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Introduction 

This is a book of practical philosophy: It offers a conceptual frame­
work that is meant to serve as a guide to action. I have been guided 
by that framework in both my money-making and philanthropic 
activities, and I believe that it can also apply to society7 at large: It 
provides the guiding principles for a global open society. This is an 
ambitious undertaking. In executing it, I shall have to cover a lot of 
ground and move on several levels: philosophical and practical, 
public and personal. 

On the practical level, I have established a network of founda­
tions devoted to fostering open societies. This network covers all 
the countries of the former Soviet empire and it has branched out to 
other parts of the world: South Africa, the ten countries of South­
ern Africa, the sixteen countries of Western Africa, Haiti, Guate­
mala, Burma, and more recently Indonesia. There is also an Open 
Society Institute in the United States. Each national foundation has 
its own board and staff who decide their own priorities and take 
responsibility for die activities of the foundation within their own 
countries. They support civil society; tiiey also try to work with the 
central and local governments because a democratic and effective 
government is an essential part of an open society, but often they 
are at loggerheads with the government or some of its activities. In 
some countries, notably in Slovakia and Croatia, the foundations 
were successful in mobilizing civil society in opposition to repres-
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Introduction 

sive regimes. In Belarus and Burma, the foundations are banned and 
operate from the outside. In Serbia, it is functioning in precarious 
circumstances. In addition, we have network programs in those 
program areas where the network is most actively engaged: higher 
education and general education; youth; the rule of law, the judi­
ciary and law enforcement, including prisons; arts and cultural 
institutions; libraries, publishing, and the Internet; the media; vul­
nerable populations such as the mentally disabled; minorities, with 
special emphasis on Roma peoples (Gypsies); public health, alcohol 
and drug abuse; and so on. 

I enjoy widespread, indeed exaggerated, recognition as some 
kind of financial guru, but my credentials for holding views on 
political and security issues are less well recognized. In fact, I am 
only one of many practitioners in finance; but I am almost unique in 
practicing crisis prevention in a purposeful and organized way. 

In this book I am advocating that the democracies of the world 
ought to form an alliance with the dual purpose of, first, promoting 
the development of open societies within individual countries and, 
second, strengthening international law and the institutions needed 
for a global open society. 

We live in a global economy that is characterized by free trade in 
goods and services and even more by the free movement of capital. 
As a result, interest rates, exchange rates, and stock prices in various 
countries are intimately interrelated, and global financial markets 
exert tremendous influence on economic conditions everywhere. 
Financial capital enjoys a privileged position. Capital is more 
mobile than the otJher factors of production, and financial capital is 
even more mobile than other forms of capital. The globalization of 
financial markets has reduced the ability of individual states to tax 
and regulate capital because it can move elsewhere. Given the deci­
sive role that international financial capital plays in the fortunes of 
individual countries, it is not inappropriate to speak of a global capi­
talist system. 
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Introduction 

We can speak about the triumph of capitalism in the world, but 
we cannot yet speak about the triumph of democracy. There is a 
serious mismatch between the political and the economic condi­
tions that prevail in the world today. We have a global economy, but 
the political arrangements are still firmly grounded in the sover­
eignty of the state. Flow can the needs of a global society be recon­
ciled with the sovereignty of states? That is the crucial problem 
facing us today. 

Capitalism and democracy do not necessarily go hand in hand. 
There is some correlation: Rising standards of living and the forma­
tion of a middle class tend to generate pressure for freedom and 
democracy; they also tend to support greater political stability. But 
the connection is far from automatic. Repressive regimes do not 
relax their grip on power willingly, and they are often aided and 
abetted by business interests, both foreign and domestic. We can 
see this in many countries, particularly where natural resources 
such as oil or diamonds are at stake. Perhaps die greatest threat to 
freedom and democracy in the world today comes from the forma­
tion of unholy alliances between government and business. 

This is not a new phenomenon. It used to be called fascism, and 
it characterized Mussolini's Italy and to various degrees Hitler's 
Germany, Franco's Spain, and Salazar's Portugal. Today it takes 
more diverse forms, but it can be detected in Fujimori's Peru, 
Mugabe's Zimbabwe, the SPDC's Burma, and Mahathir's Malaysia, 
to mention only a few cases. More disconcerting, the collapse of 
communism has also led to an unholy alliance between big business 
and government in many countries, including Russia. The outward 
appearances of the democratic process are observed, but die powers 
of the state are diverted to the benefit of private interests. The 
democratic countries do not pay much heed to the internal political 
conditions prevailing in other countries: Other priorities usually 
take precedence. Yet the people living in repressive regimes need 
outside assistance; often it is their only lifeline. 
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Introduction 

Capitalism is very successful in creating wealth, but we cannot 
rely on it to assure freedom, democracy, and the rule of law. Busi­
ness is motivated by profit; it is not designed to safeguard universal 
principles. Most businesspeople are upright citizens; but that does 
not change the fact that business is conducted for private gain and 
not for the public benefit. The primary responsibility of manage­
ment is to the owners of die business, not to some nebulous entity 
called the public interest—although enterprises often try, or at least 
pretend, to be acting in a public-spirited way because that is good 
for business. If we care about universal principles such as freedom, 
democracy, and the rule of law, we cannot leave them to the care of 
market forces; we must establish some other institutions to safe­
guard them. 

All this is almost too obvious to be stated, yet it needs to be said 
because there is a widely held creed that the markets will take care 
of all our needs. It used to be called "laissez-faire" in the nineteenth 
century, but I have found a better name for it: market fundamental­
ism. Market fundamentalists hold that the public interest is best 
served when people are allowed to pursue their own interests. This 
is an appealing idea, but it is only half true. Markets are eminently 
suitable for the pursuit of private interests, but they are not 
designed to take care of the common interest. The preservation of 
the market mechanism itself is one such common interest. Market 
participants compete not to preserve competition but to win; if they 
could, they would eliminate competition. 

The protection of the common interest used to be the task of the 
nation-state. But the powers of the state have shrunk as global capi­
tal markets have expanded. When capital is free to move around, it 
can be taxed and regulated only at the risk of driving it away. Since 
capital is essential to the creation of wealth, governments must cater 
to its demands, often to the detriment of other considerations. 
Chasing away capital can do more harm than taxation and regula­
tion could bring. This point was brought home recently by the 
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spectacular failure of Oscar Lafontaine, the German finance minis­
ter, when he tried to increase the burden of taxation on business. 

In some ways that is a welcome development. Private enterprise 
is better at wealth creation than the state, and free competition on a 
global scale has led to an acceleration in productivity. Moreover, 
states often abuse their power; globalization offers a degree of indi­
vidual freedom that no state could provide. 

But there is a downside. The capacity of the state to perform the 
functions that the citizens have come to expect of it has been 
impaired. This would not be a cause for concern if free markets 
could be counted on to take care of all needs, but that is manifestly 
not the case. Some of our collective needs are almost too obvious to 
need mentioning: peace and security, law and order, human rights, 
protection of the environment, and some element of social justice. 
Market values express only what one participant is willing to pay 
another in free exchange and do not give expression to their com­
mon interests. As a result, social values can be served only by social 
and political arrangements, even if they are less efficient than mar­
kets. 

Even in the service of individual interests, the market mechanism 
has certain limitations and imperfections that market fundamental­
ists ignore. For one thing, financial markets are inherently unstable. 
The theory of perfect competition takes the supply and demand 
curves as independently given. Where the twain meet, equilibrium 
is to be found. But the assumptions upon which the concept of equi­
librium is built are rarely met in the real world. In the financial 
sphere they are unattainable. Financial markets seek to discount a 
future that is contingent on how it is discounted at present. Given 
the imperfect understanding of the participants, the outcome is 
inherently indeterminate. Thus, contrary to the idea of a self-equi­
librating mechanism, the stability of financial markets needs to be 
safeguarded by public policy. 

Unfortunately, public policy is also imperfect, and so the history 
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of financial markets is punctuated by periodic crises. Nevertheless, 
by a process of trial and error, the advanced industrial countries 
have evolved central banks and elaborate regulatory frameworks 
that have been remarkably successful in keeping instability within 
tolerable bounds. The last major breakdown in the advanced indus­
trial countries occurred in the 1930s. Countries at the periphery of 
the global capitalist system are less well situated: The financial crisis 
of 1997-1999 wrought as much havoc in some of die emerging 
markets as the Great Depression of the 1930s in the United States. 

The international financial system can no longer be regulated on 
a national basis. A set of international institutions were established 
at the end of World War IT at Bretton Woods in 1945, but they were 
designed for a world without the free movement of capital. These 
institutions have tried valiantly to adapt to changing circumstances, 
yet they have been unable to keep pace with the recent rapid growth 
of international financial markets. They failed to stem the conta­
gion. in tire international financial crisis of 1997-1999. Fortunately, 
the countries at the center of the global capitalist system remained 
unaffected (indeed, diey even benefited from the distress at the 
periphery), and the world economy has recovered sooner than 
could have been expected at the height of the crisis. This remark­
able resilience has reinforced the faith in the self-correcting capac­
ity of financial markets, and instead of strengthening the 
International Monetary Fund (IMF), its power and influence have 
been allowed to decline. This will leave the world economy more 
vulnerable in the next crisis, if and when it arises. To think that we 
shall not have another crisis is to defy history. 

The weaknesses in the international financial architecture are 
exceeded by weaknesses in the international political architecture. 
The tragedy of World War II led to the establishment of the United 
Nations (UN), designed to preserve peace and security in the 
world. Unfortunately, the design was not equal to the noble goal. 
No sooner was the United Nations born than the world broke into 

XIV 



Introduction 

two opposing camps, one led by the United States, the other by the 
Soviet Union. The two sides were locked in mortal combat, both 
military and ideological; yet each side realized that it had to respect 
the vital interests of the other, since both possessed the ability to 
destroy the other with nuclear weapons. This turned the Cold War 
into an instrument of stability based on the grim yet powerful con­
cept of mutual assured destruction (MAD). 

The MAD balance between East and West came to an end with 
the internal collapse of the Soviet empire. There was a historic 
moment when the United Nations could have started to function as 
it was originally designed, yet that opportunity was lost when the 
Western democracies failed to agree among themselves on how to 
tackle the Bosnia crisis. The system became unstable. 

The experience of two world wars has shown that a system based 
on the sovereignty of states does not assure peace and stability. 
Since sovereign states often abuse their powers, a decline in those 
powers ought to be a welcome development. Up to this point the 
current promarket, antistate sentiment is fully justified. But the 
weakening of the sovereign state ought to be matched by the 
strengthening of international institutions. This is where market 
fundamentalism, which is opposed to international authority just as 
much as to state authority, stands in the way. 

To be sure, market fundamentalism is not the only culprit; the 
enduring belief in national sovereignty is another. The United 
States is even more strongly wedded to its sovereignty than most 
other states. As the sole remaining military superpower and the 
strongest economic power, it is willing to enter into arrangements, 
such as the World Trade Organization, that open markets while 
providing some protection to vested interests, but it strenuously 
resists any infringement of its own sovereignty in other spheres. It is 
willing to interfere in the internal affairs of other countries but is 
not prepared to submit to the rules it seeks to impose on others. 

While the United States views itself as the upholder of lofty prin-
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ciples, others merely see the arrogance of power. It may be shocking 
to say, but I believe that the current unilateralist posture of the 
United States constitutes a serious threat to the peace and prosper­
ity of the world. Yet the United States could easily become a power­
ful force for the good, simply by shifting from a unilateral to a 
multilateral approach. The world needs some rules and standards of 
behavior. If the United States were prepared to abide by the rules, it 
could take the lead in establishing them. 

Unfortunately, the aversion of the United States to multilateral­
ism is not without justification. Most international institutions 
don't work well. That is because they are associations of states and, 
as Cardinal Richelieu said, states have no principles, only interests. 
This finds expression in their behavior within international organi­
zations. Whatever the faults of a state bureaucracy, they are multi­
plied in an international bureaucracy. International institutions 
such as the United Nations are ill suited to safeguard universal prin­
ciples. This can be seen in the record of the UN in protecting 
human rights. 

I believe that international institutions can be made to work bet­
ter only with the help of civil society. It may be true that states have 
no principles, but democratic states are responsive to the wishes of 
their citizens. If the citizens have principles, they can impose them 
on their governments. That is why I advocate an alliance of demo­
cratic states: It would have the active engagement of civil society to 
ensure that governments remained true to tJhe principles of the 
alliance. That is where the greatest difficulty lies. As the recent 
demonstrations in Seattle and Washington have shown, civil society 
can be mobilized in opposition to international institutions; a way 
must be found to mobilize it in their favor. 

The alliance would have two objectives: first, to strengthen inter­
national law and international institutions; second, to strengthen 
democracy within individual countries. The two goals are, of 
course, connected: The promotion of democracy must be carried 
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out by international institutions. No single state can be entrusted 
with the protection of universal principles. Whenever there is a 
conflict between universal principles and self-interest, self-interest 
is likely to prevail. This point was well understood by the Founding 
Fathers when they devised the Constitution of the United States. 

Yet it is in the interest of all democracies to foster the develop­
ment of democracies throughout the world. In today's interdepen­
dent global society most conflicts occur not between states but 
within states. Democracies cannot tolerate the large-scale violation 
of human rights, and sooner or later they are liable to be drawn into 
such conflicts, as occurred in Yugoslavia. Even if they refuse to be 
drawn in, they have to face the influx of refugees and various other 
adverse consequences. 

There is something contradictory about imposing democracy 
from the outside. The contradiction can be avoided only if the 
intervention brings benefits and is therefore voluntarily accepted. 
To the greatest possible extent, intervention ought to take the form 
of incentives and constructive engagement. 

Once a conflict has erupted, it is very difficult to deal with it. Cri­
sis prevention cannot start early enough. But in the early stages it is 
difficult to identify what will lead to a crisis. That is why the best 
way to prevent crises is to foster the development of what I call 
open societies. That is what my network of Open Society Founda­
tions has sought to do. By creating open societies, the chances of 
crises requiring outside intervention can be greatly reduced. And if 
punitive intervention becomes unavoidable it is more easily justified 
when it has been preceded by constructive engagement. 

At present we rely far too heavily on punitive measures. The only 
effective alliance of democratic states is a military alliance—the 
North Atlantic Treaty Organization (NATO). We need to comple­
ment NATO with a political alliance. Since the development of 
open society is closely associated with economic prosperity, the 
alliance must aim at affirmative action. 
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These thoughts are particularly relevant today, after the NATO 
intervention in Kosovo. I believe the intervention was necessary, 
but it must be justified by ensuring a better future for the region. 
This can be achieved only if the European Union can bring the 
countries of the region closer to one another by bringing them 
closer to Europe. This idea is now widely accepted, and it is given 
expression in the Stability Pact for Southeastern Europe. Making it 
work must be a top priority for the European Union. It is certainly a 
top priority for me. 

Going from the particular to the general, I advocate a concerted 
effort by the developed democracies to foster the development of 
democracy in the less-advanced parts of the world. It would take the 
form of technical assistance and economic incentives. Economics 
and politics cannot be separated. Amartya Sen makes a convincing 
case that development should be defined in terms of freedom, not in 
terms of gross national product.* 

The membership of the alliance would include the United States, 
the European Union, and a critical mass of democratic countries 
from the periphery of the capitalist system—otherwise the alliance 
could turn into an instrument of domination and exploitation. The 
most problematic member would be the United States, because at 
present it is unwilling to abide by the rules it seeks to impose on 
others. It has nothing to fear from the kind of alliance I have in 
mind, because such an alliance could not function without U.S. par­
ticipation; nevertheless, it would require a radical reorientation in 
U.S. policy from unilateralism to multilateralism. 

I realize that my proposal goes against the grain of market funda­
mentalism. Foreign aid has been a dismal failure in Africa and more 
recently in the Soviet Union and its successor states, and it threat­
ens to fail also with the Stability Pact. The fact that it doesn't work 
does not mean that we should abandon the idea. Rather, we must 

'Amartya Sen, Droelopment as Freedom (New York: Alfred A- Knopf, 1999). 
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examine the reasons for our failure and devise better ways. Foreign 
aid, as it is administered today, is all too often directed at satisfying 
the needs of the donors, not the needs of the recipients. I can assert, 
based on my own experiences in countries such as Russia, that out­
side assistance can be effective. 

The global capitalist system has produced a very uneven playing 
field. The gap between rich and poor is getting wider. This is dan­
gerous, because a system that does not offer some hope and benefit 
to the losers is liable to be disrupted by acts of desperation. By con­
trast, if we offer economic incentives to countries that are eager to 
take advantage of them we create a powerful tool for crisis preven­
tion. Incentives foster economic and political development; the fact 
that they can be withdrawn provides leverage that can be used 
against recalcitrant governments. 

Unfortunately, the global financial architecture that prevails 
today offers practically no support to those who are less fortunate. 
Current trends go in the opposite direction. After the recent finan­
cial crisis, tire aim has been to impose greater market discipline. But 
if markets are inherently unstable, imposing market discipline 
means imposing instability—and how much instability can societies 
tolerate? 

Now that we have global financial markets, we also need a global 
central bank and some otiier international financial institutions 
whose explicit mission is to keep financial markets on an even keel. 
But any lender-of-last-resort activity engenders some moral hazard, 
and the current battle cry of market fundamentalists is to eliminate 
moral hazard. The result is the downsizing of the IMF. Undoubt­
edly, that will reduce the danger of excessive lending to emerging 
markets, but in my opinion the next crisis is likely to come from the 
opposite direction: from inadequate capital flows to less-developed 
countries. 

The Meltzer Commission established by the United States Con­
gress recommends that die World Bank be converted from a lend-

xix 



Introduction 

ing agency to a grant-giving agency aimed at the poorest countries 
of the world. That is a splendid idea, but the way that the Meltzer 
Commission would go about it is by downsizing the World Bank 
and returning the unused capital to the shareholders in a major 
resource transfer from the poor to the rich. I believe that the 
unused capital ought to be put to more productive use by increasing 
the grant-giving and guarantee-giving activities of the Bank. But 
that is not what the Meltzer Commission has in mind. 

I would urge a similar argument with regard to the World Trade 
Organization. There is a crying need for labor standards and the 
protection of the environment. But poor countries can't afford 
these. Instead of punitive measures, there ought to be incentives 
that would enable poor countries to comply. 

An alliance of democracies could take many different forms. It 
could try to reform existing institutions such as the World Bank or 
even the UN, or it could operate more informally and address spe­
cific problem areas or problem countries. It would have a better 
chance of reforming the UN than any previous effort, exactly 
because it could operate either within the UN or outside it if the 
other member states refuse to go along. But the alliance could suc­
ceed only if its members could agree among themselves. And that 
means establishing some ground rules for a global open society. 

The term open society was first introduced by Henri Bergson in 
1932 when he published his Two Sources of Religion and Morality. 
According to Bergson, one source of ethics is tribal, the other uni­
versal. The former gives rise to closed society, the latter to open 
society. The concept was further developed by Karl Popper, who 
argued in his book Open Society and Its Enemies that open society is 
threatened by universal ideologies that claim to be in possession of 
the ultimate truth. He gave the concept of open society an episte-
mological foundation—namely, our inherently imperfect under-
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standing. Ideologies that lay claim to the ultimate truth constitute a 
threat to open society because their claim can be imposed only by 
compulsion. 

Bergson's formulation is useful in understanding ethnic conflicts 
such as those in Yugoslavia; Popper's formulation is useful in eluci­
dating the threats posed by totalitarian regimes, such as those in 
Nazi Germany and the Soviet Union. During and after World War 
II, the concept of open society could be most readily understood by-
contrasting it with closed societies based on totalitarian ideologies 
such as fascism and communism. This remained true right up to the 
collapse of the Soviet empire in 1989. 

Since then, the situation has changed. The collapse of commu­
nism did not automatically lead to the establishment of open society. 
The simple dichotomy between open and closed society is no longer 
applicable. Open society is threatened from an unexpected direc­
tion: the unbridled pursuit of self-interest. We have come to think of 
authority—in the form of a repressive government or an ideology 
that lays claim to the ultimate truth and seeks to impose itself by 
repressive measures—as the main obstacle to an open society. The 
ideology concerned can be either religious or secular in nature. Now 
it turns out that the lack of authority and the lack of social cohesion 
can be equally debilitating. The disintegration of the Soviet Union 
has shown that a weak state can also be a threat to liberty.* 

As a student after World War II, I adopted Popper's concept of 
open society with alacrity. As a Hungarian Jew who first escaped 
extermination by the Nazis by adopting a false identity and then 
escaped communism by emigrating, I learned at an early age how 
important it is what kind of social organization prevails. Popper's 
dichotomy between open and closed societies seemed to me pro­
foundly important. Not only did it illuminate die fundamental flaw 
in totalitarian ideologies but it also threw light on some basic philo-

*Stephen Holmes, "What Russia Teaches Us Now; How Weak States Threaten Freedom," 
The American Prospect (July-August 1097): 30-39. 
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sophical issues. It is his philosophy that guided me in establishing 
my network of Open Society Foundations. 

I was an active participant in the revolution that swept away the 
Soviet system, and the experience forced me to undertake a thor­
ough reconsideration of the concept of open society. That brings 
me to the philosophical aspects of the book. 

I start this book by examining the relationship between thinking 
and reality. I don't come down on the side of either realism or ideal­
ism; rather, I seek to find the balance between the two. Yes, there is 
a reality, but it is not fully accessible to our intellect. Our view of the 
world may approximate the world as it is, but it can never fully cor­
respond to it. Rather than disputing the nature of reality or the ulti­
mate truth, I take it as my starting point that our understanding of 
the world in which we live is inherently imperfect. We are part of 
die world we seek to understand, and our imperfect understanding 
plays an active role in shaping the events in which we participate. 
There is a two-way interaction between our understanding and 
these events that introduces an element of uncertainty into both. It 
ensures that we cannot base our decisions on knowledge and that 
our actions are liable to have unintended consequences. The two 
effects feed on each other. I call this two-way feedback mechanism 
reflexivity and it is the cornerstone of my conceptual framework. 

The concept of reflexivity is almost too obvious, yet it has impli­
cations that have not been generally accepted. It creates a cleavage 
between the natural and social sciences and it undermines the pos­
tulates on which economic theory has been based: rational behavior 
in general, and rational expectations in particular. It gives rise to a 
radically different interpretation of how financial markets operate 
than the one proposed by economic theory. That is one instance 
where my conceptual framework has practical implications. 

In this book I go beyond the criticism of generally accepted ideas. 
I use the concepts of fallibility and reflexivity to formulate a theory 
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of history. I interpret financial markets as a historical process and I 
use them as a laboratory for testing my theory. My experiments do 
not produce determinate results comparable to the equations that 
define the equilibrium in economic theory. This makes my inter­
pretation unacceptable to economists, but I contend that it is better 
to accept that financial markets are inherently unpredictable than to 
abide by a false theory. 

I interpret history as a reflexive process in which the participants' 
biased decisions interact with a reality that is beyond their compre­
hension. The interaction can be self-reinforcing or self-correcting. 
A self-reinforcing process cannot go on forever without running 
into limits set by reality, but it can go on long enough and far 
enough to bring about substantial changes in the real world. If and 
when it becomes unsustainable, it may then set into motion a self-
reinforcing process going in the opposite direction. Such boom-
bust sequences are clearly observable in financial markets, but their 
extent, duration, and actual course remain uncertain. 

When I try to apply the boom-bust model to history in general, 
my interpretation becomes more idiosyncratic and forced. Never­
theless, it can be illuminating, provided it is not taken too seriously. 
Unfortunately, I have not always followed my own advice, as the 
reader will see. More seriously, I try to formulate some ideas on 
how society ought to be organized. I develop the concept of open 
society, an association of free individuals respecting one another's 
rights within a framework of law.* 

Market fundamentalism is not diametrically opposed to open 
society the way totalitarian ideologies such as fascism and commu­
nism were; rather, it represents a distortion of the concept, an 
undue exaggeration of one of its aspects. That does not make it any 
less dangerous. Market fundamentalism endangers the open society 
inadvertently by misinterpreting how markets work and giving 
them an unduly dominant role. 

'Bryan iVlagee, Confessions of a Philosopher. A Personal Journey Through Western Philosophy from 
Plato to Popper (New York: Random House, 1990), p. rig. 
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Market fundamentalists believe in individual freedom, which is a 
cornerstone of open society, but they exaggerate the merits of the 
market mechanism. They believe that efficient markets assure the 
best allocation of resources and that any intervention, whether it 
comes from the state or from international institutions, is detrimen­
tal. Since market fundamentalism has become so influential, it 
today constitutes a greater threat to a global open society than com­
munism or socialism, because those ideologies have been thor­
oughly discredited. 

As an advocate of open society, I want to make it clear that I am 
not opposed to capitalism per se. The concepts of open society and 
market economy are closely linked, and global capitalism has 
brought us close to a global open society. But markets are not per­
fect. They can only cater to individual needs; taking care of social 
needs is beyond their scope. And even as the allocators of resources, 
they are less than perfect: Financial markets are inherently unstable. 
That does not mean we should abolish capitalism; rather, we should 
endeavor to correct its shortcomings. 

Communism sought to abolish the market mechanism and to 
impose collective control over all economic activities. Market fun­
damentalism seeks to abolish collective decisionmaking and to 
impose the supremacy of market values over all political and social 
values. Both extremes are wrong. We need to recognize that all 
human constructs are flawed. Perfection is beyond our reach. We 
must content ourselves with the second-best: an imperfect society 
that holds itself open to improvement. Global capitalism is badly in 
need of improvement. 

This is not a complete summary of my book. For instance, I have 
not mentioned the distinction I make between rulemaking and 
playing by the rules. But enough has been said to indicate that the 
book seeks to cover a lot of ground—perhaps too much ground. It 
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might have been more effective to concentrate on fewer points, but 
the conceptual framework does hang together and I found it diffi­
cult to make one point without the others. I regard this as a weak­
ness in the construction of the book, because in the light of my 
working hypothesis of radical fallibility, it is unlikely that all my 
points are equally persuasive. 

The weakness is not inherent in the argument, because the vari­
ous points are not logically dependent on each other; rather, it is the 
result of my personal predilection. On a personal level, this book is 
my life's work. I started working on it as a student and I have still 
not completed it. 1 am reluctant to let go of it. Many of the points I 
am making here I have made before, but I still feel I could have 
made them better. 

I have an uncle by marriage, Tamas Losonczy, who has been an 
abstract expressionist painter in Hungary all his life. Abstract 
expressionism was not allowed in Hungary until quite recently. As a 
result, he felt compelled to repeat his major themes in all his paint­
ings. This made his paintings more cluttered and complex tfian 
those of the abstract expressionist masters in the West. I feel about 
philosophy the way he feels about painting, and I'm afraid I may 
suffer from the same syndrome: I feel obliged to repeat the argu­
ments I made in previous books, because I do not sense that I got 
my points across. I may be wrong. My statement that reflexivity is 
not recognized in economic theory may have been valid in 1987, 
when I first published The Alchemy of Finance, but I have been criti­
cized by some economists who claim it is no longer valid. Yet I can 
see from their criticism that the main point of reflexivity—namely, 
that financial markets are inherently unpredictable—is still not gen­
erally accepted, since they blame me for not producing a theory that 
is capable of making valid predictions. 

The fact that I have crowded the main ideas of a lifetime into this 
book does not make for easy reading. I hope, however, that it will be 
worth the effort. On the level of public discourse, I believe I am 
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making some worthwhile contributions. Apart from the concept of 
open society and my proposal for an alliance of democracies, I 
would single out: 

• the concept of refiexivity; 

• the working hypothesis of radical fallibility; 

• die assessment of the cleavage between natural and social sci­

ences; 

• the critique of equilibrium theory in economics and the out­

lines of a new paradigm; 

• the discussion of the ways market values penetrate into areas 
where they do not properly belong; 

• die critique of market fundamentalism; 

• the concept of far-from-equilibrium situations; 

• the concept of fertile fallacies; 

• the interpretation of financial markets as a historical process in 
which outcomes diverge from expectations; 

• the distinction between rulemaking and playing by the rules 
and the proposition that in political participation (as distinct 
from market participation) we ought to be guided by our con­
ception of die common interest even if others are not; 

• die exploration of the difference between center and periphery 

in the global capitalist system; 

• the examination of the new global financial and political archi­

tecture. 

The difficulties presented by this book are compounded by the 
way it came to be written. It has its origin in an article I published in 
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the February 1997 issue oiThe Atlantic Monthly under the title "The 
Capitalist Threat." The fact that a prototypical capitalist was criti­
cal of capitalism created considerable stir, and I decided to expand 
the article into a book. As I was writing, a major international finan­
cial crisis of the kind I was warning against erupted in July 1997, 
and 1 felt I had something urgent and important to say on the sub­
ject. When Russia defaulted on its internal debt in August 1998, I 
thought the global financial system was about to come apart at the 
seams, and so I decided to rush the book into print. 

The book was published in November 1998 under the title The 
Crisis of Global Capitalism: Open Society Endangered. When the time 
came to prepare a paperback edition, I started revising it, and the 
revision soon became so substantial that it qualified as a new book. I 
make the point by publishing it under a new title. 

In retrospect, I was wrong to predict disaster, and now I have 
some egg on my face. Looking back from the perspective of 2000, it 
appears that I made two major miscalculations. One was to underes­
timate the capacity of the financial authorities to prevent a disaster 
when it threatened the center of the global capitalist system. After 
all, I was emphasizing the disparity between center and periphery. 
The fact that the Federal Reserve was successful in protecting the 
U.S. economy while the International xMonetary Fund failed to pro­
tect the economies at the periphery was a demonstration of that dis­
parity. I should have been able to anticipate it. 

The second miscalculation was to ignore the impact of the tech­
nological revolution. Clearly, it was a major factor in enabling the 
center to shake off the troubles at the periphery. There was an 
Internet boom concurrent to the bust in emerging markets. How 
could I ignore that? I was misled by the fact that similar technologi­
cal advances—railroads, electricity, telephone—had taken place in 
the nineteenth century, which was itself a period of global capital­
ism. Yet technologies caused booms and busts in those days as well. 
This was a major error in my analysis, one that I shall not be able to 
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erase without falsifying the historical record. I can, however, 
acknowledge it. 

In spite of these mistakes, I feel that there is enough validity in 
my approach to justify revising the book. For the first time in my 
life, my ideas received serious critical attention, and I have greatly 
benefited from it. Since recognizing mistakes is at the heart of my 
approach, I incorporated all of the criticisms that I considered valid. 
I also shifted the emphasis from the financial to the political. The 
Crisis of Global Capitalism attracted attention mainly for what I had 
to say about the financial crisis. This is understandable in view of 
the then-prevailing conditions and my notoriety as a financial spec­
ulator. My discussion of what I call the "nonmarket sector" elicited 
much less response. As I was revising the book, I felt a great sense of 
urgency to elaborate my ideas on the global political and security 
architectures in much greater depth. 

The revision posed a problem: If I revised my original analysis of 
the crisis of 1997-[999, I would falsify the historical record. 
Accordingly, in that part of the book which deals with the crisis of 
1997-1999, I decided to leave the original text intact and indicate 
where I had made revisions. This solution has made the structure of 
the book more cumbersome. 

To make up for this, I should like to provide a simplified road 
map. In Chapter 1 I begin with reflexivity and fallibility. This leads 
me to a discussion of scientific method in Chapter 2. 

In Chapter 3 I test the validity? and relevance of reflexivity in the 
laboratory of the financial markets, relying largely on material 
drawn from my previous book, The Alchemy of Finance. 

In Chapter 4 I try to develop a theory of history based on the 
reflexive relationship between participants' thinking and the events 
in which they participate. Fallibility renders equilibrium impossi­
ble, leaving three possibilities: the near-equilibrium of open society; 
the static disequilibrium of closed society, and the dynamic disequi­
librium of revolutionary regime change. This leads to a discussion 
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of open society as an ideal in Chapter 5. In Chapter 6 I tackle the 
problem of social values and introduce the distinction between rule­
making and playing by the rules. This completes the theoretical 
framework. 

Part II applies the theoretical framework to the present moment 
in history. But time does not stand still. As I mentioned earlier, I had 
started writing The Crisis of Global Capitalism before the financial 
crisis of 1997-1999 erupted; I rushed the book into print just as the 
crisis climaxed and have thoroughly rethought and revised it since 
then: All this is reflected in the text. Chapter 7 provides an analyti­
cal overview of the global capitalist system. Chapter 8 addresses the 
financial crisis of 1997-1999. Chapter 9 reviews the failure of Rus­
sia to make the transition from closed to open society. Chapter 10 
examines the global financial architecture and makes some sugges­
tions regarding possible improvements. Chapter 11 addresses the 
global political architecture in the context of a test case: the disinte­
gration of Yugoslavia. And Chapter 12 examines the prospects for a 
global open society. 

For the sake of historical accuracy, I kept the text of Chapters 7 
and 8 largely unchanged, pointing out where my views have 
changed. The remaining chapters express my current views. 

Where the text has remained the same, it is because I could not 
improve on it. I remain open to criticism, however, and am ready to 
make further revisions. 1 should have liked to continue working on 
the book, but in the end another deadline loomed and I have had to 
rush it into print once again. As I said before, I consider this book 
my life's work and I shall continue working on it as long as I am 
alive. 

i t - i i ' d t 
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C H A P T E R 1 
Thinking and Reality 

T
he concept of open society is based on the recognition 
that our understanding of the world is inherently imper­
fect. Those who claim to be in possession of the ultimate 
truth are making a false claim, and they can enforce it 

only by imposing their views on those who differ. The result of 
such intimidation is a closed society, in which freedom of thought 
and expression is suppressed. By contrast, if we recognize our falli­
bility, we can gain a better understanding of reality without ever 
attaining perfect knowledge. Acting on that understanding, we can 
create a society that is open to never-ending improvement. Open 
society falls short of perfection, but it has the great merit of assur­
ing freedom of thought and speech and giving ample scope to 
experimentation and creativity. 

To explain the concept of open society, I must begin with the 
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relationship between thinking and reality, particularly as it relates to 
social affairs. I need to show what it is that renders our understand­
ing inherently imperfect. Knowledge is not beyond our reach, but 
when it comes to situations in which we are active participants we 
cannot base our decisions on knowledge alone. Knowledge relates 
to facts, but the events to which our decisions relate are not facts. 
They lie in the future and they are contingent on our decisions in 
the present. Even after they have occurred, they are different from 
the facts that form the subject matter of natural science because 
they will have been influenced by what we think. What we think is 
part of what we have to think about; that is the source of our diffi­
culties. 

The relationship between thinking and reality is a subject that 
has preoccupied philosophers since the beginning of philosophy, 
but it is still not properly understood. It is in the nature of philo­
sophical questions that they do not have final, incontrovertible 
answers, or, more exactly, that every answer raises new questions. I 
cannot expect to do any better, yet I feel I have something impor­
tant to say. 

The central point I want to make is that the relationship between 
thinking and reality is reflexive—that is, what we think has a way of 
affecting what we think about. Obviously, this is not true of every 
aspect of reality. Natural phenomena follow their course irrespec­
tive of what we think. It is only in the social sphere that reflexivity is 
relevant, but that is the subject that interests us here. I shall try to 
show that reflexivity introduces an element of uncertainty both into 
the participants' understanding and into the events in which they 
participate. Reflexivity is not the only source of uncertainty, either 
in our thinking or in reality, but when it occurs, it constitutes an 
additional source of uncertainty. 

I enter the discussion with trepidation. Philosophical arguments 
tend to be never-ending, and reflexivity, in particular, rests on a cir­
cular argument: The participants' understanding is imperfect be-
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cause their imperfect understanding introduces an unpredictable 
element into the situation in which they participate. I also have 
some personal difficulties in dealing with the subject. Once, in the 
early 1960s, I spent three years exploring it until one day I could not 
understand what I had written the day before and decided to quit. 
Now I am reentering the same arena. I have been fortified by my 
success in applying my conceptual framework in the real world. 

The Correspondence Theory of Truth 

In order to attain knowledge, it is necessary to distinguish 
between thinking and reality. Knowledge consists of true state­
ments and, according to the correspondence theory of truth, state­
ments are true if, and only if, they correspond to the facts. To be 
able to determine whether statements are true, the facts must be 
independent of the statements that refer to them; there must be a 
watertight separation between statements and facts: facts on one 
side, statements on the other. The facts can then serve as die crite­
rion by which the truth of statements are judged. 

It does not follow, however, that the facts are always separate and 
independent of the statements that relate to them. All that has been 
asserted is that the separation is necessary for the acquisition of 
knowledge. Sometimes the necessary separation prevails, at other 
times not; in the latter case, the participants' understanding falls 
short of knowledge. 

In primitive societies, people fail to distinguish between their 
own thoughts and the world to which those thoughts relate. They 
form beliefs that are treated as reality. For instance, they endow 
objects with spirits and they accept the existence of those spirits. 
Once the distinction between thinking and reality is recognized, 
this view of the world can be seen to be false. True statements can 
be distinguished from false ones and the way is opened to tbe devel-
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opment of knowledge. Animism and primitive religion lose their 
appeal; philosophy and science come into their own. 

When philosophers started to discuss the relationship between 
thinking and reality, their main concerns were to establish the 
nature and existence of reality (ontology) and to explain how it can 
be known (epistemology). This led them to think in terms of a one-
directional relationship in which reason is actively seeking for 
knowledge while reality is passively waiting to be discovered. This 
way of looking at the relationship was reinforced by the success of 
science. Scientific method has gone to great lengths to protect the 
subject matter from getting contaminated by the thoughts and 
actions of the scientific observers. 

