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Preface 

This is a book about the institutional foundations of global 
financial markets. The project began as my attempt to make sense of the 
ideas that helped to create and continue to sustain the contemporary era of 
globalization—first for my students, and then for myself. 

In the winter of 2000, during my first year as a professor, my students and 
I were discussing the devastating financial crisis that had swept across Asia 
during 1997 and 1998. Unlike its neighbors, the government of Malaysia re­
stricted the outflow of capital in September 1998 as part of its management 
of an apparently ongoing crisis. The reaction of the international financial 
community to the Malaysian capital controls was swift and severe. Echoing 
these sentiments, some of my students labeled the controls "unorthodox" 
and "heretical." Malaysia had violated the rules of globalization, but some 
of those rules were unwritten. Although members of the European Union 
(EU) and Organization for Economic Cooperation and Development (OECD) 
had legally renounced their right to regulate capital movements, Malaysia, a 
member of neither organization, had not. Such restrictions on the outflow 
of capital were generally understood in 1998 to be heretical, but orthodoxy 
had been determined in significant part by norms of appropriate policy prac­
tices and the collective expectations of market participants. 

The content of financial orthodoxy had shifted profoundly during the pre­
vious century more than once. During the 1940s capital controls were per­
fectly orthodox tools of macroeconomic management. And forty years before 
that, prior to the outbreak of World War I in 1914, capital controls had then 
been heretical. All of which left my class with an enormous, unanswered 
question: Why were capital controls heretical at the beginning of the twen­
tieth century, orthodox in the middle, and heretical again at the end? It 
seemed to me an important question then, and I had no compelling answer 
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for my students. In subsequent years the question increasingly seemed to 
me to be fundamental to our understanding of the history of capitalism. 

Although the question had not, to my knowledge, been formulated in 
quite this way before, the scholarly and popular literatures on financial 
globalization presented answers that constituted an emerging conventional 
wisdom. The United States generally was seen to have been instrumental 
in creating global finance; optimists congratulated liberal American poli­
cies, while skeptics lamented the coincidence of interests of Wall Street fi­
nancial firms and the U.S. Treasury. The rise of the Right in the United States 
and Europe—U.S. President Ronald Reagan and Britain's Prime Minister 
Margaret Thatcher, for example—was presumed to have led to the imple­
mentation of "neoliberal" policy ideas. The "neo-" modifier suggested a re­
naissance of the old, classical liberalism of the late nineteenth and early 
twentieth centuries. The most fervent believers in the efficiency of all mar­
kets assumed that scientific knowledge of the proven advantages of capital 
liberalization underpinned the move to global capital markets. And the end 
of systemwide fixed exchange rates during the early 1970s was often por­
trayed as an opportunity for governments to liberalize capital movements 
without giving up autonomy over their monetary policies. Besides, policy­
makers and scholars regularly announced, with equal amounts confidence 
and cliche, that capital controls "do not work," and so, of course, govern­
ments had liberalized. 

The obviousness and taken-for-grantedness of the conventional wisdom 
was impressive. I was personally impressed, and some version of that ac­
count guided my initial attempts to write an intellectual, legal, and political 
history of financial globalization. I certainly did not set out to turn the con­
ventional account very nearly on its head. Whereas I had sought to synthe­
size, instead I found over the course of my research that the prevailing 
understandings of the origins and institutional foundations of global finance 
were deeply problematic. A few of the big pieces of the story were just plain 
wrong. 

I set out to recover this recent history from the archival record and inter­
views with the policymakers and members of the private financial commu­
nity who had personally debated and created the most fundamental changes 
in the international financial architecture of the last quarter century. I as­
sumed that I would find ample evidence of American leadership, Wall Street's 
enthusiasm, the U.S. Treasury's guidance, Rightist politicians, and "neolib­
eral" economists and policymakers. I found nothing of the sort. 
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Instead, I discovered European leadership in writing the liberal rules of 
global finance, Wall Street's caution and skepticism, the U.S. Treasury's am­
bivalence, disillusioned but reenergized Leftist politicians, and organization-
building bureaucrats. The story that emerged from documents and personal 
interviews differed so profoundly from my initial premises that I struggled 
to make sense of what I interpreted as paradox and contradiction. I was re­
assured by the hope that my book had, in the words of Herman Melville, a 
"mighty theme," along with an intriguing question and a provocative an­
swer. Understanding the answer would take a long time, however. 

Finally, a fundamental distinction became clear to me. Under way was a 
contest between two competing visions for globalization. The American ap­
proach, shared by the private financial community and the Treasury, was of 
an ad hoc globalization of finance, emerging organically through the accu­
mulation of unilateral policymaking and bilateral negotiation. Ad hoc glob­
alization was to be governed primarily by U.S. firms and policymakers. The 
European—and especially the French—vision was, like the American, es­
sentially liberal, but even a liberal financial architecture would be managed 
by international organizations, each with powerful tools, a broad mandate, 
and the appropriate jurisdiction over member governments' policies. The 
Europeans sought to delegate to the European Commission, the Executive 
Board of the International Monetary Fund (IMF), and the OECD Secretariat 
and committees. U.S. policymakers and investors preferred to manage 
global finance on their own or delegate to American firms, Moody's and 
Standard & Poor's. This contest over the character of globalization—ad hoc 
or managed—continues today. And it helps to explain these paradoxes in 
the making of a liberal regime to govern global finance. 



CHAPTER 1 

Orthodoxy and Heresy 

II faut bien connaitre les prejuges de son siecle, afin de ne les 
choquer pas trop, ni trop les suivre. (It is necessary to understand 
the prejudices of one's time, in order not to offend, nor to follow, 
them too much.) 

—Charles-Louis de Secondat, Baron de Montesquieu 

The rise of global financial markets in the last decades of the 
twentieth century was premised on.one fundamental idea: that capital 
ought to flow across country borders with minimal restriction and regulation. 
Freedom for capital movements became the new orthodoxy. Any disputes 
were generally prejudged against governments and in favor of markets, the 
bearers of discipUne. The International Monetary Fund (IMF) began informally 
to promote capital liberalization. The rules of the European Union (EU) and 
the Organization for Economic Cooperation and Development (OECD) obliged 
members, the world's richest thirty or so countries, to allow virtually all 
cross-border flows of capital. By the end of the 1980s, global finance was 
built upon and maintained by formal institutional foundations. 

It was not always thus. Transactions routinely executed by bankers, 
managers, and investors during the 1990s—trading foreign stocks and bonds, 
borrowing in foreign currencies, for example—had been illegal in many 
countries only decades, and sometimes just a year or two, earlier. Circum­
venting such restrictions was possible, of course, but usually difficult and 
expensive. The rules of the international financial system written during the 
1940s and 1950s had been restrictive by design and doctrine. At that time 
members of the international financial community collectively shared a set 
of beliefs about the destabilizing consequences of short-term, speculative 
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capital flows, or "hot money," and the need for government autonomy from 
international financial markets.1 To regulate and control capital was then 
the prevailing orthodoxy. 

Subsequently, as the rules were liberalized, managers and investors en­
joyed an era of extraordinary freedom. All sorts of transactions flourished. 
Perhaps most emblematic was foreign exchange trading, necessary for many 
cross-border capital flows and essentially nonexistent in 1945. By 1973 the 
average daily turnover in foreign currency markets was $ 15 billion, then a 
nearly inconceivable sum. By 1998 $1.5 trillion changed hands each day in 
the markets. In 2004 the daily turnover was $1.9 trillion.2 

The current era of global finance and attendant norms of openness to in­
ternational capital are not without precedent, however. The heyday of the 
classical gold standard, circa 1870-1914, was similarly defined by liberal 
principle and practice. Policymakers understood that to restrict freedom of 
capital violated the rules, albeit unwritten, of the gold standard. Restrictions 
being neither normal nor legitimate, capital was as free to flow from one 
country to another as it has ever been. Economist and statesman John 
Maynard Keynes once evoked the ease and seeming naturalness of the age 
by describing a London investor who might, by telephone, "adventure his 
wealth" around the world, buying shares of firms or bonds of municipalities 
all while "sipping his morning tea in bed."3 

This thumbnail sketch of the history of capital controls suggests a number 
of important questions.4 How and why did the world shift from an ortho­
doxy of free capital movements in 1914 to an orthodoxy of capital controls 
in 1944 and then back again by 1994? How are such standards of appropri­
ate behavior codified and transmitted internationally? In this book I offer 
answers to these questions that diverge significantly from the scholarly lit­
erature on and conventional wisdom about the current era of globalization. 

Conventional accounts of the rise of a new era of global finance and a 
liberal regime to govern it are so widely credited that they constitute truisms 
and starting assumptions for many scholars and policymakers. While I ac­
knowledge substantial differences of emphasis, a synthesis would go some­
thing like this: The U.S. Treasury and Wall Street conceived and promoted a 
liberal regime for international finance because it served the interests of the 
United States. Ideological support for the movement away from regulation 
was provided by the rise of the Right and "neoliberalism." The accumulation 
of scientific findings that capital liberalization promotes growth, in some 
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versions of the "Washington Consensus," bolstered proponents' claims that 
a world of mobile capital would yield great benefits. Policymakers recog­
nized that in an age of rapid technological change and well-articulated fi­
nancial markets, capital controls "do not work." And governments were free 
to experiment with capital liberalization after the end of systemwide fixed 
exchange rates in 1971. 

Each element of this familiar story, albeit plausible, is also in some way 
problematic, and collectively they comprise a wholly inadequate account. 
The alternative I propose in this book, an account informed by heretofore 
unavailable primary documents and scores of interviews with the policy­
makers who enacted many of these changes, suggests that both scholarly 
and popular understandings of the origins and politics of financial globaliza­
tion should be significantly revised. 

The most important misconception of the conventional account concerns 
the role of the United States. Undoubtedly, the United States played an im­
portant role in the creation of a world of mobile capital, through its agents 
in international financial markets (the public one, the Treasury, and the pri­
vate one, Wall Street). Unilateral liberalization, bilateral pressure, crisis man­
agement, and massive flows of capital in both directions have put the country 
at the center of global finance. But neither the U.S. Treasury nor Wall Street 
has preferred or promoted multilateral, liberal rules for global finance. The 
U.S. approach to globalization has been neither organized nor rule-based, 
but rather ad hoc. 

European policymakers conceived and promoted the liberal rules that 
compose the international financial architecture. The most liberal rules in in­
ternational finance are those of the EU, and the United States was irrelevant 
to their construction. Nearly as liberal and almost as free of U.S. influence, 
the OECD's rules codifying the norm of capital mobility for developed coun­
tries mark another instance of European leadership and deliberate design. 
Europeans also conceived and embraced a proposal to codify in the IMF's 
charter a commitment to capital liberalization. The U.S. Treasury was indif­
ferent to such an amendment and Wall Street entirely hostile. While a num­
ber of Europeans—particularly the British, Germans, and Dutch—supported 
liberal rules for capital movements, three French policymakers in the EU, 
OECD, and IMF played crucial roles. The decisive confluence of worldviews 
was in Europe—in Brussels, London, Frankfurt, Amsterdam, and, most im­
portant, Paris. Europe did not merely acquiesce; Europe made financial glob-
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alization. Without an EU open to the world's financial markets—Europe's 
"open regionalism"-—this era of global finance could not have emerged.5 

The paradoxes do not end with the displacement of the United States by 
Europe in the story of the making of global finance. The disillusionment of 
the European Left, rather than the increasing power of the Right, led to the 
liberalization of capital movements in Europe, as well as to the codification 
of capital freedom in the rules of its common market. The Left was disillu­
sioned, most profoundly in France, by the recognition that in an age of 
interdependence capital controls constrained only the middle classes. So­
cialists came to believe that capital controls did not work to prevent the rich 
and well-connected from spiriting their funds out of the country, but that 
they worked all too well to lock up the bank accounts of their working- and 
middle-class constituents and voters. These processes took place in the ab­
sence of clear or systematic evidence that capital liberalization leads to im­
proved economic performance. And capital became most free, and the rules 
most liberal, in Europe, where governments had fixed the exchange rates of 
their currencies intermittently since the 1970s and did so permanently in 
1999 when the euro came into existence. 

My account of the emergence of the rules of global finance, counterintu­
itive in so many of its particulars, is based on these paradoxes. Refuting con­
ventional wisdom is a daunting task under any circumstances, but when the 
evidence so convincingly demands it, the creation of an alternate explana­
tion becomes a serious and necessary challenge. I resolve the paradoxes in 
this book by focusing on processes of social learning after financial crises, 
explaining the politics of international organizations, and demonstrating the 
consequences of codifying the boundaries of legitimate government policies. 
Most essential is to supplement the insights of the economists and political 
scientists who have written about the globalization of finance with the ana­
lytical tools of sociology and the perspective of history. 

The End of the First Globalization, 1914-1944 

The classical gold standard ushered in an era of unprecedented liberalism in 
the world economy. Although governments sometimes made exceptions 
and central banks often subtly manipulated the system, broadly speaking 
exchange rates were fixed, trade was free, and capital flowed smoothly from 
country to country. Even people moved across national borders with little 
interference. Firms and banks became multinational with relative ease. 
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Governments were insulated from societal demands to reduce interest rates 
to stimulate domestic economic activity, or to raise them to cool off an over­
heating economy. Monetary policy was instead geared toward maintaining 
the value of the currency in terms of gold. 

At the time these arrangements seemed natural. Keynes wrote eloquently 
of the sense of privilege a cosmopolitan enjoyed while traveling freely, and 
bearing gold and currency, across borders. Such a person, he observed, 

would consider himself greatly aggrieved and much surprised at the least 
interference. But, most important of all, he regarded this state of affairs as 
normal, certain, and permanent, except in the direction of further improve­
ment, and any deviation from it as aberrant, scandalous, and avoidable.6 

Consensus on the essential Tightness of the system was also extraordinar­
ily widespread. Few respectable policy makers, and fewer still serious econ­
omists, would have dared suggest that the gold standard and its informal, 
unwritten rules of fixed exchange rates and free capital flows were inappro­
priate or undesirable. Although the political Left in Europe would later 
acquire a reputation for economic irresponsibility, the consensus was shared 
across the political spectrum. The gold standard, the "money issue," was 
sacrosanct. The politics of the Right (associated with the orthodox econo­
mist David Ricardo) and the Left (symbolized by the Communist Karl Marx) 
had converged. "Where Ricardo and Marx were as one," Karl Polanyi wrote, 
"the nineteenth century knew not doubt."7 

The practice of capital freedom broke down before the principle. The out­
break of World War I in 1914 led the combatant governments to suspend 
the convertibility of their currencies into gold and, often, other currencies. 
Fixed exchange rates, international commerce, and cross-border investment 
collapsed—though only temporarily, most thought. In the early 1920s Eu­
ropean governments sought in vain to reestablish on the same principle the 
prewar system in political circumstances that were much changed. Europe's 
continental empires had disintegrated into successor states whose govern­
ments often carefully guarded their economic autonomy. The working classes, 
long disenfranchised, empowered the Left and politicized macroeconomic 
policymaking for the first time. Factories had been destroyed, public fi­
nances ruined, and currencies debauched throughout the continent. Ger­
many, severely punished by the economic and political terms of the Treaty 
of Versailles (1919), struggled to make a success of the fragile Weimar Re­
public. And the United States withdrew into isolation. Conditions could 
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hardly have been less conducive to the reconstruction of the liberal prewar 
order. 

The onset of the Great Depression in 1929 unraveled all the international 
links by which the world economy had once flourished. The decisive blow 
to the principle of capital freedom was the financial crisis of 1931-1933, 
which began in Austria in the spring of 1931 and spread throughout Europe. 
As the crisis threatened their banking systems and exchange-rate commit­
ments, governments throughout Europe again took recourse to their wartime 
capital controls. More important, the crisis, coming as it did at the end of a 
decade of unstable international currency markets and huge, rapid flows of 
capital from one country to another, undermined policymakers' trust in un­
regulated financial markets. If the financial crisis represented the discipline 
of the market, governments concluded that their financial punishments far 
exceeded their modest fiscal and monetary transgressions.8 

When U.S. and European policymakers began to debate the rules by 
which the international economy ought to be reconstructed, they agreed 
with their forebears that exchange rates should be fixed and trade free. Re­
garding capital, however, they would embrace a new principle. 

Embedding Liberalism, 1944-1961 

The postwar consensus on regulating capital was opposite the nineteenth 
century's validation of capital mobility. The newly formulated principle was 
to preserve the existence of markets by taming their social consequences, 
thereby preempting societal demands to destroy them altogether. Policymak­
ers were keenly aware that such demands had undermined international 
cooperation in trade and money during the 1920s and 1930s. John Gerard 
Ruggie describes this reconciliation of markets with the values of social com­
munity and domestic welfare as the "embedded liberalism compromise." 
Markets were to be "embedded" in social and political relations, rather than 
exist beyond them. Capital controls were understood to be essential to the 
success of embedded liberalism.9 Policymakers sought to encourage long-
term "productive" capital and regulate tightly short-term "speculative" capi­
tal. Short-term capital movements not only constrained the autonomy of 
governments, but also tended to be "disequilibrating," in the policy idiom of 
the time. Economists and policymakers also worried about "self-aggravating" 
flows of capital that could, even in a country without problematic funda-
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mentals, incite and exacerbate a financial crisis. Having emerged informally, 
this new consensus was at first, like its predecessor, unwritten. 

Policymakers then wrote the consensus into the institutional architecture 
of the international monetary system. The rules were codified in three in­
ternational organizations: the IMF, the European Community (EC), and the 
OECD. In each organization the debate about capital's freedom focused on 
the undesirability of "hot money" flows. The right of IMF, EC, and OECD 
members to regulate movements of capital, and especially short-term capi­
tal, across their borders was protected by the IMF's Articles of Agreement 
(1945), the EC's Treaty of Rome (1957), and the OECD's liberally named 
Code of Liberalization of Capital Movements (1961). 

Accompanying this legal right was the collective expectation that capital 
controls would be normal and legitimate for the foreseeable future.10 As 
Keynes, one of the authors of the IMF's Articles, explained with typical ele­
gance to the House of Lords: "Not merely as a feature of the transition, but 
as a permanent arrangement, the plan accords to every member govern­
ment the explicit right to control all capital movements. What used to be a 
heresy is now endorsed as orthodox."11 

Ad Hoc Globalization, 1961-1986 

During the 1960s managers, investors, and speculators creatively began to 
find their way around the myriad regulations designed to constrain their 
practices. Although some of this creativity expressed itself illegally through 
outright evasion, much of it took advantage of the invention of the Euro­
currency markets. Eurocurrency markets, ambiguously named, consisted 
of transactions based in currencies other than that of the host country. The 
quintessential Eurocurrency transaction was in London, where the market 
flourished most; Eurocurrencies were primarily Eurodollars. (So, for example, 
a German firm might issue dollar-denominated bonds in London.) 

The Eurocurrency markets burgeoned also because the U.K. government 
permitted them in London. Although the United Kingdom had at that time 
an extensive capital controls regime, the Eurocurrency markets were al­
lowed to operate almost completely without regulation. 

The U.S. government also tolerated that managers of multinational Amer­
ican firms were, by conducting transactions in the Eurocurrency markets, 
violating the spirit of U.S. capital controls. The United States instituted in 
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1963 the interest-equalization tax to eliminate the incentive to take advan­
tage of higher returns abroad. Along with voluntary controls on capital out­
flows, U.S. policy was designed in principle to avoid some of the transactions 
that occurred with increasing regularity through the 1960s.12 

The pace of financial internationalization increased over the course of the 
1960s. The Eurocurrency markets represented the ad hoc evolution of in­
ternational capital markets. The rules of the system remained nonliberal, 
and no sovereign state, or any international organization, stepped forward 
to govern global finance. These early indications of the direction of global­
ization emerged from the market participants with the tacit approval of the 
United States and the United Kingdom. Both governments came to embrace 
the globalization of finance not by reconsidering the multilateral rules, but 
by unilaterally liberalizing implicitly and explicitly.13 

The markets that resulted soon wrought havoc on the entire multilateral 
system of fixed exchange rates. The increasing ability of financial market 
participants to move from one country (and currency) to another was fun­
damentally incompatible with an international monetary system designed 
around fixed exchange rates and autonomy for central bankers to manage 
domestic interest rates. Although a concatenation of events ultimately un­
dermined the system of fixed exchange rates in August 1971, when the 
United States suspended the convertibility of dollars into gold, many fingers 
were pointed at the widely denounced "currency speculators." 

As the United States and the United Kingdom unilaterally liberalized cap­
ital flows during the middle and late 1970s, financial internationalization 
grew further. Even sovereign governments, for the first time since the 
1930s, began systematically to tap international financial markets—and par­
ticularly the vast U.S. investing public. 

Sovereign bond markets also evolved without a change in the formal 
rules of the system. Yet market participants quickly came to accept, even to 
acclaim, the authority of the credit-rating agencies, particularly Standard & 
Poor's (S&P) and Moody's, as judges of the creditworthiness of govern­
ments. The influence of S&P and Moody's derived in part from the informa­
tion content of their ratings, but also from the widespread incorporation of 
credit ratings into national financial regulations. The United States in partic­
ular effectively delegated regulatory responsibilities to the agencies by using 
their ratings as benchmarks for the public's exposure to credit risk. S&P's 
and Moody's sovereign ratings thus carry the force of law in the United 
States and, today, in many countries around the world. The agencies' sover-
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eign ratings, moreover, indirectly affect every other bond rating in the world 
because of the "sovereign ceiling": the agencies almost never rate a domes­
tic firm's foreign-currency debt higher than that of its government.14 

The rating agencies' interpretive frameworks—their sense of and attempt 
to mirror the prevailing orthodoxy of the markets—have significant conse­
quences, but their authority to govern international financial markets is not 
codified in any treaty or international agreement. By the middle of the 
1980s the rating agencies began to interpret capital controls as unorthodox 
and governments that employed them as riskier borrowers. S&P managers 
at the time wrote of the critical importance of a "country's degree of politi­
cal and economic integration with other 'Western' nations."15 S&P analysts 
observed that although developing countries have "extensive capital con­
trols," developed countries are more deeply integrated into international 
financial markets.16 Over time, and subtly, the emerging orthodoxy repre­
sented and reinforced by the rating agencies increasingly rejected capital 
controls and embraced liberalization. 

The dominance of S&P and Moody's epitomized this ad hoc globalization, 
an internationalized finance without multilateral rules.17 U.S. policymakers 
tended to welcome the growing influence of these distinctly American firms, 
empowered by U.S. laws, propagating and diffusing credit practices well 
suited to U.S. economic institutions and familiar to U.S. investors. But the 
United States had no intention of formalizing the role of these firms at the 
center of the international financial system, and no other countries formally 
agreed to their predominance. 

Rewriting the Rules, 1986-

Even as the legal rules of the system remained nonliberal for decades, a new 
era of global capital was in the making. By the middle of the 1980s, four 
states—the United States, the United Kingdom, Germany, and Japan—had 
liberalized capital flows across their borders. U.S., British, German, and 
Japanese banks and firms began to operate in financial markets that were 
no longer national, but also not yet global. 

The unwritten rules of the international monetary system continued to 
evolve. Policymakers and bankers within these four states began to antici­
pate an informal trend toward the liberalization of capital by other govern­
ments. International financial markets were growing beyond national laws 
and domestic social norms; the compromise of embedded liberalism was un-
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raveling.18 Capital controls, once orthodoxy, were, according to a growing 
number of policymakers, becoming heretical again.19 The internationaliza­
tion of finance proceeded, but unevenly. Most governments continued to 
restrict capital flows, and those that had liberalized were free to reverse 
course. 

Liberal Rules for European and Developed Countries 

Two of the formal institutions of the international monetary system were re­
made at the end of the 1980s. The only partially liberal rules of the EC and 
OECD, which had slowed the progress toward global financial markets, were 
revised to embrace a liberal financial system fully. By that time the EC's and 
OECD's rules obliged members to liberalize almost all foreign direct invest­
ment, but short-term, portfolio capital movements were still excluded. Hot 
money remained officially untrustworthy. 

Then a 1988 directive issued by the ministerial Council, Europe's main 
decision-making body, obliged EC members to remove all restrictions on the 
movement of capital among member states, as well as between members 
and nonmembers.20 France, Germany, and the European Commission were, 
as always, essential to this major new initiative in European integration. The 
French government had blocked every attempt to liberalize capital within 
Europe for more than twenty years. Without a reversal of the French posi­
tion the directive would have been impossible. 

Not only were French Socialists disillusioned with the perverse distribu­
tional consequences of capital controls that no longer constrained the rich, 
but they also came to recognize that monetary union promised greater in­
fluence for France in a European economy dominated by the German mark 
and central bank. In the place of a Bundesbank governed by a dozen German 
central bankers the French envisioned a European central bank governed by 
a dozen European policymakers, of whom only one would be German and 
at least one would be French. The former French finance minister Jacques 
Delors, in concert with a number of other French policymakers, "decided 
that it would be better to live in an EMU zone than in a Deutsche mark 
zone."21 

The Germans, for their part, had long sought to make capital liberalization 
central to the European project. Europe's drive toward capital freedom 
constituted a quid pro quo: French acceptance of capital freedom for the 
German promise of monetary union. The Germans also insisted on the er^a 
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omnes principle for European capital liberalization: all capital flows, no mat­
ter the source or direction, would have to be liberalized.22 The erga omnes 
principle, according to Bundesbank President Karl Otto Pohl, "was ab­
solutely a prerequisite for monetary union. Germany never would have 
agreed to a single currency area with the possibility of capital controls on 
third countries."23 For German policymakers the principle of erga omnes was 
connected to their commitment to the absolute depoliticization of money, 
which in turn was based on their interpretation of the practice of capital 
controls during the 1930s and 1940s.24 Full convertibility removes the 
temptation, and the possibility, for authorities to serve "other political aims" 
by influencing the monetary system.25 

This bargain between France and Germany was conceived and brokered 
in Brussels, the home of the European Commission. Two French policy­
makers—Delors, then president of the Commission, and his chief of staff 
Pascal Lamy—played decisive roles in the codification of the norm of capital 
mobility in Europe. Not only did Delors and Lamy propose the plan for cap­
ital liberalization and monetary union, but the French government would 
never have agreed to the bargain without the knowledge that Delors him­
self, a prominent French Socialist, had weighed the trade-offs. Brussels thus 
became the source of the most liberal set of multilateral rules of interna­
tional finance ever written. The financial integration of Europe entailed, as 
a matter of European law, Europe's embrace of the internationalization of 
finance. 

In 1989 the OECD's Code of Liberalization of Capital Movements, which 
had previously excluded short-term capital flows, was amended to oblige 
members to liberalize virtually all capital movements. As had been true for 
the EC in 1988, the amendment became possible only when the French 
government dropped its opposition to such a sweeping legal obligation to 
liberalize. Another French policymaker and Socialist, Henri Chavranski, was 
essential to the emergent consensus. Chavranski chaired during the critical 
years between 1982 and 1994 the OECD's Committee on Capital Move­
ments and Invisible Transactions (CMIT), which oversaw amendments to 
and members' compliance with the Code of Liberalization. The United 
States, as an OECD member, was involved in these negotiations, but the 
impetus again had come from European policymakers, particularly French, 
German, Dutch, and British. 

For EC and OECD states such as Germany and the United Kingdom these 
new rules merely codified an obligation to continue to be liberal, a sort of 
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ratification of choices their leaders had already made. But it took several 
years of entreaties and demands from Brussels and Paris to coax other states 
such as Italy and Greece to catch up to their peers. 

The new rules exerted their most profound effect in negotiations with 
prospective members. The privileges of membership being contingent on 
meeting the liberal standards articulated in the rules, the six countries that 
joined the OECD between 1994 and 2000 and the ten that joined Europe 
(renamed the European Union by the 1991 Maastricht Treaty) in 2004 lib­
eralized capital flows quickly and comprehensively. In 2005 the liberal rules 
of the EU and OECD governed some 70 to 80 percent of the world's capital 
flows, which were concentrated among these organizations' overlapping 
memberships of, respectively, twenty-five and thirty countries. Global fi­
nance had become an affair primarily of rich countries.26 

Liberal Rules for All? 

The last nonliberal rule was potentially the most consequential for patterns 
of openness and closure in international finance. The IMF's Articles of 
Agreement apply to nearly every sovereign state in the world, 184 in all. 
The Articles endow the IMF with a legal mandate to promote trade, but not 
capital liberalization, and although the Fund has jurisdiction over the cur­
rent account restrictions imposed by its members, it has no jurisdiction over 
their capital controls.27 By the early 1990s the Fund had begun informally 
to promote capital liberalization, though it did not have the policy tools to 
oblige member governments to liberalize.28 

In the middle of the 1990s IMF management proposed and actively 
promoted an amendment to the articles conceived to transform the IMF's 
formal role in global capital markets. Ultimately the proposal would fail. 
Two fundamental and distinct changes were envisioned. First, the IMF was 
to be endowed with a new purpose: to promote the liberalization of capital 
flows. Listing capital account liberalization among its official purposes would 
have enabled the Fund, for the first time in its history, to include capital lib­
eralization in the conditions attached to its loans. Second, the IMF was to 
assume jurisdiction over the international financial regulations of its mem­
bers, which were, as a general rule, to be prohibited from imposing restric­
tions on capital movements without Fund approval. 

IMF management, following the lead of Managing Director Michel 
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Camdessus, another French policymaker, conceived and promoted the pro­
posal. European executive directors of the Fund were the amendment's 
most enthusiastic proponents. Camdessus and other policymakers within 
the Fund were most responsible for the organization's embrace of capital lib­
eralization as a practice and the amendment as a legal rule. With no incen­
tive to take responsibility for the failed initiative, Camdessus, along with others 
involved, continues to insist that the idea to amend the Articles "came from 
within the Fund."29 

This finding contrasts sharply with the view widely held among scholars 
and policymakers that the U.S. Treasury and Wall Street financial firms, the 
"Wall Street-Treasury Complex," proposed and embraced the capital account 
amendment.30 There is, remarkably, almost no evidence to support this con­
ventional wisdom. Instead, I show that Treasury policymakers were at best 
indifferent to the capital liberalization amendment, and some senior officials 
even opposed its progress. Wall Street was unambiguously against the amend­
ment. The only decisive American influence on the process came when the 
U.S. Congress eventually, and single-handedly, defeated the proposal. 

The proposal to amend the IMF's Articles generated enormous contro­
versy both within and without the organization, in part because the stakes 
were so high. Still, many supporters of the amendment believed this funda­
mental revision of the rules of the system to be imminent during the sum­
mer of 1997. The financial crisis that swept across Asia and beyond that very 
summer dealt the proposal, albeit indirectly, a fatal blow. Although IMF 
management never officially abandoned the proposal, by the spring of 1999 
it was clear that the Articles would not be amended. IMF members, at least 
those not also members of the EU or OECD, remained free to regulate in­
ternational capital movements as they wished. 

Resolving the Paradoxes of Globalization 

Why did Leftist French policymakers, and not the U.S. Treasury and Wall 
Street financial firms, seek to codify the norm of capital mobility in the 
world's most influential international organizations? "There is a paradox," 
observes Lamy, "of the French role in globalization. There is an obvious 
difference between the traditional French view on the freedom of capital 
movements and the fact that French policymakers played crucial roles in 
promoting the liberalization of capital in the EC, OECD, and IMF."31 Al-
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though it has not yet been satisfactorily answered by scholars, this question 
is less paradoxical than it at first appears. 

Managed Globalization 

These French policymakers, as well as many other Europeans, have since 
the late 1980s sought to foster "managed globalization"—a mondialisation 
maitrisee}2 Writing the rules of global finance has necessarily entailed strength­
ening the organizations of which the rules are a part. According to the doc­
trine of managed globalization, the organizations—the EU, OECD, and 
IMF—that oversee the rules ought to consist of bureaucracies that are au­
tonomous from the demands of member governments.33 

Although these international organizations had been at the center of the 
world economy when it was reconstructed during the 1940s and 1950s, the 
process of ad hoc globalization had enhanced the influence of multinational 
firms and banks, as well as the U.S. Treasury. The international financial 
regime came to be governed less by multilateral legal rules and more by the 
informal practices and coordination among private financial firms and cen­
tral banks. The increasing relevance of the Bank for International Settle­
ments (BIS), which represented a more incremental, central-bank centered 
evolution of the regime, mirrored the diminishing influence of the IMF as 
the manager of intergovernmental rules.34 

The European policymakers who held leadership positions in Europe, the 
OECD, and the IMF—Delors, Chavranski, and Camdessus among them— 
sought to make their organizations more relevant to the process of global­
ization by codifying their jurisdiction over their members' capital controls. 
Through these international organizations and their rules, French and 
European policymakers might thereby gain more influence over global 
finance. Observes Lamy, "One resolution of this paradox is the French ap­
proach to the problem of liberalization: If you liberalize, you must organize."35 

The liberal rules of the international financial regime were constructed 
not to limit the interventions of individual governments but to build the 
capacity of international organizations. Those organizations could then 
supersede the authority of the capital markets' most powerful states, Germany 
and the United States. 

The indifference of the U.S. Treasury and opposition of Wall Street to the 
codification of a liberal regime for global finance are, when seen from this 
perspective, more easily understood. Both the Treasury and Wall Street gen-
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erally favored liberalization and the internationalization of finance. But U.S. 
policymakers and bankers recognized, as did many Europeans, that the cod­
ification of a liberal regime would increase the influence of international or­
ganizations and their bureaucracies. The proposed amendment to the IMF's 
Articles elicited representative responses. Former U.S. Treasury Secretary 
Lawrence Summers called the proposal "a bureaucratic imperative" for the 
Fund.36 Reflecting the sentiment of much of Wall Street, The Banker de­
scribed the amendment as a "Machiavellian device by Camdessus and his 
lieutenants to wrest back from the market place some of the power it has 
lost as the principal force in world financial markets."37 Although the Fund 
is often construed to have bailed out private financial interests in crises, 
those same bankers do not, in general, trust the Fund. 

Indeed, in retrospect it is surprising that so many observers thought that 
the U.S. Treasury or Wall Street would push to codify the norm of capital 
mobility in a way that would empower international organizations.38 These 
are straightforward power politics, as rational and self-interested as can be.39 

The U.S. Treasury already effectively governs global finance; it requires little 
assistance from the European Commission, the CMIT, or IMF management, 
and with respect to the latter two, has little incentive to delegate to them. 
The U.S. government was comfortable delegating only to private firms: 
Moody's and S&P. U.S. banks and financial firms are interested not in world­
wide capital mobility, but in access to a handful of emerging markets, access 
they can, in general, acquire without the liberalizing efforts of policymakers 
such as Delors, Chavranski, or Camdessus. A recent series of bilateral treaties 
with countries such as Singapore and Chile is representative of the ability of 
the U.S. financial community to achieve its goals of access to major emerg­
ing markets without the efforts of international organizations.40 

The Idiosyncrasies of Organization Building 

The content of the intergovernmental bargains that promised to strengthen 
the European Commission, CMIT, and IMF as organizations and bureaucra­
cies also reflected idiosyncratic politics. The single European capital market 
envisioned by policymakers in Paris and by the Delors Commission in Brussels 
was not necessarily open to the rest of the world. Even U.K. negotiators, 
who favored European financial integration, preferred to retain the option 
of Europe-wide capital controls vis-a-vis third countries as a means to in­
crease Europe's leverage in global financial markets. 
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The German insistence on the erga omnes principle was firm, however. 
Without financial integration the French could not make progress toward 
monetary union, one of the ultimate goals. The French government and the 
Delors Commission acceded to German demands and based Europe's capital 
liberalization on the principle of freedom of movement to and from all 
countries. With regard to capital, at least, European integration was equiva­
lent to globalization, and subsequent enlargements of the EU have expanded 
the scope of nearly absolute freedom of movement for capital. 

Liberalism and the Left 

For many European policymakers on the Left, their governments' embrace 
of capital liberalization represented more than expedience or institutional 
necessity. Important decision makers within the French Left in particular 
had by the middle of the 1980s come to interpret capital controls primarily 
as a policy tool that subordinated the middle classes, rather than the tradi­
tional means to restrain and tax capital to redistribute wealth and stimulate 
economic growth. 

The French experience with controls to curb capital flight following the 
election to president of Socialist Francois Mitterrand profoundly influenced 
Delors, Chavranski, and Camdessus (all three in the Mitterrand government 
at the time), as well as many others on the Left. The capital controls seemed 
to produce perverse distributional consequences: the rich and well-connected 
removed their money from France, and the middle class remained con­
strained by controls. "The Left's embrace of liberalization was similar to its 
fight against inflation," argues Lamy. "Eventually we recognized that it was 
the middle classes that bore the burden of regulation most, as they did with 
inflation."41 Unable to control the rich, the French Left was "obliged to lib­
erate the rest."42 Many scholars would take issue with Lamy's characteriza­
tion of the effects of both inflation and capital controls, but this is how 
policymakers of the French Left interpreted their recent past, and their in­
terpretations guided later decisions. 

Although it is often casually asserted that capital controls "do not work," 
few scholars have explored precisely how they did not work and why their 
ineffectiveness might matter politically.43 The diminishing effectiveness of 
capital controls became politically salient, but not because bankers and 
managers demanded liberation from unwieldy regulations. Their liberation 
was already substantial, if still incomplete and full of nuisance. Rather, some 
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policymakers on the Left in Europe liberalized on behalf of their middle 
classes. Such were the lessons learned by the Left during the era of ad hoc 
globalization. 

Finally, policymakers, politicians, and scholars sometimes have attributed 
financial globalization to the ascendance of neoliberal economic ideas that 
propose to empower markets and constrain government discretion. Such 
neoliberal ideas are most commonly associated with policymakers and 
politicians of the Right.44 These ideas were important because they became 
part of the context of choice faced by governments during the 1980s and 
1990s, and therefore they facilitated the deliberate liberalization of capital. 
This effect was indirect, however. The story of the rise of neoliberalism is, on 
its own, incomplete, but it complements the account presented in this book. 
These ideas were put into practice most often and comprehensively by the 
Left, whose political logic continues to diverge from that of the neoliberal 
politicians of the Right. To the extent that neoliberalism affected the emer­
gence of a liberal regime to govern global finance, that process was not 
based on the decisions of identifiably neoliberal policymakers or Rightist 
politicians. A subtle and complex transformation was at work. 

Constitutive Norms and Market Expectations 

The sociological analysis I present in this book also complements the con­
clusion, reached by economists and political scientists, that capital regula­
tions and liberalizations are signals interpreted by financial markets. Market 
participants, in this way of thinking, infer meanings from policies. Capital 
liberalizations are interpreted as positive signals, while capital controls are 
negative signals.45 If these market expectations and inferences could be 
treated exclusively as fixed parameters, we might not need to delve further 
into the social environment of the financial markets.46 

These expectations and inferences are not parametric, however. In, say, 
1958 capital controls signaled neither heresy nor even unfriendliness to 
financial markets. By 1998, however, capital controls apparently signaled 
poor international financial citizenship. The capital account regulations 
themselves were objectively identical during the 1950s and 1990s, and yet 
international organizations, ministries of finance, credit-rating agencies, fi­
nancial journalists, bankers, and managers drew different inferences from 
their implementation.47 

International organizations affected the international financial system 
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through mechanisms that are at once regulative (rationalist) and constitu­
tive (constructivist or sociological). Once the norm of capital mobility was 
codified in Europe and the OECD, the European Commission and the CMIT 
monitored the compliance of members, thereby helping to regulate and 
constrain their behavior.48 International organizations also influenced the 
social context of the international financial system by fixing the meanings 
of capital controls as policy tools, defining for their members the range of 
legitimate policies, and disseminating the new orthodoxy of freedom of 
movement for capital.49 

The liberal rules of the EU and OECD defined the economic policy 
"scripts" members were supposed to follow.50 The EU delineated the bound­
aries of legitimate policies enacted by "European" states; OECD rules consti­
tuted the policy practices of "developed" states. These scripts articulated the 
obligation of European and developed states to permit capital to move 
freely. Because these rules define the policy practices that lead members to 
recognize what constitutes appropriate behavior on the part of other gov­
ernments, the EU and OECD also informed the expectations of the financial 
markets. The EU and OECD codified the norm of capital mobility and 
thereby hardened it into a new orthodoxy. 

The EU and OECD then became teachers of their norms and rules, and 
during the 1990s the organizations found eager pupils among the countries 
seeking to join their organizations. The real and symbolic benefits of mem­
bership encouraged aspiring members to embrace the respective rules, in­
cluding capital liberalization, often without questioning the content of the 
constitutive rules that would ensure their recognition as "European" and 
"developed." A Czech central bank official recalls that central and east Eu­
ropean governments competed during the early 1990s to be "the best pupil 
of the developed market economies."51 This competition was also apparent 
from Brussels, where one Commission negotiator remarked on prospective 
members' "eagerness to be perceived as right up to European standards for 
openness to capital movements."52 The countries that joined the OECD and 
EU readily embraced the script of capital liberalization. Although the Com­
mission and CMIT were enthusiastic proponents of the script, neither could 
force acceptance of their rules; they merely enforced and interpreted the 
rules to which members had already agreed.53 
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Outline of the Book 

In Chapter 2 I develop further arguments about the causes and conse­
quences of liberal rules for the international financial regime. An important 
conclusion emerging from my evaluation of the alternate arguments and 
the conventional wisdom is that an analytical framework informed by social 
constructivism proves essential to a coherent narrative of the emergence of 
the current era of global finance. In this chapter I also challenge a variety of 
alternate arguments for the emergence of liberal rules in the international 
financial system, including those that emphasize: the U.S. Treasury and Wall 
Street; the rise of neoliberalism and the Right in the United States and Eu­
rope; the accumulation of scientific knowledge of the benefits of capital lib­
eralization; the end of systemwide fixed exchange rates; and technological 
and other changes that altered the balance of power between governments 
and financial markets. 

Many of these complementary arguments emphasize how the balance of 
power shifted away from governments and toward financial markets. Fi­
nancial markets seem to have been enabled by successive trends in the in­
ternational economy. But trends that enable capital mobility are not the same 
as, nor do they inexorably lead to, rules that oblige governments further to 
liberalize capital. Although we now know a great deal about the process and 
politics of financial internationalization, critical parts of the story remain to 
be told. 

In Chapter 3 I describe the place of capital controls in the compromise of 
embedded liberalism during the 1940s and 1950s. Drawing on archival and 
secondary sources, I show how the policymakers who negotiated the IMF's 
Articles of Agreement, Europe's Treaty of Rome, and the OECD's Code of 
Liberalization of Capital Movements sought to distinguish between "pro­
ductive" long-term capital and "speculative" short-term capital movements. 
For each organization the problem of controlling hot money was paramount. 
The necessity of regulating short-term capital movements was doctrinal and 
practical. 

Next I trace the evolution of the informal practices and formal rules of Eu­
rope (Chapter 4), the OECD (Chapter 5), and the IMF (Chapter 6). Each 
organization faced a critical moment during which the bureaucracies of 
the organizations and representatives of some member countries sought to 
transform fundamentally the nonliberal rules regarding capital controls. 
These three chapters are based on evidence drawn from recently released 
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archival documents, as well as from interviews conducted between 2002 
and 2005 with policymakers situated in the three organizations and eight 
member countries, as well as representatives of private financial firms (see 
Appendix). 

A book about the evolution of worldviews necessarily engages with the 
producers and consumers of those ideas, and I have sought to do so directly. 
Whenever possible I have corroborated the accounts of interviewees with 
primary documents, contemporary media reports, and the accounts of other 
interviewees. Only in a few cases have I been forced to rely completely on 
the admittedly imperfect (and potentially self-serving) recall of one or two 
individuals for the narratives presented in these chapters. Although I recog­
nize the drawbacks of relying on the testimony of the principals involved in 
these politics, no superior means of discussing these important moments in 
recent economic and political history has yet become available. In any event, 
these additions to the existing evidence will contribute to our understand­
ing of developments as witnessed and influenced by these individuals. 

After the case studies of the three organizations in Chapters 4 through 6, 
I attempt in Chapter 7 to describe the evolution of the informal norms of the 
international financial system by tracing the doctrines and practices of 
Moody's and S&P. For this chapter I rely on the content of the rating agen­
cies' official primers on sovereign rating and a number of sovereign rating 
reports published between the early 1980s and the end of the 1990s, as well 
as on a handful of interviews conducted with Moody's and S&P managers 
and analysts. 

In Chapter 8 I argue that the financial crisis of 1997-1999 exerted, indi­
rectly and directly, an enormous influence on the three international orga­
nizations and the credit-rating agencies. Much as the financial crisis of 1931 
became a touchstone for debates about the regulation of international capi­
tal flows, so, too, has the financial crisis that erupted in Thailand in the 
middle of 1997, spread to Russia during the summer of 1998, and culmi­
nated in Brazil in January 1999. 

The organizations and firms that comprise the international financial 
community appear to have reconsidered the benefits, risks, and institutional 
preconditions of capital liberalization.54 The credit-rating agencies, for their 
part, have emerged as purveyors of caution in the developing world, em­
phasizing the risks of liberalization and praising the use of controls by coun­
tries with weak domestic financial systems, such as China and India. The 
OECD's CMIT softened its demands that prospective members liberalize cap-
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ital flows quickly and comprehensively. The proposed amendment to the 
IMF's Articles was dealt a fatal blow by the crisis, and IMF staff became re­
luctant to encourage members to liberalize. When the Slovak Republic joined 
the OECD in 2000, for example, Elena Kohutikova of the central bank was 
surprised at how profoundly the message from the international financial 
community had changed: 

After the crises of 1997 and 1998 the OECD, IMF, and U.S. Treasury en­
couraged us to slow down our liberalization of short-term capital flows. 
There was a change in the knowledge base. The dangers of short-term cap­
ital flows were recognized more clearly. The shift in sentiment was remark­
able: at first it was, "You do have to do everything immediately." Then it 
became, "You have to do everything step by step, and please be careful 
about short-term capital movements."55 

The autumn of 1998 was, in a sense, the high point of the norm and the 
attempt to codify the rule of capital mobility for all countries. The orthodoxy 
of capital's freedom was undermined everywhere except in the EU, primar­
ily because the codified norm of capital liberalization for European states is 
literally not open to interpretation or discussion. The EU, unlike the OECD 
and IMF, is not the home of experts and their fluid wisdom; the EU is the 
home of rules. The entire process of European integration through evolving 
rules enforced by the Commission is built around the idea that it is effective 
to bureaucratize difficult issues. Few issues in the history of European inte­
gration were as difficult as the liberalization of capital movements, but it is 
now settled definitively. Voices of caution emanate from New York, Wash­
ington, and Paris. Only in Brussels does the codification of the norm of cap­
ital mobility remain complete and secure from the skepticism that followed 
the financial crisis of 1997-1999. The emergence of a liberal regime for 
global finance is not best understood as a conspiracy, and much less as one 
orchestrated by U.S. policymakers and bankers. The most influential plot­
ters were French socialists, German central bankers, and European bureau­
crats. 

I conclude with a reflection on the process of interpreting financial crises 
and their influence on policy orthodoxy and the practices of firms, govern­
ments, and international organizations. The lessons of financial crises are 
not self-evident; they are subject to interpretation and debate.56 These in­
terpretations evolve with the passage of time. Just as Milton Friedman ar­
gued during the early 1950s that the policymakers and economists of the 
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1940s had overreacted to the crises of the 1930s, soon there may be those 
who argue that the Asian financial crisis did not warrant a renewed skepti­
cism of international capital flows.57 In the first years since the most recent 
crisis, however, with the havoc wrought still fresh in the minds of policy­
makers, a consensus of caution prevails. Each generation forgets the lessons 
of the last and renews its awareness of the risks on the occasion of an inter­
national financial crisis.58 What appear to be permanent orthodoxies about 
capital movements are not permanent at all. 



CHAPTER 2 

The Rules of Global Finance: 
Causes and Consequences 

For it is impossible for any one to begin to learn what he thinks he 
already knows. 

—Epictetus 

The ad hoc globalization of finance came into being, incre­
mentally and haphazardly, as the result of a series of unilateral decisions 
by a handful of countries, particularly the United States and the United 
Kingdom, between the middle of the 1960s and the end of the 1980s. The 
extraordinary influence of credit-rating agencies on sovereign borrowers 
was emblematic of ad hoc globalization. 

By the late 1980s, global finance had increasingly become a system of lib­
eral rules. The OECD and EU are constituted in part by rules that oblige 
members to liberalize capital flows across their borders. In practice, the lib­
eral rules of the OECD and EU apply to some 70 to 80 percent of the world's 
cross-border finance, which flows primarily from rich countries to other rich 
countries. In 1998 the IMF nearly adopted a similar liberal rule for its 184 
members. Had it passed, this rule would have governed the capital account 
regulations of nearly every sovereign government in the world according to 
the norm of capital mobility. 

In this chapter, I recover the origins of the rules of global finance and ex­
plain the consequences. For the case of the IMF, I focus on the politics of the 
proposal to amend the organization's Articles of Agreement as a source of 
evidence for some of the larger debates about the causes of global finance 
and a liberal regime to govern it. 

23 
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Causes 

The scholarly literature on the internationalization of capital has grown 
large, and rightly so given the importance of the topic. The arguments and 
findings of this book require, however, several significant revisions to the con­
ventional wisdom about the political economy of the rise of global capital 
markets. 

First, although the United States promoted globalization, it did so unilat­
erally and bilaterally; the United States neither proposed nor enthusiasti­
cally endorsed the attempts to codify the norm of capital mobility within 
international organizations. The newly liberal rules of the globalization of 
finance were written in Europe by Europeans who shared a consensus that 
favored liberalization. 

Second, although the rhetoric of the European Left during the past two 
decades has largely emphasized their capitulation to the forces of global cap­
ital, politicians and parties of the Left throughout Europe in fact embraced— 
for diverse reasons, to be sure—liberal rules for capital flows. 

Third, in their explanations for change within the international financial 
system, scholars and policymakers have tended to focus on a variety of changes 
that enabled capital to become more mobile: the advance of knowledge that 
capital liberalization is simply prudent, growth-oriented policy, bolstered by 
the common refrain that capital controls "do not work"; the end of sys-
temwide fixed exchange rates; and competitive deregulation, a sort of race 
to the bottom (or top, if one is a banker or executive who prefers financial 
deregulation). An element of truth abides in each of these stories, and in the 
aggregate these influences have enabled capital to become more mobile. 
They are, as Beth Simmons argues, complementary explanations for the 
internationalization of capital.1 But each of these accounts is also factually 
problematic. None does much to explain the fundamental change in the 
legitimacy and the signaling content of capital controls, nor do they help ex­
plain the efforts of European policymakers to codify the norm of capital 
mobility. 

American Hegemony and the French Paradox 

The United States lies at the center of the international financial system, and 
scholars and policymakers regularly attribute the norms and rules of that 
system to the exercise of American power. The U.S. Treasury is generally 
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characterized as the country's public agent, while powerful Wall Street fi­
nancial firms and banks are seen as the private expression of American in­
fluence. Because the current era of global finance has greatly favored U.S. 
strategic and economic interests, the Treasury and Wall Street have wel­
comed its arrival. But the role of American leadership in its formation is 
another question entirely. 

The widely held belief that attributes the system to U.S. hegemony and 
design comes from two intellectual traditions. The power politics of Realism, 
some suggest, naturally led the United States to promote capital liberaliza­
tion. And the narrow material interests identified by neo-Marxism connect 
the preferences of the private financial community with the country's broader 
"national interest."2 The coincidence of public and private preferences need 
not indicate conspiratorial design.3 Scholars, without reviewing the histori­
cal record, have taken for granted an American leadership role in the evo­
lution of the system simply because the system benefits the United States. 
Indeed, as my investigation of the primary archival sources demonstrates, 
the "Wall Street-Treasury Complex" is a largely passive beneficiary of a lib­
eral regime brought into being by forces elsewhere in the world. 

The argument linking U.S. hegemony to the emergence of a liberal inter­
national financial system is suspect on both empirical and theoretical 
grounds. The most important liberal rules of the system are those of the EU 
and OECD. The empirical record simply does not support the claim that the 
United States exerted much influence on the processes that created those 
rules. The United States was irrelevant to the creation of European rules and 
largely indifferent to the codification of the norm of capital mobility within 
the OECD. 

Observers have particularly presumed an aggressively liberalizing U.S. finan­
cial hegemony behind the proposal to amend the IMF's Articles of Agree­
ment in the late 1990s. With different mixes of Realist and neo-Marxist 
logics, scholars such as Jagdish Bhagwati and Robert Wade argued that the 
U.S. Treasury and Wall Street financial interests promoted the Fund's em­
brace of capital liberalization in doctrine and law. Nearly all scholars of glob­
alization maintain that the policy consensus that favored capital's freedom 
profoundly influenced the process of liberalization. Bhagwati, Wade, and 
many others have pointed to the consensus that emerged in New York and 
Washington, D.C. 

Bhagwati writes that the IMF "has been relentlessly propelled" by the 
convergence of preferences of Wall Street and the U.S. Treasury "toward 
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embracing the goal of capital account convertibility."4 Wade and Frank Ven-
eroso specifically add the Fund to Bhagwati's formulation, thus referring to 
the "Wall Street-Treasury-IMF complex." Wade and Veneroso also argue 
that the power of the U.S. Congress helps to underpin this network.5 They 
argue that the U.S. and U.K. treasuries are "behind this campaign by the 
Fund," primarily because the United States "has a powerful national inter­
est in establishing the free movement of capital worldwide." The U.S. Trea­
sury, according to Wade and Veneroso, eventually recognized that those 
"goals could be advanced more effectively through the IMF by revising the 
Articles of Agreement." And for its part, "Wall Street wants capital account 
opening world-wide, and hence supports revision of the IMF's Articles of 
Agreement."6 

Scant empirical evidence exists, however, to support these arguments.7 

The archival and recent historical records suggest that the politics of the IMF 
amendment differed from these conventional accounts of American domi­
nance. The U.S. Treasury emerges as neither originator nor promoter of the 
amendment. Some senior Treasury officials were indifferent, while others 
were outright opposed. The private financial community strongly and pub­
licly opposed the amendment as well. And the U.S. Congress was ultimately 
responsible for the proposal's demise. It may be useful for some empirical 
questions to specify a Wall Street-Treasury complex, but understanding the 
politics of the international financial system and the evolution of its rules is 
not one of them. 

This is not to deny the large influence of the United States within the 
Fund or the veracity of a handful of accounts describing the relationships 
between the IMF and member countries in which U.S. interests played a de­
cisive role.8 But it simply does not follow that the United States also would 
have sought to empower the Fund, an organization that tended to serve the 
country's needs just as it was. 

Thus, I do not conclude that the power politics of Realism are irrelevant 
to understanding the U.S. approach to the evolution of the international 
financial system. Those power politics have not yet been correctly derived 
and specified. The dominant approach of U.S. policymakers and private 
financial interests has been primarily bilateral and unilateral, and this makes 
sense from a Realist, rationalist perspective. Neither the U.S. government 
nor the private financial community has sought to empower international 
organizations, and, given their status and position in the world, it is difficult 
to discern why they would want to do so. The U.S. Treasury is already cen-
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tral to global finance. Private bankers and investors already have access to 
the most important and profitable emerging markets in the world. They 
have never expressed an interest in, nor have they promoted, literally 
worldwide capital mobility. Practical thinkers always, bankers and investors 
have repeatedly witnessed how countries that are not prepared safely to 
embrace full capital mobility experienced crises. Those crises evidenced a 
tendency to spread, sometimes to the very emerging markets that were the 
object of American bankers' and investors' concerns. 

Given the extraordinary success of the U.S. Treasury and the American 
private financial community in achieving their goals by unilateral action 
and in bilateral negotiations, the assumption that in the 1980s and 1990s 
they preferred to empower, and delegate to, international organizations is 
less than convincing. Those international organizations are, after all, run by 
bureaucracies and officials, frequently European, who have envisioned the 
creation of a very different organization of global finance. From the per­
spective of pure power politics, U.S. policymakers, bankers, and investors 
had every reason to welcome ad hoc globalization. Although the United 
States has promoted capital liberalization, it has done so unilaterally and bi­
laterally, and almost never multilaterally.9 Rather than seeing the IMF as its 
agent, U.S. Treasury officials frequently understood the Fund as a rival to 
their own centrality in the international financial system.10 

Whereas the U.S. approach to globalization has been ad hoc, European 
policymakers, particularly those situated in the EU, OECD, and IMF, have 
sought to organize and institutionalize global finance. The codified rules 
that European policymakers promoted were still liberal, however. EU and 
OECD rules may build the influence and capacity of those organizations by 
giving them jurisdiction over members' capital accounts, but those rules also 
promote liberalization, as the IMF amendment would have. The Europeans 
were not dragged along by the Americans toward a future of global capital. 
To the contrary, the Europeans led the way toward a liberal regime for global 
finance by creating the most consequential rules of the system. The Euro­
peans' "open regionalism" made the current era of globalization possible.11 

Among these European policymakers, a handful of French civil ser­
vants—Jacques Delors as President of the European Gommission, Henri 
Chavranski as Chair of the OECD Committee on Capital Movements and 
Invisible Transactions, and Michel Camdessus as Managing Director of the 
IMF—stand out in two respects. First, they represented the emergent French 
foreign policy doctrine of "managed globalization." Second, they played— 
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apparently paradoxically—critical roles in conceiving and promoting newly 
liberal rules for the EC, OECD, and IME12 

All the more paradoxical is that Delors had been, and still is, one of the 
most influential members of the French Socialist Party. Delors was the ar­
chitect of French rigueur, the macroeconomic austerity that followed crisis 
in the early 1980s, and the catalyst of the party's rethinking of its approach 
to finance. Although neither had been involved in French party politics, 
Chavranski (a member of the Socialist Party) and Camdessus (a Social 
Christian) had both made their marks as civil servants in the Treasury under 
Socialist President Francois Mitterrand, who appointed Camdessus as Gov­
ernor of the Banque de France. This was a moment, in other words, when 
the views of the French Left and Right on capital liberalization were indis­
tinguishable. The broader social phenomenon in France became known as 
la pensee unique, an economic orthodoxy embraced across the political spec­
trum. 

