such a classic example of Monnet’s curse that Europe will be 
forged in crisis. As soon as this crisis receded, Germany backtracked 
on promises of targeted joint liability and a common deposit insur-
ance fund, regressing to its original position that the single mone-
tary policy should be isolated from national fiscal policies. The UK 
was surprisingly adamant in letting a banking union come about, 
even though it split the Single Market, under the pressure of an 
escalating euro area crisis. Being no longer part of an integration 
project that is of such vital interest to the UK economy would have 
raised in any case the issue with which the new administration under 
Prime Minister May is confronted acutely: how to impose con-
straints on special interests at home when domestic democracy has 
proven too weak in the past.

The two-level game analysis of the UK brings into sharp focus how 
membership in the EU extends the policy space of national executives. 
Compared to full members of EMU, the UK after Brexit can no longer 
exploit the instrumental logic of two-level games to the same extent. Its 
outsider position will mean that its win-set is always larger than that of 
a diverse union of 27 other countries. The UK will lose more from the 
more constrained access to the Single Market than any other member 
state, with the exception of Ireland that therefore proves to be the most 
difficult veto-player in the Brexit negotiations. Hancké (2016) argues 
that the referendum destroyed the basis on which the two-level game 
worked so well for the UK while the country was in the EU. Others had 
to accommodate the ‘recalcitrant member’ to preserve the union. When 
the UK referendum called off this union, its recalcitrance became an 
empty threat.
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At the same time, two-level games of interstate cooperation will have 
to be played still, especially if an economy houses one of the world’s 
financial centres. Policymaking is then still subject to normative ten-
sions inherent in such games. But Theresa May’s initial strategy gave us a 
glimpse of the new dilemma: it will no longer be about fighting ‘flexibly’ 
the corner of Britain (read: the City and/or the taxpayers), but about 
pitching an international elite (read: banks) against the people (read: a 
mix of losers from open borders and right-wing internal opposition). 
Future British governments will find that the two-level games inside the 
EU were actually fun to play once one mastered the rules, while nobody 
knows yet how to play the anarchic games ahead.
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CHAPTER 7

The UK’s Growth Model, Business  
Strategy and Brexit

Scott Lavery

Introduction

The UK’s growth model is distinguished by two key characteristics: its 
position as a hub of international finance and its maintenance of a highly 
‘flexible’ labour market regime. Since the signing of the Maastricht 
Treaty in 1992, EU integration has both underpinned and at key 
moments threatened to undermine elements of this growth model. The 
City of London benefited greatly from EU financial integration and 
from its access to deepening capital markets on the European continent. 
Immigration from EU member states contained labour costs and ame-
liorated bottlenecks in the UK’s low skill sectors. UK trade in goods and 
services became deeply integrated into EU supply chains. Simultaneously, 
European integration has often been in tension with underlying elements 
of the UK’s growth model. The development of EU employment pol-
icy represented a latent but persistent threat to the UK’s flexible labour 
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regime. Deepening integration amongst Eurozone states threatened the 
City of London’s ability to shape its external environment (Thompson 
2017). European integration has therefore both underpinned and 
threatened to undermine the UK’s growth model at crucial moments. 
Navigating these complex and contradictory dynamics has been a per-
sistent challenge for powerful interests within the British state and civil 
society.

This chapter begins from the premise that ‘growth models’ are not 
abstract systems which operate according to a self-sustaining ‘economic’ 
logic. Growth models are underpinned by the support of underlying coa-
litions of social forces (Jessop 1990). In the case of the UK, powerful 
business interest groups have historically played an important role in pro-
moting and defending the UK’s growth model. This is reflected most 
clearly in the long history of the financial sector’s ability—through the 
‘City-Bank-Treasury’ nexus—to shape macroeconomic policy in decisive 
ways (Ingham 1984). Organised ‘umbrella’ organisations such as the 
Confederation of British Industry (CBI) and the Institute of Directors 
(IOD), although arguably less powerful and effective than their 
European counterparts (Moran 2006), have also been able to shape UK 
economic policy in important respects (Farnsworth 1998). However, the 
role of business groups in mobilising to defend the UK’s growth model 
in a context of European integration has been neglected in the recent 
literature.

This chapter fills this gap in the literature by focussing on two 
European policy spheres: EU employment policy and Capital Markets 
Union (CMU). Analysing business interest group mobilisation between 
2010 and 2016, the chapter argues that British business has attempted 
to ‘defend and extend’ a liberalising bias within the Single Market. 
In the case of EU employment policy, business groups have lobbied 
hard to prevent supranational social policy activism from encroaching 
on the UK’s lightly regulated labour market. City-based interests also 
proactively engaged with the Commission’s flagship CMU initiative. 
Crucially, both of these objectives involved British business groups 
mobilising to deploy the power of British officials inside the EU insti-
tutions. Influence over as well as access to the Single Market has been a 
key consideration for business elites within Britain. Brexit fundamen-
tally disrupts this strategic orientation, generating a series of dilemmas 
from the perspective of both British capital and the UK growth model 
more broadly.
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The chapter proceeds as follows. Section one outlines the core fea-
tures of the UK’s growth model and argues that EU membership has 
both underpinned and at times threatened to undermine this distinc-
tive model of capitalism. Section two reflects on the relation between 
business strategy and state power in a context of European integration. 
The following two sections then advance an empirical analysis of the 
European strategy of British business groups since 2010. Section three 
interrogates how business groups mobilised to limit the impact of EU 
employment policy on the UK’s flexible labour market. Section four 
turns to the flagship initiative of CMU and shows how business groups 
and officials in the UK played a key part in shaping this agenda in its 
early stages. Section five then argues that Brexit poses a series of chal-
lenges to British business strategy in these two spheres. The final section 
concludes.

The UK’s Growth Model  
and the European Single Market

As outlined by Talani in this volume, the City of London has long occu-
pied a position of crucial importance within British capitalism (Talani 
2019). The City’s position as an ‘entrepôt’ for international financial 
transactions and commercial activity more broadly has decisively shaped 
the UK’s integration into the world market (Ingham 1984). It has also 
had profound implications for British domestic development. In the 
1980s, huge volumes of mobile capital flowed into the City as a result of 
high interest rates and deregulatory reforms (Jessop et al. 1988: 171). As 
manufacturing declined and the UK experienced persistent deficits on its 
‘visible’ trade balance, the ability of the City to generate trade surpluses 
and attract external investment grew in salience for the British economy. 
Throughout the 1990s and 2000s, the City consolidated its position as 
a pivotal hub of global finance, with the financial sector’s trade surplus 
rising from £8.7 billion to £25.1 billion in the 2000s (Shaw 2012: 231). 
On the eve of the 2008 financial crisis, the UK held the highest amount 
private debt of any G7 economy, accounted for primarily by the financial 
sector (Thompson 2013: 471).

The dominance of the City has had profound implications for the 
UK’s growth model (Engelen et al. 2011). The rapid expansion of finan-
cial services contributed to growing Treasury tax revenues during the 
long upswing of the 1990s and 2000s. In 2011, tax receipts associated 



152   S. LAVERY

with the financial services sector amounted to £63 billion. Furthermore, 
the growth of the City has underpinned job creation within the finan-
cial services sector and within ancillary industries such as legal and busi-
ness services, consultancy and marketing (Sassen 2011). The UK’s highly 
liquid capital market has also underpinned credit growth domestically, 
contributing to rising household debt, house prices and consumption in 
a context of relatively stagnant income growth (Crouch 2009). On the 
other hand, critics point out that the dominance of the City has gener-
ated a series of difficulties for the UK’s growth model. Hosting an inter-
national financial centre creates an upward pressure on the real exchange 
rate, undermining the export competitiveness of non-financial sectors. 
The dominance of the City has also been associated with facilitating 
‘brain drain’ from non-financial sectors, entrenching geographical une-
venness and increasing the susceptibility of the UK to financial crises and 
to prolonged economic downturns (Christensen et al. 2016). For these 
reasons, the City can be viewed as both a source of dynamism and dys-
functionality for the UK’s growth model.

The second key feature of the UK’s model of capitalism is its flexible 
labour market regime. Since the early 1980s, a series of highly restric-
tive trade union laws have been passed in order to enhance managerial  
control over the workforce. As a result, UK workers today encounter the 
fourth lowest level of employment protection of any advanced economy. 
Economic growth has overwhelmingly been generated by the services 
sector, which experiences both low levels of unionisation and a tendency 
to generate low productivity jobs, in particular when compared to the 
manufacturing sector. The result is that whilst the UK sustains a number 
of well-paid sectors and professions, large swathes of the UK labour mar-
ket are subject to high levels of precariousness, low pay and in-work pov-
erty. These trends have intensified since the 2008 crisis (Lavery 2018). 
New legislation designed to further intensify the UK’s ‘flexible’ labour 
market regime was introduced in this period. Fees for employment tri-
bunals were increased, preventing workers from seeking recompense for 
managerial malpractice (Heyes and Lewis 2015). These processes have 
consolidated the UK growth model’s reliance on low pay work. Low 
productivity, stagnant living standards and volatile anti-systemic politics 
have been the result (Hopkin 2017).

The UK’s internationalised financial sector and flexible labour mar-
ket regime do not exist in a geographical vacuum. The UK’s growth 
model position inside the European Single Market has conditioned its 
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development in a number of important respects. The Single Market 
significantly reduced non-tariff barriers between member states through 
enhanced regulatory convergence and ‘mutual recognition’. The Single 
Market has acted as an important outlet for UK exports, particularly 
from the UK’s services sector. For example, in 2016, 30% of financial 
services exports were destined for the EU whilst the UK emerged as the 
EU’s de facto ‘investment banker’ (James and Quaglia 2017). The Single 
Market also provides an important outlet for the export of manufactured 
goods from the UK to the EU, with 56% of the UK’s pharmaceuticals 
exports, 51% of its automotive exports and 27% of its aerospace exports 
typically ending up on the European continent (CBI 2013). The geo-
graphical proximity of the EU to the UK and the deep integration of 
intra-European supply chains have underpinned these close trading rela-
tions. As a result, between 2000 and 2010, regions outside of London 
and the South East saw their dependence on EU demand for the export 
of goods and services increase substantially (Los et al. 2017: 789).

EU membership has also bolstered the UK’s flexible labour mar-
ket. As a result of ‘free movement’, high-skilled workers have poured 
into the UK and in particular to London from the EU (Ryan and 
Mulholland 2014: 3). At the same time, high levels of ‘low skilled’ EU 
migrants have entered the UK labour market in recent decades. The 
Blair Government’s decision in 2004 to eschew transitional controls on 
inflows of labour from the central and eastern European ‘accession’ states 
was crucial here. The Treasury noted that the inflow of workers would 
act as a brake on wage growth and inflation in the UK (Thompson 2017: 
238). As such, UK business models within high-wage sectors such as 
finance and business services and in low wage sectors such as agriculture, 
retail and hospitality have increasingly come to depend on labour inflows 
from EU member states.

British Business Strategy and the State

European integration has unleashed a series of contradictory dynam-
ics within British capitalism. On the one hand, regulatory conver-
gence between EU member states and European enlargement together 
opened-up new opportunities for British business expansion. On the 
other hand, the growing power of the European institutions—most 
notably the European Commission and European Parliament—placed 
constraints on the degree to which UK policymakers could ‘tailor’ 
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economic policy to the requirements of the UK’s liberalised growth 
model. Historically, this tension between integration and sovereignty 
has generated intractable political conflict within and between the 
Conservative and Labour Parties. At the same time, European integra-
tion has also generated important strategic dilemmas for powerful groups 
within British civil society. Business groups based within the UK have 
had to contend with the transfer of policymaking powers ‘upwards’ to 
the European level. However, no comprehensive analysis of British busi-
ness group mobilisation in relation to European integration has been 
advanced. This chapter addresses this gap in the literature. Before turn-
ing to the empirical material, it is necessary to briefly reflect on a number 
of conceptual and methodological issues relating to the question of busi-
ness strategy, domestic political economy and the state.

The notion of business ‘strategy’ implies that business is capable 
of organising itself as a collective actor. However, there are numerous 
barriers which can prevent the emergence of a common political will 
(Jessop 1990). Distinct ‘fractions’ of capital—embodied most obvi-
ously in financial and industrial circuits—are likely to hold divergent 
strategic priorities. Competition between firms is endemic, as busi-
nesses vie for market position. Businesses which are oriented towards 
the international or domestic markets are also likely to display distinct 
strategic priorities (Frieden 2006). Despite these divergent ‘particu-
lar’ interests, there is some common ground upon which a ‘general’ 
capitalist interest can be constructed. Most firms agree on the need 
for strong managerial control over the workforce, the need to avoid 
‘excessive’ taxation and the imperative to cultivate a political envi-
ronment which is amenable to enterprise. Capital is simultaneously 
divided and driven to articulate a common political will. Precisely 
because of these internal divisions, a business must actively construct 
a collective programme if it hopes to influence policy. Business must 
institutionalise its power. It can do this in a variety of ways. It can 
organise within or across sectors, forming ‘umbrella’ organisations 
which seek to represent the general interest. In the case of the UK, 
the CBI, the IOD, the Chambers of Commerce and the Federation of 
Small Businesses (FSB) are all bodies which seek to express the ‘gen-
eral’ interest of their members and of the ‘business community’ more 
broadly. We can therefore identify inductively British ‘business strat-
egy’ through close empirical examination of these organisations and 
their strategic orientations (Lavery 2017).
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A second issue relates to the extent that we can talk of a ‘British’ 
business interest and strategy. Since the 1970s, capital has become 
increasingly integrated along transnational lines. The UK economy is 
particularly ‘open’ to international capital flows and hosts numerous cor-
porations with a distinctly ‘transnational’ character. Under these condi-
tions, a cynic might argue that there can be no such thing as ‘British’ 
business strategy, only global business strategy which incidentally takes 
place within the jurisdiction of the UK. However, capital does not freely 
float in an unbounded, transnational space. It must ‘territorialise’ itself 
within specific national contexts. In the case of the UK, a whole series 
of institutional peculiarities help to attract capital flows. The UK’s com-
mon law system, its reputation as a creditworthy sovereign, the historic 
proximity between its core state institutions such as the Treasury and the 
Bank of England and the financial sector, and its relatively ‘light touch’ 
regulatory regime all act as inducements to external investment (Palan 
2015). Over time, business models become integrated into the regula-
tory context of their ‘host’ state. This entanglement between private and 
public power can incentivise business to protect the legal infrastructure 
of their ‘host’ state from external encroachment. As we shall see below, 
this helps to explain why the City has regularly mobilised to defend UK 
sovereignty over financial regulation inside the EU.

These two tendencies—for business to organise its power into ‘peak’ 
organisations and for business power to become entangled with the reg-
ulatory infrastructure of its ‘host’ state—have important analytical impli-
cations. Powerful business interests characteristically attempt to penetrate 
the state apparatus and to directly shape government policy. This blurs 
the lines between ‘private’ and ‘public’ power. In neo-Gramscian 
terms, the co-articulation of the state and capital gives rise to distinctive 
‘state-society complexes’ which are capable of projecting power ‘out-
wards’ (shaping the external environment) and ‘downwards’ (managing 
tensions internal to a particular domestic political economy) (Cox 1981). 
The core conceptual claim of this chapter is that this fusion of private 
and public power has historically been at the heart of the European strat-
egy of British-based businesses. However, Brexit disrupts this ‘state-so-
ciety complex’, unleashing a series of dilemmas for British business and 
the UK’s growth model more broadly. The following sections advance 
an empirical analysis which seeks to substantiate this claim. Two EU 
policy areas are analysed in particular: EU employment policy and the 
CMU agenda. Each of these policy spheres has potentially far-reaching 
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consequences for the UK’s growth model. In both cases, the chapter 
argues that British business has aimed to ‘defend and extend’ the UK’s 
growth model inside the EU by deploying the power of the British state 
inside the European institutions.