But the relationship between thinking and reality is not a one-way 
street. Situations that have thinking participants do not inertly wait 
to be studied; they are actively shaped by the participants' decisions. 

There are, of course, events that occur independently of what 
anybody thinks; these phenomena, such as the movement of plan­
ets, form the subject matter of natural science. Here thinking plays 
the simple, one-way role assigned to it: It serves to understand real­
ity. Scientific statements may or may not correspond to the facts of 
the physical world, but in either case the facts are separate and inde­
pendent of the statements that refer to them. That is why the nat­
ural sciences have been able to produce such impressive results. 

Social events are different, for they have thinking participants. 
Here the relationship between thinking and reality is more compli­
cated. Our thinking guides us in our actions, and our actions have 
an impact on what happens. Where many different people are 
involved, it cannot be assumed that everyone facing the same situa­
tion will think alike. The outcome is a fact, but it does not qualify as 
an independent criterion by which the truth or validity of the par­
ticipants' thinking can be judged, because it is contingent on what 
the participants think and do. In the absence of an independent cri­
terion, the participants' thinking cannot qualify as knowledge. Even 

6 



Thinking and Reality 

if there is a correspondence between what the participants think 
and what actually happens, it may have been brought about by the 
impact of the participants' decisions; therefore, the correspondence 
does not provide the kind of evidence about the truth of statements 
that would be available if statements and facts were truly indepen­
dent of one another. Instead of the one-way relationship that is the 
basis of knowledge, thinking plays a dual role. 

On the one hand, the thinking participants seek to understand 
the situation in which they participate. I call this the passive or cog­
nitive function. On the other hand, they participate in the situation 
that they seek to understand. I call this the active or participating 
function. Instead of a one-way street, there is a two-way interaction 
between the participants and the situation. The two functions work 
in the opposite direction, and they may come in conflict with each 
other. The independent variable of one function is the dependent 
variable of the other. If both functions connect the same variables at 
the same time, one function may deprive the other of an indepen­
dent variable. The interference introduces an element of indetermi­
nacy into both functions that would be absent if the two functions 
operated independently of each other. That is what I call reflexivity. 
I have taken the word from French grammar, which calls a verb 
reflexive when its subject and object are the same, as inje me lave (I 
wash myself). 

The Theory of Reflexivity 

Reflexivity can be stated in the form of two recursive functions: 

x =f (y) cognitive function 
y = 6 (x) participating function 

where x represents the participants' view of the situationy. Both 
functions have some value so that x cannot be identical with y. 
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Moreover, both functions involve the passage of time, which we can 
denote using the notation xtv xt2 andj^j iy t r 

Each function on its own would yield a determinate result: In the 
case of the cognitive function, the situation would determine the 
participants' views; in the case of the participating function, the par­
ticipants' views, translated into action, would determine the out­
come. But neither function operates in splendid isolation. The 
independent variable of one function—y in the case of /and x in the 
case of o—is die dependent variable of the other function. In terms 
of our notation, 

y t 2 = / t 5 y t i l a n d 

x u = 6[fx t I] . 

As long as the two functions have a value other than i and both 
functions are operating, neither the participants' views nor the 
actual state of affairs remains the same with the passage of time and 
neither is determined by what preceded it. Both functions yield 
indeterminate results, and the element of indeterminacy in one 
function can be attributed to its dependence on the other. 

This is, of course, a simplified presentation. Most situations have 
more than one participant, so that instead of simply x we ought to 
list i - j „ " And the situation itself contains many variables 
besides simply the participants' actions, so that the formula ought 
to read 

y = a,b,c... o(xlzh / ) . 

But that does not change the basic argument: When the two 
functions connect die same variables at die same time, their interac­
tion introduces an element of uncertainty into both. The partici­
pants' views cannot be determined by the situation because the 
situation is contingent on the participants' views, and the situation 
cannot be determined by the participants' decisions because the 
participants act on the basis of inadequate knowledge. There is a 
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lack of correspondence between the participants' views and the actual 
state of affairs on the one hand and the participants' intentions and 
the actual outcome on the other. 

Reflexivity operates within a rather narrow range. Reality con­
tains vast areas that are not affected by die participants' thinking, 
and people's thinking relates to many subjects other than the situa­
tion in which they participate: They can dream, indulge in fantasies, 
or become immersed in philosophical speculations or scientific 
investigations. Moreover, reflexivity is not the only source of uncer­
tainty, either in reality or in the participants' thinking, but witliin the 
narrow range where it operates, it is an additional source of uncer­
tainty. That narrow range happens to be particularly important to us 
as thinking participants, because that is where we live our lives. 

Participant Versus Observer 

It is worthwhile to contrast the position of the participant with 
that of a natural scientist. This is not a comparison that is normally 
made, but in this case it will be illuminating. Natural scientists think 
about a universe that is independent of their thinking. Their state­
ments belong to one universe, the facts to which they refer to 
another. Only a one-way correspondence between statements and 
facts is possible. 

That is the key characteristic that renders the facts suitable to 
serve as the criterion by which the truth or validity of scientific 
statements can be judged. It also renders the facts immune to being 
manipulated by making statements about them. If the scientist 
wants to successfully manipulate reality, she must first gain knowl­
edge of it. 

Not so in the case of thinking participants. They can manipulate 
reality more directly by formulating ideas and arguments that will 
influence their own and other participants' decisions. These ideas 
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need not correspond to the facts of the situation; indeed, they can­
not do so because of the lack of correspondence that characterizes 
the participants' thinking. Nevertheless, they will make an impact 
on the situation—although, on account of their imperfect under­
standing, the outcome is liable to diverge from expectations. There 
is a two-way feedback mechanism at work that leaves neither the 
participants' views nor the actual course of events unaffected. A 
process that changes both thinking and reality qualifies as historical. 

A Historical Process 

The two-way feedback mechanism does not necessarily give rise 
to a historical process. It merely has the potential to do so. There 
are many cases in which the outcome does not diverge from expec­
tations or the divergence does not trigger a change in the partici­
pants' expectations. But obviously those cases that set in motion a 
dynamic process are more interesting. 

The key to understanding such dynamics is to be found in the 
element of judgment or bias that the participants must bring to bear 
on their decisions. We have seen that they cannot do without intro­
ducing such a bias. In turn, the divergence between outcomes and 
expectations is liable to affect the bias. The feedback can then be 
positive or negative. A positive feedback would reinforce the initial 
bias, which may in turn produce further positive feedback, but the 
process cannot continue indefinitely because eventually the bias is 
bound to become so pronounced that reality cannot possibly live up 
to expectations. 

Different participants have different biases, but in many situa­
tions—particularly in financial markets—it is possible to speak of a 
"prevailing" bias. Initially, the outcome may validate the prevailing 
bias, but as tlie bias becomes more exaggerated its ability to influ­
ence the course of events may no longer be sufficient to ensure diat 
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outcomes reinforce expectations. As the gap between outcomes and 
expectations grows, the prevailing bias becomes increasingly diffi­
cult to maintain. If and when the participants question or abandon 
their bias, a self-reinforcing process may be set in motion in the 
opposite direction. The more a prevailing bias depends on a self-
validating process and the greater the gap between outcomes and 
expectations, the greater the probability that such a reversal will 
occur. I shall give some examples of reflexivity in financial markets 
in Chapter 3. 

The reflexive process unfolds over time. At a given moment, 
people are guided by one set of expectations that through their 
decisions leads to certain outcomes; die outcomes may alter peo­
ples' expectations, which may alter the next set of decisions creating 
new outcomes, and so on, but the interaction takes time. 

It may be argued that the cognitive and participating functions 
do not really interfere with each other because they are insulated 
from each other by the passage of time. At any moment the partici­
pants' bias is given; it is only at the subsequent moment that it can 
be affected by an unexpected outcome. 

This argument is invalidated by the fact that the participants' 
thinking is not confined to events in the outside world and changes 
in their thinking are not necessarily triggered by outside events. 
Especially when people think about themselves or one another, the 
two functions operate simultaneously. Consider statements such as 
"I love you" or "He is my enemy." These statements affect the per­
son to whom they are addressed at the time they are uttered. When 
a person alters her self-perception, the effect is even more instanta­
neous. The insulation provided by the passage of time is missing, 
and there is a genuine short circuit between the two functions. 
When people change their mind, they also change their behavior, 
and the change is not determined by external circumstances. 

When such a change occurs, it affects the participants' thinking 
directly but die outside world only indirectly. The effect of reflexiv-
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ity in shaping the participants' self-image, their values, and their 
expectations is much more pervasive than its effect on the course of 
events. To a large extent, peoples' identity and character are built in 
a reflexive fashion. The initially self-reinforcing but eventually self-
defeating sequence I described earlier occurs less frequently, but 
when it occurs it takes on historic significance. 

The genuine uncertainty in the participants' view of themselves 
or one another also introduces an element of uncertainty into the 
course of events. Take marriage: It has two thinking participants, 
but their thinking is not directed at a reality that is separate and 
independent of what they think and feel. One partner's thoughts 
and feelings affect the behavior of the other, and vice versa. Both 
feelings and behavior can change out of all recognition as the mar­
riage evolves. 

Even when thinking is directed at events in the outside world, 
those events do not actually have to occur for the participants' 
diinking to change. Consider the financial markets: The essence of 
investment decisions is to anticipate, or "discount," the future. But 
the future is uncertain because the price investors are willing to pay 
for a stock today may influence the fortunes of the company in 
many different ways. In other words, changes in current expecta­
tions can affect the future they discount. This renders prices in 
financial markets genuinely uncertain. 

Not all social phenomena qualify as reflexive, but most historical 
processes do. Indeed, it could be argued that it is reflexivity that 
renders events truly historic. We can distinguish between hum­
drum, everyday events, where the two functions do not interact 
with each other in any significant way, and historic events, where 
they do. To take an example: Driving to work is a humdrum event, 
but Nikita Khrushchev's speech to the Twentieth Congress of the 
Communist Party of the Soviet Union was a historic one. A truly 
historic event does not just change the world; it also changes our 
understanding of the world—and that new understanding, in turn, 
has a new and unpredictable impact on the course of events. 
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The distinction between humdrum and historic events is, of 
course, tautological, but tautologies can be illuminating. Party con­
gresses in the Soviet Union were rather humdrum, predictable 
affairs, but Khrushchev's speech to the Twentieth Congress wras dif­
ferent. By exposing and repudiating Stalin's crimes, Khrushchev 
changed people's perceptions, and even if the communist regime 
did not change immediately, the speech had unpredictable conse­
quences: The outlook of those at the forefront of glasnost three 
decades later had been shaped in their youth by Khrushchev's reve­
lations. 

Indeterminacy 

Although it is perhaps an obvious point, it needs to be empha­
sized that the element of uncertainty I speak about is not produced 
by reflexivity on its own; reflexivity must be accompanied by imperfect 
understanding. If by some fluke people were endowed with perfect 
knowledge, the interaction between their thoughts and the outside 
world could be ignored. The outcome of their actions would per­
fectly correspond to dieir expectations because the true state of the 
world would be perfectly reflected in their views. Similarly, if the 
participants' thinking were fully determined by external circum­
stances or internal impulses, the element of uncertainty would be 
eliminated. This state of affairs is unrealistic, yet it has been seri­
ously proposed. Karl Marx claimed that the material conditions of 
production determined the ideological superstructure; Sigmund 
Freud claimed that human behavior was dictated by the uncon­
scious; and classical economic theory was based on the assumption 
of perfect knowledge. In each case, the impulse was the same: to 
provide a scientific explanation of human behavior. In accordance 
with the standards prevailing in the nineteenth century, the explana­
tion had to be deterministic in order to qualify as scientific. 
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Reflexivity in Context 

The concept of reflexivity is so fundamental that it would be hard 
to believe that I am the first to discover it. Indeed, I am not. Reflex­
ivity is merely a new label for the two-way interaction between 
thinking and reality that is deeply ingrained in our common sense. 
If we look outside the realm of social science, we find a widespread 
awareness of reflexivity. The utterances of the Delphic oracle were 
reflexive, and so were Greek dramas, in the sense that prophecies 
were validated by the impact they made. 

Even in social science, there were occasional acknowledgments: 
Machiavelli introduced an element of indeterminacy into his analy­
sis and called it fate; Robert Merton drew attention to self-fulfilling 
prophecies and the bandwagon effect; and a concept akin to reflexiv­
ity was introduced into sociology by Alfred Schutz under the name 
"intersubjectivity." Sociologists such as Anthony Giddens have been 
using the term reflexivity in very much the same sense as I do. 

More recently, a whole new science, evolutionary systems theory, 
has grown up to study the two-way interaction between predator 
and prey, or more generally between participant and environment. 
The participant is not necessarily human and its behavior is not 
necessarily guided by imperfect understanding, but the relationship 
is similar insofar as it involves a two-way interaction. Evolutionary 
systems theory has developed algorithms for studying the relation­
ship. Game theory has also become evolutionary. It started out with 
the assumption of rationality, but the assumption was gradually 
abandoned and the study of rational behavior was replaced by that 
of "adaptive behavior." Reflexivity is no longer a stranger even to 
economic theory. 

These are relatively recent developments. It is easy to forget that 
until recently social scientists, particularly economists, have gone 
out of their way to banish reflexivity from their subject matter. Why 
that should be so will be discussed in Chapter 3. 
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I started thinking in terms of reflexivity nearly fifty years ago. It 
may be interesting to recall how I arrived at the idea. It was through die 
footnotes of Karl Popper's Open Society and Its Enemies. These foot­
notes dealt with the problem of self-reference. Self-reference is only 
distantly related to reflexivity. Self-reference is a property of state­
ments; it belongs entirely in the realm of thinking. Reflexivity con­
nects thinking with reality; it belongs to both realms. But the two 
concepts have something in common: an element of indeterminacy. 

The fact that statements may affect the subject matter to which 
they refer was first established by Epimenides die Cretan when he 
posed the paradox of the liar. Cretans always lie, he said, and by say­
ing it he brought into question the truth of his statement. Being a 
Cretan, if the meaning of what he said was true, then his statement 
had to be false; conversely, if his statement was true, then the mean­
ing it conveyed would have to be false.* 

The paradox of the liar was for the longest time treated as an 
intellectual curiosity and was neglected because it interfered with 
the otherwise successful pursuit of truth. Truth was defined as the 
correspondence of statements to external facts. The so-called cor­
respondence theory of truth came to be generally accepted at the 
beginning of the twentieth century. That was a time when the study 
of facts yielded impressive results and science enjoyed widespread 
admiration. 

Emboldened by the success of science, Bertrand Russell tackled 
the paradox of the liar head-on. His solution was to distinguish 
between two classes of statements: a class that included statements 
that referred to themselves, and a class that excluded such state­
ments. Only statements belonging to the latter class could be con­
sidered well formed in the sense of having a determinate truth 
value. In the case of self-referent statements, it may not be possible 
to establish whether they are true or false. 

*The paradox of the liar can be interpreted as a case of negative feedback. If the question (that 
is, whether Epimenides' statement is true) is fed into a computer, the answer is "No, Yes, No, 
Yes, No, Yes" in an infinite series. 
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Logical positivists carried Bertrand Russell's argument to its logi­
cal conclusion and declared that statements whose truth value can­
not be determined either by empirical facts or by their logical form 
are meaningless. Remember, that was a time when science was pro­
viding deterministic explanations for an ever-expanding range of 
phenomena while philosophy had become ever more removed from 
reality. Logical positivism was a dogma that outlawed metaphysics 
and exalted scientific knowledge as the sole form of understanding 
worthy of tiie name. "Those who have understood my argument," 
said Ludwig Wittgenstein in the conclusion of his Tractates Logico-
Philosophicus, "must realize that everything I have said in the book is 
meaningless." It seemed to be the end of the road for metaphysical 
speculations and die total victory of the fact-based, deterministic 
knowledge that characterized science. 

Soon thereafter, however, the tide turned. Wittgenstein realized 
that his judgment had been too severe, and he embarked on the 
analysis of everyday language. Meanwhile, even natural science was 
becoming less deterministic. It encountered boundaries beyond 
which observations could not be kept apart from their subject mat­
ter. Scientists managed to penetrate the barrier, first with Einstein's 
theory of relativity, then withi Heisenberg's uncertainty principle. 
More recently, investigators using evolutionary systems theory 
started exploring complex physical phenomena whose course can­
not be determined by timelessly valid laws. Events follow an irre­
versible path in which even slight disturbances become magnified 
with the passage of time. Chaos theory was built on this recognition 
and was able to shed light on many complex phenomena, such as 
the weather, that had previously proved impervious to scientific 
treatment. These advances have made the idea of a path-dependent 
rather than deterministic universe, where events follow a unique, 
irreversible course, more acceptable. Gradually the idea has made 
its way into the social sciences, where it really belongs because it 
characterizes the path that reflexive phenomena follow. 
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I started to apply the concept of reflexivity to the understanding 
of social affairs, and particularly of financial markets, in the early 
1960s before evolutionary systems theory was born. By introducing 
the concept, I was hoping to set logical positivism on its head. Logi­
cal positivism outlawed self-referent statements as meaningless. I 
claimed that statements whose truth value is indeterminate are, far 
from being meaningless, even more significant than statements 
whose truth value is known. The latter constitute knowledge: They 
help us understand the world as it is. But the former—expressions 
of our inherently imperfect understanding—help to shape the 
world in which we live. 

At the time I reached this conclusion, I considered it a great 
insight. The concept of reflexivity and the uncertainty associated 
with it seemed to fly in the face of the generally accepted wisdom. 
Even as physics was abandoning a deterministic point of view, the 
social sciences in general and economics in particular were desper­
ately clinging to it. 

How times have changed! Logical positivism has fallen out of 
favor to such an extent that I feel as if I were beating a dead horse. 
Evolutionary systems theory has made great inroads not only in the 
physical and biological sciences but also in the social sciences. 
While rational expectations and rational choice are still going 
strong, many economists have abandoned the assumption of ratio­
nality and begun to explore alternative ways of looking at economic 
behavior. 

As one would expect in a reflexive world, the changes have not 
been confined to thinking; they have also affected reality. In a way, 
the computer has breached the separation between thinking and 
reality, because the contents and the operating instructions are con­
tained in the same message. This has spawned a new way of looking 
at the world in which thinking and reality are interactive rather than 
forming separate categories. It has also revealed the importance of 
information. Many aspects of reality, such as organic growth, that 
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were previously interpreted in terms of energy could be understood 
much better in terms of information. Previously nonexistent forms 
of information and communication, such as computer imaging, 
biotechnology, die decoding of the human genome, the Internet, 
and various forms of virtual reality, play an increasingly important 
role in our lives. 

The idea that reality is somehow separate and independent from 
thinking has become outmoded. This change in the perception of 
reality has accelerated in recent years to the point where it amounts 
to a veritable revolution. Feedback and refiexivity are recognized as 
real-life phenomena. Refiexivity may not be acknowledged as a con­
cept, but that may no longer be due to the fact that it contradicts the 
prevailing wisdom; rather, it may be ignored because it has become 
too obvious. 

This revolutionary transformation has caught me somewhat 
unprepared. That is understandable: It is the characteristic of revo­
lutions that the rate of change outpaces our comprehension. If I 
started afresh, I would probably not feel the need to dwell on the 
concept of refiexivity and its affinity to self-reference. But I believe 
there is something to be gained from my approach: People today 
may be willing to take refiexivity for granted, but they may not be 
fully aware of all its implications. And I may not be the only one 
who finds it difficult to adjust to the radical shift in attitudes. In fact, 
most people may not be aware that a radical transformation has 
occurred—the young because they have little understanding of how 
people thought fifty years ago, the old because tliey have failed to 
adjust their thinking and so feel perplexed by the current environ­
ment. 

We forget that logical positivism was very influential earlier in 
this century; it effectively outlawed refiexivity by declaring that 
statements whose trutJi value cannot be unequivocally determined 
are meaningless. It is worth remembering this, because it reminds 
us how poorly the limitations of our understanding were under-
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stood. We all know that we are fallible, yet we do not really under­
stand why. It is the fact that we are participants that limits our pow­
ers as observers. We cannot avoid relying on beliefs that can affect 
their own validity, and we cannot attain the kind of certainty that is 
available in those areas where the truth can be established on the 
basis of the facts. Take death and dying: We can study it scientifi­
cally, but when it comes to our own death, science does not provide 
the answer; we must make up our own. 

There are many ways to reconcile being observer and participant 
at the same time, but none is entirely satisfactory. Logical posi­
tivism has done this by outlawing self-referent statements and in so 
doing has simply sidestepped the quandary of being a thinking par­
ticipant. Logical positivism has merely carried the Enlightenment 
idea of reason as something separate from reality to its logical con­
clusion. "I think, therefore I am," Descartes said. The Enlighten­
ment idea that reason is capable of explaining and predicting reality 
remains deeply ingrained in our way of thinking. In economics, for 
instance, it is embedded in the theory of perfect competition and 
rational expectations diat, as we shall see, provide the scientific jus­
tification for the prevailing creed of market fundamentalism. 
Expectations cannot be rational when they relate to something that 
is contingent on itself. The concept of equilibrium in economics is 
based on the old-fashioned perception of reality and reason as sepa­
rate categories. 

Currently, the cutting edge of intellectual fashion has swung to 
the opposite extreme: The deconstruction of reality into the subjec­
tive views and prejudices of the participants has become all the rage 
in the humanities. The very basis upon which differing views can be 
judged—namely, the objective truth—is being questioned. I have 
little sympathy with those who seek to deconstruct reality. I con­
sider this other extreme equally misguided, and the concept of 
reflexivity should help me to make my point. 

Reflexivity is based on the recognition that there is a reality and 
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we are part of that reality: That is why our understanding is inher­
ently imperfect. Reality is unique and uniquely important. It cannot 
be reduced or broken down into die views and beliefs of the partici­
pants, exactly because there is a lack of correspondence between what 
people think and what actually happens. In other words, diere is 
more to reality tiian the participants' views. 

The lack of correspondence also thwarts the prediction of events 
on the basis of universally valid generalizations. There is a reality, 
even if it is unpredictable. This may be difficult to accept, but it is 
futile, even downright dangerous, to deny it—as any participant in 
the financial markets who has lost money can testify. Markets rarely 
gratify one's expectations, yet their verdict is real enough to cause 
anguish and loss—and there is no appeal. 

It may strike readers as strange that I should present financial 
markets as an example of reality; to most people they seem unreal. 
But that only goes to show that our understanding of reality is 
somehow warped. We think of reality as something independent of 
human foibles, whereas our imperfect understanding is very much 
part of reality. Financial markets reflect the biased views of the par­
ticipants; they also play an important role in shaping die course of 
events. The course of events cannot be understood simply by study­
ing the participants' views; we must also study how the actual course 
of events differs from those views. Otherwise we would leave out of 
account the divergence between expectations and outcomes—and 
that would be a significant distortion of reality. 

I seek to reconcile the contradictions inherent in being partici­
pant and observer at the same time by taking our fallibility as my 
starting point. To rephrase Descartes, / am part of the world I seek to 
understand, therefore my understanding is inherently imperfect. This 
applies with particular force to those aspects of reality that have 
thinking participants. It renders botii our understanding and the 
course of events uncertain. Since the uncertainty cannot be 
removed, we had better take it as our starting point. Doing so does 
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not rule out speculating either on the nature of reality or on the 
nature of knowledge, but it offers a firmer basis for understanding 
the world in which we live dian either on its own. And it will lead to the 
concept of open society as a desirable form of social organization. 

While we have become familiar with reflexivity as a phenome­
non, we have not yet learned to appreciate its implications. We 
must recognize that reality is not something separate and indepen­
dent of our thinking. Perfect knowledge is unattainable, but even 
with our imperfect understanding we are capable of having an 
impact on the world in which we live. We should remember, how­
ever, that our fallibility is liable to create a gap between intentions 
and outcomes. Instead of the futile pursuit of the perfect design— 
whether in the form of communism or in the form of markets that 
tend toward equilibrium—we should content ourselves with the 
next best thing: a society tiiat holds itself open to change and 
improvement. That is the concept of open society. 

A Reflexive Concept of Truth 

Logical positivism sought to outlaw self-referential statements as 
meaningless. The scheme is eminently suitable to a universe that is 
separate and independent of the statements that refer to it, but it is 
quite inadequate for understanding the world of thinking agents. 

It was always possible to attack the logical positivist position at 
the margin by conjuring up certain statements whose truth value 
was indeterminate—for instance, "The present king of France is 
bald." But such statements are either nonsensical or contrived; 
either way, we can live without them. By contrast, reflexive state­
ments are indispensable to a proper understanding of human affairs. 
We cannot do without reflexive statements because we cannot avoid 
decisions that have a bearing on our fate; and we cannot reach those 
decisions without relying on theories and predictions that can affect 
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the subject matter to which they refer. To ignore our use of reflexive 
statements when we all do use them, or to force them into the cate­
gories of "true" and "false," misinterprets the role of thinking in 
human affairs. Instead of categorizing statements solely as true or 
false, it may be useful to introduce a third category: reflexive state­
ments whose truth value is contingent on their impact. 

All value statements are reflexive in character: "Blessed are the 
poor, for theirs is the kingdom of heaven." If this statement is 
believed, then the poor may indeed be blessed with the ability to 
ignore their travails in this world but they will be less motivated to 
get themselves out of their misery. By the same token, if the poor 
are held to be guilty of their own misery, then they are less likely to 
receive any relief and will have less reason to consider themselves 
blessed. Most generalizations about history and society are similarly 
reflexive in character: "The proletarians of the world have nothing 
to lose but their chains" or "The common interest is best served by 
allowing people to pursue their own interests." It may be appropri­
ate to assert that such statements have no determinate truth value, 
but it would be misleading (and historically it has been very danger­
ous) to treat them as meaningless. To the extent they are believed, 
they affect the situation to which they refer. 

I am not claiming that a third category of truth is indispensable 
for dealing with reflexive phenomena. The time-hallowed distinc­
tion between true and false may suffice, provided we recognize that 
statements need not be true or false in order to be meaningful. Pre­
dictions relating to singular events are true or false depending on 
whether or not they come to pass. It is only when it comes to pre­
dictive theories that the uncertainty connected with reflexivity comes 
into play. Perhaps it is best dealt with at the level of theories rather 
than at the level of statements. The crucial point is that in reflexive 
situations the facts do not necessarily provide an independent crite­
rion by which the truth or validity of our theories can be judged. 
We have come to treat correspondence as the hallmark of truth. But 
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correspondence can be brought about in two ways: either by mak­
ing statements that correspond to the facts, or by making facts cor­
respond to the statements. Only in the first case is correspondence 
the guarantor of truth; in the second case the correspondence may 
bear testimony to the impact of a belief rather than to its truth or 
validity. This caveat applies to most political pronouncements and 
many social theories. Instead of being true or false, tbey are contin­
gent on being believed. 

I hardly need emphasize the profound significance of this propo­
sition: Nothing is more fundamental to our thinking than our con­
cept of truth. We are accustomed to thinking about situations that 
have thinking participants in the same way as we do about natural 
phenomena, but the relationship between facts and statements is 
different: Instead of a one-way street, we find a two-way feedback 
mechanism—reflexivity. Therefore we must thoroughly revise the 
way we think about the world of human and social affairs. 

An Interactive View of the World 

In the social realm we may draw a distinction between statements 
and facts, between thoughts and reality, but we must recognize that 
this distinction has been introduced by us in an attempt to make 
sense of the world in which we live; it does not prevail in that world. 
Our thinking belongs in the same universe that we are thinking 
about. This gives rise to innumerable difficulties that are absent 
when dealing with aspects of reality where thinking and reality can 
be separated into watertight compartments (as in natural science). 
Instead of separate categories, we must treat thinking as part of 
reality. Incidentally, similar difficulties arise when we try to com­
prehend reality as a whole (because we are part of it), but that is not 
the primary focus of the current discussion. 

It is impossible to form a picture of the world in which we live 
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without distortion. In a literal sense, when the human eye forms a 
visual image we have a blind spot where the optic nerve is attached 
to the nerve stem. The image made in our brain replicates the out­
side world remarkably well, and we can even fill in the blind spot by 
extrapolating from the rest of the picture, though we cannot actu­
ally see what is in the area covered by the blind spot. This is a useful 
metaphor for the problem we confront. The fact that I rely on a 
metaphor to explain the problem is perhaps an even better 
metaphor. 

The world in which we live is extremely complicated. To form a 
view of the world that can serve as a basis for decisions, we must 
simplify. Using generalizations, metaphors, analogies, comparisons, 
dichotomies, and other mental constructs serves to introduce some 
order into an otherwise confusing universe. But every mental con­
struct to some extent distorts what it represents, and every distor­
tion adds something to the world that we need to understand. Ideas 
have a way of taking on a life of their own. I shall give a practical 
demonstration of this in connection with the concept of open soci­
ety (see Chapter 5). The more we think, the more we have to think 
about. That is because reality is not a given. It is formed in the same 
process as the participants' thinking: The more complex the think­
ing, the more complicated reality becomes. Thinking can never 
quite catch up with reality, for reality is always richer than our com­
prehension. Reality has the power to surprise thinkers, and thinking 
has the power to create reality. 

This point was brought home to me by Godel's theorem. Godel 
proved mathematically that there are always more laws in mathe­
matics than the ones that can be proved mathematically. The tech­
nique he used was to denote the laws of mathematics by so-called 
Godel numbers. Since the number of integers is infinite, it is always 
possible to add a number to the universe to which these numbers 
belong, namely, the laws of mathematics. In this way, Godel was 
able to prove not only that the number of laws is infinite but also 
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that it exceeds the number of laws that can be known because there 
are laws about laws about laws ad infinitum; what is to be known 
expands in step with our knowledge. 

The same line of reasoning can be applied to situations that have 
thinking participants. To understand this, we need to construct a 
model that contains the views of all the participants. Those views 
themselves also constitute models that must contain the views of all 
the participants. So we need models of model builders whose mod­
els incorporate the models of model builders, and so on, ad infini­
tum. The more levels the models recognize, the more levels there 
are to be recognized—and if the models fail to recognize them, as 
they must sooner or later—they no longer reproduce reality. If I 
had Godel's mathematical skills, I ought to be able to prove along 
these lines that the participants' views cannot correspond to 
reality.* 

This is not the place to discuss the many different ways in which 
thinking both distorts and alters reality. For now we can lump 
them together under the name "fallibility." There are problems 
that have no ultimate solutions, and the attempts to find solutions 
can compound the problems. A thinking participant seeking to 
obtain knowledge or trying to cope with the prospect of her own 
death confronts insoluble problems. I refer to these sorts of prob­
lems as "the human condition," Still, insoluble problems are not 
confined to the human condition. We run up against them in many 
contexts: Designing an exchange-rate system, tackling drug abuse, 
preserving the stability of financial markets—all of these present 
insoluble problems, where the solution adopted is bound to raise 
new problems. 

*It has been pointed out to me by William Newton-Smith that my interpretation of Godel 
numbers differs from Godel's own. Apparently Godel envisaged a Platonic universe in which 
Godel numbers existed before he discovered tJiem, whereas I think that Godel numbers were 
invented by him, thereby enlarging the universe in which he was operating. In that case, my 
interpretation of Godel's theorem may serve as a "fertile fallacy." (This concept will be 
explained later in this chapter.) 
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Two Versions of Fallibility 

I submit for discussion two versions of fallibility: first, a more 
moderate, better-substantiated "formal" version that is inherent in 
die concept of reflexivity and justifies a critical mode of thinking; 
second, a more radical, personal, and idiosyncratic version that has 
actually guided me through life and forms the basis of my theory of 
history. 

The formal, moderate version of fallibility has already been dis­
cussed. Fallibility means diat there is a lack of correspondence 
between the participants' thinking and the actual state of affairs; as a 
result, actions have unintended consequences. Outcomes do not 
necessarily diverge from intentions, but they are liable to do so. 
There are many humdrum, everyday events that play out exactly as 
intended, but those events that show a divergence are more inter­
esting. They may alter peoples' view of the world and set in motion 
a reflexive process that is initially self-validating and self-reinforc­
ing but eventually becomes self-defeating. When it occurs, such a 
process can drive prevailing views and the actual state of affairs 
quite far apart from each otiier without any assurance that they will 
ever be brought back together again. Normally, mistakes tend to get 
corrected, but when views are self-validating it does not become 
apparent that they are mistaken until much later in the process— 
and by that time, the underlying reality has also changed. 

Fallibility has a negative sound, but it has a positive aspect that is 
in many ways more important. What is imperfect can be improved. 
The fact that our understanding is inherently imperfect makes it 
possible to learn and to enhance our understanding. All that is 
needed is to recognize our fallibility and establish error-correcting 
mechanisms. This opens the way to critical dunking, and there is no 
limit to how far our insights may go. The scope for improvement is 
infinite precisely because perfection is unattainable. 

This is true not only for our thinking but also for our society. 
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Perfection eludes us; whatever design we choose, it is bound to be 
defective. We must therefore content ourselves with the next best 
thing: a form of social organization that falls short of perfection but 
holds itself open to improvement. This is the concept of open soci­
ety—a society open to improvement. Therein lies its superiority 
over closed society, which seeks to deny its own imperfection even 
as the world around it changes. Recognition of our fallibility is the 
key to progress. 

Radical Fallibility 

At this point, I shall change my tack. Instead of discussing falli­
bility in general terms, I shall try to explain what it means to me 
personally. It is the cornerstone not only of my view of the world 
but also of my personal identity, and as such it is reflected in my 
behavior. It has guided my actions both as a participant in financial 
markets and as a philanthropist, and it is the foundation of my the­
ory of history. If there is anything original in my thinking, it is this 
"radical" version of fallibility. 

I take a more stringent view of fallibility than my previous theo­
retical arguments would justify. I contend that all the constructs of 
the human mind—whether confined to the inner recesses of our 
thinking or expressed in die outside world in the form of disci­
plines, ideologies, and institutions—are deficient in one way or 
another. The flaws may manifest themselves in the form of internal 
inconsistencies or inconsistencies with the external world or incon­
sistencies with the purpose for which they were designed. 

This proposition is, of course, much stronger than the recogni­
tion that all our constructs may be wrong. l a m not speaking of a 
mere lack of correspondence but of an actual defect in our thinking 
or an actual divergence between intentions and outcomes. As I 
explained earlier, this proposition applies only to historic events 
where the divergence sets in motion an initially self-reinforcing but 
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eventually self-defeating process. In normal, humdrum situations, 
mistakes get corrected. That is why the radical version of fallibility 
can serve as the basis for a theory of history. 

The contention that all human constmcts are flawed sounds 
bleak and pessimistic, yet it is no cause for despair. Fallibility sounds 
negative only because we cherish false hopes of perfection, perma­
nence, and the ultimate truth—with immortality thrown in for 
good measure. Judged by those standards, the human condition is 
bound to be unsatisfactory. In fact, perfection and immortality 
elude us, and permanence can only be found in death. But life gives 
us a chance to improve our understanding exactly because it is 
imperfect, and open society gives us a chance to improve the world 
in which we live exactly because it admits its own imperfection. In a 
perfect world, there would be nothing left to strive for. 

There are two ways to deal with the realization that all constructs 
are deficient: look for an escape, or look for improvements that fall 
short of perfection. A closed society pursues the delusion of perfec­
tion and permanence; an open society accepts the human condition. 
When all constructs are imperfect, some alternatives are better than 
others, and it makes all die difference which alternative we choose. 
There is much to be gained from recognizing our fallibility. Open 
society ought to be preferable to a closed one. 

Still, my contention that all human and social constructs are 
defective does not qualify as a scientific hypothesis because it can­
not be properly tested. Though I can claim that the participants' 
views always diverge from reality, I cannot prove it because we can 
never know what reality would look like in the absence of our biased 
views. I could wait for events to show a divergence from expecta­
tions, but, as I have indicated, subsequent events do not serve as an 
independent criterion for deciding what the correct expectations 
would have been, because different expectations would have led to 
different outcomes. 

Similarly, I can claim that all human constructs are defective, but 
I cannot specify what die flaws are until after the fact, and even then 
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the subject can be endlessly debated. The flaws usually manifest 
themselves at some future date, but that is no evidence that the con­
structs were flawed at the time they were formed. The shortcom­
ings of dominant ideas and institutional arrangements become 
apparent only with the passage of time, and the concept of reflexiv-
ity justifies only the claim that all human constructs are potentially 
flawed. That is why I present my proposition as a working assump­
tion, without logical proof or scientific status. 

I call it a "working assumption" because it has worked for me as 
an investor. It has encouraged me to look for the flaws in every 
investment thesis and, when I found these flaws, to take advantage 
of the insight. When I formulated an investment thesis, I recog­
nized that my interpretation of the situation was bound to be dis­
torted. This did itot discourage me from having a view; on the 
contrary, I sought out situations where my interpretation was at 
loggerheads with the prevailing wisdom, because that is what 
offered an opportunity for profit. But I was always on the lookout 
for my error; when I discovered it, I grasped it with alacrity. The 
discovery of error would allow me to take whatever profits I had 
made from my flawed initial insight—or to cut my losses if the 
insight had not yielded even a temporary profit. 