The institutional consequences of this paradoxical Left-Right consensus 
on capital reverberate across the world, yet its origins remain poorly under­
stood. My resolution of this French paradox is premised on three themes 
that run through the stories of the EC, OECD, and IMF. First, France has dis­
played a consistent approach to the liberal imperatives of globalization: 
"managing" globalization with formal rules, even if such rules are essen­
tially liberal. The French foreign policy establishment has conceived the 
notion and associated doctrine of mondialisation maitrisee, or "managed glob­
alization."13 The French vision of ruling globalization contrasts starkly with 
ad hoc globalization of the sort that the United States, as well as the United 
Kingdom, has nurtured. 

Second, of these episodes of rule creation the most decisive was the liber­
alization of capital movements in Europe. The rewriting of the EC's rules to 
favor capital freedom was based as well on an idiosyncratic logic: the French 
accepted capital liberalization because it was part of the European project. 
Europe's drive toward capital freedom, in the eyes of some observers, con­
stituted a French quid pro quo with the Germans, who had long sought such 
a rule: capital freedom for the promise of monetary union. The result was 
profoundly important, for the EU ended up with the most liberal rules imag­
inable: members were obliged to liberate all capital flows, no matter the 
source or direction. 

Third, the influence of Delors, Chavranski, and Camdessus was, more 
broadly, the achievement of a vocal minority within the French policy es-
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tablishment that saw ostensibly liberal policies as instruments for social pur­
poses. Delors reflects: 

Historically there has always been a minority position in France that views 
inflation as the most damaging for the long-term health of the economy: 
undermining the value of the currency, tempting capital to flee, and hurt­
ing the poor and middle classes. This minority position can be traced back 
even to [Charles] de Gaulle and [Jacques] Rueff, and more recently a mi­
nority in the Left and in the Christian Democrats. This minority has always 
sought to modernize France: to stabilize the currency, to fight inflation, and 
to promote healthy growth and employment. And it happened that this mi­
nority won in France during the 1980s. It was a long and difficult struggle.14 

For this minority, which came to power from the Left in the 1980s, the 
Mitterrand-era capital controls produced perverse distributional conse­
quences: the rich and well-connected spirited their money out of France, 
and the middle class remained constrained by controls. Although the distri­
butional goals of the Left had not changed, the world had. And the new 
world of internationalized financial markets meant that capital controls, 
long one of the Left's tools for macroeconomic management on behalf of the 
working and middle classes, no longer empowered labor and the intelli­
gentsia. Indeed, from this perspective, they had the opposite effect. Capital 
controls that constituted a mere nuisance for the rich had become a veritable 
prison for everyone else. Unable to control the rich, the French Left decided 
to free everyone else. "We recognized, at last," Chavranski recalls, "that in an 
age of interdependence capital would find a way to free itself, and we were 
obliged to liberate the rest."15 

This modernizing and liberalizing minority of policymakers in the French 
Treasury and Banque de France won the day in Paris when the country fell 
into crisis during the 1980s. The march of capital mobility spread beyond 
France when they left the government and brought their influence to the 
international organizations that govern globalization. Once there, they pro­
ceeded to generalize for the wider world the policies that they had chosen 
for France. "There was no plan, however, to liberalize capital in all interna­
tional organizations," reflects Delors. "It was not a conspiracy. Those of us in 
that modernizing minority shared a common doctrine, and when we were 
placed in the organizations we continued to promote our doctrine."16 

Hubert Vedrine, one of France's most influential thinkers on international 
affairs, suggests: "France will share in the adventure of globalization, which 
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will also be marked by France. Our entire foreign policy is built around this 
idea."17 The French mark on globalization is nowhere clearer than in the 
international financial system, where France has taken the lead in devising 
and writing its rules. The French formulation of rules for capital liberaliza­
tion was, critically, focused on exactly that: rules, and the organization that 
was to follow. Pascal Lamy puts it thus: "In Europe, at that time, the French 
vision succeeded: it was liberalization combined with organization. The sto­
ries of the IMF and OECD are similar: these were attempts to liberalize and 
organize simultaneously."18 

The kind of globalization that the French fear—uncontrolled, ad hoc, 
without rules—is precisely the globalization the United States has nurtured. 
"If there is no system," observes Lamy, "with rules that constrain all states, 
then we have a problem."19 Owing to the overwhelming U.S. dominance in 
international financial markets, neither the U.S. Treasury nor Wall Street 
has perceived any need to write rules that might ultimately constrain them 
as well. Most of what either the largest financial institutions or the Treasury 
secretary would like to accomplish requires the resources of only the United 
States, and not the EU, OECD, or IMF. Certainly, neither Wall Street nor the 
U.S. Treasury has evidenced a compelling need to have Delors, Chavranski, 
or Camdessus advocate liberalization on their behalf. Absent French rule­
making, U.S. unilateral and bilateral policymaking would not have yielded 
anything like the global system we have now. 

Thus, the U.S. approach to ad hoc globalization, befitting a hyperpower 
with narrow economic ambitions, stands in marked contrast to the French 
approach to "managed globalization," a strategy befitting a middle power 
with global ambitions to influence international politics and economics by 
putting rules and organizations, rather than American power, at the center 
of the system. 

Still, the French doctrine of managed globalization requires significantly 
more explication, for most of the rhetoric about managed globalization em­
phasizes the need for more regulation, not more liberalization.20 The rules 
that French policymakers helped to write would indeed empower interna­
tional organizations by giving them jurisdiction over members' capital ac­
count policies. But the proposals for these liberal rules also promised to give 
those organizations a mission to encourage, sometimes by obligation and at 
other times by persuasion, more liberalization. With regard to the rules of 
global finance, then, the specific content of the French doctrine was au­
thored by policymakers of the Left who had embraced capital liberalization 
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as a process of removing the unattractive distributional consequences of 
leaky capital controls. 

Neoliberalism and the European Left 

Ideological change was part of the evolution of the international financial 
system, and explanations based on such change are complementary to my 
own. The rise of neoliberalism during the 1970s and 1980s in the United 
States, United Kingdom, and the rest of Europe altered the approach that 
developed countries took with regard to their capital accounts and the orga­
nizations of which they were members.21 

Although much has been made of the rise of neoliberalism, the role of the 
French and European Left in creating globalization suggests a need for a 
more nuanced understanding of the role of ideology in the diffusion of lib­
eral policy practices. To be sure, neoliberalism did change the character of 
the policy debate. During the 1970s and 1980s, and associated with the rise 
of Margaret Thatcher in Britain and Ronald Reagan in the United States, a 
new policy consensus that differed from the embedded liberal compromise 
of the 1940s emerged. Neoliberalism became ideologically dominant through­
out the OECD and the EU. The OECD's Pierre Poret, for example, describes 
a "new era in policy attitudes" in the 1980s: 

The priority objectives ascribed to monetary policies in OECD countries 
converged towards achieving long-term price stability, and, to this end, 
building up credibility-enhancing mechanisms. Capital controls, which had 
in the past aimed at preserving the ability of monetary policy to exploit a 
possible trade-off between inflation and unemployment, did not fit into this 
new policy paradigm and risked to distract the authorities from the essen­
tial task of maintaining sound and credible economic policies.22 

Of the EU, political scientist Kathleen McNamara writes, "A neo-liberal 
policy consensus that elevated the pursuit of low inflation over growth or 
employment took hold among political elites" throughout Europe. Capital 
controls, moreover, "run directly counter to the ideology of neo-liberalism."23 

Neoliberalism altered fundamentally how policymakers understood their 
options, primarily by offering a ready and coherent alternative paradigm to 
the perceived failure of the Keynesian model. Neoliberal ideas influenced 
policymakers throughout the developed and developing worlds.24 

But neoliberalism is, on its own, insufficient as an explanation for the 
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evolution of the rules governing capital in international organizations. It 
would deprive the word of all meaning to insist that France's Socialist Party, 
Delors, Chavranski, Camdessus, and the other authors of the liberal rules of 
global capital were "neoliberals," and that the label offers sufficient insight 
into the choices they made. The formulation of these rules was driven nei­
ther by professional economists nor by policymakers trained in U.S.-style 
economics, neoliberal or otherwise. There is more to the story of how the 
formal rules of globalization were written. 

The liberal internationalism of the Left during the 1980s was not histori­
cally unique in France, or even unusual in comparative context. It has a 
historical parallel in the first era of globalization, which lasted roughly from 
1880 until 1914. The modern French Left argued that workers abroad would 
improve their standard of living through trade. Political considerations also 
informed the Left's internationalism. "For the Left to realize its domestic 
political objectives," Suzanne Berger writes, "it needed to sustain a broad 
Republican coalition, and it understood that the platform on which such a 
coalition could be constructed required anti-protectionism and embrace of an 
open international economy."25 Indeed, it is a remarkable fact of our era that 
programs of market-oriented reforms have been implemented much more 
frequently by putatively left-wing governments than by those on the right.26 

Scientific Progress and Social Learning 

The trade-offs associated with liberating or regulating capital flows are, ar­
guably, as difficult to manage as any in macroeconomic policymaking. The 
decision to liberalize international capital flows must take account of poten­
tial benefits and risks.27 Many of the benefits are straightforward. By liberal­
izing, countries increase their access to foreign private capital. Capital mobility 
facilitates an efficient global allocation of savings, thereby fostering eco­
nomic growth and welfare around the world. Residents are offered the op­
portunity to earn higher risk-adjusted returns on their savings. A country's 
financial sector may increase its competitiveness, as well as attractiveness, to 
investors. Many economists and policymakers argue, finally, that financial 
markets impose a useful discipline on macroeconomic policymaking. 

The risks of liberalization have worried policymakers for more than a cen­
tury. Financial markets are more susceptible than goods markets to crises 
because of asymmetric or imperfect information that might elicit herd be­
havior among market participants. Moreover, being subject to wide swings 
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in market sentiment unrelated to market fundamentals leaves financial 
markets susceptible to crises that take the form of self-fulfilling prophesies 
on the part of market participants.28 Liberalization thus increases the risk 
that a country will experience a financial crisis and makes a country more 
vulnerable to contagion from other countries' crises. Excessive inflows of 
capital can distort domestic asset prices and thereby introduce inefficiencies. 
Domestic financial sectors, if they lack the appropriate institutional frame­
work, may be weakened rather than strengthened. Finally, liberalization's 
most worrisome result from a government's point of view is the attendant 
obligation to submit to financial-market discipline. In other words, a gov­
ernment that liberalizes capital flows reduces the policy options available to 
it, particularly if the exchange rate is fixed. 

Economists and political scientists have generated a sophisticated scholarly 
debate on the balance between the benefits and risks of capital liberalization 
that continues today and is unlikely ever to reach a definitive resolution. 
One critical question for this book is: Was the policy consensus that favored 
liberalization—the consensus that provided the intellectual justification for 
new rules in the EC, OECD, and IMF—based on the evidence produced by 
scholars that the benefits exceeded the risks? If so, we could then conclude 
that policymakers chose to liberate capital because they saw that doing so 
simply makes good economic sense. We would have a case where scientific 
knowledge—Reason, in short—determined outcomes in international 
politics.29 

The short answer to this question is: No. Scientific knowledge did not cre­
ate the consensus. The policy consensus of the 1980s and early 1990s did 
not emerge from the accumulation of evidence that capital liberalization 
promotes economic growth, or that the benefits of liberalization systemati­
cally outweigh its risks. Such evidence did not exist then, nor does it exist 
now.30 The evidence generated by scores of econometric studies was mixed, 
even contradictory. The masterly historical synthesis produced by Maurice 
Obstfeld and Alan Taylor reports that no definitive conclusion can be reached: 
"Can the benefits and costs of global capital markets be neatly summarized 
and quantified? The historical record indicates the very contingent nature of 
any attempt to do so. Some countries have flourished upon financial open­
ing, others have suffered disaster."31 The economics profession had not 
reached an evidence-based, scientific consensus that policymakers adopted 
for a liberalizing agenda. 

To the contrary, one of the arguments in favor of the proposed IMF 
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amendment made by then-First Deputy Managing Director Stanley Fischer 
was motivated not by knowledge but by the lack of knowledge. Fischer saw 
not knowing as a compelling reason for the Fund itself to create a more in­
formed understanding of capital liberalization. The Fund would achieve this 
understanding by gaining jurisdiction over capital and acquiring a mandate 
to promote its liberalization. In the Fund, evidence did not drive the agenda; 
if anything, the lack of evidence lent a sense of urgency to create and insti­
tutionalize knowledge. "The difference between the analytic understanding 
of capital- versus current-account restrictions is striking," argued Fischer in 
defense of the amendment. "The economics profession knows a great deal 
about current-account liberalization, its desirability, and effective ways of 
liberalizing. It knows far less about capital-account liberalization. It is time 
to bring order to both thinking and policy on the capital account."32 

Some years and dozens of studies later, the evidence is still wanting.33 The 
last major study composed of cross-country regressions with indices of cap­
ital account openness (which are widely perceived to be problematic) has 
probably now been written by Kenneth Rogoff and his team in the IMF's 
Department of Research. Beginning with the theoretical models of the 
mechanisms that link capital account liberalization to economic growth, 
Rogoff and his team concluded: "A systematic examination of the evidence, 
however, suggests that it is difficult to establish a strong causal relationship. 
In other words, if financial integration has a positive effect on growth, there 
is as yet no clear and robust empirical proof that the effect is quantitatively 
significant."34 

Rather than supporting the policy consensus, the econometric results of prom­
inent, policy-oriented economists have begun to undermine an ambitious 
liberalizing agenda within international organizations. As Barry Eichengreen 
observes, "Given the breadth of support commanded by this synthesis, the 
lack of empirical substantiation of its fundamental tenets is worrisome in­
deed. If the evidence is really not there, then it is high time to rethink the 
conventional wisdom."35 

The End of Fixed Exchange Rates 

Another explanation for the rise of global capital holds that the end of the 
Bretton Woods fixed-exchange-rate system in the early 1970s undermined 
part of the rationale for capital controls: without an explicit obligation to 
maintain a specific exchange rate, governments could in principle liberalize 
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capital flows without undermining their policy autonomy.36 The end of sys-
temwide fixed exchange rates encouraged governments to experiment with 
capital liberalization. In practice, however, exchange-rate policy did not change 
dramatically. Recent reevaluations of the modern history of exchange-rate 
management suggest that the early 1970s was not such a watershed. More 
than half the exchange rate arrangements commonly understood to have 
been "managed floating" were de facto pegs, crawling pegs, or narrow bands.37 

Perhaps more important, generalized floating as a phenomenon does little 
to explain the rise of obligations to liberalize capital in international organi­
zations. 

Indeed, it was in Europe that the movement toward full capital mobility 
during the 1980s and early 1990s was most thorough, and it was in Europe 
that the first truly liberal rules for capital flows were written. Yet many Eu­
ropean countries had begun to cooperate in exchange-rate management 
immediately after the Bretton Woods system collapsed. European countries 
fixed their currencies' values to one another first in the so-called Snake, 
then in the European Monetary System (EMS), culminating in a monetary 
union. Certainly the Europeans did not liberate capital because they had 
given up on fixed exchange rates. 

Thus, it was not the elimination of exchange rate commitments that al­
lowed countries to liberalize capital and conduct an autonomous monetary 
policy. Even more consequential changes in the practice of macroeconomic 
policymaking were under way. 

Capital Controls "Do Not Work" 

Policymakers and economists sometimes observe that capital was liberalized 
simply because capital controls had become too porous. Capital controls, as 
is so often said, "do not work" to constrain ever more mobile capital.38 To be 
sure, over time three important changes in the world economy undermined 
the effectiveness of controls. At the end of the war in 1945 most countries 
maintained trade as well as capital restrictions. The return to convertibility 
for trade transactions at the end of the 1950s afforded opportunities to 
evade capital account restrictions by, for example, overinvoicing imports or 
underinvoicing exports.39 Scholars have also argued that technological 
change and financial innovation altered the costs and benefits of capital 
controls. Capital controls, Eichengreen reports, "may have become less at­
tractive because information and communications technologies have grown 
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more sophisticated, rendering controls more porous and their effective ap­
plication more distortionary."40 Financial market innovation, in derivatives 
in particular, made capital controls easier to circumvent. Additionally, once 
many countries had liberalized capital flows, it became increasingly difficult 
for any individual country to regulate capital unilaterally. Closely related to 
a decreasing ability to restrict outflows of capital was an increasing need to 
attract investors: governments seeking to attract increasingly mobile capital 
were obliged, according to this argument, to liberalize so as not to lose out 
to other, more liberal, and presumably more attractive, locations for portfo­
lio investment.41 

These complementary arguments emphasize how the balance of power 
shifted away from governments and toward financial markets. Financial 
markets seem to have been enabled by successive trends in the international 
economy, each of which compounded the effects of the preceding. But 
trends that enable capital mobility are not the same as, nor do they inex­
orably lead to, rules that oblige governments further to liberalize capital. As 
the three episodes of French policymakers' writing the liberal rules for in­
ternational organizations reveal, an important motivation of the French Left 
was to counteract the distributional consequences of ineffective capital con­
trols. The diminishing effectiveness of capital controls thus became politi­
cally salient and did indeed drive the creation of a more liberal international 
monetary system, though not for the reasons that many economists and pol­
icymakers have assumed. More important, none of these arguments helps 
to explain how newly liberal rules reinforced the trend toward capital mo­
bility and obliged governments not to reverse course. The sources and ef­
fects of the rules of capital require further explanation. 

Consequences 

The international institutions, without which finance could not have been 
internationalized, consist of both formal, written rules and informal, un­
written rules. The formal rules of international institutions are often, though 
not always, interpreted and applied by the bureaucracies of international or­
ganizations. The informal rules of international institutions, in contrast, are 
social norms that emerge from the interactions among governments, firms, 
and international organizations. 

International institutions, and the organizations associated with them, ex­
ert a number of distinct influences on governments and markets.42 Institu-
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tions and organizations regulate and constrain behavior by monitoring the 
compliance of governments with their formal commitments, by providing 
information about compliance to other governments, and by proposing or 
introducing punishments and rewards. This conceptualization of the effects 
of institutions, with its origins in economics, focuses on how they reduce 
transaction costs.43 The OECD's CMIT oversaw the Code of Liberalization; 
the European Commission ensured compliance first with the capital liberal­
ization directive and then with the Maastricht Treaty; and IMF staff under­
took surveillance of members' macroeconomic policies. Meanwhile, the credit 
rating firms Moody's and Standard & Poor's, with increasing formality and 
quasi-public authority, monitored governments' policies and articulated 
their perceived implications for sovereign risk, on behalf of financial mar­
kets and regulators alike. 

Institutions and organizations also constitute state identities and define 
the boundaries of legitimate policies.44 The formal rules of organizations 
specify members' obligations, and the rules thereby define the policy prac­
tices that lead other members to recognize what constitutes appropriate be­
havior on the part of other governments. The rules of the OECD constitute 
the policy practices of "developed" states, just as the rules of the EU define 
the boundaries of legitimate policies enacted by "European" states. "Sociol­
ogy's core insight," observes Frank Dobbin, "is that individuals behave 
according to scripts that are tied to social roles. Those scripts are called 
conventions at the collective level and cognitive schemas at the individual 
level."45 The codification of the norm of capital mobility in the OECD and 
EU changed the scripts for "developed" and "European" states: those two 
scripts articulate an obligation to permit capital to move freely, as well as an 
intellectual justification for such a policy. 

The sociological approach to institutions emphasizes that they are, in the 
words of Iain Johnston, "social environments" composed of collective un­
derstandings, knowledge and information sharing, and fora for learning 
among policymakers representing their governments.46 The bureaucracies 
of international organizations contribute to the "development of consensual 
knowledge" among member governments.47 Moreover, interactions among 
government representatives in international organizations lead them to en­
courage, cajole, and convince. Above all, policymakers in international or­
ganizations talk to and argue with one another.48 Based entirely on a process 
of peer review and peer pressure, the OECD, more than most organizations, 
is designed to benefit members by providing them a forum in which they 
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can discuss and learn from one another's experiences. The EU and IMF be­
ing more bureaucratized, most conversations about policy occur not among 
members but between organization staff and policymakers within member 
governments. All three organizations nevertheless define and promote 
norms and rules.49 

These international organizations have been eager teachers of their norms 
and rules, and during the 1990s the OECD and EU had some eager pupils 
among countries seeking to join their organizations. The real and symbolic 
benefits of membership in the OECD and EU encouraged prospective mem­
bers to embrace each organization's rules, including capital liberalization, 
often without questioning the content of the constitutive rule that would 
ensure their recognition as "developed" and "European." A Czech central 
bank official recalls that central and east European governments competed 
during the early 1990s to determine "who was the best pupil of the devel­
oped market economies."50 The view from Brussels was similar: one Com­
mission negotiator recalls in acceding countries an "eagerness to be perceived 
as right up to European standards for openness to capital movements."51 

The countries that joined the OECD and EU readily embraced the script of 
capital liberalization.52 Although the CMIT and European Commission were 
enthusiastic proponents of the script, neither forced prospective members to 
accept these rules. And for all the enthusiasm of IMF management for capi­
tal liberalization, the Fund never had the legal tools systematically to coerce 
members to embrace liberalization when their governments were not keen 
to follow Fund advice. As John Ikenberry and Charles Kupchan argue, so­
cialization is most commonly effected through a combination of purposeful 
behavior by powerful governments or organizations and domestic condi­
tions in less powerful states that make policymakers more receptive to a 
new script.53 

The international environment in which central and east European states, 
comprising the vast majority of new OECD and EU accessions, emerged 
from state socialism was propitious for their embrace of the capital liberal­
ization script. OECD and EU members shared a conceptual and codified con­
sensus favoring complete capital mobility. And openness to capital as a script 
for "developed" and "European" states resonated with societies and govern­
ments eager publicly to embrace a model of successful economic and politi­
cal development. The material incentives of OECD and EU membership 
created, to be sure, important motivation for accession. But the process of 
social construction by which the OECD and EU produced these new scripts, 
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as well as the practice of "lesson drawing" by acceding countries suggest a 
strong sociological underpinning to the spread of the norm of capital mobil­
ity from West to East.54 

These constitutive effects of institutions and organizations on govern­
ments' financial regulations are similar to the arguments scholars use to 
explain the diffusion of policy practices around the world.55 The scholarly 
literature on diffusion has not, however, explored the influence of interna­
tional organizations on the spread of policy practices. Eichengreen observes 
that countries are more likely to liberalize capital flows "when members of 
their peer group have done so."56 Similarly, Beth Simmons and Zachary 
Elkins explore the possibility that the intellectual justification for liberaliza­
tion may be spread through communication within or learning from cul­
tural reference groups.57 Although these studies do not include OECD or EU 
membership in their operationalization of peer or reference groups, in the 
chapters that follow I trace the influence of those two organizations on cap­
ital liberalization specifically. The OECD and EU are indeed the most influ­
ential reference groups in international financial markets. 

Conceiving international organizations as bureaucracies makes possible 
an analysis of the influence of the bureaucrats themselves on the evolution 
of the formal and informal rules of globalization. Such an analysis is needed 
if we are to understand precisely how capital came to be globally mobile. 
The managers of the OECD, EU, and IMF expressed strong preferences about 
their respective mandates. The IMF's management appeared to adopt its 
new mandate—capital liberalization—informally, because its policymakers 
believed in that goal. This informal mandate issued from the self-identified 
expertise, not the legal basis, of the Fund's management.58 Appropriating a 
mandate on the basis of a bureaucracy's interpretation of the truth value of 
the arguments, as opposed to the bureaucracy's own legal authority, may be 
described as either, in Louis Pauly's words, "institutional adaptation," or, 
more critically, according to Michael Barnett and Martha Finnemore, an or­
ganizational pathology.59 

The written rules cannot sufficiently convey how the international mon­
etary system functions. Because the informal rules exist only as the collec­
tive understandings of policymakers and markets, such shared beliefs are 
often held strongly. In an already classic essay, economist Ronald McKin-
non, adopting a phrase Keynes had once used to elaborate the principles 
that governed the gold standard, described the "rules of the game" for each 
of the international monetary orders of the last 120 years. McKinnon de-
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scribed both formal rules and informal, "implicit rules."60 The place of capital 
controls in the postwar orders provides a fitting example. McKinnon charac­
terizes the "spirit" of the Bretton Woods agreement thus: "Free currency con­
vertibility for current-account payments; use capital controls to dampen 
currency speculation." The "floating-rate dollar standard," 1973-1984, how­
ever, was defined in part by a new rule: "Free currency convertibility for cur­
rent payments, while eventually eliminating remaining restrictions on capital 
account."61 In a similar vein, economist Robert Mundell wrote of the "frame­
work of laws, conventions, regulations, and mores that establish the setting 
of the system and the understanding of the environment by the participants 
in it."62 

Three informal institutions influenced this emerging era of global capital. 
First, international organizations have sometimes shifted their practices 
without a formal change in rules. In the OECD, for example, the CMIT 
interpreted the Code of Liberalization less strictly after the international 
financial crises of 1997 and 1998. An informal shift in IMF policy was also 
consequential. In the absence of a formal mandate to promote capital liber­
alization, the Fund began, during the late 1980s and early 1990s, to encour­
age members to liberalize. IMF management, especially, sought to define the 
organization's unofficial doctrine as liberal, even before it sought to amend 
its Articles.63 Although the Fund's area departments did not promote or ad­
vise liberalization systematically or indiscriminately, it is clear that IMF prac­
tice had shifted in favor of liberalization.64 

Second, the beliefs of market participants are a critical determinant of the 
consequences of capital controls.65 An ideological consensus, argue Sim­
mons and Elkins, "alters the reputational payoffs associated with policy 
choice."66 Market participants infer meanings from policies. Economists 
have, following this logic, described capital controls and liberalizations as 
important signals to the markets: liberalizations signal good policies, restric­
tions signal bad.67 "Imposing controls on the capital account," observes Geof­
frey Garrett, "also sends signals to mobile capital that the country imposing 
the restrictions is in important senses unfriendly."68 What is perhaps most 
remarkable about the signaling content of capital controls—the inference 
that the market is supposed to draw from their imposition—is that the con­
tent changed so radically between the 1950s and 1990s. 

Third, although the beliefs of the financial markets are not always easily 
measured, the beliefs of managers and analysts in three firms—the credit-
rating agencies S&P, Moody's, and Fitch—provide an informative window 
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into how specific policies are interpreted by financial markets.69 These firms' 
ratings of sovereign issuers and their debt, and the explanations advanced to 
justify changes in ratings, are profoundly consequential for contemporary 
international capital markets.70 Although the rating agencies played no for­
mal role in the design of the international monetary system, the mediation 
of the rating agencies—given teeth by worldwide incorporation of ratings 
into national regulations—has become so important to the issuing of sover­
eign debt that it is no longer possible to understand the governance of debt 
markets without elucidating the agencies' influence. The views of S&P and 
Moody's (the so-called Big Two) effectively bridge the formal and informal 
institutions of the international monetary system. By 2005 S&P and Moody's 
each rated more than one hundred sovereigns, between them accounting 
for 90 percent of the sovereign ratings market. 

Because the rating agencies' assessments of monetary policies both condi­
tion and reflect the reactions of the markets, their analysts must make judg­
ments about the signals that policies convey and the inferences that markets 
will draw from them. As David Levey, managing director of Sovereign Risk 
at Moody's for nearly twenty years, observes, "Ratings necessarily rely on a 
predominantly qualitative methodology. It is all a matter of interpretation." 
Although Moody's analysts sought not to impose their ideologies on their 
judgments, they did recognize that capital liberalization came to be seen, in 
their own eyes, as "a certain inevitability, and appeared to become interna­
tional dogma."71 S&P's sovereign analysts, for their part, seemed to reflect 
and reinforce the prevailing market views, emphasizing that higher-rated 
sovereigns embrace "orthodox market-oriented economic programs."72 S&P's 
Marie Cavanaugh also emphasized the shared "basic economic orthodoxy" 
among members of a rating committee.73 

One critical issue, therefore, is the extent to which rating agencies antici­
pate or follow the markets on whose behalf they analyze sovereigns. Some 
scholars have found that upgrades have followed market rallies, while 
downgrades followed market downturns—and still the markets react to the 
new ratings. This finding suggests a fascinating problem with the market 
discipline represented by the agencies: not only are the agencies obliged to 
reflect the beliefs of the markets in an age of potentially self-fulfilling ex­
pectations, but, to the extent that ratings are a lagging indicator of credit­
worthiness, the agencies also help to create procyclical movements of capital.74 

Moody's and S&P thus participate in the construction of beliefs within the 
financial markets, self-consciously attempt to incorporate those beliefs into 



42 Capital Rules 

their analysis of the likely responses of markets to a policy change, and, in a 
sense, have been informally delegated the responsibility of monitoring such 
policy changes by market participants. Policymakers have also formally del­
egated to rating agencies responsibility for monitoring sovereigns by incor­
porating ratings into the financial regulations of the United States, as well as 
in many other countries. What has come to be called the "private authority" 
of the rating agencies has in fact been increasingly and overtly public, less 
informal, and more codified in national regulations over time.75 



CHAPTER 3 

Capital Ruled: 
Embedded Liberalism and the 
Regulation of Finance 

Why, then 'tis none to you; for there is nothing either good or bad, 
but thinking makes it so. To me it is a prison. 

—William Shakespeare 

With war still raging and the economic chaos of the interwar 
years fresh in mind, an extraordinary consensus emerged among policy­
makers in the early 1940s with regard to a postwar international monetary 
system. The new order would be founded on capital regulation, not to un­
dermine capitalism but, rather, to rescue it. 

Policymakers shared a common vision and a common goal: the creation 
of a new order that could avoid the financial crises, disrupted commerce, 
wild exchange-rate movements, and political instability of the previous quar­
ter century. From their shared formative experience enduring decades of 
unending crisis, the founders of the new monetary system drew essentially 
the same lessons and the same conclusions as to causes and cures. 

Their consensus was extraordinary for both its cohesion and its content, 
which only a few decades earlier would have been considered radical and 
anticapitalist. At the time, however, capital regulation marked capitalism's 
way forward. 

Bretton Woods, the IMF, and Lessons of the Past 

Among the legacies of the interwar years, none was as profound as the two 
lessons policymakers believed they had learned from their experiences with 
the external values of their currencies and the flow of capital across their 
borders. Many of these lessons were encapsulated in a League of Nations 
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publication, regularly attributed primarily to Ragnar Nurkse, as well as the 
writings of the U.K. Treasury's John Maynard Keynes and the U.S. Trea­
sury's Harry Dexter White. Keynes and White together, literally and figura­
tively, authored the rules for the Bretton Woods system. The system they 
envisioned for the postwar years was to be built for economic stability and 
political autonomy. 

Important questions would be answered by reference to past mistakes. 
Should exchange rates be fixed or free? Nurkse and his colleagues looked to 
recent history for the answer: 

The twenty years between the wars have furnished ample evidence con­
cerning the question of fluctuating versus stable exchanges. A system of 
completely free and flexible exchange rates is conceivable and may have 
certain advantages in theory; and it might seem that in practice nothing 
would be easier than to leave international payments and receipts to adjust 
themselves through uncontrolled exchange variations in response to the 
play of demand and supply. Yet nothing would be more at variance with the 
lessons of the past.1 

The failures of the interwar years were understood to be almost self-evident, 
as the League explored "the proved disadvantages of freely fluctuating ex­
changes."2 As Robert Skidelsky, one of Keynes's most important biogra­
phers, notes, the institution of floating exchange rates was "beyond the 
practical or theoretical imagination of the times, including Keynes's."3 

Capital was to be controlled, and with an important purpose: governments 
were supposed to be autonomous from market forces, free to pursue expan­
sionary monetary and fiscal policies without endangering their exchange-
rate commitments or suffering the outflow of capital in search of a higher 
rate of interest or a lower rate of inflation.4 Because almost every country 
would be committed to fixed exchange rates, the regulation of international 
finance was the only way to provide some measure of autonomy for do­
mestic policymakers. 

This logic was clear in the writings and speeches of Keynes and White. By 
1944, Keynes and White had been debating their respective proposals for 
the monetary and financial architecture of the world economy for several 
years. The Keynes and White plans differed in many respects, but they 
shared a skepticism of private international financial flows, and both plans 
relied on capital controls to maintain governments' autonomy.5 As Keynes 
explained to the House of Lords: 
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In my own judgment, countries which avail themselves of the right may 
find it necessary to scrutinize all transactions, as to prevent the evasion of 
capital regulations. Provided that innocent, current transactions are let 
through, there is nothing in the plan to prevent this. In fact, it is encour­
aged. It follows that our right to control the domestic capital market is se­
cured on firmer foundations than ever before, and is formally accepted as a 
proper part of agreed international arrangements.6 

Richard Gardner observed of the U.S. Treasury policymakers, led by Sec­
retary Henry Morgenthau and White, that "They sought to make finance 
the servant, not the master of human desires—in the international no less 
than in the domestic sphere."7 Arthur Bloomfield, a prominent economist of 
the era, then of the Federal Reserve Bank of New York, summarized this 
state of affairs for the American Economic Review: 

It is now highly respectable doctrine, in academic and banking circles alike, 
that a substantial measure of direct control over private capital movements, 
especially of the so-called "hot money" varieties, will be desirable for most 
countries not only in the years immediately ahead but also in the long run 
as well. . . Unfettered freedom of individuals to transfer funds across na­
tional boundaries, while conspicuously violated in actual practice since 
1914, has long been a hallowed dogma of traditional economic thought, 
and in this respect the present-day enthusiasm among economists for ex­
change control over capital movements represents a sharp break with past 
orthodoxy. This doctrinal volte-face represents a widespread disillusionment 
resulting from the destructive behavior of these movements in the interwar 
years.8 

Postwar economists shared this interpretation. "Not only was freedom of 
international capital movements thought to be unnecessary to achieve the 
objectives of high income and employment and efficient growth in world 
trade," Richard Cooper argued, "but also the experience of the interwar pe­
riod had indicated that such freedom might actually be harmful and disrup­
tive to the pursuit of those objectives."9 It was not, therefore, that the IMF's 
founding fathers had failed to consider whether capital should be free and 
highly mobile, or that they could not reach agreement on the place of capi­
tal in the international financial architecture they designed. The place of 
capital in the Bretton Woods system was carefully considered and purpose­
ful, and the consensus on the usefulness of its control widely shared.10 
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The motivation for controlling capital also went well beyond the reconcil­
iation of what is now thought of as the "impossible trinity," the trade-off 
among capital mobility, fixed exchange rates, and monetary policy auton­
omy. Short-term, "speculative" (as opposed, in White's terminology, to "pro­
ductive") capital flows in particular were deemed unstable. They constituted 
"hot money." Their instability was thought to yield two consequences. First, 
as the League's economists argued, short-term capital flows were often 
"disequilibrating instead of equilibrating, or instead of simply coming to a 
stop."11 That is, rather than reconciling payments imbalances, hot money 
was understood, in modern parlance, to overshoot. Second, such large flows 
of short-term capital could create the conditions for a crisis, even in what 
seemed to be a stable financial system. In an intellectual precursor to the 
modern notion of self-fulfilling speculative attacks, Nurkse worried over 
"self-aggravating" flows of capital.12 These flows of short-term capital were 
understood to be inherently destabilizing, causing contagious crises even 
where the fundamentals were sound. To the extent that "speculative" could 
be distinguished from "productive" capital, policymakers of the time be­
lieved that capital ought to be tightly regulated regardless of a government's 
exchange-rate commitments. 

No one thought it would be easy to control short-term capital move­
ments, and Keynes, White, and their contemporaries spent a great deal of 
intellectual effort considering ways to shore up regulators' ability to control 
financial flows. In each of the two drafts of his Clearing Union plan, Keynes 
wrote, "It is widely held that control of capital movements, both inward and 
outward, should be a permanent feature of the post-war system." But if cap­
ital controls are "to be effective," they require "the machinery of exchange 
control for all transactions, even though a general permission is given to 
all remittances in respect of current trade."13 That is, states would likely 
maintain the ability to monitor and control all foreign exchange transac­
tions, even if in practice they regulated only those that affected the capital 
account. 

Keynes and White argued that cooperation was crucial for the effective­
ness of capital controls. Keynes wrote that "such control will be more diffi­
cult to work by unilateral action on the part of those countries which cannot 
afford to dispense with it, especially in the absence of postal censorship, if 
movements of capital cannot be controlled at both ends."14 Both drafts of 
White's plan actually required every member of his proposed Fund to "co­
operate effectively with other member countries when such countries, with 
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the approval of the Fund, adopt or continue controls for the purpose of reg­
ulating international movements of capital." For White such cooperation 
included a commitment "not to accept or permit acquisition of deposits, 
securities, or investments by nationals of any member country imposing re­
strictions on the export of capital except with the permission of the govern­
ment of that country and the Fund," as well as a promise to make available 
information on the capital flows and holdings of residents "of the member 
country imposing the restrictions."15 In other words, member countries would 
be obliged to assist in the enforcement of one another's capital controls. No 
such obligation became part of Fund membership; capital controls remained 
only a right, not a mutual obligation. But both Keynes and White were 
aware of the difficulties of unilateral enforcement of capital account regula­
tion. Still, they assumed, and hoped, that unilateral capital controls would 
be effective. 

These compromises among the competing logics of economics and politics 
cohered into a worldview about the prospects for growth, stability, and in­
ternational cooperation. Keynes called it "the middle way." Avoiding the 
narrow autarky of the interwar years, the "embedded liberalism compro­
mise," John Gerard Ruggie observed, "would be multilateral in character; 
unlike the liberalism of the gold standard and free trade, its multilateralism 
would be predicated on domestic interventionism."16 As Ruggie later noted, 
"Governments would be permitted—indeed, were expected—to maintain 
capital controls."17 

With respect to the IMF itself, the Fund's internal historian, Margaret de 
Vries, clarified the place of capital in the system similarly. She wrote, "The 
Fund's regulatory functions apply only to certain kinds of international 
transactions, some kinds being deliberately left out."18 The IMF's Articles 
had been "drafted against the background of the disturbing capital move­
ments that had taken place during the 1930s," and so "it was thought that 
controls over capital movements might be necessary and beneficial."19 

Thus, the IMF's Articles were clearly written to avoid the organization's 
involvement in most capital account transactions. Article I endows the Fund 
with six purposes, which are supposed to guide all of the Fund's policies and 
decisions. Several of those purposes deal with the promotion of trade and 
the elimination of members' current account restrictions. None deals with 
members' capital account restrictions. The Fund therefore may not, without 
violating its own Articles, require a member to remove controls on capital 
movements as a condition for the use of its resources.20 Instead, Article VI, 
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Section 3 specifies that members "may exercise such controls as are neces­
sary to regulate international capital movements." 

European Integration and Capital Regulation 

Neither were pan-European capital markets a natural outcome of the Treaty 
of Rome in 1957. The European economy envisioned by the Treaty's logic 
of integration was not unconditionally liberal. Goods, services, and people 
were supposed to flow freely. Capital, however, was not, except, according 
to the Treaty, "to the extent necessary to ensure the proper functioning of 
the Common Market," and without jeopardizing the internal and external 
financial stability of members. Trade was the priority. Capital was a second-
class citizen of the new Europe.21 

The caution and conditionality with which the Treaty of Rome dealt with 
capital was not an oversight. Capital's second-class status in Europe was a 
self-conscious choice of European negotiators, as well as the result of lop­
sided bargaining among them. The conditionality of the obligation to liber­
alize capital was, in part, a reflection of the widespread consensus among 
policymakers around the world that capital flows ought to be controlled to 
avoid financial crises and deflationary pressures. Capital was also supposed 
to be, in the idiom of the time, "disciplined"—constrained to invest at home 
to create employment and tax revenues, which would then fund the wel­
fare state. 

This consensus, which drew on the lessons that European and U.S. policy­
makers believed were evident from the financial chaos of the interwar 
years, was, along with fixed exchange rates, the very basis of the postwar in­
ternational monetary system. An official of the Dutch central bank who had 
helped to negotiate the Treaty's capital provisions described the conven­
tional wisdom of the time: "The liberal economic doctrines of the nineteenth 
century, influenced by natural philosophy, took it that with free capital 
movements flows would go in a direction which would optimize welfare. 
Nowadays no economist of reputation shares this notion."22 

The conditionality of capital liberalization in the Treaty also reflected bar­
gaining among Europe's founding members. Germany, whose position was 
formulated as an ideological principle by the liberal Minister of Economic 
Affairs, Ludwig Erhard, nicknamed Mr. Convertibility, had been alone in 
pushing for capital liberalization, whereas France, Italy, and the Netherlands 
had argued against codifying such an obligation.23 As former Bundesbank 
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President Karl Otto Pohl reflects, "Germany's liberal approach to capital can 
be traced to Ludwig Erhard. Erhard envisioned a fully convertible D-mark. 
It was a revolutionary step, which was based on his liberal ideology. At that 
time everyone else in Europe was in favor of capital controls."24 

More than ideology was at stake for Erhard and his colleagues. For Ger­
man policymakers, complete convertibility implied the impossibility of ma­
nipulating the currency for political purposes.25 "Erhard had seen in Europe 
and especially Germany during the 1930s and 1940s what could happen 
when capital controls allowed governments to manipulate their currencies 
for political ends," reflects Hans Tietmeyer, an Erhard protege who later suc­
ceeded Pohl as Bundesbank president.26 

The legal implication of the Treaty's wording would later be that mem­
bers' obligations to liberalize capital could be redefined only by a new treaty 
or by directives approved unanimously by the European Council and en­
forced by the Commission. These would, in essence, define what members 
agreed constituted "the extent necessary" for the common market.27 As 
Tommaso Padoa-Schioppa writes, the European legal framework for capital 
made it "necessary to follow the long road of issuing directives, building 
European capital market integration step by step."28 Europe would thus 
wait for members to catch up with its permanent obligations to allow the 
freedom of goods, services, and people. With regard to capital, in contrast, 
the firmness of members' obligations would change over time. 

In the years immediately after the Treaty of Rome was negotiated, Ger­
many remained the sole European Community (EC) member that urged 
greater capital freedom.29 France, Italy, and the Netherlands continued to 
highlight the dangers of losing policy autonomy and offering speculators 
enough freedom to create self-fulfilling crises of confidence in the financial 
systems of European states.30 The Dutch even argued in 1959 that the Treaty 
of Rome applied only to foreign direct investment, for short-term flows of 
portfolio capital were not, strictly speaking, capital; they were, instead, 
"money."31 This division between Germany and the rest of Europe persisted 
into the 1960s and 1970s.32 

The Commission began to define and expand members' obligations to lib­
eralize capital with two directives in 1960 and 1962, but no progress was 
made subsequently.33 The 1960 directive established a complex list of trans­
action categories that ranged from those most closely linked to the other 
basic freedoms in the Treaty (direct investments and personal capital move­
ments, for example) to those considered least necessary (such as "short-
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term capital movements"). Members were obliged to liberalize only those 
transactions deemed essential to the functioning of the common market, 
and, in practice and increasingly over time, that turned out to be a short and 
narrow list indeed.34 

Then, for more than twenty years, Brussels did not issue a single new di­
rective for liberalizing capital. At the Commission's initiative a group of ex­
perts chaired by Professor Claudio Segre reported in 1966 on the advantages 
of the formation of a European capital market, but at that time the Com­
mission appeared to be running way ahead of member states.35 Officials of 
member states' ministries of finance and central banks continued to discuss 
capital freedom at the EC's Monetary Committee, which served as a sort of 
sounding board for the Commission before submitting directives to the 
Council.36 The Monetary Committee could not reach a consensus, however. 

The Commission did submit a third directive to the Council in 1967, but a 
decade of negotiations led nowhere. "Opposition came from all sides," 
writes Age Bakker. "But first and foremost from France and the Nether­
lands."37 The only other movement on capital pushed in the direction of 
more control, rather than liberalization. In 1972 a directive that obliged 
members to maintain the apparatus of capital controls "to curtail undesir­
able capital flows" was adopted.38 When the Germans' enthusiasm for liber­
alization finally spread to the Dutch and the British in the early 1980s, those 
three countries sought to return capital liberalization to the agenda in Brus­
sels. Again, France blocked the initiative.39 Europe's nonliberal rules for 
finance would not change until France did. "In Europe," the Commission's 
Jean-Pierre Bache recalls, "progress toward the liberalization of capital was 
blocked until policy makers in France reversed course in 1983-1984."40 

The Reluctant Liberalism of the OECD Code 

The OECD's Code of Liberalization of Capital Movements has its origins in 
the European Payments Union (EPU), which, between 1950 and 1958, 
helped European policymakers on the path toward currency convertibility 
and, meanwhile, promoted trade among the members.41 The EPU Executive 
Committee requested in 1954 that the Managing Board investigate the pos­
sibility of liberalizing "investment capital" among member countries.42 The 
request resulted in an expert report and modest recommendations, which 
were brought before the Organization for European Economic Cooperation 
(OEEC) Council in 1955. Although the Council adopted the expert group's 
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recommendations, which were limited in scope, the members' delegations 
noted a wide range of exceptions and concerns.43 

The OEEC's Committee for Invisible Transactions, whose portfolio included 
the oversight of trade in services, then accepted the task of considering what 
the organization's position on the liberalization of capital movements ought 
to be. The committee's 1955 report argued that the OEEC should promote 
the liberalization of capital, but selectively. The OEEC should distinguish, by 
this logic, capital movements by their purpose, rather than their form. "Pro­
ductive" capital flows were to be encouraged, while "hot money" would be 
discouraged. The committee defined "hot money" broadly. "Movements of 
capital for the purpose of undesirable speculation or due to political devel­
opments or reasons of taxation are often referred to as 'hot money' move­
ments," the Committee noted. "Such funds are, as a rule, either invested in 
quoted securities, lent on short term, or deposited in cash with banks or 
other financial institutions."44 The Committee also urged the OEEC Council 
to consider the trade-off between the freedom of international capital 
movements and three other priorities of member governments: a stable bal­
ance of payments, monetary policy autonomy, and the promotion of do­
mestic industries.45 

In December 1957 the OEEC Council reached agreement for the first time 
on some firm obligations to liberalize capital, in particular encouraging pol­
icymakers to allow payments for making and liquidating direct investments.46 

"By concentrating on direct investment and emphasizing the long-term as­
pect," the OEEC noted, "members avoided committing themselves to allow­
ing capital movements representing purely financial speculation."47 Greece, 
Iceland, Spain, and Turkey were exempted from the recommendation in 
recognition of their more tenuous balance-of-payments positions. 

The following summer, in 1958, the Committee for Invisible Transactions 
recommended that the OEEC Council adopt a new Code of Liberalization of 
Capital Movements to accompany that for invisible transactions.48 Again 
members worried about the implications of hot money, and the Committee 
failed to reach a consensus on the desirability of a broad Code for capital 
liberalization.49 As with the negotiations over the liberalization obliga­
tions of the 1957 Treaty of Rome, Germany was alone among its European 
neighbors in promoting a liberal Code. In 1959 the Committee clarified its-
interpretation of the liberalization obligations of the OEEC Council's recom­
mendation by reiterating the exclusion of "financial" capital flows. "The 
Committee would like it to be clearly understood," the authors reasoned, 
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"that the recommendation to Member countries, in Article 1(a), to elimi­
nate restrictions on movements of capital 'as fully as their economic and 
financial situation permits' shall not be interpreted as limiting in any way 
the right of a Member country to control 'hot money' movements."50 

The OEEC Council's discussion of a Code, meanwhile, continued through 
1959, and consensus remained elusive. Differences of opinion were serious 
even about the proposed preamble: "Considering, in particular, the desir­
ability that Member countries should achieve and maintain as complete a 
liberalization of intra-European capital movements as possible without, how­
ever, fostering undesirable speculation." To contemporary eyes such a for­
mulation appears to be eminently reasonable. But at the time even codifying 
the desirability in principle of capital liberalization was unacceptable to most 
members, much as it had been for the Treaty of Rome. While the Swiss del­
egate objected to any suggestion of a link between liberalization and specu­
lation, the U.K. delegate insisted that the Code should do nothing to 
facilitate "undesirable speculation or hot money movements." The Austrian, 
Danish, Norwegian, Portuguese, and Swedish delegates spoke in favor of 
keeping the paragraph. The Belgian, Dutch, French, Greek, and Italian del­
egates expressed reluctance. In the end the preamble was deleted as a com: 

promise.51 With its modest proposal for the liberalization of some capital 
movements associated with direct investment, as well as its circumspect lan­
guage about other capital flows, the OEEC members finally in 1959 adopted 
a Code of Liberalization of Capital Movements. The OEEC's reflections on 
the Code reveal the concerns about liberalization that dominated thinking, 
in particular the "problems" posed by liberalization. Of these, the most wor­
risome were "the difficulties that arise when there are significant and sud­
den movements of short-term funds which conflict with the aims of internal 
monetary policy."52 Still, the OEEC's leaders were proud to be "the first in­
ternational organization to have adopted a legal instrument of this kind for 
international capital movements."53 

The Committee for Invisible Transactions was charged with overseeing 
the new Code. The Committee—referred to as the High Priests of the Codes, 
as well as the Invisibles Committee—began discussing extensions of the 
Code's mandate, in particular to portfolio investment, "duly safeguarded," 
of course, "against hot money movements."54 When the negotiations over 
U.S. and Canadian membership began, the Committee began to prepare a 
Code for the council of the new organization to adopt.55 "Among the first 
acts of the new organization," Alexis Rieffel notes, "was the adoption of the 
Code of Liberalization of Current Invisible Operations and the Code of Lib-
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eralization of Capital Movements—modeled on the OEEC Codes."56 The 
two OECD Codes, later OECD staff would suggest, represented the organi­
zation's "commitment to the philosophy of free and open markets."57 The 
OECD vision of "free and open markets" would not, however, embrace all 
financial markets. The market for hot money was to be permanently ex­
cluded. 

The postwar international financial system was based on a new orthodoxy of 
capital regulation that was opposite the liberalism of the late nineteenth cen­
tury. This regulation was supposed to insulate governments from exchange-
rate instability, financial crises, and the deflationary pressures arising from 
the mobility of "speculative" capital. Policymakers intended to encourage 
"productive" capital flows among countries, however. The system was not 
designed to be completely illiberal. Liberalism would be "embedded" in so­
ciety so that a middle way might be found. Government discretion was to be 
safeguarded by the codification of the right to regulate capital movements in 
the international organizations that composed the international financial 
architecture. The rules of the IMF, EC, and OECD instantiated the logic of an 
organized international monetary system ruled by the logic of embedded 
liberalism. Reflecting on the traumatic years just behind them, policymakers 
in the United States and Europe believed that they had permanently resolved 
the inherent contradictions between an open, vibrant world economy and 
the domestic welfare state. Of greatest consequence was the consensus shared 
across the Atlantic. U.S. and European policymakers embraced these ideas 
with equal commitment. 

Ultimately, the new postwar orthodoxy—capital ruled in the service of 
embedded liberalism—did not endure. Although this orthodoxy was codi­
fied in the rules of the organizations that make up the international finan­
cial architecture, over time the day-to-day practices of those organizations 
would change. Eventually, and incrementally, the organizations' leaders and 
members rewrote some of the most important rules of the international 
monetary system, to codify their subsequent rejection of the orthodoxy of 
capital controls and, by the 1980s, their embrace of freedom for capital move­
ments. The postwar consensus was not merely to be left behind; that con­
sensus was to be turned entirely on its head. In the process the visions of 
U.S. and European policymakers for a new era of internationalized finance 
would diverge, and the rupture still has not closed. 



CHAPTER 4 

The Paris Consensus: 
European Unification and the 
Freedom of Capital 

Est maitre des lieux celui qui les organise. (He who organizes is 
master of the arena.) 

—Jean de la Fontaine 

Any lingering doubts about the place of liberalizing capital 
among the priorities of the Treaty of Rome were definitively dispelled by the 
European Court of Justice in 1981 when it ruled on the case of Guerrino 
Casati. Casati, an Italian national residing in Germany, had been arrested on 
July 16, 1979, on his way from Italy to Austria carrying 24,000 German 
marks in cash. Italian law prohibited the unauthorized exportation of for­
eign currency worth more than 500,000 lire. Casati insisted that he had 
brought the marks into Italy to purchase pasta and ice-cream making ma­
chinery he needed for his restaurant in Cologne. Because Casati assumed 
that he would leave Italy with goods rather than marks, he did not bother to 
declare the currency upon his arrival. (It was not illegal to remove from Italy 
the same amount of foreign currency brought into the country, provided it 
was declared upon entry.) 

When Casati arrived at the factory, however, he found that it was closed 
for summer holidays. Casati decided to return to Germany, by way of Aus­
tria. With no record of Casati's having originally brought the marks into the 
country, Italian authorities arrested him. Poor Casati faced a prison term of 
one to six years and a fine two to four times the value of the currency in his 
possession. 

After two days in police custody Casati was released, and his trial was 
scheduled for October 29, 1979, in Bolzano. Casati's attorney argued that, 
surely, the behavior of the Italian government was not consistent with the 

54 
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spirit of the Treaty of Rome or the laws of the European Community (EC), 
nor were the potentially severe punishments in proportion to the offense. 
The local Italian court proceeded deliberately, hearing testimony from Reinell 
Reinhold, Casati's accountant, who assured the court of the commercial in­
tentions of his client. Eventually the Bolzano court recognized that the po­
tential incompatibility of Italian with Community law would be critical for a 
final decision. 

The European Court of Justice thus was asked by the Bolzano court on 
October 6, 1980, to interpret the Treaty Articles and European Council di­
rectives dealing with the mobility of capital. The governments of Denmark, 
France, Ireland, Italy, and the United Kingdom argued against the direct ef­
fect of Article 67 of the Treaty, which laid out the obligations of Treaty sig­
natories to liberalize capital. Only the German government argued otherwise. 
The German interpretation of Article 67 emphasized the clause's reference 
to a "transitional period," rather than the permanence of the conditionality 
of "to the extent necessary." Advocate General Francesco Capotorti argued 
that the German position, the outlier, was legally insupportable, even going 
so far as to deride its logic. 

Disappointing Casati, the European Court of Justice ruled that the Italian 
regulations were consistent with Community laws. The judgment found that 
the Treaty contained no "general principle" favoring capital freedom. Only 
Council directives determined which movements of capital would be consid­
ered legally necessary for the common market, and existing directives unam­
biguously excluded movements of currency among the "necessary" capital 
movements. The judgment confirmed that capital freedom was not implied 
by the Treaty, and the Casati case offered the court an opportunity to reflect 
on the EC's prevailing wisdom on the relationship between capital and the 
common market. Its words were unambiguous: "At present, it cannot be 
denied that complete freedom of movement of capital may undermine the 
economic policy of one of the member states or create an imbalance in its 
balance of payments, thereby impairing the proper functioning of the com­
mon market."1 The court thus found that, at least in 1981, the success of the 
common market depended in part on restricting capital mobility.2 

Capital's second-class status persisted until the late 1980s. Europe had, by 
that time, achieved extraordinary success in commercial integration and grown 
in size (see Table 4.1). The contrast between finance and trade was sharp 
enough that Benjamin Cohen, among others, could frame an interesting 
puzzle: "Why is the European Community unable to achieve formal finan-
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Table 4.1 EC/EU Members with Dates of Accession 

Member State 

Belgium 
France 
(West) Germany 
Italy 
Luxembourg 
Netherlands 
Denmark 
Ireland 
United Kingdom 
Greece 
Portugal 
Spain 
Austria 
Finland 
Sweden 
Cyprus 
Czech Republic 
Estonia 
Hungary 
Latvia 
Lithuania 
Malta 
Poland 
Slovakia 
Slovenia 

Accession 

January 1, 1958 
January 1, 1958 
January 1, 1958 
January 1, 1958 
January 1, 1958 
January 1, 1958 
January 1, 1973 
January 1, 1973 
January 1, 1973 
January 1, 1981 
January 1, 1986 
January 1, 1986 
January 1, 1995 
January 1, 1995 
January 1, 1995 

May 1, 2004 
May 1, 2004 
May 1, 2004 
May 1, 2004 
May 1, 2004 
May 1, 2004 
May 1, 2004 
May 1, 2004 
May 1, 2004 
May 1, 2004 

Source: "Key dates in the history of European integration," available at http:// 
europa.eu.int/abc/121essons/print_indexl 3_en.htm. 

cial integration?"3 Some of Europe's largest and most influential banks had 
always been in favor of a single European capital market. Certainly German 
policymakers and bankers had urged Europe toward financial integration 
since the 1950s. The United Kingdom joined the Germans in their support 
of more mobile European capital after its own rapid liberalization in 1979. 
During the early 1980s, British, Dutch, and German policymakers attempted 
to put capital liberalization on the agenda in Brussels. Yet many European 
finance ministers and central bankers continued to object to the codification 
of a new obligation for capital liberalization in Europe for fear of relinquishing 
their remaining autonomy from financial markets and letting loose crisis-
prone capital flows.4 

http://
http://europa.eu.int/abc/
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The situation changed radically in June 1988, when the European Coun­
cil adopted a directive (88/361/EEC) proposed by the Commission to oblige 
members to liberalize all capital movements.5 At that moment the EC 
achieved formal financial integration, which was further solidified by the 
Treaty on European Union. The Treaty, negotiated in Maastricht in 1991 and 
entered into force on January 1, 1994, promoted capital to a legal status 
equivalent to that which had been enjoyed by goods, services, and people 
for nearly forty years. Article 73b of the Treaty was unambiguous: "All re­
strictions on the movement of capital between Member States and between 
Member states and third countries shall be prohibited."6 For the EC as a 
whole, the transformation represented "a major shift in the appreciation of 
the pros and cons of free capital flows."7 

A central question, then, is what changed in Europe between the early 
1980s—when an initiative to rewrite the rules of European finance failed 
despite having the United Kingdom, Germany, and the Netherlands enthu­
siastically in favor—and the late 1980s, when the institutional foundations 
of European finance were fundamentally recast? The question relates not 
only to the history of European integration, but also to the emergence of 
global capital markets. The answer is deceptively simple: France changed. 