The CBI, Business Strategy  
and EU Employment Policy

Since the relaunch of European integration under the Delors Commission, 
there have been numerous attempts to embed a ‘social’ dimension at the 
EU level (Bailey 2008; Forde and Slater 2016: 594). The tentative devel-
opment of ‘European’ employment policy has long been viewed by British 
business and the Conservative Party as a threat to the UK’s flexible labour 
market regime. In the early 1990s, the CBI and the IOD pressurised the 
Major Government to secure an ‘opt-out’ from the Social Chapter (Lourie 
1997). When New Labour reversed this position in 1998, the CBI claimed 
that this would increase compliance costs for British firms and would 
undermine UK competitiveness. One Whitehall official stated that the 
‘overwhelming view’ of industry at the time was ‘that acceptance of the 
social chapter would seriously damage competitiveness and employment 
because it would allow the United Kingdom to be out-voted on measures 
imposing unnecessary burdens and costs on businesses’ (cited in Lourie 
1997: 19). EU employment policy was subsequently transposed into UK 
law. As a result, a persistent challenge for British business has been how 
it might mobilise to ‘defend’ the UK’s flexible labour market from the 
growth of EU employment policy.

The following material focuses on the CBI’s approach to EU 
employment policy. The CBI is the UK’s largest ‘peak’ business organ-
isation, representing 190,000 companies which together employ 
one-third of the private sector workforce (CBI 2015b: 2). The CBI 
therefore provides us with a useful lens through which to interrogate 
the relation between British business strategy and EU S&EP in the 
period prior to the EU referendum. For the research, all publicly avail-
able policy documents released by the CBI between 2010 and 2016 
were reviewed, with a specific emphasis on the CBI’s approach to EU 
employment policy.

Throughout the documents, the CBI identifies two specific ways in 
which EU employment policy negatively impacts on its members’ inter-
ests. First, the CBI claims that the Commission often proposes ‘one 
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size fits all’ policies which are not well-suited to the specific needs of 
British firms (CBI 2015a: 3; 2016b: 4). The Agency Workers Directive 
(AWD) is identified as one initiative which threatens the UK’s flexible 
labour market regime in this way. In one key CBI report, the organisa-
tion points out that agency workers in the UK already receive 92% of 
equivalent employees’ wages (CBI 2013: 73). Whilst the AWD might 
have helped to liberalise labour markets on the European continent, the 
CBI claims that it was unnecessary in the UK context and simply heaped 
£1.9 billion of compliance on British firms. Second, the CBI identifies 
‘mission creep’ as another area of concern (CBI 2015a: 2). The Working 
Time Directive (WTD) is regularly highlighted as an area of EU employ-
ment policy where ‘mission creep’ poses a threat. The UK had previously 
secured an ‘opt-out’ from the WTD’s maximum 48-hour working week 
requirement. However, in the late 2000s, forces within the European 
Parliament, European trade unions and the Commission actively pushed 
for this ‘opt-out’ to be repealed. The CBI, along with numerous other 
British business interest groups, persistently expressed concern over these 
manoeuvres and agitated for the UK’s ‘opt-out’ to be made permanent 
(CBI 2013: 171).

The CBI’s ability to ‘defend’ the UK’s flexible labour market was bol-
stered by the UK’s position as a powerful member state inside the EU. 
Strategically, the CBI emphasises time and again the importance of the 
formal and informal power of UK officials inside the EU in securing the 
British business interest. In terms of ‘formal’ power, the CBI regularly 
emphasises the ability of UK officials to utilise their power within the 
Council of Ministers and the European Parliament. In a 2016 consul-
tation with the Treasury Committee, for example, the CBI stated that 
the UK had, ‘a powerful voice at the table, enabling us to have influ-
ence over the rules that business has to comply with and to achieve the 
reform of the European Union that the UK wants to see’ (CBI 2016b). 
The consultation continues, ‘by being round the table in EU institu-
tions, the UK can help to shape the EU legislative agenda and ensure the 
Commission regulates only where necessary’ (CBI 2016b). UK mem-
bership of the EU was therefore not simply preferable because it pro-
vided business with ‘access’ to the Single Market; the capacity of the UK 
government to shape EU legislation was of equal salience to the CBI’s 
European strategy. In addition, the CBI places a special emphasis on the 
UK’s capacity to build cross-country support for a liberalisation agenda 
with other member states. For example, in one intervention, it points 
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out that, ‘the UK is not alone in wanting [liberal] reform…by working 
with our European partners… we have the opportunity, right now, to 
achieve reform for a more outward looking, open and competitive 
European Union’ (CBI 2015b). In these ways, the CBI sought to deploy 
the formal power of the UK inside the EU in order to protect its mem-
bers’ interests. For example, when David Cameron sought to ‘renegoti-
ate’ the UK’s relationship with the EU prior to the referendum, the CBI 
pushed hard for him to secure a ‘moratorium’ on the development of 
future EU employment policy (CBI 2016a: 10). In common with other 
business groups, it also agitated for the UK’s WTD ‘opt-out’ to be made 
permanent.

The documents also reveal that the CBI was attentive to the ways 
in which the informal influence of UK officials inside the EU could be 
deployed to ‘defend’ the UK’s liberalised labour market and growth 
model. One report notes that, ‘the UK also has notable informal influ-
ence in the EU legislative process and has, for example, leveraged its abil-
ity to build alliances and use British expertise to help shape the agenda’ 
(CBI 2016b). The CBI explicitly recommends that these informal chan-
nels influence should be strengthened. For example, in its submission to 
the Treasury Committee, the CBI (2016b: 14) states that, ‘British MEPs 
must step up engagement in the law-making process and represent the 
interests of British business. To boost UK informal influence in the EU, 
the UK must do more to ensure it has personnel in key positions to help 
frame the debate. The UK…is underrepresented in staffing across the 
European Parliament and European Commission generally. Despite mak-
ing up 12.5% of the EU population, in 2013 UK nationals represented 
only 4.6% of EU Commission staff, 5.8% of staff in the EU parliament and 
4.3% in the Council of the EU’ (CBI 2016b: 14). ‘Access’ to the Single 
Market was therefore not the only concern of the CBI in the period prior 
to the referendum. The ability to deploy the formal and informal power of 
British officials inside the EU was also a key element in the CBI’s attempts 
to ‘defend’ the UK’s flexible labour market regime.

The City and Capital Markets Union

There is a long history of attempts by the Commission to deepen 
European capital markets, dating back to the Treaty of Rome’s commit-
ment to support the free movement of capital across European borders. 
The Segre Report (1966), the Single European Act White Paper (1985) 



7  THE UK’S GROWTH MODEL, BUSINESS STRATEGY AND BREXIT   159

and the Financial Services Action Plan (1999) all attempted to deepen 
and integrate European capital markets. However, numerous barriers 
have stood in the way of this objective. Divergent domestic banking 
models, legal systems and political constraints have all militated against 
the formation of an integrated European capital market. The CMU pro-
gramme, proposed initially by the Junker Commission in 2014, followed 
by a Green Paper (2015), Action Plan (2015) and Mid-term Review 
(2017), therefore embodied the latest in a long line of attempts to estab-
lish a single European capital market. British-based business interests, as 
we shall see, played a pivotal role in the emergence of this agenda in its 
early phases.

CMU is underpinned by two core objectives: to deepen and to inte-
grate European capital markets. The central premise of CMU is that 
investment and growth in Europe are currently undermined by a num-
ber of supply-side factors. CMU advocates claim that the EU suffers 
from a lack of financial diversity. For example, bank loans account for 
79% of EU corporate debt whilst in the US the figure is 26%. Since the 
Eurozone crisis, banks have become more risk-averse and face new cap-
ital adequacy requirements. According to CMU advocates, this acts as a 
drag on investment and economic growth. A second impediment is the 
slow pace of European financial integration. Differing insolvency rules, 
supervisory practices and tax regimes between member states ensure that 
European capital markets remain fragmented. Furthermore, this frag-
mentation has increased in the wake of the Eurozone sovereign debt cri-
sis. For example, in 2008 euro area institutional investors held 27% of 
their assets in other euro-area states but by 2014 this figure had fallen 
to 21%. As the European Central Bank (ECB) remarked in 2012, the 
Eurozone crisis ‘led to a marked deterioration in European financial inte-
gration’, particularly in bond markets (ECB 2012). CMU attempts to 
circumvent these barriers by both deepening and integrating European 
capital markets. These include activities such as private equity, corporate 
bonds, securitisation, hedge funds and venture capital.

As the host of Europe’s pre-eminent hub of global finance, the UK 
was set to be one of the main beneficiaries of CMU. 85% of the EU’s 
hedge funds and 42% of its private equity are concentrated within 
the City. As Lucia Quaglia has argued, powerful actors within the 
UK therefore became ‘pace setters’ on CMU, enthusiastically engag-
ing with and shaping the agenda in its early stages (Quaglia 2016; 
Quaglia et al. 2016).
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Powerful financial interests based in the City of London enthusiasti-
cally embraced the CMU agenda. The City of London Corporation and 
CityUK—two pre-eminent lobbying groups at the heart of the square 
mile—published numerous documents which endorsed the core princi-
ples of Juncker’s capital markets programme. In 2014, through their co- 
sponsored ‘International Regulatory Strategy Group’ (IRSG), they publi
shed a document entitled Principles for a Capital Markets Union in Europe  
(IRSG 2014). This was followed by detailed responses to the Commission’s 
Green Paper (IRSG 2015a) and Action Plan (IRSG 2015b). Throughout 
these interventions, the IRSG emphasised the ways in which CMU could 
positively contribute to European growth, employment, infrastructure 
investment and lending to small and medium-sized enterprises (SMEs). 
In addition, a constellation of think tanks, consultancy firms and networks 
within the City proactively embraced the CMU agenda. For example, one 
group—New Financial—was set-up to directly feed into the CMU pro-
cess, promoting the perspectives and interests of capital market participants 
in general. New Financial was clear that CMU opened-up opportunities 
for UK based financial services firms. One report noted that, ‘capital mar-
kets in the UK are twice as developed relative to GDP as in the rest of 
Europe, and between 40 and 80% of all capital markets activity in the EU 
is conducted in the UK’ (Wright 2016: 3). This link between CMU and 
the potential for UK financial services growth was widely acknowledged 
across the City in the early stages of the Commission’s initiative. Indeed, 
as Quaglia points out, 25% of submissions to the Commission’s consul-
tation on CMU were from City-based firms. In addition, the pre-Brexit 
Commissioner for CMU—UK national Jonathan Hill—held numerous 
meetings with interest groups from the UK’s financial sector.

Officials within the British state also took a positive view of CMU 
and proactively engaged in promoting the agenda in its early stages. 
Harriet Baldwin, economic secretary to the Treasury, stated in 2015 that 
the UK government was a ‘staunch supporter’ of CMU (HM Treasury 
2015). In particular, Baldwin welcomed CMU as a positive programme 
which sought to ‘make’ rather than ‘shape’ financial market activity as, 
she claimed, had been the case with much of the Commission’s post- 
crisis interventions. The UK government’s response to the Commission’s 
Green Paper also stated that the government was ‘fully committed’ to 
the CMU agenda, emphasising the need to prioritise the development 
of securitisation, pan-European private placement markets and reform 
to the Prospectus Directive amongst other areas. Similarly, the Bank 
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of England in an extensive analysis of CMU argued that deepened 
European capital markets could contribute positively both to growth and 
financial stability (Bank of England 2015). Through facilitating portfolio 
diversification, the Bank argued that CMU could both protect European 
borrowers against exposure to credit downturns in one country and 
could facilitate more rapid recovery of investment and growth in times 
of crisis.

In the early stages of CMU, there was therefore a marked comple-
mentarity between the positioning of the City and the core institutions 
of the British state. This was not entirely coincidental. Numerous forums 
brought together private and state actors within the UK to respond to 
the Commission’s CMU proposals. A 2015 House of Lords consulta-
tion was emblematic in this regard (House of Lords 2015). It brought 
together key stakeholders from the Treasury, the City, the Commission 
and the UK’s regulatory authorities. The report from the consulta-
tion counselled that CMU would represent a ‘fillip to the UK econ-
omy and the City of London in particular…[and as such] the UK must 
ensure that it is at the forefront of the debate as the CMU agenda takes 
shape in the coming months’ (House of Lords 2015: 32). The report 
was clear that a joint effort between British business and the UK gov-
ernment would be key to maximising the benefits from CMU. In this 
regard, the report stated, ‘the UK must ensure that it is at the forefront 
of the debate as the CMU agenda takes shape in the coming months. 
It will not suffice simply to react to others’ proposals: the City and the 
Government should be active in responding to the Commission’s initia-
tive’ (House of Lords 2015: 32).

UK engagement in the early stages of the CMU programme demon-
strates the ways in which British business and state power came to be 
co-articulated under conditions of European financial integration. The 
Treasury was eager to promote the UK’s pre-eminent export sector and 
to bolster state revenues. More generally, the Cameron Government 
saw CMU as an opportunity to demonstrate the economic benefits of 
European integration amidst a context of entrenched Euroscepticism. 
The City, for its part, sought to promote CMU both through engag-
ing directly at the supranational level with the Commission and through 
shaping the orientation of the UK government. In this way, the finan-
cial lobby sought to ‘extend’ one core element of the UK’s growth 
model—its deep and liquid capital markets—outwards into the Single 
Market. From the perspective of the EU institutions, CMU had been 
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crafted in part as a way to appease the UK (Ringe 2015). Since 2010, 
numerous initiatives, such as Banking Union, had been advanced to 
bolster the Eurozone’s financial architecture. This had raised concerns 
amongst the City and the UK government that a new ‘core’ organised 
around Economic and Monetary Union (EMU) was taking shape to 
the detriment of the UK. CMU was explicitly designed to appease these 
concerns. It was framed as a ‘Single Market’ programme with the UK 
at its heart. Indeed, in its early stages, CMU advocates sought to push 
the agenda forward through incremental, market-based initiatives in 
line with UK preferences rather than through deep institutional reform 
which would have involved the further centralisation of supervisory pow-
ers at the EU level. In these ways, the UK’s ‘state-society complex’ pro-
foundly shaped the development of CMU in its early stages. Private and 
public actors could ‘extend’ the UK’s growth model outwards in a form 
that was compatible with domestic political imperatives.

British Business, the UK’s Growth Model  
and the Political Economy of Brexit

The vote to leave the EU in June 2016 has far-reaching implications 
for both the UK’s growth model and British business strategy. The 
economic impact of Brexit is often thought of in terms of the degree 
of ‘access’ which UK firms will enjoy after exiting the Single Market. 
One possible outcome is that the UK remains closely aligned with the 
structures of the EU and thereby maintains close trading links with its 
European neighbours. This, however, would likely involve contin-
ued payments into the EU budget, the continued jurisdiction of the 
European Court of Justice (ECJ) and the continuation of free move-
ment for EU citizens. At the other end of the spectrum, a ‘hard’ Brexit 
involves precipitating a sharp break from the EU. This would involve 
decoupling the UK from the structures of the Single Market and the 
Customs Union. In this scenario, increased trade with non-EU coun-
tries such as the US, China and India would be necessary to compen-
sate for negative trade and investment effects associated with leaving the 
Single Market. Critics suggest that this would be a gargantuan task. As 
widely pointed out in the economic geography and international polit-
ical economy literature, ‘globalisation’ has in fact involved a deepen-
ing of economic linkages within regional blocs of the world economy, 
such as the NAFTA, ASEAN and the EU (Gamble and Payne 1996). 
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In the UK case, ‘globalisation’ has been paralleled by a deep process of 
Europeanisation, with supply chains, investment flows and economic 
linkages significantly deepening between European member states (Hay 
2002). De-linking from the regulatory structures of the EU in a ‘hard’ 
Brexit is therefore unlikely to be a costless exercise.