Most people are reluctant to admit that they are wrong; I derived 
actual pleasure from discovering a mistake, because I knew it would 
save me from financial grief. Since I assumed that every investment 
thesis is bound to be flawed, I preferred to know what the flaws 
were. This did not stop me from investing; on the contrary, I felt 
much safer when I knew the potential danger points because that 
told me what signs to look for to avoid losses. No investment can 
offer superior returns indefinitely. Even if a company has a strong 
market position, outstanding management, and exceptional profit 
margins, the stock can become overvalued, management can be­
come complacent, and the competitive or regulatory environment 
can change. It is wise to look for the fly in the ointment; when you 
know what it is, you are ahead of the game. 
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I developed my own variant of Popper's model of scientific 
method (which I shall describe in the next chapter) for use in finan­
cial markets. I would formulate a hypothesis on the basis of which I 
would invest. The hypothesis had to differ from the accepted wis­
dom; the bigger die difference, the greater the potential profit. If 
there was no difference, there was no point in taking a position. 
This corresponded to Popper's contention—much criticized by 
philosophers of science—that the more severe the test, the more 
valuable the hypothesis that survives it. In science, the value of a 
hypothesis is intangible; in financial markets, it can be readily mea­
sured in money. In contrast to scientific hypotheses, a financial 
hypothesis does not have to be true to be profitable because of its 
reflexive character; it is enough that it should come to be generally 
accepted. But a false hypothesis cannot prevail forever. That is why 
I liked to invest in flawed hypotheses that had a chance of becoming 
generally accepted, provided I knew their flaws. This approach 
allowed me to sell in time. For instance, I participated in the con­
glomerate boom exactly because I knew what the weak points were 
(see Chapter 2 for an explanation). I called my flawed hypotheses 
"fertile fallacies," and I built my theory of history, as well as my suc­
cess in financial markets, around them. 

My working hypothesis—that all human constructs are flawed— 
not only is unscientific but also has a more radical defect: It is actu­
ally untrue. As we have seen, it is possible to make true statements 
and to construct valid theories. Natural science stands as a monu­
ment of what the human mind is capable of constructing. Yet the 
hypothesis works in practice. Valid constructs are so scarce that 
when we find one we tend to overburden it or extend it beyond its 
proper limits. Scientific method is a good example: It worked for 
nature; therefore we want to apply it to society. The market mecha­
nism is another case in point: It works well in allocating resources 
among private needs; therefore we are tempted to rely on it for ful­
filling public needs. Similarly with institutions: Once they are 
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established we tend to rely on them even after they have lost their 
vitality or justification. Every institution develops weaknesses with 
the passage of time, but this does not mean that it was inappropriate 
or ineffective at the time it was constructed. 

The creation of institutions, like other actions, has unintended 
consequences; such consequences cannot be properly anticipated at 
die time of their creation. Even if they could be, one might still go 
forward, because the unintended consequences would arise in the 
future and in the meantime the institution could fill a current need. 
So my working hypothesis is not incompatible with the idea that 
one course of action is better than another, that there is indeed an 
optimal course of action at a given time and place. It does imply, 
however, that the optimum applies only to a particular moment in 
history; what is optimal at one moment may cease to be so at the 
next. This is a difficult concept to work with, particularly for insti­
tutions that cannot avoid some degree of inertia. The longer any 
form of taxation is in effect, for example, the more likely it is that it 
will be evaded; that may be a good reason for changing the form of 
taxation after a while but not a good reason for having no taxation. 
To take another example, the Catholic Church has evolved into 
something quite different from what Jesus had in mind, but that is 
not sufficient ground for dismissing his teachings. We can call 
human constructs flawed only if we expect them to be timelessly 
valid, like the laws of science. 

In other words, defective theories and policies can be temporarily 
useful at a certain point in history. These fertile fallacies are flawed 
constructs with initially beneficial effects. How long the beneficial 
effects endure depends on whether the flaws are recognized and 
corrected in time. In this way, constructs may become increasingly 
sophisticated (the evolution of central banking is a good example). 
But no fertile fallacy is likely to last forever; eventually, the scope for 
refining it and developing it will be exhausted, and a new fertile fal­
lacy will capture people's imagination. What I am about to say may 
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be a fertile fallacy, but I am inclined to interpret the history of ideas 
as composed of fertile fallacies. Other people might refer to them as 
"paradigms."* 

The combination of these two ideas—that even though all men­
tal constructs are flawed, some of them are fertile—lies at the core 
of my own, radical version of fallibility. My working assumption 
allows me to operate with fertile fallacies. I apply them to the out­
side world and to my own activities with equal vigor, and they have 
served me well both as a fund manager and, more recently, as a phil­
anthropist. Whether these ideas will also serve me well as a thinker 
is being tested right now, because radical fallibility serves as the 
foundation for the interpretation of financial markets and the the­
ory of history that I lay out in this book. 

A Personal Postscript 

Radical fallibility is for me not only an abstract theory but also a 
matter of deep personal conviction. As a fund manager, I depended 
a great deal on my feelings, because I was aware of the inadequacies 
of my knowledge. The predominant feelings I operated with were 
uncertainty and fear. I had moments of hope, even euphoria, but 
those emotions made me insecure; worrying made me feel safer. So 
the only genuine joy I experienced was when I discovered what it 
was that I had to worry about. By and large, I found managing a 
hedge fund1 extremely painful. I could never acknowledge my suc­
cess—it might stop me from worrying—but I had no trouble 
acknowledging my mistakes. 

*Kuhn, The Structure of Scientific Revolutions. 
'Hedge funds engage in a variety of investment activities. They cater to sophisticated 
investors and are not subject to the regulations that apply to mutual funds geared toward the 
general public. Fund managers are compensated on the basis of performance rather than as a 
fixed percentage of assets. "'Performance funds" would be a more accurate description. 
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It has only recently dawned on me how unusual this self-critical 
attitude is. It has surprised me that other people were surprised by 
my way of thinking. Discovering an error in my thinking or my 
investment positions was a source of joy radier than regret. That 
made so much sense to me that I thought it ought to make sense to 
others as well; but that is not the case. Most people go to great 
lengths to deny or cover up their mistakes. Indeed, dieir miscon­
ceptions and misdeeds become an integral part of their personality. 
I shall never forget an experience I had when I visited Argentina in 
1982 to look at the mountain of debt that the country had accumu­
lated. I sought out a number of politicians who had served in previ­
ous governments and asked them how diey would handle die 
situation. To a man, they said they would apply the same policies 
they had followed when they were in power. Rarely had I met so 
many people who had learned so little from experience. 

I must not overstate the case for a self-critical attitude. It cannot 
work by itself. It must be associated with some degree of success in 
order to yield positive results. A self-critical attitude is part of a 
reflexive process which can be self-reinforcing in either direction. 
Being aware of one's limitations does not, by itself, help to over­
come them; on the contrary, self-doubt can easily become self-vali­
dating by undermining one's self-confidence. By contrast, the 
ability to correct mistakes enhances performance and a strong per­
formance puts one in a strong position to recognize and correct 
mistakes. I know whereof I speak because I have gone dirough both 
experiences. My self-critical attitude predates my involvement in 
the stock market. I was fortunate to have landed in the investment 
business where I could put that attitude to good use. I am not sure 
whether the same attitude will prove to be equally rewarding in 
writing this book. I have no hesitation in admitting my mistakes but 
that may not make me as successful as I was in the stock market. 

I have carried this critical attitude into my philanthropic activi­
ties. I found that philanthropy is riddled with paradoxes and unin-
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tended consequences. For instance, charity may turn the recipients 
into objects of charity. Giving is supposed to help others, but in 
reality it often merely serves the ego gratification of the giver. 
Worse yet, people frequently engage in philanthropy because they 
want to feel good, not because they want to do good. 

Holding these views, I felt obliged to follow a different path. I 
found myself behaving in much the same way as I do in business. 
For instance, in business I had no compunctions about hurting the 
feelings of my investment team when the performance of my invest­
ment fund was at stake; similarly, I gave precedence to die mission 
of the foundation over the interests of the foundation personnel or 
of die individual applicants. I used to joke that ours is the only mis­
anthropic foundation in the world. 1 remember explaining my views 
about foundations at a staff meeting in Karlovi Vari, Czechoslova­
kia, around 1991, and I am sure those who were present will never 
forget it. I explained that foundations ought to put their mission 
ahead of their self-interest in order to justify their existence, but 
that goes against human nature. As a result they are rife with cor­
ruption, and the lack of clarity about their objectives leads to ineffi­
ciencies. I had no interest in having such a foundation, and I would 
consider it a greater accomplishment to wind up a foundation that 
was failing than to set up a new one. 

I must confess that I have mellowed with the passage of time. 
Having a foundation is very different from running a hedge fund. 
The external pressures are largely absent, and it is only internal dis­
cipline that keeps a critical attitude alive. Moreover, heading a large 
foundation requires managing people rather than managing money. 
People do not like to hear critical remarks—they want praise and 
encouragement. Not many people share my predilection for identi­
fying error, and even fewer share my joy in finding it in themselves. 
To be an effective leader, one has to gratify people. 1 am learning 
the hard way what seems to come naturally to politicians and heads 
of corporations. 
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There is another influence at work as well. I have to make public 
appearances, and when 1 do I am expected to exude confidence. In 
reality, 1 am consumed by self-doubt, and I cherish the feeling. I 
would hate to lose it. There is a wide gap between my public per­
sona and what I consider my real self, but I am aware of a reflexive 
connection between the two. I have been watching with amazement 
how the development of a public persona has affected me. I have 
become a "charismatic" personality. Fortunately, I do not quite 
believe in myself as others do. I try to remember my limitations, 
even if I do not feel them as acutely as I used to. But other charis­
matic personalities have not arrived at their leadership position fol­
lowing the same route. They do not have the same memories. They 
probably remember that they always tried to get others to believe in 
them, and eventually they succeeded. They are not consumed by 
self-doubt, and they do not need to repress the urge to express it. 
No wonder that their attitude toward their own fallibility is differ­
ent. Moreover, if they admitted their shortcomings they could not 
retain their leadership position. People do not want their leaders to 
be fallible. That is one of the worst defects of our contemporary 
democracies: Our leaders are held to standards that they cannot 
possibly meet. 

It is fascinating to consider how my newly acquired public per­
sonality relates to my previous self as fund manager. When I was an 
active fund manager, I shunned publicity; I considered it the kiss of 
death to be on the cover of a financial magazine. This amounted to 
a superstition, but it was well supported by experience. It is easy to 
see why. The publicity would engender a feeling of euphoria, and 
even if I tried to suppress it, it would throw me off my stride. And if 
I expressed a market view in public, I would find it more difficult to 
change my mind. 

In my new incarnation, public opinion—what other people think 
of me—plays a more important role. It qualifies me to make deals, 
even to manipulate markets, yet it disqualifies me from managing 
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money. My utterances can move markets, although I make great 
efforts not to abuse that power. At the same time, I have lost the 
ability to be a successful money manager. I have dismantled the 
mechanism of pain and anxiety that used to guide me, and at the 
same time the glare of publicity makes it practically impossible for 
me to operate as a more or less anonymous participant. 

It can be seen that operating in the financial markets requires a 
different mind-set from that required for operating in a social, polit­
ical, or organizational setting—or indeed for acting like a normal 
human being. For a money manager, only one thing counts: perfor­
mance. All other considerations must be subordinated to it. The 
market is a hard taskmaster: It does not allow eidier self-indulgence or 
consideration for others. What others think of you matters, but the 
results—measured by an objective criterion, money—matter more. 
Having an objective criterion encourages objective performance. 
That is what makes financial markets so efficient: They turn people 
into profit-making machines. That has its merits, but a society dom­
inated by financial markets could easily become inhuman. This is 
not a flight of fancy but a present danger. 

The radical version of fallibility I have adopted as a working 
assumption certainly proved effective in the financial markets. My 
performance exceeded what would be permitted by the random-
walk hypothesis* by a convincing margin. Does it also apply to 
other aspects of human existence? That depends on what our goal 
is. If we want to understand reality, I believe it is helpful; but if our 
aim is to manipulate reality, it does not work so well. Charisma 
works much better. 

Coming back to my personal feelings, I have learned to adjust to 
the new reality in which I am operating. I used to find public 

*The random-walk hypothesis assumes that financial markets make available all information 
to all participants. It claims, on the basis of rational expectations in an efficient market, that 
no one can consistently beat the market. 
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expressions of praise and gratitude positively disturbing, but I have 
come to realize that this is a reflex left over from the days when I 
was actively managing money; I had to be guided by the results of 
my actions, not by what other people thought of them. I am still 
embarrassed by gratitude, and I still believe that philanthropy—if it 
is deserving of praise—should put the achievements of its mission 
ahead of ego gratification. Still, I am willing to accept praise, 
because my philanthropy has in fact met this condition. Whether it 
can continue to do so in the light of my changed attitude toward 
praise is a question that troubles me, but as long as I am troubled 
the answer will probably remain in the affirmative. 
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C H A P T E R 2 
A Critique of Economics 

F
allibility and reflexivity pose serious problems for the 
social sciences in general and for economic theory in par­
ticular. I want to examine these problems in some detail, 
even if it obliges us to dwell longer in the rarefied realm 

of abstractions. When I say that the implications of reflexivity have 
not been properly understood, I have mainly these problems in 
mind. We need to understand them better in order to lay the the­
oretical foundations for what I call a global open society. 

The problems can be grouped under two headings. One relates 
to the subject matter, the other to the observer. I shall discuss them 
in this order, although the two problem areas are interrelated. 

Reflexivity in Social Phenomena 

We need a basic understanding how scientific method operates. 
For the purposes of this discussion, I shall invoke Karl Popper's the-
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ory of scientific method. Popper's simple and elegant model shows 
how specific phenomena can be made to yield universally valid gen­
eralizations that in turn can be used to explain and predict specific 
phenomena. The model contains three components and three 
operations. The three components are specific initial conditions, 
specific final conditions, and generalizations of a hypothetical char­
acter. The initial and final conditions can be verified by direct 
observation; the hypotheses cannot be verified, only falsified. The 
three basic scientific operations are prediction, explanation, and 
testing. A hypothetical generalization can be combined with known 
initial conditions to provide a specific prediction. It can be com­
bined with specific final conditions to provide an explanation. Since 
the hypothesis is timelessly valid, the two operations—prediction 
and explanation—are reversible. This allows testing, which involves 
comparing any number of specific initial and final conditions to 
establish whether they conform to the hypothesis. No amount of 
testing will verify a hypothesis, but as long as a hypothesis has not 
been falsified it can be accepted as provisionally valid. 

The model does not claim to describe how scientists work in 
practice; it shows how, in theory, generalizations capable of predict­
ing and explaining singular facts can be established. A generaliza­
tion cannot be verified; it is enough if it has not been falsified, 
provided that it can be falsified by testing. The main merit of this 
construction is that it avoids the pitfalls of inductive reasoning. We 
do not need to insist that the sun will always rise in the east just 
because it has done so every day; it is enough if we accept the 
hypothesis provisionally—that is, until it is falsified. This is an ele­
gant solution to what would be an otherwise insuperable logical 
problem. The trick is to distinguish between verification and falsifi­
cation. It allows hypotheses to provide predictions and explanations 
without insisting on verification. The predictions and explanations 
themselves can be either deterministic or probabilistic, depending 
on the nature of the hypothesis. 

Recognizing the asymmetry between verification and falsifica-
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tion is, in my opinion, Popper's greatest contribution not only to 
the philosophy of science but also to our understanding of the 
world in which we live. It reconciles the achievements of science 
with the idea that the ultimate truth is beyond our reach. 

It has perhaps not been sufficiently emphasized that hypotheses 
must be timelessly valid to make testing possible. If a particular 
result cannot be replicated, then the test cannot be considered con­
clusive. But reflexivity gives rise to irreversible, historical processes; 
therefore it does not lend itself to timelessly valid generalizations. 
More exactly, the generalizations that can be made about reflexive 
events cannot be tested, because the initial and final conditions can­
not be replicated. They may even yield high-probability predictions 
and explanations, but their probability cannot be measured in the 
same way as in die case of a testable hypothesis. The fact that a cer­
tain sequence of events prevailed in the past with a certain fre­
quency does not imply that its probability will be the same in the 
future. On the contrary, the discovery of the probability distribu­
tion is liable to alter it.* There is a certain similarity here with 
Heisenberg's uncertainty principle, but there is an important differ­
ence: In quantum mechanics, it is an act—namely, measurement— 
that interferes; in financial markets and other reflexive situations, it 
is a thought or belief that affects the subject matter to which it 
refers. 

The point I have just made does not invalidate Popper's elegant 
model of scientific method in any way. The model remains valid; it 
merely fails to apply to reflexive phenomena. This qualification 
does draw attention, however, to an important cleavage between 
natural and social science, because reflexivity occurs only when a 
situation has thinking participants. It is a cleavage that Popper him­
self refused to recognize. He propounded the doctrine of the unity 
of science, which holds that the same methods and criteria apply to 

*1 offer a specific example in connection with Long Term Capital Management in Chapter 10. 
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both the natural and social sciences. This doctrine allowed him to 
demonstrate that theories such as Marxism do not qualify as scien­
tific because they cannot be falsified. I take a somewhat different 
view. I contend that reflexive phenomena in general do not fit into 
Popper's model of scientific method—and that it is not only Marx­
ism that is unscientific. Market fundamentalism, which derives its 
scientific justification from mainstream economics, is just as spuri­
ous an ideology as Marxism. 

There is a fundamental difference between the natural and the 
social sciences that has yet to be properly recognized. To under­
stand it better, we must consider the second problem: the scientific-
observers' relation to their subject matter. 

Reflexivity and Social Scientists 

Science is a social process, and as such it is potentially reflexive. 
Scientists are Jinked to tiieir subject matter both as participants and 
as observers, but the distinctive feature of scientific method—as 
exemplified in Popper's model—is that the participating function is 
not allowed to interfere with the cognitive function. Science is 
devoted to the understanding of reality, and to this end the facts are 
kept rigorously segregated from the scientific statements tfiat refer 
to them. The facts belong to one universe, the statements to 
another. In this way, the facts can serve as an independent criterion 
by which the truth or validity of statements can be judged. Scien­
tists participate in experiments, but they go to great lengths not to 
influence the outcome. Experiments must be replicable by others in 
order to qualify as scientific. 

In practice, these ideal conditions do not prevail, even in natural 
science. The selection of the theories also influences the selection 
of the facts that are used to test them; as a consequence, the uni­
verse in which a science operates is not necessarily the same as the 
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universe it claims to describe. Nevertheless, the separation between 
the universe of facts and the universe of statements remains invio­
late, and the facts continue to provide an independent criterion for 
judging the truth of statements. All that happens when a science fas­
tens on to a particular set of facts is that the universe constituted by 
its statements is not coterminous with the world in which we live. 
When the discrepancy between the twro becomes too glaring, the 
pressure mounts for a paradigm shift. This is an important feature 
of the history of science. 

Science does have a history, and that history is reflexive. 
Hypotheses drat lead to valuable discoveries and inventions receive 
a boost; when their potential is exhausted, they tend to lose their 
hold on peoples' minds and there is more receptivity for other ways 
of looking at things. That is how paradigm shifts come about. Pop­
per himself was fully aware of this: He advised me to read Thomas 
Kuhn and Paul Feyerabend. Thomas Kuhn is, of course, the origi­
nator of the expression "paradigm shift." 

The social sciences are even further removed from the ideal con­
ditions postulated by Popper's model than are the natural sciences. 
That is because the facts studied by the social sciences include ideas 
and beliefs; tlie built-in separation between statements and facts 
that characterizes the natural sciences does not prevail. It may be 
possible to keep the statements of scientists and the statements that 
belong to die subject matter segregated, but that requires a con­
scious effort. The effort is needed in order to make it possible to 
establish the truth of scientific statements. This raises a question 
that in the case of natural science hardly needs to be asked: What is 
the purpose of science? Is it to understand reality or to turn it to our 
advantage? 

In natural science, the facts (as distinct from the selection of 
facts) cannot be changed by making statements about them. Reality 
cannot be turned to our advantage without first understanding it. 
Experiments can be forged, but the forgery is liable to be detected 
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because experiments must be capable of being replicated by others. 
Therefore it does not make sense to cheat. It is possible to select the 
facts that are subjected to scientific examination, but even in this 
regard it pays to get as close to reality as possible, because we can 
benefit from our understanding much better if it relates to reality 
rather than to some artificial universe. 

Not so in the social sciences. When the universe of facts also 
contains statements, statements and facts may interact reflexively, 
which means that statements may alter the facts via the participants' 
decisions. This holds true for social scientists as well as for the 
people whom they study, because there is no built-in separation 
between statements and facts, as in the case of natural science. Sci­
entists must make a special effort to keep their statements from 
affecting the subject matter to which they refer. That is where the 
question about the purpose of science comes into play. 

As long as the separation between statements and facts remains 
watertight, there can be no doubt about the purpose of science: It is 
to acquire knowledge. The goals of individual participants may dif­
fer. Some may pursue knowledge for its own sake, others for the 
benefits it may bring to humanity, yet others for personal advance­
ment. Whatever the motivation, however, the yardstick of success is 
knowledge, and it is an objective criterion. Those who are seeking 
personal advancement can do so only by making true statements; if 
they falsify experiments, they are liable to be found out. Those who 
are trying to bend nature to their will can do so only by acquiring 
knowledge first. Nature follows its course irrespective of any theory 
that relates to it; therefore we can make nature serve our needs only 
by understanding the laws that govern its behavior. There are no 
shortcuts. 

Recognition of this fundamental principle was a long time in 
coming. For thousands of years, people have tried every form of 
magic, ritual, and wishful thinking to influence nature more 
directly; they were reluctant to accept the harsh discipline that sci-
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entific method imposed. The conventions of scientific method took 
a long time to prove their superiority, but eventually, as science con­
tinued to produce powerful discoveries, it attained a status that 
equaled that of magic in earlier times. The agreement on purpose, 
the acceptance of certain conventions, the availability of an objec­
tive criterion, the possibility of establishing timelessly valid general­
izations—all these combined to make science successful. It is 
recognized today as the crowning achievement of the human intel­
lect. 

This beautiful combination is disrupted when the subject matter 
is reflexive. For one thing, positive results are more difficult to 
attain, because die subject matter does not readily lend itself to die 
discovery of timelessly valid (and therefore testable) hypotheses 
that carry the authority of scientific laws. Looking at the evidence, 
we can see diat the achievements of the social sciences do not com­
pare well with those of the natural sciences. For another thing, the 
independence of the objective criterion—namely, the facts—is 
impaired. This renders the conventions of science difficult to 
enforce. Facts can be influenced by forming beliefs or propounding 
theories about them. This is true not only for the participants but 
also for the scientists. Reflexivity implies a short circuit between 
statements and facts, and tfiat short circuit is available to scientists 
as well as participants. 

This is an important point. Let me illuminate it by comparing 
the indeterminacy involved in renexivity with die indeterminacy 
observed in the behavior of quantum particles. The indeterminacy 
is similar, but the relation of the observer to the subject matter is 
not. The behavior of quantum particles is die same whether 
Heisenberg's uncertainty principle is recognized or not. But die 
behavior of human beings can be influenced by scientific theories 
just as it can be influenced by other beliefs. For instance, the scope 
of the market economy has expanded because people believe in the 
magic of the marketplace. In natural science, dieories cannot 
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change the phenomena to which they relate; in social science, they 
can. This gives rise to an additional element of uncertainty, which is 
absent from the Heisenberg principle. This additional element of 
uncertainty concerns the role of the scientific observer and the 
impact of scientific theories. 

Admittedly, scientists could take special precautions to insulate 
their statements from their subject matter-—for instance, by keep­
ing their predictions secret. But why should they? Is the purpose of 
science to acquire knowledge for its own sake or for some other 
benefits? In natural science, the question does not arise because the 
benefits can be realized only by first attaining knowledge. Not so in 
social science: Reflexivity offers a shortcut. A theory does not need 
to be true to affect human behavior. At the same time, the reliability 
of the facts as an independent criterion is compromised. In this way, 
it is possible to propound self-fulfilling prophecies. 

Given the respect science commands, propounding a theory that 
claims to be scientific can be an effective way to influence reality; 
the more it affects die subject matter to which it refers, the better. 
Karl Marx did that consciously, and his interpretation of history was 
difficult to disprove. Indeed, Karl Popper had to develop an elabo­
rate argument to discredit Marxist theory by showing that it is not 
scientific. I subscribe to Popper's argument, but I want to carry it 
one step further: I contend that the misuse of scientific theories for 
political purposes is not confined to totalitarian ideologies; it 
applies to market fundamentalism with equal force. Classical eco­
nomic theory is as easily misused for political purposes as is (or was) 
Marxist theory. 

I am particularly suspicious of the concept of equilibrium. It 
implies a desirable state of affairs, a resting point that cannot be 
improved. Market fundamentalists claim that markets tend toward 
equilibrium and that any political interference is harmful. It has 
been shown that in many cases there is no uniquely determined 
equilibrium point. John Maynard Keynes demonstrated that the 
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economy may reach equilibrium short of full employment. In mod­
ern economic theory, the possibility of multiple equilibria is widely 
recognized. Still, the idea tiiat markets tend toward equilibrium 
persists and serves as a purportedly scientific basis for market funda­
mentalism.* 

The classic example of pseudoscientists trying to impose their 
will upon their subject matter was the attempt to convert base metal 
into gold. Alchemists toiled at the alembic until finally persuaded to 
abandon die enterprise by their lack of success. Their failure was 
inevitable because the behavior of base metals is governed by laws 
of universal validity that cannot be modified by any statements, 
incantations, or rituals. Medieval alchemists were barking up the 
wrong tree. Base metals cannot be turned into gold by incantation, 
but people can become wealthy in financial markets and powerful in 
politics by propounding false theories and self-fulfilling prophecies. 
Moreover, their chances of success are increased if they can cloak 
themselves in scientific guise. It is noteworthy that both Marx and 
Sigmund Freud were vocal in claiming scientific status for their the­
ories and based many of their conclusions on the authority they 
derived from being "scientific." Once this point sinks in, the very 
expression "social science" becomes suspect; it becomes a magic 
phrase employed by social alchemists to impose their will upon 
dieir subject matter through learned incantations. 

Social scientists have tried very hard to imitate the natural sci­
ences but with remarkably little success. Their endeavors often 
yielded little more than a parody of natural science. Only when they 
abandoned the false analogy and pursued their subject matter wher­
ever it would lead did they produce worthwhile results. Some of the 
best work is set in a historical context instead of aiming at universal 

*I should point out, however, that even though most economists espouse the concept of equi­
librium, they are not necessarily market fundamentalists. Moreover, the concept of reflexiv-
ity is increasingly recognized in contemporary economic theory. See, for example, Maurice 
Obstfeld, "Models of Currency Crises with Self-Fulfilling Features," European Economic 
Review (April 1996). 
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validity, but it still does not meet the requirements of Popper's 
model. Valid theories that fit that mold are few and far between. 

The slavish imitation of natural science fits in well with my con­
cept of radical fallibility. Radical fallibility rests on the admittedly 
exaggerated claim that all human constructs are flawed. Scientific 
method undermines that claim by producing generalizations that 
predict and explain the markings of nature. Yet, exactly because nat­
ural science has been so amazingly successful, social science is 
expected to be able to do the same for society. A method that works 
in one area is extended to another where it is less appropriate. 
There is a parallel here with the exaggerated claims made for the 
market mechanism. Just because markets have been so useful in 
organizing economic activity, they are now expected to provide the 
answer to all the problems of social organization. 

There is a crucial difference between the failures of social scien­
tists and the failures of alchemists. Although the failure of the 
alchemists was well-nigh total, social scientists usurping the author­
ity of natural science have managed to make their mark on society. 
The behavior of people—exactly because it is not governed by real­
ity—is easily influenced by theories. In the field of natural phenom­
ena, scientific method is effective only when theories are valid; but 
in social, political, and economic matters, theories can be effective 
without being valid. Although alchemy failed as science, social sci­
ence can succeed as alchemy. 

Karl Popper saw the danger of political ideologies exploiting the 
prestige of science to influence the course of history; the danger 
became particularly potent in the case of Marxism. To protect sci­
entific method against this kind of abuse, he proclaimed that theo­
ries that cannot be falsified do not qualify as scientific. But if we use 
Popper's model of scientific method as our yardstick, very few social 
theories measure up. Reflexivity gives rise to a unique, irreversible 
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pattern that does not lend itself to replication and testing. Eco­
nomic theory has gone to great lengths to avoid reflexivity in order 
to qualify as scientific, and it became rather far removed from real­
ity in the process; even so, it could not avoid being exploited for 
political purposes. For instance, economists have gone out of their 
way to avoid introducing value judgments, but because of that very 
fact their theories have been appropriated by the advocates of lais­
sez-faire and used as the basis for the most pervasive value judgment 
imaginable: that no better social outcomes than those available 
under market competition can ever be achieved. 

In my opinion, there is a better way to protect scientific method 
than the one Popper suggests. All we need to do is to declare that 
the social sciences are not entitled to the status that we accord the 
natural sciences. This would stop pseudoscientific social theories 
from masquerading in a borrowed suit of armor; it would also dis­
courage the slavish imitation of natural science in areas where that 
is not appropriate. It would not prohibit the scientific study of 
human behavior, but it would help to scale down our expectations 
about the results. My suggestion would also constitute a major loss 
of status for social scientists, so it is unlikely to be very popular 
among them. 

The convention I propose—depriving the social sciences of their 
scientific status—would have the benefit of allowing us to come to 
terms with the limitations of our knowledge. It would release social 
science from the straitjacket into which it has been forced by the 
pursuit of scientific status. That is what I advocated in The Alchemy 
of Finance when I suggested that social science is a false metaphor. 
Popper's model works with tunelessly valid generalizations. Reflex­
ivity is a time-bound, irreversible process—why should it fit Pop­
per's model? There may be better ways of understanding social 
phenomena than by proposing theories of universal validity. A par­
ticularly promising approach has emerged in recent years: the study 
of irreversible evolutionary processes and the design of nonlinear 
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models to represent them. These models do not fit Popper's model 
of scientific method—they do not allow the testing of universal 
laws—but they do provide algorithms that can be useful. 

Recognizing the limitations of social science does not mean that 
we must give up the pursuit of truth in exploring social phenomena. 
It means only that the pursuit of truth requires us to recognize that 
some aspects of human behavior are not governed by timelessly 
valid laws. This should encourage us to explore other avenues to 
understanding, as I do in this book. The pursuit of truth should also 
force us to recognize that social phenomena may be influenced by 
the theories put forward to explain them. As a consequence, the 
study of social phenomena may be motivated by objectives other 
than the pursuit of truth. That is the truth underlying the conven­
tion I have proposed. The best way to guard against the abuse of 
scientific method is to recognize that social theories do not deserve 
the status accorded to natural science. This would not prevent indi­
vidual theories from establishing scientific status on their own 
merit, but it would hinder ideologues from cloaking themselves 
with the veil of science. 

Looking at history, it is difficult to escape the conclusion that 
there must be a fundamental difference between natural and social 
science. Humankind's power over nature has increased by leaps and 
bounds, but there has been no corresponding progress in resolving 
political and social problems. Most advances in social conditions, 
such as improvements in living standards or life expectancy, can be 
attributed to natural science, not to social science. Indeed, social 
conflicts have become more destructive because of the increased 
control we enjoy over the forces of nature. Our ability to kill one 
another has been greatly enhanced. It is high time we recognize diat 
and look for new ways to resolve and contain conflicts. 
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A Critique of Economic Theory 

Economic theory is the most far-reaching attempt to emulate the 
natural sciences, and it is by far the most successful. Classical econ­
omists were inspired by Newtonian physics. They aimed at estab­
lishing universally valid laws that could be used to explain and 
predict economic behavior and hoped to achieve that goal by rely­
ing on the concept of equilibrium. Equilibrium is the price at which 
demand and supply are brought into balance and there are no 
unsatisfied buyers or sellers left. It is an eminently sensible concept 
in a market where buyers and sellers come together to engage in a 
free exchange. It allows economic analysis to focus on the ultimate 
outcome and to disregard temporary disturbances. This prepares 
the ground for timelessly valid rules about the equilibrating role of 
markets. 

The concept of equilibrium is quite deceptive. It has the aura of 
something empirical, but tiiat impression is not justified. Equilib­
rium itself has rarely been observed in real life (market prices have 
the nasty habit of fluctuating). The process that can be observed is 
supposed to move toward equilibrium, yet equilibrium may never 
be reached. It is true that market participants adjust to market 
prices, but they may be adjusting to a constantly moving target. In 
that case, speaking of an "adjustment process" may be a misnomer. 

Equilibrium is the product of an axiomatic system. Economic 
theory is constructed like logic or mathematics: It is based on cer­
tain postulates, and all of its conclusions are derived from them by 
logical manipulation. Its great merit is that it lends itself to mathe­
matical treatment: Equilibrium can be expressed in the form of 
equations. 

The possibility that equilibrium may never be reached does not 
invalidate the logical construction. Only when a hypothetical equi­
librium is presented as a model of reality is a significant distortion 
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introduced. Geometry and astronomy are perfectly valid axiomatic 
systems, yet they gave rise to false interpretations of reality, such as 
the belief that the earth was flat or that it was the center of the uni­
verse (and we know what happened to those who questioned such 
truths). 

Economic theory starts by taking the demand and supply curves 
as separately given; the intersection of the demand and supply 
curves then determines the equilibrium point. This construction 
presumes that demand and supply are definite and separately mea­
surable quantities. They go on opposite sides of the scale, and an 
adjustment process brings them into balance. When sellers know 
how much they are willing to supply at each price and buyers know 
how much they are willing to buy, all that needs to happen to 
achieve equilibrium is for the market to find the unique price that 
matches demand and supply- But what if price movements them­
selves change the willingness of buyers and sellers to trade their 
goods at given prices, for example, because a fall in prices makes 
them expect prices to fall even further in the near future? This pos­
sibility, which is the dominant fact of life in financial markets as well 
as in industries with rapidly advancing technologies, is simply 
assumed away. 

Classical economic theory is the child of the Enlightenment. We 
have seen that the Enlightenment sought to establish the authority 
of reason by treating reality as something passively waiting to be 
understood. Reason could then gain knowledge by making state­
ments tJiat corresponded to the facts. The outstanding scientific 
accomplishment of the Enlightenment was Newtonian physics, and 
economic theory sought to imitate it. Equilibrium was a Newtonian 
concept, and economic theoty adopted it with alacrity. If thinking-
could be separated from reality, then so could demand, which was 
largely a subjective factor, from supply, which was mainly an objec­
tive one. Aggregating the behavior of various participants presented 
difficulties, but these could be overcome by postulating perfect 
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knowledge. The theory of perfect competition assumed perfect 
knowledge. The assumption fitted in well with the Enlightenment 
view of the world, but it did not survive critical examination. Perfect 
knowledge could be seen to be too ambitious an assumption, and it 
was replaced by perfect information. Perfect information on its 
own, however, was not sufficient to support the theory of perfect 
competition, so it had to be reinforced by what Lionel Robbins* 
called a "methodological convention": The conditions of supply 
and demand were treated as if they were independently determined. 
The task of economic theory, Robbins argued, was to study not the 
conditions of supply and demand but the relationship between 
them. Therefore economic theory could take the conditions of sup­
ply and demand as a given and show, with the help of equations, 
how the market could allocate limited resources among unlimited 
ends and bring supply and demand into equilibrium. 

Lionel Robbins's argument, which was influential fifty years ago 
when I studied economics under him, has been largely forgotten, 
but the watertight separation between demand and supply 
remained ingrained in economic analysis. As a student, I found 
Robbins's solution objectionable because it eliminated reflexive 
feedback by a methodological subterfuge. It allowed economists to 
continue treating markets as a purely passive mechanism whose sole 
role is to reflect the forces of demand and supply. The possibility 
that movements in market prices can alter the shape of the demand 
and supply curves was simply assumed away. The impulse behind 
this approach was the desire to produce results comparable to New­
tonian physics. It deflected attention from markets as an institution 
(which, in accordance with radical fallibility, are liable to be flawed 
to a lesser or greater extent) and perpetuated the illusion of perfect 
markets. 

The assumption that demand and supply curves are indepen-

"Lionel Robbins, An Essay on the Nature and Significance of Economic Science (London: Macmil-
lan, 1969). 
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dently given is needed to determine market prices. Without it, 
prices would cease to be uniquely determined. Economists would 
be deprived of their ability to provide generalizations comparable to 
those of natural science. The idea that the conditions of supply and 
demand may be in some ways interdependent or dependent on the 
behavior of the market may seem incongruous to those who have 
been reared on economic theory; yet that is exactly what the con­
cept of reflexivity implies and what the behavior of financial mar­
kets demonstrates. 

The assumption of independently given conditions of supply and 
demand eliminates the possibility of any reflexive interaction. How 
significant is the omission? How important is reflexivity in the 
behavior of markets and economies? In microeconomic analysis, 
reflexivity can be safely disregarded; when it comes to macroeco­
nomics, the omission is more serious. This corresponds to the dis­
tinction we have drawn between humdrum and historic events. I 
shall test this proposition in the next chapter, using the financial 
markets as my laboratory. 

The Question of Values 

I want to complete my critique of economic theory by examining 
the question of values. Economic theory takes the market partici­
pants' preferences as givens. Under the guise of this methodological 
convention, it tacitly introduces certain assumptions about values. 
The most important of these is that only market values should be 
taken into account—that is, only those considerations that enter 
into a market participant's mind when she decides what she is will­
ing to pay another participant in free exchange. This assertion is 
justified when the objective is to determine the market price, but it 
ignores many individual and social values that do not find expres­
sion in market behavior. These ought not to be ignored in deciding 
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issues other than the market price. How society should be orga­
nized, how people ought to live their lives—these questions ought 
not to be answered on the basis of market values. 