The simplicity of the answer marks one of the most consequential turning 
points in modern economic history. As Age Bakker observes, "the uncom­
promising, dogmatic attitude of France" was responsible for the failure of 
the initiatives to bring capital liberalization under the formal authority of 
the European Commission on behalf of the EC in the early 1980s.8 Indeed, 
French policymakers had dealt fatal blows to every initiative for European 
capital liberalization between the 1960s and the late 1980s, though their 
allies changed over time. When the French government embraced the free­
dom of capital in Europe in 1988, then, and only then, was the EC able 
to embrace that freedom. "The victory of the community project was not 
determined solely in France," writes Craig Parsons, "but the key battle of 
European ideas occurred there."9 Making sense of France's reversal is nec­
essary to understand how European finance became so liberal. 

The answer's simplicity is deceptive, however. The French did not merely 
acquiesce to what seemed to some in the 1980s to be the new reality of glob­
alization. Despite having single-handedly quashed every attempt in Brussels 
to alter the legal status of capital, the French were not, after all that, dragged 
by the British, Dutch, and Germans to the 1988 directive. Several French 
policymakers led the charge for an entirely different set of reasons. Jacques 
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Delors, as president of the European Commission, and Pascal Lamy, his chef 
de cabinet, played decisive roles in Brussels. French President Frangois Mit­
terrand himself took responsibility in Paris. Delors, Lamy, and Mitterrand, 
moreover, were all leaders of the Socialist Party in France. The story of Eu­
ropean financial integration is necessarily also the story of how the French 
Left embraced capital. 

Turning France 

In the spring of 1981, when Mitterrand was elected president and the So­
cialist Party won a majority in the National Assembly, the European Left was 
full of hope, the European Right consumed by fear. The broader significance 
of the moment, however, was that choice still seemed possible in a world of 
accelerating economic interdependence that seemed to privilege the needs 
of capital. Before globalization seemed to be inescapable and inevitable, 
French Socialists sought to reestablish the policies of Keynesian reflation 
and redistribution. The ambitions of Mitterrand and the Socialists knew few 
bounds, and their efforts to remake the French economy were heroic. 

Soon after the Mitterrand experiment began, however, it started to un­
ravel, in part because the financial markets did not trust the new French 
government. So, capital fled France. The French government tightened its 
controls on outflows of capital first in May 1981, then again in March 1982, 
and by March 1983 the regulations were rewritten as restrictively as possible. 
Importers and exporters were not allowed forward exchange transactions, 
foreign travel allowances were further reduced, personal credit cards could 
not be used abroad, and the infamous carnet de change, a booklet in which 
the French were to record their foreign exchange transactions, was intro­
duced. According to John Goodman and Louis Pauly, the new regulations 
amounted to "draconian capital controls."10 

Still the French government was unable to halt the flight of capital. Anec­
dotal evidence suggests that the well-to-do and the well-connected—wealthy 
individuals and powerful firms—continued to evade even the most cleverly 
designed and stringently enforced controls. By 1983 it was clear that French 
capital controls constrained the middle classes most of all, while the rich cir­
cumvented them with impunity. As Henri Chavranski recalls, "Our capital 
controls failed not in the sense that everyone was able to elude their grasp; 
they failed in the sense that those who were less well connected bore their 
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burden most. We recognized, at last, that in an age of interdependence capital 
would find a way to free itself, and we were obliged to liberate the rest."11 

Speculators, meanwhile, repeatedly attacked the franc, which had been 
devalued three times in eighteen months. Mitterrand and the Socialists re­
versed course in the spring of 1983. The tournant, the Mitterrand U-turn, 
was an admission of defeat: capital had won the battle of wills and ideolo­
gies. The socialist experiment had failed. Mitterrand had succeeded only in 
destroying Keynesian reflation and redistribution as a legitimate alternative 
once and for all, or so it has seemed since then. 

The Meanings of Mitterrand 

The scholarly literature on the Mitterrand experiment is wonderfully rich, 
and virtually every angle has been explored, every conversation among Mit­
terrand and his advisers recounted. The era of financial internationalization 
that followed the tournant has lent the episode a patina of inevitability. As 
Peter Hall suggests, the period between 1981 and 1986 can be understood as 
"the long learning curve of the French Left."12 

The contest within the Mitterrand administration about how to respond 
to the worsening economic crisis in the first months of 1983 turns out, in 
retrospect, also to have been a struggle for the soul of French socialism. 
Many accounts describe the contest as both hard fought and close run.13 On 
one side were Prime Minister Pierre Mauroy and Finance Minister Jacques 
Delors, who advocated financial austerity—rigueur—and European solidar­
ity. France's partners in the European Monetary System (EMS) would not 
have accepted another significant devaluation of the franc, and floating the 
franc would have destroyed European monetary cooperation, perhaps once 
and for all. The alternative was known, literally, as Vautre politique, or "the 
other policy," and the "Albanian solution"—essentially to close off France's 
markets, to float the franc, and reject the constraints of the EMS. Genera­
tions of French governments, including those of the Right, had certainly, as 
Jonah Levy argues, been content, even resolved to choose autonomy when 
a crisis loomed.14 France's choice for Europe, and its acceptance of the inter­
national constraints of the EMS, was a radical departure for the country, 
even more so for the Left. 

Delors, a Socialist and long a member of France's financial-administrative 
elite based in the Banque de France and Tresor, and self-selected for more 
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orthodox leanings regardless of party affiliation, was the architect of rigueur.15 

But Delors could not have won the contest among the Socialists alone. De-
lors was joined by Budget Minister (and Mitterrand protege) Laurent Fabius 
and chief of staff Pierre Beregovoy. Both Fabius and Beregovoy had been ad­
vocates of the other policy, and their conversion by Delors was critical in the 
finance minister's efforts to convince Mitterrand to choose Europe and aus­
terity. According to David Howarth, "Fabius' change of position appears to 
have been the determining factor that led to Mitterrand's final decision."16 

Considering the role that Michel Camdessus would later play in bringing 
la pensee unique to the IMF, it is a remarkable coincidence that as director of 
the Tresor he helped to convince Fabius that floating the franc would wreak 
havoc on the French economy. In a meeting that has since been considered 
a turning point in the internal debate of the Mitterrand administration, 
Camdessus told Fabius that French foreign exchange reserves were desper­
ately low. Camdessus also warned Fabius that even if the franc were float­
ing, France would lack sufficient foreign exchange reserves to prevent a 
free-fall. Soon thereafter Delors and Fabius both made the case to Mitter­
rand and his other advisers that allowing the franc to float would bring dis­
aster, not resolution.17 With Fabius and Beregovoy now on his side, Delors 
won the day: Mitterrand accepted austerity and the constraints of the EMS. 
The Socialist Party thus permanently lost the ability to adjust through de­
valuation.18 

The presence of the highly analytical Delors was thus necessary, but not 
sufficient. Jonah Levy's reflections on the meaning of Delors' success in con­
vincing his socialist colleagues are revealing: 

Fabius, Beregovoy, and others like them had multiple motivations in adopt­
ing a liberal agenda. At one level, they underwent a genuine conversion . . . 
The shift in their positions derived from more than learning, however. For 
Fabius and Beregovoy, the embrace of the market offered an appealing 
political identity, a "modern," "competent," profile, in contrast to the "ar­
chaic" and excessively "ideological" image of a Chevenement or a Georges 
Marchais.19 

The most influential members of the Socialist Party had begun to reinvent 
themselves. Soon they would also reinvent the economic doctrine and pro­
gram of the party. 
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Liberalization, Modernization, and the French Left ' 

The French government began to loosen its draconian capital controls at the 
end of 1983, continuing in the summer and autumn of 1984. Being com­
mitted socialists, not to mention astute politicians, the liberalization cam­
paign of the French Left began with those transactions that had most 
constrained the middle classes and had been most unpopular among its con­
stituency: limits on travel allowances and the carnet de change. 

The exchange controls had come to be seen by many socialists as an in­
strument of the repression of the middle classes, rather than the control of 
speculators.20 According to Beregovoy's chief of staff Jean-Charles Naouri, 
Beregovoy, himself a man born to a modest, middle-class family, eventually 
interpreted capital controls similarly. "Beregovoy hated the obscure, the 
opaque, the special deals, the clever gaming of the system," Naouri recalls. 
"He came to see capital controls in that way as well."21 

In 1985 the Socialists began to liberalize virtually all transactions, includ­
ing authorizing Eurobond issues denominated in French francs. When the 
right-wing government of Prime Minister Jacques Chirac shared the reins of 
power with Mitterrand between 1986 and 1988, France continued to liber­
alize, though the pace slowed and focused on other transactions, such as the 
purchase of secondary residences abroad and exchange purchases and sales 
by firms. Indeed, the Chirac government, despite being far further to the 
right than Mitterrand's Socialists, was much more reluctant to liberalize cap­
ital so aggressively and quickly, primarily because its establishment con­
stituency opposed such a recasting of the French financial system.22 The 
Socialists finished the task on their return to power. By January 1, 1990, 
France's capital account was almost completely open. 

Domestic capital markets also experienced a complete transformation, 
and the process of deregulation between 1982 and 1985 was just as pro­
found. Oriented around a new banking law in 1984, the French financial re­
form involved privatizations and, ultimately, the removal of credit controls. 
Essentially, the domestic financial reform ended the state-organized dirigiste 
financial system, which had been the very basis of French policy activism for 
forty years.23 

The domestic financial deregulation marked a radical break for the French 
government. Naouri, in many respects the author of the domestic reforms, 
remarks: "We on Beregovoy's staff knew what had to be done. It had been 
evident for at least a decade. The first thing to do was to make sure that 
Beregovoy was on board. We had many compelling arguments in favor, but 
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Beregovoy focused on one simple question: Will it make credit cheaper for 
the French people?"24 As with capital liberalization, the Socialists' domestic 
financial deregulation was intended as a tool to bring the benefits of capital 
to the middle classes. If capital could not be constrained, it would, the So­
cialists argued, at least provide benefits for the French. Beregovoy played an 
important role: "Even more important than Beregovoy's shrewd and coura­
geous dealing with the lobbies was this: it was he who convinced Mitter­
rand."25 

Some French policymakers saw in these transformations the promise of 
not just a fairer France but a more modern one as well. "France in the 1980s," 
Jean-Claude Trichet recalls, "was a country of vast potential, but it was be­
ing held back by its own rules. There was an urgency to make France a 'nor­
mal' advanced industrialized economy with market institutions. Capital 
liberalization was a critical part of this market transformation."26 Transcend­
ing divisions of Left and Right, the vision of a more modern, necessarily lib­
eral France was, according to Naouri, pursued by "French technocrats—a 
technocratic elite from the Treasury. This elite shared a collective culture in 
favor of modernization. The question was how to lead France into moder­
nity, into the Anglo-Saxon world, but without conflicting with other civil 
servants and public opinion."27 

Modernizing France thus implied integration into international capital 
markets. That integration, once achieved, would be accompanied by the 
creeping presumption of naturalness and the elegance of intellectual order. 
Trichet speaks of this 

critical mass of civil servants who believed that the time was ripe for liber­
alization in France, and were convinced that this logic had some European 
and universal value. This group was committed to modernization in France, 
together with the European modernization, and as part and parcel of a 
global evolution. It had become clear that the market economy, and its 
codes of conduct, constitute the basic and absolutely insurmountable rules 
of the game.28 

More Royalist than the King 

The French Right would not have dared to undertake either the foreign or 
domestic liberalization of capital. As Pascal Lamy reflected, "When it comes 
to liberalization in France there is no Right. The Left had to liberalize, be-
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cause the Right would not."29 What a "conservative government had feared 
to do," observes Julius Friend, "a Socialist government accomplished."30 

French conservatives in power were, in fact, far less enthusiastic for the lib­
eralization of capital. Naouri argues, "The conservative governments had 
not been open to financial modernization and capital liberalization. They 
should have done it, but they did not. It went against powerful lobbies in 
France, huge opposition from the banks, even from within the Banque de 
France."31 

A fascinating contrast to Deloxs, Mitterrand, Fabius, and Beregovoy was 
Jacques de Larosiere. De Larosiere's background was in the center-right 
Gaullist tradition, and an important moment in his career was his appoint­
ment as chef de cabinet to Minister of Finance Valery Giscard d'Estaing. As 
Managing Director of the IMF for nearly a decade between 1978 and 1987 
and then Governor of the Banque de France until 1993, de Larosiere per­
haps best represents the economic thinking of the center-right within the 
French financial-administrative elite. De Larosiere speaks of the "mixed bless­
ing" of free capital movements: "Without the right institutions and the right 
surveillance procedures in place, capital movements could create havoc. 
And they have."32 The new enthusiasm of his compatriots did little to con­
vince de Larosiere otherwise: "I was never seduced."33 

The eagerness of the French Left to outdo the Right extended to all mat­
ters of economic policy, not just finance.34 In monetary policy, French econ­
omists have observed in the patterns of policymaking over the past decades 
"an overall financial orthodoxy much stronger than those observed for right-
wing governments." Perhaps, according to these scholars, left-wing govern­
ments must "overcompensate" in their pursuit of credibility.35 Others have 
noted the perceived necessity of exceeding the demands of economic ortho­
doxy for the French Left. As Serge Halimi describes it, it is the "ambition to 
prove oneself on the very terrain of the opposition. For the Left, this belief 
is translated into a policy firmness even more ruthless than the Right when 
it comes to implementing orthodox economic policies."36 Similarly, it was, 
according to David Howarth, "necessary to establish the image of the Social­
ists as responsible economic managers, as much for domestic political rea­
sons as to challenge international speculation against the franc."37 The 
pursuit of credibility in the eyes of the financial markets, according to this 
logic, required the French Left to become plus royaliste que le roi, more royal­
ist than the king himself. 

Scholars of French politics continue to debate whether Ricardo's reunion 
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with Marx reinvigorated or destroyed the Socialist Party. Those with sym­
pathies for Mitterrand's original dream describe a keen sense of betrayal and 
disillusionment, that the Socialist Party offered "orthodox" proposals that 
"differ little from those of its rivals on the right."38 George Ross reflects on 
the consequences for the Left itself: 

They had to live through massive change without any plausible alternative 
strategy, live in contradiction, and take their lumps with the only recom­
pense—a large one—of staying in power. A certain amount of new cynicism 
was the product for some, a slow conversion experience to neo-liberali§m 
with a human face was the result for others. The French Left, however, had 
to go without firm convictions of its own.39 

The putative necessity of rigueur was made a political virtue.40 

Socialist Goals for a Neoliberal Europe 

So much for the French Socialists' grand project of achieving socialism in 
one country. Abandoning the traditional Socialist project, Mitterrand and 
the Left decisively embraced a new project in its place, that of Europe. Eu­
rope, according to this view, was not the cause of the Mitterrand tournant, 
but rather its legitimation.41 The renewal of the French commitment to the 
EMS was what made the EMS a success, whereas its predecessor, the so-
called Snake, had been merely a greater Deutsche mark zone.42 To the ex­
tent that the French Left continued to hope for Socialist transformation, its 
members could see Europe as the only arena in which Socialist goals could 
be achieved.43 

The middle of the 1980s was not an auspicious time to imagine the Euro­
pean economy as an opportunity for the traditional policies of the Left, 
however. The French commitment to the fixed exchange rates of the EMS 
necessarily implied that the Banque de France would adjust to the monetary 
policy of the country with the lowest inflation—Germany—or face a con­
tinuing need to realign the parities periodically. Policymakers throughout 
Europe, and particularly in France, interpreted the Mitterrand experiment 
as the failure of redistributive Keynesianism. Delors recalls France's efforts 
to bring down inflation in post-Keynesian terms: "The break of 1983 was 
fundamental. Our struggle against inflation was reinforced. Without the 
EMS, it would have been impossible to succeed in our struggle."44 
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With Keynesianism discredited, only the German Bundesbank's mone­
tarism remained as a legitimate monetary policy paradigm. Germany's 
longstanding ability to reconcile low inflation with relatively low unem­
ployment suggested that an alternate model of success could be adopted. 
The United Kingdom's own embrace of monetarism, still just a few years old 
at that point, also suggested that European macroeconomic policymaking 
had turned decisively toward monetary discipline. This new "consensus of 
competitive liberalism," Kathleen McNamara argues, emphasized low infla­
tion; it also "redefined state interests in cooperation, underpinned stability 
in the EMS, and induced political leaders to accept the domestic policy ad­
justments needed to stay within the system."45 

Germany, during all of this, simply continued to practice and preach fi­
nancial liberalism. Although Germany had occasionally employed capital 
controls on inflows to avoid further appreciation of the mark, the country 
maintained an open capital account and encouraged its European partners to 
do the same. Whether Germany's partners in fact opened their capital ac­
counts would not, however, affect the government's approach to capital or 
the Bundesbank's approach to money. "France may have had capital controls 
during the time of the EMS," recalls former Bundesbank President Karl Otto 
Pohl. "So may have Italy. That did not concern us at the Bundesbank."46 

The Delors Commission 

Everything had changed with the tournant of 1983. Although French policy­
makers had merely capitulated to the reality of their capital flight, they also 
began to reconsider their approach to the freedom of capital movements in 
Europe. And then on January 1, 1985, the architect of rigueur, Delors, be­
came president of the European Commission, a post he would hold for a 
decade. (For a list of Commission presidents, see Table 4.2.) 

After visiting the national capitals, and sensing, according to Andrew 
Moravcsik, that the time was ripe for an ambitious new integration initiative 
based on market principles, Delors moved quickly to produce the June 1985 
White Paper that was the first outline of a plan to complete the European in­
ternal market by January 1, 1993. "Despite personal doubts" about a bold 
new initiative to deepen the market integration of Europe, Moravcsik ar­
gues, "Delors was not one to waste an opportunity."47 

In June 1985 full capital liberalization was still not on the Commission's 
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Table 4.2 European Commission Presidents 

President Member State Tenure 

Walter Hallstein 
Jean Ray 
Franco Maria Malfatti 
Sicco L. Mansholt 
Francois-Xavier Ortoli 
Roy Jenkins 
Gaston Edmont Thorn 
Jacques Delors 
Jacques Santer 
Romano Prodi 
Jose Manuel Durao Barroso 

(West) Germany 
Belgium 
Italy 
Netherlands 
France 
United Kingdom 
Luxembourg 
France 
Luxembourg 
Italy 
Portugal 

1958-1967 
1967-1970 
1970-1972 

1972 
1973-1977 
1977-1981 
1981-1985 
1985-1995 
1995-1999 
1999-2004 

2 004-p resent 

agenda, however. The White Paper envisioned "greater liberalization of cap­

ital movements," but described only small steps toward them. "Unlike the 

Treaty provisions relating to free trade in goods and services," the White Pa­

per noted, "the principle of freedom of capital movements does not apply di­

rectly." The White Paper did not propose to alter the legal status of capital 

freedom in Europe, and indeed put forward very modest suggestions for fur­

ther liberalization.48 "The capital movements directive was not announced 

in 1985, and was not a part of the road map for 1992," Lamy recalls, "be­

cause it was not yet conceived."49 It would take Delors and his staff another 

few months, until late 1985 and early 1986, to articulate a plan to create a 

single European capital market. 

The negotiations surrounding the Single European Act of 1986, the first 

major intergovernmental revision to the Treaty of Rome, provided Delors 

and Lamy an opportunity to consider seriously the implications of European 

capital liberalization.50 In late 1985 Delors came to believe that the "1992 

project," as it came to be known, required capital liberalization: "Although I 

had concerns, I came to the realization that the free movement of capital 

was essential to the creation of the internal market."51 Lamy also recalls 

the reluctance of Delors: "Delors hesitated quite a lot. But the coherence of 

the plan as it evolved—the logic of the internal market—was powerful."52 

The logic itself held attractions for the Delors Commission. 

Once Delors and his advisers had decided that capital liberalization 

ought to be part of the single market program, the Commission tried— 

unsuccessfully—to include the freedom of capital in the Single European 
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Act. In late 1985 and early 1986, before the Treaty was signed in February, 
the Delors Commission argued that freedom for capital movements ought to 
have the same privileged status as freedom for goods, services, and people. 
The Commission's proposal met with resistance in a number of govern­
ments, including France, still in the middle of its own transformation, as 
well as Italy. Instead, the Single European Act did not go so far, and the pas­
sage dealing with capital freedom suggested that members were obliged to 
liberalize capital "in accordance with the provision of the Treaty." The legal 
basis of capital freedom thus remained as it had been specified in the Treaty 
of Rome: "to the extent necessary to ensure the proper functioning of the 
Common Market." The Council's directives still defined the meaning of "the 
extent necessary."53 Although many scholars and policymakers continue to 
assume that the Single European Act defined the liberalization of capital as 
an objective of the 1992 program, in fact the nonliberal provisions of the 
1957 Treaty continued to determine the legal fate of capital within Europe. 
The Single European Act by itself did little to liberalize capital movements. 
Capital would remain a second-class citizen in Europe until the Council de­
cided otherwise. 

So Delors assembled a team of Commission policymakers to formulate a 
coherent plan for capital liberalization directives. The team consisted of three 
Frenchmen—his chief of staff Pascal Lamy, in addition to Jean-Paul Mingas-
son and Jean-Pierre Bache, both of DGII (Economic and Financial Affairs)— 
and Joly Dixon, a British national who had long worked in the Commission. 
Mingasson and Bache focused on capital liberalization, Dixon's responsibility 
was monetary union, and Lamy coordinated the team. 

The Commission unveiled its two-stage plan for capital liberalization be­
fore the Council in May 1986. The first directive, which was adopted in No­
vember 1986, transferred a number of capital movements from List C of the 
1960 directive (the conditional list) to an unconditional list.54 The Novem­
ber directive still, however, left many of the more controversial capital 
transactions—"short-term capital movements," most especially—on the con­
ditional list.55 The second stage would be a directive that moved all capital 
movements to the unconditional list. (For an overview of the effects of the 
various liberalization directives, see Table 4.3.) 

Although the Single European Act had introduced qualified majority vot­
ing to replace unanimity in the Council, the Delors Commission still lacked 
even a majority in favor of such an ambitious move. The French and Ital­
ians, especially, were insistent that the Germans commit to a more symmet-
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Table 4.3 EC Council Capital Liberalization Directives and Significant Effects 

Directive Significant Effects 

First Directive for the imple­
mentation of Article 67 of 
the Treaty (May 11, 1960) 

Members obligated to liberalize intra-Community 
short-term and medium-term trade-related 
credits, direct investment, and listed-shares 
transactions. No obligation to liberalize short-
term financial transactions. 

Second Council Directive 
63/21/EEC adding to and 
amending the First Direc­
tive for the implementation 
of Article 67 of the Treaty 
(December 18, 1962) 

Council Directive 72/156/EEC 
on regulating international 
capital flows and neutral­
izing their undesirable ef­
fects on domestic liquidity 
(March 12, 1972) 

Obligation to liberalize short-term and 
medium-term credits under 1960 directive 
extended to services-related transactions. 

Members obligated, erga omnes, to maintain in­
struments for the control of certain capital 
flows, including regulations governing non­
resident money market transactions, credit 
institutions' net external positions, and mini­
mum reserve ratios for nonresident holdings. 
Extension of general derogation from 1960 
directive relating to nonresident loans and 
credits to residents. 

Council Directive'861566/EEC 
amending the First Direc­
tive of 11 May 1960 for the 
implementation of Article 
67 of the Treaty (Novem­
ber 17, 1986) 

Council Directive 88/361/EEC 
for the implementation of 
Article 67 of the Treaty 
(June 24, 1988) 

Members obligated to liberalize several addi­
tional capital movements, though not short-
term capital transactions. 

Members obligated to undertake full liberaliza­
tion of capital movements. 

Sources: See cited directives; Age F. P. Bakker, The Liberalization of Capital Movements in 
Europe (Dordrecht: Kluwer, 1996), pp. 87-88, 93, 118, 168, 177, 180, 211. 

rical EMS. In a lively discussion in the Monetary Committee in February 

1987, the French and Italians offered further capital liberalization if Ger­

many would agree to change the rules so that the burden of adjustment 

would no longer fall exclusively on the weaker currencies (those that were 
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losing value relative to the stronger currency, always the German mark).56 

Ultimately the result was the Basel-Nyborg agreement of 1987—Basel being 
where the central bankers met, and Nyborg the location of the finance min­
isters' meeting. The French agreed in principle to a directive mandating the 
removal of capital controls throughout Europe. In exchange, the Germans 
committed to intervene in foreign exchange markets on behalf of the 
weaker currencies in the EMS and to coordinate interest rate changes with 
greater communication among EMS members.57 Basel-Nyborg paved the 
way for Delors to take the final step toward the codification of the norm of 
capital mobility in Europe. In October 1987 the Council discussed the last 
stage of the Commission's capital liberalization plan. Italy was left alone 
among the EC's largest, most influential members in its skepticism of the 
proposal.58 

In June 1988 the final capital movement directive was adopted.59 No cap­
ital transaction or transfer was exempt from this new obligation to liberalize. 
The Treaty of Rome's qualifier, "to the extent necessary," from the summer 
of 1988 onward would be defined so that all capital movements were "nec­
essary" for the proper functioning of the common market.60 Bakker argues 
that the Commission's claim that short-term capital movements "were an 
integral part of the Internal Market implied an outright negation of the es­
cape clause of Article 67, which it had tried in vain to remove from the Treaty 
in the Single Act."61 The directive established a deadline for the achievement 
of the full formal mobility of capital within the EC: July 1, 1990. 

The most important consequence of the 1988 liberalization directive was 
its establishment of the legal principle that capital freedom was a funda­
mental right of EC law, of the acquis. In some respects the directive was 
much more liberal than Delors, Lamy, Mingasson, and Bache had originally 
wanted. The Delors Commission had argued in favor of amending, but re­
taining, the 1972 directive obliging member states to maintain the institu­
tional apparatus of capital controls in case they were necessary to regulate 
capital movements to and from third countries. The Commission's focus was 
freedom for capital within Europe only, not necessarily with the rest of the 
world as well. 

The Germans, however, insisted that the directive be based on the erga 
omnes principle of applying liberalization to third countries. Hans Tietmeyer, 
who was then the German finance ministry's senior official with responsi­
bility for the European Community, formulated and articulated the German 
position on erga omnes. The stakes, Tietmeyer recalls, were immense: 



70 Capital Rules 

We saw in full capital liberalization the possibility for a test of the stability 
of the ERM—a test by the markets of policy credibility. We wanted a test by 
world markets, not just European markets. That was why the erga omnes 
principle was so crucial. Liberalization erga omnes would demonstrate that 
we had in Europe a stable fixed exchange-rate system with market-proved 
stability rather than artificial stability provided by controls.62 

Both the French government and the Commission opposed making the 
erga omnes principle legally binding in the directive, as did the British gov­
ernment, which sought to enable Europe to withhold access to its capital 
market as leverage in negotiating access to other countries' markets. Al­
though a variety of positions on the erga omnes principle circulated within 
Europe, in the end it was "primarily a French-German debate."63 Pohl re­
calls, "The French had very different ideas about a European capital market, 
as well as for the currency union."64 The compromise produced a weaker le­
gal obligation with regard to third countries, to "endeavor to attain the same 
degree of liberalization as that which applies to operations with residents of 
other Member States" (Article 7).65 The 1972 directive was also repealed by 
the 1988 directive.66 

In other respects the directive was not fully liberal, for it contained a 
"monetary safeguard clause." Belgium, France, Greece, Ireland, Italy, Portu­
gal, Spain, and the Commission itself all argued that capital controls should 
not be completely ruled out because of the potential for capital movements 
to undermine monetary policy or exchange-rate stability. Germany, the United 
Kingdom, and Denmark opposed the inclusion of any language that permit­
ted capital controls to be reintroduced. The compromise reached by the two 
sides became Article 3 of the directive, which focused on situations in which 
"short-term capital movements of exceptional magnitude impose severe 
strains on foreign-exchange markets and lead to serious disturbances" in 
monetary and exchange-rate policy. In such a situation, the Commission 
and a member country could collaborate to take "protective measures," but 
for no longer than six months.67 

The change in the French position had been decisive for permitting the 
codification of any capital liberalization directive.68 Indeed, the German po­
sition on the preconditions for monetary union had been made clear even 
during policy discussions begun during the 1970s: "The German position 
was that a single currency of course would imply the free flow of capital."69 

Delors reflects on the ways in which the directive would "have a psycholog-
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ical effect; creating a powerful signal—even more because the proposal was 
coming from the French."70 Economist Jacques Melitz describes the signifi­
cance of the French tournant for Europe: 

When economic historians look back at this important juncture in Euro­
pean financial history, I believe that they will conclude that the French lib­
eralization program was the single most important forerunner of the White 
Paper. With this liberalization program came the French support for an 
integrated European market for financial services, without which the pro­
posal of a Single Market would never have gotten off the ground.71 

French liberalization reflected a fundamental victory for the minority of 
modernizers and liberalizers who had long sought to reorient the Left 
toward the market and safeguard the value of the French currency. As 
Delors recalls, however, it "was difficult to convince those in Paris. Many 
French politicians on both the Left and the Right were against the liberal­
ization of capital." Delors did not lead France to liberalism alone. President 
Mitterrand played a critical role: 

The firmness of the position of the President of the Republic was decisive. 
No one has emphasized sufficiently the firmness of the President's view that 
the French people prefer to be satisfied with the strength of their currency, 
indeed to be proud of their currency. This was an end in itself for the French 
government.72 

"A Transition Period to Help You Change Your Mind" 

The Council had, remarkably, passed the capital liberalization directive 
unanimously. This occurred despite the fact that the Council still lacked 
consensus—Greece, Ireland, Italy, Portugal, and Spain still objected in princi­
ple—and that the Council could have passed the directive easily with a qual­
ified majority vote. "In Europe a unanimous decision does not mean that 
everyone agrees," Lamy reminds us. "Majority voting does not introduce a 
system whereby countries are regularly overruled. It creates a new, subtle 
kind of bargaining."73 

In the case of the capital liberalization directive, because it was clear that 
the directive enjoyed the support of both a weighted and a numerical ma­
jority of member states, those in the minority were aware that if a vote were 
called they would be overruled. Their choice was either to follow the lead of 
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the rare consensus among France, Germany, and the United Kingdom, or to 
choose to make a statement by voting in the minority. Such statements are 
unpopular among other member states, for they signal isolation from the 
EC's consensus. Italy, for its part, has always sought to avoid such isolation 
as a matter of diplomatic principle.74 Greece had joined the EC only recently, 
in 1981, and Portugal and Spain had entered just two years earlier, in 1986; 
1988 was thus hardly an attractive moment to take a stand against the 
Franco-German axis at the heart of the Community. 

In exchange for their adherence to the EC's consensus, Greece, Ireland, 
Portugal, and Spain were allowed extra time to complete their processes of 
capital liberalization. Their "transition periods" extended until the end of 
1992.75 Mingasson recalls the subtlety of the meaning of a transition period 
from the perspective of the Delors team: "Greece, Portugal, Spain, Ireland, 
and Italy had not changed their minds. It is standard operating procedure in 
Brussels to offer transition periods to those who are not convinced. We say 
it is a transition period for adjusting. But really it is a transition period to 
help you change your mind."76 

Within a few years the EC was entirely a community of mobile capital, de­
spite not being a community that entirely agreed on the virtues of such mo­
bile capital. Germany, the Netherlands, and the United Kingdom were already 
in compliance, while the nine other EC states still had some remaining cap­
ital controls to dismantle. Denmark removed its few remaining regulations 
in October 1988. France lifted nearly all restrictions in March 1989, finish­
ing completely in January 1990. Belgium and Luxembourg eliminated their 
dual exchange rate, which had created a floating rate for capital transactions 
that required authorities to monitor and distinguish capital and current 
transactions. 

The capital liberalization directive was, from the perspective of compli­
ance, extremely successful: despite their misgivings, all of the EC's laggards 
liberalized.77 In Italy, according to Kenneth Dyson and Kevin Featherstone, 
"EC pressures for full capital liberalization gave added strength and speed to 
the domestic process of reform."78 Furthermore, as Mingasson argues: "Once 
the directive was in place, Greece, Portugal, Spain, and Ireland really had no 
choice. The Commission had made it clear that freedom for capital move­
ments was a priority, and that it was prepared to use all of its influence to 
enforce the directive."79 Ireland, Portugal, and Spain dismantled their capi­
tal controls ahead of the end of 1992 objective. 

Only Greece did not meet the Commission's deadline. Greece requested 
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an extension of its transition period to 1995, but the Commission granted an 
extension only until the end of 1994. Of Europe's laggards, Greece was fur­
thest from having an open capital account. The Greek government had not 
even accepted the Article VIII obligations of the IMF for an open current ac­
count, a transition that took place only in 1992. The Greek financial system 
in 1988 was as tightly controlled and heavily regulated as the French system 
had been at the start of the Mitterrand era. The process of capital liberaliza­
tion went hand in hand, as it had in France, with a broader effort to liberalize 
the entire system, including the deregulation of interest rates, the abolition 
of credit controls, and the development of a market for government securi­
ties.80 

Brussels and Athens both had reasons to worry that capital would not be 
liberalized quickly enough, if at all. Back in 1981, the EC's interest in con­
solidating Greece's transition to democracy had led the Commission to make 
an exception for Greece and relax its requirements of compliance with the 
EC's rules, embodied in the acquis communautaire, upon the country's acces­
sion, after twenty years of association. Greece's subsequent difficulty com­
plying with liberalization taught the Commission an important lesson that 
would prove to have great consequence for future accession to the EC: ca­
joling and enforcing compliance proved much more difficult once a country 
was already a member. In subsequent accessions, Commission negotiators 
would insist that much greater progress toward compliance with the acquis 
should precede membership. During the 1980s Greece was widely consid­
ered the member that fit least well the legal norms of the EC, and its slow­
ness in transposing Council directives became legendary. 

Greece's reluctance to embrace the acquis resulted partly from the tradi­
tional opposition of both the Socialists and Communists to membership, a 
political divide that continued into the 1980s.81 Greek firms, moreover, were 
not eager to open all sectors of the economy to foreign competition, and the 
lobby against rapid "Europeanization" was powerful.82 Greek noncompli­
ance, Elena Iankova and Peter Katzenstein argue, "resulted also from insti­
tutional inertia and inefficiency." When the Greek government created a 
special department within the Ministry of Foreign Affairs in 1986 to manage 
more efficiently the country's interaction with European law and institu­
tions, the government was able to move much more quickly to embrace its 
European obligations.83 The government's redoubled effort to transform 
Greece from a European problem to an effective member coincided with 
both the Single European Act and the capital liberalization directives that 
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followed. The decisiveness of the influence of the 1988 directive on Greek 
capital liberalization thus was partly dependent on the ability of the govern­
ment to undertake the effort required.84 

The Greek government began its domestic financial reforms in 1988, leav­
ing the liberalization of capital movements to be accomplished at a break­
neck pace between 1992 and the spring of 1994.85 Between 1988 and 1994, 
Greece faced a massive economic crisis that put further pressure on the gov­
ernment to adopt European norms for exchange-rate stability and fiscal rec­
titude. The profligacy of an ambitious government during 1988 and 1989 
resulted, the following year, in an inflation rate of 20 percent, a budget deficit 
that was 16 percent of GDP, and no economic growth. The pressure for macro-
economic adjustment increased the stakes for liberalizing capital move­
ments, in part, from the Bank of Greece's point of view, to deflate the 
economy.86 

The Paris Consensus, the Brussels Strategy, 
and Monetary Union 

French policymakers in Paris and Brussels had one further objective in mind 
when they authored new liberal rules for capital in Europe. The Commis­
sion's strategy for capital liberalization, according to Nicolas Jabko, laid the 
very foundation for monetary union.87 Both the French government and 
Delors saw in the liberalization of capital movements a first step in a se­
quence of events that would lead to monetary union in Europe. The French 
interest in monetary union heightened with the adoption of the strong franc 
policy, the franc fort, after the Mitterrand decision not to devalue and to re­
main within the EMS. This meant shadowing German monetary policy ever 
more closely, and the Bundesbank's independence of every other actor, in­
cluding the German government, meant there would be very little outside 
influence on monetary policymaking for all of Europe. For Delors, Eco­
nomic and Monetary Union (EMU) became a priority, and laying the foun­
dations for union promised to be as great a feat as any Commission president 
had ever achieved. "EMU, more than everything else," George Ross writes, 
"was Delors' baby."88 

The path between the 1988 directive and monetary union was, as everyone 
knew, long, and the strategy was in many ways extremely risky, for it 
threatened to unravel the EMS altogether. Though risky, Nicolas Jabko ob­
serves, the strategy "was politically quite shrewd."89 The risk of the strategy 
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was that inflation rates among European countries continued to diverge, 
while at the same time exchange rate realignments within the EMS were 
becoming less frequent. The former reflected the fact that central banks 
throughout Europe did not follow every interest rate increase the Bundes­
bank announced. Commission officials, Jabko notes, were "acutely aware of 
the economic incompatibility between fixed exchange rates, freedom of 
capital movements, and national policy autonomy."90 Although observant 
economists pointed out the danger, even the folly, of Europe's embrace of 
fixed exchange rates, free capital mobility, and nominally autonomous 
national central banks, Delors, Lamy, Mingasson, Bache, and Dixon knew 
what they were doing.91 

The strategy also produced a logic that would appear irresistible, and a 
path that was inexorable, to governments in Europe. With a single capital 
market and fixed exchange rates, there could be no place for autonomous 
monetary policymaking in Europe. Europe's central banks had already es­
sentially relinquished their monetary autonomy to the Bundesbank through 
the working of the EMS. The Commission thus "raised the political stakes 
of EMU, acting decisively to liberalize capital movements while exhorting 
European governments to embrace EMU as a compensatory instrument for 
regaining monetary sovereignty."92 

Thus, as Lamy recalls, the "ultimate goal" was monetary union: 

Two logics were critical. Tommaso Padoa-Schioppa, who played a critical 
role among the plotters, outlined what we then called the Padoa-Schioppa 
theorem on the incompatibility of fixed exchange rates, capital mobility, 
and monetary policy autonomy. The Delors plan thus promised to spill over 
from capital movements to monetary integration. We also needed to erode 
German resistance, and capital freedom was the price to pay.93 

A concrete plan for EMU did follow hard upon, and as a direct result of, 
the capital liberalization directive. French support for the 1988 directive was 
critical according to Craig Parsons: "Only when they accepted full capital 
mobility, in June 1988, did Kohl agree to create a committee on EMU under 
Commission President Delors."94 The very same month of the capital liber­
alization directive—June 1988—Mitterrand met Helmut Kohl, the German 
chancellor, in Evian to discuss the prospects for monetary union. Mitterrand 
offered Kohl a deal: in exchange for Mitterrand's personally instructing 
Beregovoy, then his finance minister, to accept capital liberalization on 
behalf of the French, Kohl would agree to the formation of the high-level 
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committee on monetary union. The terms of reference for the Committee 
for the Study of Economic and Monetary Union were set by the European 
Council only weeks later, on June 27-28, in Hanover.95 The crux of the 
German position was that exchange-rate stability should result not only 
from the fixing of parities in the EMS, but also from macroeconomic policy 
convergence, and free capital movements would create powerful pressures 
for convergence.96 "In the summer of 1988," recalls Hans Tietmeyer, "we 
made it clear to the Commission and the other European countries that Ger­
many would not accept a monetary union without full mobility of capital 
both inside and outside. For us capital liberalization was simply a precondi­
tion."97 

The Germans had, of course, agreed only to the study of monetary union, 
accepting in principle such an objective for the EC, but without a firm 
timetable or set of enabling criteria. The politics that would lead to an inter­
governmental agreement to move forward with monetary union were still 
elusive, and well beyond the power of Delors and the Commission to culti­
vate. Still, Delors and Mitterrand took the next step: creating consensus 
among Europe's skeptical central bankers, not least the head of the fiercely 
independent Bundesbank, Karl Otto Pohl. 

So Delors, along with Kohl himself, helped to ensure that the Committee 
would consist of the twelve European central bank presidents or governors. 
After eight monthly meetings in Basel, meetings during which Delors was 
careful not to impose himself on the discussion among the central bank gov­
ernors, the central bankers reached agreement on how European countries 
could proceed toward unifying their currencies. The central bankers envi­
sioned three stages on the road to monetary union. The first—the removal of 
capital controls by July 1990—was already under way as a result of the 1988 
capital liberalization directive. The second stage, beginning in 1994, involved 
further convergence of macroeconomic policies and the creation of a Euro­
pean Monetary Institute. Third, and finally, in 1999 criteria to assess the 
degree of convergence among the macroeconomic policies of member states 
would be used to determine which countries would unify their currencies, 
with the newly created currency governed by a European Central Bank mod­
eled closely on the Bundesbank. The committee's report—colloquially known 
as the Delors Report—helped to relaunch the EMU project. Indeed, the re­
port's outline became, with few modifications, the very text of the Treaty of 
Maastricht's provisions for the progression toward EMU.98 

Although Delors and the Commission did not directly cause monetary 
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union, for indeed much debate was still to come, Jabko argues that they 
"nonetheless performed a pivotal part as recruiting agents for the cause of 
EMU."99 Delors and his team also were able to emphasize to policymakers 
throughout Europe that by the time the Committee for the Study of Eco­
nomic and Monetary Union had finished its work, Europe had already 
painted itself into a corner. Having chosen free capital and fixed exchange 
rates, only one choice remained for them, whether it be de facto or de jure. 
As Padoa-Schioppa, a longtime ally of Delors in the effort to create mone­
tary union and the Delors Committee's rapporteur, argued, the 

Delors Report clearly indicates that the crux of the matter is that there has 
to be a single monetary policy. The best way to understand this is to make 
it very clear that what will still be lacking from monetary union once the 
1992 program has been fully implemented, with the complete liberalization 
of banking and financial services, will be the shift from twelve formally in­
dependent monetary policies to one single monetary policy.100 

The choice for monetary union appeared to be perfectly logical. Within an 
asymmetric EMS, France had only limited monetary autonomy. Monetary 
policy for all of Europe was essentially made by the Bundesbank in Frank­
furt. With monetary union, however, a French central banker would at least 
have a seat at the table with his or her German and other European col­
leagues to make monetary policy for all of Europe. France was thus giving 
up a currency, control over the value of which it had essentially relin­
quished in 1983 when Mitterrand chose the EMS over the "other policy." 
Political scientist Joseph Grieco outlines this logic as the opportunity for 
France to exercise "voice" on the making of European monetary policy.101 

As de Larosiere, then governor of the Banque de France, put it in 1990, "To­
day I am the governor of a central bank who has decided, along with his na­
tion, to follow fully the German monetary policy without voting on it. At 
least, as part of a European central bank, I'll have a vote."102 

This logic of French support is useful for understanding the path to mon­
etary union, but three qualifications are necessary. First, and most subtly, 
the strategy for EMU was formulated in Brussels by Delors and Dixon as 
much as in Paris by Mitterrand and his advisers, and the Commission's deci­
sion to use capital liberalization as both a tool to undermine German resis­
tance and a mechanism for convergence is a necessary piece of the story. 
Liberal capital rules, authored by French policymakers in Brussels, played a 
decisive role in encouraging European policymakers to recognize that with 
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monetary union they were giving up a monetary policy autonomy that al­
ready was illusory in favor of a seat at the table. 

Second, although the logic of French support seems, in retrospect, to be 
water-tight, in fact the resistance within Paris to monetary union was both 
significant and dogged. "The French support for full EMU was decided per­
sonally by Mitterrand," Parsons reports, "over objections from some of his 
closest allies and advisors."103 The strategic logic continued to put Beregovoy, 
then finance minister, in an extremely awkward position vis-a-vis his own 
party. Not only was Beregovoy obliged to accept European capital liberaliza­
tion, amidst the harsh criticisms of those further on the Left, but was then 
asked by Mitterrand to make sense of France's decision to give up its beloved 
franc. "When Beregovoy became Minister of Finance, step by step he 
changed his position," Delors recalls. "Then his role was to convince mem­
bers of the Socialist Party."104 

Third, and most important, it was only the French logic that was crystal 
clear. A critical question is: Why did Germany agree to give up its mark, 
the very symbol of German stability and postwar prosperity, when the Bun­
desbank already had power over monetary policy for all of Europe? Perhaps 
it can be said that France gave up little by pushing for EMU; Germany 
seemed to give up everything.105 One part of the answer to this question is 
based on the institutional logic negotiated among members of the Delors 
Committee. The new European Central Bank would be politically indepen­
dent and legally obliged to maintain price stability. Bundesbank officials 
who were more committed to the goal of low inflation than to the bank's 
central role in achieving it were reassured that the new central bank would 
be even more legally insulated from political influence than the Bundes­
bank itself. 

Another part of the answer was Kohl's own commitment to building Eu­
rope. Even Kohl, however, could not have brought all of Germany, and the 
Bundesbank, along with him without some external event forcing his hand. 
Kohl, moreover, was committed to monetary union in principle and, criti­
cally, in the future. It was clear that an intergovernmental conference on 
monetary union would happen, but the date had not been set. 

The fall of the Berlin Wall forced Kohl's hand. The unification of East with 
West Germany appeared to be inevitable, and public support on both sides 
of the fallen wall was immense. No German chancellor would have moved 
forward with unification without the support of the rest of Europe, and cer-
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tainly not Kohl, who was committed to Europeanizing Germany. In Stras­
bourg in December 1989 Kohl asked his European partners for their support 
for unification, and, led by France, Europe embraced the idea of a new Ger­
many in the center of Europe. Mitterrand, however, asked that Kohl accept 
the French proposal for an intergovernmental conference on monetary 
union to be held the following December, rather than in 1991 or even later, 
as Kohl had come to prefer once Germany's unification began to absorb so 
much of the German government's attention. Although Kohl had originally 
agreed to the December 1990 date for the intergovernmental conference, 
the German government backtracked, later offering a series of related con­
ferences: EMU in 1991, institutional reforms in 1992, and political union in 
1993. The new German timetable promised to put off Treaty negotiations for 
several years at least. In part, Mitterrand's request for a 1990 conference on 
EMU reflected his sense of an opportunity for leverage in the negotiations 
with Germany over the timing of monetary union, but it was also to be a 
show of faith that the new Germany would be as committed to Europe as 
the old Federal Republic had been. In March 1990, the French asked the 
Germans to commit to a second intergovernmental conference on political 
union to be held much earlier than 1993. Kohl, presiding over a unification 
process that appeared increasingly beyond his control, agreed again. In April 
1990 the European Council set out these plans, arranged in advance essen­
tially by France and Germany, for negotiating a new Treaty. The Treaty on 
European Union was finalized in December 1991 in Maastricht. "United 
Germany was thus," Peter Katzenstein argues, "to be embedded in an inte­
grating Europe."106 

The Treaty on European Union negotiated in Maastricht did many things. 
It renamed the European Community the European Union. It laid out the 
timetable for EMU and codified a firm commitment for monetary union 
based on the Delors Report. But it is also notable for what it did not do. The 
Treaty's liberal provisions were, in a sense, moot, for the 1988 directive had 
already established the legal status of capital movements within Europe. 
Still, the symbolism, and the subsequent practical effect through rulings of 
the court, was powerful. The freedom of capital, for the first time in the 
process of European integration, was a right equivalent to the freedom of 
goods, services, and people. Rather than an accumulation of directives spec­
ifying the capital movements that were "necessary" for the functioning of 
the common market, the Treaty on European Union offered a simplified, 
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and simple formulation: capital was to be free. The Treaty, moreover, ap­
plied directly, rather than, as with the 1988 directive, relying on transposi­
tion into national regulations. 

The one major difference from the 1988 capital liberalization directive 
was Maastricht's strengthening of the erga omnes principle. In addition to the 
language of the 1988 directive's obligation that member states "endeavor" to 
enable capital freedom from third countries as well as within Europe, the 
Maastricht Treaty added that member states were "prohibited" from restrict­
ing capital movements, and not just transfers with respect to capital move­
ments, to and from third countries equally, save some exceptions.107 The 
basic principle was clear, however: No European state could restrict capital 
coming from or going to any state, European or otherwise. When, in 1994, 
the Treaty entered into force, the EU would henceforth have the most lib­
eral rules for capital in the international financial architecture. 

The Delors Commission's strategy of promoting capital liberalization on 
the way to monetary union almost backfired when, in September 1992, a 
series of speculative attacks on several of the currencies in the EMS threat­
ened European monetary cooperation. Two currencies, the British pound 
and Italian lira, left the EMS, and the Portuguese escudo and Spanish peseta 
were devalued. The very capital markets that the 1988 directive had helped 
to internationalize were responsible for exchange-rate crises that became 
crises of confidence in the prospects for EMU. In Frankfurt and Bonn the 
crises represented tests of the market. "If you can withstand the test of the 
market," Tietmeyer argues, "you have proven your stability. Only in this 
way could we create a strong European monetary union and a strong cur­
rency." When the markets tested the commitments of European govern­
ments to their fixed exchange rates, it was clear to the German government 
that "the tests were now working."108 

Continued speculative pressures on EMS currencies, including the franc, 
eventually provoked European leaders to widen the bands within which 
EMS currencies fluctuated from plus or minus 2.25 percent to plus or minus 
15 percent. It was widely acknowledged that the rigors of following German 
monetary policy—high interest rates to reduce the inflationary pressures 
resulting from fiscal deficits associated with the costs of unification—had 
undermined the market's confidence in the governments' commitments to 
fixed exchange rates. A June 1992 referendum in which a narrow majority 
of Danes rejected the Maastricht Treaty further undermined the expecta­
tions of a seamless transition from EMS to EMU. Most observers assumed, 
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therefore, that the widened fluctuation bands meant the end of monetary 
cooperation in Europe, particularly because several countries, France in 
particular, could use this new leeway to reduce their interest rates and 
allow their currencies to deviate from the precrisis EMS parities. With the 
exception of the United Kingdom's and Italy's exiting the exchange rate 
mechanism of the EMS, European monetary cooperation continued just as 
intensely as before: EMS governments maintained their exchange rates 
within much narrower implicit fluctuation bands.109 

The response of Europe's leaders to the EMS crises of 1992 and 1993 sug­
gests several further conclusions about the process of European financial in­
tegration. Although Ireland, Portugal, and Spain introduced temporary, and, 
apparently, porous capital controls during the crises, EMS members did not, 
as a rule, attempt to regulate the capital markets that wreaked havoc on the 
system. Delors himself suggested that the monetary safeguard clause of the 
1988 directive could be invoked if governments found it necessary, and he 
even spoke publicly about the possibility of EC-wide restrictions on capital 
flows to and from third countries. The Commission president's suggestions 
were both reasonable and pragmatic: "Cars are free to drive, but they are 
subject to traffic rules. I see no reason why at the international level we 
should not study means of limiting monetary traffic." Delors also suggested 
that Europe could lead the way in such a study: "Bankers cannot act at will. 
Why should we not draw up some rules of the game? Why should not the 
Community take the initiative?" 

The reaction to Delors in London and Frankfurt was vehement.110 The 
EMS crises certainly seemed to fit the scenario European leaders had in 
mind when the safeguard clause was inserted into the directive. The fact 
that, even in the midst of a crisis fueled by foreign exchange speculation, the 
mood among policymakers was very much against new restrictions on cap­
ital mobility demonstrates how liberal Europe had become by the 1990s. Fi­
nally, Delors was revealed, again, to be a man of the Left with an abiding 
skepticism of the absolute freedom of capital. For Delors, French modernity 
and European unification were the ends; capital's freedom was merely the 
means. 

Although Germany remained the focal point for exchange-rate coordina­
tion after the 1992 crisis and 1993 widening of the fluctuation bands, the 
stability of the EMS through the rest of the 1990s depended much less on 
German leadership and much more on the followership of the EMS coun­
tries. Again France was the key to stability as the largest follower state. 



82 Capital Rules 

Without France, stability in the EMS could be dismissed simply as a greater 
Deutsche mark bloc comprised of small, open states that had shadowed Ger­
man monetary policy for years, and in some cases decades. Charles Kindle-
berger's reflection on the hierarchies inherent in international monetary 
cooperation suggests how important such a follower is: 

Great powers, typically one great power, have responsibility for the inter­
national monetary system. Small countries with no power separately to 
affect the system have no such responsibility and are free to pursue the 
narrow national interest. In between, near-great powers face a difficult 
problem since they have power to hurt the system, generally insufficient 
power to steady it in the face of disruption on a wide scale, but are tempted 
to pursue national goals which diverge from the interest of the system.111 

Germany was the great power of the EMS, while France was its near-great 
power. French authorities continued to follow German monetary policy, 
thus keeping the EMS stable through the rest of the 1990s. Not only was the 
French government unwilling to gamble with the hard-won policy credibil­
ity resulting from a decade of rigueur, but Mitterrand and his advisers re­
fused to jeopardize monetary union by easing the policies that created un 
franc fort. The EMS remained stable until 1999 when Europe's exchange 
rates were irrevocably fixed and the euro became Europe's currency. 

The Freedom of Capital in a Wider Europe 

The 1988 capital liberalization directive and the Treaty on European Union 
created liberal capital rules for a European Community of twelve members, 
most of which liberalized their own capital accounts more than thirty years 
after the Treaty of Rome entered into force. Once codified, these liberal rules 
were part of the acquis communautaire, literally the accomplishments of the 
community. The thirty-one chapters of the acquis are composed of the arti­
cles of every treaty, revision, bureaucratic expansion, and Court of Justice 
ruling, every principle and obligation that constitute the rules of the EU, 
some 80,000 pages of text. Chapter 4 covers the free movement of capital, 
and as of 1988 the acquis obliged members to be unconditionally liberal in 
their treatment of capital flows among members and third countries. At the 
European Council meeting in Copenhagen in June 1993, the "Copenhagen 
criteria" for the constitutive norms of European-ness were set out: in addi­
tion to democracy, the rule of law, the protection of human rights, and a 
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market economy, adherence to the acquis was made fundamental. Because 
the acquis prescribes capital liberalization and proscribes capital controls, it 
follows that the very definition of a "European" state includes a commit­
ment to capital mobility. 

The influence of the acquis has perhaps been at its most dramatic on each 
of the occasions that Europe welcomed new members. The "classical method" 
of enlargement, in the Commission's lingo, mandates that candidate coun­
tries fully accept and transpose the acquis before joining. With regard to cap­
ital, then, any prospective member of the EU must completely liberalize its 
capital account.112 When Austria, Finland, and Sweden joined the EU in 
1995, the Chapter 4 negotiations were straightforward: Those three coun­
tries had, for the most part, already liberalized capital flows in the context of 
the European Area Agreement. 

The influence of the acquis on capital liberalization was both more pro­
nounced and more subtle during the accession negotiations leading up to 
the 2004 admission of Cyprus, the Czech Republic, Estonia, Hungary, 
Latvia, Lithuania, Malta, Poland, Slovakia, and Slovenia.113 The Czech Re­
public, Hungary, Poland, and Slovakia had already liberalized in order to 
comply with agreements with the EU and subsequently to join the OECD 
during the 1990s. In part this was also because their leaders recognized that 
they would have to be fully liberal by the time EU membership was on the 
horizon. For the others, the prospect of EU membership was the primary 
impetus behind capital liberalization. Governments in central and eastern 
Europe eagerly embraced the economic policy practices that defined 
European-ness. In the Commission, negotiators talked of the "good pupils" 
to the east who were eager to adopt the practices that would lead others to 
recognize them as "European," just as the Commission sought to teach 
European-ness. 