What implications does Brexit have for British business strategy? 
Before the EU referendum, powerful business interests, including the 
CBI, the CityUK, the City of London Corporation, the British Bankers’ 
Association and the Institute of Directors supported a ‘Remain’ position. 
Since the ‘leave’ vote, leading voices from within the British business 
community have made it clear that of the ‘soft’ and ‘hard’ Brexit sce-
narios, its preference is for the former. The CBI, for instance, has stated 
that its top priority is to maintain ‘a barrier-free relationship with our 
largest, closest and most important trading partner’ (CBI 2016c: 4). In 
contrast to the ‘globalist’ vision of Brexit advanced by some on the right 
of the Conservative Party, the CBI state that, ‘the UK’s new trading rela-
tionship with the EU must appreciate the current importance of the EU 
market to every sector, the level of integration between the UK and EU 
economies, and its future significance as a market. These factors set the 
EU apart from other markets for business. For every major sector of the 
UK economy, the EU is currently more important than any other inter-
national market’ (CBI 2016c: 12). Similarly, powerful voices from the 
City have emphasised the need to secure comprehensive access for ser-
vices in the aftermath of Brexit. As the IRSG puts it in one report, ‘it is 
in the mutual interest of the EU27, the UK, businesses and the financial 
services sector for the existing, heavily integrated, cross border flows in 
finance to continue in order to sustain jobs and growth across the whole 
of Europe’ (IRSG 2017).

Securing close proximity between the UK and the EU’s regulatory 
structures in order to maintain a high level of ‘access’ to the Single 
Market has therefore been a key priority for British business since the 
June 2016 referendum. As argued previously, ‘access’ to the Single 
Market has not been the only concern for British-based firms histori-
cally. The ability to influence the shape of Single Market rules through 
the supranational activism of UK officials has also been a central compo-
nent of the European strategy of British businesses. Brexit fundamentally 
disrupts this approach. British officials will no longer be able to shape 
EU rules in the ways they have done in the past. Regulatory alignment 
might preserve a high degree of access to the Single Market in both 
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goods and services but the UK will become a rule-taker rather than a 
rule-maker in relation to EU legislation. This creates a number of dilem-
mas for British business. Returning to the policy areas outlined above—
EU employment policy and CMU—we can briefly outline some of the 
challenges this is likely to pose to British firms and the UK’s growth 
model more broadly.

Between the June 2016 referendum and the Article 50 ‘trigger’ in 
March 2017, statements from the CBI suggested that its central objec-
tive was to secure a high degree of ‘regulatory harmonisation’ with the 
EU after Brexit (CBI 2016c: 18). This would ensure barriers to trade 
would be kept to a minimum. However, the existing models which 
guarantee this relationship—for example, Norway’s membership of the 
European Economic Area (EEA)—require not only product market har-
monisation but also compliance with EU employment policy. In this sit-
uation, the UK would have to comply with EU employment and social 
policy directives whilst being unable to ‘defend’ the UK’s flexible labour 
market regime in the ways it has done in the past. Concretely, a range of 
EU employment directives—such as the WTD and the AWD—which in 
the eyes of the business community are ‘ill-suited’ to the UK’s flexible 
labour market could be strengthened. This prospect was anticipated by 
the CBI. It’s report A Whole Economy View of Brexit states that, ‘busi-
ness and government must work together to agree how to secure long-
term regulatory cooperation between the EU and UK markets after the 
UK leaves … [however] it is not in the UK’s interests to be a rule taker. 
In areas such as social and employment regulation in particular, it would 
not be acceptable for the UK to implement laws over which is has had 
no say’ (CBI 2016c: 18). This basic dilemma is likely to continue to 
shape British business strategy as the politics of Brexit unfolds. Indeed, 
as the CBI puts it in its post-referendum strategy document Shaping 
Our Future, ‘UK policymakers must continue to engage on the EU leg-
islative agenda. A long-term strategy for influencing new EU rules and 
standards that may still apply to UK businesses after exit will have to be 
established’ (CBI 2016d: 6). Deploying the power of the British state in 
order to shape EU legislation therefore remains part of British business 
strategy. The reality is, though, that without formal voting rights and the 
informal channels of influence which the UK enjoyed as an EU member 
state, the UK’s ability to shape the policymaking process in Brussels has 
been irredeemably diminished. Proximity to the Single Market may be 
secured, but (co)authorship of its rules has been forfeited.
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Brexit and the associated loss of UK influence within the EU institu-
tions also has far-reaching implications for the CMU agenda. As outlined 
above, British business and government mobilised effectively to shape the 
CMU programme in its early stages. Two competing ‘visions’ of CMU 
have been advanced. The first, advanced by member states who seek to 
move the EU towards a more federalist structure, argue that capital mar-
ket integration requires the further transfer competences and powers 
to the European Supervisory Authorities. The European Commission 
and the ECB have both countenanced the prospect of the need to cre-
ate a ‘single European capital markets supervisor’ (see, for example, The 
European Commission 2015). This direction of travel was anathema to 
the UK government, the UK’s regulatory authorities and the City, who 
advanced a different approach to CMU in its early stages. British offi-
cials and business interests staunchly opposed ceding further regulatory 
sovereignty to the EU level, preferring instead to advocate a piece-meal 
approach which respected the autonomy of national supervisory authori-
ties (House of Lords 2015: 44; CBI 2015c: 3). Prior to Brexit, UK oppo-
sition to the ‘federalist’ vision of CMU was effective, shaping the agenda 
in line with the preferences of the UK’s state-society complex.

With the Brexit vote, the UK’s ability to shape CMU in line this way 
has been fatally undermined. The UK’s exit removes one of the principal 
impediments to further supervisory convergence. For example, UK poli-
cymakers consistently resisted the further empowerment of the European 
Supervisory and Markets Authority (ESMA), the agency charged with 
ensuring that member states adequately apply capital market legislation. 
ESMA’s lack of supervisory ‘muscle’ was frequently cited as a barrier to a 
fully-functioning CMU. Brexit creates an opportunity for those forces who 
would like to empower ESMA in order to drive through capital market 
integration. For example, John Berrigan, Deputy Director General of the 
CMU portfolio, recently stated that, ‘Brexit makes regulatory and super-
visory convergence more important to avoid fragmentation and to pro-
mote more efficient capital markets. This will accelerate market integration 
by avoiding regulatory arbitrage and a race to the bottom’. Proceedings 
from the EuroFi 2016 conference—a high-level forum of financial insti-
tutions and European regulators—echoed this sentiment. Their report 
states that ‘the idea of a CMU with 40 national supervisors will not work. 
ESMA needs to be strengthened. In such a context…CMU must be more 
ambitious in response to Brexit’. European institutions’ tacit commitment 
to creating a ‘single European capital markets supervisor’ has therefore 
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become increasingly explicit since Britain voted to leave the EU in June 
2016. The implication is that the design of CMU is less likely to reflect 
British preferences as the agenda develops into the future.

Conclusion

The UK’s growth model is characterised by its large, internationalised 
financial sector and its flexible labour market regime. Since the 1990s, 
this growth model has been profoundly shaped by the UK’s position 
inside the Single Market. European integration both underpinned and 
threatened to undermine the UK’s growth model at critical moments. 
This chapter has examined how British business strategy has evolved in 
relation to the contradictory dynamics unleashed by European integra-
tion within the UK. It has argued that this British business attempted 
to ‘defend and extend’ the UK’s growth model through deploying the 
power of UK officials inside the EU institutions. UK membership of the 
EU was therefore key to British business both because it provided access 
to the Single Market and because it allowed for UK officials to have 
influence over the EU’s rules. In the fields of EU employment policy and 
CMU, British business successfully mobilised the power of UK officials 
inside the EU institutions to advance its interests. Brexit undermines 
this strategic orientation. By reducing the UK’s power inside the formal 
structures of the EU, Brexit ensures that the UK is likely to become a 
‘rule-taker’ rather than a ‘rule-maker’ at the EU level. This generates a 
series of challenges both for British business strategy and for the UK’s 
growth model more broadly.

This analysis has a number of implications for the themes of this 
Diverging Capitalisms volume. First, divergent ‘growth models’ are not 
reified economic structures. They are always underpinned and supported 
by underlying coalitions of social forces. Powerful business interest groups 
are one key coalition which can mobilise to defend growth models over 
time. Although business groups certainly organise at the ‘transnational’ 
European scale (van Apeldoorn 2003), as the above case studies of the 
CBI and the City of London demonstrate, business power also tends to 
become entangled with domestic politics and regulatory structures. A 
renewed focus on the relation between the strategies of domestic busi-
ness interest groups and the development of divergent growth mod-
els therefore remains a key area for future comparative enquiry (Baccaro 
and Pontusson 2016). Second, this chapter has referred to the British 
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‘business’ interest as if it is a unified whole. Whilst it is true that busi-
ness shares a number of generally defined interests, it is of course also the 
case that different firms in different sectors have numerous divergent and 
often contradictory objectives. Brexit therefore impacts differentially on 
firms depending on a number of factors, including, for example, whether 
their business models are oriented towards the domestic, European or 
international market. Future research should unpack the divergent stra-
tegic orientation of distinct sectors and fractions of capital in the context 
of Brexit. Third, the ‘embeddedness’ of business power within distinct 
domestic contexts has important implications for how we might analyse 
the European integration process. In contrast to accounts which perceive 
the transfer of power to supranational scale as a ‘functional’ response to 
deepening economic interdependence (Sweet and Sandholtz 1997), 
European integration is better viewed as the ‘emergent’ outcome of com-
peting projects organised primarily at the domestic scale (Bulmer and 
Joseph 2016). As argued above, the development of CMU in its early 
stages was strongly conditioned by the orientation of the UK’s ‘state-
society complex’ inside the EU. Focussing on the co-articulation of pub-
lic and private interests within member states and the ways in which these 
can ‘project’ power outwards provides us with an invaluable lens which 
can overcome teleological readings of EU integration. Fourth, the emerg-
ing political economy of Brexit reminds us that ‘globalisation’—increased 
levels of economic integration at the transnational scale—is not an inev-
itable process. It is always underpinned by politics. Brexit embodies a 
moment where democratic politics ‘trumped’ the preferences of powerful 
business interests in the UK. As the UK embarks on the process of leaving 
the EU, a key area for future research will be to analyse the ways in which 
business mobilises to secure its interests within this altered context.
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CHAPTER 8

The Bed You Made: Social Democracy 
and Industrial Policy in the EU

Angela Wigger and Laura Horn

Introduction

Many observers seem puzzled by the demise of social democracy in the 
context of the EU. While some frame the developments in the context 
of the electoral woes of the centre-left at Member State level (Pauly 
2018), others see a paradox: while social democratic policies and par-
ties are highly in favour of the European project, the European project 
damages their electoral chances the most (Holmes and Lightfoot 2014: 
228). This apparent paradox can be resolved quite easily, however, when 
adopting a critical political economy perspective and investigating the 
dissonance between social democratic commitments and the actual pol-
icies pursued at EU level. From a critical perspective, the current strug-
gles of social democracy in national electoral arenas seem to be mainly 
an aftershock of the failure of Third Way politics—a politics that has 
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been compromised at the outset with an essentially neoliberal agenda at 
EU level and that has ruled out ‘traditional’ social democratic policies 
anchored in welfare state interventions indefinitely (see, e.g., Bailey et al. 
2014). While the ‘European Social Model’ and its vaguely progressive 
outlook once had offered the legitimising discourse to Third Way politics 
(Bailey 2016), after years of an ongoing constitutionalisation of auster-
ity that has been negotiated, managed and implemented also by social 
democrats in response to the 2007/2008 financial and economic crisis, 
the European Social Model has become completely amorphous. What 
has long been the ‘substitute collective horizon of future’ (Miró Artigas 
2017: 6) rather seems to have been turned into a mere rationalisation for 
austerity and neoliberal supply-side policies.

Now that the socially disastrous consequences of austerity have been 
fiercely criticised not only by social protest movements but also the 
IMF, and even EU institutions themselves, is there still a future for a 
social democratic reincarnation of the European Union (EU)? Jeroen 
Dijsselbloem (2017a), Dutch Minister of Finance and former President 
of the Eurogroup, also referred to as the ‘red engineer’ from the Dutch 
social democrats, the Partij van de Arbeid (PvdA), announced that aus-
terity was no longer at the heart of the debate in the Eurogroup, and 
that ‘there will be a change in the policy mix […] moving away from 
austerity and putting more emphasis on deep reforms’. In its manifesto 
‘Towards a New Europe’ (2014), the Party of the European Socialists 
(PES) suggested such deep reforms in the form of an ‘ambitious 
European industrial policy’. Similarly, on the website of the Progressive 
Alliance of Socialists and Democrats (see S&D 2018), the political 
group in the European Parliament of the PES, we can read: ‘We have 
a vision for Europe: to put industry back at its heart. Together we can 
renew European industry, create jobs, shift to a more sustainable model 
of production and strengthen European competitiveness’. The European 
Commission’s Communication, entitled ‘For a European Industrial 
Renaissance’ in 2014 already heralded a new common industrial pol-
icy, announcing that the manufacturing share of the EU’s GDP would 
increase from currently 15 to 20% by 2020, provided that competi-
tiveness measures would be adopted (European Commission 2014). 
Commission President Jean-Claude Juncker, reaffirmed the commitment 
towards an EU industrial policy in his 2017 State of the Union speech 
(European Commission 2017a). Are we indeed witnessing the return of 
industrial policies inspired by a social democratic leitmotif?
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A cursory inspection of the recent EU crisis management packages may 
give the impression of a ‘good old’ social democratic industrial policy—
one that in the spirit of competitiveness supports knowledge-intensive 
sectors and that tackles the persistently high unemployment in the EU 
since 2009. Reforms in the context of the new common industrial policy 
are however highly deceptive. As we argue in this chapter, competitive-
ness is primarily understood as ‘price and cost’ competitiveness, allow-
ing EU industries to compete on global markets on the basis of lower 
prices (European Commission 2016a). The suggested reform strategy is 
internal devaluation by first, depreciating real wages and inducing further 
labour market reforms; second, intensifying inter-company competition to 
lower prices; and third, lowering the overall level of corporate taxation. 
Thereby, the neoliberal structural adjustment that we have seen hitherto 
will be further recalibrated, putting the primary burden of adjustment on 
labour rather than capital: while wage repression, labour market reforms 
and intense price competition directly and indirectly deflate labour, the 
reduction of corporate taxes expedites the redistribution of wealth from 
labour to capital. Social democrats like Dijsselbloem (2017b) have warned 
that despite the reform zealousness, the EU should also hold on to its 
unique European social model and modernise it so that it can survive 
in the future. However, Dijsselbloem’s statements are quite indicative 
of the overall social democratic stance that portrays the EU as compet-
itive, post-austerity and prosocial. This chapter engages critically with 
the EU’s new common industrial policy initiative and its broader fram-
ing within social democratic visions of Europe, and argues that with the 
particular direction that the new common EU industrial policy is taking, 
social democracy in the EU, once more, is failing to steer the EU towards 
a more radical social agenda and to capitalise politically on the ‘deep 
reforms’ that have recently been announced. As a result, assumptions 
about a rekindling of ‘social democratic Europe’ through an industrial 
policy flanked by the European Pillar of Social Rights (EPSR) initiative 
remain fundamentally flawed.