Still, that is precisely what is happening. The scope and influence 
of economic theory have expanded beyond the confines that the 
postulates of an axiomatic system ought to impose. Market funda­
mentalists have transformed an axiomatic, value-neutral theory into 
an ideology that has influenced political and business behavior in 
powerful and dangerous ways. That is one of the key issues I want to 
address in this book: How market values penetrate into areas of 
society where they do not properly belong. 

The values taken as given by economic theory always involve a 
choice between alternatives: So much of one thing can be equated 
to so much of another. The idea that some values may not be nego­
tiable is not recognized, or, more exactly, such values are excluded 
from consideration. Generally speaking, only individual prefer­
ences are studied; collective needs are disregarded. This means that 
the entire social and political realm is left out of account. If the 
argument of market fundamentalists—that the common interest is 
best served by the un trammeled pursuit of self-interest—were valid, 
then no great harm would be done; but the fact that the conclusion 
was reached by disregarding collective needs does beg the question. 

Empirical studies in decisionmaking have shown that, even 
in matters of individual preference, peoples' behavior does not 
conform to the requirements of economic theory. The evidence 
indicates that instead of being consistent and constant, peoples' 
preferences vary depending on how they frame their decision prob­
lems. For example, economic theory has assumed ever since Daniel 
Bernoulli (circa 1738) that economic agents evaluate the outcomes 
of their choices in terms of final states of wealth. In fact, agents gen­
erally frame outcomes as gains and losses relative to some reference 
point. Furthermore, these variations in framing can have a pro­
found effect on decisions: Agents who frame their outcomes in 
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terms of wealth will tend to be less averse to risk than agents who 
think in terms of losses.* 

I go further than the behavioral economists. I contend tJiat 
people behave differently depending on the frame of reference they 
employ. While there is some consistency in the choice of frames, it 
is far from dependable, and there is often a noticeable discontinuity 
between different frames. I can speak from personal experience. I 
have often felt as if I had multiple personalities: one for business, 
one for social responsibility, and one (or more) for private use. 
Often the roles get confused, causing me no end of embarrassment. 
I have made a conscious effort to integrate the various aspects of my 
existence, and I am happy to report that I have been successful, I 
really mean that: Integrating the various facets of my personality 
has been a major accomplishment and a source of great satisfaction. 

I must confess, however, that I could not have achieved this if I 
had remained an active participant in the financial markets. Manag­
ing money requires a single-minded devotion to the cause of mak­
ing money; all other considerations must be subordinated to it. In 
contrast to other forms of employment, managing a hedge fund is 
liable to produce losses as well as profits, and you can never take 
your eye off the ball. It is noteworthy that die values tJiat guided me 
in my moneymaking activities did resemble the values postulated by 
economic theory: They involved a careful weighing of alternatives, 
they were cardinal rather than ordinal in character/ they were con­
tinuous and gradual, and they were single-mindedly directed at 
optimizing the ratio between risk and reward—including accepting 
higher risks at times when the ratio was favorable. 

I am ready to generalize from my personal experience and admit 

*Daniel Kahneman and Amos Tversky, "Prospect Theory: An Analysis of Decision Under 
Risk," Econonietrka47 (i979); 263-91. 
'This is an important point. In contrast to most fund managers, who are concerned with rela­
tive performance, I was guided by and rewarded according to absolute performance. The 
pursuit of relative performance is a source of instability in financial markets that may not be 
Sufficiently well recognized. I shall revert to this point in Chapter 7. 
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that the profit-seeking behavior postulated by economic theory is in 
fact relevant to economic activities in general and financial markets 
in particular. The generalization is justified because market partici­
pants who do not put: profits above practically all other considera­
tions are liable to be eliminated or reduced to insignificance by the 
pressures of competition. But there are other aspects of existence to 
be considered. 

I remember vividly an occasion when I was rushing from one 
bank to another in the City of London, arranging a line of credit 
without which my hedge fund could have been wiped out. The 
pressure was so great that, walking along Leadenhall Street, I 
thought I was about to have a heart attack. It dawned on me that if I 
died, I would end up the loser in the game that I was playing with 
such alacrity. 

Economic behavior is onlv one kind of behavior, and the values 
that economic theory takes as given are not the only kind of values 
that are relevant to humanity. The trouble is that economic and 
especially financial values have come to dominate our lives. Cur­
rency traders sitting at their desks buy and sell currencies of Third 
World countries in large quantities. The effect of the currency fluc­
tuations on the people who live in those countries is a matter that 
does not enter their minds. Nor should it; they have a job to do. Yet 
if we pause to think, we must ask ourselves whether currency 
traders (not to use the more incendiary word, speculators) should 
regulate the lives of millions. 

How do economic values relate to other kinds of values? That is 
not a question that can be answered in a timeless, universally valid 
manner, except to say that economic values, on their own, cannot be 
sufficient to sustain either the individual or society. Economic val­
ues express only what an individual market participant is willing to 
pay another in free exchange for something else. These values pre­
suppose that each participant is a profit center bent on maximizing 
profits to die exclusion of all other considerations. Although the 
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description may be appropriate to market behavior, there must be 
some other values at work to sustain society-—indeed, to sustain 
human life. It is difficult to see how the values pertaining to these 
other spheres could be subjected to differential calculus as if they 
were indifference curves. 

What are these other values, and how can they be reconciled 
with market values? That question preoccupies me, and it baffles 
my mind. Studying economics is not a good preparation for dealing 
with it—we must go beyond economic theory. Instead of taking val­
ues as given, we must treat them as reflexive. That means that dif­
ferent values prevail in different conditions, and there exists a 
two-way feedback mechanism that connects them with actual con­
ditions, thereby creating a unique historical path. We must also 
treat values as fallible. That means that the prevailing values at any 
moment in history are liable to prove inadequate and inappropriate 
at some other point. I contend that at the present moment market 
values have assumed an importance that is way beyond anything 
that is appropriate and sustainable. 

I must point out that if we want to apply the concept of reflexivity 
to values as well as expectations we must use the concept somewhat 
differently than described in Chapter i. In the case of expectations, 
the outcome serves as a reality check; in the case of values, it does 
not. The Christian martyrs did not abandon their faith even when 
they were thrown to the lions. This renders a discussion of values 
much more difficult than a discussion of expectations. In the case of 
expectations, we can speak of a divergence between outcomes and 
expectations; in the case of values, the divergence is difficult to for­
mulate. 

I return to this dilemma in Chapter 4. 
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Reflexivity in Financial Markets 

I
have made a very bold claim to the effect that economic the­
ory has fundamentally misrepresented how markets operate. 
Like every fertile fallacy, this claim is exaggerated. There are 
many instances where the assumption that the conditions of 

supply and demand are independently given does not do any vio­
lence to reality; in these cases, classical economic theory provides 
valuable insights. But there is at least one important area where 
economic analysis has produced profoundly misleading results. I 
have in mind the financial markets. 

Financial markets differ from other markets in that the partici­
pants do not deal with known quantities; they are trying to discount 
a future which is contingent on how the market discounts it at pre­
sent. This makes the conditions of supply and demand not only 
unknown but also unknowable. In the absence of knowledge, par-
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ticipants are obliged to rely on an element of judgment or bias in 
reaching their decisions, which in turn introduces an element of 
uncertainty into the subject to which their decisions relate. This is 
an area that cannot be properly understood without taking refiexiv­
ity into account; yet economists have made every effort to avoid 
doing so. The theory that has enabled them to accomplish this 
heroic feat is the theory of rational expectations. 

R a tional Expect a (ions 

I find myself in a weak position to criticize the theory of rational 
expectations, because I never studied it closely. As I understand it, 
the prices of financial instruments are supposed to reflect the "fun­
damentals'1: a stream of future earnings and dividends and the 
prospect of future capital transactions in the case of stocks, a stream 
of future interest payments in the case of bonds, and (I infer) the 
future availability of supply combined with anticipated demand in 
the case of commodities. I don't quite know what rational expecta­
tions are supposed to relate to in the case of currencies. The point is 
that an efficient market already reflects all the information about 
the fundamentals that is currently known, and it is rational for par­
ticipants to recognize this fact. Therefore, in the absence of inside 
information it is irrational for investors to assume that they can out­
perform the market. The market is in permanent equilibrium and 
any temporary deviation is in the nature of a random walk. 

I am not sure that I have given an accurate account of the theory 
because, as I said before, I never studied it. I dismiss it out of hand 
because it is so blatantly in conflict with the concept of refiexivity. It 
treats markets as a passive reflection of the fundamentals, and it 
treats decisions as if they could be based on information. 

I contend that participants in financial markets, instead of basing 
their decisions on rational expectations, cannot avoid introducing a 
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bias into their decisionmaking. I use the word bias to describe an 
unavoidable element of judgment that will influence the outcome. 
Each market participant is faced with the task of putting a current 
value on a future course of events, but that course is contingent 
upon prevailing valuations in financial markets. That is why market 
participants are obliged to exercise an element of judgment. The 
important feature of biased judgments is that they are not purely 
passive: They affect the course of events that they are supposed to 
reflect. They are reflexive. 

The fact that as a market participant I could get by without pay­
ing any attention to the theory of rational expectations is in itself a 
powerful indictment, but it falls well short of a reasoned rebuttal. 
Rather than immersing myself in a theory that I consider worse 
than useless, I shall put forward a radically different interpretation. 
Readers can then decide for themselves. 

An Alternative View 

I envision a two-way connection between flunking and reality. 
The fundamentals influence the values that participants attribute to 
financial instruments, and the valuations can also influence the fun­
damentals. The two-way interaction engenders a never-ending 
process that does not necessarily lead to equilibrium. Price fluctua­
tions lead toward a theoretical equilibrium part of the time and 
away from it at other times, but the actual equilibrium remains 
indeterminate because it is itself at least partially affected by the 
price fluctuations. 

The relationship between fundamentals and valuations is prob­
lematic. Apart from the point I have already made, namely that the 
fundamentals may be influenced by the prices prevailing in financial 
markets, there is another complication: In buying and selling finan­
cial instruments, market participants are not trying to discount fun-
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damentals; they seek to anticipate the future prices of the selfsame 
financial instruments. The connection between fundamentals and 
market prices is more tenuous than the prevailing wisdom would 
suggest, and the role of the participants' bias greater. My scheme 
focuses on the participants' bias rather than the fundamentals. It 
needs to be emphasized, however, diat it would be just as misleading 
to neglect the fundamentals as it is to ignore the participants' bias. 
What makes the bias important is that it can affect the fundamen­
tals. When it does not do so it can be safely disregarded without 
doing any great violence to reality. That is what the theory of ratio­
nal expectations sought to do. 

The Participants Bias 

Bias is a difficult concept to work with. It cannot be properly 
measured, because we cannot know what an unbiased world looks 
like. Different people work with different biases, and it is impossi­
ble to work without some biases. This holds true even in the limit­
ing case when a participant anticipates the future accurately. 

Fortunately, there is a standard in the outside world by which the 
participants' bias can be judged: namely, the actual course of events. 
But that standard only provides an indication and not a measure­
ment of the bias. That is because there is no reality independent of 
the participants' thinking, only a reality that is dependent on it. In 
other words, tJiere is a sequence of events that actually occurs, and 
that sequence incorporates the impact of the participants' bias. 

Markets often seem to anticipate the future correctly. This is not 
because events conform to rational expectations, however, but 
because expectations can influence the so-called fundamentals that 
they are supposed to discount. Rational expectations theory claims 
that, by definition, markets are always right. I contend that financial 
markets are almost always wrong but have the capacity to validate 
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themselves—up to a point. Rational expectations theory concludes 
that in the long run it is impossible to beat the market averages and 
that any deviation in individual performance is in the nature of a 
random walk. This conclusion is patently false, and I am happy to 
have demonstrated it in practice. 

Most of the time the actual course of events is likely to differ 
from the participants' expectations. This holds true even in those 
cases where the participants' bias is initially self-validating. The 
divergence between outcomes and expectations can be taken as an 
indication of the bias at play. Unfortunately, it can be taken only as 
an indication—not the full measure of the bias—because the actual 
course of events already contains the effects of the participants' bias. 
Nevertheless, we can at least distinguish between a bullish and a 
bearish bias. 

The participants' bias is a phenomenon that is partially observ­
able and partially submerged in the course of events, and as such it 
is of limited value as an object of scientific investigation. This may 
explain why economists were so anxious to eliminate it from their 
universe. Nevertheless, I consider it the key to understanding finan­
cial markets, even if it does not lend itself to the formulation of sci­
entific theories. Not every phenomenon can be explained and 
predicted by universally valid generalizations—otherwise we would 
not need to rely on hunches in making our decisions. 

For the sake of simplicity, let's focus on the stock market. Under 
the old-fashioned interpretation, stock prices supposedly reflect the 
fundamentals of the companies in which they provide an ownership 
participation. As I said before, this view is false. Market prices do 
not discount a future stream of earnings and dividends, they try to 
anticipate future market prices. Nevertheless, the fundamentals 
have an important role to play. Market prices are readily observable, 
but they do not by themselves reveal anything about the partici­
pants' biases. To identify the bias, we need some variable other than 
the bias. The fundamentals provide such a variable, even if they are 
contaminated by the bias. 
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For purposes of this discussion, I shall define "equilibrium" as a 
correspondence between the participants' views and the fundamen­
tals. This is different from the way the word is used in financial eco­
nomics, but I believe it accords with the concept of long-term 
equilibrium. Economists distinguish between short-term equilib­
rium, which is reached before any reallocation of productive re­
sources has occurred, and long-term equilibrium, which reflects 
such readjustments. For short-term equilibrium, it is sufficient that 
the prevailing price should clear the market; that is to say, no buyer 
or seller should remain unsatisfied. Using this minimalist definition 
of equilibrium, it can be argued that financial markets are in con­
stant equilibrium—although I have my doubts on this point, which 
I shall raise later in this chapter. But that does not say much about 
the role of financial markets in allocating resources. The really 
interesting question is whether there is such a thing as long-term 
equihbrium, and that is the question I am addressing here. 

The fundamentals that matter are in the future. It is not last 
year's earnings, balance sheets, and dividends that stock prices are 
supposed to reflect but the future stream of earnings, dividends, and 
asset values. That stream is not given; therefore it is not an object of 
knowledge but of guessing. The guessing is based on a combination 
of information and bias. Therefore the bias finds expression in stock 
prices, and stock prices have ways of affecting the fundamentals. 
For instance, a company can raise capital by selling stock, and the 
price at which it sells stock will influence the earnings per share. 
The price of the stock also has an influence on the terms at which 
the company can borrow. The company can also motivate its man­
agement by issuing options. There are other ways in which the 
image of the company as represented by its stock price can affect 
the fundamentals. For instance, it can attract customers. 

Whenever that happens, die possibility of a two-way, reflexive 
interaction arises, and equilibrium becomes a deceptive concept 
because the fundamentals cease to provide an independent variable 
to which the stock price could correspond. Equilibrium becomes a 
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moving target, and the reflexive interaction may render it alto­
gether elusive because the movement in stock prices may push the 
fundamentals in the same direction in which the stocks are moving. 
The recent craze for Internet stocks is a case in point. 

Boom-Bust Sequences 

The two-way connection between stock prices and fundamentals 
can set in motion a self-reinforcing process that can carry both the 
fundamentals and stock prices quite far from where they would be 
under a conventional equilibrium. This would justify trend-follow­
ing behavior that could carry financial markets into what 1 call ufar-
from-equilibrium territory." Eventually the divergence between 
image and reality, between expectations and outcomes, is bound to 
become unsustainable, and the process is bound to be reversed. The 
important point is that trend-following behavior is not necessarily 
irrational. Just as certain animals have good reasons to move in 
herds, so do investors. Only at inflection points where the prevail­
ing trend is reversed will the mindless trend-follower get hurt. By 
the same token, lone investors who hitch their fortune to the funda­
mentals are liable to get trampled by the herd. I have always been 
on the lookout for inflection points. 

It is only occasionally that the price of an individual company's 
stock can affect that company's fundamentals in a self-reinforcing 
manner, like a dog chasing its own tail. But when we look at the 
larger, macroeconomic picture, we find that reflexive interactions 
are the rule, not the exception. For instance, currency movements 
tend to be self-validating; credit expansion and contraction tend to 
follow a boom-bust sequence. Self-reinforcing but eventually self-
defeating processes are endemic in financial markets. 

In The Alchemy of Finance, I identified and analyzed several cases 
of reflexivity that cannot be properly accounted for by equilibrium 
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theory. In the case of the stock market, I focused on the phenome­
non of equity leveraging. When a company or industry is overval­
ued, it can issue stock and use the proceeds to justify inflated 
expectations—up to a point. Conversely, when a fast-growing com­
pany is undervalued it may not be able to exploit the opportunities 
confronting it, thereby justifying the undervaluation—again, only 
up to a point. 

Looking at currency markets, I discerned the prevalence of 
vicious and virtuous circles in which exchange rates and the so-
called fundamentals they supposedly reflect are interconnected in a 
self-reinforcing fashion, creating trends that sustain themselves for 
prolonged periods until they are eventually reversed. I identified a 
vicious circle for the dollar that culminated in 1980, and I analyzed 
a virtuous circle that unfolded in the 1980-1985 period. I called it 
"Reagan's imperial circle." Had I written the book later, I could 
have analyzed a similar imperial circle in Germany, touched off by 
German reunification in 1990. It unfolded differently because of its 
effect on the European exchange-rate mechanism: It led to the 
devaluation of sterling in 1992. The crisis of 1997-1999 set up a 
similar vicious circle for periphery countries and a virtuous one for 
the United States. The presence of such long-lasting, well-identifi­
able trends encourages trend-following speculation, and the insta­
bility tends to be cumulative. This is demonstrated, once again, by 
the self-reinforcing decline of the euro since its introduction. The 
authorities are reluctant to intervene; I am convinced that the mar­
kets will eventually force them to do so unless the U.S. economy 
shows signs of slowing down. The authorities could save themselves 
a lot of grief if they had a better understanding of financial markets. 
Far from reflecting the fundamentals, markets create their own 
reality, and the authorities can prevent excesses from going too far 
by intervening at the right time. This goes against the prevailing 
orthodoxy. 

Studying the banking system and credit markets in general, I 
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observed a reflexive connection between the act of lending and the 
value of the collateral. The value of the collateral depends on how 
much the banks are willing to lend. This gives rise to an asymmetri­
cal boom-bust sequence in which credit expansion and economic 
activity gather speed gradually and eventually come to an abrupt 
end. The reflexive connection and the asymmetrical pattern were 
clearly visible in the great international lending boom of the 1970s 
that culminated in the Mexico crisis of 1982. A similar process was 
unfolding in 1998 while I was writing The Crisis of Global Capitalism. 

I want to use for illustration one particular case from The Alchemy 
of Finance: the so-called conglomerate boom, which reached its 
apogee in the late 1960s. At the time, investors were willing to pay a 
high multiple of earnings for companies that could produce fast 
per-share earnings growth. This consideration—earnings growth— 
loomed larger in investors' minds than the otJier so-called funda­
mentals, such as dividends and balance sheets, and investors were 
not terribly discriminating about the way per-share earnings 
growth was achieved. Certain companies managed to exploit this 
bias by using their stock for acquisitions. Typically, conglomerates 
were high-tech defense companies that had enjoyed fast earnings 
growth in the recent past and a correspondingly high multiple of 
earnings. They could use their high-priced stock to acquire other 
companies whose stock was selling at a lower multiple of earnings, 
producing higher earnings per share as a result. Investors appreci­
ated the earnings growth and accorded higher multiples to the 
shares, which enabled the companies to continue the process. Soon 
there were many imitators. Even companies whose stock started 
with a low multiple of earnings could attain a higher multiple sim­
ply by announcing their intention to become a conglomerate. The 
boom was launched. 

At first, the record of each conglomerate was judged on its own 
merit, but gradually conglomerates became recognized as a group. 
A new breed of investors emerged, the so-called go-go fund man-
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agers, or gunslingers, who developed a special relationship with the 
managements of conglomerates. Direct lines of communication 
were opened between them, and conglomerates learned to manage 
their investors as well as their earnings. The stocks climbed, but 
eventually reality could not sustain expectations. Acquisitions had 
to get larger and larger to maintain the momentum, and in the end 
they ran into the limits of size. The turning point came when Saul 
Steinberg tried to acquire Chemical Bank: This was too much for 
the establishment, and the attempt was defeated. Instead of antici­
pating a turning point, as could be expected of rational expecta­
tions, investors got carried away by the trend. So when the climax 
came, the market was caught unprepared. 

The decline fed on itself. The conglomerates' internal problems 
that had been swept under the carpet during the period of rapid 
external growth began to surface. Earnings reports revealed 
unpleasant surprises. Investors became disillusioned, and after the 
heady days of acquisitions-based success few managers were willing 
to buckle down to the arduous work of running their companies. 
Those who did had to clean house, which meant reporting earnings 
that shocked investors. As one of these managers told me, "I have 
no audience to play to." The situation was aggravated by a reces­
sion. By then, investors were prepared to believe the worst, and in 
some cases the worst actually occurred: Some conglomerates liter­
ally disintegrated. In some cases, reality turned out to be better than 
expectations, and eventually the situation stabilized, with surviving 
companies, often under new management, slowly working them­
selves out from under the debris.* 

Using the conglomerate boom as my paradigm, I devised an 
archetype of the boom-bust sequence. It starts with a prevailing bias 
and a prevailing trend. In the case of the conglomerate boom, the 
prevailing bias was a preference for rapid earnings growth per share 

*George Soros, The Alchemy of Finance: Reading the Mind of the Market (New York: John Wiley 
and Sons, 1987), p. 57. 
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without much attention to how it was brought about; the prevailing 
trend was the ability of companies to generate high earnings growth 
per share by using their stock to acquire other companies selling at 
a lower multiple of earnings. This is illustrated in Graph 3.1: In the 
initial stage (1), the trend is not yet recognized. Then comes the 
period of acceleration (2), when the trend is recognized and rein­
forced by the prevailing bias. A period of testing (3) may intervene 
when prices suffer a setback. If the bias and trend are maintained, 
both emerge stronger than ever (4). Then comes the moment of 
trutJfi (5) when reality can no longer sustain the exaggerated expec­
tations, followed by a twilight period (6) when people continue to 
play die game, although they no longer believe in it, in the hope 
tiiat they will be bailed out by greater fools. Eventually a crossover 
point (7) is reached when the trend turns down and even the great­
est fools give up hope. This leads to a catastrophic acceleration in 
the opposite direction (8), commonly known as a "crash." 

As illustrated in Graph 3.1, the boom-bust sequence has an 
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asymmetric shape, with the boom more drawn out and the bust 
more condensed. This graph presents an archetypal case, but the 
charts of various actual conglomerates conformed to it quite closely. 
Not every boom-bust process follows the same pattern. In The 
Alchemy of Finance, I described another archetypal case in which the 
upside and the downside are more symmetrical. Such is typical of 
currency markets, where upside and downside are more or less 
reversible. In reality, various reflexive processes interact, creating 
weird and unique patterns. Every case is different, and the charts 
have as many shapes as there are cases. The sudden collapse of con­
fidence in Far East financial markets in 1997—which transformed 
the fundamentals throughout Asia and much of the world—is an 
obvious case in point (which will be analyzed in Chapter 7). 

There is nothing determinate about the archetypal case I 
described above. The various stages may be of various amplitudes 
and durations. However, the sequence of stages seems to have some 
underlying logic. It would be strange to encounter a period of accel­
eration after the moment of truth or a crossover point before the 
moment of truth. But it is impossible to tell where we are in the 
process except in retrospect; for instance, the twilight period (6) 
turns into a period of testing (3) unless it is followed by a crossover 
point (7). Indeed, the process may never get started. In more cases 
than not, the reflexive feedback mechanism is self-correcting rather 
than self-reinforcing to start with. A full-fledged boom-bust 
sequence is the exception rather than the rule, but reflexivity— 
whether self-reinforcing or self-correcting—is the rule in financial 
markets. 

The Internet Boom 

We have recently experienced a full-fledged boom-bust sequence 
in Internet stocks. It started almost imperceptibly when a few com-
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panies engaged in Internet commerce went public. These compa­
nies offered valuable services greatly appreciated by the public. The 
stocks were also appreciated by the public, and the popularity of the 
stocks helped to promote the popularity of the services being pro­
vided. The prevailing trend and the prevailing bias became mutu­
ally self-reinforcing, and the boom accelerated. As the Internet 
spread, the number of potential investors increased exponentially, 
and the supply of stock could not keep pace. The demand for stock 
was boosted by brokers offering online trading, while the supply 
was limited by the various legal restrictions on the sale of stock by 
insiders who bought them before a public offering. Valuations 
reached outlandish levels. Few of the companies were profitable, 
but investors did not mind. They were looking at the number of 
customers or subscribers as the basis for valuing the stocks. Compa­
nies started giving away services, realizing that if they increased the 
number of customers they could raise capital on more advantageous 
terms. The name of the game became raising capital, not making 
profits. That is an unsustainable business model, and it did not take 
a Bnancial genius to realize that the boom was bound to be followed 
by a bust, but it was much harder to guess when it would occur. The 
Internet boom refused to follow the pattern of the conglomerate 
boom illustrated in Graph 3.1. The moment of truth ought to have 
arrived on July 28, 1999, when the Wall Street Journal published a 
page-one article* explaining the flaw in the business model. This 
happened to coincide with a flood of new issues and the expiration 
of the holding period for original investors in some of the industry 
leaders such as America Online. The insiders could hardly wait to 
unload their holdings. Internet stocks fell by more than 50 percent. 
I was convinced diat the crossover point had been reached and that 
a crash was imminent. Yet Internet stocks recovered, and some rose 
to new highs. Institutions that live and die by relative performance 

'George Anders, "Internet Firms Offer (roods in a Bid to Increase Traffic," Wall Strettjour-
»tf/,Juiy 28, 1999. 

7° 



Reflexivity in Financial Markets 

felt obliged to increase their holdings as die year-end approached. 
When Yahoo! was included in the Standard and Poor's (S&P) index, 
it jumped 30 percent in a single day. Christmas was coming, and 
Internet companies pulled out all the stops to boost sales. The 
wealth effect of the stock market bubble favored a strong Christ­
mas. Giveaways, advertising, and tiie excitement generated by 
Internet stocks combined to ensure that so-called e-commerce sales 
would exceed all expectations. Since Internet stocks are valued on 
the basis of revenue growth, the boom gained another leg. What 
should have been the twilight period (6) turned into a successful test 
(3). People like me who sold Internet stocks short were forced to 
cover them at whopping losses. I remained convinced that a bust 
was bound to come, but I could not afford to stand by my convic­
tions. As die Wall Street adage goes, he who runs away lives to fight 
another day. The bust came at the end of the first quarter, just as I 
expected, but by that time I did not dare to bet on it anymore. The 
bubble has now burst. Most Internet stocks sell below their offering 
price. The Internet is here to stay, but many companies that can no 
longer finance their growth by selling stock at ever-increasing 
prices are likely to fail. Eventually only companies capable of oper­
ating profitably will survive (see Chart 3.1). 

It remains to be seen how the bursting of the Internet bubble will 
affect die rest of the market. So far it has had remarkably little 
effect. The Nasdaq index is showing considerable resilience, remi­
niscent of the behavior of Internet stocks a year ago, and die 
broader S&P index is hovering not far from its all-time high (see 
Chart 3.2). People have learned that it pays to buy the dips, and 
diey will not be weaned from the habit until it ceases to pay. I 
believe that is about to happen because the economy is overheating, 
and the Federal Reserve is raising interest rates more aggressively 
than hidierto. At first, investors may switch to high-growdi compa­
nies in die mistaken belief that they are immune to rising interest 
rates, but eventually those stocks are also going to be caught up in a 
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bear market. Just as the boom had a positive effect on the funda­
mentals, the bust will have a negative one. Rising stock prices stim­
ulated consumption through the so-called wealth effect, and they 
stimulated capital spending on technology even more. The boom 
had the effect of speeding up time. Companies could not afford to 
wait in getting aboard the latest innovations for fear of being penal­
ized by the stock market. For instance, John Kay pointed out in the 
Financial Times* that Vodafone had to pay top dollar for the largest 
third-generation wireless franchise in the United Kingdom in order 
to validate its current stock price. The speeding up tilted the bal­
ance of demand and supply in favor of technology companies, 
boosting their profit margins; it also allowed fledgling companies 
with the latest technologies to capture market share to an extent 
unimaginable in more normal times. All this is liable to reverse 
when the market cools off, but this reflexive feedback is not factored 
into current stock prices. In my opinion, the music has stopped, but 
most people are still dancing. I am not. I announced the conversion 
of my Quantum Fund into a more conservative vehicle called 
Quantum Endowment Fund on April 30, 2000. 

This example is instructive in showing that my boom-bust theory 
is far from foolproof in predicting the course of events. The crisis of 
1997-1999, which I discuss in greater detail in Part II, is another 
case in point. I lost a lot of money on both. So what is the use of a 
theory if it does not yield reliable predictions? The answer is tfiat if 
markets are genuinely unpredictable, then it is better to have a the­
ory that brings this point home; one that claims to provide a scien­
tific explanation is bound to be false. That is certainly the case with 
die so-called random-walk hypothesis. 

My theory has been dismissed as useless by economists such as 
Robert Solow because it fails to meet the criteria of scientific 
methods I readily admit that my theory does not qualify as scien-

*Ma>' 1, 2000. 

'Robert Soiow, "The False Economies of George Soros," Ne~di Republic, February 8, 1909. 
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tific, but I would argue that the concept of reflexivity is more con­
ducive to an understanding of financial markets than the concept of 
equilibrium. Certainly it has produced better results over the years 
than what could be expected from the random-walk hypothesis. The 
Quantum Fund provided its shareholders a better than 30 percent 
annual return (excluding management fees) over more than thirty-
one years, even after the 20 percent drawdown in the first half of 
2000; $100,000 invested in 1969 would now be worth $420 million. 

Reflexivity in Financial Markets 

Not every stock market development can be interpreted in terms 
of an initially self-reinforcing but eventually self-defeating process, 
yet financial markets cannot be properly understood without taking 
that possibility into account. As the preceding examples indicate, 
boom-bust sequences cannot be predicted with any degree of cer­
tainty. Indeed, it would be internally inconsistent if that were possi­
ble, because the discovery of a correct predictive theory would alter 
the course of events. That does not mean that some participants 
cannot be better at guessing than others. On balance, I have done 
quite well because I am prepared to recognize my mistakes. My 
working hypothesis of radical fallibility has stood me in good stead. 

A theory of reflexivity cannot possibly provide deterministic 
explanations and predictions; a theory of equilibrium is expected to 
do so. But when we look at the evidence, we must conclude diat the 
latter has little relevance to reality. Nevertheless, the concept of 
equilibrium has some utility. Indeed, it would be difficult to shed 
much light on the reflexive feedback mechanism without invoking 
the concept. We could not say whether a process is leading away 
from or toward equilibrium. Neither could we say much about the 
participants' bias without introducing the concept of fundamentals, 
even though I contend that the so-called fundamentals do not 
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determine the valuation of stocks. The chart of a conglomerate 
stock would not make much sense without a line denoting earnings 
per share (that is, the "fundamentals"), even if the earnings are 
themselves influenced reflexively by market valuations. 

So what is "equilibrium"? I define it as the state in which there is 
a correspondence between expectations and outcomes. (This is just 
a more general restatement of my earlier definition). This sort of 
equilibrium is unattainable in financial markets, but it should be 
possible to establish whether a prevailing trend is leading toward it 
or away from it. Knowing that much would already be a major 
advance in our understanding. 

If we can identify a prevailing trend and a divergence between 
reality and expectations, it may enable us to form a hypothesis about 
the future course of events. This is not easy to do, and it cannot be 
done scientifically, yet it provides a suitable basis for making invest­
ment decisions. 

I have adapted Popper's theory of scientific method for this pur­
pose. I establish a hypothesis (or thesis for short) as the basis of my 
expectations, then I test it against the future course of events. If the 
thesis fails, I sell. For instance, I bought Mortgage Guarantee Insur­
ance Corporation ("IVIagic") at the time of a California real estate 
crisis on the thesis that the company would survive it and, having 
passed a severe test, it would be accorded a much higher valuation. It 
worked like magic. In my days of actively managing money, I used to 
get particularly excited when I picked up the scent of an initially self-
reinforcing but eventually self-defeating thesis. My mouth would 
water as if I were one of Pavlov's dogs. Often I picked up a false 
scent. Just as economists are said to have predicted ten out of the last 
three recessions, I did the same with boom-bust sequences. I was 
wrong most of the time, because while every situation is reflexive 
most are self-correcting rather than self-reinforcing. But die few 
occasions when I was right made the effort worthwhile, because the 
profit potential was so much greater than it was in near-equilibrium sit­
uations. This had much to do with my success as a fund manager. It 

76 



Reflcxivity in Financial Markets 

required imagination, intuition, and a relentlessly critical attitude. 
Unfortunately, the glory days are over: Too many people have read 
my books, and I lost my edge. 

I documented one particular instance in The Alchemy of Finance: 
real estate investment trusts (REITs) in the early 1970s. The case 
was remarkable in many ways. I published a brokerage report that 
forecast a boom-bust process, and afterward the scenario played out, 
like a Greek drama, exactly as I had predicted. The shape of the 
charts did not look like Graph 3.1 because my brokerage report 
caused an initial bubble that was punctured when it attracted the 
launching of many new REITs. The real boom-bust sequence 
started thereafter. I was a major player myself, benefiting fully from 
the scenario on both the upside and the downside. Persuaded by my 
own analysis that most REITs would end in bankruptcy, I continued to 
sell the stocks short as they declined, ending up making more than 
100 percent on my short positions—a seemingly impossible feat. 

Even on those occasions when my thesis turned out to be false, I 
could often exit with a profit because my self-critical attitude helped 
me to uncover the flaws in my thesis before others did so. I follow 
the precept "Invest first and investigate later." When the thesis was 
plausible, this usually gave me a chance to turn around with a profit, 
because there were other people ready to believe in the story even 
after I had discarded it. Even in those cases where I was wrong— 
and I have mentioned two, the crisis of 1997-1999 and the Internet 
boom—I would benefit from having a thesis because it would help 
me to recognize my mistakes. Finding a flaw always gave me com­
fort; not knowing the potential weaknesses made me nervous, since 
I firmly believed that every thesis is flawed. 

Based on my own experience, I established a rather interesting 
thesis about the stock market: I postulated that the stock market 
acts out an adaptation of Popper's theory of scientific method very 
much along the same lines that I do, with the difference that it does 
not know that it is doing so. In other words, it adopts a thesis and 
tests it; when it fails—as it usually does—it tries out another thesis. 
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That is what produces market fluctuations. It occurs at various lev­
els of significance, and the patterns produced are recursive, very 
much like Mandelbrot's fractals (that is, recursive structures in 
which irregular configurations are repeated at all scales). 

This has led me to the working hypothesis that markets are in 
constant disequilibrium. I do not rule out equilibrium, but I regard 
it as a limiting case. I go even further: I believe that prices do not 
clear the market. There are always unsatisfied buyers and sellers in 
the wings, either because they cannot execute the entire order at the 
last sale or because they cannot make up their minds. Either way, 
they are bound to be influenced by market action. Economic theory 
tells us that a rise in prices tends to reduce demand and increase sup­
ply. Not so in the stock market. A rise in prices may increase the anx­
iety of buyers, and vice versa, giving rise to the phenomenon of 
trend-following behavior. This was systematically exploited by the 
professional jobbers in the old London stock market, where brokers 
were obliged to deal through jobbers. When the jobbers wanted to 
cover their short positions they did not bid up for stocks; on die con­
trary, they lowered their prices. "Shaking the tree," tiiey called it. 

This has important theoretical implications, for it justifies tech­
nical analysis.* For instance, upticks and downticks become impor­
tant predictors of price trends. Needless to say, this view is in direct 
contradiction to the prevailing view, which maintains that the mar­
ket is in permanent short-term equilibrium. 

The thesis adopted by the market is often trivial; it may not 
amount to much more than saying that the prices of certain compa­
nies, groups, even entire markets are going to move up or down. In 
these cases, by the time a participant figures out why the market 
adopted a certain thesis it may be too late—the thesis has already 
been discarded. It is much better to anticipate the fluctuations by 

"The two main approaches to security analysis are the "fundamental" and the "technical." 
Fundamental analysis follows the precepts of economic theory and treats share prices as a 
reflection of the fundamental value of the company. Technical analysis ignores economic the­
ory and studies the dynamics of price movements and patterns of market behavior. 
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studying market patterns. That is what technical analysts do. I was 
never particularly interested in technical analysis, but I recognized 
its relevance. I preferred to await a nontrivial—that is, historical— 
boom-bust thesis. Of course, the market had already begun to act it 
out before I could identify such a thesis, but I could still be ahead of 
most investors in exploiting it. These historical, reflexive dieses 
would present themselves only intermittently, and diere would be 
long fallow periods in between when I might be better off doing 
nothing. 