The candidates for EU membership therefore liberalized at a pace that 
would have been inconceivable for France, and in the context of often weak 
and under-institutionalized domestic financial systems. Stephane Ouaki, 
one of the Commission negotiators for Chapter 4, observed, in central and 
eastern Europe, an "eagerness to be perceived as right up to European stan­
dards for openness to capital movements."114 Not a single negotiation be­
tween the Commission and candidate countries dealt with the regulation of 
capital movements for the purposes of macroeconomic management or pro­
tection of a weak balance of payments position. No government of a candi­
date country even asked for a transition period on the liberalization of 
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short-term capital flows.115 This surprised the Commission negotiators, who 
often found themselves pushing against an open door. Lars Erik Forsberg, 
another negotiator, observed that the Commission could not recommend 
capital controls or a slower pace of capital liberalization, even if the risks to 
a specific country were clear: "There were a few cases in which transition 
periods for short-term capital movements might have been useful from an 
economic point of view, but the Commission cannot grant concessions that 
are not sought."116 The only negotiations revolved around the Commission's 
concern with regulations to deal with money laundering and the acceding 
countries' concerns over real estate purchases by foreigners. The few transi­
tion periods for the free movement of capital in the EU's ten newest mem­
bers dealt with real estate. 

The codification of the norm of capital mobility in the acquis, mundane as 
it may sound, thus proves to be a monumental event in the history of both 
Europe and capital itself. Rushed into institutional form by French leader­
ship, it unites modern Europe and free capital in a single identity. This new 
definition of the European is itself the engine of free capital's spread on the 
world stage. Ouaki describes the inexorable logic of the acquis by which the 
Commission enforces the relationship: "Once an obligation is on the books, 
the Commission, well-oiled machine that it is, is responsible for enforcing 
the obligation. It is not the Commission's responsibility, nor its right, to in­
terpret with any flexibility the acquis. And on capital movements the acquis 
is now unambiguous."117 So, too, is its identification as a necessary property 
of the definition of membership in Europe. 

One of the advantages of the EU's process of integration is that it bureau-
cratizes difficult issues, thereby removing them from the arena of interstate 
politics and imbuing them with legal legitimacy. So, as Forsberg described 
the Commission's role, "In the negotiations to accede to the EU we are not 
to change what has been accomplished."118 In other words, Europe's funda­
mental definition as a terrain of free capital is now, to borrow from the 
French, a fait accompli. 

Global financial markets are global primarily because the process of Euro­
pean financial integration became open and uniformly liberal. By the end of 
the 1980s the integration of European capital markets was synonymous 
with globalization. Given the history of European integration and the per-
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sistent protectionism of Europe in other issue areas, it is not difficult to rec­
ognize the myriad ways in which it might have been otherwise. 

The bargains struck among European governments—but primarily 
among French and German policymakers—ensured that the EU was central 
to the global financial system, rather than on its periphery. French policy­
makers in Paris and Brussels sought to enhance the influence of European 
institutions by building the capacity and competence of the organizations 
that govern European integration. Having given up on French mastery of 
the arena of financial internationalization, Delors, Mitterrand, and Lamy 
intended for an organized European voice to manage globalization. Ad hoc 
globalization might thereby be organized, with authority located in Paris, 
Brussels, and Frankfurt in addition to New York, Washington, and London. 

German policymakers found the European embrace of openness comfort­
able, for it mirrored their own longstanding commitment to financial liber­
alism. With the exception of Germany's reluctant regulation of capital inflows 
as the Bretton Woods exchange-rate system collapsed, the German position 
since the late 1940s and early 1950s had been unambiguously liberal. For­
mulated against the putative lessons of the manipulative currency practices 
of Nazi Germany, the German government and the Bundesbank committed 
themselves to the depoliticization of money, a process that required capital 
liberalization as well. German monetary and exchange-rate policies always 
had to meet the test of the market, and German negotiators insisted that Eu­
ropean policies would be tested as well. 

The consequence of this French-German bargain was a European financial 
system that was in principle the most liberal the world had ever known. The 
independence of the European Central Bank was protected by an intergov­
ernmental treaty, not a mere law that might be overturned by a parliamentary 
majority. European governments were obliged to liberalize capital movements 
to and from every other country in the world. With one arena organized, 
and thereby mastered, many of the same European policymakers—French 
and German—turned their attention to other parts of the international 
monetary system. 



CHAPTER 5 

Privilege and Obligation: 
The OECD and Its Code 
of Liberalization 

C'est 1'experience qui degagera les lois. La connaissance des lois 
ne precede jamais l'experience. (It is experience that yields rules. 
Understanding of rules never precedes experience.) 

—Antoine de Saint-Exupery 

Membership in the OECD is only for the privileged.1 Being 
part of the OECD signifies that a state has achieved the status of "developed" 
country. The organization's headquarters are in the sixteenth arrondisse-
ment of Paris, among the quiet, posh neighborhoods of old money, in the el­
egant Chateau de la Muette, a site of privilege and power for centuries. 

Once a royal hunting lodge, la Muette, as it is known, became the home 
of Marguerite de Valois, the first wife of Henri IV and popularly known as 
Queen Margot. From 1606 to 1792, la Muette was a part of the royal estates. 
King Louis XV entertained his mistresses in the chateau; Louis XVI honey­
mooned with Marie-Antoinette on its grounds. Upon the completion of a 
new chateau building in 1922, la Muette was the Paris home of Baron Henri 
de Rothschild. When Paris was liberated in 1945, the chateau became the 
headquarters of the U.S. Naval Command. Between 1948 and 1961, la 
Muette served as the headquarters of the OEEC. The OEEC, which was cre­
ated to administer the Marshall Plan, was superseded by the OECD when 
the United States and Canada joined the eighteen original European mem­
bers in 1961.2 

The atmosphere of la Muette is dignified and serene, befitting the mem­
bership of one of the most influential, private, and exclusive international 
organizations in the world. (For a list of members, see Table 5.1.) As one 
senior member of the OECD's Secretariat, whose permanent staff runs the 
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Table 5.1 OECD Members with Dates of Accession 

Member State Accession 

Canada 
United States 
United Kingdom 
Denmark 
Iceland 
Norway 
Turkey 
Spain 
Portugal 
France 
Ireland 
Belgium 
(West) Germany 
Greece 
Sweden 
Switzerland 
Austria 
Netherlands 
Luxembourg 
Italy 
Japan 
Finland 
Australia 
New Zealand 
Mexico 
Czech Republic 
Hungary 
Poland 
Korea 
Slovakia 

April 10 
April 12 

May 2 
May 30 
June 5 
July 4 

August 2 
August 3 
August 4 
August 7 

August 17 
September 13 
September 27 
September 27 
September 28 
September 28 
September 29 
November 13 

December 7 
March 29 

April 28 
January 28 

June 7 
May 29 
May 18 

December 21 
May 7, 

November 22, 
December 12, 
December 14, 

1961 
1961 
1961 
1961 
1961 
1961 
1961 
1961 
1961 
1961 
1961 
1961 
1961 
1961 
1961 
1961 
1961 
1961 
1961 
1962 
1964 
1969 
1971 
1973 
1994 
1995 
1996 
1996 
1996 
2000 

Source: "Ratification of the Convention on the OECD," available at 
www.oecd.org/document/58/0,2340/en_2649_201185_1889402_l_l_I_l,00.htmI 

organization, informally described it, the OECD is a "gentleman's club," where 
"finance ministers drink and share their problems." Despite the inevitable 
hierarchy among members of any such club, the most commonly used word, 
by far, in la Muette is "peer." Mutual respect is the rule. 

The privileges of membership in the OECD are substantial. Some benefits 
are subtle: the organization is the repository of an extraordinary amount of 
expert knowledge and country experience on a wide range of policy issues, 

http://www.oecd.org/document/58/0,2340/en_2649_201185_1889402_l_l_I_l,00.htmI
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particularly those related to macroeconomics. Although the effects are 
difficult to quantify, members value highly their ability to learn from the 
experiences of their peers. 

The OECD is also composed of norms and rules that provide the institu­
tional infrastructure for the economic relations among members. The vast 
majority of trade and capital flows in the world economy occur among 
OECD members. Despite all of the hyperbole about financial globalization, 
nearly 90 percent of the world's foreign direct investment originates in 
OECD countries, and nearly 70 percent of all foreign direct investment flows 
into OECD countries. Although the estimates of shorter-term flows are elu­
sive and unreliable, it is fair to conclude that an even greater proportion of 
portfolio capital also flows within the institutional framework of la Muette's 
norms and rules. The financial globalization of the past twenty years has 
been the result of, more than anything else, a vast expansion of capital flows 
from rich OECD members to other rich OECD members. 

Members expect economic responsibility of one another, as do highly in­
ternationalized banks. These expectations were embedded in the 1988 Basel 
Capital Accord, which codifies standards for banks with regard to capital ad­
equacy. The Basel Accord created a relatively unknown but meaningful 
material benefit for OECD membership. It specifies that banks must keep a 
risk-weighted 8 percent of their deposits as reserves. Basel's specification of 
the risks is the critical component. In 1988 the risk weights were set as follows: 
OECD governments and central banks receive a 0 percent risk weighting; 
private banks in OECD countries are accorded a 20 percent risk weighting. 
Non-OECD countries and their banks all receive a 100 percent risk weight­
ing. For more than fifteen years, and during the dramatic expansion of 
international capital flows during the 1990s, the Basel Accord has thus 
conferred upon both public and private borrowers based in OECD member 
countries the benefit of greater access to private international capital mar­
kets. 

The OECD is not all privileges; membership has its obligations as well, and 
they are substantial. The most historically consequential obligation of OECD 
membership is adherence to its Code of Liberalization of Capital Move­
ments.3 Although the Code of Liberalization allows member governments 
flexibility in dealing with emergencies and security threats, adherence is 
nonnegotiable, and the Code's commitments are taken very seriously within 
la Muette and the national capitals of members. OECD membership thus ne­
cessitates the renunciation of other legal rights in the international mone-
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tary system. All OECD countries are also members of the IMF, whose rules 
constitute the legal foundation for the international monetary system. Ac­
cording to Article VI of the IMF's charter, members reserve the right to con­
trol capital movements as they see fit. The legal implication of adhering to 
the OECD's Code, however, is well understood: OECD members have waived 
the right to control international capital movements. Considering how much 
of the world's capital flows are among OECD members, the Code is as close 
as the world has come to global rules for global finance. Until the European 
Community adopted the 1988 liberalization directive described in Chapter 
4, the Code of Liberalization was the only multilateral agreement promoting 
the liberalization of capital movements. Even still, it is, according to Pierre Poret 
of the OECD, "the only multilateral instrument promoting comprehensive 
capital movements liberalization as its primary purpose."4 The Code fol­
lowed the progress of OECD members, progressively and gradually including 
more of the capital account, focusing on long-term flows of direct investment 
first, and working toward short-term financial flows toward the end of the 
process. 

The Code of Liberalization, despite its importance, is poorly understood. 
This is partly because of its ambiguous legal status. The Code is not a treaty; 
it is a collection of binding rules, but most scholars do not consider it to be 
international law. The Code, technically, is a Decision of the OECD Council, 
the supreme organ of the organization in which each country has one vote; 
decisions must be taken unanimously. The Code specifies no explicit sanc­
tions for violating its commitments, although implicitly there is, in the ex­
treme, the threat of expulsion from the organization. Once a country has 
adhered to the Code and joined the organization, there are no material ben­
efits of increased compliance. "We don't have a stick," explains Rinaldo Pec-
chioli of the Secretariat. "We don't even have a real carrot, other than 
international recognition that something has been done."5 

The organization certainly has not sought notoriety. When Raymond 
Bertrand retired from his senior post within the Secretariat, he wrote about 
the OEEC's and then OECD's "rules to enlarge the freedom of international 
financial transactions." Reflecting on the impressive liberalizing progress 
that had been made under the Code, Bertrand observes that the organiza­
tion's work was accomplished behind the scenes. "All this was done in con­
fidential meetings and through secret memos," writes Bertrand, "away from 
the press and from the people most directly affected by government action 
or inaction in this area: international money managers, traders, investors, 
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and even the general public."6 This description still applies to current OECD 
activities more than twenty years later. 

For a dozen years the OECD committee responsible for overseeing the 
Code of Liberalization—the Committee on Capital Movements and Invisible 
Transactions (CMIT)—was chaired by Henri Chavranski, a member of the 
French delegation to the OECD. Chavranski, like Delors in Brussels, played 
a decisive role in the CMIT's embrace of liberal rules during the 1980s. The 
French delegation to the OECD is staffed by the Tresor, which is part of the 
finance ministry. These dozen years, from 1982 until 1994, overlapped with 
some of the most decisive events in the history of the financial internation­
alization of OECD countries and the organization's rules. As Chavranski re­
calls, "Little by little, the Code and the Committee pushed the liberalization 
of capital along. Little by little, we questioned and encouraged, and little by 
little, governments changed their minds."7 The Code helped to "consolidate 
liberalization gains made possible by policy shifts in member countries," and 
served to "entrench the capital opening process via irreversible undertak­
ings by members and to push the process forward on a broad multilateral 
and non-discriminatory basis."8 

The story of the expansion of the Code's mandate and its subtle, persistent 
effects on the liberalization of capital movements among OECD members is 
one of the most important narratives of globalization. Almost any finance 
ministry official of an OECD country would emphasize the importance Of 
the Code. Citigroup's Jeffrey Shafer, who spent nearly a decade in the OECD 
Secretariat before joining the U.S. Treasury, insists, "The Code of Liberaliza­
tion of Capital Movements played a critical role in enabling globalization."9 

When the IMF began discussing the possibility of amending its Articles to 
bring the capital account within its jurisdiction, Fund staff frequently com­
mented on the significant influence of the Code.10 OECD staff members 
have been circumspect about the Code's place in the history of globalization, 
but the role is still there to be explored. "Although," Pierre Poret writes, "pol­
icy initiatives by individual governments, regional agreements, and market 
pressures have been the main driving forces behind the liberalization of cap­
ital movements, the strengthening of the OECD Codes has undoubtedly 
hastened the process."11 

The critical question facing scholars is how to theorize and evaluate the 
effects of the OECD's Code on the practices of member governments. I pro­
pose to build on existing statistical studies of financial globalization and the­
oretical trends in the field of international political economy, to which I 
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then apply the tools of history and sociology in order to understand how 
new norms spread among members. Economist Barry Eichengreen and po­
litical scientists Beth Simmons and Zachary Elkins have shown, statistically, 
that financial globalization has proceeded unevenly, and apparently in groups 
of countries that appear to be related in one way or another. As Eichengreen 
reports, "Countries are more likely to liberalize when members of their peer 
group have done so, holding constant other factors."12 Eichengreen suggests 
that perhaps policy emulation or signaling is at work, and Simmons and 
Elkins add the competition for capital to the list of possibilities.13 But there 
is also the possibility that peer groups have independent effects, which are 
captured better with a more sociological approach to the consequences of 
the norms of membership and the influence of policy dialogue and mutual 
learning on policy practices. 

"We proceeded," according to Chavranski, "by a process of mutual inves­
tigation."14 This mutual investigation exerted subtle, but powerful influences 
on the policy practices of OECD members. Most important was the influ­
ence of the peer review process on the evolution of members' expectations 
of one another. The OECD is the most consequential group of peers in the 
international monetary system, and yet we do not have a full understand­
ing of these peers' influence on one another. 

In this chapter I explain the influence of what the OECD itself labels "peer 
pressure" on capital account liberalization among member countries. I also 
chart the dramatic transformation in the organization's norms and codified 
rules regarding capital controls during the postwar era. Then I outline the 
effects of peer pressure on the liberalization of capital movements among 
members through the 1980s, as well as the accessions of the 1990s. Devel­
oped countries—that is, OECD members—no longer have capital controls. 

A Sociology of the Capital Account: Peers and the Code 

Little in the formal rules of the Code of Liberalization of Capital Movements 
would hint at its influence on the international monetary system. The Code's 
mandate has expanded significantly over time, culminating in the 1989 
amendment that placed virtually all capital account transactions within the 
Code's jurisdiction (see Table 5.2). At any particular moment, therefore, the 
Code's effect on member country practices was limited to its mandate. 

The Code consists of two lists of capital account items—List A and List B. 
More politically sensitive capital account items, such as shorter-term capital 
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Table 5.2 Selected Amendments to the Code of Liberalization 
of Capital Movements 

Amendment Significant effects 

Decision of the Council Amending 
the Code of Liberalisation of Capital 
Movements (July 28, 1964), 
C(64)85/FINAL 

Decision of the Council Amending the 
Code of Liberalisation of Capital 
Movements (February 27, 1973), 
C(72)188/FINAL 

Decision of the Council Amending the 
Code of Liberalisation of Capital 
Movements (April 4, 1984), 
C(83)106/FINAL 

Decision of the Council Amending the 
Code of Liberalisation of Capital 
Movements and the Code of Liberalisation 
of Current Invisible Operations 
(May 10, 1989), C(89)57/FINAL 

Liberalization obligations ex­
tended to certain long-term capi­
tal flows related to foreign direct 
investment. Distinction between 
permanent and reversible liber­
alization obligations introduced. 

Liberalization obligations ex­
tended to operations in collective 
investment services. 

Code jurisdiction of foreign di­
rect investment extended to 
nonresident investors' right of 
establishment. 

Code jurisdiction extended to 
cover virtually all capital account 
transactions, including short-
term capital flows. 

Sources: See cited amendments; OECD, OECD Code of Liberalization of Capital Movements 
(Paris: OECD, 2003). 

movements, are on List B. Together with the OECD Secretariat, members 

catalog all the ways in which they do not meet the liberalization obligations 

of the Code, thereby lodging "reservations" to the Code. Once reservations 

are withdrawn from the capital account items on List A they cannot be 

lodged again. Liberalization commitments are therefore ratcheted up over 

time. List B, for its greater sensitivity, is more flexible; the withdrawal of a 

reservation need not be permanent . The Code also includes a range of ex­

ceptions for reasons of public order and security and serious balance-of-

payments difficulties. A member may also adopt a general derogation from 

the Code, the so-called safety valve.15 Only five countries—Greece, Iceland, 

Portugal, Spain, and Turkey—have ever done so, however. Their, and the 

OECD's, justification for these countries' general derogations was based on 

their level of development relative to other members. When it came to the 

capital account, these five came only recently to be considered peers. Fi-
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nally, the procedural elements of the Code entail a system of notification, 
periodic examination by other member countries, and consultation within 
the Committee overseeing the Code.16 "The basic commitment of the Code," 
according to Bertrand, "is in effect voluntary, subject only to moral persua­
sion and pressure from partner countries." The softness of the formal man­
date of the Code was the "result of a compromise, when the Code was being 
drafted twenty years ago, between countries which favored full liberaliza­
tion and those who believed only in ad hoc, individual relaxations of ex­
change controls."17 

The Code of Liberalization of Capital was, until the spring of 2004, over­
seen by the CMIT, which had previously been nicknamed the Invisibles 
Committee.18 The CMIT was an influential committee. Composed of rep­
resentatives from each of the member countries, the CMIT performed a va­
riety of critical tasks.19 It monitored members' compliance with the Code, 
hence their recognition as the guardians of the Code. As with several other 
powerful committees within the OECD, no new member could join the or­
ganization without a positive recommendation from the CMIT. The CMIT 
was itself responsible for considering and drafting revisions to the rules it 
was supposed to oversee, with these efforts resulting in recommendations to 
the OECD Council. The Council invariably accepted the CMIT's interpreta­
tions and adopted its recommendations. 

One of the CMIT's most important activities for disseminating organiza­
tional norms among members is also its least appreciated by outside observers: 
its practice of peer review—in French, I'examen par les pairs. Along with the 
Economic and Development Review Committee, the CMIT pioneered the use 
of peer review as a tool for promoting compliance within the OECD. The 
practice of regular peer reviews is now central to virtually every OECD ac­
tivity, and OECD staff has, remarkably for the first time, begun systemati­
cally to explore the analytical foundations for what OECD policymakers 
consider to be a tried-and-true form of international cooperation.20 

The generic practice of peer review in the OECD was recently explored by 
Fabrizio Pagani, a member of the legal staff of the OECD Secretariat. He writes: 

Peer review can be described as the systematic examination and assessment of 
the performance of a state by other states, with the ultimate goal of helping the 
reviewed state improve its policymaking, adopt best practices, and comply 
with established standards and principles. The examination is conducted on a 
non-adversarial basis, and it relies heavily on mutual trust among the states 
involved in the review, as well as their shared confidence in the process.21 
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Pagani also emphasizes a number of critical influences on the effectiveness of 
peer review, including "value sharing."22 Peer review is supposed to lead to 
greater compliance through "soft enforcement," dialogue, and mutual learn­
ing, which the OECD also describes as "capacity building."23 Mutual learning 
and compliance are closely related. "The effectiveness of peer review relies 
on the influence and persuasion exercised by the peers during the process. 
This effect is known as 'peer pressure.'"24 The OECD's experience with peer 
pressure has benefited, according to Pagani, from the "homogenous mem­
bership and the high degree of trust shared among the member countries."25 

Peer review and peer pressure within the CMIT were the most important 
vehicles for improving members' compliance with the Code.26 The OECD 
recently described the CMIT's experience with peer review and the Code of 
Liberalization of Capital Movements: 

The OECD approach does not rely on dogma or political negotiation, nor on 
detailed prescriptive recommendations for policy implementation. Instead, it 
involves a process of shared, mutually beneficial learning, where both indi­
vidual and collective stumbling blocks on the path to open markets are in­
spected and discussed. It has been found that peer pressure in a multilateral 
setting can provide strong incentives for authorities to undertake policy ad­
justment. By "benchmarking" domestic regulations and measures against 
those implemented by peer participants in this process, countries receive 
guidance and support in the complex policy area of financial liberalization.27 

Mechanisms 

The mechanisms underlying the effectiveness of the CMIT's peer review and 
peer pressure rely on a wide range of analytical underpinnings. Three of the 
mechanisms draw on psychology and sociology, while another is firmly ra­
tionalist and strategic. The first, and simplest, mechanism is what OECD staff 
calls "naming and shaming." The effect of shame—of having one's policy 
shortcomings discussed in a peer group—depends on CMIT members' caring 
what their peers think of them. National delegations were occasionally 
tempted to dismiss the exercise, and there were no material constraints on 
the seriousness, or lack thereof, with which CMIT members approached a 
review. But in practice members took CMIT reviews quite seriously for 
many years. "We had strong norms," Chavranski reports. "It was clear that 
while your country was examined you had to be a good pupil."28 
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Examination and judgment require standards, and thus we come to the 
second mechanism: defining the boundaries of acceptable behavior for 
OECD members. Although the Code has its own formal definitions of ad­
herence, in practice the CMIT's interpretation of the Code is authoritative. 
Indeed, according to a number of OECD staff members, CMIT members 
spent the vast majority of their time together arguing about what consti­
tuted compliance—that is, whether a specific policy or law required a reser­
vation to the Code or not. The Secretariat would note that such a policy or 
law warranted a reservation. The country being reviewed would then have 
a choice to make: it could accept that a reservation would have to be lodged 
and then attempt to outline the logic of the restriction to the satisfaction of 
members; or, alternatively, it could insist that the policy or law was not in fact 
in violation of the Code. In either situation, however, the CMIT's discussions 
focused on the meaning of conformity to a liberal standard. 

Conformity for the CMIT did not imply uniformity. That is, the CMIT's 
review of a member was also embedded in shared knowledge about the 
country's ability to meet the Code's demanding obligations. "Flexibility was 
important to our success," according to Chavranski. 

We distinguished between liberation and liberalization, and we urged the 
latter. We did not ask the same from each country. In writing the CMIT's rec­
ommendations we always had to be sure to be realistic, to find an equilib­
rium between what the CMIT wanted and what was politically possible.29 

The staff of the Secretariat speaks of the "genius" of the Code's design: a 
"clean, clear" obligation to liberalize, but not all members had to undertake 
it immediately. Still, the obligation is defined as a goal for all. "Our process 
encouraged dialogue and learning," elaborates Chavranski. "The Secretariat 
would send a mission to find out where it could get more liberalization. 
Then the delegation would present to the CMIT what it could and could not 
do. We would go back and forth. It was a complex game."30 

The third mechanism is the combination of experience sharing and learn­
ing. Although OECD finance ministry and central bank officials certainly 
would have been aware of the broad patterns of their colleagues' experi­
ences with capital account restrictions and liberalizations, the peer review 
process was incredibly detailed, recounting both the logic of the restrictions 
and the logic of removing them. This process also played, according to 
Shafer, a critical role in "developing a common understanding among gov­
ernments about how the world works."31 
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Learning in this context was similar to a process of socialization for new 
members of the CMIT. The story of Jan Nipstad, a member of the Swedish 
delegation, is particularly illuminating, in part because of the instrumental 
role Nipstad would play in rewriting the Code in 1989. Nipstad first took 
part in CMIT discussions in 1974, when he sought to defend Swedish capi­
tal controls to the skeptical committee. Nipstad emphasizes that the influence 
of peers' accounts of their own similar experiences were both instructive 
and reassuring. The effect was, according to Nipstad, "quite powerful," forc­
ing him to reconsider his most firmly held assumptions about the necessity 
of particular capital account regulations and the dangers posed by liberaliza­
tion. Nipstad and the other members of the Swedish delegation paid partic­
ular attention to the experience of Denmark, whose situation, they felt, 
most closely resembled their own. Nipstad recalls: 

Eventually I was convinced by my colleagues on the committee. I learned 
from their experiences, and returned to Stockholm to share the lessons of 
our OECD peers. Some of the deepest fears of the Swedish government 
about capital account liberalization were, it turned out, unfounded. An ar­
dent proponent of controls, I came to embrace the cause of liberalization. 
Back in Stockholm, however, they began to worry that I was too liberal.32 

Shafer recalls how influential it was for national policymakers to attempt 
to justify their restrictions, only to be rebuffed by other policymakers who 
had already abandoned one mode of thinking for another. "Exposing people 
to different ways of thinking can be quite powerful," Shafer observes, "par­
ticularly in Europe where the intellectual traditions of the governments' 
elites can be quite insular."33 

One CMIT practice was particularly useful for enhancing each of these 
psychological and sociological mechanisms underlying the effectiveness of 
peer review. At peer review only, the delegation from the country being re­
viewed was supposed to represent its home government's position. At all 
other moments CMIT members were to act as "independent experts." On 
the few occasions when a member would slip, referring to the preferences of 
his or her finance ministry or central bank, the CMIT chair would inevitably 
remind the member of the irrelevance of those views.34 This mode of inter­
acting had a number of interesting effects. One was that it heightened the 
scrutiny of each peer review. Without having to worry about being accused 
of living in a glass house, all CMIT members—even from countries with rel­
atively illiberal capital accounts—were enabled, even emboldened, to ques­
tion their peers aggressively. 
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This practice also encouraged GMIT members to emphasize their commit­
ment to the committee, the Code, and one another at the expense of their 
roles in national policymaking bodies. Another recollection from Nipstad 
suggests this effect. During his conversion to the cause of liberalization, Nip­
stad notes how influential, and indeed transformative, it was to adopt the 
perspective of a "Guardian of the Code" when reviewing other members. For 
those peer reviews Nipstad was "no longer a member of the Swedish delega­
tion," but instead an independent expert whose role it was to encourage fur­
ther progress toward the "goals of liberalization enshrined in the Code." In 
this way, Nipstad insists, "One comes to identify with the committee, and 
with its purposes." New CMIT members were rapidly "indoctrinated."35 

When Nipstad left the OECD to return to the Riksbank in Stockholm, he 
wrote Henri Chavranski a letter in which he reflected on his own personal 
transformation as part of the story of the committee. Nipstad recalls, 

I came to the Committee an ardent believer in the usefulness of exchange 
controls as an additional support for well-balanced economic policies . . . 
But I could of course not avoid to be contaminated by the liberal spirit 
which progressively came to dominate the Committee.36 

The extraordinary continuity in both the Secretariat staff and the CMIT's 
members heightened the degree of identification with the purposes of liber­
alization and maintained it over time. That lack of turnover, according to 
Nipstad, "created an atmosphere of colleagueship and trust."37 

Fourth and finally, the rationalist mechanism of peer review is the most 
amenable to empirical scrutiny. OECD peer pressure enabled the reform 
agenda of those being reviewed. In the language used by the OECD Secre­
tariat, officials would come to Paris to have their reform agendas "blessed by 
the CMIT," and then return home to their national capitals to relate the op­
probrium of the committee and the necessity of "keeping up with our OECD 
peers." In this sense, OECD staff frequently noted that peer pressure was 
most effective when government representatives were looking for interna­
tional support for further liberalization. As Shafer describes, this influence 
might play itself out in several ways, often by reinforcing the position of a 
policymaker who is already proliberalization. The liberalizer could strengthen 
his or her hand in a debate within the cabinet by returning from la Muette 
with a few possible stories, such as, "We are under a great deal of pressure 
in Paris; we look like fools." Another claim involved bargaining. "If we do 
not go along with this," the argument would usually run, "we will never get 
international support for our priorities."38 
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Moments 

There are also three distinct moments in which OECD peer pressure can be 
understood to have influenced policy. The first is when OECD members 
contemplated further liberalization of their capital accounts. The influence 
of peer pressure was always greatest for countries on the verge of taking 
some new step, "wondering whether it should take this step into cold wa­
ter," and hoping to "learn from the experiences of peers."39 

A second moment occurs when an OECD member considers introducing 
new capital account restrictions, and, thus, lodging new reservations. An 
OECD member in this situation must come to Paris to justify the restriction, 
and the CMIT then has an opportunity to question the policy and voice its 
opinion. This process encourages policymakers to assess all options, and to 
look for the least damaging way to introduce a restriction—that is, leading 
to the fewest number of new reservations. "Without a crisis," explains Pec-
chioli, "a country would not dare."40 

The third possible moment occurs in the process of negotiating member­
ship itself, before peer review even begins. Governments may not apply to 
the OECD for membership. The OECD Council, rather, invites new mem­
bers, and then asks for reports from each of its committees. A favorable re­
port from the CMIT was always essential for the Council to accept a new 
member. The CMIT therefore had a veto right during this process, for if it is­
sued a negative report a country could not join. The process of producing a 
report was iterative. The CMIT questioned prospective members, urging 
them to liberalize further. Liberalization, it seemed, always was the right an­
swer to the committee's questions. The report was written only when it was 
clear that the outcome would be favorable. It was at these moments that the 
CMIT had the greatest leverage over policies. 

The Evolution of the Code 

The Code's evolution followed the shifts in attitudes among its member gov­
ernments about the desirability and legitimacy of regulating international 
capital flows. Both the Code's evolution and the process of liberalization 
were gradual, progressive, and sequenced.41 The early years of the OECD's 
Code, as with that of the OEEC, were accompanied by the CMIT's debates 
on interpretation and jurisdiction that indicated a commitment to long-term 
capital flows, particularly foreign direct investment, and a deep skepticism 
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of short-term capital flows. According to Bertrand, the omission of short-
term flows from the Code's obligations "stems from the recognition that 
short-term financial transactions, in particular those initiated by banks, can 
pose problems for the management of money and of exchange reserves, 
especially under fixed or managed exchange rates."42 

The Committee for Invisible Transactions began the process of amending 
the Code by evaluating the logic of capital account restrictions. In 1963 the 
Committee emphasized members' concerns about the balance of payments, of 
their "autonomy of monetary policy" (particularly for the three Scandinavian 
countries and Austria), and strategic selection of inward direct investment 
(particularly for Greece, Spain, and Turkey).43 In 1964 the Committee took 
stock of the positions of OECD members. It divided members into four groups: 
countries that did not apply exchange controls (Canada, the United States, 
Switzerland, Belgium, the Netherlands, and Luxembourg); other members in 
the EEC and Austria, whose aim was full liberalization but that still main­
tained restrictions; the Scandinavian countries, the United Kingdom, and Ire­
land, which aimed at progressive, but not necessarily total, liberalization; and 
the "developing countries," Greece, Iceland, Portugal, Spain, and Turkey.44 

At that time the committee reported "widespread agreement among 
Members on the need for complete and early liberalization of direct invest­
ments."45 Capital flows that might affect the practice of domestic monetary 
policy, however, or that might otherwise reduce the control of policymakers 
remained controversial. The committee referred to these as "conjunctural" 
reasons for controlling capital, based on a "desire to restrain foreign capital 
from disrupting the gradual and orderly evolution of the domestic economy 
or distorting the economic development plans through massive and sporadic 
injection (or withdrawal) of foreign capital at inopportune moments."46 

Hot money, thus, was still the dominant worry of OECD policymakers. As 
Pierre Poret reports, in 1964 the Council 

took an explicit decision not to extend the scope of the Code to short-term 
operations on the grounds that their liberalization would make their bal­
ances of payments vulnerable to shifts in market participants' sentiments 
and compromise the independence of their economic policies, in particular 
undermine exchange rate objectives set out within the framework of the 
Bretton Woods system of fixed but adjustable exchange rates.47 

The OECD later reemphasized this perspective. "Certain kinds of flows are 
excluded from the Code's coverage," the OECD noted in 1971, "which 
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means that governments have not committed themselves to abstain from 
regulating them." The logic in 1971 was much the same as it had been a 
decade earlier. "Short-term financial credits and loans are specifically omit­
ted, as are the buying and selling of short-term treasury bills and other 
short-term money market securities," the review continued, "because they 
are the vehicle for hot money and because control of such flows is often 
considered necessary to buttress domestic monetary policy."48 

The Code was first amended, modestly, in 1964, after these discussions 
about the extension of liberalization obligations to other capital flows. Only 
some additional long-term capital flows related to foreign direct investment 
were made part of the Code's liberalization obligations. It was also in 1964 
that the A and B lists were created as a compromise to distinguish liberal­
ization obligations that were permanent from those that were sensitive 
enough to be considered reversible.49 The OECD also publicly elaborated the 
reasons for holding members to different standards with respect to the Code. 
"Greece, Iceland, and Turkey are completely exempted from their liberaliza­
tion obligations," according to the OECD in 1971, "because of overall eco­
nomic and financial problems related to their degree of development."50 

Following the 1964 amendment, the United States, among the more liberal 
members of the OECD, urged further liberalization, particularly of long-
term investment. As Shafer reports, "The United States pressed liberaliza­
tion in the OECD in the 1960s."51 With the exception of Germany, the 
United States found few other proponents for further liberalization. 

In 1973, the Code was amended, again modestly, to include operations in 
collective investment services.52 This amendment took place against the 
backdrop of a collapsing international monetary system, with the end of 
generalized fixing. The OECD members that embraced further capital ac­
count liberalization included "both countries that considered a floating ex­
change rate as an essential element and countries that saw a commitment to 
fixed exchange rates as a cornerstone of their strategies."53 By the early 
1980s committee members were discussing means to strengthen the Code's 
stance on foreign direct investment.54 Consensus was reached quickly, and 
in 1984 the Code's jurisdiction of foreign direct investment was amended to 
include the right of establishment for nonresident investors. 

Already, however, a number of OECD members had begun to dismantle 
their capital control regimes on their own: the United Kingdom in 1979, 
Japan in 1980, Australia and New Zealand in 1983-1984, and the Nether­
lands in 1986. Most dramatically, the Mitterrand U-turn in France led to a 
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significant relaxation of capital controls. The 1980s, according to a number 
of OECD papers and publications, ushered in a "new era in policy atti­
tudes."55 Partly this was an ideological shift toward a renewed liberalism. 
According to Stephany Griffith-Jones, Ricardo Gottschalk, and Xavier Cir-
era, "gradualism soon began to wane as a result of a major ideological shift 
towards greater liberalization in the late 1970s; OECD member countries no 
longer followed changes in the Code but rather anticipated them."56 Also at 
work was a new policy paradigm among OECD finance ministers and cen­
tral bankers. "Priority objectives ascribed to monetary policies in OECD 
countries converged towards achieving long-term price stability, and, to this 
end, building up credibility-enhancing mechanisms," observed Poret. 

Capital controls, which had in the past aimed at preserving the ability of 
monetary policy to exploit a possible trade-off between inflation and un­
employment, did not fit into this new policy paradigm and risked to distract 
the authorities from the essential task of maintaining sound and credible 
economic policies.57 

These sea changes set the stage for the most dramatic amendment to the 
Code: the inclusion of short-term capital movements, the so-called hot 
money that had been left out of the Code for so long. 

Hot Money and the Code: 1989 

The late 1980s was a period of profound change in the OECD—in la Muette 
as well as in the members' capitals. The legal foundations of central bank in­
dependence were spreading among those OECD members that had not had 
them in place.58 A decisive shift away from policy discretion among OECD 
countries was under way. "What the CMIT experienced during my tenure," 
Chavranski recalls, "was a pendulum swing in sentiment about markets."59 

In November 1984, shortly after the Code was amended to include the 
right of establishment for foreign investors, the Committee on Capital Mar­
kets and Invisible Transactions and the Committee on Financial Markets 
agreed to form a Joint Working Group on Banking and Related Financial 
Services to reconsider the place of short-term capital movements in the 
Code of Liberalization. "It was exactly the right timing to form a working 
group on short-term capital movements," according to Nipstad, who was to 
become chair of the group in 1986.60 The year 1984 was a moment of rela­
tive calm in international financial markets, and many OECD members en-



102 Capital Rules 

joyed strong balance of payments positions. Also, Nipstad recalls, the inter­
nationalization of firms made it "damn difficult to get foreign exchange reg­
ulations watertight. The situation in countries that had not liberalized, such 
as Sweden, was that multinational firms did what they wanted, and only 
the smaller firms were restricted. So, by the 1980s, many of us saw no ad­
vantages, only drawbacks, to capital controls."61 

Akira Iida, a member of the Japanese delegation, was originally chosen to 
be chair of the working group, in part because Japan's capital account 
regime was more restrictive than its peers. According to Nipstad, this was 
simply good bureaucratic politics, for every chair would like his or her group 
to achieve a good result. All CMIT member countries were represented in 
the working group. When Iida was rotated out of the OECD by the Japan­
ese government in 1986, Nipstad took over. 

In the first several years, the working group failed to reach a consensus on 
the desirability of what would amount to a Code of Liberalization that 
obliged OECD members to liberalize essentially all capital account transac­
tions. "Views differed over how far short-term operations should be liberal­
ized," according to one of the group's first draft reports, "especially the 
liberalization of money market instruments."62 After many discussions, "no 
consensus emerged on this issue" of short-term capital movements.63 Later 
meetings, in the summer of 1986, revealed that the traditional argument for 
controlling short-term capital movements remained foremost in the minds 
of defenders of illiberal capital accounts. "The main justification," noted the 
working group, "for excluding such operations from coverage initially was 
that the level of development of money markets varied considerably from 
country to country and that short-term capital controls may be needed to 
assure national monetary independence."64 

These discussions were, apparently, not heated. "There was no strong 
opposition to the expansion of the Code," according to Chavranski. "A few 
countries were reluctant, but there was no big fight. The idea was ac­
cepted."65 A few members were more active, among them the United States, 
the United Kingdom, the Netherlands, Belgium, Germany, and Switzerland. 
Several others sat "quietly, and mostly took notes," including Denmark, Fin­
land, Iceland, Norway, Spain, and Turkey.66 

By the late 1980s, the United States was no longer among the most liberal 
of OECD members, nor was it even an enthusiastic proponent of a newly lib­
eral Code. As in EC negotiations, France played a critical role mediating be-
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tween the groups, and indeed it was a reversal of the French position that 
made the OECD's and EU's rewriting of the rules of capital possible.67 

Chavranski, as chair, played a critical role in forging consensus among the 
OECD's enthusiastic liberalizers and those members for which a new obliga­
tion to free all capital movements would extend well beyond their policy 
options in the foreseeable future. Thus it was Chavranski's CMLT, with the 
support of the French and other European governments, that formulated the 
new rules. And it was after the 1988 capital liberalization directive in Brussels 
that the Europeans came fully to embrace an amendment to the Code. As 
Shafer recalls, "I often advised the Treasury not to push or be especially vocal 
in OECD debates about liberalization. Just be quiet and let the impetus come 
from the Secretariat and the Europeans who are supportive."68 Certainly the 
United States did not oppose the proposed amendment to the Code, instead 
welcoming the liberal zeal of European countries that had long stymied U.S. 
efforts toward more freely flowing international capital markets. 

In 1988 the working group offered its conclusions to the CMIT's full 
membership. The most important of these was its recommendation: "The lib­
eralization obligations of the Capital Movements Code should be extended 
to encompass almost all short-term operations, on either List A or List B of 
the Code."69 Indeed, the group suggested that "as far as possible, maturity 
distinctions in the Code should be eliminated."70 The rest of the working 
group's document offers a fascinating insight into the emergence of the 
norm of full capital mobility in the OECD. 

The critical analytical step indeed revolved around maturity distinctions 
in capital flows as the basis for regulation: 

Both the defense of existing exchange rates in the face of hot money flows 
and the belief in national monetary independence depended on certain ex­
plicit or implicit assumptions about the state of the financial markets at the 
time and the capacity of monetary authorities to achieve their policy objec­
tives. In particular, it seems to have been assumed that a sharp distinction 
was warranted between the long-term markets, which were denominated 
by basic considerations related to investment, and the short-term markets, 
which, though more volatile, were subject to fairly direct control by the 
monetary authorities, at least domestically.71 

Along with flexible exchange rates, the group suggested that "financial mar­
kets have developed to the point that the distinction between short-term 
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and long-term financial markets appears to be far less meaningful than in 
the past."72 

The group emphasized that its conclusions applied solely to the privileged 
OECD club. "It has always been assumed, at least tacitly, that the obligations 
of the OECD Codes," noted the Group, "which apply to a relatively homoge­
nous group of the world's most advanced economies, would be stronger 
than those concluded in other international bodies whose membership 
includes developing and centrally-planned economies."73 

The working group, furthermore, was careful to circumscribe the new 
obligations, as was always true when the Code of Liberalization was amended. 
"The obligation to liberalize under the Code is neither immediate nor un­
qualified," reassured the authors of the report. This is where the function of 
the CMIT as a discussion forum becomes so crucial for the advance of liber­
alization. The CMIT engages the authorities of each country in an ongoing 
dialogue, but it is a dialogue necessarily premised on the objective of pro­
gressive liberalization, in which expectations are adapted to the particular 
circumstances of each member country, its unique economic and financial 
conditions, and its balance of payments situation.74 

The working group offered the CMIT both a description of their material 
reality and what the members considered to be the appropriate interpreta­
tion of their material facts. "The development of dynamic internationalized 
financial markets was basically to be regarded as a positive phenomenon 
and, in any case, as an accomplished fact of life."75 The group was also, how­
ever, careful to adopt a historical perspective on the potential arrival of hot 
money within the CMIT's cherished Code; clearly this was not a step to be 
taken lightly. "The view that controls on short-term operations should also 
be subject to the obligation of progressive liberalization was much more re­
cent," with most members even of the EC having only just accepted the idea 
in principle.76 Some observers have inferred that the Code simply followed 
policy changes already under way in member states, hence their dismissal of 
the Code's importance. In fact, the proposals to include hot money among 
members' obligations preceded the consensus of the members, whose expe­
rience and progress were highly varied. "While the trend throughout the 
OECD area is unmistakably towards liberalization," observed the group, "the 
degree of progress already achieved varies considerably from country to 
country."77 

After the working group reported to the CMIT, the committee began its 
deliberations about the first major revisions to the Code since the 1960s. The 
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CMIT's members considered this opportunity historic as well. It was, indeed, 
opportune, particularly because many of them had not fully liberalized, but 
were prepared to commit to it as a new obligation. The CMIT reasoned: 

Bearing in mind that such a wide-ranging review of the Code's provisions 
on banking and financial services is unlikely to be undertaken again for 
some considerable time, the Group considered it essential to be forward-
looking. It therefore sought agreement to define the liberalization obliga­
tions in this area as broadly as possible. The Group recognized that not all 
Member countries would be able to meet the new obligations immedi­
ately.78 

The fully liberal CMIT had traveled a great distance since the 1960s, when 
the last (and only) review of the Code had taken place. The traditional dis­
tinction between short- and long-term capital had broken down. The line 
between banking and capital market activity had become much less sharp. 
Euromarkets had grown spectacularly. Most consequentially, capital con­
trols were no longer the rule. Indeed, capital account regulations were in­
creasingly the exception, at least among OECD members, the developed 
countries. It was not, of course, that OECD countries had been unaware of 
the consequences of capital account liberalization for their autonomy. "Pol­
icy attitudes have moved decisively towards the goal of liberalization and 
many OECD countries have already taken major steps in that direction," ob­
served the CMIT. "Policymakers are aware," the CMIT continued, "that they 
have somewhat less autonomy under a regime of free capital movements, 
but they are increasingly willing to accept this in a world more reliant than 
ever on international cooperation."79 The consensus that the working group 
helped forge within the CMIT, and ultimately in the OECD Council as well, 
was remarkable for its intellectual distance from the consensus of the origi­
nal authors of the Code of Liberalization. 

A new standard of appropriate behavior was agreed to in 1989. What was 
ultimately at stake was the relationship between capital mobility as a regu­
latory or a constitutive norm. Capital account liberalization was becoming 
the usual behavior of OECD members. In 1989 OECD members agreed that 
an open capital account was one of the defining—the constituting, the 
proper—practices of a "developed" country. "While member countries are 
clearly at different stages of liberalization," reasoned the CMIT, "they now 
share the view that the complete liberalization of capital movements is a 
proper goal."80 Louis Pauly understood the meaning of the OECD's amend-
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ment as an attempt "to replace the formal legal right to control capital 
movements with a new right. The effort to codify the norm of capital mo­
bility continues."81 The OECD's Robert Ley offered this interpretation of 
1989: "Government attitudes have shifted decisively in favor of developed 
capital and money markets domestically and increased freedom for interna­
tional operations."82 

By the end of the decade, then, the presumption among OECD countries 
that capital controls would be the norm was turned on its head. As Lex 
Rieffel, an influential member of the U.S. delegation, observed, one could 
"speak of exchange controls as an anachronism without being considered a 
heretic or a visionary."83 To those who were most intimately involved in the 
process, the new obligations seemed natural. 

It took the Secretariat nearly three years, working with the member del­
egations, to determine the reservations that would need to be lodged vis-a­
vis the new obligations. The process complete in 1992, the OECD Council 
approved the reservations. Two-thirds of the reservations were lodged by 
Greece, Ireland, Portugal, and Spain. 

The 1990s Accessions 

Until the 1990s there had been only four accessions to the OECD since 1961: 
Japan in 1964, Finland in 1969, Australia in 1971, and New Zealand in 1973. 
Between 1994 and 2000 six more countries joined the OECD. The policy­
makers in all six countries approached their candidacy with anticipation and 
pride. OECD membership symbolized their graduation from developing-
country to developed-country status. Mexico, the first new member, was 
obliged to withdraw from the Group of 77 (G77), the most influential group 
of developing countries in the international economy. Mexico had been a 
prominent and founding member of the G77. G77 and OECD members 
almost always, however, found themselves on opposite sides in negotiating 
the international infrastructure of the world economy. 

The context in which the OECD welcomed its newest members differed 
fundamentally from that of the last accessions, and even more from the 
founding moments of the late 1950s and early 1960s. The international 
economy had been transformed. The IMF no longer oversaw a system of 
fixed exchange rates. Trade flows had been liberalized. International finan­
cial markets had grown enormous. The middle of the 1990s was, by many 
measures, the very high point of the recent era of globalization. The OECD 
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itself was positioned differently relative to international financial markets. 
The experience of OECD members with capital account liberalization had 
been gradual and sequenced, and the Code's obligations had evolved along 
with the practices of members and norms of the club. The Code of Liberal­
ization that new members encountered during the 1990s was no longer the 
set of rules that privileged foreign direct investment over short-term capital 
flows. The CMIT now ruled hot money as well. 

The accession negotiations between the CMIT and the six prospective 
members therefore raised a critical question: Which standards should the 
CMIT apply to new members? Two possible answers were offered for dis­
cussion. A few members suggested that the acceding countries should follow 
the historical path of the current members on their way to capital account 
liberalization. New members would, in other words, be encouraged to liber­
alize slowly, sequencing their liberalizing efforts over several years. 

The counterargument, which won the day, was composed of the OECD's 
prevailing norms. The Secretariat articulated the case in late September 
1994. "By the end of December 1994, when Iceland will have removed its 
remaining capital controls, none of the 25 OECD Member countries will 
maintain exchange controls," the Secretariat's staff observed. The report 
continued: 

Therefore, a substantially higher level of liberalization of current and capi­
tal operations in the what were called the Partners in Transition (PIT) coun­
tries in central Europe and Korea would be required if today's OECD average 
standards were to be achieved. The new applicants themselves would have 
to be aware that their accession progress would be greatly facilitated if they 
were to take substantial additional liberalization steps before joining the Or­
ganization.84 

Jeffrey Shafer was the U.S. Treasury official responsible for formulating 
and conveying U.S. positions toward the OECD accession candidates. "We 
decided," Shafer recalls, "that new members ought to meet the prevailing 
OECD standards for adherence to the Code. We felt that if this were not 
something a country was prepared to do, then the country was also not 
ready for OECD membership."85 Rieffel, a member of the U.S. delegation, 
had some years earlier reasoned that "a good test of whether a non-member 
country is ready to join the 'club' is to see if it is prepared to accept the oblig­
ations of these Codes. (The only other important test is the country's com­
mitment to a democratic political system.)"86 Because the obligations of the 
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Codes had changed, so, too, the logic went, had the standards of member­
ship.87 

Of course, the CMIT's encouragement of the minimization of acceding 
countries' reservations was more easily implemented than the accompany­
ing prudential regulations that the CMIT recommended. Liberating capital is 
a more straightforward task than building the institutional infrastructure of 
efficient financial markets. Three of the acceding countries experienced cap­
ital account crises within a year or so of accession. "Domestic political con­
straints," the OECD's Eva Thiel observed, "as well as inertia in the legislative 
process, prevented the new entrants from introducing the full range of 
improvements to corporate and public governance practices and to the pre­
dictability and transparency of rules and regulations recommended by the 
CMIT."88 

As is often the case in exclusive clubs, the sponsorship and strong recom­
mendation of current members can be decisive. It was widely known, for 
example, that the United States had insisted on rapid negotiations toward 
Mexican membership in a speech Treasury Secretary Lloyd Bentsen gave in 
Paris when the North American Free Trade Agreement (NAFTA) was com­
plete. Similarly, Japan was seen as a champion of South Korea's member­
ship. The Americans and Europeans together enthusiastically embraced the 
four PIT countries: Poland, Hungary, the Czech Republic, and Slovakia. The 
U.S. delegation, in collaboration with the U.S. government departments in 
Washington, compiled "road maps" for these four central European coun­
tries. Although these documents are not official standards for OECD mem­
bership, they reveal a great deal about how one of the OECD's most 
influential members viewed the criteria. 

The U.S. delegation identified four "screens" to gauge readiness for mem­
bership: "General philosophy: Economic growth and efficiency and individ­
ual liberty"; the "Practice of the Market: Implementation of the OECD's 
philosophy, sticking to it, and demonstrating performance"; "OECD-specific: 
Committee review of policies and issues as applicants participate as ob­
servers"; and "Commitment and Adherence to OECD Instruments." The 
delegation's assessment of the standard to be applied by the CMIT with 
respect to the Code of Liberalization emphasized that current account re­
strictions should be eliminated. Capital account restrictions should be 
reduced "to a minimum" (or, in an alternate wording, "to the maximum ex­
tent possible").89 
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Thus, although the United States had typically played a passive role in the 
codification of a norm of capital mobility in 1989, when it came time for the 
organization to exert its leverage in central Europe, U.S. policymakers saw 
the OECD as useful leverage for its policy priorities. Clearly the United 
States had not systematically sought to empower or employ the OECD, but 
when such an occasion happened to present itself, U.S. policymakers did not 
hesitate to promote liberalization. 

The accession negotiations breathed new life into the CMIT. Just when it 
seemed that the CMIT's work was done—that OECD members had resolved 
to liberalize their capital accounts completely—a new round of illiberal 
countries presented themselves to the committee in search of the knowl­
edge and expectations of the developed world. Some scholars have attempted 
to judge the character of the negotiations from the outcomes—namely, that 
the new members lodged very few reservations and none applied a general 
derogation. "Since this recourse was still available," Griffith-Jones and her 
colleagues observe, "it suggests that they indeed faced considerable pressure 
to accept stringent requirements concerning liberalization of their capital 
account as a requirement for membership."90 Archival research and inter­
views reveal that this view is, with the exception of Slovakia, generally cor­
rect. "Pressure," however, is not the most accurate way to describe the 
influence of the OECD. The OECD certainly set liberal standards, but acced­
ing countries were not forced to meet them. Rather, they were eager to 
adopt the very norms that the OECD sought to disseminate. The process of 
diffusion was largely cooperative. 

The CMIT's experiences with the Czech Republic (1995), South Korea 
(1996), and Slovakia (2000) represent well the range of outcomes of OECD 
accession negotiations. The discussions with Prague were hardly negotia­
tions; they were practically instructions. The Czech authorities were eager to 
please the other OECD members, and to learn the constitutive norms of 
membership in the developed country club. The negotiations with South Ko­
rea, by contrast, were difficult, even occasionally tense as the authorities in 
Seoul sought to maintain as much autonomy from Paris as possible and to do 
the minimum required to enter the club. Years later the Secretariat's officials 
still expressed frustration at the intransigence of the South Koreans, and 
speculated that the Japanese delegation had coached their east Asian neigh­
bors in how to make life difficult for the CMIT. The Slovaks, by the time they 
joined in 2000, found a wholly changed CMIT, one made nervous by the fi-
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nancial crises of the 1990s and the weak banking systems on which these 
crises wreaked havoc. Whereas the CMIT seems to have pushed for any lib­
eralization it could get in the other five acceding countries, the Slovaks were 
encouraged to reconsider their rapid liberalization, as well as to ensure the 
suitability of their prudential regulations and the soundness of their banks. 