The argument unfolds as follows: in the next section, the shift 
towards an EU industrial policy discourse is located within the wider 
EU approach to crisis management since 2008. Section two outlines the 
new common industrial policy, including the defence industry policy, 
and discusses the prevailing political project of competitiveness through 
internal devaluation. Section three shows how internal devaluation exac-
erbates existing structural asymmetries and economic disintegration 
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further, which renders a socially more equitable European economic 
fabric—just like earlier forms of neoliberal crisis management—a funda-
mental failure, and it puts these findings in the context of recent and 
ongoing developments of social democratic political projects in the EU, 
particularly the EPSR. In concluding, the chapter highlights the ten-
sions between the social democratic vision for a ‘Social Europe’, and the 
means in the name of competitiveness and the new common industrial 
policy.

Through the Competition Glass: EU Crisis  
Management Revisited

When the European Commission took more than 500 emergency state 
aid decisions from 2008 to 2015 to give its generous permission to 
bail out of 117 European banks (European Commission 2016b), other 
industries in distress, such as the car, steel, construction or shipbuilding 
industries, also demanded emergency state aid to cope with the wors-
ening crisis. However, the Commission was no longer so permissive 
and declared state aid to be a distortion to competition in the common 
market. At the time, a common industrial policy seemed far away. The 
Commission construed the crisis as a crisis within the financial sector 
only, and optimistically expected the crisis to be over by 31 December 
2010, the expiry date of permitted state aid schemes for the financial 
sector (Wigger and Buch-Hansen 2014). When excessive government 
spending to bail out the financial sector, in conjunction with the overall 
lower GDPs and declining tax revenues, exhausted national budgets (see 
Heinrich 2015 on crisis management dynamics), the crisis was no longer 
interpreted as a crisis of the financial sector but as a sovereign debt crisis. 
Particularly Southern Eurozone members suffered from growing current 
account imbalances and rapidly accumulating public debt, and faced acute 
difficulties to sell bonds (and thus, public debt) on financial markets. 
Subsequently, crisis-hit Eurozone members were accused to have lived 
beyond their means, which served as a political legitimation for the impo-
sition of painful austerity programmes. The Eurozone-specific and more 
general EU-28 regulatory and treaty-based measures that were adopted 
imposed a strict EU monitoring of national budgets, limiting the capacity  
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to run budget deficits and adopt costly social and economic policies. 
Tightening member states’ fiscal discipline and enhancing their ability 
to service their debt served the purpose of regaining the trust of finan-
cial markets and its rating agencies. As austerity packages merely targeted 
ongoing budget deficits, while protecting the accumulated stock of exist-
ing debt, deficit and debt ratios stayed high, while economic contraction 
and depression aggravated. Even IMF economists eventually concluded 
that austerity did more harm than good (see for example Blanchard 
and Leigh 2013, or Clift in this volume). EU bureaucrats and politi-
cians, however, continued to push for strict budget rules. In parallel, the 
improvement of competitiveness of EU economies has been put high on 
the EU agenda.

Competitiveness performance indexes and scoreboards have formed 
the apex of the neoliberal organisation of capitalism in Europe for 
decades. As Miró Artigas’ (2017: 13) trenchant analysis shows, the 
‘neo-liberal need to improve competitiveness became a depoliticised 
and apolitical normative imperative that came to guide the construction 
of the EU, to the extent that it was assumed by those parties claiming 
to confront neoliberalism’. Already the Lisbon Agenda of 2000 and its 
successor strategy Europe 2020 were imbued with notions of compet-
itiveness. When the crisis hit, ‘competitiveness’ moved up further on 
the EU agenda. In 2011, the Commission (2011: 21–22) announced 
that ‘[w]hile fiscal imbalances are at the forefront of the current pol-
icy debate, they are by no means the only area where policy action is 
needed. Recent developments have highlighted the urgent need for 
some euro-area Member States to restore their external balances and 
to improve their competitiveness’. A year later, the Four Presidents’ 
Report (2012) prepared by the European Commission’s President, in 
cooperation with the Presidents of the Euro Summit, Eurogroup, and 
the ECB, suggested that EU member governments should conclude 
annual contractual arrangements with the Commission, targeting areas 
where competitiveness was weak. In January 2013, German Chancellor 
Merkel proclaimed at the World Economic Forum in Davos, 
Switzerland, that ‘Competitiveness Pacts’, along similar lines to the 
Fiscal Compact, should create the prerequisite to get access to financial 
aid from EU budgets under what euphemistically had been termed the 
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‘solidarity mechanism’. Only a month later, the Commission launched 
a proposal for a ‘Convergence and Competitiveness Instrument’, 
which suggested a procedure according to which the Commission 
would make recommendations to individual member governments on 
how to regain competitiveness (European Commission 2013). Almost 
simultaneously, the European Council committed itself to negotiate 
‘Partnerships for Growth, Employment and Competitiveness’, entail-
ing that individual member governments and the Commission would 
conclude bilateral reform contracts, which would be subject to approval 
by Council, notably in the configuration of the Competitiveness 
Council (European Council 2013: 17–20). In contrast to the reform 
requirements spelled out in the Memoranda of Understanding (MoU) 
between member states and the Troika or the IMF/EU, the envis-
aged competitiveness treaties would encompass all Eurozone members. 
Furthermore, in contrast to the Country-Specific Recommendations 
(CSRs) issued ex ante by the Commission under the European 
Semester procedure of 2011, the competitiveness treaties would be 
legally binding, which would make them enforceable through ex post 
litigation before the EU Courts.

In the absence of political support, the Council negotiations stalled in 
June 2014; yet the idea of member state-specific competitiveness reforms 
has persisted ever since. The Five Presidents’ Report, which included also 
the President of the European Parliament, Martin Schulz, a social dem-
ocrat, proposed establishing ‘National Competitiveness Authorities’ (see 
Five President’s Report 2015). The Commission subsequently renamed 
the envisaged ‘Competitiveness Authorities’ into ‘Competitiveness 
Boards’, and in September 2016, the Council—upon the recommenda-
tion of the Commission—subsequently issued a recommendation call-
ing upon Eurozone members to establish ‘National Productivity Boards’ 
as part of the wider new common industrial policy. These productivity 
boards, which are currently being established in all member states, will 
be entrusted with the supervision of policies and performances in the 
field of competitiveness. As will be shown below, they will form one of 
the key touchstones of the new common EU industrial policy. Moreover, 
the centrality of competitiveness, which will be governed by National 
Productivity Boards, forms part of the several instances where tensions 
between key social democratic themes and the concrete manifestation of 
progressive positions at EU become manifest.
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Towards a Social Democratic Vision  
of Industrial Policy?

The Commission Communication ‘For a European Industrial Renaissance’ 
(2014) prophesies a vast re-industrialisation of Europe, provided that 
competitiveness measures will be adopted. In addition to increasing the 
manufacturing share of the EU GDP from 15 to 20% by 2020, keep-
ing pace with China, India or Brazil takes centre-stage. According to the 
Commission, the EU’s relative weight in world trade and share of world 
capital flows vis-à-vis emerging markets has declined steadily. The Chinese 
economy, for example, no longer exclusively caters for labour-intensive 
low value-added production but is increasingly moving into high-quality, 
high value-added segments, notably in the computer and electronics sec-
tor. The Commission notices that China has become the world’s largest 
exporter at country-level, while attracting a share of FDI equal to the EU 
(European Commission 2015: 14, 98). To keep up the competition with 
emerging markets is foregrounding in the EU’s long-term development 
and industrial policy plans, as the Commission reaffirmed in September 
2017 (European Commission 2017a).

The new common industrial policy is multifaceted and a range of the 
so-called industrial policy packages have already been adopted, such as 
the European Fund for Strategic Investments (EFSI) established in June 
2015, also referred to as the Juncker Funds, named after Commission 
President Jean-Claude Juncker, which seeks to co-finance and leverage 
risky ‘infrastructure and innovation projects’ around Europe that would 
not otherwise be funded. The EFSI forms a key node in the mobilisa-
tion of private financing of investments and stands for a 16 billion 
euro guarantee anchored in the EU budget. In addition, the European 
Investment Bank (EIB) has committed up to 5 billion euro of its own 
capital to unlock private investment. The so-called Juncker Plan has how-
ever been implemented only slowly. As the 2017 EuroMemorandum 
argues (2017: 11), ‘there are substantial hints that the positive invest-
ment effects have not been additional, but that instead the EFSI has 
largely financed investment projects that would have been undertaken 
anyway’. Yet, the EFSI is but one among several measures. In parallel, 
the Programme for the Competitiveness of Enterprises and Small and 
Medium-sized Enterprises (COSME) seeks to improve SMEs’ access 
to credit on the basis of guarantees and counter-guarantees, as well as 
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through using the securitisation of debt-finance portfolios as leverage. 
In the same vein, also the funding through Horizon 2020 is being sub-
sumed under the new common industrial policy. More recently, the 
European Commission (2017b) even announced specific action plans for 
almost every imaginable industrial sector, ranging from chemical, auto-
motive, raw materials, metals, minerals and forest-based industries to 
food, healthcare, biotechnology, aeronautical, maritime industries, tex-
tiles, fashion, tourism and creative industries.

The Commission also pushed for a European Defence Fund as part of 
the ‘defence industrial policy’, which supports investment in research and 
development in the defence industry, and includes a significant funding to 
encourage and facilitate private investments in collaborative research and 
capacity development between member states—all in the name of ‘boost-
ing the competitiveness of the European defence industry’ (European 
Commission 2017c, 2018). In this context, the Permanent Structured 
Cooperation on Security and Defence (PESCO), established in December 
2017, allows the Member States to develop joint projects and acquisi-
tions with funding from the Defence Fund. While the initial framework 
with regard to deployment of military forces was something of a com-
promise, in particular between the pragmatic integration agenda of the 
Merkel Government, and the Macron Government’s ambitious vision for 
military development of the EU, there is an important linkage between 
the PESCO and the European Defence Fund. An in-depth position paper 
by the Progressive Alliance of Socialists and Democrats, the S&D, sum-
marised the nexus between industrial policy and defence industry rather 
neatly, arguing that ‘[t]he defence industry is a key sector for Europe’s 
ongoing development as world leader in manufacturing and innovation. 
Also, a competitive European defence industry is vital for the credibility 
of the Common Security and Defence Policy (CSDP)’ (S&D 2017: 66). 
Social democrats in the formation of the S&D thereby put the militarisa-
tion of the EU in the same bracket as innovation in renewable energies or 
manufacturing of sustainable products. The invocation of a social demo-
cratic motif becomes more than clear in the same position paper, where 
it is argued ‘that security interests, industrial competitiveness and human 
rights considerations can go hand in hand’ (S&D 2017: 22). This is not 
an isolated view but reproduced, for example, in the Progressive Post, a 
European level think tank that seeks to establish an intellectual crossroad 
between social democracy and the European project, and that has both 
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the S&D and the PES as partners. In a critique on the projects chosen for 
defence funding in 2018, it was lamented that ‘softer’ projects, such as 
a medical command centre, have been prioritised over the development 
of High-Altitude Long Endurance (HALE) drones (Besch 2018). Even  
‘progressive’ observers might see that strengthening of the military- 
industrial nexus at EU level can hardly be reconciled with the peace narra-
tive permeating social democratic visions of European integration.

While the aforementioned investment programmes, albeit problem-
atic in themselves, may give the impression of an active industrial pol-
icy to counter the decline in Europe’s industrial base, they have been 
quite marginal thus far. Moreover, they camouflage the competitiveness 
agenda, inter alia, internal devaluation, which also forms part of the new 
common industrial policy.

Industrial Renaissance Through Internal Devaluation

As former Commissioner Almunia, a social democrat himself, affirmed, 
the new industrial policy differs markedly from that employed during the 
crisis of the 1970s; ‘[…] with governments picking winners and all that’ 
(Almunia 2014). Rather than a commitment to state intervention to steer 
companies and industries towards a socially and ecologically innovative 
future, the Commission holds the view that the EU’s future prosperity 
depends on its ability to attract investments, most notably Foreign Direct 
Investment (FDI) to compensate for the low domestic investments. Such 
investments, so the idea goes, would then boost a re-industrialisation 
across Europe, enhance economic growth and heighten net exports, with 
a ‘trickle down’ effect on employment. Indeed, since the 1970s, invest-
ments in the production sphere in relation to GDP have been declining, 
which is due to several factors, such as saturated markets, lingering over-
capacity, slowly growing aggregate demand and a vast tertiarisation that 
came with outsourcing production to cheap labour areas. Measured in 
terms of gross fixed capital formation, investments decreased from 22.1% 
of GDP in 2000 to 19.3% in 2014, which is compared to 45% in China 
or 30% in India (European Commission 2015: 8). From 2000 to 2014, 
de-industrialisation accelerated in the EU: the share of manufacturing of 
the total EU GDP fell by 3.5 percentage points in nominal value-added 
terms (from 18.8 to 15.3%), and employment in manufacturing 16%, 
which translates in a reduction of 6 million jobs (ibid.: 5–7, 14).
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In addition to the various investment programmes, the Commission 
suggests boosting the competitiveness of European economies as the 
prevailing way to create more investment opportunities in the real econ-
omy and to re-industrialise Europe. Competitiveness is almost exclu-
sively understood in terms of internal devaluation, which can ‘mimic the 
expenditure-switching effects of “external” exchange rate devaluation’ 
(European Commission 2011: 22). In particular wage moderation is 
expected to make ‘labour’ less costly for business, and to translate into 
overall lower prices for goods and services. In addition, intense price 
competition, alongside a vast deregulation of product markets and fur-
ther privatisations, is expected to lead to lower prices and hence over-
all lowered production costs. Last but not least, reduced corporate tax 
burdens, reduced taxes on exports and a ‘revenue-neutral’ shift from 
taxes on labour to consumption are expected to restore an attractive 
investment climate in Europe (ibid.). Or, as German Chancellor Merkel 
(2013) declared, the yardstick of competitiveness ‘should be whether our 
products can compete in global markets’.

The competitiveness agenda and the internal devaluation strat-
egy have been actively promoted and supported by organised (trans-
national) capital. The so-called Captains of Industry, assembled in 
the European Round Table of Industrialists (ERT), were invited to 
a meeting in Berlin in March 2013, bringing together the German 
Chancellor Merkel, French President Hollande and Commission 
President Barroso, where it was jointly agreed that industrial competi-
tiveness should be at the centre of EU policy-making (ERT 2013). The 
ERT made its position unequivocally clear: to be competitive, the EU 
needed more business-friendly regulations, such as tax reductions, less 
labour protection and more labour market flexibilisation, lower wages 
and severance payments, further privatisations as well as the facilitation 
of mergers and acquisitions, or what the ERT calls ‘market-driven con-
solidation’ (ibid.). In June 2014, the ERT (2014: 1) issued an Agenda 
for Action 2014–2019 for the newly appointed Commission, titled ‘EU 
Industrial Renaissance’, echoing the Commission’s documentation and 
demanding that ‘industrial competitiveness should be mainstreamed 
throughout all policy areas and at all policy levels’. To achieve price 
competitiveness, the costs of labour, energy, finance and administrative 
requirements had to be reduced, while non-price competitiveness had 
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to be fortified by an improved regulatory environment for enterprises 
(ERT 2012, 2014; BDI 2014). The joint articulation of national and 
transnational business seems to have borne fruit: internal devaluation 
achieved through lowering the costs of labour, reducing prices and 
taxes has currently become the most prevailing agenda point in EU cri-
sis management.