I doubt that I would still have a competitive edge in recognizing 
the larger, historic theses, because market participants have now 
become aware of the potential held by reflexivity. There has been a 
noticeable change, for instance, away from fundamentals and 
toward trading on technical considerations. As the participants' 
belief in the importance of fundamentals declines, technical analysis 
becomes even more important. This has some implications for the 
stability of markets, but before I consider them I must introduce a 
distinction that plays a key role in my conceptual framework. 

Dynamic Disequ ilibrium 

I want to distinguish between near-equilibrium and far-from-
equilibrium conditions. I have borrowed these terms from chaos 
theory, with which my approach has certain affinities. In near-equi­
librium conditions, the market operates with trivial theses, which 
do not have the capacity to affect the fundamentals, so that a move 
away from equilibrium is likely to provoke a countermove that takes 
prices back toward die position from which they started. These 
fluctuations resemble a random walk or ripples in a swimming pool. 

By contrast, if a reflexive diesis manages to establish itself, it will 
affect not only prices but also the fundamentals, and a reversal will 
not result in a return to the status quo. It will be more like a tidal 
wave or an avalanche. Full-fledged boom-bust sequences penetrate 
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into far-from-equilibrium territory. That is what sets them apart 
from a random walk and gives them historic significance. I used to 
tell myself that I was good at recognizing tidal waves but I could not 
play the ripples. 

Where is the demarcation line? The threshold of dynamic dis­
equilibrium is crossed when a trend prevailing in the real world 
becomes dependent on a bias prevailing in the participants' minds, 
and vice versa. Both trend and bias then develop further than would 
have been possible in the absence of a reflexive, double-feedback 
connection. For example, in the 1990s the enthusiasm of interna­
tional investors and bankers for Asian assets produced domestic 
booms spurred by high valuations and easy credits. These booms 
accelerated the growth of the economies and increased valuations, 
which in turn validated and encouraged further capital inflows from 
abroad. But there was a fly in the ointment: The boom could not 
have developed as far as it did without the dollar peg that allowed 
the countries to sustain a trade deficit longer than they should have. 
When the peg broke, it caused a collapse in the currency, in asset 
prices, and in the economy. 

A prevailing bias is not enough by itself to create a dynamic dis­
equilibrium; it must find a way to become validated by establishing 
or reinforcing a trend in the real world. I realize this point is tauto­
logical: When a double-feedback mechanism is in operation, we can 
speak of dynamic disequilibrium. But the point is worth making: 
The participants' thinking is always biased, but it does not always 
translate into a boom-bust sequence. For instance, the conglomer­
ate boom could have been forestalled if investors had anticipated 
that their concept of per-share earnings growth was flawed as soon 
as the conglomerate companies started to exploit it. The Asian 
boom could have been cut short if investors and lenders had real­
ized that the currency peg was likely to break. 

1 explore the demarcation between near-equilibrium and far-
from-equilibrium conditions in Chapter 4. It will be die main dirust 
of my theory of history. For the moment, I should like to make an 
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additional point about the repercussions of my interpretation of 
financial markets on the financial markets themselves. 

What happens when the reflexive connection between funda­
mentals and valuations is recognized by market participants? It can 
also become a source of instability". It tends to lead to an emphasis on 
so-called technical factors to the neglect of the fundamentals and 
tends to generate trend-following speculation. This has a destabiliz­
ing effect. How can stability be preserved? One way is to continue 
relying on the fundamentals, in spite of the fact that they can be 
affected by our valuations. This can be achieved by exercising igno­
rance. If market participants are unaware of reflexivity, the belief in 
fundamentals will tend to keep markets stable; but ignorance ren­
ders markets vulnerable to reversals as the flaws in the prevailing 
interpretation are revealed (as in the conglomerate boom). How can 
stability be preserved when the market participants become aware 
of reflexivity? The answer is that it cannot be done by market partic­
ipants on their own: Preserving stability must become an objective 
of public policy. 

It can be seen that the concept of reflexivity is itself reflexive in 
the sense that the extent to which it is recognized will alter behav­
ior. Classical economic theory has actually promoted the tendency 
toward equilibrium by ignoring reflexivity and emphasizing the 
importance of fundamentals. Similarly, efficient market theory 
could have a stabilizing effect by encouraging arbitrage activities 
aimed at evening out pricing anomalies, provided it is not overdone 
as in the case of Long Term Capital Management (LTCM, a highly 
leveraged hedge fund that had to be rescued). By contrast, my argu­
ment leads to the conclusion that markets cannot be left to their 
own devices. Awareness of reflexivity only serves to increase insta­
bility unless the authorities are equally aware of it and intervene 
when instability threatens to get out of hand. 

The problem of instability is becoming more acute. The belief in 
fundamentals is eroding, and trend-following behavior is on the 
rise. It is fostered by die increasing influence of institutional 
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investors whose performance is measured by relative rather than 
absolute performance and by the large money center banks that act 
as market makers in currencies and derivatives: They benefit from 
increased volatility both as market makers and as providers of hedg­
ing mechanisms. The role of hedge funds is more ambivalent: As 
users of leverage, they contribute to volatility, but to the extent that 
they are motivated by absolute rather than relative performance, 
they often go against the trend. Because reflexivity is a historical 
process, it is quite possible that markets have become much more 
unstable than in recent memory (although I would rule out a replay 
of 1929). I address this issue in Part II, where I examine the crisis of 
1997-1999. 

The Two Approaches Compared 

I contend that the concept of reflexivity provides a better inter­
pretation of how financial markets work than the concept of equilib­
rium. Financial markets are always in disequilibrium, sometimes 
moving away from, and at other times toward, what could be consid­
ered equilibrium—diat is, a correspondence between expectations 
and outcomes. Equilibrium itself appears only as a limiting case. 

I believe I have provided enough examples to demonstrate the 
validity of my approach. After all, a single sunspot experiment was 
sufficient to demonstrate die deficiency of Newtonian physics and 
to establish die credentials of Einstein's theory of relativity. But 
there is a big difference between Einstein's theory and mine. Ein­
stein could predict specific phenomena: the Michelson-Morley 
experiment proved the invariance of the speed of light and the peri­
helion of Mercury confirmed general relativity. I cannot predict 
anything except unpredictability—and that is not enough to cloak 
my theory in scientific respectability. 

Economists such as Robert Solow reject my interpretation 
because it does not provide any determinate explanation or predic­
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tion of market behavior. They are right, of course. My contention is 
that reflexivity injects an element of uncertainty that renders finan­
cial markets inherently unpredictable. I claim that recognizing this 
fact puts us in a better position to anticipate and react to market 
moves than does a supposedly scientific theory; but I have not pro­
duced a scientific theory. 

Economists are likely to find this argument unacceptable. They 
might cite Heisenberg's uncertainty principle in counterargument. 
It deals with uncertainty, yet it produces testable predictions based 
on statistical probabilities. That is what one would expect from a 
scientific theory, they say, and they have a point. My interpretation 
does not produce statistical probabilities; it treats each instance as a 
unique, historic event. Moreover I believe that, in contrast to quan­
tum physics, it is impossible to reduce boom-bust sequences to sta­
tistical probabilities. The reason is that financial markets are not 
self-contained. They can affect the fundamentals that they are sup­
posed to reflect. The impact is different every time, making each 
instance unique. 

If we disregard the impact on the underlying fundamentals, we 
can come up with statistical generalizations. That is what technical 
analysis does. It treats the stock market as a closed system where 
only what happens within the market is relevant. That removes the 
element that renders each instance unique. We are then left with a 
number of instances that can be made to yield statistical probabili­
ties. For instance, if the market makes a low, rallies, and then retests 
the low—but the volume and the number of stocks making a new 
low is lower than on the previous occasion—there is a good chance 
the market has made a good bottom, from which it is likely to rally. 
There are many sophisticated technical indicators, and there are 
many people who make a living by studying them. But there is a 
flaw in this approach. The market is not a closed system. It affects 
reality, so that the probabilities that prevail today are not die same 
as they were on previous occasions. Sometimes this matters, other 
times not. The reason that boom-bust sequences cannot be reduced 
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to statistical probabilities is that the financial markets interact with 
different fundamentals each time. Even if the markets followed the 
same rules of behavior, reality does not, because different sectors of 
reality are involved at different times. Internet companies at the 
turn of the twenty-first century are different from the conglomer­
ates of the late 1960s. One of the reasons I misjudged the strength 
and duration of the Internet boom is that I was too much influenced 
by previous instances. Every bubble has a basis in reality, and the 
changes in reality connected with the Internet boom are much 
more significant than, for instance, those in the conglomerate boom 
or the bowling boom; or the gambling boom. If scientific theories 
must provide deterministic or statistically probable explanations 
and predictions, then financial markets may not be amenable to sci­
entific treatment. 

Again, my critics disagree. They point out that, during the period 
since I wrote The Alchemy of Finance, a lot of progress has been made 
in economic theory toward the scientific analysis of reflexive phe­
nomena. 

Stung by the criticism, I felt obliged to check into the matter. I 
have to acknowledge that some of their objections are justified. 1 am 
not the only one who is aware of the shortcomings of financial mar­
kets. Many of the points I seek to make have been already elabo­
rated by others within the mainstream of modern economic 
thought. For instance, the idea of multiple equilibria has gained 
widespread acceptance, and the so-called second-generation theo­
ries of currency crises give full play to reflexive feedbacks.* A whole 
new discipline—behavioral economics—has grown up to study the 
divergences between actual and rational behavior. 

I may be flogging a dead horse when I am attacking rational 
expectations, much as I did when I tried to set logical positivism on 
its head. The point has been reached when the theories of perfect 

*See Robert Flood and Nancy Marion, "Perspectives on the Recent Currency Crisis Litera­
ture,'' National Bureau of Economic Research Working Paper No. W6380, January 1998. 
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competition, rational expectations, and efficient markets have more 
holes in them than substance. The situation is ripe for a paradigm 
shift; yet the shift has not occurred. Arguments that pick holes in 
efficient markets are still couched in terms of equilibrium rather 
than dynamic disequilibrium. In my view, the concept of multiple 
equilibria is a misnomer; "dynamic disequilibrium" would be more 
appropriate. The main deficiency I find is that most of the discus­
sion is couched in terms of information, not judgment. This leads 
to arguments about asymmetrical information, not about changes 
in the prevailing bias. Where shifts in bias are acknowledged, they 
have an arbitrary quality about them, whereas I emphasize the 
reflexive feedback mechanism. That is the difference between mul­
tiple equilibria and genuine disequilibrium. 

I must admit, however, that the boom-bust theory outlined in 
this book has even less predictive power than some of the recent lit­
erature: It can fit any boom-bust process after it has occurred, and it 
explicitly disclaims any capacity to predict the future course of 
events. Still, I believe that is the best we can do: formulate hypothe­
ses and test them against events as they unfold. The trouble with 
these hypotheses is not that they cannot be falsified; it is tliat they 
are proven false all too often. But that is still better than the ran­
dom-walk hypothesis, provided we have some intuition and stand 
ready to correct our mistakes. The fact is that my boom-bust theory 
has produced better results than a random walk. The same is true of 
competent technical analysis, the difference being that it relies on 
statistical generalizations while my approach treats financial mar­
kets as a historical, unique course of events. 

I do not think I can be held responsible for failing to provide a 
scientific theory capable of predicting a historical, unique course of 
events when my claim is that no such theory is possible. Even so, 
there must be a better way to study such inherently unpredictable 
phenomena. I believe I am right in claiming that the time has come 
to develop a new paradigm. I lack the capacity to do so because I do 
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not have the necessary mathematical skills. Still, the shape of the 

new paradigm is fairly clear in my mind, and I shall try to describe it 

in words. 

A New Paradigm 

We must abandon two of the cherished preconceptions of eco­
nomic theory with regard to financial markets. One is rational 
behavior; the other is equilibrium, including the contention that 
prices clear the market. 

Rational expectations are appropriate to a world where the par­
ticipants' expectations have no impact on the events to which they 
relate. The participant is then in the position of an observer who can 
gather all the available information and reach her decision on the 
basis of that information. Her decisions have something definitive 
to correspond to—namely, the prospective equilibrium. Naturally, 
no participant is in possession of all the available information, but 
by definition some other participant is—otherwise the information 
would not be available. So the market knows more than any individ­
ual participant; it knows everything there is to be known; therefore 
the market is always right. Participants are assumed to be rational 
enough to recognize this fact and act accordingly. That is the justifi­
cation, for instance, for investing in index funds. If reality deviates 
from the equilibrium there must be a reason for it; the reason is usu­
ally to be found in asymmetric information. For instance, the multi­
ple equilibria associated with credit crises can be attributed to the 
asymmetric information available to different classes of creditors. 

That is not how the world works. Participants are not merely 
observers; their decisions influence the future. They base their deci­
sions on hunches, not on information, and the information about 
the hunches becomes available only after they have made their 
effects felt. In these circumstances, it is not rational to act on die 
basis of rational expectations. Some people may do so, but others 

86 



Reflexivity in Financial Markets 

may not. Different people follow different decision rules, and they 
modify them in the light of experience. Instead of rational hehavior, 
it would be more appropriate and illuminating to speak of "adaptive 
behavior." 

This provides the new paradigm we need. Adaptive behavior can 
be studied either over time, tracing its evolution, or across space, 
comparing different instances of similar manifestations. Both 
approaches have accumulated considerable literature. The evolu­
tionary approach is well established in other fields of study, notably 
evolutionary biology and other forms of evolutionary systems the­
ory. It has also begun to encroach on economics through the appli­
cation of game theory. Game theory started out with the assumption 
of rational behavior but it has produced much more interesting 
results since it has abandoned that assumption. Take the explo­
rations of the prisoner's dilemma through computer contests, a sub­
ject I shall discuss in greater detail in chapter 4. The general idea is 
to identify strategies that participants employ rather than to identify 
a particular strategy as the rational one. One can then study how 
these strategies evolve through computer simulation or observation. 
There is a well-developed methodology for doing so: It consists of 
establishing the growth or decline of populations employing particu­
lar strategies. It is especially suited to studying the interaction 
between predators and prey, but it can be used more generally. I 
became familiar with this approach through the work of Peter Allen, 
who made a study of Canadian fisheries.* He assumed that fisher­
men divided into two groups: Cartesians, who concentrated on the 
territories where fish have already been found, and pragmarists, who 
cast their nets more widely. Jeffrey Frankel and Kenneth Frootf 

used a similar approach when they distinguished between chartists 

'Peter M. Allen, "Evolving Complexity in Social Science," in Systems: New Paradigms for the 
Human Sciences, edited by Gabriel Altman and Walter A. Koch (Berlin: Walter de Gruyter, 
1998), pp. 3-38. 
'Jeffrey A. Frankel and Kenneth A. Froot, "Chartists, Fundamentalists, and the Demand for 
Dollars," in Private Behavior and Government Policy in Interdependent Economies, edited by 
Anthony Courakis and Mark Taylor (Oxford, U.K.: Clarendon Press, 1990). 
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and fundamentalist investors. This approach reflects the dynamic 
nature of the reflexive interaction between thinking and reality, 
expectations and outcomes. It does not rule out an eventual equilib­
rium, but it does not necessarily produce one. All the conclusions 
based on the presumption of equilibrium fall by the wayside. 

To use this approach in financial markets, it is important to real­
ize that prevailing prices do not necessarily clear the market. This 
goes against one of the most cherished preconceptions about mar­
kets and needs a word of explanation. Economic theory has treated 
financial markets as if they were in continuous equilibrium; it would 
be much better to recognize that they are in continuous ^equil ib­
rium. At any moment, there are potential buyers and sellers who 
could be pushed over the edge by market movements. Some are 
actually unsatisfied: They would like to buy or sell more than they 
can at that price. Others are wavering, and a market move may be 
sufficient to trigger a decision either in the same or in the opposite 
direction. There is no a priori rule to determine which group is 
stronger. Certainly there is no reason to assume that a decline in 
price will increase the demand and reduce the supply and vice versa. 
Trend-followers may outweigh so-called value investors. The 
increasing use of options and derivatives also creates pent-up 
demand and supply, which usually goes to reinforce the prevailing 
trend. In certain circumstances, the impetus coming from deriva­
tives can be strong enough to cause a discontinuity. 

One of the advantages of looking at markets in this way is that it 
justifies technical analysis. If market prices were a passive reflection 
of the fundamentals, then technical analysis would make no sense; 
but if markets are in continuous disequilibrium, upticks and 
downticks provide valuable information about the strengda of 
demand and supply, and technical analysis has a role to play—how 
big a role depends on the strategies that participants adopt. The 
important point is that there is room for different strategies, and it 
makes sense to study adaptive behavior. Evolutionary game theory, 
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such as the iteration of the prisoner's dilemma, seems to me particu­
larly promising. While I am not in a position to fully develop the 
new paradigm, I can at least see the shape it would take. It would 
replace the equations of equilibrium theory with the nonlinear pro­
gramming of evolutionary systems theory. 

The new paradigm would deprive market fundamentalism of its 
scientific underpinning. It could no longer be taken for granted that 
markets tend toward equilibrium; indeed, die nonlinear models 
would clearly demonstrate that often they do not. 

There is a strong case for free markets, but the case does not rest 
on the tendency toward equilibrium. It derives from the liberating 
effect of letting people pursue their goals. Free markets unleash the 
creative energies of die human intellect. In this respect, they are 
like the otlier freedoms, of speech and thought and of political asso­
ciation. Freedom is valuable in its own right, and it is also a source 
of wealth creation. Wealth creation is a dynamic process, whereas 
equilibrium theory is static; it therefore misses die main merit of 
the capitalist system. The market mechanism is an essential part of 
an open society. This is not because markets tend toward equilib­
rium but because they offer participants freedom of choice. 

Technical analysis, as it is currently practiced, uses the other 
approach I have mentioned, comparing different instances of simi­
lar patterns of behavior and trying to estimate the probabilities on 
the basis of past experience. Technical analysis is not encumbered 
by the assumption of rationality but its scope is limited by the fact 
that financial markets do not constitute a closed system. They con­
stantly receive new impulses from the outside world which ensure 
that the future will not be a mechanical repetition of the past. Tech­
nical analysis itself is such an impulse; that is why it is more like 
alchemy than science. Since the methods of natural science are ill-
suited to the study of social phenomena, technical analysis cannot 
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be dismissed on account of it not being scientific; one must, how­
ever, beware of its alchemical nature, 

Economists have started to apply comparative analysis to various 
phenomena other than financial markets. For instance, economists 
at the World Bank are trying to analyze phenomena like corrup­
tion* and armed insurrection* by treating them as economic activi­
ties. Their approach is subject to the same limitations as technical 
analysis: In trying to calculate probabilities, they lose the context in 
which each particular instance occurs. They suffer from an addi­
tional disadvantage: They have to find a way to quantify their data 
while the students of financial markets have ready-made quantified 
data at their disposal. Nevertheless, I find these pioneering efforts 
fascinating. I consider them as fertile fallacies: They offer insights 
which help to understand the problems but they fall short of pro­
viding a comprehensive framework for dealing with them. General­
izations need to be combined with local knowledge* and the 
combination of the two holds out promise for improving the per­
formance of policymakers. Even so, social engineering will never be 
able to attain the reliability of mechanical engineering. There is a 
parallel here with the radical uncertainty confronting participants 
in financial markets. 

To sum up: Within the new paradigm of adaptive as distinct from 
rational behavior, there is room for a longitudinal approach study­
ing the evolution of systems over time and a latitudinal approach 
comparing similar situations. The first approach tends to use non­
linear programming, the second, regression analysis. Both disci­
plines need to be complemented by local knowledge. 

'Daniel Kaufmann, Aart Kraay and Pablo Zoido-Lobaton, "Governance Matters" (Washing­
ton DC: World Bank Policy' Research Working Paper No. 2196, August 1999). See also 
Daniel Kaufmann, "Corruption: The Facts" (Washington DC: Foreign Policy, Summer 

I997)-
'Paul Collier, "Economic Causes of Civil Conflict and their Implications for Policy" (Wash­
ington DC: World Bank, June 15, 2000). 
'A point well made by Ivan Krustev in "The Strange (Re)Discovcry of Corruption" in The 
Paradoxes of Unintended Consequences (Budapest: CEU Press, 2000). 
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C H A P T E H 4 
Reflexivity in History 

I
have interpreted financial markets as an irreversible, histori­
cal process; hence my interpretation must also have some rel­
evance to history at large. I have classified events into two 
categories: humdrum, everyday events that do not provoke a 

change in perceptions, and unique, historic events that affect the 
participants' bias and, in turn, lead to changes in the fundamentals. 
The distinction is tautological but useful. The first kind of event is 
susceptible to equilibrium analysis, the second is not: It can be 
understood only as part of a historical process. 

Dialectics 

In everyday events, neither the participating function nor the 
cognitive function undergo any significant change. In die case of 
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unique, irreversible developments, both functions operate simulta­
neously in such a way that neither the participants' views nor the 
situation remains the same. That is what justifies describing such 
developments as historic. 

The historical process is, as I see it, open-ended. When a situa­
tion has thinking participants, the sequence of events does not lead 
directly from one set of facts to the next; rather, it connects facts to 
perceptions and perceptions to facts in a shoelace pattern. But his­
tory is a very peculiar kind of shoelace. The two sides of the shoe are 
not made of the same material; indeed, only one side is material— 
the other consists of the ideas of the participants. The two sides do 
not match, and the divergences between them determine the shape 
of the events that tit: them together. The knots that have already 
been tied have a determinate shape, but the future is open-ended. 

This is rather different from a mechanism whose functioning can 
be explained and predicted by universally valid laws. In historical 
developments, past and future are not reversible, as they are in Karl 
Popper's model of scientific method. What makes the future differ­
ent from the past is the choice that the participants are obliged (and 
privileged) to exercise on the basis of their imperfect understand­
ing. That choice introduces an element of uncertainty into the 
course of events. Attempts to eliminate it by establishing scientific 
laws of human behavior are doomed to failure. 

This shoelace theory of history is a kind of dialectic between our 
thoughts and reality. As such, it can be interpreted as a synthesis of 
Hegel's dialectic of ideas and Marx's dialectical materialism. Georg 
Wilhelm Friedrich Hegel propounded the thesis that ideas develop 
in a dialectical fashion and lead eventually to the end of history— 
freedom. Karl Marx, or more exactly Friedrich Engels, provided the 
antithesis by claiming that the development of ideas is determined 
by the conditions and relations of production; the ideological 
superstructure is merely a reflection of the material base. The 
shoelace theory7 could then be regarded as a synthesis. Instead of 
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either thoughts or material conditions evolving in a dialectic fash­
ion on their own, it is the interplay between the two that produces a 
dialectic process. I call this interplay reflexivity, and the only reason 
I do not use the word "dialectic" more prominently is that I do not 
want to be burdened by the excess baggage that comes with it. After 
all, Marx propounded a deterministic theory of history that is dia­
metrically opposed to my own interpretation. The interplay 
between the material and the ideal is interesting exactly because 
they do not correspond to or determine each other. The lack of cor­
respondence renders the participants' bias a causal force in history. 
Fallibility—which finds expression in the mistakes, misinterpreta­
tions, and misconceptions of the participants—plays the same role 
in historical events as genetic mutations in biological events: It 
makes history. 

The Selfish Gene 

Evolutionary biology has become an exciting field of study. The 
method employed is to establish dynamic models that depict the 
evolution of a species in interaction with its environment. Every 
species belongs to the environment of other species. Historical 
developments of all kinds—financial markets, families, institu­
tions—could in theory be studied by the same method. In certain 
circumstances, we could expect the process to come to rest at an 
equilibrium point where no further changes would occur without 
an external disturbance. But that would be a special case. In other 
cases, the process would continue indefinitely without ever coming 
to rest. Economic theory is preoccupied with finding the equilib­
rium point; the study of history has to focus on the ongoing process. 
There is no evidence that history will ever come to an end as long as 
humanity exists. 

In studying history, it would be a mistake to treat human beings 
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the same as other species. There is some quality—not easy to locate 
and define—that sets humans apart. More than the ability to make 
choices—rats in a maze do that—it is the ability to choose one's 
motivations that distinguishes humans from other animals. There is 
no uncertainty about die motivation of a rat when it chooses one 
path radier dian another: It wants the cheese. There is no corre­
sponding certainty about human motivations, and it is a common 
error to ignore die difference. 

Modern evolutionary biology has given new life to Darwin's idea 
of natural selection. Strategies pursued at the level of the species 
can be seen to be effective at the level of the gene: Successful strate­
gies lead to the propagation of the genes in which tiiose strategies 
are embedded. This has given rise to the postulate of the "selfish 
gene." The name is, of course, a figure of speech, because it would 
be apocryphal to impute a motivation to the gene, and modern Dar­
winists are careful to point this out. The multiplication of the genes 
is not intentional; it is the natural consequence of the survival of tile 
fittest—that is, of a successful strategy. This rule seems to be uni­
versal, applying to humans as well as other species. 

Still, mere is a fundamental difference: Humans engage in inten­
tional behavior. The connection between successful strategies and 
the propagation of genes is less direct than in other species. It is not 
entirely absent; humans have not shed dieir animal origins. There is 
no abrupt dividing line; rather, humans have superimposed anodier 
layer of behavior on the animal base, and that layer is not governed 
by their genetic makeup to the same extent as their more instinctual 
behavior. It is the intentional layer that accounts for most of the 
influence that humans have been able to exert over their environ­
ment. The intentional layer also introduces an element of uncer­
tainty—namely, uncertainty about intentions—-that is missing from 
the behavior of other animate creatures. 

Genetic engineering is now making rapid strides. We can in­
creasingly influence how the human brain functions. But, short of 

94 



Reflexivity in History 

turning humans into robots, we shall not be able to eliminate the 
uncertainty inherent in human behavior. I believe the concept of 
reflexivity and the shoelace theoiy of history give a better expres­
sion of this uncertainty than does the selfish-gene theoiy. 

There is a divergence between intentions and outcomes; the out­
comes modify the intentions, which in turn modify the outcomes in 
a never-ending process that is in some ways akin to biological evolu­
tion but in some ways different. This is what I mean when I say that 
biological change consists in the mutation of genes and can be mea­
sured by the propagation of genes while historical change consists 
in misconceptions and can be measured by the gap between inten­
tions and outcomes. 

When it comes to human behavior, it is questionable to what 
extent history can be explained by the rules of the selfish gene. 
Sometimes people harbor intentions that correspond to the inter­
ests of the selfish gene, but not always. The selfish gene plays an 
obviously important role in dynastic succession, but even there 
Shakespeare offers some interesting observations—such as Ham­
let's "to be or not to be"—that go well beyond the confines of the 
selfish-gene theory. 

A Boom-Bust Model 

The interesting question is how historical change could be mod­
eled. As I mentioned in Chapter 3,1 believe evolutionary game the­
ory points the way: Studying adaptive behavior seems to make more 
sense than assuming rational behavior. 

As I readily confessed in that chapter, I am unable to develop a 
new paradigm. Both evolutionary biology and evolutionary game 
theory follow the evolution of populations pursuing certain strate­
gies: Cartesian and pragmatic fishermen in the case of Canadian 
fisheries, value investors and momentum traders in the case of the 
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stock market. I consider this approach more promising than ratio­
nal expectations theory, but I lack the skills to develop it. I have pro­
posed a boom-bust model for financial markets, although it is more 
an illustration of the workings of reflexivity than it is a scientific 
theory. I have found it useful as a prop in my investment decisions, 
but it can easily collapse if one puts too much weight on it. I shall 
now extend that model to history at large by offering a boom-bust 
interpretation of the rise and fall of the Soviet system. This will be 
more a flight of fancy than an illustration, but it has the advantage 
of allowing me to introduce my conceptual framework by using a 
concrete example that may come as welcome relief from abstract 
discussions. In doing this I am merely living up to trie postulate of 
radical fallibility by pushing a fertile fallacy to its limits. 

The Rise and Fall of the Soviet System 

1 was actively involved in the disintegration of the Soviet system. 
As an opponent of closed societies, I was eager to further its demise. 
I developed a boom-bust interpretation of the situation, which 
guided my actions. I published it in a 1990 book entitled Opening the 
Soviet System. The following is how I analyzed the situation at that 
time. 

The initial bias (communist ideology) and the initial trend 
(repression) led to a closed society. There was a mutually self-rein­
forcing relationship between the rigidity of the communist dogma 
and the rigidity7 of prevailing social conditions. The system reached 
its zenith in the last few years of Stalin's rule. It was all-embracing: a 
form of government, an economic system, a territorial empire, and 
an ideology. The system was comprehensive, isolated from the out­
side world, and unbending. There was a chasm between the actual 
state of affairs and its official interpretation that was much wider 
than could have been sustained in an open society. I regard this as a 
case of static disequilibrium. 
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After Stalin's death, there was a brief moment—the moment of 
truth—when Nikita Khrushchev revealed some of the secrets of 
Stalin's rule, but eventually the hierarchy reasserted itself. A twi­
light period began, when dogma was preserved by administrative 
methods but was no longer reinforced by a belief in its validity. 
Interestingly, the rigidity of the system increased. As long as there 
had been a live totalitarian at the helm, the Communist Party line 
could be changed at his whim. But now that the regime was run by 
bureaucrats, that flexibility was lost. At the same time, the terror 
that forced people to accept the communist dogma also abated, and 
a subtle process of decay set in. Institutions jockeyed for position. 
Since none enjoyed any real autonomy, each had to engage in a 
form of barter with other institutions. Gradually an elaborate sys­
tem of institutional bargaining replaced what was supposed to be 
central planning. Simultaneously, an informal economy developed 
that supplemented and filled in the gaps left by the formal system. 
The planned economy would have broken down without it. This 
twilight period was what is now called the "period of stagnation." 
The inadequacy of the system became increasingly evident, and 
pressure for reform mounted. 

Reform accelerated the process of disintegration, because it 
introduced or legitimized alternatives (whereas the system depended 
on the lack of alternatives for its survival). Economic reform 
enjoyed an initial period of success in every communist country, 
with the notable exception of the Soviet Union itself. The Chinese 
reformers called this phase the "golden period," when the existing 
capital stock was redirected to meet consumer needs. The Soviet 
Union failed to accomplish even this relatively easy task. 

Attempts at reforming the communist system are based on a mis­
conception: The system cannot be reformed, because it does not 
permit the economic allocation of capital. More radical change is 
needed. When existing capacity has been reoriented, the reform 
process starts running out of resources. It is understandable why 
this should be so. Communism was meant to be an antidote to capi-
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talism, which had alienated the worker from the means of produc­
tion. All property was taken over by the state, and the state was an 
embodiment of the collective interest as defined by the party. 
Therefore the party was put in charge of the allocation of capital. 
This meant tfiat capital was allocated not on economic grounds but 
on the grounds of a political, quasireligious dogma. The best anal­
ogy is with the pyramid-building of the pharaohs: The portion of 
resources devoted to investment was maximized, while the eco­
nomic benefit derived from it remained at a minimum. Another 
point of similarity was that investments took the form of monumen­
tal projects. We may view the gigantic hydroelectric dams, the steel 
mills, the marble halls of the Moscow subway, and the skyscrapers 
of Stalinist architecture as so many pyramids built by a modern 
pharaoh. Hydroelectric plants do produce energy, and steel mills do 
turn out steel, but if the steel and energy are used to produce more 
dams and steel mills, the effect on the economy is not very different 
from diat of building pyramids. 

Our theoretical framework tells us that in the far-from-equilib-
rium conditions of a closed society there must be distortions that 
would be inconceivable in an open society. What better demonstra­
tion could one ask for than the Soviet economy? The communist 
system attributes no value to capital; more exactly, it does not rec­
ognize the concept of property. As a result, economic activity under 
the Soviet system is simply not economic. To make it so, the party 
must be removed from its role as die guardian and allocator of capi­
tal. It was on this point that all reform attempts were bound to come 
to grief. 

Interestingly, the failure of economic reforms served to acceler­
ate the process of disintegration because it demonstrated the need 
for political reforms. With the advent of perestroika in the Soviet 
Union, the process of disintegration entered its terminal phase 
because the reform was primarily political and, as I have mentioned 
previously, the golden period was missing so that the reform pro-
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duced little or no economic benefit. As living standards started to 
decline, public opinion turned against the regime, leading to a cata­
strophic disintegration that culminated in the total collapse of the 
Soviet Union. 

The pattern is almost identical with the one we can observe in 
financial markets—with one major difference: In financial markets, 
the boom-bust process seems to manifest itself as a process of accel­
eration, whereas in the case of the Soviet system the complete cycle 
comprised two phases, one a process of slowdown culminating in 
the static disequilibrium of the Stalin regime, the other a process of 
acceleration leading to a catastrophic collapse.* 

I then went on to point out that it is possible to find a similar 
two-phase boom-bust process in financial markets. That is where 
the illustration turned into a flight of fancy. I cited the case of the 
U.S. banking system, which became rigidly regulated after it col­
lapsed in 1933. It remained in hibernation for about thirty-five 
years. In 1972 I wrote an investment memorandum entitled "The 
Case for Growth Banks" contending that a moribund industry was 
about to come to life. The industry was highly regulated, manage­
ments were stodgy and risk-averse, and stock prices did not reflect 
earnings, but all that was about to change. A new breed of bankers 
was incubating at Citibank, and they were slowly fanning out into 
the country. Under their management, banks started using their 
capital more aggressively, and soon they would need to stimulate 
their stock prices in order to raise additional capital and pursue 
acquisitions. The signal was given when Citibank hosted a meeting 
for security analysts—an unheard-of event. My bouquet of recom­
mended stocks rose by 50 percent within a year. Soon thereafter 
came the oil crisis of 1973, and international banks recycled the sur­
plus of the oil-producing countries, which led to the international 
lending boom of the 1970s. The banking system swung over into 

'Condensed from Chapter 4 of George Soros, Opening the Soviet System (London: Weiden-
feld and Nicolson, 1990; reprinted by CEU Press, Budapest). 

99 



G E O R G E S O R O S 

dynamic disequilibrium, culminating in the international banking 
crisis of 1982. 

The point of this far-fetched comparison between the rise and 
fall of the Soviet system and the fall and rise of the U.S. banking 
system is to show that far-from-equilibrium conditions can prevail 
at either extreme of change and changelessness. Closed society is 
the obverse of revolution and chaos; a reflexive process is at work at 
both extremes, the difference being in the time scale. In a closed 
society, little happens over a long period; in a revolution, much hap­
pens over a short period. In either case, perceptions are far removed 
from reality. 

This was a significant insight. Discussing boom-bust processes in 
the context of financial markets, one is normally led to think in 
terms of acceleration. But the trend may also find expression in the 
form of deceleration, or lack of change. Once I became aware of this 
possibility, I could even find an actual example in the stock market: 
the case of bank stocks from the Great Depression to 1972.* In his­
tory, the cases of changelessness, or static disequilibrium, are much 
more common. 

A Conceptual Framework 

The foregoing discussion is helpful in establishing a conceptual 
framework that divides historical situations into three categories: 
static disequilibrium, near-equilibrium, and dynamic disequilib­
rium. The possibility of static equilibrium is ruled out by die fact 

*I ran into a similar case in Sweden in the 1960s. The Swedish stock market was totally iso­
lated from the rest of the world; one had to sell Swedish shares held abroad to buy Swedish 
shares in Sweden. Companies were allowed to retain their earnings without paying taxes by 
setting up various reserves, but they could not use those reserves to increase dividends. Shares 
were valued on the basis of dividend yields. As a result, there were tremendous divergences in 
price-earnings ratios, and the best companies were tremendously undervalued (until 1 came 
along and pointed out the undervaluation in several reports). Swedish shares held abroad rose 
to hefty premiums, but due to the restrictions on trading, the interest I awakened could not 
be satisfied, and eventually the market went back to sleep until regulations were changed. 
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that participants always base their decisions on a biased interpreta­
tion of reality. Correspondence between outcomes and expectations 
is hard to come by, and even if it occurs it may be due to the prevail­
ing bias influencing the prevailing state of affairs rather than partic­
ipants acting on the basis of perfect knowledge. This leaves three 
possibilities. 

One is that the reflexive interplay between the cognitive and par­
ticipating functions prevents thinking and reality from drifting too 
far apart. People learn from experience; they act on the basis of 
biased views, but there is a critical process at work that tends to cor­
rect the bias. Perfect knowledge remains unattainable, but there is 
at least a tendency for thinking and reality to come closer together. 
The participating function ensures that the real world, as experi­
enced by the participants, is constantly changing, yet people are suf­
ficiently well grounded in a set of fundamental values that the 
participants' bias cannot get too far out of line with real events—in 
other words, near-equilibrium. This state of affairs characterizes 
open society, as in the West. This kind of society is closely associ­
ated with a critical mode of thinking. We may call this the "normal" 
relationship between thinking and reality, because we are familiar 
with it from our own experience. 

We can encounter a second set of conditions in which the partici­
pants' views are quite far removed from the way things really are 
and the two show no tendency to come closer together—in some 
circumstances they may be driven even farther apart. At one 
extreme, there are regimes that operate with an ideological bias, 
and they are unwilling to adjust to changing circumstances. They 
try to force reality into their conceptual framework even though 
they cannot possibly succeed. Under the pressure of the prevailing 
dogma, social conditions may also become quite rigid, but reality is 
liable to remain quite far removed from its authorized interpreta­
tion. Indeed, in the absence of a corrective mechanism the two are 
liable to drift even further apart, because no amount of coercion can 
prevent changes in the real world, while the dogma is liable to 
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remain unbending. This state of affairs is characteristic of closed 
societies, such as the Soviet Union or the religious dictatorship in 
Iran. This is static disequilibrium. 