Mexico 

The new accessions began with Mexico, which set an incredibly high stan­
dard for compliance with the Code of Liberalization of Capital Movements. 
Acceptance of the Code's obligations was, of course, an "essential condition 
of Mexico's accession to membership."91 The critical negotiation concerned 
Mexico's extension of NAFTA's more liberal obligations to the other OECD 
members.92 Mexican authorities agreed to this logic in principle, and the 
negotiations were quite brief as a result. "Altogether, Mexico has accepted a 
level of commitments broadly comparable to those of the existing member­
ship," observed Christian Schricke, "and significantly higher than those 
required from previous new members, because of the increase in the scope 
and number of OECD instruments over the past twenty years and the 
narrow scope of its reservations to those instruments."93 The Secretariat's 
interpretation of the Mexican experience, when it began to coordinate the 
CMIT's assessments of the other prospective members, was that Mexico's 
adherence to the Code would be the new reference point for future members. 
According to the Secretariat: 

The conditions on which Mexico has adhered to the OECD instruments set 
a high overall standard in terms of compliance with the general principles 
of cooperation, transparency, non-discrimination, and stand-still with re­
spect to international capital movements and trade in services. This stan­
dard will provide an essential reference point when the Committees come 
to consider compliance of new candidates with the principles of the Code.94 

Although few can claim to have foreseen the financial crisis that engulfed 
Mexico only six months later, the Secretariat was surprisingly optimistic 
about Mexico's prospects for sustained capital inflows. "Capital inflows in 
recent years may be considered much more stable," according to this opti­
mism, "than they were during the period preceding the 1982 debt crisis."95 
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Czech Republic 

The pursuit of prestige and recognition drove Czech policymakers to liberal­
ize the country's capital account very quickly during 1994 and 1995. When 
a currency crisis soon followed in May 1997, accompanied by the bursting 
of a domestic credit bubble, some Czech leaders, former prime minister 
Vaclav Klaus among them, searched the political scene for the most blame­
worthy parties. Fingers were pointed at the Czech National Bank (CNB), 
and ultimately the OECD, whose approval was an important motivation. "In 
the clash about excessively fast liberalization on the one hand and effects on 
financial opening on the other," the CNB's Oldrich D6dek observes, "hold­
ing the balance was the issue of what was seen as prestigious membership of 
the Czech Republic in the club of OECD countries. Such recognition for the 
success of the transformation acted as a catalyst of liberalization efforts."96 

Prestige, indeed, seems to have been one of the most important benefits 
central European policymakers saw in the privileged OECD club. For the 
transition countries, an eagerness to be seen as having rejoined the "devel­
oped," "capitalist," and eventually "European" world pervaded political life. 
As the CNB's Petr Prochazka recalls, recognition came in the form of clubs. 
"We sought the approval of the IMF, OECD, and EU, and during the middle 
of the 1990s the OECD was the most important of these," Prochazka ex­
plains. "There was a kind of race to be first into the OECD. We were pre­
pared to follow all OECD advice."97 The dominant metaphor, pedantic as it 
sounds, was that of a teacher-pupil relationship. In the early 1990s there 
was a competition among transition countries to determine "who was the 
best pupil of the developed market economies."98 Thus, there would be 
"prestige" for the "first member of the OECD club and, related to club mem­
bership, the first to external currency convertibility."99 

The Czechs' drive for prestige and international acceptance made them 
willing to undertake any initiation rite of liberalization that the club re­
quired of them. Capital liberalization was pursued for the club doors it 
would open, with scant consideration given to its soundness as national pol­
icy. What was good for developed countries would be good for the Czechs 
because, after all, the Czechs were developed, as membership would prove. 
Declek recalls the "determination to integrate the Czech economy into the 
family of developed market economies. This will call for the adoption of 
norms of behavior that are common in these economies. The unfettered 
mobility that capital flows may at present enjoy is surely one of them."100 
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Some may disagree with the clarity of the causal logic. Dedek puts it simply: 
"We pursued capital account liberalization in order to become an OECD 
member."101 

The CMIT's requirements were strict, but seeking to join was strictly vol­
untary: no one forced the Czechs to seek the committee's approval. The 
Czechs' sense of what was required of them to be recognized as a developed 
market economy was straightforward. "The widespread view during the 
early 1990s was that more liberal was better," observes Dedek. "The OECD 
was quite adamant."102 The view from the Ministry of Finance was the 
same. "The OECD encouraged us to liberalize as much as possible," recalls a 
senior official. "The members of the CMIT were very strict; their require­
ments were very high. The CMIT was extremely proliberalization."103 The 
CMIT did not force the Czechs to liberalize; rather, the Czechs forced them­
selves to accept the CMIT's rules. "The initiative was on the Czech side," 
Dedek recalls. "The OECD did not have to push us very hard. We wanted the 
OECD to teach us how to be a developed market economy."104 Similarly, 
Prochazka suggests that the Czech "commitment to liberalization, as part of 
our broader reform package, was clear. The OECD enabled and quickened 
the process."105 

The negotiations with CMIT began late in the winter of 1995. The Czech 
government had just liberalized outward foreign direct investment as part of 
its Europe Agreement, which came into effect on February 1, 1995. The first 
step, at least as far as the CMIT was concerned, was that the Czechs extend 
the measures of the Europe Agreement to the rest of the OECD.106 

The documents associated with the OECD's initial review reveal that the 
country's capital account regime left much to be desired. "The Czech Re­
public's regime appears to be quite restrictive," the Secretariat observed, "by 
today's OECD standards."107 The OECD only needed to ask, however. Paris 
quickly found that a common language and set of shared understandings 
was all that was necessary, and Prague proved an eager student. "The first 
talks with the OECD," according to Prochazka, "entailed a process of our un­
derstanding each other, of our making sure that the words we were using to 
describe the issues of the capital account meant the same things in Prague as 
they did in Paris."108 Once this was accomplished, the CNB could then help 
parliament to draft a law that would satisfy the CMIT. "When we under­
stood their definitions," the CNB's Jana Kfelinova recalled, "we were able to 
craft a new foreign exchange law based on them."109 The finance ministry's 
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experience was the same: OECD experts spent a great deal of time "teaching 
us about the capital account and how to liberalize."110 

While parliamentary negotiations over the letter of the law were going on, 
the CNB engaged in de facto liberalization. "The accelerated speed of dereg­
ulation resulted from the combined effect of the growing pressures from the 
enterprise and household sectors, on the one hand, and the deliberately 
weak resistance to these pressures on the part of the regulatory authorities, 
on the other hand," describes Dedek. "The latter originated in the govern­
ment policy of attracting foreign capital and integrating the Czech economy 
into the family of developed market economies."111 Thus, according to the 
CNB's Tomas Holub, "De facto liberalization preceded de jure liberalization. 
Technically many cross-border financial flows were subject to the approval of 
the CNB. But in the early 1990s the CNB just approved all applications."112 

The negotiations between Paris and Prague about the new foreign ex­
change law were therefore quite friendly for two reasons: the liberalization 
had outpaced the law, and the Czech authorities were eager to follow 
the advice of OECD experts. "The OECD was quite demanding," Prochazka 
recalls, "but we did not bargain much." Still, there was "quite intensive 
dialoging" to make all of this happen—visits to Paris, OECD missions to 
Prague.113 

When the April 1995 status report was outlined at a joint meeting of the 
CMIT and Committee on International Investment and Multinational En­
terprises (CIME), the OECD welcomed the progress of Czech authorities, 
but "identified areas where the Czech position needed to be improved to 
meet the OECD membership requirements."114 This finding only led the 
Czechs to redouble their efforts, particularly because the government had 
staked a great deal of its legitimacy on a rapid transition that would success­
fully result in OECD membership. "We took CMIT's recommendations very 
seriously," recalled one senior finance ministry official. "OECD membership 
was a priority for the government, and we needed CMIT's approval."115 

All this work culminated in the Foreign Exchange Act, which came into 
force on October 1, 1995. In the end, Czech policymakers would identify the 
pieces of their balance of payments linked to the norms and rules of three 
international organizations: outward FDI for the European Union; the rest 
of the capital account for the OECD; and the end of the multiple exchange 
rate system to meet Article VIII of the IMF, which requires current-account 
convertibility.116 
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The OECD's experts and Czech policymakers began 1996 with optimism. 
Many Czechs even began to proclaim the era of transition to be at an end. Al­
though the Mexican experience had led the CMTT to be wary of the increased 
potential for crisis with an essentially open capital account, the view from Paris 
was sanguine. "In the particular case of the Czech Republic," the Secretariat 
noted, "the likelihood of serious macroeconomic shocks seems to be small."117 

Although the Czech experience seems to have had a happy epilogue—by 
2004 the Czech economy was growing apace and the country had joined the 
European Union—its ending, in May 1997, was problematic. The macro-
economic policy mix—the combination of monetary and fiscal policy, bank­
ing regulation, and exchange rate policy—created an environment in which 
capital account liberalization magnified the negative consequences of the 
policy inconsistencies. The result was a domestic credit bubble, fueled by 
foreign borrowing, that burst in the middle of 1997. 

During 1994 and 1995 the Czech Republic pegged the currency, the 
crown, to the dollar (35 percent) and German mark (65 percent). The crown 
fluctuated within a narrow band of plus or minus 0.5 percent. Because in­
terest rates were lower abroad, Czech banks found themselves with an 
opportunity to borrow in foreign currency and lend domestically at a higher 
interest rate. The fixed exchange rate ensured that the nominal differential 
was a real return for Czech banks. Czech banks also had not yet been priva­
tized, and significant pressure was brought to bear to ensure that they con­
tinued to lend to domestic firms—in a sense, to finance the transition and 
postpone the adjustment costs associated with inefficient firms that pro­
duced relatively unmarketable products. This was a critical function, given 
the importance of the Czech banking sector to the economy. With bank 
lending at 55 percent of gross domestic product (GDP), compared to about 
20 percent for neighboring Hungary and Poland, an active banking sector 
had a massive influence on the state of the economy.118 The signs of a credit 
binge were unmistakable: the foreign borrowing of Czech banks peaked at 6 
percent of GDP at the end of 1995. Pressure on the exchange rate forced the 
CNB to widen the fluctuation bands to plus or minus 7.5 percent in Febru­
ary 1996. In the second half of 1996 the CNB tightened monetary policy to 
cool down the overheating economy. But this action simply raised the 
incentives to channel the less expensive foreign capital into the economy-

So far this is the usual story, but the usual ending did not fit. The classic 
problem of a weak, underregulated banking system with unrestricted access 
to international markets is that banks take on an unsustainable, dangerous 
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foreign exchange exposure.119 Because developing country banks typically 
borrow in hard currency and lend in soft, a devaluation of the local currency 
can devastate banks, which find their foreign currency obligations double or 
triple in domestic currency terms. Having learned from the countless finan­
cial crises of OECD members and developing countries, Czech policymakers 
had put in place prudential regulations that limited the foreign currency ex­
posure of Czech banks. That is, banks could not borrow, for example, in dol­
lars and then lend in crowns without some offsetting transactions that 
brought their exposure to the risk of devaluation almost to zero. If banks 
borrowed in dollars, they were obliged by law to lend in dollars as well. So 
that is exactly what Czech banks did. Foreign currency-denominated loans 
to domestic firms were enormous. And although the banks themselves were 
not exposed to the risk of devaluation, the Czech economy as a whole— 
resident economic entities taken collectively—were massively exposed.120 

As a result, the total open foreign exchange position of Czech banks was 
always close to zero, and was in fact positive in May 1997 when the bubble 
burst. When the CNB floated the crown and then watched it depreciate 
steeply, the banks were not directly exposed. This hedge was an illusion, 
however. By passing the foreign exchange risk on to domestic firms in the 
form of foreign currency loans, the banks transformed the foreign exchange 
risk into a credit risk. It mattered little that the banks were hedged if their 
borrowers were not. And Czech firms were not hedged. When the banking 
system was ultimately cleaned up in subsequent years, the cost amounted to 
15 to 20 percent of GDP, a massive sum.121 

Czech policymakers look back on their experience with capital account 
liberalization with remarkable self-reflection. The CNB's Holub and Zdenek 
Tuma summarize the episode thus: 

The situation can in short be described as a combination of a fixed-but-
adjustable exchange rate not supported by an adequate macroeconomic pol­
icy mix, weaknesses in the banking sector, and lagging structural reforms. 
This is probably not a very suitable environment for avoiding the potential 
problems stemming from the liberalization of capital flows.122 

As Prochazka describes it, "We focused more on the discipline of interna­
tional markets than on their dangers."123 The end result was an approach to 
liberalization that actively encouraged hot money.124 



116 Capital Rules 

Hungary and Poland 

Hungarian and Polish policymakers engaged the CMIT in much the same 
manner as their Czech counterparts, with two exceptions: they were slower 
to liberalize and more cautious about proclaiming the sufficiency of their 
prudential regulations; and they privatized and restructured their banks 
more quickly. Each avoided a currency crisis and credit bubble. Hungary and 
Poland were able, in a sense, to implement more completely the full range 
of CMIT advice and adopt the collected wisdom of OECD members. 

Hungary's progress toward the complete liberalization of capital flows 
picked up speed in 1995 when the CMIT handed down its first judgment of 
the country's ability to take on the obligations of membership. In late May 
1995, the CMIT observed that "Hungary's regime appears to be quite re­
strictive by today's OECD standards."125 Discussions with the CMIT in the 
autumn found Budapest still wanting. "The OECD praises Hungary's move 
toward convertibility of the forint on the current account," it was reported, 
"but adds that a clear timetable should be established for capital account 
convertibility as part of a medium-term program for fiscal consolidation and 
structural reform."126 Domestic negotiations over a new foreign exchange 
law stumbled on the issue of controls on short-term foreign investment in 
state securities designed to "prevent the influx of 'hot,' dubious capital."127 

Early in 1996 the CMIT and Secretariat reviewed Hungary's position un­
der the Code. The CMIT remained firm. "Still, the large number of remain­
ing reservations concerning capital movements remains a matter of concern," 
the CMIT pointed out. The committees fully appreciated the need to main­
tain macroeconomic and financial stability, but urged the Hungarian au­
thorities to bear in mind that capital controls, which create inefficiencies 
and are often ineffective, cannot be a substitute for appropriate market-
oriented economic solutions and policies.128 

OECD encouragement empowered the liberalizers in Budapest, though 
the National Bank of Hungary's restrictions on domestic lending to nonres­
idents remained in place as a means to limit the ability of foreigners to sell 
short the currency.129 With the CMIT's stamp of approval for the central 
bank's liberalization plans, Hungary completed its march toward an open 
capital account. One final hurdle was the condition that Hungary success­
fully negotiate a standby credit from the IMF.130 

By the end of the 1990s Hungary had enjoyed tremendous success in at-
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tracting foreign capital. Partly because of the maintenance of some restric­
tions on short-term capital inflows, policymakers managed to affect the 
composition of those investments. The vast majority of them constituted 
foreign direct investment.131 

Poland's capital account liberalization also progressed relatively slowly, 
but ultimately successfully. OECD encouragement, and the positive sanction 
of membership, played an important role in empowering Polish liberalizers. 
When the December 1994 Foreign Exchange Law was found, on initial re­
view, to be too restrictive by OECD standards, the Ministry of Finance was 
given authority to make changes without parliamentary approval.132 A re­
view in the summer of 1995 found Poland's proposed reservations to be 
unacceptable, despite important progress: "Nevertheless, the Committees," 
both the CMIT and CIME, 'Identified a number of areas where Poland's pro­
posed position under the Codes and with respect to foreign direct invest­
ment should be improved in order to be considered satisfactory for a new 
member."133 

By the beginning of 1996, the advantages of membership—according to 
the Poles, increased foreign investment and an improved credit rating, as 
well as prestige—had led the parliament to pass a variety of new laws 
quickly to strengthen Polish adherence to OECD legal instruments.134 

As with Hungary, Poland managed to avoid a financial crisis despite at­
tracting massive inflows of capital. Unlike Hungary, the Polish government 
managed to limit the inflow of the short-term capital that worried Warsaw 
bureaucrats without resorting to capital controls. The regulatory framework 
was sound and well enforced for Poland's privatized and restructured banks. 
The restructuring, begun in 1993, had rapidly instituted a risk-averse credit 
culture, contrasting sharply with the situation in the Czech Republic.135 A 
rapid increase in portfolio investment, which alarmed Polish authorities, led 
Warsaw to appreciate the currency and widen its fluctuation bands.136 

South Korea 

The accession negotiations for South Korea were unlike the others in a 
number of respects. Although the South Korean authorities expressed great 
enthusiasm for membership, they did not adopt the role of eager pupil as 
had, for example, the Czechs. Instead, the South Korean negotiators resisted 
many of the conditions for liberalization set by the CMIT. Also, OECD mem-
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bership was not nearly as popular within South Korea as it was in the other 
acceding countries.137 Indeed, membership was controversial: after the fi­
nancial crisis at the end of 1997, a year after joining, a parliamentary inves­
tigation was conducted to examine the relationship between the accession 
negotiations and the country's vulnerability to a crisis. Both of these unique 
characteristics of the South Korean accession combined to create a fascinat­
ing political economy of financial reform. 

The South Korean negotiations also led to discussions of the meaning of 
OECD membership. Although the South Korean leadership portrayed 
membership as a graduation to developed-country status in much the same 
way as Mexico and the central Europeans had, they also wished to retain 
any advantages of developing-country status in other contexts, particularly 
the World Trade Organization (WTO). "The Republic of Korea has indi­
cated," the OECD Secretary-General's office observed, "on a number of oc­
casions that its accession to the OECD did not imply that it would relinquish 
developing country (hereinafter LDC) 'status' in other international fora."138 

The view from la Muette was generally supportive. "In fact, several found­
ing OECD Member countries have been considered, in some cases until 
fairly recently, as LDCs for the purpose of development assistance in partic­
ular," the Secretary-General's office reasoned. "They are Greece, Portugal, 
Spain, and Turkey." The only exception to this leeway was disallowing con­
current membership in the G77, a decision the council took when Mexico 
was acceding. The principle, as it was recounted later, was that "belonging 
to the G77 was not consistent with accession to the OECD given its political 
role as a negotiating group which was frequently opposed to the OECD in 
other fora."139 

In May 1995 the OECD ministerial meeting produced a consensus that 
South Korea should accede quickly, and the Secretariat was charged with 
reviewing South Korean progress toward adhering to the Code of Liberal­
ization and other OECD instruments. The process began when the Secre­
tariat sent an eighteen-member delegation to Seoul in October 1995.140 The 
delegation concluded that South Korea's five-year financial reform program 
was "well thought out but needs to be speedier," and suggested that a lack 
of improvements in the capital account regime would derail the country's 
progress toward membership. As the Financial Times' John Burton reported: 

South Korea argues that it must pursue a gradual liberalization of capital 
movements because of concerns that a rapid inflow of overseas funds, at-
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tracted by the country's high interest rates, would destabilize the economy 
by increasing the money supply and inflation and cause the South Korean 
currency to appreciate . . . But the OECD group suggested such fears were 
exaggerated.141 

A spring review by the CMIT and CIME found South Korea's numerous 
proposed reservations unacceptable. "While the Committees fully appreci­
ate the need to maintain macroeconomic stability," as usual, "their consis­
tent view has been that capital controls, which create inefficiencies and 
become often ineffective, cannot be a substitute for appropriate market-
oriented economic solutions and policies, including adequate exchange rate 
policy."142 After the spring meeting of the CMIT and CIME to review South 
Korea, that country's authorities were "quick to warn of the economic chaos 
if Korea is forced to accept fully" OECD conditions. Their fear was "a surge 
of 'hot money'" that would lead to inflation and currency appreciation.143 

In August the South Koreans offered a new liberalization plan to the 
CMIT. The basis of the plan was to calibrate future liberalizations to the con­
vergence of South Korea's financial market with the world's. "Korea is 
determined to remove the remaining capital controls, once the domestic-
international interest rates differential reaches a level such that excessively 
large capital inflows would not be induced," the Seoul government re­
sponded. "Given the current interest rate levels, the Korean government be­
lieves that the differential should narrow down to within two percentage 
points."144 

OECD membership remained at once promising and controversial in 
South Korean politics. "Opponents of 'hasty' OECD membership," John 
Burton reported, "including the opposition parties and most of the media, 
also claim liberalization would make Korea heavily dependent on foreign 
capital and leave it vulnerable to a financial crisis, such as occurred in Mex­
ico in 1994, if 'hot' speculative money left the country."145 The controversy 
would persist, of course, when the Asian financial crisis spread from In­
donesia and Thailand to South Korea at the end of 1997. Some observers 
wondered whether the skeptics had been proven right. Scholarship on the 
crisis reveals complex causation, and the OECD's role in intensifying exter­
nal pressure to liberalize is an important theme.146 Those most critical of 
both the OECD and the Seoul government suggest that the Secretariat was 
too focused on South Korean adherence to the Code of Liberalization, fail­
ing to identify and emphasize the risks of not having the appropriate insti-
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tutiorial infrastructure for an open capital account. The Seoul government, 
in this critique, went ahead with OECD demands for liberalization despite 
ample unofficial warnings from members of the Secretariat; they thus rushed 
to receive the benefits of OECD membership without heeding the fragility of 
their financial sector.147 

Soogil Young, the former ambassador of South Korea to the OECD, came 
to the defense of la Muette. Young argued that the issue revolved around 
the content of the government's concessions for further financial liberaliza­
tion during negotiations with the OECD. And the OECD "did not," accord­
ing to Young, 

request Korea to liberalize foreign investment in money market securities 
and other short-term instruments, including derivatives, and short-term fi­
nancial credits from abroad . . . Nor did the OECD request Korea to allow 
the transfer of foreign funds to Korean banks. This was permitted long be­
fore Korea's accession negotiations started. And as a matter of fact, at the 
time of Korea's accession, the OECD drew the attention of the Korean au­
thorities to the need to modernize the banking system and, in particular, to 
upgrade the prudential supervisory framework.148 

All of this raises the question of why the Seoul government embraced 
such a dangerous sequence of capital liberalization. The critical issue was 
the balance of power between the enormous—and enormously powerful— 
business conglomerates known as the chaebol and the government. If the 
government liberalized long-term flows of capital first, then the chaebol's 
relative strength would grow further. The banking system, however, was 
still very much under the control of the South Korean Ministry of Finance. 
If the finance ministry could strengthen the banks vis-a-vis the chaebol, then 
the government would regain important levers of power within the South 
Korean economy. The outcome that many have considered perverse— 
liberalizing short-term flows of capital into the banking sector before allow­
ing long-term flows into South Korean industry—was thus based on 
political calculations within Seoul. The stability of the plan rested on the fi­
nance ministry's effective monitoring of the banks, as well as its ability to 
convince the banks that they were not fully backed by government finances 
if capital flows reversed and financial pressures threatened their solvency. 
"Unfortunately, the finance ministry appears to have been unable to periorm 
either of these duties well, and instead managed to encourage South Korean 
banks and finance companies to borrow massively at the relatively low rates 
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that prevailed at the time without monitoring effectively the increasing 
fragility of the financial sector.149 

Aside from the content of the financial liberalization that the OECD re­
quired of new members, others have pointed to more subtle effects of the 
country's accession to the club. Tae-Kyun Kwon, the Counsellor of the 
South Korean delegation to the OECD, describes the government's decision 
to keep the exchange rate overvalued to keep the country's per capita in­
come high in U.S. dollar terms. Although the OECD does not have a mini­
mum requirement for per capita income, the view from Seoul was that the 
U.S. dollar figure was evidence of South Korea's graduation to developed-
country status. Another subtle effect, according to Kwon, was the borrow­
ing frenzy of South Korean banks that was enabled by OECD membership. 
For about one year after accession, and until the crisis struck, South Korean 
banks and firms were able to borrow from international banks at the favor­
able interest rates made possible by the OECD risk weightings of the Basel 
agreement, thereby building up quite rapidly an enormous short-term debt 
burden.150 

The OECD did not start out as an organization that favored open capital ac­
counts. Indeed, it deemed regulation essential where hot money was con­
cerned as recently as the 1970s. By the 1990s, however, it had become an 
engine driving the mobile capital regime across the globe, from central Eu­
rope to Latin America to east Asia. Yet the strange thing about this engine is 
that it runs on something as innocuous as discussion fora, peer review, and 
the lure of prestige. Member countries are slowly seduced by the expert talk 
at la Muette—talk that is always already paradigmatically geared toward 
producing a consensus in favor of free capital. And aspirants to the club pur­
sue the privileges of membership without properly weighing either the costs 
or their readiness. Only by taking a sociological view can we begin to make 
sense of how the norms of membership and peer dialogue operate to pro­
duce this surprising state of affairs. 

Although the U.S. delegation did not object to the progressive strength­
ening of the Code of Liberalization, neither did it lead the way. As with the 
process of European financial integration, ultimately the embrace of liberal­
ization by European governments was the fundamental driver of the cre­
ation of a truly liberal Code of Liberalization. The United States did not 
hesitate to employ the accession process as leverage on countries that it con-
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sidered, in financial terms, strategic priorities. But organization building, the 
logic that motivated the French and other European governments to build 
the capacity and authority of the Code, was as a process irrelevant to U.S. 
policy. The organization did eventually get built, and the Europeans turned 
their attention from the clubs that they had come to dominate to the only 
universal organization in the international financial architecture. 



CHAPTER 6 

Freedom and Its Risks: 
The IMF and the Capital Account 

Les paradoxes d'aujourd'hui sont les prejuges de demain. (The 
paradoxes of today are the prejudices of tomorrow.) 

—Marcel Proust 

The central role of the IMF in the international financial ar­

chitecture dates to its origins in Bretton Woods, New Hampshire, in 1944. 

Delegates from forty-four countries met to create a new system of fixed 

exchange rates and rules to govern the economic relations among members 

of the newly created organization. The meeting, lasting several weeks, took 

place in the Mount Washington Hotel, a resort in the White Mountains 

where New England's wealthiest members of society spent their summers 

golfing and their winters skiing. The hotel's Gold Room, where the IMF's 

Articles of Agreement were signed, still memorializes the historic event. 

The Bretton Woods system of fixed exchange rates collapsed in the early 

1970s, but the Fund, whose central mission had been to oversee the proper 

functioning of the system, continues to be one of the most influential inter­

national organizations in the world. The legacy of Bretton Woods is still with 

us and will, hopefully, continue. Six decades later the Fund counts among its 

members nearly every sovereign state in the world, 184 in all (see Table 6.1). 

Table 6.1 IMF Members with Dates of Accession and Voting Weights, 2005 

Voting weight 
Member state Accession (percentage) 

United States December 27, 1945 17.14 
Japan August 13, 1952 6.15 
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Table 6.1 (continued) 

Member state 

Germany 
France 
United Kingdom 
Italy 
Saudi Arabia 
Canada 
China 
Russian Federation 
Netherlands 
Belgium 
India 
Switzerland 
Australia 
Spain 
Brazil 
Venezuela 
Mexico 
Sweden 
Argentina 
Indonesia 
Austria 
South Africa 
Nigeria 
Norway 
Denmark 
Korea 
Iran 
Malaysia 
Kuwait 
Poland 
Ukraine 
Algeria 
Finland 
Iraq 
Libya 
Thailand 
Hungary 
Pakistan 
Romania 
Turkey 
Egypt 
Israel 

Accession 

August 14, 1952 
December 27, 1945 
December 27, 1945 
March 27, 1947 
August 26, 1957 
December 27, 1945 
December 27, 1945 
June 1, 1992 
December 27, 1945 
December 27, 1945 
December 27, 1945 
May 29, 1992 
August 5, 1947 
September 15, 1958 
January 14, 1946 
December 30, 1946 
December 31, 1945 
August 31, 1951 
September 20, 1956 
February 21, 1967 
August 27, 1948 
December 27, 1945 
March 30, 1961 
December 27, 1945 
March 30, 1946 
August 26, 1955 
December 29, 1945 
March 7, 1958 
September 13, 1962 
June 12, 1986 
September 3, 1992 
September 26, 1963 
January 14, 1948 
December 27, 1945 
September 17, 1958 
May 3, 1949 
May 6, 1982 
July 11, 1950 
December 15, 1972 
March 11, 1947 
December 27, 1945 
July 12, 1954 

Voting weight 
(percentage) 

6.01 
4.96 
4.96 
3.26 
3.23 
2.95 
2.95 
2.75 
2.39 
2.13 
1.93 
1.61 
1.50 
1.42 
1.41 
1.24 
1.20 
1.12 
0.99 
0.97 

, 0.87 
0.87 
0.82 
0.78 
0.77 
0.76 
0.70 
0.70 
0.65 
0.64 
0.64 
0.59 
0.59 
0.56 
0.53 
0.51 
0.49 
0.49 
0.49 
0.46 
0.45 
0.44 
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Member state 

New Zealand 
Philippines 
Chile 
Portugal 
Singapore 
Ireland 
Czech Republic 
Greece 
Colombia 
Bulgaria 
Peru 
United Arab Emirates 
Morocco 
Bangladesh 
Democratic Republic of Congo 
Zambia 
Serbia and Montenegro 
Sri Lanka 
Belarus 
Croatia 
Ghana 
Kazakhstan 
Slovakia 
Trinidad and Tobago 
Cote d'lvoire 
Vietnam 
Ecuador 
Syria 
Uruguay 
Angola 
Jamaica 
Kenya 
Luxembourg 
Tunisia 
Uzbekistan 
Myanmar 
Qatar 
Slovenia 
Yemen 
Brunei Darussalam 
Dominican Republic 
Guatemala 

Accession 

August 31, 1961 
December 27, 1945 
December 31, 1945 
March 29, 1961 
August 3, 1966 
August 8, 1957 
January 1, 1993 
December 27, 1945 
December 27, 1945 
September 25, 1990 
December 31, 1945 
September 22, 1972 
April 25, 1958 
August 17, 1972 
September 28, 1963 
September 23, 1965 
December 14, 1992 
August 29, 1950 
July 10, 1992 
December 14, 1992 
September 20, 1957 
July 15, 1992 
January 1, 1993 
September 16, 1963 
March 11, 1963 
September 21, 1956 
December 28, 1945 
April 10, 1947 
March 11, 1946 
September 19, 198? 
February 21, 1963 
February 3, 1964 
December 27, 1945 
April 14, 1958 
September 21, 1992 
January 3, 1952 
September 8, 1972 
December 14, 1992 
May 22, 1990 
October 10, 1995 
December 28, 1945 
December 28, 1945 

Voting weight 
(percentage) 

0.42 
0.42 
0.41 
0.41 
0,41 
0.40 
0.39 
0.39 
0.37 
0.31 
0.31 
0.29 
0.28 
0.26 
0.26 
0.24 
0.23 
0.20 
0.19 
0.18 
0.18 
0.18 
0.18 
0.17 
0.16 
0.16 
0.15 
0.15 
0.15 
0.14 
0.14 
0.14 
0.14 
0.14 
0.14 
0.13 
0.13 
0.12 
0.12 
0.11 
0.11 
0.11 
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Table 6.1 (continued) 

Member state 

Lebanon 
Panama 
Cameroon 
Oman 
Tanzania 
Afghanistan 
Azerbaijan 
Bolivia 
Bosnia and Herzegovina 
Costa Rica 
El Salvador 
Jordan 
Senegal 
Sudan 
Uganda 
Cyprus 
Gabon 
Georgia 
Lithuania 
Bahamas 
Bahrain 
Ethiopia 
Honduras 
Iceland 
Latvia 
Madagascar 
Moldova 
Namibia 
Nicaragua 
Papua New Guinea 
Guinea 
Malta 
Mauritius 
Mozambique 
Paraguay 
Sierra Leone 
Armenia 
Burundi 
Cambodia 
Republic of Congo 
Guyana 
Haiti 

Accession 

April 14, 1947 
March 14, 1946 
July 10, 1963 
December 23, 1971 
September 10, 1962 
July 14, 1955 
September 18, 1992 
December 27, 1945 
December 14, 1992 
January 8, 1946 
March 14, 1946 
August 29, 1952 
August 31, 1962 
September 5, 1957 
September 27, 1963 
December 21, 1961 
September 10, 1963 
May 5, 1992 
April 29, 1992 
August 21, 1973 
September 7, 1972 
December 27, 1945 
December 27, 1945 
December 27, 1945 
May 19, 1992 
September 25, 1963 
August 12, 1992 
September 25, 1990 
March 14, 1946 
October 9, 1975 
September 28, 1963 
September 11, 1968 
September 23, 1968 
September 24, 1984 
December 28, 1945 
September 10, 1962 
May 28, 1992 
September 28, 1963 
December 31, 1969 
July 10, 1963 
September 26, 1966 
September 8, 1953 

Voting weight 
(percentage) 

0.11 
0.11 
0.10 
0.10 
0.10 
0.09 
0.09 
0.09 
0.09 

' 0.09 
0.09 
0.09 
0.09 
0.09 
0.09 
0.08 
0.08 
0.08 
0.08 
0.07 
0.07 
0.07 
0.07 
0.07 
0.07 
0.07 
0.07 
0.07 
0.07 
0.07 
0.06 
0.06 
0.06 
0.06 
0.06 
0.06 
0.05 
0.05 
0.05 
0.05 
0.05 
0.05 
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Member state 

Kyrgyz Republic 
Mali 
Rwanda 
Suriname 
Tajikistan 
Togo 
Turkmenistan 
Barbados 
Benin 
Botswana 
Burkina Faso 
Central African Republic 
Chad 
Estonia 
Fiji 
Lao People's Democratic Republic 
Macedonia 
Malawi 
Mauritania 
Mongolia 
Nepal 
Niger 
Albania 
Equatorial Guinea 
Gambia 
Lesotho 
Somalia 
Swaziland 
Antigua and Barbuda 
Belize 
Cape Verde 
Comoros 
Djibouti 
Dominica 
Eritrea 
Grenada 
Guinea-Bissau 
Maldives 
St. Kitts and Nevis 
St. Lucia 
St. Vincent and the Grenadines 
Samoa 

Accession 

May 8, 1992 
September 27, 1963 
September 30, 1963 
April 27, 1978 
April 27, 1993 
August 1, 1962 
September 22, 1992 
December 29, 1970 
July 10, 1963 
July 24, 1968 
May 2, 1963 
July 10, 1963 
July 10, 1963 
May 26, 1992 
May 28, 1971 
July 5, 1961 
December 14, 1992 
July 19, 1965 
September 10, 1963 
February 14, 1991 
September 6, 1961 
April 24, 1963 
October 15, 1991 
December 22, 1969 
September 21, 1967 
July 25, 1968 
August 31, 1962 
September 22, 1969 
February 25, 1982 
March 16, 1982 
November 20, 1978 
September 21, 1976 
December 29, 1978 
December 12, 1978 
July 6, 1994 
August 27, 1975 
March 24, 1977 
January 13, 1978 
August 15, 1984 
November 15, 1979 
December 28, 1979 
December 28, 1971 

Voting weight 
(percentage) 

0.05 
0.05 
0.05 
0.05 
0.05 
0.05 
0.05 
0.04 
0.04 
0.04 
0.04 
0.04 
0.04 
0.04 
0.04 
0.04 
0.04 
0.04 
0.04 
0.04 
0.04 
0.04 
0.03 
0.03 
0.03 
0.03 
0.03 
0.03 
0.02 
0.02 
0.02 
0.02 
0.02 
0.02 
0.02 
0.02 
0.02 
0.02 
0.02 
0.02 
0.02 
0.02 
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Table 6.1 (continued) 

Voting weight 
Member state 

San Marino 
Seychelles 
Solomon Islands 
Timor-Leste 
Vanuatu 
Bhutan 
Kiribati 
Marshall Islands 
Micronesia 
Palau 
Sao Tome and Principe 
Tonga 
Liberia 
Zimbabwe 

Sources: "IMF Members' Qu 

Accession 

September 23, 1992 
June 30, 1977 
September 22, 1978 
July 23, 2002 
September 28, 1981 
September 28, 1981 
June 3, 1986 
May 21, 1992 
June 24, 1993 
December 16, 1997 
September 30, 1977 
September 13, 1985 
March 28, 1962 
September 29, 1980 

(percentage) 

0.02 
0.02 
0.02 
0.02 
0.02 
0.01 
0.01 
0.01 
0.01 
0.01 
0.01 
0.01 
0.00 
0.00 

otas and Voting Power, and IMF Board of Governors," 
available at www.imf.org/external/np/sec/memdir/rnembers.htm (last modified 
April 1, 2005); "IMF Members' Financial Data by Country," available at 
www.imf.org/external/np/tre/tad/exfinl.cfm (last modified February 28, 2005). 

The Fund's nearly universal membership makes its codified rules the legal 
foundation of the entire international monetary system. Although the IMF's 
rules have, since 1944, obliged members to move toward current account 
convertibility, they have also reserved for members the right to control cap­
ital movements. The IMF's Articles of Agreement thus list among the orga­
nization's purposes the liberalization of trade, but not of capital. 

When U.S. policymakers speak about the IMF, they often refer to it by the 
address of its offices in Washington, D.C. From the perspective of 19th Street, 
it is said, the world looks a certain way. This chapter is, in a sense, about the 
intellectual distance between Bretton Woods and 19th Street and how it 
grew—how the view from 19th Street during the middle of the 1990s came 
to be the opposite of the consensus reached at the Mount Washington Hotel 
in 1944.1 

During the late 1980s and early 1990s the IMF began actively, and infor­
mally, to promote capital liberalization in the absence of any legal authority 
or mandate to do so. As one former IMF executive director observes, "Cap­
ital account liberalization had become an accepted part of our orthodoxy. It 
had for some time been Fund policy to promote capital account liberaliza-

http://www.imf.org/external/np/sec/memdir/rnembers.htm
http://www.imf.org/external/np/tre/tad/exfinl.cfm
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tion."2 Then, during the mid-1990s the Fund's management sought to 
amend the Articles to give the Fund jurisdiction over capital movements 
and to endow the organization with a new formal purpose: the liberalization 
of capital flows. 

An open capital account, in other words, had emerged as a social norm for 
Fund members, and the organization's leadership sought to codify the norm, 
to make the movement toward an open capital account an obligation of 
membership. Former Managing Director Michel Camdessus recalls: 

The idea first emerged at the end of the 1980s and the beginning of the 
1990s with the sea changes of that time. It was a moment of the ascendance 
of some important ideas: globalization, democracy, and the market econ­
omy. It was time for us—without rushing—to accompany countries to full 
liberalization of capital. We would monitor the health of the bank systems 
and the stability of financial movements along the way. It was time to de­
fine the goal, even if it were to take us fifteen or twenty years. The IMF's 
role would be to help countries adapt to a new world. The natural conse­
quence of this thinking was to change the Articles.3 

The effort to amend the Articles almost succeeded, and the change would 
have fundamentally transformed the international financial architecture. 
Emboldened by the financial crisis in Asia, however, a number of develop­
ing country directors on the Fund's executive board began actively to op­
pose the amendment, which the Canadian executive director, Thomas 
Bernes, had long resisted. 

The proposal to amend the Fund's Articles had been conceived and 
pushed forward by the management of the Fund itself, and most emphati­
cally by Camdessus. (For a list of the IMF's managing directors, see Table 6.2.) 
European executive directors in particular strongly favored the amendment. 
Although the U.S. executive director, White House appointee (and therefore 
formally apart from Treasury) Karin Lissakers, personally supported the pro­
posal, the U.S. Treasury was ambivalent, if not downright indifferent. Lis­
sakers eventually came to be seen by some Treasury officials as having "gone 
native" at the Fund—bypassing U.S. national interests for the sake of the 
Fund's bureaucratic interest in the amendment.4 

Many observers automatically assumed that U.S. leadership was responsible 
for the capital account amendment. This assumption could hardly have 
been more mistaken. The mistake resulted in part from the advocacy of U.S. 
executive director Lissakers, the amendment's lone supporter in the U.S. 
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Table 6.2 IMF Managing Directors 

Managing Director 

Camille Gutt 
Ivar Rooth 
Per Jacobsson 
Pierre-Paul Schweitzer 
H. Johannes Witteveen 
Jacques de Larosiere 
Michel Camdessus 
Horst Kohler 
Rodrigo de Rato y Figaredo 

Member State 

Belgium 
Sweden 
Sweden 
France 
Netherlands 
France 
France 
Germany 
Spain 

Tenure 

1946-1951 
1951-1956 
1956-1963 
1963-1973 
1973-1978 
1978-1987 
1987-2000 
2000-2004 

2004-present 

Sources: "Rodrigo de Rato y Figaredo," available at www.imf.org/external/np/omd/ 
bios/rrf.htm (last updated March 30, 2005); "Horst Kohler," available at 
www.imf.org/external/np/omd/bios/hk.htm (last updated March 16, 2005). 

government. Yet none of the most influential bankers and investors in the 
United States were consulted when the amendment was first proposed, and, 
upon learning of the proposal, they opposed it altogether. The possibility of 
a capital account amendment was ultimately destroyed by the U.S. Con­
gress, when powerful Democrats in the House of Representatives threat­
ened to withhold support for an increase in U.S. contributions to the Fund 
if the Treasury allowed further progress toward amending the Articles. 

The amendment died slowly and quietly, leaving the Fund to reconsider 
its mandate and role in the international monetary system. Since the crisis, 
the Fund's management and staff have become increasingly wary of the 
risks of capital liberalization and, indeed, have urged caution on countries 
during the early years of the new century. The intellectual distance between 
Bretton Woods and 19th Street, widest perhaps in September 1997, has 
since narrowed considerably. The Fund is now once again cautious about 
capital liberalization, much as its founders, fresh from their own devastating 
financial crises, had intended. 

The IMF's Articles of Agreement and Governance 

The IMF's Articles of Agreement, negotiated in July 1944 and entered into 
force in December 1945, provide the legal foundation for the international 
monetary system.5 The Articles are taken seriously within the Fund, and the 
criteria for amending them are demanding: three-fifths of the members, 

http://www.imf.org/external/np/omd/
http://www.imf.org/external/np/omd/bios/hk.htm
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having 85 percent of the total voting power (which is weighted by financial 
contributions to the Fund's resources), must accept the proposed amend­
ment. The Articles have been amended only three times: in 1969, to intro­
duce the Special Drawing Right as the Fund's unit of account; in 1978, to 
establish the right of members to adopt exchange rate arrangements of their 
choice and to rewrite Article IV; and in 1992, to provide for the suspension 
of voting and other membership rights for members that fail to fulfill their 
financial obligations to the Fund. 

The Fund's Articles list six purposes for the organization: to promote in­
ternational monetary cooperation; to facilitate "the expansion and balanced 
growth of international trade," and thereby employment; to promote ex­
change stability; to assist in the establishment of a multilateral system of 
payments "in respect of current transactions between members" and in the 
elimination of exchange restrictions that hamper the growth of trade; to 
give confidence to members in dealing with balance of payments adjust­
ments; and to shorten the duration of balance of payments disequilibria. The 
IMF is supposed to be "guided in all its policies and decisions by the purposes 
set forth in this Article."6 Although Fund members are obliged by the Articles 
not to restrict payments on the current account, members "may exercise 
such controls as are necessary to regulate international capital movements."7 

The Fund is governed primarily by its executive board, composed of exec­
utive directors (who now number twenty-four) who meet about three times 
per week. The chair of the board is also the managing director of the IMF. 
Final authority, however, rests with the Board of Governors, with each mem­
ber (currently one hundred eighty-four) holding a governor's seat. In most 
cases each governor is either a finance minister or central bank head. 

In between the two boards is a liaison committee created in October 1974. 
This was known as the Interim Committee of the Board of Governors until 
1999, when it was renamed the International Monetary and Finance Com­
mittee. Significant power is lodged in this committee, which meets twice per 
year and essentially issues directions to the executive board. The Committee 
is composed of twenty-four governors, each of whom has a country coun­
terpart on the executive board. 

Fixed Rates and Controlled Capital, 1945-1971 

The practice of the Bretton Woods system differed rather substantially from 
its theory. Still, as economist Barry Eichengreen observes, "Capital controls 
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were the one element that functioned more or less as planned."8 The Fund's 
approach to capital controls appears, nevertheless, to have begun to change 
very early on. By the early 1950s, many Fund publications began to imply, 
without any explicit change in the thinking of Fund management and staff, 
that the organization's ultimate goal should be the removal of both current 
and capital account restrictions.9 In 1950, the Fund's Report on Exchange 
Restrictions worried that capital controls could be counterproductive: "Ex­
change restrictions, which have in many cases been devised to prevent the 
escape of capital have also on occasions strengthened tendencies toward es­
cape."10 The 1952 Report indicated that already "the world situation is 
considerably different to what it was at the time the Agreement was drawn 
up at Bretton Woods."11 

In the mid-1950s some Fund staff members questioned whether the or­
ganization's jurisdiction over members' capital account restrictions really 
was as circumscribed as it appeared to be by the language of the Articles. The 
legal department analyzed the issue, which ultimately came before the ex­
ecutive board.12 

A 1956 decision was crucial, for the board itself is supposed to interpret 
the meaning of the Articles.13 Although it was clear that important members 
of the Fund's management and staff deemed capital account convertibility 
desirable, the board established the definitive interpretation of the rights of 
members: "Members are free to adopt a policy of regulating capital move­
ments for any reason . . . without approval of the Fund."14 

By 1971, the eve of the fixed-exchange rate system's collapse, a number 
of European countries had already liberalized capital movements on their 
own. While capital controls were no longer as nearly universal as they had 
been in 1945, they were also neither unusual nor illegitimate. "Capital move­
ments have been progressively liberalized by most countries," Lawrence 
Krause noted at the time, "but actions which tend to restrict capital move­
ments do not elicit cries of outrage."15 These cries would not be heard until 
the 1990s. 

Floating and Financial Flows, 1971-1990 

The end of systemwide fixed exchange rates threatened the Fund with ir­
relevance, and the turmoil in international currency markets during the 
next few years led to several extraordinary changes in the Fund's rules and 
policies. Capital flows, linked to the end of fixed exchange rates, took cen-
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ter stage. In 1972, the IMF reflected that "alarming growth, in recent years, 
in the frequency and magnitude of payments imbalances has largely though 
not exclusively reflected a growth in the scale of temporary and reversible 
capital flows, which have more and more played a disequilibrating rather 
than equilibrating role in the balances of payments."16 

The Fund also, in 1972, organized the leading members of the Board of 
Governors into the Committee of Twenty. As Louis Pauly notes of the Com­
mittee, "a staff taken from the finance ministries and central banks of the 
leading monetary powers did the real work; they in turn assigned a group of 
technical experts to examine the problem of speculative capital flows."17 

The Technical Group on Disequilibrating Capital Flows submitted its report 
to the Committee of Twenty in May 1973.18 That report, according to 
Alexandre Lamfalussy, "may be taken as representing the broad trend of of­
ficial thinking on capital controls at the end of the Bretton Woods era."19 

The report's authors admitted at the outset, however, that "there is no 
simple and straightforward definition of 'disequilibrating' capital flows."20 

The technical group reached two important conclusions. First, it envi­
sioned a continuing role for capital controls even after the end of system-
wide fixed exchange rates: 

The Group were confirmed in the view that the possibility of disequilibrat­
ing capital flows continuing in the future could not be neglected, and that 
countries should be able to use a variety of measures, including controls, to 
influence them. A number of countries have in the past found controls to 
be useful in deterring disequilibrating capital flows. They often serve to gain 
time while necessary action is taken or a situation reverses itself. It was 
agreed, however, that it should not be necessary to maintain on a perma­
nent basis controls introduced to deal with disequilibrating capital move­
ments, and certain limitations on the use of controls were recognized.21 

Second, given that capital controls were expected to remain a common 
practice, the group encouraged the IMF to create a code of conduct for their 
use. "The use of controls might be governed by a code of conduct which 
would lay down general principles and more detailed rules, such as the 
Code of Liberalization of Capital Movements of the OECD," the group 
wrote. Flexibility would be required, for "experience shows, however, that 
even when such a code is applied by a group of countries with similar 
economies and close economic relationships, it is difficult to establish in ad­
vance detailed rules which can be applied in all circumstances."22 
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The Committee of Twenty ultimately produced a final report and proposal 
for reforms. Two sections of the document are particularly instructive. The 
section on controls indicated some guidelines for the use of exchange re­
strictions on the capital account, but fell far short of a code of conduct: 

Countries will not use controls over capital transactions for the purpose of 
maintaining inappropriate exchange rates or, more generally, of avoiding 
appropriate adjustment action. Insofar as countries use capital controls, 
they should avoid an excessive degree of administrative restriction which 
could damage trade and beneficial capital flows and should not retain con­
trols longer than needed.23 

Also, the section on "Disequilibrating Capital Flows" indicated that the 
committee considered cooperation to be critical to the success of managing 
such flows: "Countries will cooperate in actions designed to limit disequili-
brating capital flows and in arrangements to finance and offset them." The 
cooperative efforts the committee had in mind included: harmonization; ad­
justment of par values; wider margins; floating rates; "and the use of ad­
ministrative controls, including dual exchange rates and fiscal incentives."24 

This "Outline of Reform" evolved over the next few years into the Ja­
maica Accord, which ultimately became the second amendment of the Articles 
of Agreement. The resulting reform of the international monetary system's 
legal rules was modest. "In the end," writes Pauly, "all that proved politically 
feasible was an amendment to the Articles of Agreement of the IMF which 
legalized floating exchange rates and gave up on trying to achieve a new 
consensus on the definition and management of disequilibrating capital 
flows." Thus, according to Lamfalussy, the IMF simply reaffirmed the ap­
proach to capital controls already codified in the Articles.25 

The Fund's rewritten Article IV did give the IMF a role more reminiscent 
of the organization's precursor in the League of Nations than of Bretton 
Woods: "firm surveillance over the exchange rate policies of members."26 

The meaning of "firm surveillance," however, was left open, to be deter­
mined by the organization's practice and the case law of executive board 
decisions. 

A 1977 executive board decision on the practice of surveillance opened 
up the possibility for a much greater role for the Fund's management in the 
conduct of exchange policy. Although the mandate for surveillance was un­
clear about the place of capital controls in the Fund's review of member 
countries' policies, the board outlined a broad range of developments that 
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"might indicate the need for discussion with a member of the Fund." These 
developments included "the introduction or substantial modification for bal­
ance of payments purposes of restrictions on, or incentives for, the inflow or 
outflow of capital," as well as "the pursuit, for balance of payments purposes, 
of monetary and other domestic financial policies that provide abnormal en­
couragement or discouragement to capital flows."27 The Fund's potential role 
in encouraging capital account convertibility would still be modest, consisting 
only of surveillance and discussion. That is, the Fund could monitor capital 
controls and discuss their implementation with members, but in principle it 
could neither request nor oblige members to liberalize. 

Within the Fund, the 1980s were relatively uneventful with regard to the 
capital account, although they were times of massive change within the EC 
and OECD. The Fund's publications contain very few references to either 
capital controls or flows. 

Otherwise, as many developed countries liberalized their capital accounts 
during the decade, the Fund's staff and management appeared to watch qui­
etly. Under the leadership of Managing Director Jacques de Larosiere, Fund 
management intended for the organization to stand apart from the process 
of financial internationalization: 

We had our catechism: "Thou must give freedom to current payments, but 
thou must not necessarily give freedom to capital." I was comfortable with 
the idea that the Fund would not move toward compulsory freedom of cap­
ital. By the time I left the Fund in 1987,1 was not aware of any discussions 
of changing the Articles to bring the capital account within our jurisdic­
tion.28 

De Larosiere's authority within the Fund appears to have been a moder­
ating influence among an increasingly liberal-minded staff. Speaking of cap­
ital, de Larosiere reflects, "I was never seduced." De Larosiere, a former 
managing director of the Fund, continues: 

I was always a little bit skeptical of the leap towards the full freedom of cap­
ital movements. It is a mixed blessing. Without the right institutions and 
the right surveillance procedures in place, capital movements could create 
havoc. And they have. There have been a lot of casualties in the history of 
the liberalization of capital.29 

As the end of the tumultuous decade grew near, Fund doctrine on the cap­
ital account remained cautious. 
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The Age of Capital, 1990-1997 

The internationalization of finance made life more difficult for the Fund's 
management and staff, but by the 1990s many within the IMF had fully em­
braced the freer movement of capital. The Fund began, for the first time, in­
formally to promote capital liberalization among its members, although the 
Articles outlined no legal mandate to do so. 

Former U.S. Treasury Secretary Lawrence Summers argues that the origi­
nal mandate of the Articles of Agreement was increasingly interpreted as 
irrelevant to the enormous challenges faced by the Fund. "By the 1990s," 
Summers suggests, "no one thought that the Fund was at all faithful to its 
charter." Instead of the central role envisioned by the authors and signato­
ries of the Articles, the IMF had "morphed into completely new roles, offering 
commentary on the developed world; managing crises in the developing 
world; and offering technical advice of various sorts." The Fund was no longer 
central to the international financial system, in which capital flowed primar­
ily among developed countries that turned to the IMF for neither financial 
assistance nor advice. "The idea of thinking about the Fund's role in terms of 
Keynes and White," Summers argues, "was simply impractical. The goals they 
had outlined—such as fixed exchange rates—were anachronistic."30 

The Evolution of Fund Practice 

In the face of its declining relevance to financial globalization, the Fund's 
staff recognized that the liberalization of capital had little to do with IMF 
doctrine, practice, or rules. Instead, the staff attributed the impetus for the 
liberalization of the 1980s to "the frameworks of the OECD Code and the EU 
Directives."31 

In the early 1990s, the content of Fund advice became more liberal, 
though neither indiscriminately nor particularly forcefully. With developing 
countries, the Fund had taken a "case-by-case approach to capital account 
liberalization in its consultations."32 But the presumption shifted toward the 
embrace of both current and capital account convertibility. A retrospective 
analysis within the Fund during the middle of the 1990s found that Fund 
advice had evolved from the "traditional" approach of promoting current-
account convertibility to "encouraging the adoption of full current and cap­
ital account convertibility."33 
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Moreover, the Fund had no direct levers with which to force open capital 
accounts even if it had wished to do so. Although Fund staff recognized that 
the "asymmetry" of the Articles of Agreement—that members were gener­
ally obliged to liberalize current but not capital account transactions—had 
been by design, the lack of a legal mandate was little deterrence. "Notwith­
standing this asymmetry," reported a 1997 review, "the Fund has in recent 
years sought to promote capital account liberalization in view of the bene­
fits that can accrue from capital movements and their importance in the 
international monetary system."34 In other words, the Fund embraced 
liberalization because it represented, in the view of a staff increasingly re­
flective of the "neoliberal" training of American economics departments, 
better policymaking.35 But this promotion did not consist of organizational 
demands and country obligations. 

The Fund promoted capital account liberalization through two primary 
mechanisms: surveillance over members' exchange rate policies and techni­
cal advice. The Fund had not made capital account liberalization a condition 
of the use of Fund resources, though apparently it had been considered. The 
Fund's legal department had, however, clarified that the Fund could only 
impose conditionality consistent with the purposes of the Fund's Articles.36 

Fund staff conducted an internal review of the Organization's advisory 
role in the promotion of capital account liberalization as part of the board's 
consideration of an amendment. The Legal, Monetary and Exchange Affairs 
(MAE), and Policy Development and Review (PDR) departments reviewed 
a sample of thirty-four Article IV consultations between 1995 and 1996. Of 
those thirty-four, staff recommended macroeconomic policy adjustment in 
thirty-one cases, while in sixteen cases staff supported capital account liber­
alization, including two (Hungary and South Africa) for which the staff did 
not recommend macroeconomic policy adjustment. The executive board 
had supported capital account liberalization in fourteen of thirty-four. In no 
instances did the board recommend that countries slow down their move­
ment toward capital account convertibility.37 According to the IMF's Inde­
pendent Evaluation Office (IEO), which reviewed the IMF's approach to the 
capital account during the 1990s and first years of the next century, the 
Fund's advice tended to emphasize the benefits of access to international 
capital markets, but not the risks of volatility.38 

The Fund did not literally force liberalization on developing countries, 
and the Articles prevented the board from systematically making compre-
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hensive capital account liberalization a condition of the use of Fund re­
sources. Fund staff and management also did not encourage liberalization 
indiscriminately.39 

Ultimately, countries that liberalized on the encouragement of the IMF 
through its technical advice or Article IV consultations bear some responsi­
bility also for having followed the Fund's lead. Yet the Fund's informal defi­
nitions of legitimate policy are profoundly influential for the monetary and 
financial practices of states. Political scientist Jeffrey Chwieroth has identi­
fied significant effects of this informal norm on capital account liberalization 
in the developing world.40 This was a much more subtle exercise of IMF in­
fluence than the image of the Fund as an entity that directly obliges gov­
ernments to liberalize as a condition for using the organization's financial 
resources during a crisis. 

The Origins of the Proposal to Amend the Articles 

Locating the origins of the proposal to amend the Fund's Articles is a critical 
but difficult task. All evidence—interviews, the archival record, and con­
temporary publications—suggests that the proposal came from within the 
management of the Fund itself. 

This finding contrasts with the widely held assumption that the proposal 
to amend the IMF's Articles represented the influence of either Wall Street 
financial firms, the U.S. Treasury, or some combination of those bankers, in­
vestors, and U.S. policymakers. Economist Jagdish Bhagwati argues that the 
"Wall-Street Treasury complex"—a powerful network of shared interest and 
ideology—pushed the Fund toward "embracing the goal of capital account 
convertibility."41 Robert Wade and Frank Veneroso argue that the goal of the 
"free movement of capital worldwide" is the most important foreign eco­
nomic policy issue for the United States. They argue that the U.S. Treasury 
formulated the proposal to amend the Articles so that it could pursue the 
goal of worldwide capital freedom more effectively. Wade and Veneroso also 
argue that "Wall Street wants capital account opening world-wide, and 
hence supports revision of the IMF's Articles of Agreement." Finally, Wade 
and Veneroso presumed that the U.S. Congress favored the amendment as 
well.42 These arguments represent the conventional wisdom on the origins 
of the amendment. 

I have found no evidence that the U.S. Treasury conceived or even, ulti­
mately, embraced the proposed amendment. The proposal required the initial 
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support of the U.S. executive director to get as far as it did, for the United States 
has a sort of negative power in the Fund by virtue of its large voting weight. Al­
though the U.S. Treasury did not fully embrace the proposal, neither did Trea­
sury officials initially oppose it. Under Lissakers, support for the proposal was, in 
principle, the U.S. position in board discussions, yet the record suggests that 
Lissakers acted independently and that her positions were not generally 
supported by Treasury officials. Lissakers recalls her own interest in greater 
responsibility for the Fund, noting that "to some extent, the U.S. chair was 
the instigator, along with Camdessus. We were troubled by the asymmetry in 
the Articles of the treatment of current and capital transactions."43 

Treasury officials are unequivocal about the role of the United States. 
"The idea," a former senior Treasury official argued, "that the Fund was do­
ing the bidding of the Treasury to push openness is totally wrong." The pro­
posal to amend the Articles "came from the Fund. It didn't come from us." 
Indeed, the Treasury, according to the former senior official, "supported the 
amendment without doing enough due diligence on the proposal, and espe­
cially on why the change to the Articles was desirable or necessary." One 
outcome of this reliance on the Fund's approach to the amendment was that 
no one at the Treasury had a portfolio that included shepherding the amend­
ment through the Fund and beyond. Or, as the Treasury official described, 
"It didn't get adult supervision."44 

Summers recalls the proposal similarly: "The ideas behind the proposal 
were sensible enough, but it was not a priority for the Treasury. I gave very 
little attention to the issue; [Treasury Secretary Robert] Rubin gave it less."45 

There had been no need to block Fund management's agenda at these early 
stages. Camdessus and the European executive directors required no en­
couragement from Summers, Rubin, and their colleagues to promote liber­
alization in practice and as a matter of Fund law. 