Internal Devaluation Through the Labour Market

Emulating the emerging markets’ comparative advantage of cheap labour 
constitutes a cornerstone of the EU internal devaluation strategy. The 
national productivity boards that are currently being established form 
the governance apparatus for the internal devaluation strategy: a cen-
tral task will consist of monitoring that member states ‘raise productivity 
while containing unit labour costs’, as well as suggesting policies when 
‘cost competitiveness lags behind the euro area average’ (Council of the 
European Union 2016). These national productivity boards will issue 
annual reports, which the European Commission can use as a basis for 
its CSRs in the European Semester and the Macroeconomic Imbalance 
Procedure (European Commission 2016a; Council of the European 
Union 2016). Unit labour costs have been a longstanding measure to 
assess and compare the evolution of competitiveness in the EU. While 
the components can vary, unit labour costs generally comprise the ratio 
between productivity and total labour compensation (direct and indirect 
labour costs). A reduction of unit labour costs is believed to have positive 
signalling effects to investors. Unit labour costs can be reduced either 
by increasing productivity or reducing elements of the total labour costs 
structure. However, since de-industrialisation in the 1970s, productivity 
in the EU has slowed considerably, and productivity gains in the tertiary 
sector are limited. Consequently, labour market adjustments, notably 
through wage suppression or labour market flexibilisation, are strongly 
emphasised, particularly as wages for temporary and flexible labour tend 
to be lower, and as social security benefits or experience-rated pay can 
be avoided. Chancellor Merkel (2013), has been quite outspoken in this 
respect when proclaiming that it was vital to keep driving down labour 
costs to create a regulatory environment in Europe that is attractive to 
investors.
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The EU competitiveness agenda is implicitly premised on inflexible 
labour, rising and hence too high labour costs, unproductive labour 
and too powerful trade unions, as the root cause for the ongoing crisis. 
Although the Commission maintained that it will not intervene directly 
in wage levels and collective bargaining rules, it advocated that social 
partners should use the annual reports from national productivity boards 
as a guidance during wage-setting negotiations. The umbrella organisa-
tion of national trade unions, the European Trade Union Confederation, 
ETUC (2015), vehemently condemned neoliberal structural adjustments 
through the labour market and responded that ‘we are only a hair’s 
breath away from setting maximum wage standard for collective bar-
gaining that are legally binding, or from questioning the validity of strike 
action […]’. In marked contrast, social democratic parties seem entan-
gled by the enthralling competitiveness rhetoric; at least, they have hith-
erto not discredited and de-legitimised the prevailing narrow vision of 
competitiveness. This is surprising as the use of unit labour costs as a core 
indicator for competitiveness has received its share of criticism. It appears 
that even ECB researchers have raised their doubts and admit that ‘[m]
acroeconomic considerations have traditionally been the core element of 
competitiveness assessment. Macro indicators, such as unit labour costs 
(ULCs) or current account deficits, are both easy to communicate and 
related to the macroeconomic instruments that generally policy-mak-
ers can avail themselves of. However, in light of the renewed focus on 
growth, there is a need for a broader and more precise assessment of 
competitiveness’ (ECB 2013).

The Competition-Competitiveness Nexus in Internal Devaluation

The Commission readily admits that internal devaluation through reduc-
ing unit labour costs is not the only strategy required, as only the cost 
of labour is targeted, thereby neglecting variable production costs such 
as energy and raw materials (European Commission 2015: 57). Thus, 
it also advocates a strict enforcement of competition rules as one of the 
main levers to reduce the cost of capital, energy, raw materials and other 
production inputs. Particularly the prices in the non-traded intermedi-
ate sectors, like electricity and energy, are in the spotlight. In addition, 
a range of ‘pro-competition’ reforms have been announced, notably 
reforms that remove perceived (regulatory) market barriers in product 
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markets. According to the Commission, high levels of restrictiveness 
in national product and service markets inhibit cross-border expansion 
and investments, such as in utilities sectors such as energy, and network 
industries (European Commission 2016b: 34). Moreover, flanking reg-
ulatory packages, such as the ‘Regulatory Fitness and Performance 
Programme’ (REFIT) and ‘Competitiveness Proofing’ have already been 
employed to remove existing legislation and to screen future legislation 
regarding their impact on competitiveness.

The competitiveness agenda is thus premised on the idea that 
Eurozone economies can compete themselves out of the crisis based on 
an overall lowering of price levels. According to former Competition 
Commissioner Almunia (2012a, b), competition policy is ‘the cheapest 
and most effective structural reform’, ‘at no extra cost for the taxpayer’. 
Competition, he argued, enhances ‘competitiveness and innovation, cre-
ates jobs and drives economic expansion’. The Commission’s faith in 
capitalist competition as the backbone for economic growth builds on 
the axiom that positive feedback loops in the form of higher competi-
tiveness and better performance of entire economies can be expected if a 
plethora of discrete companies strive to become more efficient, increase 
their productivity and stay ahead of rivals through lower prices. The ben-
efits of capitalist competition are presented as inherently positive-sum, 
lifting society to ever-higher standards of economic wealth, or, in the 
words of the Commission (2016b), ‘consumers, taxpayers, workers and 
businesses – everyone is better off overall when competition exists in our 
markets’. Competition policy is also portrayed as a redistributive policy: 
through competition, prices are expected to converge towards marginal 
production costs, thereby reducing the portion of realised surplus value 
for capitalists and benefiting consumers.

Once more we can see that social democrats are strong supporters of 
a strict EU competition policy. The S&D group (2008, 2010) associates 
EU competition control with positively connoted terms such as ‘freedom 
and equality’, ‘sustainability’, ‘economic and social solidarity’, ‘social and 
territorial cohesion’, ‘quality of life and an efficient and dynamic econ-
omy’. Competition policy is moreover considered ‘a vital instrument for 
economic and social integration’, ‘guaranteeing consumer welfare and 
encouraging the optimum allocation of resources and in granting eco-
nomic agents the appropriate incentives to pursue productive efficiency, 
quality and innovation but also low prices and employment’ (ibid.).
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Putting ‘the Social’ Back into Competitiveness?
What, then, are we to make of the EU industrial policy project in light of 
broader discussions about the European Social Model? Internal devalua-
tion as a cornerstone of the EU’s industrial policy needs to be discussed 
in the broader context of a concomitant renaissance of ‘social Europe’ 
through the EPSR. The core contradiction in the current conjuncture 
of social democratic Europeanism rests in propagating industrial pol-
icy reminiscent of Keynesian tradition, paired with a non-binding pillar 
framework invoking social rights, while at the same time buying into a 
competitiveness discourse that fundamentally undermines any chance for 
even remotely reconciling the economic and social objectives put for-
ward. The ‘paradox’ of social democratic Europeanism as referred to in 
the introduction (see Holmes and Lightfoot 2014: 228) hence requires a 
critical reading.

The recent initiative for the EPSR should be seen against the insti-
tutional architecture that facilitates competitiveness as ‘master policy 
paradigm’ (Miró Artigas 2017). The rigid disciplinary rules and institu-
tions of the Economic and Monetary Union (EMU) have already prefig-
ured internal devaluation over the past decades: by warding off inflation 
and precluding national governments from unilaterally making exports 
cheaper via exchange rate adjustments, while the budgetary straitjackets 
and the absence of a common fiscal shock absorber ruled out the pos-
sibility of Keynesian-style industrial policies through deficit spending. 
Under the yoke of the Maastricht orthodoxy, adjustments to the labour 
market constituted the prime cure to improve trade balances. Moreover, 
far-reaching internal devaluation measures have already been employed 
in the context of MoU and the new economic governance packages, 
such as the European Semester of 2010 or the Euro Plus Pact of 2011. 
Under the euphemistic label of a new common industrial policy, not 
only the most crisis-hit member states but the entire EU has to step up 
reform efforts. EU economies not only have to undercut each other’s 
cost and price competitiveness, or corporate tax rates in a competitive, 
beggar-thy-neighbour fashion but also those of the main trading partners 
or rivals.

In fact, experiments with internal devaluation through the labour 
market have hitherto fostered structural asymmetries in Europe. The 
example of Greece is pertinent here, where between 2008 and 2012 unit 
labour costs were reduced by 20% on the basis of rigorous interventions 
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in the wage bargaining process, labour market flexibilisation and a reduc-
tion of minimum wages by 22% and an additional 10% for the young 
(ETUI 2014). So far, internal devaluation has increased neither employ-
ment levels nor exports. Labour costs have foremost been reduced in 
the public sector, which therefore left the export position unaffected. 
Moreover, Greek exports are concentrated in capital-intensive low and 
medium technology sectors, and not labour intensive sectors. Lower 
wages did also not translate into lower prices. In fact, Greek export 
prices increased by 20% between 2009 and 2013—the highest increase 
in the Eurozone (ibid.: 17). Reducing unit labour costs, in other words, 
merely served to improve returns on capital, and these returns have not 
been invested in long-term productivity, or in projects that improve the 
structural position of existing industries. As Sablowski (2012) explains, 
lowering wages in Greece cannot solve the problem that Greek indus-
tries cannot keep up the competition with Germany’s in high-tech 
manufacturing, automobile production or the machine-tools indus-
try, simply because such industries (or equivalents that would allow for 
high-value-added production for export) do not exist. Furthermore, a 
competitive reduction of unit labour costs cannot solve structural eco-
nomic asymmetries between European economies. EU economies can-
not all expand their industries and pursue an export-led growth pattern 
with a large trade surplus, particularly as a reduction of unit labour 
costs in one member state will weaken unit labour costs in others. Wage 
repression, in combination with austerity, undermines not only domes-
tic but also intra-EU consumption, while triggering also deflation. All 
these factors combined render the proclaimed export-led growth strat-
egy a farce, particularly against the backdrop of weak global demand. As 
extra-EU exports account for a relatively small share of the EU’s GDP 
(ranging between 12 and 15%, see Eurostat 2017), internal devaluation 
will have a moderate effect on the EU’s net-export position, if any at 
all (Stockhammer and Onaran 2012: 195–196). Internal devaluation will 
mainly increase the number of ‘working poor’ and precarious workers, 
hitting the youth, women and migrants, particularly non-EU migrants, 
and low-skilled workers the hardest (EuroMemorandum 2013: 39; 
ETUI 2014: 10). The effects of EU crisis management have already 
led to considerable social unrest and political contestation, contestation 
that directly targeted the EU. Notably Southern Europe has seen con-
certed actions, such as a series of transnational campaigns, manifestos 
and petitions, as well as joint strike days and weeks of action against EU 
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austerity policies (see Wigger and Horn 2014). Established social dem-
ocratic parties, however, maintained their uncritical pro-EU stance, and 
were unable to chart an alternative future for European integration. As 
a result, social democratic parties have not managed to win the support 
of a vast constituency, while neo-populist Eurosceptic, radical right and 
even neo-fascist parties successfully harness feelings of discontent and 
insecurity.

Against this background, the EPSR seems to put forward a strong 
emphasis on salvaging the European Social Model discourse, bolting it 
onto the industrial policy package. The Commission’s position on this is 
rather clear in prioritising one over the other, arguing that, while ‘eco-
nomic and social progress are intertwined’, social rights are, at the end 
of the day, means to the end of competitiveness: ‘The establishment of a 
European Pillar of Social Rights should be part of wider efforts to build 
a more inclusive and sustainable growth model by improving Europe’s 
competitiveness and making it a better place to invest, create jobs and 
foster social cohesion’ (European Commission 2017b). The EPSR is 
mainly meant for the Euro area, as ‘a stronger focus on employment and 
social performance is particularly important to increase resilience and 
deepen the Economic and Monetary Union’. Perhaps not unintention-
ally, the Commission has here conveniently left out that part of the story 
where EU crisis management and austerity have contributed to, if not 
caused, the social crisis that the EPSR is now seeking to address.

In terms of content, the principles at the heart of the EPSR cover 
three broad chapters; equal opportunities and access to the labour 
market, fair working conditions and social protection and inclusion. 
Its institutional form essentially consists of a recommendation (under 
Article 292 TFEU), which does not have any binding force, as well as 
a statement of commitment in form of a proclamation of the European 
Commission, the European Parliament and the Council. The latter is an 
interesting but mainly symbolic instrument, previously and most nota-
bly used for the EU Charter of Fundamental Rights. The EPSR is sub-
ject to intensive debate, politically as well as academically. It has been 
critiqued as ‘neither very organised nor very clear’ (Pochet 2017). Two 
illustrations here resonate with the arguments made earlier. On the one 
hand, the launch of the EPSR, and the choice of parental leave as one 
of the pilot initiatives, indeed indicates a concern with social rights that 



8  THE BED YOU MADE: SOCIAL DEMOCRACY …   187

corresponds to social democratic themes. The vocal protests from, for 
example BusinessEurope (2017) against revisiting the parental leave 
directive (e.g. guaranteeing a paternity leave of at least ten days, carer’s 
leave and transfer of leave between parents), indicate that the initiative 
is not wholly without traction. Overall, in light of the EPSR process 
BusinessEurope was adamant that the social dimension should be a 
means to the end of competitiveness: ‘A genuine and appropriate social 
dimension of the EU/EMU can help underpin convergence. This should 
be a convergence towards the outcomes, i.e. restoring competitiveness, 
growth, employment and productivity […] we believe that […] priority 
areas for benchmarking [should be] reducing labour costs to facilitate job 
creation and labour market integration’ (BusinessEurope 2016). Notably, 
it is not only the content of the proposed changes, which according to 
BusinessEurope would undermine competitiveness but also the fact that 
the Commission is suggesting harmonising measures that have previously 
been within the purview of welfare state provision. In his discussion of 
the EPSR draft in 2016, Seikel (2017) raises another pertinent point 
in the juxtaposition of competitiveness versus social rights. The EPSR 
is mainly focusing on individual rights, consistent with an overall focus 
of policy making on the individualisation of rights and responsibilities. 
Allowing for an integration into the EPSR, he argues, would ‘otherwise 
highlight the illegitimacy of interventions in national wage policies and 
collective bargaining systems – be it by the Troika or the macroeconomic 
imbalance procedure’. The subjugation of collective rights such as wage 
bargaining to the overall aim of bringing wages in line with productivity 
is clearly outside of the range of the EPSR. And how could it be, as long 
as ‘the European Pillar of Social Rights is part of the efforts to launch a 
new process of convergence within the EMU […]. The future success 
of the euro area depends, in no small measure, on the effectiveness of 
national labour markets and welfare systems and on the capacity of the 
economy to swiftly absorb and adjust to shocks and to effectively tackle 
their social implications’ (European Commission 2017b).