At the other extreme, events may unfold so rapidly that die par­
ticipants' understanding cannot keep up with diem and the situa­
tion spins out of control. The divergence between prevailing views 
and actual conditions may become unsustainable, precipitating a 
revolution or some other kind of breakdown. Again, there is a wide 
divergence between thinking and reality, but it is bound to be tran­
sitory. The ancien regime that has been swept away will eventually 
be replaced by a new regime. This is the case of regime change, or 
dynamic disequilibrium. The French Revolution is the classic 
example, but the Industrial Revolution and the current communica­
tions revolution also qualify. 

The tripartite division I have just introduced can be compared to 
the three states of water found in nature: liquid, solid, and gaseous. 
The analogy may be far-fetched, but it is intriguing. To make it 
meaningful, we need to identify the two demarcation lines that separate 
near-equilibrium from far-from-equilibrium conditions. In the case 
of water, the demarcation lines are expressed in degrees of tempera­
ture. In the case of history, the demarcation lines cannot be so precise 
and quantitative, but: they must provide an observable distinction; 
otherwise the whole framework remains a mere flight of fancy. 

To establish what Popper would have called the "criterion of 
demarcation," I should like to invoke the concepts of closed and 
open society. These are ideal types, corresponding to static disequi­
librium and near-equilibrium conditions.* I constructed them some 

*Open society and closed society constitute ideal types. Modeling ideal types is a legitimate 
method for the study of society. It was legitimated by Max Weber and employed by such lat­
ter-day practitioners as Ernest Geliner. It has the advantage—or drawback—that it can play 
not only an informative but also a normative role. Perfect competition as postulated by eco­
nomic theory is such an idea! type. 
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forty years ago, in the early 1960s, under the influence of Karl Pop­
per's Open Society and Its Enemies. * 

Open Versus Closed Society 

The models were based on different attitudes toward historical 
change. I distinguished between a traditional mode of thinking, 
which ignores the possibility of change and accepts the prevailing 
state of affairs as the only one possible (that is, organic society); a 
critical mode, which explores the possibilities of change to the 
fullest (open society); and a dogmatic mode, which cannot tolerate 
uncertainty (closed society). I argued that the three forms of social 
organization correspond to the three modes of thinking (organic/ 
traditional; open/critical; closed/dogmatic). I felt a need to distin­
guish between organic and closed society because there is all the 
difference in the world between the traditional mode of thinking, 
which ignores the possibility of an alternative, and a dogmatic 
mode, which forcibly seeks to eliminate the alternatives. Organic 
society, like the Garden of Eden, is located in the mythical past: 
Innocence, once lost, cannot be regained. For practical purposes, 
the choice is between open and closed society. 

Needless to say, the correspondence between modes of thinking 
and social structures is less than perfect. Both open and closed soci­
ety leave something to be desired that, by definition, could only be 

"Istvan Rev claims that my preoccupation with ideal types and criteria of demarcation is mis­
guided, History is a process, reflexiviry is a process, and I seek to interpret history as a reflex­
ive process. Why should I try to reduce processes conceptually to states? It's a valid question. 
My aim is to show that the historical process can produce qualiutivdy different states of 
affairs, as different as water, ice, and steam. The models should be construed as aids to the 
understanding of reality, not as representations of reality. In other words, they should not be 
taken too literally. Still, I do take the concept of open society seriously, bodi as a representa­
tion of reality and as a goal worth pursuing. This has caused me enormous conceptual diffi­
culties that I will recount as we go along here and in Chapter 5. I do not take the distinction 
between humdrum and historic events very seriously, and I trust the reader will not do so 
either. 
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found in the other. Closed society offers the certainty and perma­
nence that is lacking in open society, and open society offers the 
freedom that is denied to the individual in closed society. As a con­
sequence, the two principles of social organization stand in opposi­
tion to each other. Open society recognizes our fallibility; closed 
society denies it. 

When I established this conceptual framework, in the early 
1960s,* I did not dare to assert the superiority of open society, 
because I could not prove it and it was not supported by the evi­
dence: Communism was still gaining ground. I asserted that a gen­
uine choice is involved (which is true), and I came down firmly on 
the side of open society. 1 believed in open society strongly enough 
that, when the opportunity presented itself, I translated my convic­
tion into action. I shall summarize my philanthropic activities 
because they are relevant. 

I established the Open Society Fund in 1979. Its mission, as I for­
mulated it at the time, was to help open up closed societies, to help 
make open societies more viable, and to foster a critical mode of 
thinking. After an abortive start in South Africa, I concentrated on 
the countries under communist rule—especially my native country, 
Hungary. The formula was simple: Any activity or association that 
was not under the supervision or control of the authorities created 
alternatives and thereby weakened the monopoly of dogma. My 
foundation in Hungary, established in 1985 as a joint venture with 
the Elungarian Academy of Science, acted as the sponsor of civil 
society. Not only did it support civil society, but civil society sup­
ported it; as a result, it was exempt from many of the unintended 
adverse consequences from which foundations usually suffer. Char­
ity tends to turn the recipients into objects of charity; applicants tell 
the foundation what it wants to hear, and if they receive a grant they 

'Reproduced almost verbatim in Opening the Soviet System. 
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proceed to do what they wanted to do in the first place. In Hungary, 
none of this applied. The foundation empowered civil society to do 
what it wanted to do in any case, and there was no need for controls: 
Civil society protected the foundation by alerting us when our 
funds were misused. I remember one occasion when we were 
warned that the association for the blind, which received a grant for 
talking books, misused the grant. Who could ask for better moni­
toring with no effort on our part? 

Encouraged by the success of the Hungarian foundation, I 
became a philanthropist in spite of my critical attitude toward phil­
anthropy. As the Soviet empire started to crumble, I threw myself 
into the fray. I realized that in a revolutionary period many things 
become possible that would be inconceivable at other times. I felt 
that with the help of my boom-bust modeJ I understood the situa­
tion better than most others; I had a strong commitment to open 
society; and I had the financial means to back it up. This put me in a 
unique position, and I spared no effort. I increased the size of my 
foundations a hundredfold—from $3 million to $300 million annu­
ally—in the space of a couple of years. 

Only in the course of the Soviet collapse did I discover a flaw in 
my conceptual framework: It treated open and closed society as 
alternatives. The dichotomy might have been appropriate during 
the Cold War, when two diametrically opposed principles of social 
organization were confronting each other in deadly conflict, but it 
does not fit the conditions that have prevailed since the Cold War 
ended. 

I was forced to realize that the collapse of a closed society does 
not automatically lead to the establishment of an open society; on 
the contrary, it may lead to the breakdown of authority and the dis­
integration of society. A weak state may be as much a threat to open 
society as an authoritarian state.* 

I made another discovery: People living in open societies do not 

*Stephen Holmes, "What Russia Teaches Us Now: How Weak States Threaten Freedom," 
The American Prospect (July-August 1997): 30-39. 
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really believe in open society as a universal idea. They may be will­
ing to defend democratic institutions in their own country, but they 
are not necessarily willing to make any great sacrifices to establish 
democratic institutions in other countries. This was a bitter pill to 
swallow. When I rushed in to establish Open Society Foundations 
in one country after another, I thought T was blazing a trail that 
others would follow; when I looked back, nobody was behind me. 
This was not only a disappointment but also a flaw in my conceptual 
framework, indeed the worst error in my analysis. I was forced to 
painstakingly reexamine the concept of open society; the frame­
work I present here is the result of that reexamination. 

Instead of a dichotomy between open and closed society, I now 
envisage open society occupying a precarious middle ground, where 
it is threatened by dogmatic beliefs of all kinds—some that would 
impose a closed society, others that would lead to the disintegration 
of society. Open society represents near-equilibrium conditions; 
alternatives include not only the static disequilibrium of closed soci­
ety but also the dynamic disequilibrium of chaos and disorientation. 

I had been aware of certain deficiencies in open societies that 
could lead to their breakdown, but I assumed that the breakdown 
would lead to the formation of a closed society. This was conse­
quent to the dichotomy I had established—that open and closed 
society were the only alternatives; what one system lacked could 
only be found in the other. T did not realize that the conditions of 
dynamic disequilibrium could persist indefinitely, or, more exactly, 
that a society could hover on the edge of chaos without actually 
going over tlie edge. This was a curious oversight on my part, since 
I was aware of the contention of evolutionary systems theory that 
life occurs at the edge of chaos. 

The actual patfi followed by history cannot be defined, but we 
can try to introduce some distinctions into the space within which it 
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occurs. That is what I did when, under the influence of Karl Pop­
per, I distinguished between open and closed society. Today, in the 
light of experience, I need to redefine the space in which history 
unfolds and recognize an additional category: dynamic disequilib­
rium. This leads to a tripartite division similar to water, ice, and 
steam: open society (near-equilibrium), closed society (static dis­
equilibrium), and chaos or revolution (dynamic disequilibrium). 
Therefore, in occupying that precarious middle ground, open soci­
ety is threatened from two sides: by dynamic disequilibrium as well 
as by static disequilibrium. This is a rather different framework 
from the simple dichotomy between open and closed society with 
which I had started. The analogy with water, ice, and steam is apt, 
because open society is fluid, closed society rigid, and revolution 
chaotic. 

These three cases constitute ideal types—or "strange attractors," 
to borrow another term from chaos theory. Events take on a differ­
ent character within their orbit. If we can learn nothing else about 
history but this, we have learned something valuable. Financial 
markets behave one way near equilibrium and another way far from 
equilibrium, and the same is true of history' in general. For instance, 
many things are possible in revolutionary situations that would be 
inconceivable in normal times. Recognizing the opportunities when 
they arise is the height of statesmanship, as well as the key to success 
in financial markets. 

I have been fortunate to have a pointed understanding of the dif­
ference between near-equilibrium and far-from-equilibrium condi­
tions, something I learned from my father. He had been a prisoner 
of war during World War I, and he escaped from a camp in Siberia 
during the Russian Revolution. Fie went through incredible adven­
tures that taught him the difference between normal and revolu­
tionary conditions. He regaled me with his stories when I was a 
child. When I was fourteen, in 1944, the Germans occupied Hun­
gary and engaged in genocide against the Jews; I might not have 
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survived had it not been for my father. He realized that this was a 
far-from-equilibrium situation in which the normal rules did not 
apply. He made arrangements—not only for his family but for many 
others around him—to assume false identities.* Most of us survived. 
At the same time, I saw what happened to those who were less well 
prepared to cope with these exceptional conditions: They were put 
in labor camps, deported to Auschwitz, or shot on the banks of the 
Danube. This was the formative experience of my life, the reason 
why I take the concept of open society so seriously. 

I learned that the same rules do not apply at all times. It is not 
simply that different rules apply in revolutionary conditions than in 
normal times; it is the distinguishing feature of dynamic disequilib­
rium that the rules are also subject to change, and what is the right 
decision at one moment may be wrong the next. It is difficult to 
appreciate the full import of this statement, and it is even more dif­
ficult to arrive at the right decisions at the right moments. Bureau­
cratic institutions, in particular, are constitutionally ill-suited for 
the task. That is why they tend to break down and collapse if the 
dynamic disequilibrium becomes too severe and events slip out of 
control. 

I am acutely aware that the view of history that I have presented 
here is highly personal and idiosyncratic. The fact that I had to 
revise a dichotomy and replace it with a tripartite division should 
warn us how precarious these divisions are. That does not detract 
from the value of the insights they provide, but it reminds us force­
fully that the categories have been introduced by us and are not 
found in reality. 

This raises the question whether the categories I have intro­
duced, especially the concept of open society, has any relevance to 
today's conditions. I have no doubt that die distinction between 
open and closed society was relevant to the Cold War; indeed, it 

*Tivadar Soros, Maskerado: Dancing around Death in Nazi Hungary (Edinburgh: Cannongate 
Books, October 2000). 
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provides a better insight into what was at stake than the distinction 
between capitalism and communism. I also know that the concept 
of open society is meaningful to me personally. The crucial ques­
tion is whether it does or should have a meaning for society at large. 
The purpose of this book is to show that it should. 

Demarcation Lines 

Let me now return to die question I posed earlier: What sepa­
rates near-equilibrium from far-from-equilibrium conditions? 
When does a boom-bust sequence or some other disequilibrium 
process destroy the near-equilibrium conditions of open society? 
We have seen that the two-way interaction between thinking and 
reality can easily lead to excesses that can push the situation in the 
direction of either rigidity or chaos. For open society to prevail, 
there must be some anchor that prevents the participants' thinking 
from being dragged too far away from reality. What is that anchor? 

In answering the question, we first must distinguish between 
expectations and values. After all, decisions are based not only on 
people's perceptions of reality but also on the values they bring to 
bear. In the case of expectations, the anchor is easy to identify: It is 
reality itself. As long as people realize that there is a difference 
between thinking and reality, the facts provide a criterion by which 
the validity of peoples' expectations can be judged. Reflexivity may 
render events unpredictable, but once they come to pass they 
become uniquely determined, so they can be used to decide whether 
our predictions were correct. As we have seen, predictions can influ­
ence die outcome, so the outcome is not a fully independent crite­
rion for judging the validity of the theories on which the 
expectations were based. That is why our understanding is fallible 
and we can speak only of near-equilibrium conditions. Neverthe­
less, reality constitutes a useful criterion. 
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In conditions of static disequilibrium, thinking and reality are far 
removed from each other and exhibit no tendency to come closer 
together. In an organic society, the distinction between thinking 
and reality is simply not made: The world is ruled by spirits. In a 
closed society, expectations are anchored in dogma, not reality, and 
expectations that deviate from the official dogma cannot even be 
voiced. There is a built-in gap between the official version of reality 
and the facts; its removal brings immense relief and a sense of liber­
ation. 

In conditions of dynamic disequilibrium, we have the opposite 
state of affairs: The situation is changing too rapidly for peoples' 
understanding, causing a chasm between thinking and reality. The 
interpretation of events cannot keep up with the pace of events; 
people become disoriented and events run out of control. There­
fore reality can no longer act as an anchor for expectations. That is 
what happened during the disintegration of the Soviet system. As I 
shall contend, our own society may also be on the verge of dynamic 
disequilibrium, partly because of the rapid pace of change and 
partly because of a deficiency of shared values. 

The Question of Values 

What are the values that are necessary to sustain the near-equi­
librium conditions of open society? Here I am on more uncertain 
ground than in the case of expectations, for both subjective and 
objective reasons, and my argument is more tentative. I have 
already mentioned the subjective consideration: I have been trained 
as an economist and have always struggled to figure out how market 
values relate to the values that guide decisions in other spheres of 
existence—social, political, or personal. Often I am genuinely baf­
fled, and I suspect 1 am not alone in that regard. Contemporary 
Western society seems confused about values in general and about 
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the relationship between market values and social values in particu­
lar. So the subjective difficulty merges into an objective one. Let me 
state the problem as I see it, first on the theoretical and then on the 
practical level. 

On the theoretical level, cognition has an objective criterion— 
namely, reality—by which it can be judged. As we have seen, the cri­
terion is not totally independent, but it is independent enough to be 
called objective: No participant is in a position to impose his or her 
will on the course of events. By contrast, values cannot be judged by 
any objective criterion because they are not supposed to correspond 
to reality: The criteria by which things are to be judged are selected 
by the person or group that adopts them. In other words, values are 
valid because we believe in them. This makes them much more 
reflexive than expectations. Not all expectations can validate them­
selves because they relate to reality, and the facts—as they evolve— 
impose an iron constraint on the validity of expectations. But values 
are not constrained by reality. Compared to cognitive notions, they 
can vary over a much wider range. They do not even need to be 
consistent, as long as people can persuade themselves of their valid­
ity at the time they act upon them. They do not even need to relate 
to this world. Many^ religions attribute greater importance to the 
other world than to this one. This is what makes any discussion of 
values so difficult. Economic theory did well to take them as given. 
With the help of that methodological device, economic theory 
established the concept of equilibrium. Although I have been criti­
cal of the concept, it has been indispensable for my analysis. I could 
show how far-from-equilibrium conditions could arise in financial 
markets only because the concept of equilibrium (from which real­
ity could diverge) was well developed. No similar concept is avail­
able for the nonrnarket sector of society. 

I have defined "equilibrium" as the correspondence between 
expectations and outcomes. How can I apply that definition to the 
values that are supposed to hold together open society? I shall try to 
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establish a belief in open society as a necessary condition for the 
existence of an open society, but it will not be an easy argument: 
Open society is a difficult concept to grasp; it is even more difficult 
to treat as an ideal. Open society is based on the recognition of our 
fallibility. Perfection eludes us; we must therefore be satisfied with 
second-best: an imperfect society that holds itself open to improve­
ment. Is that an ideal that can fire people's imagination? 

Surely it has fired mine. But if I am the only one, I am no better 
than a fanatic. This book is an attempt to convince others to place 
their faith in open society as a desirable form of social organization. 

On a practical level, contemporary society seems to be suffering 
from an acute deficiency of shared social values. Values do not exist 
in a vacuum; they are reflexive. They are shaped—but not deter­
mined—by experience. Shared values are the result of shared expe­
riences. People have bemoaned the decline of shared social values 
throughout history, but there is one factor at play that makes the 
present different from earlier times: the spread of market values 
that give precedence to self-interest over the common interest. Not 
onlv is the pursuit of self-interest identified with the common inter­
est through the intercession of the invisible hand; the pursuit of the 
common interest is condemned as the source of all kinds of corrup­
tion, conflict, and inefficiency—and not without justification. With 
morality in decline, market values have penetrated into areas of 
society diat were previously governed by nonmarket considera­
tions. These heretofore off-limits areas include personal relations, 
politics, and professions such as law and medicine. Moreover, there 
has been a subtle and gradual but nevertheless profound transfor­
mation in the way the market mechanism operates. First, lasting 
relationships have been replaced by individual transactions. The 
general store—where owner and customer are on familiar terms— 
has yielded to the supermarket and more recently to the Internet. 
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Second, national economies have been superseded by an interna­
tional economy, but the international community, insofar as it 
exists, shares few social values. 

Transactional Society 

The replacement of relationships by transactions is an ongoing, 
historical process that will never be carried to its logical conclusion, 
but it is well advanced—far more advanced than in the early 1960s, 
when I arrived in this country and first observed it. I came from 
England and was struck by the difference: Relations in the United 
States were much easier to establish and abandon. The trend has 
progressed even farther since then. There are still marriages and 
families, but in investment banking, for instance, transactions have 
almost completely superseded relationships. This offers a clear 
example of the changes occurring in many other spheres of activity. 

When I started work in the City of London in the 1950s, it was 
almost impossible to transact any business without having a prior 
relationship. It was not a question of what you knew but of whom 
you knew. That was the main reason why I left London: Since I was 
not well connected there, my chances were much better in New 
York. In a short time, I established regular trading contacts with 
leading firms even though I was working in a relatively unknown 
brokerage house; I could not have done that in London. But even in 
New York the underwriting of securities was still entirely governed 
by relationships: Firms participated in syndicates in a certain peck­
ing order, and it was a major event when a firm moved up or down a 
bracket. All this has changed. Each transaction now stands on its 
own, and investment bankers compete for every piece of business. 

The difference between transactions and relationships has been 
well analyzed by game theory in the form of the prisoners' dilemma: 
Two suspected crooks have been caught and are interrogated. If one 
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suspect provides evidence against the other she can earn a reduced 
sentence, but the accomplice is more certain to be convicted. Taken 
together they will do better if they remain loyal to each other, but 
separately each can profit at the other's expense. The analysis shows 
that in the case of an individual transaction it may be rational to 
betray but in a lasting relationship it pays to be loyal. This can be 
taken as a demonstration of how cooperative behavior can develop 
with the passage of time, but it can also be used to show how coop­
eration and loyalty can be undermined by replacing relationships 
with transactions.* Cilobalization works in the same direction by 
increasing the scope for transactions and diminishing the depen­
dence on relationships. 

All of this relates to the deficiency of shared values in contempo­
rary society. We are inclined to take social or moral values for 
granted. We refer to tliern as "intrinsic" or "fundamental," implying 
that their validity is somehow independent of prevailing conditions. 
Nothing could be farther from the truth. If we could take social val­
ues as given—as economic theory does with market values—we 
would have no difficulty in establishing something approaching 
equilibrium conditions. But that is not the case. Social values are 
reflexive. They are influenced by social conditions and, in turn, play 
a role in making social conditions what they are. People may believe 
that God handed down the Ten Commandments and, doing so, 
may make society more just and stable. Conversely, the absence of 
moral constraints is liable to generate injustice and instability. 

A transactional society undermines social values and loosens 
moral constraints. Social values express a concern for others. They 
imply that the individual belongs to a community—be it family, 
tribe, nation, or humankind—whose common interest takes prece-

*Robert Axelrod, The Complexity of Cooperation: Agent-Based Models of Competition and Collabo­
ration (Princeton: Princeton Studies in Complexity-, Princeton University Press, 1997) and 
The Evolution of Cooperation (New York: Basic Books, 1984); Anatol Rapoport and Albert M. 
Chammah, with Carol J. Orwant, Prisoner's Dilemma: A Study in Conflict and Cooperation (Ann 
Arbor: University of Michigan Press, 1965). 
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dence over individual self-interests. Yet a global economy is any­
thing but a community. It contains people of different traditions for 
whom most other people represent the other, not the community to 
which one belongs. In a tough competitive environment, it is hard 
enough to have consideration for others; to extend that considera­
tion to all humanity is asking for the impossible. The situation is 
aggravated by the prevailing creed of market fundamentalism. It 
maintains that the common interest is best served by everyone pur­
suing her own self-interest. This gives the pursuit of self-interest a 
moral blessing. Those who adopt the creed tend to come out ahead 
because they are not encumbered by moral scruples in a dog-eat-
dog world—and such success can be self-rein forcing. 

We should not exaggerate. The external constraints imposed by 
the community may have been undermined by the development of 
a global, transactional economy, and the pursuit of self-interest may 
have been endowed with moral justification, yet some internal con­
straints are bound to remain. Even if people have been transformed 
into single-minded competitors, they were not born tiiat way. The 
transformation has occurred quite recently, and it remains incom­
plete. Although we are closer to a transactional society than at any 
time in history, a purely transactional society could never exist. 
People seem to have an innate need for social values. As sentient 
beings, they cannot avoid being aware of their own ephemeral 
nature, their mortality. They tend to reach out for values that 
extend beyond their narrow selves. Even when they pursue their 
self-interest, they seem to have a need to justify their behavior by 
appealing to principles that go beyond themselves. As Henri Berg-
son pointed out, morality can have two sources: tribal belonging 
and the universal human condition. It is in the latter that open soci­
ety must be anchored. I shall try to develop this argument in the 
next chapter, 
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C H A P T E R 5 
Open Society as an Ideal 

I
f my contention that we suffer from a deficiency of shared 
social values is correct, then the supreme challenge of our time 
is to establish a set of fundamental values that applies to a 
largely transactional, global society. I should like to take up 

that challenge. I propose the concept of open society as an ideal to 
which our global society should aspire. My contention is that it is 
in the interest of open societies to help foster the development of 
open societies throughout the world and to establish the interna­
tional institutions appropriate to a global open society. I should like 
to gather sufficient support for this idea to be able to translate it 
into reality. 

This sounds like a Utopian endeavor. People are not even aware 
of the concept of open society; they are very far from regarding it as 
a goal worth striving for. Yet the project is not as Utopian as it 
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sounds. It should be remembered that open society is a very pecu­
liar ideal. It is based on the recognition that our understanding is 
imperfect and that a perfect society is beyond our reach; we must 
content ourselves with the second best: an imperfect society that 
holds itself open to, and strives for, improvement. Using this defini­
tion, the United States, the European Union, and many other parts 
of the world come very close to qualifying as open societies. They 
certainly qualify with regard to being imperfect. What is missing is 
an understanding of the concept of open society and its acceptance 
as an ideal. But even in this respect, reality is not too far removed 
from the desired goal. Representative democracy is an essential 
ingredient of the open society; so is a market economy. Representa­
tive democracy prevails in many countries, and the promotion of 
democracy in other parts of the world has become an acknowledged 
policy objective for the Western democracies. The market economy-
has gone truly global in the past ten years, and its principles are 
being promoted with truly missionary zeal. 

So what is wrong? I believe the promotion of market principles 
has gone too far and became too one-sided. Market fundamentalists 
believe that the common interest is best served by the untrammeled 
pursuit of self-interest. This belief is false, yet it has become very 
influential. It stands in the way of a global open society. We are very 
close to that goal, but we cannot get there unless we recognize the 
errors of market fundamentalism and correct the disparity between 
the economic and political organization of the world. 

It should be emphasized that market fundamentalism is not dia­
metrically opposed to open society the way communism or reli­
gious fundamentalism are. It is merely a distortion. Friedrich 
Hayek, whose ideas have been vulgarized by latter-day market fun­
damentalists, was a firm believer in the open society. Both he and 
Karl Popper wanted to protect the freedom of the individual against 
the threat emanating from collectivist creeds such as communism 
and national socialism; they only differed about the means by which 
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it could be accomplished. Popper advocated "piecemeal social engi­
neering"; Hayek put his faith in the market mechanism because he 
was preoccupied with die unintended adverse consequences of state 
controls. His preoccupation was carried to extremes by his follow­
ers in the "Chicago school." The pursuit of self-interest has been 
promoted into a universal principle that permeates all aspects of 
existence: not just individual choice as expressed in markets but also 
social choice as expressed in politics. It even extends its reach to the 
law of contracts; it governs not just individual behavior but also the 
behavior of states, not to mention the selfish gene. There is an 
uncomfortable similarity between market fundamentalism and 
communism: Both have a foundation in social science—market eco­
nomics in the one case, Marxism (which is a more comprehensive 
theory of social systems, including economics) in the other. 

I regard market fundamentalism as a greater threat to open soci­
ety today than communism. Communism and even socialism are 
discredited, but market fundamentalism is ascendant. If there are 
any shared values in the world today, they are based on the belief 
that people should be allowed to pursue their self-interests and that 
it is both futile and counterproductive to expect them to be moti­
vated by the common interest. Of course, there is no general agree­
ment on diis point, but it is certainly more popular than the belief in 
open society. Moreover, market fundamentalism is receiving pow­
erful reinforcement from the positive results that market-oriented 
policies are producing, particularly among those who are the bene­
ficiaries of diose policies. To the extent that politics is influenced by 
money, these people tend to be the most influential. 

So my task in this chapter is twofold: to demonstrate the errors of 
market fundamentalism, and to establish the principles of open 
society. The first part is relatively easy. I have already shown that 
financial markets do not necessarily tend toward equilibrium. All I 
need to point out now is that social values do not find expression in 
markets. Markets reflect the existing distribution of assets; they are 
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not designed to redistribute those assets according to the principles 
of social justice. It follows that social justice is outside the compe­
tence of the market economy. Economics theory takes the distribu­
tion of wealth as given, and it claims that any policy that would 
allow the winners to compensate the losers and still have something 
left over would enhance welfare. It remains silent on the question of 
whether the winners should compensate the losers, because that is a 
question of social values and economics seeks to remain value-free. 
Based on this argument, fundamentalists argue that the best policy 
is to give markets free rein. 

If markets produced general equilibrium, and if the issues of 
social justice were taken care of, they would have a valid argument; 
but neither condition is met. This raises the need for some kind of 
political intervention in the economy to maintain stability and 
reduce inequality. The trouble is that political decisions are even 
more imperfect than markets. This is a powerful argument in favor 
of free markets, the most powerful in the armory of market funda­
mentalists, but they tend to abuse it. It does not follow from the fact 
that political decisions interfere with the efficiency of markets that 
politics should be kept out of the economy. Politics may be corrupt 
and inefficient, but we cannot do without it. The fundamentalist 
argument may apply to a perfect world, but it does not apply to the 
second best. Open society is the quest for the second best. 

The second part of my task is more difficult. Open society is not 
an easy concept, and I have not done a very good job in clarifying it. 
On the contrary, I seem to have done my best to confuse the reader. I 
have used the term in at least three different ways. I equated open 
society with near-equilibrium conditions; I also said that open soci­
ety is an ideal type that can be approximated but not attained in 
reality. There seems to be a contradiction between these two state­
ments, because near-equilibrium can be attained in reality. Now I 
want to establish open society as a goal worth striving for. All of this is 
very confusing. Is open society an ideal, or is it a description of 
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actual conditions? More specifically, are Western democracies open 
societies or not? The answer is that open society is both an ideal and 
a description of reality, because open society is a very unusual ideal: 
an imperfect society that holds itself open to improvement. And the 
Western democracies qualify in most respects except one: They do 
not recognize open society as a desirable goal. Even if they accept it 
for their own country, they do not recognize it as a universal principle 
that ought to serve as an objective of national policy. International 
relations are still based on the principle of national sovereignty. 
Could open society serve as a universal principle? Could it be recon­
ciled with the principle of national sovereignty? That is the crucial 
problem facing us today. 

I shall address that problem in the second part of this book, where 
T deal with the present moment in history. In this chapter I want to 
examine some of the conceptual difficulties that open society as a 
universal principle encounters. This chapter has the character of a 
philosophical exploration in preparation for settling down to a more 
practical consideration of the crucial issue I have identified. 

The Relevance of Universal Ideas 

Open society stands for freedom, democracy, rule of law, human 
rights, social justice, and social responsibility as a universal idea. 
One of the obstacles to the adoption of open society as a common 
goal is a fairly widespread rejection of universal ideas. I discovered 
this after I set up my network of foundations and, frankly speaking, 
I was surprised by it. In establishing my foundation network, I had 
no difficulty finding people who were inspired by the principles of 
open society even if they did not use the same word. I did not need 
to explain what I meant by open society: Everybody understood 
that it stood for the opposite of the closed society in which they 
lived. The attitude of the West was more disconcerting. At first I 
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thought that people in the West were just slow to recognize a his­
toric opportunity; eventually I was forced to come to the conclusion 
that they genuinely did not care enough about open society as a uni­
versal idea to make much of an effort to help the formerly commu­
nist countries make the transition. I had been misled by the 
propaganda of the Cold War. All the talk about freedom and 
democracy had been just that: propaganda. 

After the collapse of the Soviet system, the appeal of open society 
as an ideal started to fade even in the formerly communist coun­
tries. People got caught up in the struggle for survival, and those 
who continued to be preoccupied with the common good while 
others were lining their pockets had to ask themselves whether they 
were clinging to the values of a bygone age—and often they were. 
People grew suspicious of universal ideas. Communism had been a 
universal idea and look where it had led! 

This forced me to submit the concept of open society to a thor­
ough reconsideration. I had to recognize that the aversion to uni­
versal ideas is well founded. They can be very dangerous, especially 
if they are carried to their logical conclusion. It is a feature of our 
fallibility' that ideas can take on a life of their own, becoming far 
removed from reality and yet exerting an influence on it. By the 
same token, we cannot do without universal ideas. (The pursuit of 
self-interest is also a universal idea, even if it is not recognized as 
such.) The world in which we live is just too complicated to make 
any sense of it without some guiding principles. This line of thought 
led me to the concept of fallibility as a universal idea, and I tried to 
base the concept of open society on the recognition of our fallibility. 

The Erilightemnent 

Here I ran into insuperable difficulties. The recognition of our 

fallibility is what makes a society open; but it is not sufficient, by 
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itself, to keep society together. Something else is needed—some 
concern for otliers, some shared values. These values have to be 
infused by the recognition of our fallibility, but they cannot be 
derived from it by logic. If that were possible, the very idea of our 
fallibility would be brought into question. This means that open 
society as a universal idea cannot be properly defined; every society 
must form its own definition, yet the definition must incorporate 
some general principles, including fallibility and a concern for 
others. 

Karl Popper was opposed to defining concepts from left to right: 
Open society is, and then follows a definition. He preferred to pro­
ceed from right to left: Describe something, and then put a label on 
it. This cluttered his writings with "isms." Nevertheless, I try to fol­
low Popper's advice. In my foundation network, we have never 
defined open society. Had we done so, the organization would have 
become more rigid; as it is, flexibility has been our hallmark. But if I 
want the concept of open society to be generally accepted, I must 
say what it is. I must show how the recognition of our fallibility 
leads to the principles of open society. 

As I have been at pains to point out, this will not be an easy task. 
Every philosophical argument is liable to raise endless new ques­
tions. If I tried to start from scratch, I could not make much 
progress because I would get caught in a web of my own weaving. I 
speak from experience: It has happened to me. Once I spent three 
years of my life trying to work out my philosophy, and I ended up 
where I began. 

Fortunately, I do not have to start from ground zero. The 
philosophers of the Enlightenment, Kant foremost among tliem, 
tried to deduce universally valid imperatives from die dictates of 
reason. Their imperfect success corroborates the postulate of falli­
bility and provides a basis for my argument. 

The Enlightenment constituted a giant step forward from the 
moral and political principles that prevailed previously. Until titen, 
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moral and political authority were derived from external sources, 
both divine and temporal. Allowing reason to decide what is true 
and false, what is right and wrong, was a tremendous innovation. It 
marked the beginning of the modern age. Whether we recognize it 
or not, the Enlightenment has provided the foundations for our 
ideas about politics and economics—indeed, for our entire outlook 
on the world. The philosophers of the Enlightenment are no longer 
read—I personally find them hard to read—-but their ideas have 
become ingrained in our way of thinking. The rule of reason, the 
idea of a social contract as the basis of society and state, the 
supremacy of science, the universal brotherhood of humanity— 
tiiese were some of their main themes. The political, social, and 
moral values of the Enlightenment were admirably stated in the 
Declaration of Independence, and that document continues to be 
an inspiration for people throughout the world. 

The Enlightenment did not spring into existence out of 
nowhere: It had its roots in Greek philosophy and to a lesser extent 
in Christianity, which in turn built on the monotheistic tradition of 
the Old Testament. It should be noted that all of these ideas were 
couched in universal terms, with the exception of the Old Testa­
ment, in which a great deal of tribal history is mixed in with 
monotheism. Instead of accepting tradition as the ultimate author­
ity, the Enlightenment subjected tradition to critical examination. 
Traditional relations could be replaced by contractual ones: hence 
the social contract. The results were exhilarating. The creative 
energies of the human intellect were unleashed. No wonder that the 
new approach was carried to excess! In the French Revolution, tra­
ditional authority was overturned and reason anointed as the ulti­
mate arbiter. Reason proved unequal to the task, and the fervor of 
1789 deteriorated into the terror of 1793. But the basic tenets of the 
Enlightenment were not repudiated; on the contrary, Napoleon's 
armies carried the ideas of modernity to the rest of Europe. 

Modernity's achievements are beyond compare. Scientific 
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method produced amazing discoveries, and technology allowed 
their conversion to productive use. Humankind has come to domi­
nate nature. Economic enterprises took advantage of the opportu­
nities, markets served to match supply and demand, and both 
production and living standards rose to heights that would have 
been unimaginable in any previous age. 

In spite of these impressive achievements, reason could not quite 
live up to the expectations attached to it, especially in the social and 
political arena. The gap between intentions and outcomes could 
not be closed; indeed, the more radical the intentions, the more dis­
appointing the outcomes. This applies, in my opinion, both to com­
munism and to market fundamentalism, both of which claim to be 
grounded in science. I want to highlight one particular case of un­
intended consequences because it is particularly relevant to the 
current situation. When the original political ideas of the Enlight­
enment were translated into practice, they served to reinforce the 
idea of the nation-state. In trying to establish die rule of reason, 
people rose up against their rulers, and the power they captured was 
the powrer of the sovereign. That is how the nation-state, in which 
sovereignty belongs to the people, was born. Whatever its merits, it 
is a far cry from its universalist inspiration. 

In culture, the debunking of traditional authority gave rise to an 
intellectual ferment that produced great art and literature, but after 
a long period of exciting experimentation, by the second half of the 
twentieth centun' all authority had been challenged and much of 
the inspiration seemed to dissipate. The range of possibilities has 
become too broad to provide the discipline that is required for artis­
tic creation. Some artists and writers manage to establish their own 
private language, but the common ground seems to have disinte­
grated. 

The same kind of malaise seems to affect society at large. The 
philosophers of the Enlightenment, Kant foremost among them, 
sought to establish universally valid principles of morality based on 
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the universal attributes of reason. The task Kant set himself was to 
show that reason provides a better basis for morality than tradi­
tional, external authority. But in our modern, transactional society, 
the reason for having any kind of morality has been brought into 
question. The need for some kind of moral guidance lingers; 
indeed, it is perhaps more intensely felt than in the past because it 
goes unsatisfied. But the principles and precepts that could provide 
that guidance are in doubt. Why bother about the truth when a 
proposition does not need to be true to be effective? Why be honest 
when it is success, not honesty or virtue, that gains people's respect? 
Although social values and moral precepts are in doubt, there can 
be no doubt about the value of money. That is how money has come 
to usurp the role of intrinsic values. The ideas of the Enlightenment 
permeate our view of the world, and its noble aspirations continue 
to shape our expectations, but the prevailing mood is one of money-
grubbing. 

It is high time to subject reason, as construed by the Enlighten­
ment, to the same kind of critical examination that the Enlighten­
ment inflicted on the dominant external authorities, both divine 
and temporal. We have now lived in the Age of Reason for the past 
two hundred years—long enough to discover that reason has its 
limitations. We are ready to enter the Age of Fallibility. The results 
may be equally exhilarating and, having learned from past experi­
ence, we may be able to avoid some of the excesses characteristic of 
the dawning of a new age. 