Even further removed from the proposal, Wall Street financial firms ap­
pear to have been altogether unaware of the initial discussions of the 
amendment. Charles Dallara, Managing Director of the Institute of Interna­
tional Finance (IIF), which represents the interests of highly international­
ized banks around the world, insists, "The proposal was by no means a 
Treasury or Wall Street initiative."46 When the world's most influential 
bankers and investors learned of the proposal several years later, the record 
shows that they reacted with alarm and quickly came to oppose the amend­
ment, thus corroborating Dallara's retrospective assertion. And the decisive, 
fatal blow to the amendment was struck by the U.S. Congress. 
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All the available evidence shows that the proposal originated within the 
management of the Fund. The IMF's former management continues to 
assert intellectual and political ownership over the proposed amendment, 
despite the fact that the episode is now widely regarded as infamous. As 
Camdessus recalls, the idea to amend the Articles "came from within the 
Fund."47 Former Executive Director Thomas Bernes also recalls the proposal 
having originated with Camdessus, with the amendment "part of Camdessus's 
vision for the Fund."48 

Several Fund management and staff members were involved in conceiv­
ing the amendment. In late 1993 Camdessus approached Philippe Maystadt, 
chairman of the Interim Committee, with a proposal that the Fund extend 
its jurisdiction to the capital account.49 

The concept of Fund jurisdiction was, however, considered by many to be 
ambiguous. As Fund management later described their interpretation of 
Fund jurisdiction, it involved a significant expansion of Fund authority: 
"The amendment will establish the general rule that members are prohib­
ited from imposing restrictions on international capital movements without 
Fund approval."50 This involved an extraordinary transformation. Whereas 
the legal presumption of the Articles as written in 1944 was that capital con­
trols were allowed unless otherwise specified, the amendment would mean 
that capital controls were prohibited unless specifically approved by the 
Fund. The burden of proof was to be shifted; restrictions would have to be 
justified as deviations from openness. 

For Fund management, the proposed amendment represented a marriage 
of a bureaucratic logic and liberal ideas. The logic of the amendment was ar­
ticulated by senior officials within the Fund, in addition to Camdessus. Jack 
Boorman, who was then director of PDR, emphasizes the void that the Fund 
would fill. "There is an absence of a clear international responsibility in this 
area," Boorman argues. "Capital flows are all over the place, legally speak­
ing. There is no clear jurisdiction. We did not, of course, want jurisdiction 
for its own sake, but for the sake of defining clear responsibility and the lo­
cus of expertise in the international community."51 The amendment would 
have given responsibility for the international financial system back to the 
Fund after decades of recognizing the declining relevance of an interna­
tional organization with no influence over its members' regulations and lib­
eralizations of capital flows. 

The view from the U.S. Treasury was that the Fund's management was 
searching for a greater role in the international monetary system. According 
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to Summers, "For the Fund it was a bureaucratic imperative. The proposal 
was less about sound economic policy and more about Fund turf."52 Consis­
tent with Treasury's interpretation of the proposal was the fact that Euro­
pean executive directors and finance ministers who expressed enthusiasm 
for the amendment argued that the lack of IMF jurisdiction would lead to 
global discussions being held in the WTO, thus removing capital movements 
from the domain of finance ministries and into that of trade ministries. 

The private financial community also saw the proposal in these terms. 
"Some bankers," Charles Dallara observes, "saw the proposal as the Fund's at­
tempt to expand its influence and enhance its role in the international finan­
cial system, to bring it back to the center of the financial universe, where it 
had not been for some time. The Fund has been increasingly marginalized, 
and the Fund's management appeared eager to play a more important role."53 

The U.S. Treasury and Wall Street had good reasons for their hesitancy. For 
the Treasury, according to Summers, the goal was never capital account lib­
eralization for every country: "We were focused on trade in financial ser­
vices, for which we sought a level playing field, rather than a liberal system 
per se. Although some Treasury officials did not always distinguish between 
these two goals, at the highest levels our priorities were clear." As for private 
sector bankers, according to Summers, "The amendment was not even on 
the radar screen of Wall Street. No one on Wall Street cared whether the 
Fund had jurisdiction over the capital account, or thought that it would 
make much difference."54 

The private financial community was of two minds regarding the Fund's 
leadership in capital liberalization. According to Lex Rieffel, a former Trea­
sury and OECD official who chaired the working group on capital account 
liberalization at the IIF, distinguishing between the freedom of capital move­
ments and the proposed amendment to the Fund's Articles is critical: "Of 
course, Wall Street was in favor of liberalization. But the financial commu­
nity had some serious reservations about giving the Fund jurisdiction over 
the capital account."55 These reservations included the fear that the amend­
ment would actually legitimize those capital controls that the Fund did ap­
prove. Similarly, Dallara recalls that he and his colleagues "sympathized 
with bankers from emerging markets who warned against premature liber­
alization and the vulnerabilities that came with it. Although capital account 
openness is in the broad interest of financial institutions, bankers are much 
more interested in particular countries, rather than the system as a whole. 
And the economies that matter most are already mostly open." Lastly, Dallara 
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reflected on the private sector's "confidence in the Fund's ability to see both 
the public and the private interest. The culture of the Fund is almost always 
to see the public interest in any situation. The proposed amendment was an 
example: although the proposal was exactly at the intersection of public and 
private, in formulating its approach the Fund consulted with the private sec­
tor virtually not at all."56 

Clearly, then, the proposal to amend the Articles was a Fund initiative, with 
Camdessus as its most influential proponent. Reflecting on the Fund's fiftieth 
anniversary, Camdessus argued against the putative lessons of the interwar 
years and naturally sought to replace them with what he considered to be the 
"lessons about economic policy that have been learned, or re-learned, in the 
post-war period." According to Camdessus, "we have learned that restrictions 
on capital movements—allowed as they may be by the Fund's Articles—are 
generally not to be recommended as an instrument of policy."57 

The Rise and Fall of the Capital Account Amendment 

In July 1994 MAE, headed by Manuel Guitian, first presented a paper to the 
board that began to lay the intellectual groundwork for an official change in 
the Fund's approach to the capital account. MAE wrote: "Under the Bretton 
Woods system controls were seen to make it more difficult for market par­
ticipants to test the authorities' resolve to defend an exchange rate parity. 
However, the advent of floating exchange rates and the rapid integration of 
capital markets have shifted the balance of costs and benefits away from 
controls."58 During the next three years, the urge to use the Fund to ad­
vance capital mobility would gather momentum.59 

Economist Stanley Fischer joined the Fund in 1994 as its First Deputy 
Managing Director and provided considerable intellectual and political sup­
port for management's initiative. The proposal to amend the Articles preceded 
his arrival, however. Although Fischer's role in promoting the amendment 
later became important, he was not responsible for the idea. 

Then, in October 1994, the Interim Committee issued what came to be 
known as the Madrid Declaration, which "welcomed the growing trend 
toward currency convertibility and encouraged member countries to re­
move impediments to the flow of capital."60 The declaration did not repre­
sent marching orders for the board, but it was suggestive of the evolution of 
orthodoxy. The managing director and board recognized the opening pre­
sented by the Interim Committee. 
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A November 1994 board meeting was devoted to the Interim Committee's 
assessments of members' approaches to the capital account. The managing 
director's Summing Up revealed serious divisions: 

Some directors expressed support for an extension of the Fund's jurisdic­
tional responsibility in the area of capital account transactions, noting that 
we now live in a world that is very different from that faced by the Fund's 
founding fathers. . . Some other Directors, however, expressed reluctance, 
noting that, in some circumstances, the use of capital controls could play a 
useful role in dealing with exchange rate pressures.61 

The growing enthusiasm for Fund jurisdiction continued to emanate from 
the developed world. 

In 1995, a pivotal year, the Fund's board began to consider seriously 
amending the Articles of Agreement.62 A July 1995 board paper observed: 

The Executive Board has thus far not considered comprehensively the spe­
cific issue of capital account liberalization with a view to developing guide­
lines for the membership as a whole . . . Although it has recognized this 
freedom, the Fund has tended in the context of its multilateral surveillance 
discussions and bilateral policy advice to welcome members' actions taken 
to liberalize capital account transactions, and to urge such liberalization in 
cases where this was deemed to be a crucial element of broader structural 
reforms.63 

And thus we see the IMF's journey toward capital liberalization inching 
forward. This movement forward gathered still more momentum when the 
Group of Seven (G7) came aboard later that year. The G7, which is the source 
of nearly all major policy innovations within the Fund, urged the IMF to 
"consider extending existing obligations regarding the convertibility of cur­
rent account transactions to the staged liberalization of capital account trans­
actions."64 Still, the board appeared divided on the issue: developed countries 
in general favored the proposal, developing countries in general did not.65 

Within the Fund, MAE, and in particular Guitian, its outspoken and in­
fluential director, played a central role in the board's deliberations.66 In the 
summer of 1995, Guitian spoke at a critically important board meeting in 
favor of the amendment, encouraging executive directors to shift discretion 
regarding the capital account from member countries to the board itself.67 

Guitian, a proponent of an amendment of the Articles, outlined his reason­
ing: "economic logic advocates the dismantling of capital controls; develop-
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ments in the world economy make them undesirable and ineffective; and a 
strong case can be made in support of rapid and decisive liberalization of 
capital transactions. All these considerations underwrite strongly a code of 
conduct that eschews resort to capital controls as an acceptable course of ac­
tion for economic policy."68 Here we see, yet again, how strong was the ap­
peal of logic and order among these bureaucrats, in lieu of any substantiated 
case for the soundness of changing policy. By casting his own advocacy as 
that of logic itself, Guitian implies, as he no doubt believed, that the need to 
dismantle capital controls was self-evident. 

For Camdessus, the case against controls had less to do with universal 
logic and more to do with his recollection of the French experience, which 
many others also recognized as pivotal in the history of financial globaliza­
tion. Camdessus supported the proposal on the grounds that controls them­
selves, subject to circumvention by the unscrupulous, were more dangerous 
than the risks of uncontrolled capital: 

There were two views. The first, held by most of the IMF staff, was that it 
was a more effective strategy to accept to have as an objective full liberal­
ization and to start taking prudent steps in that direction, while the problem 
of the banking system was starting to be addressed. Both actions could be 
mutually reinforcing. A few in the staff were more dogmatic and would 
have preferred a more radical liberalization approach. The second view was 
to encourage a country to wait behind a protective wall of exchange con­
trols. I have fought against this second tendency. Exchange controls may 
help insulate a country's authorities, but only for a very short time. Even 
the best conceived and effective exchange control system will be circum­
vented within six months. Speculators and crooks are extremely sophisti­
cated. And then, after a year, exchange controls are effective only against 
the poor. The French experience of the beginning of the 1980s had been ex­
tremely convincing for me. I preached on every possible occasion that you 
cannot trust exchange controls in the long term.69 

MAE was enthusiastically in favor of the amendment, and generally put 
forward the view that the way to get sound domestic financial markets was 
to put pressure on them through liberalization. PDR was basically support­
ive of the amendment, but hesitant, more concerned about safeguards and 
how they were organized. 

The directors of MAE and PDR, Guitian and Boorman respectively, au­
thored a "staff operational note" and circulated it in December 1995 to the 
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area departments. The note, "Strengthening Discussions and Information 
on Capital Account Convertibility—Next Steps," was written to offer more 
guidance on capital account issues. Boorman and Guitian wrote of the "next 
steps to be followed by the staff in adapting Fund practices to elicit greater 
emphasis on capital account issues, and to promote more actively capital 
account liberalization."70 

The IMF's area departments, however, were generally opposed to the pro­
posal, primarily because their staffs knew that such a mandate would make 
their lives more difficult in dealing with members.71 Because the area de­
partments' representatives frequently met with and offered advice to mem­
ber governments, even strongly held views within MAE and PDR could not 
determine what the Fund did on the ground. Advice-giving and bilateral 
surveillance remained decentralized activities, as they always had been. 

Within PDR, Boorman worried that the Fund's authority on capital ac­
count issues was too widely dispersed. Boorman recalled: 

The Fund was not doing enough in an organized way on capital account is­
sues. Indeed, the research, capital markets, [PDR], and legal departments all 
had something to do with capital account issues, but without any one of them 
being in charge and clearly accountable. An amendment would have helped 
focus organizational responsibility for the Fund's position on this issue.72 

Some supporters on the board emphasized the credibility to be gained 
by developing country members. "The key," according to Belgium's Willy 
Kiekens, "was to give confidence to investors that once a country has 
opened, it cannot easily go back. At that point the country would be subject 
to international rules, to an international jurisdiction."73 European execu­
tive directors representing primarily developed countries continued during 
these discussions to offer colleagues from developing countries arguments 
that presented the rule change as being primarily in their benefit. 

Still, according to the managing director's Summing Up, the board's posi­
tion at that critical July 1995 meeting was that the staff should continue its 
efforts to encourage liberalization without an amendment: "In considering 
whether to amend the Articles to extend Fund jurisdiction to capital ac­
count issues, most Directors took the view that sufficient scope was avail­
able to the Fund under the present Articles and under the surveillance 
decision to accommodate increased emphasis on capital account issues."74 

The skepticism of the non-EU and non-OECD members of the board con­
tinued to undermine progress toward the amendment. 
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The minutes of another important July 1995 board meeting indeed reveal 
limited support for a capital account amendment. Only six executive directors 
spoke in favor of the amendment, among them the U.S., U.K., and Japanese 
directors, whose collective voting weight was approximately 38.4 percent. 
Seven executive directors, representing 25.2 percent of the board's votes, 
argued that the Fund could continue to promote capital account liberalization 
effectively without an amendment. Five executive directors, with 22.3 percent 
of the votes, urged further work. And six developing-country executive di­
rectors, with their 14.1 percent of the votes, spoke against a capital account 
amendment.75 

The arguments in favor of the amendment reflected an emerging collec­
tion of ideas about financial globalization. Kiekens, the Belgian executive 
director, focused on the acceptability of restrictions: "The legitimate reasons 
for reintroducing capital account controls are limited."76 Lissakers empha­
sized the attractiveness of freer financial markets in principle, noting that 
"there is a compelling theoretical argument that free capital movements are 
likely to be welfare enhancing, identical to the argument for the gains from 
trade in goods and services."77 Curiously, the Japanese executive director, 
Hachiro Mesaki, offered an interpretation of the intent of the founders of 
the Fund that is at odds with the historical record: 

The Articles of Agreement certainly allow capital account restrictions but 
should not be interpreted to mean that these restrictions are appropriate. 
The economic circumstances surrounding the drafters of the Articles may 
have made them hesitate to delve deeply into the capital account convert­
ibility issue, despite their recognition of the desirability of liberalization. 
That is why the staff has, in effect, encouraged capital account liberalization 
and why the Board has generally supported it.78 

Board papers from 1997 reveal that directors, even before the MAE and 
PDR guidelines of December 1995, had also in July 1995 "encouraged the 
staff to enhance the Fund's role in the liberalization of the capital account 
through surveillance and technical assistance."79 This was to be accom­
plished through a number of initiatives, including: 

[Gjuidance to Article IV missions on strengthening analysis and discussion 
of capital account issues and assessing the scope for capital account liberal­
ization; allocation of staff resources toward ongoing monitoring and assess­
ment of financial and capital account developments; undertaking a pilot 
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data collection project for 31 countries on the regulatory regimes governing 
cross-border capital movements, especially portfolio transactions; and the 
development of policy proposals regarding the Fund's role in promoting 
capital account liberalization.80 

The sequence of events continued to move the proposal forward. In Sep­
tember 1996, the Interim Committee asked the executive board to continue 
its analysis of capital flows and examine possible changes to the IMF's Articles. 
In February 1997 the board met to discuss whether it would support an 
amendment. The amendment was conceived in two parts—first, giving the 
Fund the purpose of capital account liberalization and, second, giving the 
Fund actual jurisdiction over capital movements.81 As the managing direc­
tor concluded, there was more support on the board for listing capital ac­
count liberalization among the Fund's mandates: 

Directors believed that the Fund, as the principal international monetary in­
stitution with near universal membership, was uniquely placed to promote 
capital account liberalization and the smooth operation of international cap­
ital markets. It was, of course, observed that the absence of a formal mandate 
to foster capital account liberalization had not prevented the Fund from 
playing an important role in encouraging and supporting members' efforts 
toward liberalization and in monitoring international capital markets. Nev­
ertheless, it was also pointed out that global integration was no longer lim­
ited to goods and services, but now encompassed capital flows, and it was in 
the common interest of all members for the Fund to promote global integra­
tion. Therefore, most, if not all, Directors supported an amendment of the 
Fund's Articles at least to include the liberalization of capital movements in 
the mandate of the Fund; a few Directors, while not opposed to an amend­
ment, felt that there was no urgency to rush to an amendment and that 
more work needed to be done, particularly in defining the operations to be 
covered and the nature of the transitional and emergency measures to be 
adopted for the implementation of this mandate.82 

At the same time, the managing director concluded, "many, if not most, Di­
rectors agreed that the Fund should be given also jurisdiction over capital 
movements."83 There was less support for actual jurisdiction. Camdessus did 
not, however, accept this view. As he later described: "This position made no 
sense. How could the Fund have a mandate to promote capital account lib­
eralization without the appropriate jurisdiction and tools?"84 



148 Capital Rules 

"There was never," Matthew Fisher recalls of the jurisdiction issue, "con­
sensus on the Board."85 Developing country executive directors did not, 
however, aggressively oppose the amendment as a group, despite their con­
cerns. Among them, Egypt's Abdel Shakour Shaalan and Iran's Abbas Mi-
rakhor objected to the proposal to extend the Fund's jurisdiction to the 
capital account. They not only argued that the proposal was in direct conflict 
with the intent of the Fund's founders to encourage current, but explicitly 
not capital, account liberalization; they also expressed concern that the 
Fund's staff would become overly enthusiastic in their promotion of liberal­
ization. Indeed, with the legal department having clarified that the Fund 
could not use conditionality to promote capital account liberalization with­
out a capital account amendment, it appeared to some developing country 
executive directors that the primary purpose for the amendment was to 
bring conditionality to the capital account. This fear was heightened by 
management and staff acknowledgement that the Fund already encouraged 
capital account liberalization in its surveillance and advisory capacities, with 
conditionality being the only potential policy lever left to pull. But because 
of their financial vulnerability, developing countries "on the board are al­
ways in an awkward position with respect to new initiatives from Fund 
management."86 The Japanese and Australian executive directors, among 
developed countries, also expressed reluctance. 

Even more potentially consequential for the fate of the amendment was 
the stance of Bernes, the Canadian executive director. Bernes recalls being 
"surprised at the time that there was very little developing country opposi­
tion to the proposal."87 Canada, a member of the G7, had traditionally em­
braced the "principle of G7 solidarity," which meant that the group presented 
a unified front within the Fund. Major new initiatives in Fund policy had 
come largely from decisions made by G7 finance ministers.88 Bernes, with 
the backing of the Canadian finance ministry, objected to the proposal to 
amend the Articles. His prepared statement outlined a logic based in part on 
the purposes embedded in the design of the international financial architec­
ture.89 As a result of his stance, Bernes recalls that he "took a lot of heat 
from the OECD and G7 countries."90 

At a February 1997 board meeting, Bernes insisted: 

We must also recognize that, inherent in the architecture of the Bretton 
Woods System was an explicit acknowledgment of the value of a division of 
labor. This suggests that the notion of "one-stop shopping" for capital ac-
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count liberalization may not be the most effective configuration and there­
fore, while I am convinced that the Fund is the most appropriate institution 
to promote the removal of foreign exchange restrictions with payments and 
transfers, I am not yet persuaded that it should have jurisdiction on the un­
derlying transactions and indeed, such a proposition raises a number of 
questions.91 

The Canadian position was, thus, not that capital account liberalization was 
a problematic goal in itself, but rather that the Fund's jurisdiction had ex­
cluded the capital account for important reasons. Indeed, Bernes "was not 
convinced we knew what we wanted to do with jurisdiction over the capi­
tal account, and that we did not know enough about the preconditions 
for and sequencing of capital account liberalization."92 Although Canadian 
authorities saw capital account liberalization as an appropriate goal—Bernes 
insists that "no one was debating the objective"—they felt that Fund juris­
diction over capital movements would be unnecessary, and could perhaps 
actually impede the objective of orderly capital account liberalization. 

But by April 1997, enough votes on the board had apparently shifted 
toward the managing director's position that Camdessus concluded: 

Most Directors supported an amendment of the Fund's Articles to include 
the liberalization of capital movements in the mandate of the Fund, and 
supported an extension of the Fund's jurisdiction to capital movements 
which would allow flexibility in implementation through transitional pro­
visions and approval policies.93 

The minutes of the meeting do reveal broad support, though not the 85 per­
cent weighted votes necessary to amend the Articles. Fourteen executive di­
rectors spoke in favor of amending the Articles to endow the Fund with the 
purpose of promoting capital account liberalization and jurisdiction over the 
capital account; those fourteen, including the U.S., U.K., and nearly all Eu­
ropean executive directors, accounted for 64.6 percent of the weighted 
votes. Three executive directors—Bernes, Shaalan, and the temporary alter­
nate executive director for Italy—argued in favor of an amendment that was 
limited to a new purpose for the Fund, without a new Fund jurisdiction; this 
view accounted for approximately 10.7 percent of the votes. Seven devel­
oping country executive directors, representing nearly 25 percent of the 
weighted votes, argued against any amendment of the Articles at that 
time.94 
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As a matter of law, capital liberalization was clearly outside the Fund's 
purview, as confirmed by the Fund's own General Counsel. In April 1997 a 
number of executive directors asked the General Counsel, Francois Gianviti, 
to clarify the legal issues at stake. His answer is worth quoting at length be­
cause it is not yet generally available to the public. According to the board's 
minutes, Gianviti explained: 

He would find it difficult to confirm that promotion of capital account lib­
eralization fell within the Fund's mandate, even if it were not explicitly 
within the purposes of the Fund given in Article I. In its exercise of surveil­
lance in the context of Article IV consultations, the Fund looked at all as­
pects of a member's policies, which included trade policy and capital 
investment policy, as well as current payments, but that was done for the 
purpose of assessing the soundness of the member's policies. If, for instance, 
it was found that the member had had recourse to a particularly strict re­
striction on capital inflows or outflows, it might show that there was some­
thing wrong with the member's exchange rate policies; it would be in that 
context. The Fund was not promoting liberalization of capital investments 
or capital transactions as such; the Fund had been assisting members in 
achieving that purpose, as their purpose and their objective, not as a pur­
pose of the Fund itself. In fact, it would be contrary to the right of members 
under Article VI to restrict capital transactions. The Fund could perhaps 
persuade, convince, or explain the benefits, but that was something else . . . 
During the negotiations on the Second Amendment, compromise wording 
had been agreed for Article IV. Despite the shortcomings of the logic, how­
ever, the law was clear. The beginning of Article IV, Section 1, defined the 
purpose of the international monetary system, not the purpose of the Fund. 
The purpose of the international monetary system was to provide a frame­
work that facilitated the exchange of goods, services, and capital. The oblig­
ations of members were laid out in Article IV, Section 1. Article IV, Section 
3 stated that the Fund had to oversee the compliance of members with their 
obligations, but the Fund only oversaw the international monetary system 
in order to ensure its effective operation, the General Counsel pointed out. 
That did not mean that the Fund had the power to impose additional oblig­
ations and, in particular, the obligation to liberalize capital movements. 
What the Fund could do at the present stage was to tell a member that there 
was an undesirable state of affairs, and to change, but that was not an oblig­
ation.95 
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If capital liberalization were to advance, it would thus require an amendment 
to the Articles. 

The Interim Committee's next meeting, later in April 1997, produced di­
rections for the board that were more resolved. The committee's members 
"agreed that the Fund's Articles should be amended to make the promotion 
of capital account liberalization a specific purpose of the Fund and to give 
the Fund appropriate jurisdiction over the capital movements."96 

But without an overwhelming majority of board members in favor of the 
amendment, those in the Fund's management who thought it should still be 
a priority faced an uphill battle during the spring and summer of 1997. 
Developing country directors on the board "feared that the United States 
would use the fund to force developing countries to liberalize."97 Or, as 
Kiekens put it, "Some developing country executive directors saw the pro­
posed amendment as undermining sovereignty."98 

The proposed amendment was dealt another blow when, in May 1997, 
the British Conservative government was swept from power, along with 
Chancellor of the Exchequer Kenneth Clarke, who had been an ardent sup­
porter of the amendment. The U.K.'s executive director, Gus O'Donnell, had 
been one of the most articulate and persuasive advocates of the proposal. 
The message from the new Chancellor, Gordon Brown, was that the United 
Kingdom would do nothing to kill the amendment, but that it would also no 
longer play a major role in its progress.99 That is, the United Kingdom would 
join the United States in its modest, but essentially indifferent, support. 

Still, Camdessus felt confident enough in May 1997 to announce publicly, 
"As far as the IMF is concerned, there is unanimity in the membership to 
give us the mandate to promote capital account liberalization, thereby 
adding a chapter to the uncompleted work of Bretton Woods."100 In board 
meetings, however, Bernes and Shaalan took exception to the managing di­
rector's public characterizations of consensus on the board. In June Bernes 
noted that "the consensus on this issue is clearly moving in the direction of 
more comprehensiveness in the scope of the Fund's jurisdiction," but that 
it was "premature" to assert that the board had reached agreement.101 Sim­
ilarly, Shaalan argued that "it would be premature to imply that an agree­
ment has already been reached even on the general parameters of extending 
the Fund's jurisdiction."102 Although Camdessus generally described the 
board as having enjoyed consensus and presented the IMF as having a 
coherent approach, behind the scenes serious divisions in management 
and staff persisted. 
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Throughout the summer of 1997 the board discussed every possible angle 
of the amendment, including emergency approval, exceptions, mecha­
nisms, and transitional arrangements. Still, consensus eluded the board, and 
each detail raised new concerns. Indeed, executive directors spent the sum­
mer noting with regularity that "the devil is in the details," so much so that 
the phrase characterized the discussions in June, July, and August.103 

Camdessus continued to urge the board to reach agreement by the autumn 
meeting of the Interim Committee, as had been the board's mandate. 

One way to achieve greater consensus on the board was to exclude in­
ward foreign direct investment from the Fund's proposed jurisdiction over 
capital, as it was seen as too politically sensitive. "With respect to the treat­
ment of inward direct investment," according to the Summing Up of a July 
1997 board meeting, "most directors felt that such transactions should fall 
outside the Fund's jurisdiction in all respects."104 The political sensitivity of 
foreign direct investment led to its exclusion from an emerging policy con­
sensus on liberalization, despite the fact that it was direct investment that 
was generally seen to be more stable and potentially even more beneficial 
for host countries. In this way the policy consensus began to depart even 
more dramatically from the emergent professional consensus among econ­
omists; to the extent that beneficial effects of capital account liberalization 
had been increasingly accepted, those benefits were seen primarily to accrue 
from direct investment. 

Another concern that supporters of the amendment worked to assuage 
was that the Fund would be rigid in its interpretation of its new mandate to 
promote capital account liberalization. The narrow legal result of an amend­
ment would be that the Fund would have the authority to approve or dis­
approve of capital controls that member countries introduced. Although it 
was clear that not all circumstances could be foreseen, a number of board 
members were eager to construct a set of procedures for the Fund's approval 
of capital controls that would assure flexibility. The board therefore urged 
staff to develop approval policies to deal with capital account "restrictions 
imposed for: (i) balance of payments and macroeconomic management pur­
poses; (ii) market and institutional evolution reasons; (iii) prudential con­
siderations; and (iv) reasons of national and international security."105 

Although there were still many dissenting voices on the board in July 
1997, Camdessus began drafting a report to the Interim Committee for its 
autumn meeting. In early September, just before the annual meetings in 
Hong Kong, the board produced its report to the Interim Committee, while, 
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simultaneously and in consultation with the board, the Interim Committee 
drafted the statement it would make in Asia.106 

Meanwhile, private financial services firms began to coordinate their ef­
forts to reach a consensus view on the proposed amendment. In September 
1997 the IIF, which represents highly internationalized banks, produced a 
briefing note on the issue. The private sector was unenthusiastic about the 
proposed amendment for a number of reasons. First, many of these influen­
tial bankers expressed concerns about premature capital account liberaliza­
tion, following the lead of their colleagues operating in emerging markets. 
Capital account liberalization, the report noted, "encompassing a much 
larger range of countries could increase the volatility of capital flows."107 

Critics of the Fund and the private financial community have often por­
trayed concerns about the volatility of internationalized financial markets as 
exclusive to policymakers, but in this case the situation was essentially op­
posite: a cautious private financial community warned enthusiastic bureau­
crats. 

Another important issue concerned the evolution of IMF policy after 
1989. Until 1989, it had been Fund policy to withhold its credit from mem­
bers with payment arrears to commercial creditors until those arrears had 
been cleared or arranged to be cleared; after 1989, the Fund began to lend 
even when arrears to commercial creditors were outstanding. Many influ­
ential members of the private sector felt that, until the Fund reverted to its 
pre-1989 policy on lending into arrears, the IIF should oppose a capital ac­
count amendment.108 Finally, from the private sector's point of view, the 
most worrisome aspect of the amendment was that it had emerged almost 
as a surprise, and without any involvement of the financial community. As 
the memorandum noted, "there has been remarkably little consultation and 
discussion between officials and IIF members on the subject of CAC [capital 
account convertibility]."109 

In September 1997, in anticipation of the annual meeting of the Interim 
Committee, The Banker ran a series of articles outlining the perspective of 
many of the world's most influential financial institutions. The articles, 
which quote Dallara among others, offered a remarkable list of reasons why 
financial firms ought to oppose a new IMF amendment. The most important 
reason was to preserve the central role of private financial firms in the glob­
alization of finance; such a significant increase of influence and power on 
19th Street might come at the private sector's expense. "This is power with­
out limit," Dallara explained, "and that is why no one in private markets, in-
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vestors, bankers, or hedge funds should get on board this amendment."110 

The financial community was also alarmed at the "apparent anxiety by IMF 
management to have the issue signed and sealed as soon as possible," par­
ticularly because private financial interests had not been consulted before 
management publicly announced the new initiative. Perhaps most ironi­
cally, the voice of private finance, to the extent that it was centralized at that 
moment, was cautious. The Thai financial crisis that began in July 1997 re­
vealed with greater clarity the "need for caution."111 Dallara worried in par­
ticular about the susceptibility of "banking regimes that are not adequately 
strong" to crisis in an era of financial globalization.112 

Indeed, by the time the Interim Committee held its forty-ninth meeting in 
Hong Kong on September 21, 1997, the financial crisis that eventually 
would sweep across much of southeast Asia had already begun. The worst 
of the crisis was still to come, and everyone hoped that Thailand's economic 
collapse would be an isolated problem. The Interim Committee produced, 
with near unanimity, a statement that came to be known as the Hong Kong 
Communique, which outlined the Fund's official approach to amending the 
Articles.113 The Interim Committee also agreed to a $90 billion increase in 
the Fund's resources, with $18 billion to come from the United States. 

The Committee's Liberalization of Capital Movements under an Amendment 
of the IMF's Articles was ambitious, but neither doctrinaire nor inherently 
inflexible—it was, in the words of the Interim Committee, "bold in its vi­
sion, but cautious in implementation." "It is time," the Interim Committee 
argued, "to add a new chapter to the Bretton Woods agreement." Empha­
sizing the coordination of national and international authorities, the com­
mittee argued that if the liberalization of capital flows were "introduced in 
an orderly manner," such flows would be "an essential element of an effi­
cient international monetary system in this age of globalization." Finally, the 
committee 

invites the Executive Board to complete its work on a proposed amendment 
of the IMF's Articles that would make the liberalization of capital move­
ments one of the purposes of the IMF, and extend, as needed, the IMF's ju­
risdiction through the establishment of carefully denned and consistently 
applied obligations regarding the liberalization of such movements. Safe­
guards and transitional arrangements are necessary for the success of this 
major endeavor. Flexible approval policies will have to be adopted.114 

The Interim Committee's chair, Philippe Maystadt, Deputy Prime Minister 
and Minister of Finance of Belgium, argued that the member countries 
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would simply be transferring sovereignty that they had already ceded to 
global capital markets back to policymakers, though they would be in an in­
ternational organization. Making a case that was reminiscent of arguments 
in favor of European integration, Maystadt suggested that "by allowing sov­
ereignty over capital account restrictions to be transferred from member 
countries to the Fund, the amendment of the Fund agreement will strengthen 
the authority of what is, after all, a global institution within an area in 
which member countries had for practical purposes given up a good deal of 
their sovereignty already."U5 

The tenor of the discussion within the committee was surprisingly sup­
portive, given the level of disagreement on the board. But it is important to 
recall that a significant increase in Fund resources was also on the table in 
Hong Kong. "What was at stake," former Dutch executive director Onno 
Wijnholds recalls, "was a package of proposals for the IMF, including a quota 
increase and the capital account amendment. Developing countries were 
perhaps obliged to go along with the amendment to ensure that the quota 
increase would go through."116 

Only a few concerns were raised by committee members. Italian Minister 
of the Treasury, Budget, and Economic Programming Azeglio Ciampi, who 
in 1998 succeeded Maystadt as chair, urged the board to reach the "appro­
priate balance" between greater obligations for Fund members and "appro­
priate safeguards." Ciampi insisted that in "matters such as these it is more 
important to be right than to be fast."117 The Indian Minister of Finance 
P. Chidambaram argued that it was "important to allow countries to move 
at their own pace."118 Remarkably, even Canadian central bank governor 
Gordon Thiessen, representing Canada on behalf of Finance Minister Paul 
Martin, expressed support for the amendment, "a logical extension" of the 
Fund's mandate.119 This was despite the fact that the Canadian executive di­
rector, Bernes, was leading the charge against the proposed amendment on 
the Fund's board. The Group of 24 raised concerns, however: "While recog­
nizing the benefits for the world economy of greater freedom of capital 
movements, Ministers emphasize that the capital account liberalization 
process could put additional stress on the economies that are already strain­
ing to adjust to globalization."120 

Camdessus' plea for the amendment was impassioned. Although the cri­
sis was unfolding in Asia, he urged countries not to begin tallying the costs 
of capital account liberalization only at the onset of a crisis. "Countries can­
not," Camdessus argued, "compete for the blessings of global capital markets 
and refuse their disciplines." Furthermore, Camdessus insisted that "far 
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from being discouraged by recent events in southeast Asia, the IMF is all the 
more motivated to continue work on an amendment to the Articles of 
Agreement that will allow the Fund to promote freedom of capital move­
ments." His strongest argument in favor of an amendment weighed the risks 
of capital openness against the costs associated with control: 

Freedom has its risks. But are they greater than those of complex adminis­
trative rules and capricious changes in their design? Freedom has its risks. 
But is there any more fertile field for development and prosperity? Free­
dom has its risks! Let's go then for an orderly liberalization of capital move­
ments. Certainly, the point is not to make a sacrifice on the altar of fashion. 
The point is not to encourage countries to remove capital controls prema­
turely, nor to prevent them from using capital controls on a temporary 
basis, when justified. 

Finally, Camdessus claimed that a capital account amendment would ful­
fill the vision of the IMF's architects: "Let us now add this promising chap­
ter to the work of our founding fathers. This certainly would have been part 
and parcel of their response to the challenges of today."121 It is to Camdessus' 
credit as a student of history that he used the conditional ''would have" 
here, for the founding fathers of the IMF were resolute in their vigilance 
against hot money and free capital. They "would have" supported Camdessus 
and capital mobility only if their position had swung around to the diamet­
ric opposite of what it actually was. 

Jacques de Larosiere, Camdessus' predecessor at the Fund, worried over 
the implications of the Interim Committee's approach. "When I saw the 
Fund—in Hong Kong, in 1997—promoting the full liberalization of capital 
movements, I was worried," de Larosiere recalls. "I believed that supporters 
of the amendment were going too far in their effort to formalize capital lib­
eralization, particularly because the system already allowed for the free 
movement of capital." Describing capital as a river and the institutional in­
frastructure as its banks, de Larosiere saw the proposed amendment as "the 
river's erosion of that last bit of the IMF, its neutrality on capital controls."122 

After returning from Hong Kong, Camdessus and Fischer urged the board 
to consider the Interim Committee's directions as firm and clear. But events 
in Asia continued to attract attention. When in December 1997 the financial 
crisis engulfed South Korea, a country that had hitherto appeared to be 
extraordinarily stable, the amendment was dealt a serious blow. "After the 
crisis in Korea," Kiekens recalled, "it was all over."123 The argument that 
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massive capital outflows and widespread currency speculation merely rep­
resented the discipline of the financial markets had been undermined. The 
Thai and Indonesian economic policy transgressions that might require dis­
cipline could be at least retrospectively identified, but South Korea's were 
harder to find. The language of rational market discipline was giving way to 
words like "contagion" and "panic." 

In March 1998 a seminar was held at the Fund to debate the merits of the 
proposal.124 Fischer restated his case for an amendment. After being briefed 
by Lissakers' staff, Summers spoke in favor of an amendment that gave the 
IMF the "tools" to deal with capital account issues.125 

From within the IMF, only Jacques Polak, former director of research and 
Dutch executive director, argued against the amendment, emphasizing the 
subtle effects of such a mandate. Recognizing that the Fund had "whole­
heartedly embraced capital liberalization" already "without being hindered 
by a lack of mandate," Polak worried that the IMF's staff would become 
overeager. "If given jurisdiction over such restrictions," Polak reasoned, "the 
staff is likely to become the enforcer of the new legal code, making sure at 
each step that any policy it recommends or endorses can pass the test of the 
new Article."126 Polak's unique historical perspective on the amendment 
expressed precisely what had most worried policymakers in the developing 
world. IMF management continued to ask for trust in enforcing the new 
obligation, and that trust was lacking. 

Meanwhile, the number of IMF executive directors in favor of moving 
forward quickly to amend the Articles continued to decline. At a con­
tentious board meeting on April 2, 1998, a number of previously acquies­
cent directors spoke more forcefully. Bernes and Shaalan continued to press 
Camdessus. Additionally, the Brazilian executive director, Alexandre Kafka, 
who also represented a handful of Central and South American countries, 
and Morocco's Mohammed Dai'ri, Mirakhor's alternate, urged caution.127 

The Japanese executive director, Yukio Yoshimura, also expressed reluc­
tance to approach his parliament with a proposal to expand the Fund's ju­
risdiction without a clear sense of what that would imply, particularly in 
light of the unfolding Asian crisis.128 According to Ralf Leiteritz, these exec­
utive board meetings were critical moments during which the proposal to 
codify the norm of capital mobility was undermined by the arguments of 
executive directors who saw in the Asian financial crisis ample evidence to 
warrant caution in expanding the Fund's mandate.129 

At its next meeting, in April 1998, the Interim Committee also reassured 
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the board of its commitment to extending the IMF's jurisdiction: "The Com­
mittee reaffirmed its view, expressed in the Hong Kong Communique last 
September, that it is now time to add a new chapter to the Bretton Woods 
Agreement by making the liberalization of capital movements one of the 
purposes of the Fund and extending, as needed, the Fund's jurisdiction for 
this purpose."130 

Wall Street and other private financial firms saw spring as another oppor­
tunity to weigh in on the proposed amendment, still, surprisingly, not to­
tally undermined by the financial crisis. On the occasion of the next Interim 
Committee meeting, Dallara of the IIF communicated directly with its chair, 
Maystadt, to express the concerns of private financial interests about the 
Fund's effort to increase its authority over international markets.131 

Ill the late spring of 1998, the U.S. funding increase for the IMF was be­
ing discussed in Congress, and the Fund came under attack from both left 
and right for a variety of reasons, including concerns about the environ­
ment, labor standards, and human rights.132 When House Minority Leader 
Richard Gephardt learned of the proposed amendment, he and several of his 
colleagues sent a letter to Rubin insisting that the U.S. Treasury withdraw its 
support for an extension of the Fund's jurisdiction, or else the funding in­
crease would be in jeopardy. "People—the anti-globalization crowd—on the 
Hill, started going nuts," Lissakers recalls.133 The letter was unequivocal: 

We are troubled by reports that the Administration, as described in the 
Communique of the Interim Committee of the Board of Governors of the 
IMF, is working to "add a new chapter to the Bretton Woods Agreement by 
making the liberalization of capital movements one of the purposes of the 
Fund and extending, as needed, the Fund's jurisdiction for this pur­
pose" . . . Adding a commitment to the complete free movement of capital 
exacerbates inequality unless it is accompanied by policies that substantially 
mitigate its impact. . . Finally, we believe that the rapid mobility of capital, 
especially short-term capital, greatly exacerbated the recent crisis in Asia. 
Serious consideration should be given to the adoption of measures that re­
tard this volatility. Obviously adoption of the proposed amendment which 
makes liberalization of capital movements one of the basic purposes of the 
Fund works against efforts by countries to experiment with measures that 
could protect their economies from excessively volatile short term capital 
movements. This approach is exactly the opposite of what is needed to 
build broad-based support for the IMF. Our support for additional IMF 
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funding will be in jeopardy if the U.S. government continues to press for 
the addition of capital account liberalization to the IMF charter.134 

This opposition within Congress to the capital account amendment led to 
the Treasury's withdrawal of its support, or, as one former senior Treasury 
official put it, "We let it fade away." The issue was straightforward: "We 
were not prepared to spend political capital on this issue either domestically 
or internationally."135 Summers recalls the issue similarly: 

The managers of Treasury's scarce political capital were not enthusiastic 
about the proposed amendment once it involved any expenditure of political 
capital. When the proposed amendment became a political issue, we dropped 
it. Although there was substantive sympathy for the idea, we agreed that it 
was an idea best abandoned.136 

With the United Kingdom having already backed away from the amend­
ment, Camdessus found that there was no longer any powerful, persuasive 
constituency on the board for the proposal. As Onno Wijnholds recalls, "The 
U.S. administration stepped away from the proposal very quickly. It was 
breathtaking. The Americans fell silent on the issue at board meetings. The 
U.K. had practically reversed its position."137 

The eruption of the Russian crisis in August 1998 was the final nail in the 
coffin of the capital account amendment. Not only was the middle of a con­
tagious financial crisis an inauspicious moment to be pressing for Fund juris­
diction over the capital account, but the Fund's role in the Russia crisis 
undermined the credibility—in the eyes of critics—of management's assur­
ances that it would embrace capital account liberalization cautiously. "The 
Fund," Executive Director Kiekens recalled, "had strongly encouraged Russia 
to liberalize its capital account, and the Russian crisis blew up in our faces."138 

Aleksei Mozhin, the Russian executive director, put it more strongly: 

The Fund messed up in its advice, which turned out to be questionable, to 
say the least. Russia was an example of a premature, unprepared liberaliza­
tion of the capital account, and the Fund had encouraged the Russian gov­
ernment to open the GKO market [for high-yield Russian government 
securities! up to foreigners. With the benefit of hindsight we can see that 
this was a mistake.139 

Supporters of the proposal within the Fund were surprised that their in­
tentions could have been misread. "We were trying," Jack Boorman recalls, 
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"to bring order and responsibility." But Boorman acknowledged that the 
supporters of the amendment had not made their case sufficiently well. "We 
mishandled it in a way that allowed the critics to portray the initiative as a 
power grab and as a means for the Fund to force an even more rapid open­
ing of the capital account in emerging markets and developing member 
countries."140 Similarly, Mozhin emphasized that the proposed amendment 
had not been "an attempt to enforce speedier progress." The principle, 
rather, was to be ''"that of the current account: no backsliding.'"'Mozhin wor­
ried that one must have a "hostile view of the Fund, as some organization 
always eager to impose its will, to meddle in countries' domestic affairs," in 
order to see the amendment as a threat to the autonomy of developing 
country governments.141 Many policymakers in developing countries hold 
precisely that view, of course. 

The intellectual distance between Bretton Woods and 19th Street grew 
enormously during the 1990s, but then was compressed again by the 
emerging market financial crises that marked the end of the decade. And all 
this occurred without a change in the mandate of the IMF itself. The bu­
reaucracy of the Fund sought to codify authority that some of its manage­
ment and staff already had informally, and improperly, appropriated. 

It was as though the Fund as an organization had forgotten that it was 
meant to be the agent of its members, who delegated power to the Fund in 
the first place only because the organization would be governed by laws that 
protected members' authority over the capital account. By embracing capi­
tal liberalization in practice and proposed new law, but in the absence of 
either a political or professional consensus regarding its desirability, the 
Fund's management came to misunderstand its role in the world. The IMF 
was to be the steward of the system and the overseer of its rules, not the cre­
ator of the laws. In the early years of the new century a humbled IMF 
resumed its cautious guardianship of the international monetary system. 

As with the new rules of the OECD and EU, European policymakers situ­
ated within the organization were responsible for conceiving and promoting 
the initiative for new rules that would have empowered the organization, 
and European governments lent the greatest political support. U.S. policy­
makers did not play decisive roles until the end of the episode, when they 
were responsible not for the birth or life of the proposal, but rather its death. 
The private financial community, suspicious of the organization-building 
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endeavors of Fund management, was the amendment's most vocal and 
influential opponent. The vision of globalization emanating from the U.S. 
Treasury and Wall Street is not an empowered, capacious multilateral orga­
nization representing its interests through codified rules. To the extent that 
the U.S. approach to ad hoc globalization relies on delegation, it is to two 
private American firms. 



CHAPTER 7 

A Common Language of Risk: 
Credit-Rating Agencies 
and Sovereigns 

L'argent est un bon serviteur, mais un mauvais maitre. (Money is a 
good servant but a bad master.) 

—French proverb 

More than one hundred governments live, to varying de­
grees, by the rules of Moody's and Standard & Poor's (S&P). That is, Moody's 
and S&P rate the risk of lending to more than one hundred sovereigns and 
their specific issues of debt, the two firms together accounting for 90 percent 
of the market for sovereign debt rating. The agencies' sovereign ratings in­
directly affect every other bond rating in the world because of the so-called 
sovereign ceiling: the agencies almost never rate a domestic firm's foreign-
currency debt higher than that of its government because of the "risk of a 
sovereign imposing foreign exchange controls."1 

Sovereign defaults are catastrophic events, for the affected societies and 
governments as much as for the bondholders.2 The art of forecasting the 
likelihood that a government will default on its debt is both subtle and com­
plex, the challenges magnified by the unique characteristics of sovereign 
borrowing. No third party, no world government or transnational collection 
agency, can enforce a sovereign debt contract. And countries never really 
run out of assets to cover their obligations, though they may, of course, fall 
short of foreign exchange or choose to repay one debt but not another. The 
assessment of credit risk is always a combination of discerning both the bor­
rower's ability and willingness to pay. When lending to a sovereign, how­
ever, the central issue is always willingness. There are always assets to be 
offered, sectors of society to squeeze, government programs to cut—though 
such actions may or may not be politically feasible in a given circumstance. 

162 
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In their analysis of sovereigns, therefore, Moody's and S&P must try to de­
termine which policies are most likely to improve a country's economic per­
formance, and thereby increase its ability and willingness to repay a loan. 

The defining challenge is to determine which inferences the markets 
should draw from a variety of government policy stances. Which policies 
suggest a greater willingness to meet the sovereign's obligation, and which 
imply that the government is more likely to refuse to pay? It is plainly 
impossible to make such a judgment without an analytical framework that 
allows the agencies' analysts to infer meanings from a range of macroeco-
nomic policies. The rating agencies are obliged to have their own orthodoxy. 

As if such a task were not demanding enough, highly internationalized 
capital markets magnify the interpretive task enormously. An era of global­
ization is also necessarily an age of "credibility."3 Government policies may 
succeed or fail on their own intellectual merit. A policy's success also de­
pends fundamentally, inescapably, on how financial markets react. A credible 
policy, all understand, will be reinforced by market approval, as capital flows 
into a country. When the markets believe, a government must go out of its 
way to fail. But a policy stance that lacks the trust of financial markets is 
doomed at the start. Such a statement implies no causal relationship be­
tween the policy and its failure. It is as simple a fact as the world economy 
has: when the markets do not believe that a policy will improve a country's 
economic performance, then that policy cannot succeed. "All macroeco-
nomic policies require public confidence in order to work," argues Jonathan 
Kirshner. "The astonishing result of this is that on a hypothetical menu of 
five economic policies, each of which was plausible from the standpoint of 
economic theory, if three were perceived to be illegitimate, they would not in 
fact be sustainable, solely for that reason."4 

Even with a closed capital account, a sovereign government will find that 
the cost of borrowing abroad increases as the markets' skepticism of its pol­
icy initiatives translates into a higher risk premium on its bonds. A more 
open economy is sure to feel the effect more directly. Capital flees domestic 
banks and equity markets, putting downward pressure on the exchange rate 
and raising the cost of capital for domestic firms. The logical implication is 
straightforward: a policy that the financial markets believe can succeed may 
succeed, or it may not, but a policy that the financial markets believe cannot 
succeed almost certainly cannot succeed. 

An age of credibility thus demands that Moody's and S&P also account for 
the likely response of the financial markets to a policy stance. Such a re-
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sponse is conditioned by the shared ideas within markets about the mean­
ing of a countercyclical budget deficit, a negative real interest rate, or a re­
striction on capital mobility. The rating agencies must also know and heed 
the orthodoxy of the markets. 

To borrow the language of John Maynard Keynes, the rating agencies 
must always negotiate among their own standards of beauty as well as those 
of the markets themselves. Keynes' classic analogy for investment is perhaps 
even more evocative when applied to a firm whose business model consists, 
in part, of predicting and reporting the market's collective prediction of 
what average opinion expects the average opinion to be: 

[P]rofessional investment may be likened to those newspaper competitions 
in which the competitors have to pick out the six prettiest faces from a hun­
dred photographs, the prize being awarded to the competitor whose choice 
most nearly corresponds to the average preferences of the competitors as a 
whole; so that each competitor has to pick, not those faces which he him­
self finds prettiest, but those which he thinks likeliest to catch the fancy of 
the other competitors, all of whom are looking at the problem from the 
same point of view. It is not a case of choosing those which, to the best of 
one's judgment, are really the prettiest, nor even those which average opin­
ion genuinely thinks the prettiest. We have reached the third degree where 
we devote our intelligences to anticipating what average opinion expects 
the average opinion to be.5 

The rating agencies have taken on the unenviable task of what Keynes 
might have called the fourth degree. Moody's and S&P must interpret the 
signals sent by governments' policies and guess what the markets will infer 
as well, taking into account, of course, that their own rating changes will 
influence market sentiment. 

Market participants, by many accounts, believe that the rating agencies 
perform a valuable service. So, too, do the governments that pay their fees, 
for the business model has also evolved quite substantially. Whereas Moody's 
and S&P once charged investors for their analysis, the firms now charge 
issuers for rating their debt. Despite the barrage of criticisms and complaints 
aimed at the firms' New York headquarters, the business of credit rating 
remains immensely profitable.6 

The age of capital brought with it, perforce, market discipline. Rather 
than the disaggregated, blunt discipline of the financial markets of the late 
nineteenth century, the voice of today's market discipline is concentrated 
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in the letter ratings of the agencies. This may be a worrisome fact from 
the perspective of governments around the world, but it is a discipline to 
which they have willingly subjected themselves. Critics have focused on the 
magnification of the discipline of fallible markets as the most problematic 
outcome of the rise of Moody's and S&P. The valorization, and occasional 
glorification, of the "private authority" of the markets that rating agencies 
represent offers a fascinating collection of empirical and philosophical ques­
tions.7 

Scholars who write of the privatization of authority in the global economy 
thus offer important insights into the role of the rating agencies, as long as 
two rather serious exceptions are taken. The authority of the rating agencies 
is not actually private, and Moody's and S&P have not wrested from gov­
ernments an authority that used to be public. They have instead created 
something completely new, a simplification and magnification of authority 
that was always private when capital was internationalized. The financial 
markets were given authority by the governments that liberalized them, and 
the markets essentially delegated some of their power to the rating agencies. 
Governments, too, delegated their regulatory responsibilities to the agen­
cies. The reality connecting both of these ideas is underappreciated, but crit­
ical: Moody's and S&P's sovereign ratings carry the force of law in the 
United States and in many countries around the world.8 

In this chapter I describe the influence of the rating agencies on interna­
tional capital markets, and in particular their reinforcement of the trends 
toward capital liberalization. I focus on Moody's and S&P, by a wide margin 
the two most important firms in the industry. 

The agencies offer a remarkable contrast between the two views of finan­
cial globalization—Europe's institutionalized global finance compared to the 
United States' ad hoc globalization—in what is putatively a market out­
come: the global dominance of two American firms. 

A dominant European view, not to mention a developing-country per­
spective, is that Moody's and S&P enforce the norms of U.S.-style financial 
capitalism around the world. Although that argument is frequently over­
drawn, the interpretive frameworks and benchmarks used by Moody's and 
S&P are indeed much more consistent with the organization of firms and 
banks in the United States, and perhaps the United Kingdom, than else­
where in the world. No policymakers planned to put the rating agencies at 
the center of the international financial architecture, and yet, both formally 
and informally, that is where they are. The influence of agencies does not 
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represent the achievement of the multilateral codification of rules, but 
rather the ad hoc influence of the United States and its prevailing practices 
of borrowing and lending. The breadth and depth of U.S. securities markets 
enhance the significance of U.S. regulations. This outcome, in turn, em­
powers the rating agencies both within the country and abroad, though the 
U.S. government can plausibly disavow responsibility for how Moody's and 
S&P go about making their judgments, just as the agencies can disavow re­
sponsibility for the impacts of codifying their ratings.9 

This is very much the sort of institutional architecture for financial glob­
alization of which the IIF's Charles Dallara would likely approve, and not the 
vision of, say, Jacques Delors or Pascal Lamy, two proponents of a globaliza­
tion managed by international organizations. Other European policymakers 
and politicians have resented, criticized, and attempted to undermine Moody's 
and S&P, and their struggle continues today. 

Origins of the Rating Agencies 

The rating agencies are American, and, historically, it hardly could have 
been otherwise. In the twenty-first century the incumbents of the business 
of credit rating are protected by regulatory barriers to entry, as well as scale 
and network economies, so formidable that the chances even of the third-
place firm, Fitch, displacing either Moody's or S&P are slim. In the current 
environment the probability that a newly created firm could ever overtake 
Moody's and S&P rounds to zero. The path to Moody's and S&P's dominance 
extraordinarily depended on the starting point. When European managers 
and policymakers, among many others, wonder how it has come to be that 
two rating agencies play such an enormous role in their affairs, they often 
wish that it were French, or German, or even Italian firms that wielded such 
authority, for then, perhaps, their decisions might be interpreted through 
eyes more sympathetic to their institutions, histories, and traditions. Unless 
European policymakers are prepared to regulate a competitor into exis­
tence, it is now too late; that train has left the station. 

The first rating agencies (the precursors of Moody's and S&P) created the 
practice of evaluating the creditworthiness of the bonds issued by American 
railroads in the early twentieth century, selling their analysis to the rail­
road's potential investors.10 Everything about U.S. railroads in the nine­
teenth and twentieth centuries was unique: their regulation; their massive, 
continental size; and, most dramatically, their financing.11 "No other enter-
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prises," writes Alfred Chandler of the American railroads, "required such 
large sums of outside capital."12 And, perhaps ironically, much of the outside 
capital that fueled their growth—and thus (at least indirectly) the growth of 
the U.S.-based rating agencies—came from Europe.13 

Henry Varnum Poor first began in 1868 to publish Poor's Manual of the Rail­
roads of the United States, his annual report on the creditworthiness of the rail­
roads.14 Poor's Manual merely collected information and offered no opinions 
about the probability that railroad firms would continue to pay their credi­
tors. In 1900 John Moody first published Moody's Manual of Industrial and 
Miscellaneous Securities, which, like Poor's Manual, reported on the property, 
capitalization, management, and credit of the country's firms. 

In 1909 Moody invented the modern practice of rating the securities of 
American railroads by adapting the letter rating symbols that had for a cen­
tury been used by firms that collected data on customer creditworthiness. 
Then in 1914, five years after Moody's Analyses of Railroad Investments was first 
published, Moody's Investors Service was incorporated. In 1916 the Standard 
Statistics Bureau began to assign ratings to bonds as well. Then in 1941, Poor's 
Publishing Company merged with Standard Statistics to form Standard & 
Poor's, which was acquired by McGraw-Hill in 1966. Dun & Bradstreet owned 
Moody's between 1962 and 2000, when Moody's was spun off. 

The rating agencies experienced phenomenal growth from their origin 
through the Great Depression. The 1930s, an unhappy time for issuers and 
holders of securities, ironically brought an increase in the agencies' influ­
ence. The late 1940s, 1950s, and 1960s were happier for both issuers and 
holders of securities, but for the rating agencies the times were perhaps too 
good: no one seemed to default. The capital controls of the Bretton Woods 
international monetary regime, moreover, meant that international private 
capital flows were minuscule. The U.S. interest equalization tax, among 
these capital controls, put a serious brake on the firms' potential business 
from cross-border capital flows, as American investors found the higher re­
turns available abroad diminished by the government's appropriation of the 
differential. In 1968 the agencies suspended almost all sovereign ratings be­
cause of their essential irrelevance.15 By the late 1960s the rating agencies 
were unexceptional firms with only modest revenues derived from selling 
their reports to subscribers, the same business model that John Moody had 
conceived in 1909. Few businesses were as uninteresting, uneventful, and 
unimportant. 

By the end of the decade, however, the industry had been transformed. 
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The collapse of the Bretfon Woods system in the early 1970s was accompa­
nied, at least in the United States, by the loosening of American capital con­
trols in 1974. Other governments began to experiment with greater mobility 
for capital as well. Private corporations in the United States and abroad be­
gan to tap international capital markets. Governments around the world 
also began to incorporate the agencies' ratings into their own financial reg­
ulations as benchmarks for the investing public's exposure to various cate­
gories of default risk. 