As long as this convergence is still fundamentally based on internal 
devaluation, as argued above, the invocation of the elusive European 
Social Model remains a futile and ultimately counterproductive venture 
for social democracy. It appears that these contradictions are becoming 
more explicit in the actual social democratic political project. Whereas 
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the vote on the social pillar in the European Parliament in 2017 was 
hailed as ‘one piece of evidence that this progressive cooperation is pos-
sible’ even by the leader of the GUE/NGL group (EUObserver 2017), 
a recent discussion in form of an open letter on the EPSR by members 
of the S&D group illustrates clearly that there is an increasing aware-
ness that the ‘EPSR illustrates well the political trap we need to get out 
of as social democrats’ (Beres 2017). Arguing that ‘[i]f Social Europe 
today is in such a poor state, it is largely the responsibility of the EPP 
family’, the letter then makes the case for strengthening the EPSR fur-
ther, beyond ‘a proclamation of rights pre-existing since years in more 
important texts’ (ibid.). In a similar vein, Pochet (2017), albeit cau-
tiously, suggests that despite its vagueness and weaknesses, the Social 
Pillar has potential ‘if (powerful) actors seize it’ (Pochet 2017), with 
the potential for ‘creating long-term change through a Polanyian 
approach aimed at rebalancing the social and the economic’. The argu-
ment that the social dimension would mainly require a stronger politi-
cal coalition in order to be expanded might seem intuitively clear from 
an EU perspective. However, as our critical political economy perspec-
tive has shown, it is at the fundamental level of socio-economic gov-
ernance that the bed for the social model has already been made, so to 
speak. In a recent contribution to the discussion of social Europe ver-
sus neoliberal development, Parker and Pye (2017) provide a nuanced 
discussion of the ‘unfulfilled promise of social rights’ in the EU, argu-
ing that, to the extent that the EU has developed a discourse on the 
social, it has been recast in a manner compatible with the competitive-
ness agenda. ‘Social Europe’ as a reference point for debates is often 
much more broadly conceived than a focus on the limited social pol-
icies of the EU, and, as mentioned above, seen as a protective shield 
against market pressures emanating from the global economy (aka 
‘globalisation’, see Dannreuther 2014; Nölke 2017). Once the social 
model is however irrevocably associated as a flanking measure for the 
endgame of competitiveness, with ‘a great array of social and labour 
policy areas have been subsumed within macroeconomic coordination 
(Parker and Pye 2017: 7), even a limited claim to social protection 
becomes quite untenable. This leaves advocates of the competitive-
ness-cum-social project with rather empty hands. As Ryner (2014: 62) 
argues in his analysis of European social democracy, it is ‘so deeply 
imbricated with the system that is in crisis that it is in no position to 
offer an alternative to it’.
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Concluding Reflections

The prevailing interpretation of the crisis at EU level has shifted over 
time from a crisis within the financial system to a crisis of sovereign debt, 
and more recently, to a crisis of competitiveness of European economies. 
As German Chancellor Merkel (2013) stated: ‘[…] from a European 
standpoint we must aim to be so competitive that we not only stay pros-
perous but become even more prosperous’. The question is, however, 
who will become more prosperous on the basis of the EU competitive-
ness agenda. Competitiveness is now conflated with lower wages, lower 
prices and lower corporate taxes, thereby construing the crisis in terms 
of inflexible labour markets, and high labour and production costs. What 
has been disguised as the new common industrial policy primarily serves 
to maximise the freedom of capital to exploit labour, which implies that 
less surplus from the production sphere will have to be redistributed to 
wage earners.

Ever since the adoption of neoliberal policies in the late 1970s, aver-
age wage shares of GDP have been on a downward trend, and so have 
corporate taxes. In a context where member states will have to under-
cut each other’s internal devaluation policies in a ‘beggar-thy-neighbour’ 
fashion, labour will be even further devalued. We see thus more of the 
same neoliberal remedies. As competition disunites more than it unites, 
the competitiveness agenda, alias industrial policy, also jeopardises the  
establishment of a solid basis for future social cohesion and pan- 
European worker solidarity.

What is more, the competitiveness strategy is counterproductive and 
will only worsen the vast structural imbalances and uneven economic 
development in Europe, and if aggregate demand is tempered further, 
the propensity to invest in real production will stay weak. Due to the 
structural problem of overaccumulation, even more surplus capital will 
be freed for circulation in the financial sphere with the prospect that 
the next manifestation of this crisis will again be in the financial sec-
tor; however, this time far more dramatic that what we have seen since 
2007/2008. This gloomy yet highly likely scenario raises rather uncer-
tain prospects for the future of a social democratic vision of the EU. It 
also tasks critical observers with considering possible alternatives. In this 
context, Parker and Pye (2017) for instance introduce an interesting sug-
gestion, calling for the Commission to strengthen the relevance of social 
rights with an ex ante constitutional check on EU policies, drawing on 
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the Council of Europe’s European Committee for Social Rights. Rasnača 
and Jagodziński (2017) draw on a suggestion in Juncker’s 2017 State 
of the Union speech, namely the introduction of a European Labour 
Authority to facilitate monitoring the impact of cross-border company 
mobility on workers’ rights, assistance in developing transnational col-
lective bargaining system, implementation of the Directive on Workers 
Involvement in the Societas Europaea (SE) and European Cooperative 
(SCE) and the implementation of the European Works Councils 
Directive (2009/38/EC). In recent years, various alternative proposals 
for a productive transformation within the European Union have been 
discussed (e.g. Transform 2014). Suggestions that might replace the 
obsession with export-orientation fuelled by competitiveness could point 
towards an increased focus on domestic demand, just energy transition 
or infrastructural development. If the EU, and in particular progressive 
social forces within social democracy were to take social integration seri-
ously, industrial policy would have to become a means towards a differ-
ent endgame than competitiveness.
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CHAPTER 9

Unusual Bedfellows? The IMF, Tackling 
Inequality and Social Democratic Policy 

Renewal

Ben Clift

Introduction: Inequality,  
Nationalism and Social Democratic Policy Space

Social democracy has always been about living with capitalism. This 
entails coping with capitalism’s inherent instabilities and their social con-
sequences. The desire to tackle inequality is a defining characteristic fea-
ture of social democratic political projects, arguably distinguishing social 
democracy from other liberal and centre-right political programmes. 
Historically, social democracy has been and arguably needs to remain, at 
the heart of the politics of struggles to achieve a more equitable distri-
bution of wealth and power, and efforts to create the political authority 
structures which could create it.
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The focus here is on inequality and the politics of seeking its redress 
for twenty-first century social democracy. It argues that the deep-rooted 
methodological nationalism at the heart of the traditional social demo-
cratic project is a major source of its weakness as a reforming political 
force in contemporary advanced economies. This national perspective 
characterised the political economy of social democracy as a political 
movement throughout the twentieth century, but the failure to ‘move 
beyond the national’ in convincing fashion is an important source of the 
problems facing social democratic ideological renewal in the twenty-first 
century (see Gamble 2009; Ferrera 2005, 2009). There is a pressing 
need for a post-national social democracy, or at least to post-nationalise 
social democracy (Gamble 2009). Yet cosmopolitan democratic thought—
one vision for a scaling up of traditional social democracy notions—
indicates the paucity of thinking on this topic (see, e.g., Smith and Brassett 
2008; Brassett and Bulley 2007; Brassett 2010; Archibugi 2004; Archibugi 
and Held 1995).

The demise of social democracy has been pronounced repeatedly, 
with varying degrees of conviction in recent decades (Dahrendorf 1990; 
Giddens 1994; Gray 1996, 1998; Bailey et al. 2014). Power has shifted 
from labour to capital, and from the public sector to forms of private 
authority, both national and transnational. A globalising world economy 
characterised by heightened international capital mobility, advancing 
deregulation and privatisation, fragmenting class identities and a chang-
ing international division of labour are all seen to contribute to a more 
adverse environment for social democratic economic policy, progressive 
taxation, redistribution of wealth and regulation of firms and capitalism.

In response to this colder ideological and institutional climate, there 
have been successive waves of social democratic introspection, and 
attempted ideological redefinition and aggiornamiento. This attests to 
the potential capacity for ideological innovation, and renovation, within 
social democracy. However, the analysis of social democracy tends to 
become wedded to particular means through which, across the twenti-
eth and twenty-first centuries, in different national contexts, the political 
aspirations of social democracy have been channelled—notably Keynesian 
political economy. Keynesianism has been identified closely with social 
democracy (see Przeworski 1985; Pierson 2001). Its role as a legitimating 
discourse was crucial to social democrats’ perceived ‘fitness to govern’, 
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justifying state intervention in the economy in a socially just direction 
in terms of economic efficiency. Keynesianism laid down a blueprint of 
how the economic regulatory potentialities of the nation-state could be 
tailored to secure the social democratic goal of full employment.

There is an elision within some studies of social democracy, assum-
ing that because the political claims of social democracy were advanced 
through a particular set of policies or institutions (e.g. the welfare state 
and Keynesian economic policies), therefore social democracy is ulti-
mately reducible to those elements. It ‘follows’ that the continuing via-
bility of these institutions or policy approaches is a necessary condition 
of the enduring viability of social democracy. Yet this excessively static, 
indeed ahistorical conception misconstrues the relation between social 
democracy’s programmatic goals and the institutional and ideational 
means deployed in pursuit of social democratic ends. So, the decreas-
ing viability of national level Keynesian demand management in an 
adverse international economic environment, as was demonstrated by 
the Mitterrand experiment in the early 1980s, is read across to entail the 
decreasing viability of social democracy. Fundamentally, such an interpre-
tation misunderstands the nature of social democracy and prematurely 
discounts its capacity for renewal (see Clift 2003a).

There are problems of diagnosis and prognosis with how the 
Keynesian policy paradigm is understood within means-based approaches 
which deem social democracy to be past its sell-by date (Gray 1996, 
1998). The characterisation of Keynesianism (like social democracy more 
broadly) is often static, generalising too widely (across time and space) 
from a particular historically contingent articulation of Keynesianism 
and social democracy. This was always about Keynesianism in one coun-
try, pursued in a manner shrouded from international economic forces. 
Such an understanding downplayed the possibility and import of interna-
tional coordination, and the application of Keynesian insights at a wider, 
regional or even global level. The focus in the social democracy literature 
on social democratic means, almost to the exclusion of ends, explains 
the confidence in assigning social democracy to the rubbish bin of his-
tory. National Keynesianism of the ‘Keynesianism in one country’ vari-
ety constituted but one ‘strategic amalgam’ (Pierson 1995: 34) through 
which to pursue the politics of social democracy. That all elements of 
this approach no longer retain the same relevance should not surprise 
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us. Nor should it lead us to write off social democracy as a spent force. 
Rather, the changed international economic and domestic political con-
text requires us to look how social democratic goals are pursued today, 
and seek to trace the outline of a new ‘strategic amalgam’—or amalgams.

Paul Hirst offered an ends-oriented definition of social democracy 
which identifies its core elements, ‘minimising the cost of capitalism for 
individuals, either through growth and employment enhancing policies, 
and/or, through welfare state provision for the contingencies of unem-
ployment, ill-health and old age’. Secondly, it ‘attempts to tackle and 
reduce major and unjustifiable inequalities in power and wealth’, and 
thirdly it seeks to ‘accomplish these objectives within the limits set by 
parliamentary democracy on the one hand, and private property and the 
market economy on the other’ (1999: 87). In a similar vein, Karl Polanyi 
highlighted the dangers of social tensions arising from freer markets 
in his analysis of the Gold standard in the nineteenth century ([1944] 
2001). Polanyi identified a dialectic between ‘economic liberalism’ and 
‘social protection’. The violent imposition of ‘market organisation on 
society’ ([1944] 2001: 258) risked ultimately ‘annihilating the human 
and natural substance of society’ ([1944] 2001: 3). If market relations 
are not embedded in society ‘human beings would perish from … social 
exposure’, and suffer ‘acute social dislocation’ due to the ‘congenital 
weaknesses’ of market society, and ‘the pernicious effects of a market- 
controlled economy’ ([1944] 2001: 76). This desire for the social pro-
tection of vulnerable groups in society as a necessary accompaniment 
to the expansion of the market economy is a key raison d’être for social 
democracy. Operating with this more ends-oriented approach to social 
democracy, this chapter asks if the increasing concern to tackle inequality 
with the Bretton Woods institutions, especially the IMF, provides new 
opportunities for social democratic renewal in the post-crash context.

The focus on political actors other than social democratic parties, and 
on levels of action other than the nation-state is important because in the 
struggle for the creation of the political authority structures which could 
redistribute wealth, nation-states will arguably not be the primary actors. 
The new focus on inequality amongst international organisations—not 
just the IMF but also the OECD, could offer a conducive international 
environment to transcend social democracy’s historic methodolog-
ical nationalism. Might we see the emergence of a global public sphere 
where egalitarian policy coordination and promotion can be discussed 
and advanced? The goal of this chapter is to consider another alternative 
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avenue for change presented by the current conjuncture. It asks to what 
extent does a confluence of interest in tackling inequality between Bretton 
Woods institutions, notably the IMF, and European social democracy 
change the contours of the policy space. How far does this increase the 
likelihood of progress on reducing capitalisms’ inequalities? This context, 
and the kind of thinking about inequality and economic policy preva-
lent in the post-crash IMF (Clift 2018) has the potential to facilitate a 
more ‘post-national’ social democracy. This is something social democracy 
sorely needs (Gamble 2009), but social democratic parties find it very dif-
ficult, given their ideational and institutional legacies, to achieve.

The Ends of Social Democracy:  
Tackling Inequality and the Bretton Woods Order

Tackling, mitigating and reducing the growing inequalities associated 
with capitalism through policy, regulation and institutional reforms are 
a particular concern to social democrats animated by their defining con-
cern for equality. Whilst the Bretton Woods order in the early post-war 
years kept inequality in advanced economies within limits, since the col-
lapse of Bretton Woods and the liberalisation and deregulation of cap-
ital flows since the 1970s, inequality as measured by Gini coefficients 
has been rising steadily (Glyn 2001, 2006). Within twenty-first century 
capitalism, inequality is rising dramatically in most advanced economies 
in the world, including in the USA and UK, and across the traditional 
Western European heartlands of social democracy (Stiglitz 2012, 2015; 
Piketty 2014, 2015). What Hacker and Pierson have called Winner Take 
All Politics has been a major contributing factor, with vast concentra-
tions of wealth at the very top of the income distribution explicable in 
terms of massive concentrations of market power leading to public policy 
changes reducing the progressivity of tax and increasing tax and regula-
tory loopholes enabling the income distribution to become increasingly 
skewed in favour of the very wealthiest 0.01% in society (Hacker and 
Pierson 2010). Moreover, if inequality is on the rise within affluent soci-
eties, the scale of inequality between the Global North and South is at 
troublingly high levels. Indeed, one critique of European social democ-
racy is that by focusing only on national level wealth inequality within 
a small number of affluent West European democracies, the chasm of 
North/South inequalities of wealth and power between global rich and 
global poor gets neglected.
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The standard view for many years has been that, where inequality is 
concerned, the IMF are part of the problem, not part of the solution. 
The Fund’s structural adjustment programmes of the 1980s and 1990s 
and other policies exacerbated inequalities in developing countries. They 
enforced fiscal discipline, eroded social provision and the public sector 
through privatisations, and required the cutting of public expenditures in 
ways which exposed poor and vulnerable social groups and undermined 
the building of social safety nets (see, e.g., Peet 2009). The IMF’s rep-
utation for exacerbating inequalities and reducing policy space through 
the programmes which accompany its lending is, of course, not with-
out foundation. Indeed, in the post-crash period, countries not deemed 
to enjoy sufficient ‘fiscal space’ to pursue progressive policies continue 
to experience the IMF as a powerfully constraining force. Greece and 
the other European programme countries offer prime examples of this 
(Varoufakis 2017; IEO 2016). The parts of the IMF involved on forging 
the Troika programmes in 2010–2011, especially the one with Greece, 
required retrenchment and extraordinarily deep cuts in social provision 
which exacerbated inequality (Vasilopoulou et al. 2014).

However, it is important to disaggregate the Fund and identify dif-
ferent parts of the organisation which have offered different economic 
policy prioritisations since the global financial crash. If we consider the 
intellectual production of the influential Research Department, as show-
cased in flagship publication such as World Economic Outlook which 
constitutes the voice of the Fund staff, we can see that this is not your 
grandmothers’ IMF (Grabel 2011; Lagarde 2014). The current Chief 
Economist and the last one espouse some progressive views about eco-
nomic policy which prioritise tackling inequality in the interests of secur-
ing economic stability and growth. These views are shared by a range 
of senior figures in the Fund. The Fund’s reputation for conformity 
with fiscally conservative one-size-fits-all neo-liberalism is at odds with 
its significant shift since 2008 towards more varied, and often more 
growth-oriented, policy discourse emphasising, amongst other things, 
tackling inequality (Clift 2018).