Moral Philosophy 

We need to begin the reconstruction of morality and social val­
ues by accepting their reflexive character. This is self-consistent and 
leaves ample scope for trial and error. It will be a sound foundation 
for the kind of global society we need. 
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Kant could derive his categorical imperatives from the existence 
of a moral agent who is guided by the dictates of reason to the 
exclusion of self-interest and desire. Such an agent enjoys transcen­
dental freedom and autonomy of the will, in contrast to the "het-
eronomy" of the agent whose will is subject to external causes.* 
This autonomous, rational agent is able to recognize unconditional 
moral imperatives, which are objective in the sense that they apply 
universally to all rational beings. Treat all humans as ends, not 
means; always act as if legislating universal law; and do to others as 
you would be done to-—these are the categorical imperatives. The 
unconditional authority of the imperatives is derived from the idea 
of people being autonomous and rational agents. 

The trouble is that the rational agent described by Kant does not 
exist. It is an illusion created by a process of abstraction. Enlighten­
ment philosophers liked to think of themselves as detached and 
unencumbered, but in reality they were deeply rooted in their soci­
ety with its Christian morality and ingrained sense of social obliga­
tions. They could not even imagine a transactional society where 
relations are guided by calculations of self-interest. To argue, as the 
market-fundamentalist students of law and society do, that it may 
pay to break a contract was outside their frame of reference. 

Enlightenment philosophers wanted to change their society. For 
this purpose, they invented the unattached individual endowed with 
reason who obeyed the dictates of his own conscience, not the dic­
tates of external authority. They failed to realize that a truly unat­
tached individual may not have a conscience; she may be totally 
selfish or totally disoriented. A sense of duty is grounded in society, 
not in the unattached individual. Social values may be internalized, 
but they are rooted in the family, community, background, and tra­
dition to which the individual belongs, and they evolve in a reflexive 
fashion. 

*Roger Scruton, Kant (Oxford, U.K.: Oxford University Press, 1989). 
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A market economy does not constitute a community, especially 
when it operates on a global scale; being employed by a corporation 
is not the same as belonging to a community, especially when man­
agement gives precedence to the profit motive over all other con­
siderations and the individual may be fired at the drop of a hat. 
People in today's transactional society do not behave as if they were 
governed by categorical imperatives; the calculations exemplified 
by the prisoner's dilemma seem to throw more light on their behav­
ior. Kant's metaphysic of morals was appropriate to an age when 
reason had to contend with external authority, but it seems 
strangely irrelevant today when the external authority is lacking. 
The very need to distinguish between right and wrong is brought 
into question. Why bother, as long as a course of action achieves the 
desired result? Why pursue the truth? Why be honest? Why care 
about others? Who are the "we" who constitute global society, and 
what are the values that ought to hold us together? These are the 
questions that need to be answered today. 

It would be a mistake, however, to dismiss the moral and political 
philosophy of the Enlightenment just because it failed to live up to 
its grandiose ambitions. In the spirit of fallibility, we ought to cor­
rect its excesses, not swing to the opposite extreme. A society with­
out social values cannot survive, and a global society needs universal 
values to hold it together. The Enlightenment offered a set of uni­
versal values, and its memory is still alive even if it seems somewhat 
faded. Instead of discarding it, we should update it. 

The Encumbered Individual* 

Enlightenment values can be made relevant to the present day by 
replacing reason with fallibility and substituting the "encumbered 

*In writing this section I was influenced by Michael Sandei, Democracy's Discontent (Cam­
bridge: Harvard University Press, 1996). 
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individual" for the unencumbered individual of the Enlightenment 
philosophers. By "encumbered individuals," I mean individuals in 
need of society, individuals who cannot exist in splendid isolation 
yet are deprived of the sense of belonging that was so much a part of 
peoples' lives at the time of the Enlightenment that they were not 
even aware of it. The thinking of encumbered individuals is influ­
enced but not determined by their social setting, their family and 
other ties, the culture in which they are reared. They do not occupy 
a timeless, perspectiveless position. They are not endowed with 
perfect knowledge and they are not devoid of self-interest. They are 
ready to fight for survival, but diey are not self-contained; however 
well they compete, they will not survive because they are not 
immortal. They need to belong to something bigger and more 
enduring, although, being fallible, they may not recognize that 
need. In other words, they are real people, thinking agents whose 
thinking is fallible, not personifications of abstract reason. 

In putting forward the idea of the encumbered individual, 1 am, 
of course, engaging in the same kind of abstract thinking as the 
Enlightenment philosophers. I am proposing another abstraction 
based on our experience with their theories. Reality is always more 
complicated than our interpretation. The range of people living in 
the world varies from individuals who are not far removed from the 
Enlightenment ideal to those who barely act as individuals, with the 
distribution curve heavily skewed toward the latter. The concept of 
the encumbered individual encompasses the entire range. 

The point is that a globalized society could never satisfy the 
encumbered individuals' net<.\ to belong. It could never become a 
community. It is just too big and variegated for that, with too many 
different cultures and traditions. Those who want to belong to a 
community must look for it elsewhere. A global society must always 
remain something abstract, a universal idea. It must respect the 
needs of the encumbered individual, it must recognize that those 
needs are not met, but it must not seek to meet them in full, because 
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no form of social organization could possibly satisfy them once and 
for all. 

A global society must be aware of its own limitations. It is a uni­
versal idea, and universal ideas can be dangerous if they are carried 
too far. Specifically, a global state would carry the idea of a global 
society too far. All that open society as a universal idea could do is to 
serve as a basis for die rules and institutions that are necessary for 
the coexistence of the plethora of individuals and the multiplicity- of 
communities that make up a global society. It could not provide the 
community that would satisfy individuals' need for belonging. Still, 
the idea of a global open society must represent something more 
than a mere agglomeration of market forces and economic transac­
tions. There has to be some community of interests, some shared 
values to hold that society together. The community of interests is 
created partly by the common problems people face and partly by 
the community of the people who face those problems. 

Common problems are not difficult to find in our interdepen­
dent world. Avoidance of devastating armed conflicts, particularly 
nuclear war; protection of the environment; preservation of a global 
financial and trading system: Few people would disagree with these 
objectives. The difficulty lies in establishing the community of 
people who face these problems. 

The Enlightenment based the universal brotherhood of human­
ity on die rational agent, the unencumbered individual. That base 
proved unsound because die rational agent is fallible and guided by 
self-interest rather than universal ideas of brotherhood. We need to 
find a sounder base. I propose to substitute the fallible agent, the 
encumbered individual. There is a minimal brotherhood of human­
ity based on our common fallibility, mortality, and—let's admit it— 
selfishness. We are incomplete as individuals; we need to belong to 
society. Now that the economy has become global, we need a global 
society. We cannot have a society widiout recognizing diat there are 
some common interests that have to take precedence over individ-
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ual self-interests; but our fallibility prevents us from knowing what 
those common interests are. Therefore we need rules by which wre 
can agree on what our common interests are and how best we can 
attain them. This leads us to the need for international law and 
international institutions. It does not lead us to a global state, but it 
does lead us to die conclusion that national sovereignty has to be 
subordinated to the international common good. It also leads us to 
the principle of subsidiarity: Recognizing how difficult it is to 
decide about the common good, decisions should be made at the 
lowest possible level. The lower the level, the more likely it is to 
constitute a community to which the individual is willing to subor­
dinate her self-interest; but belonging to a community should be 
voluntary—that is a universal principle that ought to be enforced at 
every level, including the state. 

The Principles of Open Society 

After all this preparation, I am finally ready to say what 1 mean by 
open society. It is liable to be anticlimactie. I shall distinguish 
between tunelessly, universally valid principles and a more time-
bound, specific description of what an open society entails at the 
present moment in history. Of course, different epochs, societies, 
and individuals may also give different definitions of the universal 
principles. My own definition would include various freedoms and 
human rights, the rule of law, and some sense of social responsibility 
and social justice. 

The freedom of thought and expression and the freedom of 
choice can be directly derived from our fallibility: Since the ulti­
ma te truth is beyond our reach, we must allowr people to think for 
themselves and make their own choices. The fact that our under­
standing is imperfect does not mean that there is no ultimate truth; 
on the contrary, the lack of adequate knowledge implies the need 
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for an element of faith. Open society has nothing against religion. 
But the principles of open society would be violated if religion tried 
to dictate to those who do not subscribe to it. 

The freedom of thought allows critical thinking and the freedom 
of choice allows the market mechanism to operate. Bodi are inter­
personal processes; by assuring the conditions for their proper 
functioning, we all benefit. The freedom of association has more to 
do widi our being social animals. 

Individual human rights can be derived from our being thinking 
agents conscious of themselves and capable of making autonomous 
choices. The idea of human rights is also embedded in the Christian 
idea of the human soul. 

We must recognize, however, that different human rights can 
come in conflict with one another. For instance, the rights of 
women have been set against the rights of die embryo. Since I 
derive human rights from being a thinking agent, I have no doubt 
whose rights ought to take precedence; yet there are those who base 
their arguments on the human soul and come out on the opposite 
side. This is a divisive issue in the United States today. Different 
societies are at different stages of development, and their develop­
ment may take different forms. Therefore the realization of human 
rights is liable to differ among societies. The rulers of less-devel­
oped countries claim that they should be held to lesser standards. 
They have a point as far as living conditions are concerned, but not 
with regard to the freedom of thought and expression. I would 
argue that the human rights of those who can think for themselves 
need to be even more jealously guarded in less-developed countries 
than in mature democracies because they have scarcity value. 

I am altogether leery of so-called social and economic freedoms 
and the corresponding human rights: freedom from hunger or the 
right to a square meal. Rights need to be enforced; die enforcement 
of economic rights would fall to the state and that would give the 
state too big a role in the economy. This would be less objectionable 
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if the state were in fact the best agency for taking care of economic 
needs. But that proposition has been tried and turned out a flop. I 
prefer to recognize the need to alleviate poverty more directly by 
introducing some sense of social justice as one of the core principles 
of open society. This approach has the advantage that it cuts across 
borders. We must recognize that under global capitalism individual 
states have limited capacity to look after the welfare of their citizens 
yet it behooves the rich to come to the aid of the poor; therefore 
social justice is a matter of international concern. 

Social justice emphatically does not mean equality, because that 
would take us right back to communism. 1 prefer the Rawlsian con­
cept of social justice, which holds that an increase in total wealth 
must also bring some benefit to the most disadvantaged. What 
"some" means has to be defined by each society for itself, and the 
definition is liable to vary over time. But creating a more level play­
ing field must be clearly established as an objective of international 
institutions. I shall develop this thought in Chapter 12. 

What about property rights? Should they be recognized as a core 
principle similar to human rights? I could answer the question 
either way. I have no doubt that private property is basic to individ­
ual freedom and autonomy and as such an indispensable part of 
open society; but I also believe that there are no rights without 
obligations. That is true of human rights as well as property rights; 
but in the case of property, the rights and obligations fall on the 
same person, whereas in human rights there is a clear distinction 
between the individual who enjoys die rights and the authorities 
that are bound to respect them. We may include property among 
the freedoms and rights, but we must not forget the flip side: social 
responsibility as manifested, for instance, in the payment of taxes 
and death duties. 

Generally speaking, there is an ongoing conflict between rights 
and obligations that requires compromises that need to be worked 
out and reconsidered all the time. Isaiah Berlin referred to this 
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latent conflict between different social values as "value pluralism." 
Where the compromises should come out cannot be decided on the 
basis of first principles, yet the principles must be respected for a 
society to qualify as a free and open one. Since people are supposed 
to learn by trial and error, it is only natural that their views should 
evolve over time, but no society can survive for long without some 
sense of social justice that most of its members find acceptable. 

An open society cannot be satisfied, however, by such a relativis-
tic definition of its basic principles, because a tyranny of die major­
ity (or of a minority, as in the case of South Africa under apartheid) 
does not constitute an open society. Electoral democracy is not 
enough; it must be complemented by the constitutional protection 
of minority rights. Again, what those rights are will vary from case 
to case. I have rounded out the core principles of open society by 
including file rule of law. The list is not meant to be exhaustive; it 
merely indicates the cluster of ideas that go to make up the princi­
ples of open society. 

How could these principles be translated into the specific condi­
tions of an open society at the present moment in history? The 
president of my foundation, Aryeh Neier, suggested seven condi­
tions: 

• Regular, free, and fair elections; 
• Free and pluralistic media; 
• The rule of law upheld by an independent judiciary; 
• Constitutional protection for minority rights; 
• A market economy that respects property rights and provides 

opportunities and a safety net for the disadvantaged; 

• A commitment to the peaceful resolution of conflicts; and 
• Laws that are enforced to curb corruption. 

Other people may come up widi other lists. The interesting 
point is that we may find individual countries that more or less meet 
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these criteria, but our global society does not. The most glaring 
deficiency is the absence of the international rule of law; and we are 
bereft of the most elementary arrangements for the preservation of 
peace. 

Exactly what shape these arrangements should take cannot be 
derived from first principles. To redesign reality from the top down 
would violate the principles of open society. That is where fallibility 
differs from rationality. Fallibility means that we don't know what 
the common interest is. Nevertheless, I believe that fallibility and 
the encumbered individual provide a better basis for establishing 
die ground rules for a global open society than reason and the 
unencumbered individual. 

Pure reason and a moral code based on the value of the individual 
are inventions of Western culture; they have little resonance in 
other cultures. For instance, Confucian ethics are based on family 
and relationships and do not sit well with the universal concepts 
imported from the West. Fallibility allows for a broad range of cul­
tural divergences, and the encumbered individual gives due weight 
to relationships. The Western intellectual tradition ought not to be 
imposed indiscriminately on the rest of the world in the name of 
universal values. The Western form of representative democracy 
may not be the only form of government compatible with an open 
society. 

Nevertheless, there must be some universal values that are gen­
erally accepted. Open society may be pluralistic in conception, but 
it cannot go so far in the pursuit of pluralism diat it should fail to 
distinguish between right and wrong. Toleration and moderation 
can also be carried to extremes. Exactly what is right can be discov­
ered only by a process of trial and error. The definition is liable to 
vary with time and place, but there must be a definition at any one 
time and place. 

Whereas the Enlightenment held out the prospect of eternal ver­
ities, open society recognizes that values are reflexive and subject to 
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change in the course of history. Collective decisions cannot be 
based on the dictates of reason; yet we cannot do without collective 
decisions. We need laws exactly because we cannot be sure what is 
right and wrong, so we need to have it spelled out. We need institu­
tions that recognize their own fallibility and provide a mechanism 
for correcting their own mistakes. 

A global open society cannot be formed without people subscrib­
ing to its basic principles. People must recognize open society as a 
desirable form of social organization for open society to prevail. 
That is the missing ingredient in today's world. Fallibility and 
reflexivity are universal conditions. If they were combined with the 
recognition of common interests on a global scale, they would pro­
vide common ground for all the people in the world. A global open 
society would be that common ground—and awareness of our falli­
bility should help us avoid some of the pitfalls associated with uni­
versal concepts. 

Of course, open society is not without its shortcomings, but its 
deficiency consists in offering too little rather rhan too much. More 
precisely, the concept is too general to provide a recipe for specific 
decisions. Rules cannot be established by deductive reasoning. It 
would contradict the principle of fallibility if all problems had a 
solution. Those who claim to know all the answers would create a 
closed society. By the same token, the fact that we do not know what 
the common interest is does not justify us in denying its existence. 
Specifically, the idea that the pursuit of self-interest will take care of 
the common interest is an alluring but false idea. 

We need to create institutions for the promotion of the common 
interest, knowing full well that they are bound to be imperfect. We 
must also build into these institutions a capacity to change in accor­
dance with the evolving perceptions of the common interest—a 
very difficult requirement in the light of institutional inertia. These 
requirements can be met only by a continuous process of trial and 
error. 
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Is it possible to forge a consensus around the principles of open 
society? These are abstract, philosophical principles, and it follows 
from our fallibility that our beliefs are not dictated by reason: So it 
is not possible to gain general acceptance for those principles sim­
ply by explicating them—quite apart from my own inadequacies in 
putting them forward. Something else needs to happen. People 
must be aroused, fired up, and they must coalesce around a com­
mon cause for the common interest to override special interests. 

It could happen in a closed society, where the yearning for free­
dom provides a common cause for people with disparate interests. 
Could it happen in an open society? I have had to ask myself, Would 
I be so committed to open society as an ideal if I had not learned at 
an early age how dangerous a closed society can be to your health? 

I have seen open society triumph as an idea in my native country, 
Hungary. Everybody who was opposed to the regime coalesced 
around my foundation. The foundation supported an opposition of 
many stripes—and it was supported by them in the sense that the 
funds were put to the right use without any supervision—but once 
the regime was overturned the different stripes turned against one 
another. That is how it should be in a democracy. The trouble is 
that the various parties that were once united in their opposition to 
a closed society were no longer guided by the principles of open 
society in opposing each other. It was an object lesson that forced 
me to recognize a flaw in the concept of open society of which I had 
been only dimly aware. I knew, of course, that the concept was 
flawed because even7 human construct is flawed, but that was an 
abstract argument; here I was confronted by a concrete experience. 

I have some difficulty in formulating the problem. One way to 
put it is that open society needs enemies. Karl Popper called his 
book Open Society and Its Enemies. I am, in effect, also inventing a 
new enemy by attacking market fundamentalism. Enemies build 
communities: It is they who created walled cities as much as the 
people who lived in those cities. This is another way of saying that 
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open society is not a community and that it is only communities 
that can have shared ideas that take precedence over the self-inter­
ests of their members. 

This brings home the quandary we face in trying to create a 
global open society. Communities are built on the exclusion of the 
other, while open society seeks to be inclusive on a global scale. Is it 
possible to imbue open society with positive content or must it 
always stand against something? Fortunately, there is always some­
thing to fight against: poverty, disease, environmental dangers. The 
enemy need not be a rival state. But unless we identify a common 
enemy against which we can unite, we are likely to have a divided 
world in which nation-states will fight against one anotiier. We have 
managed to unite on the level of the sovereign state: We have 
democratic states with the rule of law and respect for the other. 
Now we need to confront the issue on a global scale. 

The solution cannot be die same as on the state level: A global 
state would constitute a greater direat to liberty than the individual 
state. Nor can we design a solution in the abstract: That would also 
contradict the principles of open society. We must therefore exam­
ine the situation as it is now. That is what I shall do in the second 
half of this book. Based on that assessment, we can then try to 
develop a program for creating a global open society. I shall do that 
in the concluding chapters. For good order's sake, I want to point 
out in advance diat I shall use die term "open society" in yet 
another sense, an operational sense. Here I have tried to establish it 
as a universal idea; there I shall try to show how it could be trans­
lated into reality at die present moment in history. 
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The Problem of Social Values 

I 
n this chapter I shall explore the problem of social values in 
greater depth. This will lay the groundwork for a critical 
examination of the global capitalist system as it prevails 
today. 

Market Values Versus Social Values 

The relationship between market values and social values is not 
easy to untangle. The problem is not in establishing that there is a 
difference between the two; it is in deciding when we should be 
guided by one and when by the other. Market fundamentalists try to 
disregard social values by arguing that diose values—whatever they 
are—find expression in market behavior. For instance, if people 
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want to care for others or protect the environment, they can express 
those sentiments by spending money; their altruism becomes just as 
much part of the gross national product (GNP) as their conspicuous 
consumption. Of course, there are matters that require collective 
decisions, but social choice is guided by the same economic princi­
ples as individual choice. 

To demonstrate that this argument is false I need not resort to 
abstractions, of which we have had too much already; I can draw on 
my personal experience. 

As an anonymous participant in financial markets, I never had to 
weigh the social consequences of my actions. I was aware that in 
some circumstances the consequences might be harmful, but I felt 
justified in ignoring them on the grounds that I was playing by the 
rules. The game was competitive, and if 1 imposed additional con­
straints on myself I would end up a loser. Moreover, I realized that 
personal scruples make no difference to the outcome: If I abstained, 
somebody else would take my place. In deciding which stocks or 
currencies to buy or sell, I was guided by only one consideration: to 
optimize my return on capital by weighing risk against reward. Still, 
my decisions had social consequences: When I bought shares in 
Lockheed and Northrop after the managements were indicted for 
bribery, I helped sustain the price of their stocks. When I sold ster­
ling short in 1992, the Bank of England was on the other side of my 
transactions, and I was in effect taking money out of the pockets of 
British taxpayers. But if I had tried to take social consequences into 
account, it would have thrown off my risk-reward calculation, and 
my profits would have been reduced. Fortunately, I did not need to 
weigh the social consequences, for they would have occurred any­
way: If I had not bought Lockheed and Northrop, then somebody 
else would have. Britain would have devalued sterling whether I had 
been born or not. "If I didn't do it, somebody else would" is usually 
a cop-out; but in this case it is well grounded. Financial markets 
have so many participants that no single, anonymous participant 
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can have an appreciable effect on the outcome. Bringing my social 
conscience into the decisionmaking process would make no differ­
ence in the real world; but it may adversely affect my own results. 

This argument holds true only for financial markets. If I had to 
deal with people instead of markets, I could not have avoided moral 
choices and, being rather squeamish, could not have been so suc­
cessful in making money. I blessed the luck that led me to the finan­
cial markets and allowed me to keep my hands clean: Pecunia non olet 
(money doesn't smell). Anonymous market participants are largely 
exempt from moral choices as long as they play by the rules. In this 
sense, financial markets are not immoral; they are amoral. Perfectly 
respectable people buying and selling shares or commodities can 
affect the fortunes of people in faraway places: African copper min­
ers or Indonesian construction workers may lose their livelihood 
because of a change in commodity prices or exchange rates. But 
these outcomes are not influenced by the decisions of individual 
market participants; therefore they need not enter into their calcu­
lations. The problems caused by market fluctuations can only be 
addressed on the policy level. 

I realize that this argument no longer applies now that I have 
become a public figure whose actions and statements can influence 
markets. This raises moral issues from which I was previously 
exempt and makes my position as a market participant much more 
complicated. 

Here's an example: I have been an active supporter of the treaty 
to ban land mines, but my funds owned shares in a company that 
manufactured the devices. 1 felt obliged to sell those shares even 
though I considered diem an attractive investment, and in fact they 
appreciated significantly after I sold them. I would not have sold 
them before I became a public figure. To be sure, my selling the 
shares had no effect on the manufacture of land mines, but I could 
no longer justify owning them by claiming to be an anonymous 
market participant. 
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No longer anonymous, I must be extremely cautious in what I 
say. I make a point of not saying anything that could benefit me as 
an investor. Even so, I often get into trouble. My letter to the Finan­
cial Times at the time of the Russian crisis (see Chapter 9) is a case in 
point. The dilemma is even more acute when I have to decide 
whether to say something that might hurt me as an investor. For 
instance, advocating the Toobin tax (see Chapter ro), I go directly 
against my business interests. Usually I plead the Fifth Amendment; 
that is, I try not to hurt my own interests, but sometimes I cannot 
avoid saying what I believe. The fact is, being a public figure makes 
it practically impossible to be an active investor at the same time.* 
Fortunately, I am no longer active in managing my funds, and I 
have authorized die active managers to ignore my position as a pub-
he figure in making investment decisions. But this is an uneasy com­
promise, and it makes me appreciate the advantages of anonymity. 

It is important to distinguish between amorality and immorality. 
Treating financial markets as immoral can interfere with their nor­
mal functioning and deprive them of one of their most useful attrib­
utes—namely, their amorality. Amorality helps to make financial 
markets more efficient. Morality poses difficult issues that partici­
pants in financial markets can conveniently sidestep by relying on 
the argument I have used. 

The argument holds good whether or not investors care about 
morality. Until rather recently many investors avoided buying 
shares in distilleries, but their decisions as investors have made very 
little difference to the consumption of alcohol. The same applies to 
the environment. Yes, there have been important changes in the 
attitude of corporations, but these changes have come about as the 
result of social, political, and legal pressures, not the decisions of 

"People taking public office usually have to put their investments into a blind trust. 
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individual investors. Tobacco shares are out of favor, but their 
decline has been brought about by court decisions, which are duly 
reflected in market valuations. 

Admittedly, financial markets are not only passively reflecting 
fundamentals; they can also be an active force in shaping reality. We 
must distinguish, however, between collective behavior and individ­
ual behavior. The collective behavior of markets has far-reaching 
consequences; the individual behavior of market participants has 
only a minute effect, because there is always another player ready to 
step in at a marginally different price. It is the definition of an effi­
cient market that no single participant can affect the price. 

Financial markets can be used as an arena for collective action. 
For instance, the boycott of South African investments turned out 
to be successful in promoting a change of regime in Soutb Africa. 
But collective action is the exception rather than the rule, and that is 
as it should be, because the main merit of markets is their ability to 
give expression to individual preferences. Collective interests ought to 
be safeguarded by political and civic action. Using financial markets 
for civic action is a possibility, but it is not their main use. Accepting 
the fact that markets are quintessentially amoral ought to lead to the 
recognition that we cannot do without a nonmarket sector. The 
amorality of markets makes it all the more important that social val­
ues 6nd expression in the rules that govern markets (as well as other 
aspects of society). The anonymous participant can ignore moral, 
political, and social considerations, but if we look at the impact that 
financial markets make we cannot leave such considerations out of 
account. As we have seen in the crisis of 1997-1999, financial mar­
kets can act as a wrecking ball, knocking down economies. Although 
we are justified in playing by the rules, we ought also to pay atten­
tion to the rules by which we play. Rules are made by the authorities, 
but in democracies the authorities are chosen and influenced by the 
players. 
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A Vital Distinction 

Market participation and rulemaking are two different functions. 
It would be a mistake to equate the profit motive that guides indi­
vidual participants with the social considerations that ought to 
guide the setting of rules. This is exactly the mistake that some mar­
ket fundamentalists make when they try to extend the economic cal­
culus to other spheres of activity, such as politics or the law of 
contracts. How can they get away with it? Their first line of defense 
is that they are merely modeling how people behave: "People may 
talk about right and wrong, but when the chips are down they act 
according to their interests." Unfortunately, there is a large element 
of truth in this contention. Collective decisionmaking in contempo­
rary democracies is largely a power play between competing inter­
ests. People try to bend the rules to their own advantage. 

But the market-fundamentalist argument does not hold water. 
First, they are not modeling actual behavior; rather, they are build­
ing models on a peculiar assumption of rationality. Second, values 
are reflexive, and market fundamentalism tends to reinforce self-
serving behavior in politics. The greater the influence of market 
fundamentalism, the more realistic their model of human behavior 
becomes. Third, even if their models corresponded to reality, that 
would not make their argument right. Economic actions have social 
consequences that cannot be dismissed on the grounds that people 
are selfish. 

That is where the market fundamentalists' second line of defense 
kicks in: "Markets tend toward equilibrium, so the pursuit of self-
interest also serves the public interest." Market fundamentalists 
claim that they are as concerned with the public welfare as anyone, 
and general equilibrium theory is a discovery about welfare. It is 
supposed to be value-free, but it gives free markets a strong moral 
undertone by arguing that general equilibrium is welfare-maximiz-
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ing. I believe I have shown some of the deficiencies of equilibrium 
theoiy. Here I should like to point out that it is in direct conflict 
with the concept of open society. General equilibrium theory 
applies only to a perfect world, and the basic tenet of open society is 
that perfection is beyond our reach. It follows that this second line 
of defense does not apply to the real world. In the absence of gen­
eral equilibrium, the pursuit of self-interest can have adverse social 
consequences. 

Market fundamentalists would overrule my objections on the 
grounds that the benefits of free markets are there for everyone to 
see. I would be die lirst to acknowledge that free markets foster 
wealth creation; they are also an essential ingredient of open society 
because diey enable people to exercise choice. But market funda­
mentalists, by appealing to the concept of equilibrium, misinterpret 
the process. It is not the tendency to equilibrium that creates wealtb 
but the release of creative energies. Wealth creation is a dynamic 
process. It does not regulate itself, and it does not ensure social 
justice. 

All this is plain enough; the real difficulties begin once the dis­
tinction between market values and social values has been made. 
How do they relate to each other? Clearly market values reflect the 
interests of the individual market participant, whereas social values 
touch upon tbe interests of society as perceived by its members. 
xMarket values can be measured in monetary terms, but social values 
are more problematic: They are difficult to observe and even more 
difficult to measure. Measuring profits is easy—just look at the bot­
tom line. But how to measure the social consequences of a course of 
action? Actions have intentional or unintended consequences scat­
tered among all the lines above the bottom line. They cannot be 
reduced to a single line, because they affect different people in dif­
ferent ways. That makes it much harder to evaluate die results. The 
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common interest is a much more nebulous concept than individual 
self-interest, and it is easy to fudge. Politicians do it all the time, and 
because the concept is so nebulous they get away with it. 

As a philanthropist, I am trying to serve what I consider the com­
mon good, but I am acutely aware of all the unintended conse­
quences that my actions may evoke. I try to weigh them in making 
my decisions. I make many mistakes, but at least I have the advan­
tage of being my own master so that I can correct them with 
impunity. Politicians do not enjoy that same luxury: Admitting mis­
takes is liable to be punished at election time. Therefore they try to 
justify their actions by whatever argument they can muster, and the 
common interest gets lost in the process. In the absence of an objec­
tive criterion like the bottom line, the debate deteriorates into us-
versus-them recriminations until ordinary citizens come to believe 
that all politics is rotten. 

This is the reverse side of the insistence on perfection: We set 
impossible standards for our leaders and we find them wanting. Any 
reasonable person would agree that perfection is unattainable. Yet 
the market-fundamentalist ideology has managed to establish per­
fection as the standard. It claims that markets are perfect in the 
sense that they tend toward equilibrium or at least correct their own 
excesses; we should therefore rely on the market in our political 
decisions to the greatest possible extent and measure the perfor­
mance of politics against the performance of markets. The argu­
ment is false on all counts, but it has come to dominate public 
discourse. 

The fact is that the decisionmaking process can never work as 
well in politics and social life as it does in natural science or markets. 
Science has an independent, objective criterion to work with— 
namely, the facts—that enables truth to prevail even if it belies com­
mon sense. Markets also have an objective criterion: profit. In 
political and social life, the only available criterion is subjective: 
what people think. For two reasons, this is not a reliable basis for an 
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interpersonal process of critical thinking. One reason is that it is 
difficult to establish what people really think. It is only too easy to 
dissemble. As we have seen, social science works less well than nat­
ural science because the question of motives enters into die discus­
sion. Marxists, for instance, used to deflect any criticism of their 
dogma by accusing their opponents of being guided by class inter­
ests. Psychoanalysts used to say that those who resisted analysis 
were "in denial." So the critical process is less effective when it con­
cerns motives rather than facts. The other reason is that the facts do 
not serve as an independent criterion by which the truth or validity 
of beliefs can be judged. This echoes an earlier point: Reflexive 
processes can be self-validating. The fact that a strategy or policy 
works does not prove that it is valid; the flaw will become apparent 
only after it has ceased to work. Take a simple example: running up 
budget or trade deficits. It feels good while it lasts, but there can be 
hell to pay later. 

A direct comparison between democratic politics and the market 
mechanism will show that politics tends to work less well than mar­
kets. This is not a comparison that is commonly made, so it may 
offer some interesting insights. 

Representative Democracy 

Democracy provides a mechanism for making collective deci­
sions. It is meant to achieve the same objective for collective choice 
as the market mechanism achieves for individual choice. Citizens 
elect representatives who gather in assemblies to make collective 
decisions by casting votes. This is the principle of representation. 

Representative democracy presupposes a certain kind of relation­
ship between citizens and representatives. Candidates go on the 
stump and tell citizens what they stand for; citizens then choose the 
person whom they trust and respect most. That is the sort of repre-
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sentative Thomas Jefferson was in the good old days, except that he 
stayed at home during the campaign. Therefore democracy is based on 
an assumption that candidates will be forthright with the electorate, 
which is of course not realistic. Candidates discovered long ago that 
their chances for election were better if they instead told the elec­
torate what it wanted to hear. This flaw is not fatal, for the system 
has allowed for it; if candidates fail to live up to their promises, they can 
be thrown out of office. In that case, conditions remain near equilib­
rium. The voters do not always get the representatives they desire, 
but they can correct their mistakes in the next round of elections. 

Conditions may, however, veer rather far from equilibrium 
through a reflexive process. Candidates develop techniques for 
exploiting the gap between promises and actions. They conduct 
public-opinion surveys and focus-group meetings to discover what 
the electorate wants to hear and then fashion a message to match the 
electorate's desires. The process produces a correspondence be­
tween the candidates' statements and the voters' desires, but it does 
so by matching candidates' promises to voters' expectations rather 
than by satisfying those expectations. Instead of providing leader­
ship, politicians follow public opinion, and the country does not get 
the leadership it really needs. Voters become disappointed and lose 
faith in the process. 

Voters are not blameless. They are supposed to support repre­
sentatives who have the community's best interests at heart, yet they 
often put narrow self-interests ahead of the common interests. Can­
didates in turn appeal to people's self-interest, and because they 
cannot satisfy everyone, they strike bargains with special interests. 
The process deteriorates when the voters cease to care whether 
their candidates cheat and lie as long as they cater to the voters' per­
sonal interests. The yardstick is not integrity or intelligence but the 
ability to garner votes. The distortion is reinforced by money. 

Television ads are doubly corrupting: They substitute mislead­
ing, negative sound bites for honest statements, and they are paid 
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for by donor (read: special-interest) money. Certainly in the United 
States candidates cannot get enough money to get elected without 
striking bargains with special interests. The system is self-perpetu­
ating because it favors the incumbents, and they don't want to 
change it. These are the conditions that prevail today. 

Compare these conditions to the conglomerate boom I described in 
Chapter 3. Conglomerate managements found a way to exploit the 
reflexive connection between valuations and fundamentals. They 
discovered they could increase earnings per share by promising to 
increase earnings per share through acquisitions. This is similar to 
finding out what voters think and then telling rihem what they want 
to hear. Both are examples of dynamic disequilibrium. But there is a 
huge difference. The conglomerate boom was corrected by a bust. 
iMarkets have a way of correcting tlieir excesses—bull markets are 
followed by bear markets. But representative democracy is less 
resilient in this respect. True, legislatures and governments are reg­
ularly replaced, but democracy seems incapable of correcting its 
own deficiencies; on the contrary, electorates seem to become pro­
gressively less satisfied with it. This is indicated by the increasing 
apathy and cynicism among voters and the rise of populist candi­
dates. 

A word of caution: I stress that markets can correct their excesses, 
just at the moment when financial markets may have shed that abil­
ity. Investors have lost their faith in the fundamentals, realizing that 
the game is about making money, not about underlying values. 
Many of the tired old yardsticks for valuing stocks have fallen by the 
wayside, and those who continue to abide by them have lost out in 
comparison with those who believe in the dawning of a "new econ­
omy." But the conclusion that we find ourselves in far-from-equilib-
rium territory would be only strengthened if markets had also lost 
their anchor. 

What is true of politics is equally true of social values. In some 
ways, social values are inferior to market values. They cannot be 
quantified—they cannot even be properly identified. They certainly 
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cannot be reduced to the common denominator of money. Never­
theless, a well-defined community would have well-defined values; 
its members may abide by them or transgress against them, be sus­
tained or oppressed by them, but at least they would know what 
those values are. We do not live in that kind of community. We have 
difficulty deciding between right and wrong. Thus the amorality of 
markets has undermined morality even in those areas where society 
cannot do without it. There is no consensus on mora! values such as 
the right to life or the right to choose. Monetary values are much 
less confusing. Not only can they be measured, but we can feel reas­
sured that they are appreciated by the people around us. They offer 
a certainty that social values have lost. That is how professional val­
ues have been superceded by the profit motive and professions such 
as law and medicine—not to mention politics, academics, and even 
philanthropic and nongovernmental organizations—have turned 
into businesses. 

Social values may be more nebulous than market values, but soci­
ety cannot exist without them. Market values have been promoted 
into the position of social values, but they cannot fill that function. 
They are designed for individual decisionmaking in a competitive 
setting and are ill suited for collective decisionmaking in a situation 
that requires cooperation as well as competition. 

A confusion of functions has been allowed to occur that has 
undermined the collective decisionmaking process. Market values 
cannot take the place of public spirit or, to use the old-fashioned 
phrase, civic virtue. Whenever politics and business interests inter­
sect, there is a danger that political influence will be used for 
business purposes. It is a well-established tradition that elected rep­
resentatives look out for the interests of their constituencies. But 
where do we draw the line between what is legitimate and what is 
not? The prominence given to business interests—and the self-
interest of politicians—has pushed the line beyond the point that 
most voters consider acceptable. Hence their disillusionment and 
disaffection. 
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The confusion of functions is particularly pronounced in inter­
national affairs. Foreign policy tends to be dictated by domestic 
policy considerations. The tendency is particularly strong in the 
United States with its ethnic voting blocs. There is also a tradition 
of pushing business interests by political means. The president of 
an Eastern European country told me how shocked he was when in 
a meeting with President Jacques Chirac, the French president 
spent most of their time together pushing him to favor a French 
buyer in the sale of the state-owned cement company. I shall not 
even mention arms sales. 

There has always been corruption in politics, but people are sup­
posed to be ashamed of it and try to hide it. Now that die profit 
motive has been promoted into a moral principle, politicians in 
some countries feel positively ashamed when they fail to take advan­
tage of their position. I observe this first-hand in countries where I 
have foundations. Ukraine, it has been said, has given corruption a 
bad name. I also made a study of African countries and found that 
people in resource-rich and resource-poor countries are equally 
poor; the only difference is that the governments of the resource-
rich countries are more corrupt. 