Although the United States had first incorporated credit ratings into fi­
nancial regulation in 1931, in 1975 the Securities and Exchange Commis­
sion (SEC) took a step that was to influence the industry decisively, and 
perhaps permanently. The SEC introduced the designation of "nationally 
recognized statistical rating organization" (NRSRO) for use in U.S. financial 
regulation. Among the criteria used by the SEC to determine whether a firm 
ought to be designated an NRSRO, the most important was whether the firm 
was "nationally recognized" in the United States "as an issuer of credible 
and reliable ratings by the predominant users of securities ratings." For a 
security to be widely held in the United States a rating by an NRSRO was 
simply required by a variety of regulations. Most such regulations were 
written to limit the exposure of investment funds to risky securities, a quite 
understandable public policy concern. In 1975 the SEC designated three 
firms (S&P, Moody's, and Fitch) as NRSROs. Thirty years later there were 
five NRSROs: S&P, Moody's, Fitch, Dominion Bond Rating Service Ltd and 
A.M. Best.16 (see Table 7.1). 

The rating agencies also benefited from financial disintermediation, 
whereby capital flowed directly from investors to issuers of securities, as 
opposed to going through banks, which had historically "intermediated" this 
relationship. Disintermediation dramatically changed the process by which 
capital was allocated.17 Whereas banks had always scrutinized the credit­
worthiness of potential borrowers on behalf of depositors, the decision, in­
creasingly widespread, of holders of capital to bypass the bank and invest 
directly in securities implied that a new premium would be placed on the 
accumulation and simplification of information about the risks associated 
with a wide range of securities. All these precursors of the internationaliza­
tion of capital, indeed of globalization, set the stage for the reemergence of 
sovereign debt markets, which had essentially been dormant since 1940. 

Finally, in the early 1970s both Moody's and S&P fundamentally trans­
formed the business model of ratings. In their heyday, the 1920s, the firms 



Table 7.1 Selected Data of the NRSROs 

NRSRO 
(headquarters) 

Standard & Poor's (New York) 

Moody's Investors Service (New York) 

Fitch, Inc. (New York/London) 

Dominion Bond Rating 
Service Limited (Toronto) 

A.M. Best Company, Inc. (Oldwick, N.J.) 

Employees 
(analysts)* 

6,000 (1,100) 

1,800 (1,000) 

1,250 (700) 

65 (45) 

521 (111) 

Total rated 
securities, U.S.$* 

$30 trillion 

$30 trillion 

(Not available) 

(Not available) 

(Not available) 

Rated 
sovereigns 

107 

101 

89 

Not rated 

Not rated 

Ownership 

Operating segment of 
The McGraw-Hill 
Companies 

Subsidiary of Moody's 
Corporation 

Subsidiary of Fimalac, 
S.A. 

Privately owned 

Privately owned 

*Number of employees and U.S.$ amounts approximated. 
Source: Rawi Abdelal and Christopher M. Bruner, Private Capital and Public Policy: Standard & Poor's Sovereign Credit Ratings, Harvard Business 
School Case 705-026 (2005), p. 20. 
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had relied on the demand for subscriptions to their reports for topline 
growth. As a new era of opportunity dawned, managers recognized an op­
portunity to charge the issuers rather than the investors for their ratings. 

The change, as a matter of strategy, was brilliant. Once ratings were pub­
licized, nonpaying consumers of the information could not be excluded. Is­
suers of securities would, in principle, pass along the fees to investors in the 
form of lower returns. Although it was possible that some issuers would 
refuse to pay the fees if their securities were so important that the agencies 
would rate them anyway, the market evolved such that having one or two 
(usually two) ratings was essential for the security to be held widely. More­
over, as Richard Cantor and Frank Packer observe, issuers paid the fees and 
welcomed "the opportunity provided by the formal ratings process to put 
their best case before the agencies."18 

Making the Market for Ratings 

Duopolies always offer the possibility of success for both firms, though fre­
quently they are unhappy arrangements. When economists model duopo­
lies, there are, generally speaking, only two stable outcomes, a stylized fact 
that accords with the empirical study of duopolistic markets. The two firms 
that compose a duopoly sometimes find a way to live harmoniously to­
gether either by essentially splitting the market between them, an outcome 
that may require either implicit or explicit (but in either case, legally prob­
lematic) collusion, or by competing on the basis of output rather than price, 
which is set by the market. By splitting the market, the two firms can ensure 
that both earn high profits. Often, unfortunately for the managers in the 
two halves of a duopoly, the firms desperately compete away the rents to be 
captured until the prices they charge are equal to marginal cost; the epic 
struggle between Boeing and Airbus comes to mind.19 

S&P and Moody's have discovered what may be the perfect solution to the 
dilemma of the duopolist, a sort of third way: S&P and Moody's both have all 
the market. S&P commands 99 percent of the U.S. ratings market and 
90 percent of the sovereign market—some $30 trillion worth of securities— 
and so, amazingly, does Moody's. Seemingly a happy outcome for all, the 
state of affairs is worrisome to Fitch, which is in an extremely distant third 
place. Fitch's General Counsel, Charles D. Brown, now refuses to call the 
market a duopoly. "Moody's and S&P are a dual monopoly," Brown wrote 
to the SEC, "each possessing separate monopoly power in a market that has 
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grown to demand two ratings."20 When S&P's and Moody's ratings diverge, 
Fitch is evidently the tiebreaker.21 Among a worldwide market of some 
130-150 mostly tiny, mostly local credit-rating agencies, only two really 
matter.22 

The critical feature of the market is the expectation that every security is­
sued will come with two ratings, one as a sort of reality check for the other. 
When a sovereign is to issue debt, Moody's and S&P are almost always both 
called in to rate the issue. Their pricing structures, though private, are known 
to be very similar, and by "tacit agreement," according to Ashok Bhatia, 
Moody's and S&P "do not hire staff from Fitch or each other."23 Moody's and 
S&P thus do not compete with each other in any meaningful sense, though 
both firms continue to characterize the market as "very" or "intensely" com­
petitive.24 Neither Moody's nor S&P discloses revenue, cost, or profitability 
data on its sovereign ratings practice, but by all accounts, and the private 
admissions of managers, it is a very good business.25 

Designation, Delegation, and Regulation 

Although credit ratings had been part of financial regulations in the United 
States since the 1930s, the practice of regulators' using ratings to limit ex­
posure to risk became much more widespread within the United States in 
the middle of the 1970s when the incorporation of ratings into regulations 
became, literally and figuratively, the rule. "The reliance on ratings ex­
tends," write Richard Cantor and Frank Packer, "to virtually all financial 
regulators, including public authorities that oversee banks, thrifts, insurance 
companies, securities firms, capital markets, mutual funds, and private pen­
sions."26 

The dangers of incorporating ratings into financial regulations to limit ex­
posure to risky securities became clear very quickly, however. Rating changes 
would, and do, literally move markets, particularly in the case of downgrad­
ing a security from just-above-investment-grade to just-below-investment 
grade, prompting a sell-off by institutional investors. With rating agencies 
making the sorts of judgments otherwise (and previously) reserved for gov­
ernment regulators, the regulators increasingly ceded their responsibility to 
limit the public's exposure to risk to the rating agencies' analysts. 

Rating agencies also benefited from the regulation-driven creation of an 
"artificial" increase in the demand for their product after 1975. This demand 
was driven not by the perception that ratings were a source of useful infor-
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mation, but by regulations that obliged an issuer to be agency-rated or suf­
fer exclusion from the large and growing pools of capital allocated by in­
vestors subject to the regulations. Credit ratings, by this logic, would grant 
to issuers of securities what Frank Partnoy calls "regulatory licenses." The 
market's discipline of the rating agencies for problems in the performance of 
their ratings would thus be tempered dramatically because issuers could 
not, as a practical matter, simply refuse to continue to pay fees for ratings. 
Moody's and S&P, according to Partnoy, no longer capitalize on their repu­
tations as insightful analysts of risk; they flourish because their product is a 
requirement of myriad financial regulations in the United States.27 

The rating agencies themselves have historically expressed ambivalence 
about ratings-based regulations, their managers worrying about significant 
increases in public scrutiny.28 Moody's was also opposed to designation and 
ratings-based regulation because such government policies "create artificial 
demand for ratings" and may even "enable competitors." The best way for 
Moody's to maintain its market share, former managing director David 
Levey argues, is through competition based on reputation: "the market 
should decide whether it finds ratings helpful."29 According to S&P: 

Growing worldwide use of credit ratings as eligibility standards, which im­
pose minimum rating levels as the basis for investment or issuance eligi­
bility, can turn ratings into debt market barriers rather than facilitators. 
Regulations establishing minimum rating requirements actually constrain 
investors' full use of ratings across the credit spectrum.30 

The critical assumption underlying the use of ratings in financial regula­
tions was, naturally, that they contain information that the markets have not 
already brought to bear on yields and prices. Scholars have not reached a de­
finitive conclusion on the information content of credit ratings. The most 
thorough review of the studies before the Asian financial crisis and U.S. cor­
porate scandals, which were to highlight the agencies' failures to warn in­
vestors of the imminent collapse of firms like Enron, finds that the evidence 
on this point is "mixed."31 More recent studies have, however, tended to sug­
gest that international markets already largely know what the ratings are 
meant to reveal, though the markets still react to rating changes (particularly 
downgrades).32 The scholars conducting these analyses have, however, sub­
jected the agencies to a test whose appropriateness the agencies' managers 
might reasonably challenge. The ratings are supposed to describe relative 
probabilities of default, endstop. They are not, in the first instance, intended 
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to predict any upswing or downswing in either market sentiment or a firm's 
performance. Thus, the apparent failure of the agencies' ratings to lead, 
rather than follow, the spreads in bond yields presupposes a task that Moody's 
and S&P arguably have never tried to perform. It is, however, a function that 
regulators need ratings to discharge if their incorporation into financial regu­
lations is to benchmark the actual risks faced by an investor—which of 
course include the risk of future irrational behavior by the market itself. 

Perhaps the most vexing problem arising from the regulatory use of rating 
agencies was, originally, the possibility that firms of dubious capability 
would enter a regulation-inflated market for ratings. The regulators had to 
be sure, in other words, that they were delegating to responsible firms. This 
was the logic behind the SEC's creation of NRSRO status in 1975. Not just 
any firm's rating could be used in financial regulation. As Cantor and Packer 
observe, "ratings matter only if they are issued by an NRSRO."33 Although 
the credit-rating industry was already highly concentrated in 1975, the 
SEC's designation of Moody's and S&P among just three NRSROs decisively 
reinforced their dominance in the U.S. market. A new entry into the ratings 
market was, by the early years of the new century, difficult to imagine with­
out a relaxation of SEC standards. Without NRSRO status, a firm is essen­
tially irrelevant to regulators and issuers alike. But designation as an NRSRO 
requires that firms already be "nationally recognized." Many financial sys­
tems around the world are based on a similar combination of regulation and 
designation, with much the same results: Moody's and S&P come out on 
top. With the profitable U.S. market protected as much by their sheer dom­
inance and the NRSRO designation as by their reputations, the influence of 
Moody's and S&P was poised to spread worldwide. 

Neither Private nor Public 

The widespread interpretation—among scholars, managers, and policymak­
ers—that the rating agencies represent a sort of newly privatized authority 
in the world economy is implausible, if not downright mistaken.34 Moody's 
and S&P are, to be sure, private firms. The influence of bondholders, in the­
ory the principals for which Moody's and S&P are agents, has been profound 
as long as such credit has existed. This is not to argue that there is not some­
thing new about Moody's and S&P; indeed, practically everything about 
them is new, and not well understood. The bondholders now speak twice: 
first, with many voices, and then with only two. 
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The rating agencies are not public, nor, however, is their authority in any 
meaningful sense private.35 Although the markets act under the question­
able assumption that ratings convey new information, they react for two 
other reasons as well. Just a few firms have been designated by the govern­
ment as the only credible evaluators of risk and uncertainty, a fact that has 
enhanced their status, publicity, and influence. Regulators have delegated to 
the agencies responsibility for assessing risk on behalf of investors, and so 
the ratings often move markets to the extent that laws and regulations dic­
tate. The opposite of the conventional wisdom is in fact a better description 
of the current state of affairs: governments have adopted an authority that 
always had been private, and then codified it post hoc, giving it the force of 
law.36 

As John Gerard Ruggie observes, the scholarly literature has overstated 
the process of regulatory privatization, "obscuring the fundamental fact that 
in many instances of 'private governance' there has been no actual shift 
from public to private sectors." Instead, Ruggie observes, "firms have cre­
ated a new world of transaction flows that did not exist previously," and that 
could not have come into being without a new "global public domain" of 
transnational discourse.37 Rather than ceding new authority to private 
spokespersons for the bond market, governments have made the bond mar­
ket's private authority public. This was possible only because John Moody 
created a way to condense and simplify credit risk into a shorthand that was 
adopted all over the world. David Beers, S&P's Global Head of Sovereign and 
International Public Finance Ratings and Managing Director, proudly de­
scribes the influence of "a common language of credit risk that we at S&P 
helped to invent."38 This common language of risk, originating in private 
and co-opted by government, was something entirely new, especially for 
sovereign issuers. 

Rating Sovereigns 

Moody's began rating sovereign debt in 1919, while S&P entered the busi­
ness in 1927. Although Moody's greatly expanded its coverage of foreign 
governments during the 1920s (rating approximately fifty sovereign bond 
issues by 1929), the vast majority had defaulted by the beginning of World 
War II.39 Without significant international flows of capital, to sovereigns or 
otherwise, between the 1930s and the 1970s, neither firm was obliged, or 
faced any financial incentive, to rate sovereigns systematically. So they did 
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not. In 1975 S&P rated two sovereigns, the United States and Canada. (Both 
were rated AAA, the highest possible rating.) Moody's rated three sover­
eigns in the 1970s, the United States, Canada, and Australia, and as late as 
the mid-1980s rated only fourteen sovereigns, all of them members of the 
OECD.40 

As financial markets internationalized toward the end of the 1970s, the 
agencies began to rate sovereigns more systematically. Not only were the 
sovereigns themselves borrowing abroad, but firms within those countries 
were as well. The agencies could not rate the firms without rating their sov­
ereigns first because of the sovereign ceiling. Sovereign ratings were literally 
indispensable to the entire analytical apparatus of rating international flows 
of capital. "As the sovereign rating is the first rating conducted in any new 
market," S&P observed, "it opens the door for ratings of other public and 
private entities."41 Levey, long in charge of sovereigns at Moody's, put it 
simply: "You can't not have sovereign ratings."42 

The numbers continued to grow. In 1980 S&P rated eleven sovereigns, all 
AAA; in 1990 S&P rated thirty sovereigns, and all, save one, were invest­
ment grade. The more capital internationalized, the greater the need for the 
agencies to rate sovereigns. S&P's Beers observes, "globalization helped our 
business more than anything else."43 Even governments that did not intend 
to borrow clearly found it useful to acquire a rating as a signal to markets 
and to enable the borrowing of domestic issuers. Nonborrowing sovereigns, 
Beers notes, were "driving the growth in ratings in the sovereign sector."44 

The 1990s were heady times. The market for higher-yield government 
debt was helped by the debt-restructuring plan laid out by U.S. Treasury 
Secretary Nicholas Brady to resolve the ongoing nonpayment of debts asso­
ciated with the financial crises of the 1980s in Latin America.45 Toward the 
end of the 1990s a third of the eighty or so sovereigns rated by S&P were 
speculative grade.46 By the early years of the new century Moody's (in 
2002) and S&P (in 2004) rated more than one hundred sovereigns with rat­
ings that covered the entire spectrum.47 

The transition from rating a handful of AAA-rated sovereigns to more 
than one hundred sovereigns falling into every ratings category placed ex­
traordinary intellectual demands on the agencies' analysts. The methodol­
ogy for rating sovereigns had not been especially sophisticated in the 1920s 
and 1930s, and since then decades of neglect had left the practice of rating 
sovereigns several generations behind that of other parts of the business. 
"The methodological shift began" in 1986 and 1987, Levey recalls. At the 
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beginning of the process Moody's sovereign analysts found the transition to 
be a considerable challenge. Because ratings are only relative, and not ab­
solute, measures of risk, until the scale was filled with a number of sover­
eigns it was not always obvious how to compare newly rated sovereigns 
with the AAA-rated developed countries that had long been the core of the 
business. "What," Levey recalls wondering, "is our benchmark?"48 

Condensing Complexity 

"The rating of sovereigns depends more on the art of political economy," 
according to Fitch, "than on the science of econometrics."49 Credit rating is, 
according Moody's Mara Hilderman, "by nature subjective."50 Levey em­
phasizes that sovereigns in particular require a combination of quantitative 
skills with "sensitivity to historical, political, and cultural factors that do not 
easily lend themselves to quantification."51 According to Levey, "Ratings 
necessarily rely on a predominantly qualitative methodology. It is all a mat­
ter of interpretation."52 Empirical studies of sovereign ratings have found 
that as much as 90 percent of the variation in the ratings can be explained 
by a small number of quantitative indicators, such as high per capita in­
come, low inflation, and low external debt.53 "The other 10 percent is where 
the action is," responds Levey. For such studies "the standard error is about 
one and a half rating categories."54 

Ratings are produced by the work of a lead analyst and a rating commit­
tee assigned to a sovereign and its security. The committee, usually made up 
of senior managers as well as junior staff, discusses the analytical basis of a 
rating put forward by the lead analyst. Although the rating committee seeks 
to reach consensus, the decision is made by a simple majority vote.55 For 
sovereigns, much of the discussion centers on the inferences that ought to 
be drawn from a government's policy stances and changes. The economic 
risk, or the government's ability to pay, often can be captured with quanti­
tative analysis of a range of obvious economic variables. "Willingness to 
pay," however, as S&P's Beers and Managing Director Marie Cavanaugh 
write, "is a qualitative issue that distinguishes sovereigns from most other 
types of issuers."56 

The output is much like a grade. S&P ratings for long-term (with maturity 
of more than one year) securities range from AAA to D, with BBB- and above 
considered investment grade, while BB+ and below are noninvestment, or 
speculative, grade. Moody's ratings range from Aaa to C, with appended nu-
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merical modifiers 1, 2, and 3 to rank within a ratings category; for Moody's, 
Baa3 and above is investment grade. Another difference between S&P and 
Moody's is the meaning of the rating itself. While S&P's ratings are supposed 
to reflect the probability of any default, no matter the magnitude, Moody's 
ratings are intended to convey the expected loss to an investor as well.57 

Finally, the ratings, which are commonly used as a shorthand for the risk­
iness of a specific security, are useful only when considered against the spec­
trum. That is, ratings are supposed to be measures of relative, not absolute, 
risk. No probability of default can be derived from a sovereign rating of BBB 
from S&P, for example; one is supposed to infer only that S&P believes the 
probability that the sovereign will default is lower than a sovereign rated BB 
and higher than a sovereign rated A. According to a report by the Bank of 
International Settlements (BIS), "the simplicity of the ordinal ranking sys­
tem," while useful as a first approximation of credit risk, "inherently ob­
scures a great deal of information about the individual issuer."58 

Interpretive Frameworks 

"Rating agencies disavow any ideological content to their rating judgments," 
Timothy Sinclair reports with skepticism.59 As a matter of simple logic, their 
disavowal cannot support the presumption that the agencies produce rat­
ings that merely reproduce objective criteria. Some interpretive framework 
must be applied if, as they admit, subjective judgments are being made.60 

Nowhere formally promulgated, their respective frameworks have to be dis­
cerned from the self-reflective observations, where we can find or coax 
them, of Moody's, S&P, and Fitch managers. After providing such a recon­
struction, I will then explore the evolution of the agencies' reactions to sev­
eral episodes when capital was liberalized or restricted by countries during 
the past several decades. "Rating agency views of management and policy 
seem to change over time as the prevailing views of economic and financial 
orthodoxy change," Sinclair observes.61 But it is important to recognize that 
there is not a single interpretive framework. Each agency, rather, appears to 
have its own view of what makes for policies that send signals of the gov­
ernment's willingness to service its debt.62 

S&P and Moody's are frequently called on by both governments and mar­
ket participants to explain their judgment process and to clarify the interpre­
tive lenses through which they view data, policies, and institutions. Yet the 
process itself might not be sufficiently systematic to lend itself to ready expla-
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nation. Levey recalls how difficult it was to try to convey the subtleties of what 
analysts and rating committees actually did. Levey "resisted calls for us to 
write it down," primarily because the very process of trying to articulate an in­
terpretive lens came across not only as "formulaic," but, worse, "abstract and 
platitudinous" as well. You cannot, Levey insists, "just apply a ratebook."63 

The agencies' analysts and managers often use the word "orthodoxy" to 
describe those economic policy practices that are widely believed within fi­
nancial markets and policy circles to lead to growth and to signal a govern­
ment's greater relative commitment to fulfilling its explicit and implicit 
contracts with investors. In Cavanaugh's experience, the members of an S&P 
rating committee do indeed adhere to "basic economic orthodoxy.''64 But 
how is that orthodoxy determined? Bhatia writes of the "invisible ingredi­
ent" in the process of rating sovereigns: "committee deliberation," during 
which discussion often focuses on "intangible issues such as a government's 
propensity for 'orthodox' vs. 'heterodox' policy responses when under acute 
debt-service pressure."65 

A document that Cavanaugh authored on the characteristics of sovereigns 
in the various rating categories reveals some of the logical connections in 
that orthodoxy.66 The most highly rated sovereigns, with ratings of AAA, are 
characterized by "openness to trade and integration in the global financial 
system." For BBB-rated sovereigns, that is, those just above investment 
grade, "orthodox market-oriented economic programs are generally well 
established," but their governments are "at an earlier stage in the reform 
process than their more highly rated peers." Just below investment grade, at 
BB, are sovereigns with "more restrictions" to trade and financial flows. 
Further down the scale, "orthodox economic policies are usually not well 
established." Although such sovereigns may be open to trade, "integration 
into the global financial system is weak and subject to changing circum­
stances." 

Cavanaugh also collaborated with Beers to attempt to describe some of 
the other inferences S&P draws from the institutions and policies of sover­
eigns: 

The stability, predictability, and transparency of a country's political institu­
tions are important considerations in analyzing the parameters of economic 
policymaking, including how quickly policy errors are identified and cor­
rected. The separation of powers, particularly judicial, is an important factor, 
as is the development of civil institutions, particularly an independent press.67 
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The notion of "policy error" runs throughout S&P's thinking on these 
issues, implying pragmatism and flexibility, but also a sense that in many 
cases there are right—and much less right—policy responses to economic 
problems. "Due to its decentralized decision making processes," Beers and 
Cavanaugh continue, "a market economy with legally enforceable property 
rights is less prone to policy error and more respectful of the interests of 
creditors than one where the public sector dominates."68 

Less willing to try to write down such an interpretive framework in the 
abstract, Levey, Moody's erstwhile director for sovereign risk, nevertheless 
offers several interesting reflections on their thinking. Moody's analysts ob­
served that a "rolling process of liberalization" was under way around the 
world. Among some policymakers capital liberalization even came to be 
viewed with a "certain inevitability, and appeared to become international 
dogma."69 Levey also recalls that practically everywhere they went in the 
world, Moody's analysts would arrive at the finance ministry and find that 
they were spending time with "economists trained in the United States and 
Britain," an apparent "network for the spread of liberal views" around the 
world.70 

Within Moody's Levey insists that there "was never a dogma that capital 
controls were bad," and certainly countries were not "penalized for having 
capital controls." To the contrary, among Moody's sovereign analysts liber­
alization eventually came to be seen as a "source of instability" that had to 
be managed deftly. "Countries that liberalized almost always had a crisis," 
Levey reflects. "The question was: How would the government handle the 
crisis?"71 By the end of the 1990s it had become clear that the institutional 
foundations—prudential regulations well conceived and consistently en­
forced by a capacious government—were decisive for liberalizations that did 
not lead to debilitating financial crises: "Over time, at Moody's we all be­
came institutionalists."72 

When Levey did attempt to represent the modes of thought in Moody's, 
the firm came across as less dogmatic and more circumspect about the in­
terpretive task sovereign analysts have taken on. He wrote in 1990: 

As anyone familiar with the social sciences knows, there is no agreed-upon 
conceptual framework for thinking about society, history, and political 
economy . . . The "facts" of history and human behavior do not speak for 
themselves without interpretation—and rival interpretations derive from 
strongly differing presuppositions, values, and interests.73 
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With regard to capital, in print Levey expresses skepticism, highlighting the 
"less benign implications" of capital liberalization.74 Capital liberalization 
creates vulnerabilities, and indeed it "may reduce the sovereign's ability to 
manage its credit status."75 For Levey the issue is not just whether a policy 
outcome is economically beneficial, or even whether a government ex­
presses a deep commitment to protecting the interests of investors in the se­
curities it has issued. The political sustainability of a policy stance within the 
country is important for understanding the effects of capital liberalization: 

In fact, a regime of free financial flows may increase country risk: govern­
ments may find less room to manage the economy, speculative capital flows 
may be more pronounced, and the economy may lose the potential to gen­
erate foreign exchange. Market mechanisms, on the other hand, may not 
work, because they would entail imposing intolerable political costs.76 

While it is important to characterize the interpretive frameworks of the 
agencies, as consequential as those frameworks are, none of this is neces­
sarily to suggest that having an "orthodox" interpretive framework is in it­
self a problem. Indeed, some interpretive framework is necessary. Three 
issues are problematic, however. First, to the extent that the agencies' ana­
lysts claim not to have any framework, or that they are somehow above 
ideology and the prevailing conventions of the world economy, such a 
contention suggests a lack of self-reflection about how their judgments are 
formed. Second, even if the interpretive frameworks proved to be extremely 
useful in predicting sovereign defaults, it would be a worthwhile exercise to 
try to understand how such a powerful set of predictive analytical tools 
emerged and developed, and particularly the influence of various organiza­
tions and academic disciplines on them. Third, and finally, the large and 
growing body of econometric evidence that sovereign ratings follow rather 
than lead market outcomes suggests that greater attention to the improve­
ment or abandonment of existing interpretive frameworks is warranted. As 
later sections of this chapter demonstrate, the academic scrutiny of the rat­
ing agencies became very intense indeed. 

Agencies' track record predicting distress or default before the Asian crisis 
was already seen as problematic, more so than their record for U.S. securi­
ties within the United States. Just before the Asian financial crisis began in 
July 1997 two critical studies were published assessing the information con­
tent and effects of sovereign ratings. "Agency announcements of a change in 
sovereign risk assessments appear to be preceded by a similar change in the 
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market's assessment of sovereign risk," according to Cantor and Packer.77 

Perhaps the ratings are merely lagging indicators of creditworthiness, telling 
the markets what they already know. After all, the markets' assessment pre­
cedes the rating agencies' interpretation of the risk of a security. Their value 
depends on the objects of analysis: "Rating announcements have a highly 
significant impact on speculative-grade sovereigns but a statistically insignif­
icant effect on investment-grade sovereigns."78 Guillermo Larrain and his 
colleagues also find that rating agencies lag market events, while rating 
announcements and changes significantly affect the markets. Unlike Cantor 
and Packer, they find the announcement effect of the agencies' ratings to be 
significant across the spectrum.79 These are remarkable findings, consider­
ing that sovereign ratings affect nearly every other rating and are incorpo­
rated into financial regulations. It seems that one of the most important 
judgments in the world of international finance—the sovereign rating— 
encourages sovereign bond markets upward when the markets are enthusi­
astic and downward when the markets are concerned. 

Interpreting Capital's Constraint and Freedom 

Analyzing the rating agencies' reactions to new restrictions and liberaliza­
tions of th£ capital account helps us to understand how their interpretive 
frameworks work in practice, but it is not an easy task.80 For one thing, the 
empirical record is spotty. When asked for a set of sovereign ratings reports 
from the 1980s and early 1990s, a senior manager at Moody's offered to 
look for the reports but then acknowledged that such documents are not 
archived systematically. S&P's managers also suggested that it would be dif­
ficult to track down such materials quickly or precisely, though publication 
of CreditWeek and (from 1983 to 1996) CreditWeek International renders S&P's 
historical materials more accessible than those of other agencies. In this sec­
tion I rely first on S&P's CreditWeek from 1981 until the onset of the Asian fi­
nancial crisis. Then, for the financial crisis and the Malaysian experience, I 
have collected all the relevant agency reports before and after the imposi­
tion of capital controls. The period since the crisis, 1998 to 2005, offers 
much more information from both the rating reports of selected countries 
and the agencies' overall assessments of the politics of globalization. Al­
though the record is far from definitive, several turning points in the evolu­
tion of the agencies' approach to capital freedom and restrictions can be 
discerned. In the 1980s, when capital mobility was not even a developed-
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country norm, S&P did not appear to infer heterodoxy from the imposition 
of capital controls. By the early 1990s, however, S&P associated capital 
freedom with developed countries and capital controls with developing 
countries, coming to see liberalization as a sign of financial maturity and 
commitment to international markets. 

As more developing countries liberalized, and especially the so-called 
emerging markets, S&P's views on capital controls tracked the emergence of 
what appeared to be the new orthodoxy in both official policy circles, such 
as the IMF, and among financial market participants. Seen from this per­
spective, two conclusions stand out as important revisions to the conven­
tional wisdom about the Malaysian capital controls. First, it is clear that S&P 
did not derive its orthodoxy from the first principles of economics; they fol­
lowed the orthodoxy, but did so pragmatically and inductively. Second, 
Malaysia's experience did not represent a long-held perspective that capital 
controls used by a developing country during a financial crisis necessarily 
signaled a heightening of political risk. Instead, the Malaysian experience 
seems to have been the very height of the expectation on the part of finan­
cial markets and the rating agencies that developing countries that had 
already liberalized would not and should not backtrack, even in a crisis. 

Moreover, the Malaysian capital controls, in particular, were seen as a vi­
olation of an implicit contract with foreign investors not to close off the capital 
account once they had brought their money into Malaysia. The contrast 
with Chile is revealing, for Chile's inflow controls were consistently applauded 
by the agencies, ostensibly because they were up-front and therefore part of 
the implicit contract with foreign investors from the beginning. Finally, both 
Moody's and S&P subsequently reversed the position they seemed to hold in 
September 1998 when Malaysia imposed its controls. Moody's, in particular, 
has stated that it erred in downgrading Malaysia for its controls, which it 
had incorrectly interpreted as a signal of reduced creditworthiness. In the 
early years of the new century both of the major agencies valorized the cap­
ital controls of China and India and regularly warned against liberalization 
without the appropriate institutional foundations. 

The Rise of Global Markets and the Fall of Capital Controls 

In the early 1980s U.S. policymakers were just beginning to think in terms 
of the internationalization of finance, and the rating agencies did not yet see 
a global market for their product. In 1981, certainly, S&P recognized that it 
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served just a small part of the market, the very top. The task itself was pro­
saic: the sovereigns that sought ratings knew they would receive the high­
est possible rating, and so did S&P's analysts. "Only a few sovereign names 
have come to U.S. markets with ratings," one of S&P's staff observed in 
1981. "Countries that fail to get the 'AAA' from S&P generally go to non-
U.S. markets or do private placements. Countries which do not expect a top 
rating seldom approach us."81 

Capital controls, still widespread among developed and developing coun­
tries, elicited no condemnation, made no headlines, and, apparently, sent no 
signals of heterodoxy. As the debt crisis threatened to engulf all of Latin 
America, the Venezuelan government held out hope that it would not run 
out of reserves and be forced into default. Far from worrying S&P's man­
agers, the Venezuelan controls were a sign of good sense. "Assuming the 
controls are maintained effectively," S&P's Philip Bates observed, "they 
should decrease speculative outflows of capital, thus helping to stabilize in­
ternational reserves."82 

During the early 1980s France was in the midst of its own Mitterrand ex­
periment, including a set of policies that might in 1998 have appeared more 
blasphemous than heretical: nationalizing all major banks and the vast ma­
jority of its industry, along with the tightest capital controls since the end of 
World War II. By 1985, however, S&P had not so much as hinted that 

' France's AAA rating was in jeopardy. "Despite dramatic policy changes in 
France over the last five years," a writer in CreditWeek noted, "S&P maintains 
its 'AAA' rating on debt guaranteed by the Republic."83 

The burgeoning Eurocurrency market also encouraged S&P's managers to 
reflect on what appeared to be a sea change. The market, which had grown 
in part beyond the authority of national regulators and in part from the in­
difference of U.S. regulators, put pressure on governments. "The success of 
the relatively unregulated Euromarket," it was observed, "has had a pro­
foundly liberalizing influence on other national capital markets." But even 
more profound was the possibility that this market was globalization in the 
making. As CreditWeek guest commentator Philip Hubbard put it: "The Eu­
robond market of the 1970s which became the international capital market 
of the early 1980s is developing towards a global financial market."84 

As early as 1986, after the French had abandoned controls and begun to 
liberalize, International CreditWeek's authors began to recognize and valorize 
the trend toward liberalization. The more a country was involved with the 
liberal, developed world, the better. Wrote Philip Bates and John Chambers, 
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"S&P also considers the country's degree of political and economic integra­
tion with other 'Western' nations. That is, non-economic factors may pose 
an additional risk of nonpayment of foreign debt for governments with eco­
nomic and political ideologies that differ significantly with those of the 
Western mainstream."85 With Helena Hessel, who analyzed France for S&P, 
Bates observed that developing countries "have extensive capital controls," 
while developed countries "have internationally active banking systems and 
substantial foreign direct and portfolio investments."86 

After the 1988 liberalization directive in Europe, S&P recognized that it 
was witnessing the creation of a single European financial space. The new 
commitments associated with European integration were greeted with ap­
proval and excitement within S&P. Not just France and Germany would lib­
eralize, but the rest of Europe, including Italy, would do so as well.87 When 
Sweden jumped on the bandwagon in 1989, the process of liberalization 
was described as being more than internationalization and more than Euro­
pean integration: "The government's actions are in line with the global trend 
to lower barriers to capital flows."88 And as the last capital controls were 
being eliminated in Europe, France again epitomized for S&P the end of the 
era of national capital and the dawn of a new era of open regionalism in 
Europe, with a process of financial integration that would tie Europeans to 
the rest of the world as much as to one another.89 

For all the criticism that S&P has endured for "failing" to predict the Asian 
financial crisis, the firm seems to have been given scant credit for having ac­
curately foreseen and warned against the crisis of the European Monetary 
System (EMS) in September 1992. The potential for crisis, S&P astutely ob­
served, was increased by the very process of European financial integration 
that had begun in 1986. As Bates observed: 

The market's faith in future [EMU] membership could create a virtuous cycle 
that facilitates adjustment for countries now facing large imbalances. How­
ever, with the removal of the remaining capital controls within the EEC in 
1993 and the potential narrowing of interest rate differentials, member 
countries will be exposed to large swings in capital flows in the event of an 
unforeseen economic setback. This vulnerability is heightened by the short 
debt maturity profile of many of the more highly indebted member gov­
ernments.90 

Spain's use of capital controls during the crisis, though noted as a poten­
tial "deterrent to foreign inflows of capital," raised few concerns among 
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S&P's observers. S&P did not consider the controls—clearly a crisis measure, 
rather than a permanent reversal of the liberalization trend—to signal de­
clining creditworthiness, and S&P's managers also did not expect the mar­
kets to react negatively. A downgrade for Spain does not seem even to have 
been considered.91 

Although S&P's own coverage from 1992 to 1997 expresses enthusiasm 
about liberalization in emerging markets punctuated by brief anxiety over 
Mexico's crisis in 1994, concerns were being raised about liberalization's 
permanence. What seems to have been most worrisome was not that a 
country like China, with longstanding capital controls, would continue to 
regulate flows tightly, but rather that one of the liberalizers would reverse 
course. Just as the crisis was unfolding in Asia, S&P's William Chambers re­
flected on governments' histories with committing to capital markets and 
their disciplines. "Some sovereigns have displayed much more restraint in 
applying controls to private capital movements than others," Chambers 
wrote, "and such a positive track record is incorporated into the assessment 
of both the sovereign itself and entities domiciled in that country."92 

The Financial Crisis and the Malaysian Controls 

S&P seems to have questioned early on Malaysia's commitment to the ap­
parently universal norm of liberalization as the crisis began to spread from 
Thailand. Just a little less than one year before the Malaysian government 
imposed controls in September 1998, S&P offered what one might read as a 
warning. Reflecting on the possibility of a downgrade, S&P's Cem Karacadag 
and Beers expressed concerns about "the government's ambivalent commit­
ment to orthodox economic policies in the wake of volatility in the foreign 
exchange and share markets."93 The warning is remarkable for a number of 
reasons. Karacadag and Beers, first, articulated a version of "orthodoxy" 
that differed sharply even from the standard applied to Spain during the Eu­
ropean crisis of 1992. At the time, Spain's brief use of capital controls was 
explained, by Spain as much as by S&P, as a temporary measure reflecting 
the exigencies of managing a crisis of potentially self-fulfilling market ex­
pectations. Five years later, as a devastating financial crisis swept across 
Asia, deviations from orthodoxy even by developing countries in the midst 
of a crisis were considered signals of an increased readiness to default on the 
government's foreign debt. 

On September 1, 1998, the Malaysian government imposed controls on 
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capital flows. The central bank, Bank Negara, announced that the controls 
would be temporary measures to manage the crisis, which had treated the 
Malaysian economy roughly indeed. The Malaysian exchange rate had 
fallen from 2.5 ringgit to the dollar in June 1997 to a low of 4.5 ringgit to the 
dollar in January 1998. Asset prices collapsed, share prices on the stock 
exchange declined precipitously, interest rates rose five percentage points to 
12 percent, all while Malaysia accepted the tough medicine of orthodoxy. Un­
der Finance Minister Anwar Ibrahim, Malaysia had tightened its monetary 
and fiscal policies and hoped to wait out a crisis that increasingly resembled 
a full-blown financial panic. The controls were designed to eliminate the off­
shore market in ringgit, which had been a source of downward speculative 
pressure on the currency, and to break the link between domestic and inter­
national interest rates so that Bank Negara could stimulate recovery with a 
looser monetary policy. The government clearly sought to distinguish be­
tween short-term and long-term capital flows, the former to be managed 
while the latter would remain as free as before September 1. Among several 
new regulations, the most important was that nonresidents were required to 
wait one year to convert ringgit proceeds from the sale of securities.94 

The Malaysian government also undertook two other significant policy 
changes. The first became notorious as much for the accompanying surprise 
as for the human rights abuses that followed. Prime Minister Mahathir Mo­
hamad fired Anwar, his erstwhile protege and finance minister, on Septem­
ber 2, the day after the controls were imposed. Anwar, who had also 
emerged as a political rival to the prime minister, was removed more for the 
political threat he posed than for the failure of his approach to the crisis. On 
September 3 Anwar was expelled from the ruling party. Shortly thereafter 
he was arrested and convicted, highly implausibly, for sodomy and sen­
tenced to six years in jail. Without Anwar, the darling of Wall Street and the 
international financial community, the Malaysian government certainly ap­
peared much less orthodox. In reality, the Malaysian capital controls were 
implemented primarily to manage the new wave of capital outflows that 
were certain to result from Anwar's sacking, rather than the year-old Asian 
financial crisis.95 The other major policy choice was the fixing of the ex­
change rate at 3.8 ringgit to the dollar. 

Fitch was the first to respond to the controls about one week later. 
Malaysia's long-term foreign currency debt, which had been rated B7373-
(just within investment grade) on August 13, 1998, just two weeks earlier, 
fell two grades to BB (well below investment grade). "Malaysia's immediate 
ability to service its foreign currency obligations is not in doubt," Fitch 
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noted, implying that the new rating reflected deterioration in the firm's es­
timation of Malaysia's willingness to pay. Fitch's analysts and managers also 
felt that the comparison with more orthodox neighbors cast Malaysia in a 
negative light, with the government's "imposing capital controls and reject­
ing the market discipline that has sped reforms in Korea and Thailand." 
Fitch believed that the markets would react badly to the controls, and their 
reaction would necessarily undermine the country's prospects. "Although 
the government has emphasized that the new controls are temporary and 
should in no way impede foreign direct investment and long-term debt 
flows," observed Fitch, "foreign investors will be reluctant to take the gov­
ernment at its word in the future and commit further funds." Finally, the 
most significant issue at stake was Malaysia's lack of respect for an implicit 
contract with foreign investors. As far as Fitch was concerned, the capital 
controls signaled a lack of respect for the rights of investors: 

Fitch IBCA believes the recent imposition of exchange controls has seri­
ously undermined foreign investors' confidence in Malaysia and set the 
economy on an unsustainable policy path that could adversely affect exter­
nal creditworthiness over the medium term. Exchange controls do not of 
themselves automatically imply greater likelihood of sovereign default: 
China and India have long employed a similar battery of controls to those 
now being put in place by Malaysia. However, the fact that Malaysia has ar­
bitrarily changed the rules, denying some foreign investors access to their 
capital, is a dangerous precedent.96 

Moody's reaction came five days later, on September 14, when the foreign 
currency debt rating was reduced one grade from Baa2 to Baa3, just within 
investment grade. Moody's was much less dramatic, its judgment more cir­
cumspect. For Moody's the problem was that the Malaysian government ap­
peared not to have fully thought through the effect that the capital controls 
would have on contracts written in ringgit. The Malaysian government was 
seen as less than fully committed to the needs of the private financial com­
munity: 

An important factor behind the downgrades was the effect on private con­
tracts of the exchange controls imposed on September 1, which could have 
caused defaults on the part of private institutions dealing in ringgit. While 
this problem has largely been resolved, the action demonstrated a lack of 
consideration for the interests of private investors in the formulation of eco­
nomic policy. 
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Moody's also worried about the reaction of market participants. Although 
Moody's analysts and managers did not seem to interpret the controls as a 
signal of extreme heterodoxy, the markets might not forgive the Malaysian 
government so easily: "Potentially, Malaysia's access to foreign capital, in­
cluding foreign direct investment, might be jeopardized by the imposition of 
capital controls, even if they are lifted at some point in the future."97 Thus, 
it seems that Moody's managers felt as though they could not ignore the or­
thodoxy of the markets, regardless of whether they shared it. 

S&P's downgrade came the next day: Malaysia's foreign currency rating 
was reduced two grades from BBB+ to BBB-. Though not as strongly 
worded as Fitch's interpretation, S&P clearly went beyond Moody's reading 
of the meaning, purpose, and effects of the controls. S&P considered it a sig­
nal of heterodoxy and believed that the market would as well: "The imposi­
tion of controls signals a major shift in policy that, if sustained, will depress 
Malaysia's future growth prospects." The report continued, "the controls likely 
will discourage domestic savings and all forms of foreign investment."98 An 
elaboration of S&P's position on the crisis a fortnight later acknowledged that 
the Malaysian controls were less disruptive than a government default or 
moratorium, but emphasized that Malaysia's "damaging policies include the 
imposition of capital controls."99 

To keep all of this in perspective, it is crucial to recall that Malaysia did not 
default on its debt, nor did the government ever consider doing so. As had 
been promised by Bank Negara, the controls were indeed temporary. In 
February 1999 the government replaced the one-year moratorium on the 
repatriation of ringgit proceeds on equity sales with a sliding scale of exit 
taxes on capital gains ranging from 10 to 30 percent. In September Bank Ne­
gara replaced the sliding scale with a flat 10 percent exit tax, which it abol­
ished in February 2001. The offshore ringgit market was eliminated for 
good, however. 

Malaysia also did not, despite the dire predictions, collapse. To the con­
trary, the capital controls coincided with Malaysia's economic recovery. The 
Malaysian economy, having declined by 7.4 percent in 1998, grew 6.1 per­
cent in 1999 and an additional 8.2 percent in 2000. There are good reasons 
to be skeptical of the claim that the controls induced the recovery, however. 
The depreciation of the ringgit made exports more competitive. U.S. Federal 
Reserve Chair Alan Greenspan's October 1998 decision to reduce U.S. inter­
est rates reduced the incentives for investors' flight to quality into the 
United States. Malaysia's neighbors, moreover, all with IMF programs, had 
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also begun to recover from the crisis. Whether the capital controls coincided 
with or caused Malaysia's recovery is irrelevant from the perspective of this 
chapter, and I review the evidence elsewhere in collaborative work with 
Laura Alfaro.100 The critical observation is this: the capital controls did not 
lead to catastrophe. The invocations of orthodoxy by S&P and Fitch increas­
ingly appeared, in retrospect, to be orthodoxy-driven overreactions, at least 
from the perspective of the information content of the controls and their ef­
fect on Malaysia's prospects for growth. Fitch upgraded Malaysia to BBB-
(again two grades, returning Malaysia to the precapital controls grade) in 
April 1999; S&P upgraded Malaysia to BBB in November 1999, and Moody's 
to Baa2 in October 2000. For Fitch and S&P in particular, the Malaysian 
controls' patina of heterodoxy seemed to have faded quickly. Subsequently, 
the rating agencies proceeded to reconsider the content of orthodoxy. 

Scrutinizing the Judges 

The Asian crisis drew new interest from scholars who wanted to know how 
the credit-rating agencies had grown so powerful that their mere pro­
nouncements—in the form of downgrades—could exacerbate the crisis for 
Malaysia and its neighbors. Some scholars explored the ways in which 
Moody's and S&P propagated a set of arm's-length financial transactions 
that fit well into U.S. and British economic institutions, but that were un­
usual in continental Europe and the rest of the world. More aggressive crit­
ics saw the agencies as instruments of U.S. economic hegemony imposing 
orthodox standards on powerless sovereigns. Although it was far-fetched to 
imagine that the U.S. government had empowered the agencies so that they 
might spread the American model around the world, the agencies' ortho­
doxies and methodologies did appear, at least to many of the governments 
that were rated, to represent a range of practices that constitute the U.S. 
model. Leaders and managers around the world expressed frustration about 
having to adjust to the agencies' expectations. Even in Germany, hardly a 
bastion of financial heterodoxy, the agencies' standards were understood to 
conflict with the traditional relationships between German banks and the 
Mittelstand.101 "Local markets," Roy Smith and Ingo Walter write, "are sub­
ject to political and business pressures that are sometimes very different 
from those in the key Anglo-American markets" in which the rating agen­
cies are based.102 

Scholars also returned to the question of whether the agencies provided 
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new information to sovereign debt markets and how large were the effects 
of their announcements and rating changes, but now with a new data set of 
announcements, countries, and crises. The consensus remained as worri­
some as it had been before the crisis. Rating agencies' reactions continued to 
lag behind those of the market, and rating changes still significantly affected 
market outcomes.103 "Not only do international capital markets react to 
changes in the ratings," Carmen Reinhart argues, "but the ratings systemat­
ically react (with a lag) to market conditions, as reflected in the sovereign 
bond yield spreads."104 The agencies, for their part, reminded scholars that 
the ratings were not designed to predict any market outcome; ratings were 
only supposed to assign some relative probability of a government's decision 
to default on its debt. "No sovereign ever rated in the 'A' category or higher 
has ever defaulted," S&P observed.105 

This response was not good enough for many European politicians and 
policymakers, who have called for greater scrutiny, and potentially direct 
regulation, of the agencies. For European governments, which had pushed 
forward efforts to codify the rules of the international financial architecture, 
two U.S. firms exerting massive influence on the world's financial markets 
without regulatory oversight or competitive discipline was not the sort of 
globalization they had in mind.106 The European Parliament's Committee on 
Economic and Monetary Affairs examined the firms and found them to be 
U.S. firms with distinctively American worldviews. The committee's report 
proposed a "European Ratings Authority," which would potentially have 
the power to regulate Moody's, S&P, and Fitch.107 The committee's report 
hardly reflected a European consensus in favor of checking the power of 
Moody's and S&P, as European bankers, for example, disagreed with the 
proposal.108 But clearly there is significant European discontent with the 
current balance of power, as well as with the combination of ad hoc influ­
ence and codified authority of the two big U.S. firms. The European Parlia­
ment declined to regulate just yet, but called on the Commission to consider 
the costs and benefits of a European Registration Scheme under the auspices 
of the Committee of European Securities Regulators and to report back by 
July 31, 2005, and periodically thereafter. The Parliament also asked EU 
competition authorities to investigate Moody's and S&P for potential anti­
competitive business practices.109 

Meanwhile, France began to move on its own as early as 2003, enacting a 
new securities law imposing document retention requirements on rating 
agencies doing business in the country. The law also instructs "the newly 
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formed French regulatory authority, L'Autorite des Marches Financiers 
(AMF) . . . to publish an annual report on the role of rating agencies," in­
cluding "their business ethics, the transparency of their methods, and the 
impact of their activity on issuers and the financial markets." As Moody's re­
lates, the AMF's first report on the agencies "concluded that while there was 
no evidence of wrong-doing or inappropriate behavior in the industry, some 
sort of regulatory framework at the European level may be suitable."110 

The AMF report, issued in January 2005, describes the growth in the rat­
ings business as a reflection of "[fjinandal globalisation and disintermedia-
tion"—dating the relevant market transformation and expansion in France 
to "the mid-1980s"—and explains that the "need for ratings became obvious 
as the market for private-sector debt underwent unprecedented growth in 
the euro area as a result of structural changes," including "the integration of 
the European market."111 The AMF observes that Moody's, S&P, and Fitch 
"dominate the credit-rating business in France," and chronicles the trend 
toward greater reliance on agency ratings by both the private sector and reg­
ulators. French regulations incorporating ratings currently "do not make 
any provision for recognising rating agencies or the rating business," relying 
rather on agencies' NRSRO designations, which, at least for the time being, 
"seems adequate."112 

The AMF clearly envisions broader regulation of the agencies in the fu­
ture, though it emphasizes the need for a common European approach. The 
"agencies' structures and locations," it is observed, "are designed to give 
them European-wide coverage, rather than coverage for each national mar­
ket," and the AMF report is intended "to inform the French authorities' po­
sition in the debate that the European Commission wishes to hold" regarding 
the agencies.113 Ultimately, the AMF concludes: 

The only forum for dealing effectively with these issues is the upcoming in­
ternational talks between regulators. The agencies' organisational struc­
tures are pan-European or even worldwide for some functions and they do 
not lend themselves easily to analysis from a strictly domestic viewpoint. . . 
The need for consistent assessments and effective oversight of the credit 
rating business militates in favour of a European system.114 

Public pressure to investigate, and potentially to regulate, the agencies 
also was mounting in the United States. While their downgrades as the 
Asian financial crisis was unfolding had made Moody's and S&P unpopular 
elsewhere, domestic corporate governance scandals created controversy for 
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the agencies at home. "Enron was a major crisis for the rating agencies. They 
had gotten emerging markets 'wrong' with the Asia crisis, where they were 
accused of not signaling early enough the problems in Asia, and then of 
making the crisis worse by downgrading excessively," Michael R. King and 
Sinclair write. "Now they had got it 'wrong' in the U.S.A. itself by failing to 
warn investors of the Enron collapse. This was serious."115 The Sarbanes-
Oxley Act of 2002 thus directed the SEC to conduct a thorough review of 
the credit-rating industry, considering especially the wisdom of designation 
and NRSRO status. The Senate banking committee held the first in a series 
of hearings that would be part of its review of the industry. The committee 
proposed to evaluate problems arising from NRSRO designation, the firms' 
business model built on issuer fees, and their methodologies. The central 
concern expressed by the legislators was that NRSRO designation created 
unanticipated consequences, not least the increasingly held view that the 
government had delegated the difficult task of judging risk to experts whose 
mistakes seemed insulated from market discipline and government review 
alike. The U.S. Department of Justice had argued that NRSRO designation 
was inherently anticompetitive.116 "Once the SEC grants the designation," 
remarked Senator Richard Shelby, "it does not maintain any form of ongo­
ing oversight."117 

S&P's and Moody's reactions were revealing and contradictory. S&P ar­
gued that NRSRO designation should remain a part of U.S. policy, but in­
sisted that designation should not come with regulation. S&P claimed that 
its reports and announcements constituted speech protected by the U.S. 
Constitution; rating processes, the firm argued, are "highly akin to those 
regularly performed by professional journalists and numerous courts have 
recognized S&P Ratings Service's entitlement to the protections of the First 
Amendment along these lines."118 Moody's, however, has argued that 
NRSRO designation should be eliminated. Long Moody's position, the threat 
that designation in the post-Asia-crisis, post-Enron world would inevitably 
come with greater public scrutiny, government oversight, and perhaps reg­
ulation, clarified the downside even further. For Moody's, it was clear that 
designation necessarily leads to demands for oversight, notwithstanding 
protections available to the agencies under the First Amendment.119 

Basel II 

While legislators in Washington and Brussels were reconsidering the wis­
dom of delegating so much responsibility to the rating agencies, central 
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bankers meeting in Basel were poised to empower Moody's and S&P even 
further. BIS in Basel is an exclusive club for central bankers and other mon­
etary authority representatives. One of the tasks they take upon themselves 
is to ensure that the practice of banking, both across borders and within 
countries, is sound. Toward the aim of financial stability, the Basel Commit­
tee on Banking Supervision produced in 1988 a set of standards titled "In­
ternational Convergence of Capital Measurement and Capital Standards." 
As mentioned in Chapter 5, the Basel Accord, as it came to be known, spec­
ified the percentage of capital that, as a rule, banks should hold in reserve. 

The Basel Accord originally weighted the risk associated with loans to 
sovereigns based on their membership in the OECD. Of the six countries 
that joined the OECD between 1994 and 2000, three (Mexico, the Czech 
Republic, and South Korea) experienced a financial crisis within a year or so 
after acceding. OECD membership, many bankers began to feel, was not the 
signal of financial solidity that it once was. Many felt that a new method for 
weighting the risks of borrowers would have to be devised, and this was part 
of the motivation to arrive at a new Basel Accord—Basel II, as it has come 
to be called. 

Basel II, released in June 2004, was expected to change the practices of 
nearly all the world's international banks and many financial regulations 
around the world, just as the first Basel Accord had done. Though just a set 
of standards, rather than a multilateral obligation, "observance of Basel 
standards has become a mark of respectability for many developing coun­
tries" and, for non-GlO developed countries, "a virtual necessity since many 
countries, most notably the U.S., require compliance with Basel as a condi­
tion for foreign banks to do business."120 

In place of OECD membership as the internationally recognized bench­
mark for risk weighting, Basel II envisioned a much finer-grained approach 
based, in part, on the use of credit ratings.121 Basel II, scheduled to be fully 
implemented by the end of 2007, maintains the minimum capital require­
ment of 8 percent of a bank's risk-weighted assets, but adopts a new ratings-
based "standardised approach" to calculating credit risk (applicable to those 
banks unable to undertake internal credit risk assessments). Sovereign debt 
is, using S&P's notation as a guideline, weighted as follows: AAA to AA- will 
be 0 percent; A+ to A- will be 20 percent; BBB+ to BBB- will be 50 percent; 
BB+ to B- will be 100 percent; below B- will be 150 percent; and unrated 
assets will be 100 percent. Using ratings as a basis for Basel II naturally 
creates the same problem that direct incorporation of ratings into financial reg­
ulations in the United States and around the world did: producers of ratings 
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worthy of trust have to be identified. Thus Basel II has a counterpart to the 
NRSRO concept. The BIS specifies that national regulators should designate 
External Credit Assessment Institutions (ECAIs) to be the only firms whose 
ratings can be used by banks and regulators for Basel II compliance. As with 
NRSRO, a number of criteria would be used to evaluate potential ECAIs: ob­
jectivity, independence, transparency, disclosure, resources, and credibility.122 

Basel II seems, so far, to have satisfied few people. Developing countries 
feared that Basel II would limit their macroeconomic policy discretion as 
well as their access to international capital markets.123 Many Europeans felt 
that Basel II would hurt domestic financial systems based on institutional­
ized relations with firms, a system that the U.S.-based rating agencies would 
fail to appreciate.124 Scholars worried that the BIS would increase the regu­
latory demand for ratings while simultaneously limiting the supply, just as 
designation and incorporation had done with NRSRO in the United States.125 

Also, as with NRSRO, ECAI designation was based more on "inputs" (what the 
agencies do, how, and how frequently) rather than "output" (whether the 
agencies perform their tasks well), a fact that again would favor incum­
bents insulated from market discipline by their prior designation.126 Most 
worrisome for some scholars, however, was the apparent lack of recognition 
on the part of the BIS of substantial evidence that ratings may operate 
procyclically. "A capital adequacy system built around traditional agency 
ratings might even follow rather than lead, the business cycle," write Edward 
Altman and Anthony Saunders.127 In general S&P welcomed Basel II and 
looked forward to increased demand for their product.128 Moody's also sup­
ported Basel II, but recognized that it could be a source of further political 
problems for the firm.129 

The influence of the credit-rating agencies has grown to be immense, and 
that power is poised to grow further still with the advent of Basel II. The em­
powerment of these two private U.S. firms continues to frustrate policy­
makers in Europe and throughout the developing world because they have 
not chosen to delegate authority over sovereign and other bond markets to 
S&P and Moody's. Indeed policymakers increasingly, even in the United 
States, mistrust the rating agencies and their methods. S&P and Moody's 
epitomize ad hoc globalization. U.S. regulations primarily were responsible 
for placing the rating agencies into the international financial architecture in 
the first place. 
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As judges of the creditworthiness of sovereign borrowers, S&P and 
Moody's quite literally affect the distribution of beliefs in the market. The 
origin of the word "credit" is belief, the giving of faith. Credit ratings inform 
regulators and investors which borrowers are worthy of their faith. A poor 
track record in discerning among issuers of securities at home, with Enron, 
and abroad, in Asia, has sullied the reputations of these two firms as effec­
tive managers of the American public's exposure to risk. The rating agencies' 
claim to interrogate and protect the credibility of sovereign borrowers has 
been called into question. 