The IMF has, on a contingent basis, developed a different prescrip-
tive policy discourse (for countries that do enjoy ‘fiscal space’) which 
contrasts quite starkly with its traditional reputation for austerity. The 
Fund today champions the tackling of inequality as critical to securing 
the economic stability at the heart of its mandate. To do so, the IMF 
proposes raising progressive income taxation levels, in a way which seems 
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still largely off limits in many national policy discourses. There are also 
entreaties to kick-start growth through boosting aggregate demand and 
to pursue counter-cyclical infrastructure-upgrading public investment 
programmes. These IMF policy positions have been advocated consist-
ently for many years now, and by successive managing directors of the 
Fund. Such a recalibration of economic policy orthodoxy provides key 
potential resources for centre-left politicians looking to bolster the eco-
nomic credibility of their progressive economic programmes. One of the 
puzzles this chapter explores is why these evolutions have been all but 
ignored by social democrats.

Austerity and All that

In the UK, especially after the Coalition Government was elected in May 
2010, the IMF consistently underlined that the government had addi-
tional policy space to pursue macroeconomic policies more supportive of 
the recovery. The scale and pace of cuts in the austerity programme were 
not, the IMF argued, warranted either by UK economic conjuncture 
or by debt dynamics and prevailing sentiment in international financial 
markets. Successive IMF Article IV Missions to the UK, the chief econ-
omist, and others highlighted how the UK Government had more room 
to move, that they could attenuate the pace of fiscal consolidation. The 
case was consistently made that the UK Government could and should 
engage in more public investment and infrastructure spending in support 
of growth. Osborne and the Treasury claimed they had no option but to 
stick to announced plans cuts. Anything else would not only undermine 
credibility but also lead to a ‘Greek-style’ crisis (see Clift 2018: Ch. 6).

The approaches to debt and deficit discourse amongst what Krugman 
termed the ‘austerians’ induced a sticking to Osborne’s ‘plan A’ men-
tality. This was linked to the Treasury’s choice of anchors of credibility 
(its pre-announced fiscal plans). The IMF, which chose more cyclically 
adjusted anchors of credibility, felt that significant policy change was 
needed, and could be undertaken with no adverse effect on Britain’s 
international economic or fiscal credibility (Chopra 2014). The prose-
cution of austerity policies meant that the burden of adjustment fell on 
poorer social groups and certain geographical sections of British society. 
Adding to this burden were stagnating wages and ongoing deepening 
of financialisation and the entrenching of an asset-based welfare regimes 
whose effects were widening inequality gaps.
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These austerity-oriented responses to the global financial crash mate-
rially shaped and limited UK economic policy possibilities, but all this 
was, of course, a product of political perception, and a particular nar-
ration and definition of ‘crisis’ (a crisis of debt). That is why the IMF’s 
very different narrative and interpretation of the UK’s policy space post-
crash is interesting and important. The Fund’s intellectual authority 
could have been mobilised by national politicians—either in government 
or in opposition—to sustain an alternative narrative. Such a rebooting of 
the economic policy debate was sorely needed in Europe in this period, 
which was living through a decade of crisis and austerity. There was an 
interesting and stimulating ‘politics of economic ideas’ type debate 
about what UK macroeconomic policy can and should do, and what it 
should prioritise. However, in this period this was going on within the 
IMF, and amongst leading economic policy commentators (Wolf, Wren-
Lewis, Portes, Skidelsky, and others). It was not within UK party politics 
because of the strictures of deficit discourse.

The intriguing question is why social democrats such as Ed Balls and 
Ed Miliband did not choose to mobilise the intellectual resources pre-
sented by IMF lines of interpretation. Instead, they accepted a deficit 
discourse which erroneously said both that nothing else could be done, 
and inaccurately accepted that New Labour profligacy pre-2008 was the 
source of the crisis. Credibility concerns seemed to prevent New Labour 
from articulating a different macroeconomic policy vision. It was left to 
the IMF, Simon Wren-Lewis, Jonathon Portes at NIESR and the like to 
do so in their stead.

The IMF were calling in 2014 for counter-cyclical public infrastruc-
ture investment. Meanwhile, Larry Summers was underlining the pros-
pects of secular stagnation and the need for bold macroeconomic policy 
activism to counter it. Yet it seemed that all those policy avenues were 
closed off to UK social democratic policy elites. They could not risk 
such policy positions for reasons of fiscal credibility, or so they seemed 
to think. To some degree, this same Labour deficit discourse of the 
Miliband/Balls era was perpetuated under Corbyn—who tried to incor-
porate Wren-Lewis into Labour’s economic policy team—only for him to 
depart, disaffected, soon afterwards. McDonald’s inexplicable and eco-
nomically illiterate selection of a ‘fiscal credibility lock’ as a major eco-
nomic policy commitment in 2016 was one root cause of the Oxford 
academic’s disquiet.
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The IMF and social democrats in this period were operating with 
palpably different conceptions of how much economic credibility the UK 
enjoyed, and what anchors it was tied to, and what space for growth- 
or redistribution-oriented policies it left. The IMF were in a way hark-
ing back to a watered down version of what used to be called Keynesian 
stabilisation policy, built on a critique of Say’s Law and the broader 
insight that if the market economy is not functioning well, ‘ways should 
be found through public agencies of correcting its outcomes’ (Gamble 
1990: 138). The IMF’s was a more international variant of Keynesianism 
than the post-war model—focused on the merits of internationally 
coordinated approaches to economic management. The Fund consist-
ently highlighted the folly of all advanced economies pursuing fiscal 
consolidation at once. This underlined their point that policies geared 
towards demand require international coordination to be effective. The 
IMF went out of its way from 2010 onwards to deride the stridently 
anti-Keynesian thinking of the ‘expansionary fiscal contraction’ theorists 
who had influenced George Osborne’s first budget in June 2010 (IMF 
2010). UK social democrats did not seize the opportunity to align with 
or draw succour from the reputable rehabilitation of Keynesian think-
ing. Neither was this in evidence in France, despite the attachment to 
Keynesian thought being deep within the contemporary PS.

Social Democracy and Methodological Nationalism:  
The French Example

One of the recurrent themes of this chapter is how methodological 
nationalism is hard-wired into social democratic thought and practice. 
The ‘problem’, from the point of view of thinking about the ideologi-
cal renewal of social democracy, is that social democrats took inspiration 
from a particularly national-level Keynesianism which reinforced their 
deeply embedded methodological nationalism. The kind of Keynesianism 
to which social democracy developed a strong attachment served to fur-
ther entrench rather than challenge the focus on the national economy 
and the nation-state as the scale of reforming activism. This did not pro-
vide the mental furniture necessary for social democracy to evolve its 
programmatic vision and find new ‘strategic amalgams’ through which 
to pursue its political aspirations in an increasingly globalising and inter-
nationalising economic order of the late twentieth and early twenty-first 
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century. The supranational Keynesianism of the Clearing Union which 
was central to Keynes’ own initial draft proposals at Bretton Woods was 
stillborn. Only a staunchly national version of Keynesian emerged in 
post-war Europe, and within the modus operandi of the Bretton Woods 
economic institutions, adjustment burdens fell on debtors, not creditors. 
The variant of Keynesian which was pursued was, accordingly, somewhat 
hollowed out (Best 2005). Thus, the ability to deliver on egalitarianism 
via Keynesian political economy was limited to a very small number of 
countries, and limited in how fully the strategy could be prosecuted in 
those few countries.

This deep-seated methodological nationalism, despite all the rhetor-
ical appeal to socialist internationalism, is one of the main reasons why 
French Socialists have failed to carve out a new and distinctive identity or 
programme since the Jospin era of the late 1990s and early 2000s. The 
Hollande quinquennat did not deliver a coherent vision, or even any new 
thinking about a new vision for French Socialism (Clift and McDaniel 
2017). The current and long-standing state of ideological stagnation 
within French Socialism reflects a broader condition of ideological flux 
and soul-searching within the European Left (Clift 2011). The reasons 
for this ideational inertia are manifold, too numerous to fully cover 
here, but in the French case, we highlight two powerful ideological 
legacies, the French Republican tradition, and the political economy of 
Keynesianism. This doctrinal baggage has arranged the PS’ mental fur-
niture in such a way as to make thorough-going revision within French 
Socialism difficult. Both these frames of reference weigh heavily on the 
ideological production of the party, establishing programmatic parame-
ters which successive leaders and party conference texts have not tran-
scended. Considering recent French Socialist discourse and practice, 
the lack of innovation in political and economic strategy is striking. 
Equally familiar is the unrealistic nature of many positions and proposals 
espoused by the French Socialists, especially when in opposition.

In France, methodological nationalism is so deeply entrenched 
partly because of French Socialism’s reliance for programmatic inspira-
tion on a particular reading of the French Republican tradition. What 
Jack Hayward calls the contested ‘normative legacy’ (2007) of the 
revolutionary decade of 1789–1799 has shaped French political ide-
ologies and state–society relations ever since. Within French Socialism 
throughout the twentieth and now into the twenty-first century, Jean 
Jaurès’ interpretation of the Republican tradition—notably his concept 
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of ‘la République Sociale’—has been powerfully influential. This saw 
1789 as but the first step towards a true republic, laying the political 
foundations, leaving French socialists the task of translating political 
equality (before the law) into a more thorough-going social equal-
ity (of condition). The role of the state, as the embodiment of the 
Republic, in this egalitarian mission was unquestioned, extending lib-
erty, fraternity and equality from the political domain to the social and 
production spheres. Thus the egalitarian element in French Socialism 
has always been couched in Republican terms, with a resultant statist 
approach not just to equality of opportunity but also to greater equality 
of material conditions. Within French Socialism, this particular brand 
of Republicanism still influences attitudes towards the institutions of 
the French State.

The new international economic context and the bruising lessons of 
periods in government in the last 35 years have made the socialists pain-
fully aware of the limits of the possible. From every corner, political pro-
jects were founded on the assumption that international competitiveness 
was a necessary precursor to socialist advance. This brought the tension 
between economic efficiency and social justice into sharp relief, yet the 
egalitarian commitments of the PS have had little revision or re-evaluation. 
Pursuing Socialist policies in an open economy in the late twentieth/early 
twenty-first century in a context of the advancing processes of globalisa-
tion has been shown to be an extremely difficult task.

French Socialist analysis of France’s economic problems, and in particu-
lar proposed solutions to long-standing high unemployment, has always 
had a distinctly Keynesian flavour. The focus is on boosting the purchasing 
power of the poorer members of society by attempting by various means, 
notably progressive taxation and wages policy, to redistribute wealth 
to them. This ‘crisis of under-consumption’ analysis is less pronounced 
today than in the national Keynesian heyday of the Mitterrand experiment 
between 1981 and 1983 (Hall 1986), but a broadly Keynesian vision still 
underpins French Socialist economic strategy and its critique of financiali-
sation and neoliberal capitalism (PS 2010b: 4–5, 23–24; Clift 2003a).

The PS has always appealed first and foremost to national-level 
Keynesianism, at times supplemented with a desire to reshape the 
European political economy (along with French lines) and infuse it with a 
Keynesian spirit. As the Mitterrand experiment demonstrated, national-level 
Keynesianism in an open economy is problematic. Nevertheless, the French 
Socialist international and European reform agenda has consistently sought 
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the reinvigoration of international Keynesianism, and the establishment of a 
‘New Bretton Woods’, as in their October 2010 convention text on a new 
International and European order (PS 2010a: 12–15). As a strategy for the 
renewal of the future of social democracy, the appeal for a New Bretton 
Woods lacks credibility because the international political economic condi-
tions have evolved to make such a scenario much less possible.

For all its commitment to internationalism and lengthy periods of 
reflection on international issues, the PS has never convincingly mounted 
a search for a way of living with capitalism that goes beyond the national 
level. It either calls for bold but unrealistic reforms to the UN or Bretton 
Woods institutions (in the French image), or it restates Tobin-tax-style 
proposals. The French Socialists have long clung to the notion that their 
Keynesian aspirations could be realised at the EU level (Clift 2003b; 
PS 2010a). Given German attachment to ordo-liberal principles, and 
its power within the Euro and processes of European construction, this 
was unrealistic. It was a very long shot even before the current fiscal 
crisis and sovereign debt concerns of the Eurozone. In its wake, where 
Schauble and Merkel have been the champions of European-wide auster-
ity for nearly a decade (Clift 2018: Ch. 5), it looks entirely fanciful.

The constant reference to the French Republican tradition explains 
another curious facet of French Socialist thinking. Despite a strong ide-
ological commitment to internationalism, written into the party’s stat-
utes and recent party texts, contemporary PS elites—like so many before 
them—offer a singularly France-centric account of the problems fac-
ing international society and possible solutions to them. PS internation-
alism always entails a Republican ‘civilising mission’ trying to make the 
rest of Europe, or the world, more like France. A recurrent theme within 
French Socialist discourse and texts is the unrealistic re-describing and 
re-imagining of the international and European order along very French 
lines. This is scarcely a viable, practicable or credible position from which 
to pursue an internationalist or internationalising agenda. Yet there is at 
best limited recognition of the collective action problems such a French 
vision faces in attempting to transform the European or wider interna-
tional political economy. Thus, for example, the French Socialist vision 
for ‘Social Europe’ remains very closely modelled on the PS’ own ideal-
ised self-image of French welfare institutions and labour market prac-
tices. French Socialists also seek to re-constitute European economic 
governance along the lines of an ‘economic government’—consistent with 
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the Republican statist tradition wherein state intervention in economic 
activity is the ‘guiding force’, providing capitalism with the necessary 
direction (Jospin 1995, 1999, 2001). Both have gone unrealised since the 
1980s because of the unenthusiastic responses of European partners.

These aspects of PS identity and thinking betray a methodological 
nationalism which is hard-wired into French Socialist, and more broadly 
into European social democratic, thought and action. This is amply illus-
trated in PS texts on the International and European order, and on ‘real 
equality’, adopted following its October and December 2010 conven-
tions (PS 2010a, b). This national perspective characterised the political 
economy of social democracy as a political movement throughout the 
twentieth century, but the failure to ‘move beyond the national’ in con-
vincing fashion is an important source of the problems facing social dem-
ocratic ideological renewal in the twenty-first century (see Gamble 2009; 
Ferrera 2005, 2009). These are but the French expressions of a wider 
problematic aspect of social democracy—how social democracy’s deep 
attachment to Keynesian political economic ideas (of the ‘Keynesianism 
in one country’ variety) reinforces methodological nationalism.

The Post-crash IMF and the Contingent Expansion 
of Policy Space

The somewhat surprising question the remainder of this chapter 
addresses is how far the IMF might offer intellectual resources which 
could help social democracy escape this methodologically nationalist 
impasse in seeking to develop a political economic strategy and vision for 
tackling inequality in the twenty-first century. Recent research has chal-
lenged totalising understandings of the IMF and its intellectual position, 
analysing how persuasive struggles play out amongst competing ‘subcul-
tures’ of economic thinking within the Fund, shaped by internal power 
relations (Chwieroth 2010; Ban 2015a, b; Clift 2018). This work finds 
Fund thinking to be less homogenous, more iterative, contingent and 
pragmatic than some earlier studies have implied (Blyth 2003; Grabel 
2003; Wade 2001; Peet 2009).

The interpretation of the IMF offered here challenges, advances 
and updates extant understandings of IMF economists’ shared beliefs, 
charting a revival of more Keynesian and market-sceptical ‘subcultures’ 
in the Fund, and their increased influence since 2008 (see Clift 2018).  
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It reveals the wide range of economic insights—including unconven-
tional elements—reconcilable to mainstream economic thought, and 
how this affords key IMF actors hitherto neglected scope to select 
and prioritise within this menu of respectable economic thinking. The 
Fund’s leading lights thought their Keynesian interpretation of the cri-
sis and appropriate responses—notably prioritising international coordi-
nation of demand-oriented macroeconomic policies—was right, and the 
more orthodox approaches of Germany and the ECB were misguided. 
The reinvigoration of the Fund’s Keynesian heritage in the context of 
the global financial crisis was in part motivated by its self-allocated role 
as a font of economic policy knowledge and by the Fund’s desire to be 
‘on the right side of history’ in the international economic policy debate. 
These dimensions of Fund policy commentary have gone under-reported 
and appreciated by scholars keen to critique the austerity-centric 
approach of the IMF (see, e.g., Stiglitz 2002; Webb 2000; Wade 2001). 
The Fund of the New Classical ‘silent revolution’ during the 1980s pri-
oritised low inflation and austerity as necessary preconditions for growth 
(Boughton 2001: 25–28; Babb and Buira 2005). By contrast, the post-
crash IMF took a more activist approach identifying supporting aggre-
gate demand through counter-cyclical policy, infrastructure investment 
and tackling inequality as key macroeconomic components of securing 
growth in advanced economies. In this way, it strayed further onto social 
democratic economic policy terrain than one might have anticipated.

The IMF was designed as part of the Bretton Woods plan to create 
domestic policy space to pursue objectives, even if at odds with inter-
national financial market integration (Ruggie 1982, 1983). The initial 
Bretton Woods settlement curtailed short-term capital flows to enhance 
policy autonomy, as Keynes put it ‘the whole management of the domes-
tic economy depends on being free to have the appropriate rate of 
interest without reference to the rate prevailing elsewhere in the world. 
Capital control is a corollary to this’ (1980: 148–149). Scholarship 
on the IMF of the Washington Consensus era critiqued the Fund for 
betraying these principles, curtailing policy autonomy and inducing 
countries to adjust to international economic conditions in ways which 
harmed the domestic economy (Davidson 2007: 93–103). As Thirkell-
White summarised this view in the early 2000s ‘many currently feel 
the IMF has reversed these priorities … attempts to push countries to 
adapt their social and political environments to suit market imperatives’ 
(Thirkell-White 2005: 7; Best 2003; Soederberg 2004). Unlike the 
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confining and restricting of policy space which Robert Wade and oth-
ers associate with an earlier phase of the Bretton Woods institutions’ 
interactions with developing economies (Wade 2003a, b), the post-crash 
construction and deployment of fiscal space involve the IMF seeking to 
expand the policy space for a select group of advanced economies.

The IMF, Fiscal Space and Tackling Inequality

Within the politics of austerity, the Fund has used its concept of fiscal 
space, which it had been developing since the mid-2000s, to couch and 
frame its policy narrative (Heller 2005; Ostry et al. 2010). Its impreci-
sion notwithstanding, fiscal space was crucially important in enabling the 
Fund to differentiate its policy message according to national conditions, 
trajectories and debt structures and maturities. The Fund’s social con-
struction of ‘sound’ economic policy was refracted through this prism. 
The fiscal space framing offered a licence for Fund staff and missions to 
adjust how, and how far, debt and deficit reduction should be priori-
tised over other objectives, such as boosting aggregate demand, securing 
growth and tackling inequality. Allied to this, following the global finan-
cial crash, there was an innovative reinterpretation of the IMF’s man-
date, wherein the concern with growth and stability has been extended. 
Specifically, the Fund directly linked inequality and iniquitous outcomes 
from macroeconomic policy to instability and to lower growth. Research 
found that higher inequality reduces the size and duration of growth 
spells (Berg and Ostry 2011). Senior Fund figures from the last two 
Managing Directors down identified inequality as ‘a macro-critical social 
indicator’ (IMF 2011).The Fund under Strauss-Kahn and then Lagarde 
shifted significantly to make tackling inequality a priority in terms of its 
commentary, policy advice, research and contributions to the interna-
tional economic policy debate.

Mainstream economics argues that the market determines the dis-
tributional outcomes of economic activity, and does not focus on the 
iniquitous effects of economic policy. Economists’ default eschewal of 
political or ethical commentary on questions of inequality only began 
to be countered some years after the global financial crash when Piketty 
(2014, 2015) and Stiglitz (2012, 2015) directly addressed this issue. In 
perhaps the most pointed use of fiscal space to counsel a policy change, 
Deputy Director of the Research Department Jonathan Ostry and col-
leagues brought together a range of IMF research and other work to 
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highlight the adverse effects of austerity on inequality, and through that 
on growth (Ostry et al. 2016: 38–39). The merits of neoliberalism, they 
noted, had been oversold. The effects of both fiscal consolidation and 
capital account liberalisation had contributed to rising inequality and 
were jeopardising a durable expansion. Highlighting an ‘adverse feed-
back loop’, and underscoring the non-linearities to which the post-crash 
Fund is increasingly attuned, the Fund’s critique of neoliberalism noted 
that higher inequality caused by ‘the neoliberal policy agenda’, both 
capital account liberalisation and austerity, can hurt the very growth the 
policies are designed to support. Linking the advice back to the Fund 
core mandate, Ostry, Berg and Tsangarides note ‘strong evidence that 
inequality can significantly lower both the level and the durability of 
growth’ (Ostry et al. 2014).

The IMF’s new focus on tackling inequality through macroeconomic 
policy as a way to secure economic growth and economic stability not only 
chimes with social democratic policy agendas but also offers an implicit cri-
tique of how fiscal consolidation has been pursued, mostly by Conservative 
and Christian Democrat governments, in certain advanced economies 
since the crash. This is why the Fund’s post-crash reinterpretation of its 
mandate to redefine certain economic policy issues as ‘macro-critical’, 
notably inequality, was of such high political salience (IMF 2011). The 
focus on inequality dovetails with work on fiscal multipliers to reinforce 
the case for targeting spending on lower earners, to get the greatest bang 
for buck in supporting economic activity in the face of a severe downturn. 
More broadly, it indicates a role for macroeconomic policy in managing 
aggregate demand to sustain a high level of employment in the economy, 
and is further testament to the renewed influence of Keynesian thinking 
(IMF 2013: 4).

As the Fund’s own research has recognised, fiscal consolidation leads to 
increased inequality (Ball et al. 2013; Furceri and Loungani 2013: 25–27; 
Woo et al. 2013). Thus the benefits of fiscal consolidation for the public 
finances need to be weighed against the costs in terms of iniquitous eco-
nomic and social outcomes, and potential damage to long-term growth. 
Moreover, leading Fund figures underlined, addressing equity and equal-
ity considerations was important in gaining social and political accept-
ance for fiscal adjustment measures which will take many years (Lipton 
2013). Although couched in the technocratic terms of the ‘optimal com-
position’ of fiscal consolidation, this was the IMF engaged in the politics 
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of economic ideas. Key players at the Fund sought to shift approaches to 
austerity, endeavouring to convince governments with fiscal space to alter 
the pace of adjustment to limit adverse effects on inequality, demand and 
growth. These were all part of the Fund’s contribution to the economic 
policy debate of the post-crash era for advanced economies.

In this way, the IMF’s critique of ‘the neoliberal agenda’ was an 
important intervention in the politics of austerity debates, much dis-
cussed in the Financial Times and selected broadsheets. Ostry et al. 
questioned the wisdom of prioritising both fiscal consolidation and pay-
ing down public debt in all cases. Ostry et al. argue that for countries 
with ‘ample fiscal space’ (such as the UK and Germany) focusing on 
growth, rather than paying down public debt, would make more eco-
nomic sense; ‘the need for consolidation in some countries does not mean 
all countries - at least in this case, caution about “one-size-fits-all” seems 
completely warranted’ (Ostry et al. 2016: 38–39). Countries with a 
strong track record of sound fiscal responsibility—enjoying fiscal space—
have ‘latitude’ not to cut productive spending or raise taxes when debt 
is high (Ostry et al. 2010, 2016; Ghosh et al. 2013). Those countries 
enjoying this ‘latitude’ should use it because the benefits of paying down 
the debt, even for countries with very high debt levels, are ‘remarkably 
small’. Indeed, the costs of paying down the debt ‘could be large, much 
larger than the benefit’ since cutting productive expenditure does exces-
sive harm to growth.

Thus slowly reducing high debt through growth makes more eco-
nomic sense than ‘deliberately running budgetary surpluses to reduce the 
debt’, and the IMF’s considered view is that ‘governments with ample 
fiscal space will do better by living with the debt’ (Ostry et al. 2016: 40). 
This view was directly counter to the standard ‘crisis of debt’ line ema-
nating from the German Government, and the UK Government between 
2010 and 2015. The costs of austerity (lower output and higher unem-
ployment) had been ‘underplayed’ and the benefits of countries with 
fiscal space focusing on growth to get high debt ratios to decline ‘organi-
cally’ had, Ostry et al. point out, been ‘underappreciated’.

On inequality, as with market instability, the Fund is camped out on 
unconventional territory. Most mainstream economists would leave dis-
tributional questions to the market, comforted by the presumption that 
‘a rising tide floats all boats’. The Fund, however, has deployed signifi-
cant resources in recent years working to address equity and inequality 



212   B. CLIFT

through the design of economic policy. This accentuated focus on 
inequality had a very specific relevance to the politics of austerity and the 
post-crash fiscal policy debate in advanced economies. A standard man-
tra of Lagarde as IMF Managing Director, like Strauss-Kahn before her, 
emphasised how fiscal policy needed to focus ‘not only on efficiency, but 
also on equity, particularly on fairness in sharing the burden of adjust-
ment, and on protecting the weak and vulnerable’ (Lagarde 2012). The 
Fund is wont to recommend tax rises and increasing the progressivity of 
income tax regimes in ways which seem beyond the pale, even for main-
stream left parties, in many national political discourses.

The post-crash Fund has made a series of such carefully calibrated 
interventions in the international economic policy debate to try and 
shift shared understandings of ‘sound’ economic policy. The direction of 
travel, during the protracted post-crisis recession in Europe, was towards 
a ‘less now, more later’ approach to fiscal consolidation for those coun-
tries enjoying the requisite fiscal space. The Fund raised concerns about 
adverse feedback loops (such as that between higher inequality and 
lower growth), and highlighted other nonlinear threats such as secular 
stagnation, deflation and hysteresis to strengthen their case (see Clift 
2018). Another aspect of Fund advocacy of activist fiscal policy which 
side-stepped some fiscally conservative objections was the call for public 
infrastructure investment which would pay for itself through its positive 
growth effects, thus bringing debt down (IMF 2014).

The post-crash evolutions in IMF understandings of markets and sta-
bility, and its approach to inequality took IMF commentary towards the 
terrain of social democracy. These were the kinds of themes and tropes 
of social democratic critique of financial capitalism expounded over many 
decades. The catalyst for both shifts was the global financial crash, and 
each is testament to a broader post-crash revisiting of IMF policy prem-
ises. The Fund has become more sceptical about the operation of financial 
markets and their relationship to economic stability. Official post-mortems 
on the Fund’s failure to anticipate the 2008 crisis identified a hitherto 
prevailing faith in unfettered market forces as an important causal factor 
(see Moschella 2011). For example, the Fund’s Independent Evaluation 
Office report on pre-crisis surveillance noted the dominant view amongst 
IMF staff ‘that market discipline and self-regulation would be sufficient 
to stave off serious problems in financial institutions’ and also unearthed 
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issues of confirmation bias (IEO 2011: 17) and a common belief in the 
‘presumed ability of financial innovations to remove risks off banks’ 
balance sheets’ such that ‘large financial institutions were in a strong 
position, and thereby, financial markets in advanced countries were fun-
damentally sound’ (IEO 2011: 7); ‘most staff saw financial markets as 
inherently stable’ (IEO 2011: 10). Fund commentary and research had 
never wholly brought into the infamous efficient market hypothesis (Fama 
1970), but Fund staff were too willing to trust market outcomes. After 
2008, the Fund became increasingly sceptical about financial markets and 
their properties, and IMF staff no longer presumed financial markets to 
be self-stabilising. Fund understandings of the nature and potential scale 
of market instabilities and systemic risks posed by fragile financial systems 
have evolved markedly.

The post-crash conjuncture appeared to be an ideal set of circum-
stances in which to use IMF positions and arguments to strengthen the 
economic credibility of the case for tackling inequality within capitalism. 
The Fund’s internationalised Keynesian case for demand-oriented inter-
national economic coordination called for a different approach to auster-
ity than that pursued by Conservatives and Christian Democrats in the 
UK, Germany and elsewhere after 2010. What is curious is that, both 
in the UK and France, social democrats did not pick up on or engage 
with the Fund overtures in ‘their’ direction. This is all the more sur-
prising because the IMF carries with it the possibility to convey eco-
nomic respectability and credibility upon the policy ideas it embraces. 
Historically, social democracy, especially when in government, has strug-
gled to maintain economic credibility with financial markets and others.

Conclusion

The methodological nationalism which characterised the political econ-
omy of social democracy as a political movement in the twentieth cen-
tury is a crucial source of the problems facing social democratic renewal 
today. There is a pressing need for a post-national social democracy, 
able to articulate an international vision for policy activism beyond the 
nation-state in ways more attuned to the complex economic interde-
pendence which characterises our world. Social democracy needs to par-
ticipate in the mapping out of a public sphere beyond the nation-state. 
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This could be built around externalities and the securing of global public 
goods. Yet cosmopolitan democratic thought—which entails a scaling 
up of traditional social democratic notions—indicates the paucity of 
thinking to date on this topic.

This chapter has taken a different route, but has sought to offer small 
steps towards a social democratic vision beyond the nation-state. It does 
this by asking how a confluence of interest in tackling inequality between 
Bretton Woods institutions and European social democracy changes the 
contours of progressive economic policy. The Fund of the new classical 
‘silent revolution’ during the 1980s prioritised low inflation and austerity 
as necessary preconditions for growth (Boughton 2001; Babb and Buira 
2005). By contrast, the post-crash Fund adopts a more activist, interna-
tionally Keynesian approach, which prioritises international economic 
coordination and identifies supporting aggregate demand through counter-
cyclical policy, infrastructure investment and tackling inequality as key 
macroeconomic components of securing growth in advanced economies. 
The Keynesian-sympathetic subculture within the Fund has been in the 
ascendancy since the crash—with influential interventions from key figures 
like Blanchard, Ostry and others making the case for using macroeconomic 
policy to tackle inequality and boost aggregate demand (Clift 2018). This 
was an opportunity to bask in the reflected economic credibility of the 
Fund’s surprisingly egalitarian policy positions.

Thus far bolstering social democratic economic policy credibility 
through alignment with the IMF on tackling inequality has been an 
opportunity not taken by British and French social democrats, as well 
as those elsewhere in Europe. One reason, perhaps, is that a reinvig-
oration of this variant of Keynesian thought, even in ways attuned to 
the need for international coordination, may not be sufficiently firm 
grounds on which to found a viable ‘post-national’ political economy 
of social democracy. Faced with today’s harsh global and European 
climate for social democracy, the French and wider European left 
arguably need to develop new and viable theories of intervention in 
the economy. Its governing philosophy needs to face up to the con-
temporary capitalist conditions, and set out novel rationales for and 
logics of intervention. This is the kind of thinking which has the 
potential to ‘post-nationalise’ social democracy, but the French 
Socialists, Labour and other social democrats find it very difficult—
because of their ideological and institutional legacies—to achieve that 
shift.
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