The current era of global finance demands policy credibility, and thus the 
raters of credit—of belief—offered an attractive path through a forest of sus­
pect data and opaque policy pronouncements. That attractiveness appears 
diminished, however. Our own belief in the abilities of the credit raters may 
have been permanently undermined. 



CHAPTER 8 

The Rebirth of Doubt 

The war between heaven and hell ignored the money issue, leaving 
capitalists and socialists miraculously united. Where Ricardo and 
Marx were as one, the nineteenth century knew not doubt. 

—Karl Polanyi 

The new orthodoxy of capital mobility was undermined by a 
wave of financial crises that struck emerging markets in the 1990s. As one 
country after another was hit, supporters of capital mobility were slow to 
draw connections. Neither Mexico's financial crisis in 1994 nor Bulgaria's in 
1996 had much effect on policy debates and rule trajectories. The Czech 
crisis of May 1997 was similarly regarded as an isolated incident born of 
imprudent government policies. Even the financial crisis that erupted in 
Thailand in the summer of 1997 was initially cast as an unfortunate but 
explainable problem of inflated asset values and lax prudential supervision. 
Later in 1997, however, the crisis spread to the Philippines, Indonesia, 
Malaysia, and South Korea. The series of financial meltdowns, often labeled 
the "Asian financial crisis," then moved beyond Asia: Russia experienced 
crisis and default in the summer of 1998, followed by another crisis in Brazil 
in January 1999. Many of the countries most excitedly hailed for liberaliz­
ing their capital accounts fell one after another in a fairly rapid sequence. 

Amid the enthusiasm of capital's growing liberation, very few observers 
foresaw the eruption of these emerging-market crises. When the crises hit, 
massive outflows of capital bled from developing countries back to the fi­
nancial markets in developed countries that were their source. Exuberant 
emerging-market investors and the IMF alike were taken by surprise. 

As scholars tried to make sense of what had happened, they found their 
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first hunches largely unsupported by the facts. The usual culprits of a 
balance-of-payments crisis—budget and current account deficits, overval­
ued exchange rates—were absent in some of the countries that nonetheless 
suffered. Other commonalities were investigated: weak financial sectors 
that were poorly supervised; implicit government guarantees that spurred 
excessive credit creation; and IMF lending programs that may have wors­
ened the very crises they were intended to resolve. 

The most striking shared trait among the crisis-stricken countries, how­
ever, was their very openness to capital inflows and outflows. A govern­
ment that had liberalized its capital account thereby created the possibility 
of a "self-fulfilling" crisis in which foreign investors, without a change in the 
country's fundamentals, collectively lost confidence in high returns and 
removed their funds. The policy debate on the causes of the financial crises 
has been heated, and consensus appears unlikely. Regardless of the lack of 
agreement, policymakers within finance ministries and international orga­
nizations have been obliged to react in practice. 

The EU, OECD, and IMF have since begun a general rethinking within the 
international financial community of the risks and benefits of capital liber­
alization. Skeptics of liberalization have felt empowered, if not simply 
proven right. More consequentially, many policymakers who had accepted 
the emerging proliberalization consensus have admitted to reassessing the 
balance of risks and benefits.1 Interpreting crises, and gleaning their lessons, 
is an open-ended process, susceptible to the political exigencies of the inter­
preters.2 The interpretive process played out differently in the three organi­
zations and within the committees of the credit-rating agencies, in part 
according to each one's perception of its own culpability. 

The End of the IMF's Capital Account Amendment 

The crisis emboldened critics of the Fund and of the proposal to endow the 
organization with the purpose and power to promote capital liberalization. 
An April 1999 board meeting revealed a return to concerns from years past. 
"Several Directors," the Acting Chairman of the meeting noted, "pointed to 
the possible usefulness of capital controls, including temporary capital con­
trols, in certain circumstances." Furthermore, in reflecting on the months 
leading up to the 1997 Hong Kong meetings, "several Directors felt that a 
more balanced treatment of the advantages and disadvantages of capital 
controls would have been desirable."3 
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By 1999 the private sector had also solidified its opposition to the pro­
posed amendment. An influential working group at the IIF recommended 
that "the private financial community oppose the proposed amendment un­
til it is clear that the amendment would on balance strengthen the legal 
foundations for private capital flows to emerging market economies." Thus, 
after producing a comprehensive survey of the benefits and risks of capital 
account liberalization, as well as the arguments in favor of and against the 
proposed amendment, the private sector remained skeptical of the useful­
ness of a new mandate and jurisdiction for the Fund.4 Lex Rieffel, chair of 
the working group, had spent several years on the OECD's GMIT, which 
oversaw the Paris-based organization's Code of Liberalization of Capital 
Movements. Developed countries' experience with liberalization led the 
working group to conclude that developing countries should not move 
quickly in the direction of freedom of capital movements. On the contrary, 
according to Rieffel: 

The IIF is an association of bankers for whom capital controls are anathema. 
My role in the working group was to remind them of the OECD's experi­
ence with liberalization. OECD countries liberalized their capital accounts 
slowly, reluctantly, and indeed long after the economic case for openness 
was overwhelming. Why would we think that developing countries should 
liberalize sooner and more quickly?5 

In late 2003 a former senior U.S. Treasury official announced that the pro­
posal to amend the IMF's Articles was "totally dead," a view confirmed by a 
variety of other sources at the IMF.6 The circumstances in which a similar 
proposal could progress as far as the last are difficult to imagine. Policymak­
ers must weigh the material benefits of capital account liberalization against 
the risks, and consequences, of financial crises. Perhaps naturally, however, 
the moments after a crisis are not auspicious for the promotion of openness. 
These choices are fundamentally political, and just as there are politics of fi­
nancial openness, so, too, are there politics of closure. It is difficult to know 
whether there would have been an amendment if the financial crisis in Asia 
had not erupted. Some knowledgeable observers within the Fund suggest 
that if the G7 had been united and if the U.S. Treasury had been steadfast, 
the Articles would have been amended. The G7 was not united, however, 
and was not close to unanimity. And the U.S. Treasury itself did not consider 
the amendment a priority. 

Fund policy also appears to have changed significantly. "We now," Rus-
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sian Executive Director Aleksei Mozhin observed, "understand the risks 
very well. If anything, now the Fund is overly cautious on the issue of cap­
ital account liberalization."7 Indeed, the IEO's review of the Fund's approach 
since the crises reveals a new consensus: the Fund's practice is to spell out 
for member governments everything that can possibly go wrong during the 
process of capital liberalization.8 IMF officials especially have become much 
less enthusiastic about rapid capital liberalization in developing countries, 
and Fund staff members have become, in their own words, "allergic" to cap­
ital liberalization and "gun-shy" about promoting it. The Fund is often more 
cautious than its members' finance ministries.9 When Fund staff members 
do engage country authorities on capital account liberalization, they em­
phasize gradualism and sequencing.10 

The Softening of la Muette 

By the time Slovakia joined the OECD club in 2000, the CMIT had lived up 
to its reputation as a community of shared learning. In previous accession 
negotiations, the CMIT and Secretariat had sought to ensure that new 
members acceded with as few reservations to the Code of Liberalization of 
Capital Movements as possible. With the Slovaks, however, they adopted a 
very different stance. The crises of the 1990s among new members—in 
Mexico, the Czech Republic, and South Korea—raised the possibility that 
the CMIT should also issue warnings more aggressively. 

The Slovaks' accession negotiations came essentially to a halt when the 
regime of Prime Minister Vladimir Meciar (1993-1994 and 1994-1998) 
turned decisively toward authoritarianism, thus violating one of the key im­
plicit requirements of the OECD community: democratic rule.11 The acces­
sion process had begun in the middle of the decade, and the CMIT's initial 
review during the summer of 1996 concluded that the Slovaks were not 
near the standards of liberalization required under the Codes.12 The Slovak 
government did not officially submit a response to the CMIT chair's conclu­
sions, even though this was the next step in the process. The response that 
did come from the Meciar government was so far off the mark that the Sec­
retariat declined even to circulate it among CMIT members, instead inform­
ing policymakers in Bratislava that they needed to do much more. Thus, the 
accession negotiations came to a standstill on a technicality, though both 
sides were well aware that membership would be impossible while Meciar 
was in power. 



200 Capital Rules 

The first post-Meciar government was formed in November 1998, as the 
Slovaks celebrated their return to democracy. In December 1999 the gov­
ernment responded to the CMIT's initial review with renewed vigor. Having 
seen the high standard for liberalization set by its neighbors, and demanded 
by la Muette, the Slovak authorities promised to liberalize almost every cap­
ital account transaction. "The new government, inspired by the appeal to 
soon join the OECD, dropped the past cautious approach," Slovak authorities 
noted, "which was not in line with the needs to restructure the Slovak econ­
omy."13 

This new liberal and reformist government was extremely keen to join 
the OECD. As Ivan Miklos recalls, 

OECD membership was important both politically and symbolically. Within 
Slovakia it was evidence of the success of our catch-up strategy, an impor­
tant symbol to Slovakians. Membership was also a signal to investors that 
Slovakia was a normal, standard, market economy. The reformers within 
the Slovak government wanted these reforms. OECD pressure strength­
ened the hand of the reformers within Bratislava. There was no contradic­
tion between what the OECD wanted us to do and the reform program.14 

Elena Kohutikova of the National Bank described OECD membership in 
similar terms, noting that "Slovakia was to become a standard country—a 
normal market economy."15 

The new government also reenergized its engagement with the OEGD 
Secretariat, from whose experts the Slovaks were extremely keen to learn. 
As it had done with the other candidate countries, the Secretariat was gen­
erous with its advice and the lessons derived from members' experiences with 
liberalization. As Kohutikova recalls, "The most difficult learning process was 
our understanding the meaning and logic of the Code. We had to make sure 
that we were speaking the same language of the capital account. Everyone 
was willing to help us. We received enormous support from the Secretariat. 
It was a very good learning process for us."16 

In the spring of 2000 the CMIT and CIME held their second joint exami­
nation of Slovakia. The Slovak authorities' enthusiasm for financial liber­
alization was interpreted differently than the Czech authorities' similar 
approach some five years earlier; this time, it was worrisome. The CMIT and 
CIME "expressed concern about the state of fragility affecting the financial 
sector and the time lag required to implement fully comprehensive financial 
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sector supervision according to internationally accepted standards," the 
OECD council reported. 

If the Slovak Republic becomes a member of the Organization, the Com­
mittees recommended that the Slovak authorities present an interim report 
one year after accession on progress in rehabilitation of the banking sector 
and strengthening of financial sector supervision, which is indispensable for 
underpinning the move toward full liberalization.17 

Additionally, the committees urged the Slovaks to liberalize carefully and 
more slowly, particularly when it came to hot money, a renewed cause for 
concern. The committees warned that "the timetable for dismantling re­
maining restrictions on short-term capital flows should be closely tailored to 
concrete progress on the above-noted reforms."18 The CMIT also asked the 
OECD's Committee on Financial Markets, whose narrower portfolio in­
cludes analysis of the health of banking sectors, to review Slovak banks' 
balance sheets and the state of banking supervision in the country as an 
additional check on the liberalization path of the government. The CMIT 
had not asked the Committee on Financial Markets to review any other can­
didates for membership during the 1990s. 

The United States had insisted that the process of Slovak accession slow 
down, while the European members of the CMIT had been prepared to 
move forward. Essentially, the United States was "blocking" Slovakia's ac­
cession. According to Robert Anderson and Stefan Wagstyl, the United 
States "was concerned about bringing weak and unprepared economies into 
the OECD prematurely following financial crises which hit other OECD 
members soon after their accession—including, Mexico, South Korea, and 
the Czech Republic." The U.S. member of the CMIT was most concerned 
about the "fragility of the [Slovak] banks and [Slovakia's] vulnerability to 
liberalized capital flows."19 

The Slovak accession thus represented a dramatic reversal in the OECD 
and the U.S. Treasury. Whereas the CMIT and the Treasury had greeted the 
accessions of the 1990s with enthusiasm for rapid and complete capital lib­
eralization, by the end of the decade the United States had become more 
cautious than the European members of the CMIT. Edwin Truman, respon­
sible for U.S. policy toward the OECD accessions, recalls that he and his staff 
relayed a number of concerns from Washington to Paris. The basic issue was 
the Treasury's fear that Slovakia was simply not prepared to liberalize short-
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term capital movements safely. It was, Truman argues, "a financial stability 
issue. We did not think that we were raising the bar so high that the Slovaks 
could not clear it. In fact, the conditions for membership would be helpful 
for Slovakia itself to strengthen its own economic and financial system."20 

The most important Treasury concerns were the Slovak government's com­
mitment to bank restructuring and privatization, future fiscal stability, and 
the effectiveness of institutions for bank supervision.21 These Treasury con­
cerns were, moreover, warranted. As one adviser to the Slovak finance min­
ister recalls, "In 1998 we were very close to a full-blown financial crisis, and 
then in May 1999 we were under heavy financial pressure as well."22 

The U.S. Treasury voiced another, more political concern as well. "We did 
not want to have Slovakia join and then have another financial crisis six 
months later," Truman recalls. "That would have been bad policy and bad 
PR for the OECD club. It looked bad for the organization, having all of these 
crises in new members." More than the OECD's reputation was at stake. Fol­
lowing the financial crises of 1997 and 1998, the U.S. Treasury had acquired 
a reputation for having been too enthusiastic, and too insistent, in its en­
couragement of capital liberalization around the world. The reputation was 
not fully deserved, but the criticism stung nonetheless. According to Truman, 
this criticism also led to a great deal of soul-searching within the Treasury: 
"The U.S. Treasury had been criticized for not having paid enough attention 
to the health of financial systems prior to liberalization. There was even 
more self-criticism within Treasury than there was from outside on this 
issue."23 The result of this shift in views in the CMIT and in Washington was 
a subtle, but profound shift in the standards of OECD membership. The 
CMIT had required that Mexico, the Czech Republic, Hungary, Poland, and 
South Korea be liberal; in this case, the CMTT required that Slovakia be liberal 
and financially stable—prudentially regulated, privatized, and capitalized.24 

In Bratislava these new, stricter standards for membership came as an un­
pleasant surprise just as the reformist coalition was attempting to demon­
strate its progress and maintain its power within the Slovak political system. 
OECD concerns centered on financial stability, while IMF officials worried 
about the macroeconomic implications of Slovakian structural reforms.25 

Katarma Mathernova, who played a critical role in the negotiations, ar­
gued that the U.S. government, which at the time was "essentially exercis­
ing a veto," was not only concerned about issues that it had let pass during 
previous accession negotiations, but also that the Treasury was asking for in­
stitutional changes that the Slovaks had already promised. Mathernova in-
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sisted, "We absolutely agreed that the financial sector needed to be sound 
and prudentially regulated. The U.S. Treasury did not alert us to this idea. 
Our bank restructuring plan had been in place since April 1999." Thus, the 
Treasury's concerns were considered legitimate, but Slovak policymakers 
"did not see why they applied so critically to us. Not only was our bank re­
structuring under way, the risks of a crisis in Slovakia were minuscule. Our 
only capital inflows were foreign direct investment. Even if we blew up, 
moreover, no one would notice."26 The U.S. position remained firm for sev­
eral months, however. "We learned from our experiences during the 1990s," 
Truman recalls. "So of course the standards for OECD membership were 
adjusted. The world had changed. We were not going to be railroaded into 
accepting membership just because the standards for membership were not 
being taken seriously enough."27 

The United States reversed its position on Slovakia's accession within a 
few weeks, after intense lobbying from EU governments and the Slovak 
government's mobilization of experts and resources to reassure the United 
States that its financial system was sound and its plan for economic reform 
carefully sequenced and credible.28 U.S. State Department officials had also 
intervened in the process on behalf of the Slovak government. Along with 
the European members of the OECD, the State Department sought to lock 
in Slovakia's path toward democratization and reform by bringing the coun­
try into the OECD club. State Department officials were concerned that the 
future of the Slovak reforms depended on international validation of the 
agenda. Failure in the OECD accession process would have been, according 
to one Slovak policymaker, "disastrous for the reformist coalition."29 Thus, 
Mathernova recalls the resolution of what was for the Slovak government a 
considerable crisis: "When the issue of our accession became highly politi­
cized, and when other parts of the U.S. government—notably the State 
Department—intervened on our behalf, the U.S. Treasury sat down with us, 
listened to our arguments, and finally let go."30 After last-minute negotia­
tions between France and other members about Slovakia's acceptance of EU 
rules on broadcasting, Slovakia became the OECD's thirtieth member in De­
cember 2000. The Slovak authorities did recognize the silver lining of their 
difficulties in acceding to the OECD: the liberalization required for accession 
to the EU was already complete.31 

Despite a measure of recent prudence, the social norms and legal rules of 
the club of developed countries endure essentially uncontested. By the 
beginning of the new century, both had evolved considerably. Stephany 
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Griffith-Jones, Ricardo Gottschalk, and Xavier Cirera offer a critical inter­
pretation of the evolution of OECD practice in assessing compliance with 
the Code's obligations: the Code "initially allowed for a long-term, se­
quenced process that took due account of the heterogeneity of OECD mem­
ber countries, but it has changed over the past two decades, with a shift in 
emphasis towards rapid liberalization, irrespective of countries' conditions 
and circumstances."32 The OECD itself shares this view that capital controls 
are no longer considered to be an option for its members: "OECD members 
no longer consider for themselves recourse to capital controls as a workable 
tool, as part of broader changes in governance approaches and in a context 
of highly integrated financial markets."33 Controls on capital outflows are, 
for OECD countries, an even more negative signal, "counterproductive, 
indicating lack of effective policies or even panic on the part of authorities 
contending with a crisis situation."34 The newest six members, moreover, 
were socialized quickly. "None of the six new members resorted to deroga­
tion procedures during the bouts of serious financial turbulence in the re­
cent past, thereby concurring with the by now accepted wisdom that 
reimposition of capital controls is negatively perceived by international mar­
ket participants," the OECD explains.35 

Cautious Judges 

In the last few months of 1998 the rating agencies regularly observed how 
capital controls had insulated China and Chile from the financial contagion 
in emerging markets. Chile's controls on capital inflows had never been 
interpreted as a signal of heterodoxy, and now they were additionally cele­
brated for having saved the country from crisis by increasing the average 
maturity of capital flowing into the country. Even on the occasion of Chile's 
removal of the controls, S&P lauded their usefulness: "The judicious use of 
inward capital controls is an element of external flexibility, and has been 
used appropriately in Chile, positively affecting the structure of its debt."36 

China, closer to the heart of the crisis, was thought by S&P to have avoided 
the crisis primarily by maintaining tight restrictions on capital flows. "Capital 
account controls provide insulation against volatile external capital flows," 
S&P's analysts argued, "which have undermined liquidity in other countries 
with weak financial systems."37 

Malaysia offers another case of unexpected support for capital controls by 
S&P. As early as March 1999 S&P changed its official "outlook" on Malaysia's 
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ratings from negative to stable. The announcement suggested that "the risk 
that capital controls would be followed by imprudent credit policies has 
abated." The risks appeared to be recast as something other than signaling or 
harsh market reaction. "Capital flight," S&P's analysts approvingly wrote, 
"has been halted by the government's imposition and efficient administra­
tion of exchange controls on capital-account and selected current-account 
transactions."38 In other documents, however, S&P's John Chambers and 
David Beers, both senior managers in the firm, defended the original down­
grade, noting that if defaults were disastrous, "lesser errors include imposing 
capital controls."39 

Toward the end of the summer of 2000, with Malaysia's putatively immi­
nent collapse appearing less and less probable, S&P turned to the task of ex­
plaining Malaysia's apparently successful management of the financial 
crisis. S&P's analysts viewed Malaysia's capital controls as having given the 
government breathing room to rehabilitate the banking sector rather than 
letting it collapse, as its neighbors had done. The announcement identified 
Malaysia's strong fundamentals before the crisis, as well as the government's 
management, as important: 

Malaysia's external strength and stronger banking system at the onset of 
the crisis relative to Korea and Thailand, coupled with the government's 
proactive and centralized policy responses, have moderated the impact of 
the crisis both on the real economy and on the government's books by giv­
ing the financial system time to rehabilitate debtors that otherwise would 
have failed.40 

This rethinking of the Malaysian experience within S&P raises some 
deeply problematic issues, however. The attribution of Malaysia's postcrisis 
rebound to its superior precrisis fundamentals lent greater support to the 
government's persistent complaint that Malaysia, because it had managed 
its economy well before July 1997, did not "deserve" to be punished by out­
flows of capital and speculative attacks on the currency. From this perspective, 
the spread of the crisis from Thailand and Indonesia to Malaysia resembled 
a financial panic more than investors' rational response to Malaysia's own 
policy mistakes. 

Moody's Christopher Mahoney was even more self-reflective when offer­
ing the firm's reconsideration of the financial crisis and Malaysia's experi­
ence. "The 'blame the borrower' approach was highly seductive," Mahoney 
wrote, conceding that "I myself indulged in this exercise."41 For Moody's, 



206 Capital Rules 

the crisis, at least in retrospect, was not the result of the deficiencies of the 
Asian development model so much as exposure to jittery and massive inter­
national financial markets. As Mahoney reflected: 

The gist of the revisionist explanation is: (1) that the orthodox model for 
the global financial system, by tolerating fixed or quasi-fixed exchange 
rates while encouraging capital account liberalization, has exposed devel­
oping countries to the whipsaw impact of volatile capital flows; (2) that out­
flows can be triggered by all sorts of events reflecting the inherent volatility 
of international capital movements in a deregulated world; and (3) that the 
best explanation for the crisis was the degree of exposure to capital flows 
and the degree to which appropriate policies were in place to cope with 
such flows.42 

Both S&P and Moody's have since applied the lessons learned during the 
financial crisis to a variety of issues and countries. In the abstract, S&P's 
managers shifted the firm's position from encouraging and valorizing finan­
cial openness to highlighting its risks and the importance of a modest pace 
and careful sequencing. "Past economic crises, particularly in Asia in the late 
1990s, suggest," according to Beers and Cavanaugh, that "capital account 
liberalization should take place in conjunction with current account liberal­
ization, but at an orderly pace that meshes with transparent progress in 
other areas."43 Chambers went so far as to endorse "some form of inward 
capital controls" for "countries that aren't fully integrated with world finan­
cial systems, for countries in which regulation or supervision isn't fully de­
veloped, or for countries that have low sovereign credit ratings."44 

In analyses of specific countries, S&P applied the logic rigorously. China, 
whose place in the international financial system had been transformed by 
massive flows of foreign direct investment into the country, was often 
singled out. S&P's advice was to consider the lessons of history and proceed 
slowly and cautiously. "From the Chinese standpoint," S&P's analysts wrote, 
"several international experiences highlight the perils of externally driven 
appreciation (for example, Japan after the Plaza Accord) and capital account 
liberalization with a weak banking system (Asian countries in 1997)."45 S&P 
later warned China of a "too-rapid relaxation" of capital controls.46 The firm 
also attributed "India's improving external position" to its growth potential, 
its competitive exports, and "capital controls, which help build foreign ex­
change reserves and foreign direct investments."47 
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The content of what Cavanaugh calls S&P's "basic economic orthodoxy" 
had altered significantly since the firm downgraded Malaysia for imposing 
controls in September 1998. What used to be a heresy was, by the early years 
of the new century, endorsed by the rating agencies as orthodox once again. 

Capital mobility is still a developed country norm, and the constitutive 
rules of the EU and OECD continue to inform the agencies' approach to 
those capital flows among the world's rich countries. "Pervasive investment 
restrictions on foreign portfolio investment should not exist in developed 
stock markets," writes S&P, "and their presence is a sign that the market is 
not yet 'developed.'"48 Being a "developed" country still means having an 
open capital account, but a developing country can in 2006 restrict capital 
and still be considered orthodox, on the right track, and unlikely to default 
on its sovereign debt. S&P's and Moody's dramatic revisions to their inter­
pretive frameworks do not seem to have captured much attention, but the 
change is profound. 

From the perspective of the agencies, the capital mobility norm need not 
be universal and unqualified for their business to thrive. The agencies do, 
however, require capital mobility, and the greater the freedom for capital, 
the more their revenues may grow. "So long as governments resist the 
temptation to curb global capital flows, we will be rating many more gov­
ernments before we reach this limit," observes Beers. "Compared with the 
100 we have now, between 25 and 50 additional sovereign ratings would be 
a realistic target over the next decade, but I would not be surprised if the 
number turned out to be higher."49 The implementation of Basel II (de­
scribed in Chapters 5 and 7) in 2007 also promises to create even greater 
regulation-induced demand for the services of the rating agencies. Moody's 
and S&P may well find their, or their competitors', ratings incorporated into 
most important financial regulations throughout the world. 

With this influence has come a responsibility that Moody's and S&P did 
not want—namely, to protect the world's institutional investors from risky 
bonds. The current relationship between governments and the rating agen­
cies has proved at best unpalatable and at worst politically unsustainable. 
There are mounting pressures in the United States for the SEC to exercise 
greater oversight and perhaps more regulatory authority over the rating 
agencies.50 Europeans are also considering ways in which the firms might be 
regulated by EU authorities, and thus make the industry, from their per­
spective, better organized and more responsive to the needs of Europe. The 
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French, naturally, are leading this charge. Even the epitome of American ad 
hoc globalization may eventually be organized, regulated, and rationalized 
in Paris and Brussels. 

A Europe of Rules 

Despite the renewed tolerance for capital controls emerging at S&P and 
elsewhere, Europe remains confidently untouched by this new challenge to 
its free-capital orthodoxy. Postwar Europe has much to be proud of, and it 
counts forging a new global capital regime among its achievements. The ac­
complishments of the Community, and now of the Union, are impressive, 
particularly against the backdrop of twentieth-century political and eco­
nomic history. Many of these accomplishments are famous: peace, sustained 
cooperation, a common market, a single trade policy, a nearly borderless geo­
graphic territory, and, of course, the euro. Much less widely appreciated is 
the fact that the EU's leadership has enabled the internationalization of fi­
nance. Indeed, with the most liberal—and most liberally applied—rules on 
capital of any international organization in the world, the EU lies at the very 
center of global finance. 

Europe's approach to capital produced a rule-based liberalization initiated 
by French policymakers in Paris and Brussels and globalized by Germany's 
insistence on the erga omnes principle in the 1988 directive and the Treaty on 
European Union. France would have preferred a focus only on the liberal­
ization of capital movements within Europe, but ultimately accepted the 
principle of liberalization with third countries as well, albeit with a number 
of legal exceptions that could potentially be invoked. Rather than a Europe 
buffeted from the vagaries of global finance with its own regional capital 
market, Europe is instead deeply embedded in, even constitutive of, global 
capital. 

In the first decade of the new century, moreover, the EU was the very van­
guard of the globalization of finance in at least two respects. First, the Com­
mission continuously monitored the compliance of member states with their 
obligation to complete capital mobility. The Commission demonstrated on a 
number of occasions that it would not hesitate to initiate legal action against 
the governments of member states in the European Court of Justice, a process 
that has led to the accumulation of case law on the obligations of member 
states to liberalize.51 The Commission has sued member governments for in­
fringing on the freedom of capital nine times in the past several years, winning 
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eight of those nine cases. Compliance with the freedom of capital in contem­
porary Europe is complete enough that the Commission has focused its efforts 
on policies and laws less obviously implicating capital mobility. For instance, 
some member states attempted to maintain control in newly privatized firms 
by retaining a "golden share" that would potentially give the government dis­
proportionate influence over major managerial decisions. The Commission 
argued that the golden shares discouraged cross-border capital movements, 
and the Court of Justice agreed in almost every case.52 The Commission also 
brought cases against member states for subtle tax policies designed to dis­
courage domestic residents from investing abroad.53 It is difficult to imagine 
the Commission softening its attempts to enforce what is, as of 1988, one of 
the fundamental freedoms that constitute Europe. 

Second, the Commission continued to approach accession negotiations 
with prospective members from the perspective of the "classical method." As 
with the 1995 and 2004 accessions, complete freedom for capital is a prereq­
uisite for membership. The EU has been consistent on this issue for more than 
a decade. Many scholars and policymakers argue, however, that the world has 
changed since the days when Europe embraced total capital mobility. 

When the Teachers of Norms Disagree 

The orthodoxy of capital's freedom seems to have been undermined 
everywhere except for Brussels, in part because the codified norm of capital 
liberalization for European states is literally not open to interpretation. The 
entire process of European integration through evolving rules enforced by 
the Commission is built around the idea that it is effective to bureaucratize 
difficult issues. Few issues in the history of European integration were as 
difficult as the liberalization of capital movements, but it is now settled de­
finitively. Unrestricted capital mobility is part of the acquis, the full body of 
legal accomplishments, of the community. 

The challenges faced by the newest EU aspirants should come as a sur­
prise to those who think of the IMF as the defender of liberal orthodoxy 
and of Europe as its alternative. Two east European countries—Croatia and 
Romania—in negotiations with the Commission for membership in 2004 
and 2005 found themselves caught between liberal Brussels and cautious 
Washington. The Commission insisted, as it is obliged to do by the acquis, 
that full capital liberalization is a condition for accession. As all the Com­
mission's reports on the progress of negotiations read: 
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Member States must remove all restrictions in national law on the move­
ment of capital between themselves, but also with third countries (with 
some exceptions), and adopt EU rules to guarantee the proper functioning 
of cross-border payments and transfer of all forms of capital.54 

The IMF urged the same finance ministry and central bank officials in Croa­
tia and Romania to liberalize more slowly.55 Fund officials warned of the risk 
of a financial crisis when these countries' undercapitalized and poorly gov­
erned financial systems were opened to free flows of capital. 

The Croatian government expressed its concerns about capital liberaliza­
tion "based on the view that short-term capital flows are the most volatile 
and thus pose the greatest danger for the country's monetary, exchange 
rate, and overall economic stability."56 The IMF staff responsible for Croatia, 
sharing the Croatian authorities' concerns, encouraged the National Bank of 
Croatia to consider, if necessary, market-based controls on capital inflows.57 

Croatian authorities indeed followed this advice and increased the marginal 
reserve requirement for domestic banks to deposit in the central bank, with­
out remuneration, 30 percent of the net increase in their foreign liabilities.58 

The Commission had already made clear, however, that such controls on 
capital inflows, market-based or not, would not be permitted according to 
the acquis. And so we arrive at the unexpected scenario of Croatia's acces­
sion to the free-capital EU being blocked because it followed the illiberal 
IMF's advice to rely on capital controls. 

Romania found itself caught between the same mutually exclusive in­
structions. The government planned to undertake its final liberalizing mea­
sure—allowing foreigners to open bank accounts in the domestic currency, 
lei—in January 2004, then postponed it to April 2005. This move had been 
agreed as part of the government's overall plan for liberalization when Ro­
mania's Chapter 4 negotiations with the Commission were provisionally 
closed in 2003.59 IMF officials argued that the Romanian government should 
postpone liberalizing those flows of capital because of the spread between 
inflation (10 to 11 percent) and interest rates in bank accounts (17 percent); 
such a spread, they suggested, would create an incentive to speculate. The 
Commission, in contrast, threatened to reopen the already completed Chap­
ter 4 negotiations on capital freedom if Romania did not proceed with the 
liberalization timetable to which the government and the Commission had 
already agreed.60 

Romanian central bankers found the contradictions between the Fund 
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and the Commission all the more frustrating because the IMF had previ­
ously encouraged them to liberalize the capital account more quickly during 
the mid-1990s. At that time Daniel Daianu, formerly Minister of Finance 
and a senior official at the National Bank of Romania, "supported the oppo­
site point of view, which was validated by subsequent events. Today, the 
IMF itself is urging us to defer the next step of capital account liberalization, 
considering the still high interest rates in our country, the possible slipping 
away from the disinflation target, and the need to limit the external 
deficits." The Commission, however, continued to press for further liberal­
ization.61 "Progress has been made on schedule as regards capital move­
ments and payments," observes the Commission, "but the liberalization of 
capital-account flows needs to be completed and Romania needs to focus on 
progressing on schedule." The Commission urges that "particular attention 
should be paid to the timely removal of outstanding restrictions on capital 
movements and payments, namely concerning access by non-residents to 
[Romanian lei]-denominated deposit accounts" by April 200 5.62 The very 
deposits identified as risky were seen by the Commission as one further step 
toward membership. The Commission was not forcing Romania to liberal­
ize; if Romania were not ready for the acquis, then membership ought to 
wait as well. The Commission did not insist on an open capital account be­
cause it was a universal economic truth. It was just the law. 

The reasonableness of Brussels negotiators, informed by decades of Euro­
pean legal accomplishments, places the Commission in a vulnerable posi­
tion, however. The results of accession negotiations, which represent a 
relationship that is less than coercive but more than imitative, would be 
interpreted ungenerously were one of the EU's newest or prospective mem­
bers to suffer a serious financial crisis. After the crises of 1997 and 1998, 
many policymakers in Asia and Russia, as well as scholars in Europe and the 
United States, accused the IMF and U.S. Treasury of having urged capital lib­
eralization too aggressively, thereby exposing countries to greater risk. Al­
though more research, and greater archival access, is necessary to determine 
their responsibility, one fact is clear: the tools of influence available to the 
EU are far more efficacious than those of the Fund and even the Treasury. A 
financial crisis in Romania, for example, would lead policymakers to con­
trast the urgent warnings of Fund staff with the insistence of Brussels. If the 
sullied reputations of the Fund and the Treasury are any guide, the fact that 
Europe's standards for membership were merely set, rather than imposed, is 
unlikely to blunt the inevitable criticisms that ensue. 
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This state of affairs is almost certainly not what Jacques Delors and his 
team sought to achieve when they rewrote Europe's capital rules at the end 
of the 1980s. The codification and bureaucratization of capital's freedom 
in an institution as well organized as the European Union has constituted 
the policy practices of European-ness. And it has, simultaneously, created 
greater leverage for the negotiators whose role it is to recognize the coun- -
tries of central and eastern Europe as European—or not. As Europe grows, 
so, too, does the institutional space for the complete freedom of capital 
movements. Capital mobility is still a European and developed-country 
norm; it is not the global norm. And the actors widely, but wrongly, thought 
to be its chief global apostles—the IMF, the U.S. Treasury, the credit-rating 
agencies—are now backing away in doubt. 



CHAPTER 9 

Conclusion 

For it's no secret that the past proves a most unstable mirror, 
typically too severe and flattering all at once, and never as 
truth-reflecting as people would like to believe. 

—Chang-rae Lee 

And so we find ourselves living, once again, in an era of 
financial openness and mobile capital. It is not the first time and, unless this 
is the end of history, it will probably not be the last time. We have lived 
through the end of history more than once, however, and policymakers 
continue to relearn old lessons about the difficulties of regulation and the 
risks of liberalization. 

The idea that capital ought to flow unrestricted across the globe became 
the reigning orthodoxy of international finance over the course of the 1980s 
and 1990s. Yet less than a decade after the financial crises that hit emerging 
markets in the 1990s, that orthodoxy is already in decline and its reign in 
question. As a matter of capital flows, global finance is as strong as ever. But 
when it comes to the norms and rules of global finance, the very ideas and 
laws that sustain the system, the height of this era of globalization has al­
ready been reached. 

The globalization of finance, in this sense, reached its peak in the autumn 
of 1998. The condemnation by the international financial community, and 
particularly the credit-rating agencies, of Malaysia's capital controls in Sep­
tember 1998 represented the norm of capital mobility at its purest and most 
liberal. Restrictions of the mobility of capital were deemed inappropriate 
under any circumstances, even during a financial crisis that began else­
where; when implemented by a developing country's government frus-
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trated by widespread short-selling in the illiquid market for its currency; 
amid relatively sound economic fundamentals; when foreign direct invest­
ment was exempted from the restrictions; or when accompanied by 
promises of temporariness. In short, all the exceptions that scholars and pol­
icymakers had historically reserved from their embrace of open capital mar­
kets were ruled out of bounds. The norm of capital mobility was to be 
universal and unqualified. Deviation was a powerful signal of heterodoxy, 
and the markets were ready to interpret such signals accordingly. At that 
very moment in 1998, the IMF Executive Board and Interim Committee were 
considering codifying the norm for all 184 members, as had the EU and 
OECD for their own clubs. That autumn was as close as the world has ever 
come to a consensus—written and unwritten—that capital's right to free­
dom applied always and everywhere. 

Policymakers understand the international financial system very differ­
ently, however, in the first decade of a new century. Caution toward full 
capital mobility now prevails within the international financial community. 
The IMF, OECD, and credit-rating agencies have been congratulated, occa­
sionally by one another and themselves, for having "learned" valuable 
lessons from the emerging market financial crises of the 1990s. The organi­
zations and agencies generally include among these lessons: the serious risks 
of self-fulfilling financial crises and their apparently contagious spread; the 
dangers of embracing hot money instead of longer-term capital flows; and 
the importance of a country's domestic institutional foundations for sound 
banking systems as a precondition for full liberalization. 

Every organized voice of authority within the international financial sys­
tem has backed away from embracing complete, unqualified capital mobil­
ity except one: the European Union. The European Commission, in contrast, 
still approaches its accession negotiations just as it always has: Brussels ne­
gotiators insist, correctly, that the EU's rules unambiguously forbid all capi­
tal controls, and so potential members are obliged to liberalize fully and, if 
they are to accede soon, rapidly as well. 

Outside the EU and OECD, the rest of the world is actually running on 
what can only be called ad hoc globalization, led by the United States, the 
consequences of which are potentially problematic for the maintenance of 
the bargains that sustain the mobility of capital across national borders. 
Throughout this period, the United States has consistently turned to unilat­
eral decisions and bilateral trade and investment treaties to advance its na­
tional interests. It has largely fallen to the Europeans to exercise leadership 
in the international organizations that write the rules of capital mobility and 
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socialize new members into the norms of openness. With so much of the 
world outside the rule of liberal Europe and the OECD club of rich coun­
tries, such ad hoc globalization effectively undermines the legitimacy of 
global financial openness as a universal norm. The system—if such a patch­
work can be called a system-—that actually governs most countries is any­
thing but the work of deliberate design. 

The recent evolution of the norms and rules of the international mone­
tary system raises several important questions for scholars, policymakers, 
and the private financial community. The international financial commu­
nity has formulated lessons for itself of the crises of the 1990s that, in both 
principle and language, are nearly identical to those that policymakers be­
lieved they had learned from the crises of the 1920s and 1930s. Yet policy­
makers today describe the prevailing consensus of caution as having emerged 
from "new information" or "change in the knowledge base." Why, then, is 
the rediscovery of the lessons of the interwar years, apparently long forgot­
ten or rejected, so frequently described as "learning"? And why has the 
European Commission uniquely failed to learn the lessons now shared by 
the IMF, OECD, credit-rating agencies, and U.S. Treasury? 

Of Learning and Forgetting 

Members of the international financial community have tended to narrate 
the past decade of crises and caution as a story of linear progress, a Whig his­
tory of new knowledge informing their evolving consensus. Policymakers 
within the IMF and OECD acknowledge that perhaps management and staff 
had become overly enthusiastic about capital liberalization, and insufficiently 
concerned about its risks, during the 1990s. According to this view, they 
then learned from the experiences of the east Asian, east European, and 
Latin American financial crises. Like many self-narrated tales, this story has 
a happy ending: international organizations and credit-rating agencies now 
recognize the importance of the appropriate pace, sequencing, and institu­
tional preconditions for capital liberalization. 

This narrative of continuous progress is implausible for a number of rea­
sons. One is straightforward: the news is not new. These lessons have been 
learned before, ironically by the very founders of these international orga­
nizations, whose rules were written amidst a consensus of caution similar to 
our own. The IMF and OECD embodied the memory of the interwar years 
during the early postwar era. 

Change within the members and bureaucracies of the organizations 
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slowly undermined that institutional memory. Member countries with in­
creasingly sophisticated and well-governed financial systems enjoyed the 
benefits of financial internationalization, while domestic institutions and 
prudential regulations helped to insulate them from the risks. The practice 
of regulating international capital flows in developing countries became in­
creasingly problematic, as governments that generally lacked capacious in­
stitutions fared no better when attempting to control capital. Then, poorly 
functioning controls engendered inefficiency and corruption. Debates on 
the desirability of regulation often ended with the prosaic observation that 
"capital controls do not work." Some policymakers were even tempted to 
conclude that the problems of capital controls implied that liberalization 
ought to be embraced. A new generation, exposed more to the drawbacks of 
controls than to the consequences of financial crises, asserted the superior­
ity of liberalization with increasing confidence. 

With regard to international capital flows, however, no stance has ever 
enjoyed complete superiority, either intellectual or practical. The choice to 
regulate capital flows has benefits and risks, as does the decision to liberate 
them. The balance of those benefits and risks is not merely indeterminate, 
dependent as they are on domestic political and social institutions; the bal­
ance can appropriately be struck only by a society and its government. 

Another important reason to be skeptical of the narrative of learning is 
the caution of the private financial community in the United States and 
elsewhere about worldwide capital mobility. Many influential members of 
that community of investors and bankers have long recognized that not 
every country is fully prepared to embrace all capital flows. It is furthermore 
impossible to deduce for the private financial community an interest in the 
liberalization of capital flows by all countries. Their profits will be earned in 
emerging markets, not, say, in the world's poorest countries, whose weak fi­
nancial systems might easily collapse into a crisis that would affect neigh­
bors. The private financial community is much more interested in avoiding 
systemic crises than in gaining access to every market in the world. 

Discretion and Rules in Brussels 

In the early years of the new century, the EU continued to be a force for cap­
ital liberalization while the IMF, OECD, and credit-rating agencies counseled 
caution and pragmatism. In accession negotiations with prospective east 
European members, the EU insisted that complete capital liberalization was 
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an obligation of membership, while the IMF simultaneously urged east Eu­
ropean governments to proceed more deliberately and postpone the libera­
tion of short-term capital flows into the banking sector—essentially to 
ignore the recommendations of Brussels. With a reputation as "Fortress Eu­
rope," the EU's unique liberalism within the international financial archi­
tecture is all the more surprising. The bureaucracies of the IMF and the 
OECD learned caution from the crises for which they were often blamed. 
The European Commission continues to insist on liberalization in accession 
negotiations with countries that, from the perspective of Washington, are 
simply not prepared. 

None of this risky behavior by the Commission results from dogma. Com­
mission negotiators are not themselves "neoliberals." Nor is the view from 
Brussels even informed by economic analysis. For the most part, the nego­
tiators are lawyers. The Commission approaches the enlargement negotia­
tions as a matter of legal, not economic, principle. Accessionwise, the 
economics of full capital mobility are basically irrelevant, for capital mobil­
ity is a long-settled matter of European law. The very status of that Euro­
pean law differentiates the EU from every other international organization 
in the world. Political authority in the EU is not statelike, nor is it likely to 
become some sort of superstate. State-building is not the European project, 
which is sui generis. But the intergovernmental agreements among Euro­
pean members have created a federal authority without parallel in other in­
ternational organizations. 

The EU's acquis communautaire, the entire collection of European rules, 
treaties, directives, and court decisions, unambiguously prohibits member 
states from restricting capital mobility within the Union and with, third 
countries. In accession negotiations, Commission negotiators are not legally 
authorized to reconsider the absolute freedom of capital movements, a free­
dom that was one of the most difficult and celebrated achievements of the 
community. The EU does not have a stance on capital mobility; it has only 
rules, settled and codified. 

This is not just a matter of the intransigence of an overly bureaucratic 
Commission, however. Transitional periods are a common compromise on 
the acquis for both existing and prospective members. The EU's current 
members, for example, authorized the Commission to request that the full 
mobility of people be phased in slowly for fear of overwhelming immigra­
tion from new members. 

The constitutive effects of Europe's codified rules are powerful, however: 
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with the sole exception of land ownership, prospective members have not re­
quested transitional periods for any aspect of full capital mobility. As a matter 
of law, the Commission cannot insist on transitional periods that no govern­
ment seeks. This legalistic stance might be useful for absolving both the Com­
mission and new member governments from blame for a financial crisis that 
results from rapid liberalization of poorly governed, illiquid financial sectors. 
Blamelessness will not, however, minimize the costs of such a crisis. 

Implications for the Study 
of the International Monetary System 

In this book I have put the prevailing orthodoxy in historical and political 
context. The religious metaphors that pervade the study and policy practices 
of the international monetary system—dogma, heresy, orthodoxy—suggest, 
as is often the case with such extreme rhetoric, the absence of firm ground 
underneath. The evolution of the social norms and legal rules of the system 
have been driven by politics, not science. Although every orthodoxy has at 
one moment seemed natural and inevitable, none has been permanent. 
Each orthodoxy was a contingent product of its time. 

Given the mix of conventional wisdom, and, occasionally, ideological 
dogma, that pervades discussions of the nature and causes of the current 
regime, the findings of this book may at first seem counterintuitive. Yet all 
the findings of this book are drawn directly from the ample, though hereto­
fore untapped, documentary record of the relevant archives and the gener­
ally corroborated accounts of the policymakers who wrestled with these 
issues. The empirical narratives and analytical orientation of this book offer 
two distinct contributions to the study of the international monetary system. 

A Revisionist History of the Emergence of Global Finance 

The more controversial, and perhaps more important, contribution is a revi­
sionist history of the origins of a liberal regime to govern the international­
ization of finance. The OECD's and EU's liberal rules, and the unsuccessful 
proposal to amend the IMF Articles, generally have been interpreted as the 
result of a variety of political and economic developments, which I review in 
Chapter 2. The two most widely credited are U.S. political and economic 
hegemony and the rise of neoliberal ideology. 
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A very different narrative emerges from my analysis of the archival docu­
ments and firsthand accounts of many of the policymakers who were in­
volved in these extraordinary transformations. Europe's centrality, and its 
necessity, to the process of financial globalization is the most important re­
vision to the conventional wisdom. A handful of French policymakers, often 
along with their British, German, and Dutch counterparts, played the deci­
sive roles in the codification of the norm of capital mobility. Moreover, if the 
process of European financial integration had been more inwardly focused, 
rather than embracing the principle of erga omnes, the financial markets that 
flourished during the early years of the new century would not have been 
"global" at all. Many European policymakers, and the mass publics they rep­
resent, portray globalization as an impersonal, powerful force beyond their 
control that limits their autonomy. The invocation of an all-powerful, ho­
mogenizing globalization is itself dubious, but even if it were valid Euro­
peans would nevertheless have to acknowledge that this era of global 
finance was very much of their own making. 

Prominent French Socialists, accompanied by policymakers on the Left 
throughout Europe, decisively influenced the process of capital liberaliza­
tion within their own countries and subsequently the codification of the 
norm of capital mobility in the rules of international organizations. The rise 
of the Right and resurgence of neoliberalism in the United States and Eu­
rope affected the policymaking context in which French and European So­
cialists found themselves. To be sure, the widespread embrace of markets 
during the late 1980s and early 1990s was important. But this embrace 
spanned the political spectrum. 

With regard to capital controls, the Left became disillusioned with them in 
an era of internationalized financial markets: the wealthy and well-connected, 
including multinational firms, eluded controls that had once been designed 
to prevent the outflow of their capital, while the middle classes lacked the 
financial sophistication and resources to do the same. Some policymakers 
on the Left resolved to liberalize—not out of a commitment to neoliberal­
ism, but because the redistributive purpose of capital controls was continu­
ally undermined. In France, as throughout Europe, the Left liberalized 
capital flows more than the Right would have dared. Following the French 
embrace of an open capital account, a handful of Leftist French policymak­
ers then led the process of codifying the norm of capital mobility in the EU, 
the OECD, and, unsuccessfully, the IMF. 
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Rationalism and Constructivism in the Politics of Global Finance 

The other contribution of this book is my application of sociological and 
constructivist theory to an important empirical question of international 
political economy. Although scholarly debates about the usefulness of ratio­
nalist and constructivist theoretical approaches often treat them as analyti­
cally incommensurable, my approach is pragmatic. I have focused on complex 
patterns of international politics: the sources and consequences of organized 
and ad hoc financial globalization. Some aspects of this research question 
are better understood with answers derived from a rationalist theory of 
power politics, while other components demand a more sociological ap­
proach. I have drawn on both theoretical traditions to resolve the empirical 
puzzles that motivate this book.1 

Power Politics. The U.S. Treasury already is central to global finance; it 
requires little assistance from the European Commission, the CMIT, or IMF 
management, and with respect to the latter two, has little incentive to dele­
gate to them. U.S. banks and financial firms are not interested in worldwide 
capital mobility; they are interested in access to a handful of emerging mar­
kets, access they can, in general, acquire without the liberalizing efforts of 
policymakers like the EU's Jacques Delors, the OECD's Henri Chavranski, 
or the IMF's Michel Camdessus. Because of the overwhelming dominance 
of the United States in international financial markets, neither Wall Street 
nor the U.S. Treasury has perceived any need to write rules that might ulti­
mately constrain them as well. Ad hoc globalization befits the United States' 
hyperpower and its narrow economic ambitions. 

Managed globalization, on the other hand, befits France, a middle power 
with ambitions to influence international politics and economics by putting 
rules and organizations, rather than American power, at the center of the 
system. In the international financial system, French and European policy­
makers have marked globalization by formulating and codifying the rules. 
An organizational imperative led the European leaders of the EU, OECD, 
and IMF to attempt to empower their bureaucracies and expand their juris­
diction. 

Social Purpose and Constitutive Rules. The liberal content of the rules 
that French and other European policymakers proposed requires further 
explanation, however, given that most of the rhetoric about "managed glob-



Conclusion 221 

alization" has focused on the need for more regulation, not more liberaliza­
tion. Although the general principle of rule-making and organization-build­
ing informed the doctrine of managed globalization, the liberal ideas behind 
the EU's and OECD's rules resulted in part from the putative lessons of a 
new age of interdependence for European Socialists. That the Socialists 
would liberalize due to the worrisome distributional consequences of inef­
fective capital controls was certainly not an inevitable outcome of the 
French financial crisis of 1983. The crisis had to be interpreted, and the 
"modernizing minority" described by Delors had long been prepared to offer 
an alternate monetary and financial paradigm to the Left. The doctrine that 
evolved—of a managed globalization that was still liberal, but mastered and 
organized—won the day. 

Furthermore, the German commitment to capital mobility within and 
outside of Europe dates at least to the 1950s and is derived from a set of in­
fluential ideas about the need to depoliticize all matters of currency and cap­
ital. Indeed, Germany appears to have been the only consistently and purely 
liberal country in the sixty years since the Bretton Woods conference. The 
bargain struck between the organizing initiatives of French Socialists and 
the liberal commitments of German central bankers resulted in European 
rules that are unparalleled in their commitment to freedom for capital 
movements. 

The purpose of this French-German bargain was primarily one of deeper 
European integration on terms that both countries could accept. Neither 
Paris, nor Bonn, nor Brussels intended at the time to make Europe the van­
guard of financial globalization. Yet these accidental globalizers did exactly 
that. The French and the broader European approaches to globalization 
have constitutive consequences, regardless of how straightforwardly the 
policies appear to fit their respective positions within the international dis­
tribution of power. The EU's and OECD's clear rules in favor of capital mo­
bility have delineated the practices that are legitimate for "European" and 
"developed" countries. The codification of the norm of capital mobility in 
the EU and OECD thus changed the scripts for members of those organiza­
tions: those two scripts articulate an obligation to permit capital to move 
freely, as well as intellectual justification for doing so. 

Although these constitutive rules exerted significant influence on the pol­
icy practices of existing EU and OECD members, their most powerful effects 
were felt by the three new EU members in 1995 and the ten new central 
and east European members in 2004, as well as the six countries that ac-
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ceded to the OECD between 1994 and 2000. In order to be recognized as 
"European" and "developed," these countries liberalized their capital ac­
counts rapidly because the EU's and OECD's standards for membership were 
so clear. Because many of these countries lacked the institutional founda­
tions of well-functioning capital markets, however, they also thereby risked 
financial crises, which a number of them experienced during the 1990s and 
may yet still. 

A sociological perspective is also necessary to understand the social and 
organizational construction of the signals conveyed by government policies 
to financial markets. Market participants are obliged to infer meanings from 
governments' capital account restrictions and liberalizations. And the social 
meaning of a capital control changed dramatically more than once during 
the twentieth century. In addition to the ideological ascendance of liberated 
markets for capital during the 1980s and 1990s, the EU, OECD, and, to some 
extent, the IMF helped to define many capital account restrictions as illegit­
imate policy practices. These international organizations disseminated the 
practice of full capital mobility to existing and new members, thereby fixing 
the meanings of capital controls as policy tools for the international finan­
cial community. Neither market participants nor policymakers would deny 
that they comprise a "community" with norms and rules, and yet those very 
norms and rules are too often treated as self-evident or unproblematic. 

The current era of global finance is based in part on market expectations 
about policy credibility. Credible policies are reinforced by market approval. 
But a policy stance that lacks the trust of financial markets cannot succeed, 
as capital flows out and often in overwhelming amounts.2 In this book I 
have attempted to explain a fundamental change in the parameters—how a 
set of policies that once were credible became, to the markets, incredible. At 
any moment in time it may be possible to model with a purely rationalist 
analytical framework why prevailing views about the legitimacy of capital 
controls can create self-reinforcing market reactions. But to understand the 
dramatic change over time requires an account that takes seriously the 
process by which the international financial community has changed— 
collectively—its mind. 

Like the rest of us, policymakers, bankers, and investors take things for 
granted. Day to day, their attention is focused on institutions only to the ex­
tent that those institutions structure the costs and benefits of their decisions. 
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The tasks at hand rarely lend themselves to reflection on the conceptual un­
derpinnings of informal institutions or the sources of codified rules. In this 
book I have attempted to explain several dramatic transformations of the so­
cial norms and legal rules of the international financial system, a system that 
at any moment may be taken for granted by those who operate within it. 
This project has explored the roles of the EU, OECD, IMF, and credit-rating 
agencies and why, in the words of German sociologist Max Weber, they are 
"historically so and not otherwise.'^ 

The international financial system, with its mix of organized and ad hoc 
governance, could easily have been otherwise. France, Germany, and the 
European Commission might not have created a liberal, globalizing Europe. 
U.S. policymakers need not have incorporated Moody's and S&P's ratings 
into their own financial regulations, the most influential in the world. Nor 
was it inevitable that the United States would destroy the effort to empower 
the IMF to promote liberalization and judge members' capital controls. 

As with the nineteenth-century regime of financial openness and capital 
mobility, contingent as it was, a mix of deliberate decisions and unintended 
consequences created greater legal freedom for the private financial com­
munity of the twenty-first century. 'There was nothing natural about laissez-
faire," wrote Karl Polanyi of the earlier era. Instead, "free markets could 
never have come into being merely by allowing things to take their course."4 

Sixty-odd years after Polanyi wrote those words, the financial markets of 
the contemporary world are globalized, but not because they were allowed 
merely to take their own course. 

Understanding the institutional foundations of global capital markets 
should also lead to greater recognition of the sometimes delicate political 
and social compromises that built them. The globalization of finance is nei­
ther inexorable nor inevitable. When the impression of inexorability dis­
places our sense of history, we may not recognize the inherent fragility of 
the underpinnings of a world that allows such extraordinary mobility of 
capital. The international financial community cannot take each successive 
orthodoxy for granted. Some have narrated the renaissance of global fi­
nance as a story of progress, while others focus primarily on the risks of re­
current and devastating crises. These reflections are alternately too flattering 
and too severe. The unstable mirror of the past is a flawed, but essential 
source for understanding our own beliefs. 
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Chapter 1: Orthodoxy and Heresy 

1. The origins of the expression "hot money" can be traced to a speech President 
Franklin D. Roosevelt gave in November 1936, the first time the phrase was 
used to describe financial flows. Previously the phrase had referred to marked 
bills received by gangsters, not to be spent for fear of getting arrested. See 
Jacques J. Polak, "Hot Money," unpublished manuscript, League of Nations, 
January 1943, p. 2, n. 2. 

2. Bank for International Settlements, Triennial Central Bank Survey: Foreign Ex­
change and Derivatives Market Activity in 2004 (Basel: Bank for International Set­
tlements, 2005). 

3. John Maynard Keynes, The Economic Consequences of the Peace (London: Macmil-
lan, 1919), p. 11. 

4. Capital controls, government regulations on transactions that are recorded on a 
country's capital account in its balance of payments, include: unremunerated re­
serve requirements; taxes on international capital flows; limits on equity trans­
actions; regulated interest rates for nonresident accounts; mandatory approvals 
for capital transactions; selective licensing of foreign direct investment; and pro­
hibitions of financial inflows or outflows. Prudential regulations also influence 
transactions on the capital account. The distinction between capital controls and 
prudential regulations most often reflects whether they discriminate against in­
ternational (as opposed to domestic) transactions: capital controls discriminate, 
whereas prudential regulations do not. The fifth edition of the IMF's Balance of 
Payments Manual (1993) introduced a change in terminology that was adopted 
around the world. Most of the transactions previously measured in the ''capital 
account" are now in the "financial account." Most economists, policymakers, 
and IMF officials continue to use the older terminology (that is, to refer to cur­
rent and capital, not current and financial, accounts), a practice I follow in this 
book. Thus, "capital account liberalization" and "capital liberalization" are here 
synonymous. 
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