And yet to discard collective decisionmaking just because it is 
inefficient and corrupt is comparable to abandoning the market 
mechanism just because it is unstable and unjust. The impulse in 
both cases comes from the same source: a yearning for perfection 
and an inability to accept that all human constructs are flawed. 

Our ideas about both the market mechanism and representative 
democracy were formed under the influence of the Enlightenment. 
We are inclined to treat the participants' views and the reality to 
which tiiey relate as if they were independent of each other. Finan­
cial markets are supposed to discount a future that is independent of 
present valuations; elected representatives are supposed to repre­
sent certain values independent of any aspiration to be elected. But 
that is not how the world works. Values are reflexive. Consequently, 
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neither the market mechanism nor representative democracy are 
likely to fulfill the expectations attached to them. Still, that is no 
reason to abandon either one. Both the political process and the 
market mechanism need to be improved, not abolished. 

Market fundamentalists dislike collective decisionmaking in any 
shape or form because it lacks the automatic error-correcting mech­
anism of the market. They argue that the public interest is best 
served indirectly, by giving markets a free hand. There is some merit 
in their argument, but their faith in markets is misplaced for three 
reasons. First, markets are not designed to address issues of distribu­
tive justice; they take the existing distribution of wealth as given. 

Second, the common interest does not find expression in market 
behavior. Corporations do not aim at creating employment; they 
employ people (as few and as cheaply as possible) to make profits. 
Health-care companies are not in business to save lives; they provide 
health care to make profits. Oil companies do not seek to protect the 
environment except in order to meet regulations or to protect their 
public image. The profit motive can be used as an incentive to bring 
about desirable social outcomes, such as full employment, afford­
able medicine, or a healthy environment, but if the rules that govern 
industries such as health care are allowed to be driven by profit, 
some undesirable social consequences are bound to follow. Indeed, 
if competition were left to the market mechanism there might be no 
competition. Firms compete in order to make profits, not to pre­
serve competition, and if they could, they would eliminate all com­
petition. Karl Marx made this point some 150 years ago. 

Third, financial markets are inherently unstable. I fully appreci­
ate the merits of financial markets as a feedback mechanism that not 
only allows but forces participants to correct their mistakes, but I 
would add that financial markets themselves also make mistakes. 
The idea that markets are always right is wrong. The market mech­
anism itself also needs to be corrected by a process of trial and error. 
Central banks are particularly well-suited for the job because they 
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interact with financial markets and receive feedback that allows 
them to correct their own mistakes. Market fundamentalists point 
to the remarkable resilience of financial markets in rejecting the 
idea of their fundamental instability. Look at how rapidly they 
recovered from the crisis of 1997-1999, they say. But they leave out 
of account the equilibrating role played by the monetary authori­
ties; on the contrary, they claim that the crisis arose in the first place 
because the IMF created a moral hazard that encouraged excessive 
lending. As I shall argue in Part II of this book, the global financial 
system would have collapsed without the timely intervention of the 
Federal Reserve, and it has kept the economy on an even keel ever 
since; the LMF has been less successful and the emerging economies 
have paid a heavy price for it. The international monetary authori­
ties are badly in need of reform. 

I, too, share the prevailing aversion toward politics. I am a crea­
ture of the markets and I enjoy the freedom and opportunities they 
offer. As a market participant, I make my own decisions and learn 
from my mistakes. I do not need to convince others to get some­
thing done, and the results are not obfuscated by office politics. 
Strange as it may sound, participating in financial markets gratifies 
my quest for the truth. So even though I have a personal bias against 
politics and other forms of collective decisionmaking, I recognize 
that we cannot do without them. 

Social Values in an Open Society 

How could die collective decisionmaking process be improved in 
an open society? I propose a rather simple rule: People should sepa­
rate their role as market participant from their role as political par­
ticipant. As market participants, people ought to pursue their 
individual self-interests; as participants in the political process, they 
ought to be guided by the public interest. 
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The justification for this rule is also rather simple. In conditions 
that approximate perfect competition, no single competitor can 
affect the outcome; therefore individual market decisions have no 
effect on social conditions, whether or not one cares about the com­
mon good. But political decisions do affect social conditions; there­
fore it makes all the difference whether or not they serve the public 
interest. 

The observant reader will notice a potential flaw in this argu­
ment. If market participants are exempt from considering the social 
consequences of their actions because their influence on the out­
come is only marginal, does not the same consideration apply to the 
ordinary citizen engaged in the making of rules? Isn't the influence 
of the individual voter also marginal? Yes, but market participation 
and political participation are different kinds of activities. The mar­
ket participants are engaged in the pursuit of individual self-inter­
ests through free exchange with others; the voters are expressing 
their views on the collective interest. Therefore the different activi­
ties ought to be judged by different yardsticks: market decisions by 
the individual consequences, political participation by the social 
consequences. 

There are many instances where political decisions affect the 
vital interests of certain groups or individuals. It would be asking 
them too much to be guided by the public interest. It would be suf­
ficient, however, if people observed the separation of roles when 
their vital interests are not involved. The general public would then 
constitute die umpire to judge the players on either side of an issue. 
As long as the umpire has the last word, the common interest has a 
good chance to prevail. 

The task of the umpire is greatly complicated by the fact that 
today's political decisions are mainly about the budget, not about 
making rules. The budget is a matter of money, and it is difficult to 
be disinterested about it. Nevertheless, I would argue that the dis­
tinction between rulemaking and playing by the rules does apply. 
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Take the issue of abolishing the estate tax, which arose just at the 
time of writing. As a citizen I argued against abolition; as a player I 
take advantage of all the legal loopholes.* 

It should be emphasized that I am proposing my rule as a moral 
precept, not as the rational choice that people are bound to follow 
as long as they are rational. It would be disastrous if in our rulemak­
ing function we assumed that people are in fact prepared to abide by 
this moral precept. The founders of the American republic did not 
make that mistake. They assumed that people are selfish, and estab­
lished checks and balances designed to blunt the disruptive effects 
of self-interest. 

Nevertheless, the founders could take a modicum of civic virtue 
for granted. They did not reckon with the rise of highly competi­
tive. transactional markets. The ascendancy of the profit motive 
over civic virtue undermines the political process. That would not 
matter if we could rely on the market mechanism to the extent that 
market fundamentalists claim. But actions do have social conse­
quences. The spread of market fundamentalism and the penetration 
of the profit motive into areas where it does not properly belong 
expose the institutions of American democracy to dangers that have 
been largely absent during its two-hundred-year history. 

In practice, the distinction between rulemaking and playing by 
the rules is widely ignored. Lobbying and influence-peddling are 
widely practiced and accepted. But we should not simply throw up 
our hands and join the crowd. There will always be people who put 
their personal interests ahead of the common interest. This "free-
rider" problem bedevils cooperation, but the problem could be 
overcome if enough people recognized the difference between mar­
ket values and social values. 

'George Soros, ". . . No, Keep It Alive to Help the Needy," The Wall Street Journal (New 
York), July 14, 2000. 

l54 



The Problem of Social Values 

Market values are amoral while social values are quintessentially 
moral. Market values are about winning; moral values are about 
doing the right thing, win or lose. If we were guided by what others 
do, we would be acting as participants in a race where winning is 
what matters. If we really believe in moral values, we ought to do the 
right thing even if others do not. The free-rider problem simply does 
not apply, because the objective is not gaining competitive advan­
tage but doing the right thing. 

I have never forgotten the words of Sergei Kovalev, the Russian 
dissident and human rights activist, who told me that he takes pride 
in having fought losing battles all his life. I have not quite lived up 
to his standards, but I do practice what I preach. I try to be a winner 
as a market participant and I try to serve the common interest as a 
citizen and a human being. Sometimes it is difficult to keep the two 
roles separate, but the principle is clear. At least it is clear to me. If it 
were clear to enough people, the free-rider problem would disap­
pear. The majority would do the right thing in spite of the free rid­
ers and the free riders would cease to dominate the scene. They 
might even modify their behavior. Encumbered individuals, to use 
my earlier phrase, care a great deal about what others think of them. 
They might be single-minded in the pursuit of success, but they 
could not consider it a success if they suffered general opprobrium. 
Guided by self-interest, free riders would have to be more clandes­
tine about their behavior. That would be a great improvement over 
the current state of affairs, where free riding is accepted as legiti­
mate and businesslike. 

Morality used to play a more important role in social life, but it 
was accompanied by a great deal of hypocrisy and pretense. Am I 
really advocating a return to those conditions? I do not believe it is 
possible, or wise, to turn back the clock. Every generation must 
reach its own accommodation between moral principles and expedi­
ency. In the Middle Ages, when religion was paramount, there was 
an accommodation between church and state, represented by the 
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Pope and the Holy Roman Emperor. Today, when markets have 
become so influential, a different kind of accommodation is re­
quired, one built on the distinction between rulemaking and com­
peting. 

People should be able to pursue their self-interest as long as they 
compete by the rules—and they need not be sanctimonious about it. 
When it comes to rulemaking, however, the common interest 
ought to take precedence. True, an element of hypocrisy would 
creep in as people affected public-spiritedness in arguing their case, 
but that is preferable to the blatant pursuit of self-interest that pre­
vails in politics today. 

The trouble is that people cannot afford to pay attention to die 
public interest. The global capitalist system is based on competi­
tion. and competition has become so intense that even the most 
successful are reduced to having to fight for survival. Indeed, it is 
the most successful who are under the most intense pressure, as the 
case of Microsoft illustrates.* This is a sorry state of affairs. Under 
previous dispensations, the rich and successful enjoyed a large 
degree of autonomy and leisure. The landowning aristocracy could 
devote itself to the finer things in life. Even John D. Rockefeller 
could take off for an extended European tour at the height of his 
success. But today's capitalists are slaves of the financial markets: 
They have to perform every quarter. There used to be a large num­
ber of people who were not caught up in competition: professionals, 
intellectuals, civil servants, rentiers, peasants; their numbers have 
diminished. Our society is wealthier, but I believe we are all poorer 
for it. There ought to be more to life than survival, yet survival of 
the fittest has become the hallmark of our civilization. 

I believe all this has distorted what ought to be an open society, 

'People used to reproach Bill Gates, the chairman of Microsoft, for not giving away more of 
his wealth. They did not realize that the demands of his business absorbed all of his energies. 
Now that he is fighting against a Justice Department antitrust judgment, philanthropy is part 
of his business strategy. 
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but I must be careful how I present the case. I cannot set myself up as 
the ultimate arbiter who adjudicates on what constitutes open soci­
ety. All I can say is that the substitution of the profit motive for social 
values is an aberration. People are guided by different kinds of val­
ues that are often in conflict with one another. As competitors, they 
try to maximize their profits; as human beings, they also have other 
concerns. Isaiah Berlin called it "value pluralism." Value pluralism 
can be seen as a facet of fallibility because there is no way to avoid 
conflict between different values and aspirations. For instance, 
friendship or other human concerns may come in conflict with the 
profit motive when it comes to firing people. Market fundamental­
ism, by defining rational behavior as the pursuit of self-interest, is in 
effect subordinating all other considerations to the profit motive. 
Therefore market fundamentalism violates a core principle of open 
society by denying value pluralism. 

To reiterate: Financial markets are not immoral, they are amoral. 
By contrast, collective decisionmaking cannot function properly 
without drawing a distinction between right and wrong. We do not 
know what is right. If we did, we would have no need for democratic 
government; we could be governed by a philosopher king. But we 
must have a basic sense of right and wrong, an inner light that 
guides our behavior as citizens and politicians. Without it, represen­
tative democracy cannot work. The profit motive dims that inner 
light. Expediency takes precedence over moral principles. In a 
highly competitive transactional society, concern for the interests of 
others can turn into a handicap. There is a process of adverse nat­
ural selection at work: Those without the baggage of scruples tend 
to come out on top. If the profit motive is allowed to dominate the 
political arena, society is deprived of any moral basis. While it is 
possible for a society to exist without a moral basis, it would not 
qualify as an open society. In any case, who would want to live there? 
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A Reconsideration 

I have discovered from the reaction to the original version of this 
book that people have difficulties in accepting that markets are 
amoral. Many people who care about morality (and some journalists 
who are looking for a good angle) consider financial markets 
immoral. The idea that market behavior is amoral is outside their 
frame of reference. They suspect that my argument is self-serving: I 
am using it as an excuse to justify my immoral activities as a finan­
cial speculator. The fact that I encounter this reaction so often 
makes me think that I may be saying something novel and impor­
tant. It should be remembered that the development of morality 
and religion predates the development of financial markets. As a 
financial speculator [ may have a different perspective from other 
people who think about these matters. 

I have engaged in a running battle on the subject with Frederik 
van Zyl Slabbert, chairman of the Open Society Initiative for 
Southern Africa (OSISA). He is a deeply religious man who cannot 
accept the idea that any activity can be amoral. Indeed, he considers 
amorality a worse sin than immorality. This raises the question of 
whether morality is concerned with intentions or outcomes; given 
the law of unintended consequences, the two are not identical. I am 
willing to grant him the point that morality has to apply to inten­
tions, because the outcome cannot be known in advance. Even so, I 
insist that there is no point in applying moral judgments to deci­
sions that have no outcome—and that is the case regarding the 
social effects of individual investment decisions. Those decisions 
affect only the profits of the individual, not the prices prevailing in 
the market. That is what I mean when I say that markets are amoral: 
The anonymous participant need not be concerned with the social 
consequences of her decisions. By contrast, political actions, such as 
voting or lobbying or even arguing, do have social consequences. 
That is why we need to distinguish between our role as market par-
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ticipants and as political participants, between rulemaking and play­
ing by the rules. As players, we ought to be guided by self-interest; 
as rulemakers, we ought to be guided by our view of the common 
interest. If we followed this precept, both self-interest and the com­
mon interest would be well served. 

I arrived at this precept when I was an anonymous market partic­
ipant. That covers my career in finance up to and including the 
devaluation of sterling in rooi. I blew my cover when I allowed 
myself to be identified as the "man who broke the Bank of Eng­
land." Since then, I have had a different kind of experience. I have 
lost my anonymity. I became a public person whose utterances can 
influence the outcome. T can no longer escape having to make moral 
judgments. This has made it practically impossible for me to func­
tion as a market participant. 

This experience has taught me the limitations of my precept. It 
does not resolve the dilemmas of those who are not anonymous par­
ticipants, and that includes practically everyone engaged in business 
and politics. The two roles are in conflict over a wide range of situa­
tions: for instance, when a business executive is asked to join a polit­
ical action committee, or when a politician is asked to take a 
position on an issue that is of concern to one of her supporters. The 
precept poses moral dilemmas; it does not resolve them. That has to 
be done by each individual and each society to their own satisfac­
tion. Moreover, the precept does not offer a reliable guide to die 
ordinary conduct of business. There are no general rules about how 
to treat people, how to balance consideration for others with the 
demands of business performance; everyone must make up her own 
and live with the consequences. 

The criticism I received made me conscious of what an excep­
tional position I occupied as an anonymous market participant. For 
most of my career, I did not even have a business organization to 
contend with. I was a loner. I could focus on the market without 
distraction. I considered dealing with humans—in the form of 
investors, partners, employees, brokers—a distraction. To be suc-
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cessful in financial markets one needs to be single-minded about it. 
I wanted to be successful, but I was unwilling to surrender my own 
identity to the pursuit of success. That is why I preferred to keep 
my business life and personal life strictly separate. That is also why 
I set up a foundation once I had more money than I needed for my 
personal use. The formula worked. I found it easier to make money 
and to give it away than to bring moral considerations into my 
moneymaking activities. As I have said elsewhere, I became like a 
gigantic digestive tract, taking in money at one end and pushing it 
out at the other. 

It was from this vantage point that I formed my views about the 
role of financial markets as an efficient but inhuman mechanism, 
and I believe my insight is valuable. Financial markets are amoral, 
and that is why they are so effective in aggregating the views of the 
participants. Exactly because of that quality, they cannot be left in 
charge of deciding the future. I believe the distinction between 
rulemaking and playing by the rules is valid; but it falls well short of 
a comprehensive moral guide. Very few people find themselves in a 
position similar to mine, and my position has also changed. 

When I became active as a philanthropist, I was determined to 
keep my foundations as strictly separate from my business as I had 
kept my private life. I am sure that this contributed to their success, 
because it allowed me to be as single-minded about my philan­
thropy as I had been about my business. But I have not been able to 
maintain the segregation. The countries where I have foundations 
need investment as badly as they need philanthropy, and after much 
soul-searching I decided to invest in Russia. This got me into deep 
trouble, as I shall recount in Chapter 9. At the same time, the foun­
dations became increasingly involved in business activities, support­
ing newspapers, publishing, enterprise incubators, Internet, and 
microlending. These developments have forced me to reconsider 
my stance. I am still leery of mixing business and philanthropy, but I 
realize that it cannot be avoided. I was privileged to be able to avoid 
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it as long as I did. Now I am prepared to go even further: It should 
not be avoided. I have argued that we cannot do without politics, 
even if it is corrupt and inefficient. The same argument applies to 
social responsibility in business. If we cannot avoid mixing business 
and morality (as can the anonymous participant in an efficient mar­
ket), we might as well try to do it well. The results are bound to be 
unsatisfactory: Business enterprises are liable to subordinate social 
responsibility to die pursuit of profit. Image takes precedence over 
substance, and even those who are genuinely motivated are obliged 
to give due weight to their business interests. But some results are 
better tlian none. If social pressures serve to induce companies to 
act withi greater regard to the environment or other social concerns, 
so much the better—although we cannot ignore that environmental 
groups often make unreasonable demands. 

It would be a mistake, however, to leave social concerns to the 
care of corporations. Publicly owned companies are single-purpose 
organizations—-their purpose is to make money. The tougher the 
competition, the less tJiey can afford to deviate. Those in charge 
may be well-intentioned and upright citizens, but their room for 
maneuver is stricdy circumscribed by the position they occupy. 
They are duty-bound to uphold the interests of die company. If 
they think that cigarettes are unhealthy, or that fostering civil war to 
obtain mining concessions is unconscionable, they ought to quit 
their jobs. Their place will be taken by people who are willing to 
carry on. That is the process of adverse natural selection I referred 
to earlier. 

The same applies to nongovernmental organizations (NGOs). 
They, too, are single-purpose organizations that cannot divorce 
themselves from the causes for which they stand. In some ways, the 
leaders of NGOs are more committed to their cause than business 
executives are to profits because they feel they are on the side of the 
angels, whereas businesspeople may feel less righteous about their 
business interests. I know whereof I speak, because I am the founder 
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of probably the largest network of NGOs in the world. I think 
NGOs can do a lot of good in protecting the interests of neglected 
sectors of society, but they cannot be entrusted with making the 
rules any more than the business sector. They can advocate a partic­
ular point of view, and so can business, and a democratic govern­
ment will hold itself open to all perspectives, but the decisions must 
be ultimately left in the hands of the citizens. To fulfill their role as 
umpire, citizens must be able to distance themselves from their role 
as participants whose interests are at stake. This is more easily 
accomplished than getting publicly owned companies to subordi­
nate the profit motive to the public interest. As 1 said before, it is 
not necessary that all citizens should abide by this rule, as long as 
some citizens do so irrespective of what others do. I shall certainly 
continue to do so even if others Jo not. 

Where I have modified my stance is with regard to social entre-
preneurship. I used to be negative toward it because of my innate 
aversion to mixing business with philanthropy. Experience has 
taught me, however, that I was wrong: As a philanthropist I saw a 
number of successful social enterprises, and I became engaged in 
some of them. Eventually, I discovered an error in my logic. There 
is no duplicity, no mixing of motives in social enterprise as die re is 
in reconciling social responsibility with the profit motive; in social 
entrepreneurship, profit is not a motive, it is a means to an end. 
Not-for-profit enterprises face a more difficult task than for-profit 
enterprises because they lack a single criterion, the bottom line, by 
which their success can be judged. But that is no reason to shy away 
from them; on the contrary, they present a greater challenge. Phil­
anthropy, social work, and all forms of official intervention are 
mired in bureaucracy. Yet there are imaginative, creative people 
who really care about social conditions. I have come around to 
thinking that entrepreneurial creativity could achieve what bureau­
cratic processes cannot. For instance, I gave a $50 million guarantee 
for a mortgage-finance institution in South Africa that has financed 
more than 100,000 low-cost housing units. So far, not a penny of 
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my guarantee was called down, because the institution is well-man­
aged. The difficulty is in establishing the appropriate yardsticks for 
success. Consider microlending: It is an effective method for allevi­
ating poverty. The Grameen Bank and its peers have changed the 
social landscape of Bangladesh. The trouble is that microlending 
requires outside capital for growth. If the proper criteria could be 
developed, I am sure that a lot more outside capital could be 
attracted to the field. 

In short, I stick by my distinction between rulemaking and play­
ing by the rules, but I revise my previously negative view on social 
entrepreneurs hip. 
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C H A P T E R 7 
The Global Capitalist System 

N
ow we come to the crux of the matter: How can the 
abstract theoretical framework I just elaborated shed 
light on the present moment in history? My contention 
is that the global capitalist system that prevails today is 

a distorted form of open society. It gives too much credence to the 
profit motive and competition and fails to protect common inter­
ests through cooperative decisionmaking. At the same time, it 
leaves too much power in the hands of sovereign states, often 
beyond civilian control. These excesses need to be corrected in full 
awareness of human fallibility, recognizing that perfection is unat­
tainable. 

We live in a global economy that is characterized not only by free 
trade in goods and services but even more by the free movement of 
capital. Interest rates, exchange rates, and stock prices in various 
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countries are intimately interrelated, and global financial markets 
exert tremendous influence on economic conditions. Given the 
decisive role tJiat international financial capital plays in the fortunes 
of individual countries, it is appropriate to speak of a "global capi­
talist system." 

The system favors financial capital, because capital is free to go 
where most rewarded. This in turn has led to the rapid growth of 
global financial markets. The result is a gigantic circulatory system, 
sucking capital into the financial institutions and markets at the 
center, then pumping it out to the periphery either directly, in the 
form of credits and portfolio investments, or indirectly through 
multinational corporations. As long as the circulatory system is vig­
orous, it overwhelms all local sources of capital. Indeed, most local 
capital eventually turns international. Capital brings many benefits: 
an increase in productive capacity as well as improvements in the 
methods of production and other innovations; an increase in wealth 
as well as a general sense of progress. This makes countries vie to 
attract and retain capital, and if they are to succeed they must give 
precedence to the requirements of international capital over other 
social objectives. 

The system itself is deeply flawed. Economic and political 
arrangements are out of kilter. The development of a global econ­
omy has not been matched by the development of a global society. 
The basic unit for political and social life remains the nation-state. 
The nation-state has been able to render certain social services to 
citizens; its ability to do so is impaired by the difficulties of taxing 
capital and the pressures of competition in international markets. 
But the state has not faded away as the ultimate source of power; it 
merely ceased to be the main source of welfare. In many ways, this 
is a welcome development: The level of taxation in welfare states 
has been far too high, and freer trade and capital movements are 
bringing enormous economic benefits; but many social needs previ­
ously covered by the nation-state go unsatisfied. 

The relationship between the center of the capitalist system and 
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its periphery is also profoundly unequal. Countries at the center 
enjoy far too many advantages over the periphery. They are not 
only wealthier but also more stable because they control their own 
destiny. Foreign ownership of capital deprives peripheral countries 
of autonomy and often hinders the development of democratic 
institutions. The international flow of capital is subject to cata­
strophic interruptions. As a consequence, it is more difficult to pre­
serve capital at the periphery than at the center, and capitalists in 
peripheral countries tend to accumulate capital abroad. At times the 
reverse flow exceeds the outward movement. The disparities are 
cumulative, and the disadvantages accruing to periphery countries 
resulting from membership in the global capitalist system may 
sometimes exceed die benefits. 

The troubles go even deeper. International institutions for pre­
serving peace among states and the rule of law within states are not 
up to die task. This lack of institutional structure is likely to cause 
the eventual disintegration of the global capitalist system. If and 
when the global economy falters, political pressures could tear it 
apart. It has happened before. The previous incarnation of a global 
capitalist system, a century ago, was destroyed by World War I and 
the subsequent revolutions. Though I am not predicting world war, 
I must point out that technological advances since then have 
increased our capacity for destruction without a corresponding 
improvement in security arrangements. 

My critique of the global capitalist system falls under two main 
headings. One concerns the defects of the market mechanism, pri­
marily the instabilities built into international financial markets. 
The other concerns the deficiencies of the nonmarket sector, pri­
marily the failure of politics at the national and international levels. 
The deficiencies of the nonmarket sector far outweigh the defects 
of the market mechanism. 

The first three chapters in Part II (Chapters 7-9) are devoted to 
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the failings of the global capitalist system, the last three (Chapters 
10-12) to the creation of a global open society. This chapter pro­
vides a general analysis of the global capitalist system in light of the 
theoretical framework established earlier. Chapter 8 analyzes the 
financial crisis of 1997-1999. Chapter 9 examines the way the capi­
talist system handled the collapse of the Soviet system. Chapter 10 
proposes a new financial architecture that would make the global 
capitalist system more stable and equitable. Chapter 11 discusses 
one of the toughest tests we face at the present moment in history— 
namely, stability in thie Balkans. If we cannot tackle that problem in 
accordance with the principles of open society, there is not much 
point in discussing such principles in the abstract. Chapter 12 
moves from the particular to the general and seeks to develop a 
political architecture appropriate to a global open society. 

The trouble with the present moment in history is that it does 
not stand still. We live in a period of dynamic disequilibrium in 
which the pace of change is very rapid. In November 1998, when 
my book first went to print, the global capitalist system looked as if 
it would soon come apart at the seams. Two years later the crisis of 
1997-1999 seems almost like a distant memory. It is not irrelevant, 
therefore, when the various parts of the text were written. This 
chapter originated from a February 1997 article published in The 
Atlantic Monthly, so much of it predates the crisis; the latter sections 
of this chapter and Chapter 8 were written in early 1998 and 
updated just as the crisis neared its climax in the fall of 1998.1 tried 
to put the crisis in die context of my boom-bust model, and events 
superseded my predictions, often falsifying them. However, in 
order to preserve the authenticity of die original analysis I have not 
revised my predictions, although I allowed myself to make revisions 
that elucidate and elaborate the original arguments. Where my 
views have changed I say so explicitly, so the reader can follow the 
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evolution of my ideas. I did not feel similarly constrained in the rest 
of the book; thus Chapters 9-12 have been thoroughly revised or 
contain entirely new material. 

An Abstract Empire 

The first question that needs to be answered is whether there is 
such a thing as a global capitalist system. My answer is yes, but it is 
not a thing. We have an innate tendency to reify or personify 
abstract concepts—it is built into our language—and doing so can 
have unfortunate consequences. Abstract concepts take on a life of 
their own, and it is only too easy to go off on the wrong track and 
become far removed from reality; yet we cannot avoid thinking in 
abstract terms, because reality is just too complex to be understood 
in its entirety. That is why ideas play such an important role in his­
tory—more important than we realize. 

Having warned against reification, I shall now proceed to engage 
in it. The capitalist system can be compared to an empire that is 
more global in its coverage than any previous empire. It rules an 
entire civilization, and those outside its walls are considered barbar­
ians. It is not a territorial empire, for it lacks sovereignty and all its 
trappings; indeed the sovereignty of the state represents the main 
limit on its power and influence. Therefore the empire is almost 
invisible, possessing no formal structure. 

The empire analogy is apt because die global capitalist system 
governs those who belong to it—and it is not easy to opt out. More­
over, it has a center and a periphery like every empire, the center 
benefiting at the expense of the periphery. Most important, global 
capitalism exhibits expansionist tendencies. Far from seeking equi­
librium, it is hell-bent on conquest. It cannot rest as long as there 
are markets and resources that remain unincorporated into the sys­
tem. When I speak of "expansion," I do not mean it only geographi-
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cally but also in terms of its scope and influence. This is another way 
of saying that market values are extending their sway over spheres of 
activity that were previously governed by nonmarket values. 

Although the empire analogy is apt, it is also dangerous. The 
dominance of market values has aroused fierce opposition from var­
ious quarters—nationalist, religious, cultural, and intellectual. 
There is talk of a new kind of imperialism. It may sound subversive 
to American and European ears, but it is important to understand 
the emotions behind it. Global capitalism looks and feels very dif­
ferent at the periphery than at the center. 

In contrast to the nineteenth century, when imperialism found a 
literal, territorial expression in the form of colonies, the current 
global capitalist system is almost: completely nonterritorial—even 
extraterritorial—in character. Territories are governed by states, 
and states often pose obstacles to the expansion of capitalism. This is 
true even of the United States, the most capitalist of countries. As a 
consequence, the ownership of capital has a tendency to go offshore. 

The global capitalist system is purely functional in nature, and 
not surprisingly the function it serves is economic: the production, 
consumption, and exchange of goods and services. It is important to 
note that exchange involves not only goods and services but also die 
factors of production. As Marx and Engels pointed out some 150 
years ago, the capitalist system turns land, labor, and capital into 
commodities.* As the system expands, the economic function 
comes to dominate the lives of people and societies. It penetrates 
areas not previously considered economic—culture, politics, medi­
cine, education, and law. Of course, the excessive influence of 
money is nothing new. Perhaps the first instance was when Moses 
returned from Mount Sinai and smashed the tablets upon discover­
ing that people had started to worship Moloch in his absence. 

Despite its nonterritorial nature, the system does have a center 
and a periphery. Although the exact location of the center is nebu-

*In writing this section, I was greatly influenced by Karl Polanyi, The Great Transformation 
(Boston: Beacon Press, 1989). 
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lous, for practical purposes it is identified with the United States and 
to a lesser extent with Europe, and Japan is poised somewhere 
between center and periphery. The center is the provider of capital; 
the periphery is the user of capital. The center is also die trendset­
ter, innovator, and clearinghouse for information. The center's most 
important feature is that it controls its owrn economic policies and 
holds in its hands the economic destinies of periphery countries. 
This would be true even if there were no great differences in wealth 
and development between center and periphery. For instance, in the 
European Monetary System, Germany was at the center; after Ger­
man reunification, the Bundesbank raised interest rates for domestic 
reasons and plunged the periphery countries into recession. But of 
course within the global capitalist system there are tremendous dif­
ferences in wealth and development. 

The Current Regime 

The international capitalist system is not new or even novel. Its 
antecedents go back to die Italian city-states and the Hanseatic 
League, in which different political entities were linked together by 
commercial and financial ties. Capitalism became dominant in the 
nineteenth century and remained so until it was disrupted by World 
War I. The regime that prevails today may have some novel features 
that set it apart from previous incarnations. The speed of communi­
cations is one, but it is questionable how novel that is: The advent of 
railroads, telegraphy, and telephony represented as great an acceler­
ation in the nineteenth century as computer communications does 
at present. It is true that the information revolution contains unique 
features, but so did the transportation revolution in the nineteenth 
century. On die whole, then, die current regime is quite similar to 
the one that prevailed a hundred years ago, although it is funda­
mentally different from that which prevailed just fifty years ago. 

The distinguishing feature of the global capitalist system is the 
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free movement of capital. International trade in goods and services 
is not enough to create a global economy; the factors of production 
must also be interchangeable. Land and other natural resources do 
not move, and populations move with difficulty; thus the mobility 
of capital, information, and entrepreneurship is responsible for eco­
nomic integration. 

Because financial capital is even more mobile than physical 
investment, it occupies a privileged position: It can avoid countries 
where it is subjected to onerous taxes or regulations. Once a plant 
has been built, it is difficult to move. To be sure, multinational cor­
porations enjoy flexibility in transfer pricing and can exert pressure 
at the time they make investment decisions, but their flexibility does 
not compare to the freedom of choice enjoyed by international 
portfolio investors. The range of available investment opportunities 
is also enhanced by being at the center of the global economy rather 
than at the periphery. All these factors combine to attract capital to 
the financial centers and to allocate it through the financial markets. 
That is why financial markets play such a dominant role in the 
world today and why their influence has increased so rapidly. 

In fact, the free movement of capital is a relatively recent phe­
nomenon. At the end of World War II, economies were largely 
national in character, international trade was at a low ebb, and both 
direct investments and financial transactions were practically at a 
standstill. The Bretton Woods institutions—the International 
Monetary Fund and the World Bank—were designed to make 
international trade possible in a world devoid of international capi­
tal movements. The World Bank was meant to make up for the lack 
of direct investments, the IMF for the lack of financial credit to off­
set imbalances in trade. International capital in less-developed 
countries was engaged mainly in the exploitation of natural 
resources, and those countries, far from encouraging international 
investment, were more likely to expropriate it. For instance, Anglo-
Iranian Oil was nationalized in 1951 (to be followed by other waves 
of nationalization and the establishment of the Organization of 
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Petroleum Exporting Countries [OPEC] in 1973). Nationalization 
of strategic industries was the order of the day in Europe as well. 
Most of the investment in less-developed countries was in the form 
of government-to-government deals, like Britain's ill-fated ground­
nut scheme in Africa. 

.After the war, international trade picked up first, followed by 
direct investment. U.S. firms moved into Europe, then into the rest 
of the world. Companies originating in other countries caught up 
later. Many industries—autos, chemicals, computers—came to be 
dominated by multinational corporations. International financial 
markets were slower to develop because many currencies were not 
fully convertible and many countries maintained controls over capi­
tal transactions. Capital controls were lifted only gradually; in die 
United Kingdom they were formally abolished only in 1979. 

When I started in the business in London in 1953, financial mar­
kets and banks were strictly regulated on a national basis, and a fixed 
exchange-rate system prevailed with many restrictions on die 
movement of capital. There was a market in "switch sterling" and 
"premium dollars"—special exchange rates applicable to capital 
accounts. After I moved to the United States in 1956, international 
trade in securities was gradually liberalized. With die formation of 
the Common Market, U.S. investors began to buy European secu­
rities, but the accounting of the companies concerned and the set­
tlement arrangements left much to be desired; conditions were not 
very different from some of the emerging markets today, except the 
analysts and traders were less skilled. It was the beginning of my 
financial career: I was a one-eyed king among the blind. And as late 
as 1963 U.S. President John F. Kennedy proposed a so-called inter­
est equalization tax on U.S. investors buying foreign stocks; signed 
into law in 1964, it practically put me out of business. 

Global financial markets started to emerge in the 1970s. The oil-
producing countries banded together under OPEC and raised the 
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price of oil, first in 1973 from $1.90 to $9.76 per barrel, then in 
1979 (in response to political events in Iran and Iraq) from $12.70 
to $28.76 per barrel. The oil exporters enjoyed sudden large sur­
pluses, while importing countries had to finance large deficits. It 
was left to commercial banks, with behind-the-scenes encourage­
ment from Western governments, to recycle the funds. Eurodollars 
were invented, and large offshore markets developed. Governments 
started to make tax and other concessions to international financial 
capital to entice it back onshore. Ironically these measures gave off­
shore capital even more room to maneuver. The international lend­
ing boom ended in a bust in 1982, but by that time the freedom of 
movement for financial capital was well established. 

The development of international financial markets received a big 
boost around 1980 when xMargaret Thatcher and Ronald Reagan 
came to power with a program of removing the state from the econ­
omy and allowing the market mechanism to do its work. This meant 
imposing strict monetary discipline, which had the initial effect: of 
plunging the world into recession and precipitating the international 
debt crisis of 1982. It took several years for the world economy to 
recover—in Latin America they speak of the "lost decade"—but 
recover it did. From then on the global economy has enjoyed a long 
period of practically uninterrupted expansion. In spite of periodic 
crises, the development of international capital markets has acceler­
ated to a point where they can be described as truly global. Move­
ments in exchange rates, interest rates, and stock prices in various 
countries are intimately interconnected. In this respect, the charac­
ter of the financial markets has changed beyond all recognition dur­
ing the forty-five years tliat I have been involved in them. 

When did the current capitalist regime begin? Was it in the 
1970s, when the offshore market in Eurodollars was established? 
Was it around 1980, when Thatcher and Reagan ascended to 
power? Or was it in 1989, when the Soviet empire disintegrated and 
capitalism became truly global? 1 opt for 1980, because that is when 
market fundamentalism became the dominant creed at the center. 
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Today the ability of the state to provide for the welfare of its citi­
zens has been severely impaired by the mobility of capital. Coun­
tries that have overhauled their social security and employment 
regimes—the United States and United Kingdom foremost among 
them—have flourished economically, while others that have sought 
to preserve them—exemplified by France and Germany-—have 
lagged behind.* 

The dismantling of the welfare state is a relatively new phenome­
non, and its full effect has not yet been felt. Since the end of World 
War II, the state's share of GNP in the industrialized countries 
taken as a group has almost doubled.' Only after 1980 did the tide 
turn. Interestingly, the state's share of GNP has not declined per­
ceptibly. What has happened instead is that the taxes on capital and 
employment have come down while other forms of taxation (partic­
ularly on consumption) have continued to ratchet upward. In other 
words, the burden of taxation has shifted from the owners of capital 
to the consumers, from the rich to the poor and the middle classes. 
That is not exactly what had been promised, but one cannot say 
they are unintended consequences because that was exactly what 
the market fundamentalists intended. 

An Incomplete Regime 

Although we can describe global capitalism as a regime, it is an 
incomplete regime: It governs only the economic function, even if 
the latter has come to take precedence over others; political and 
social functions remain grounded in die sovereign state. 

The balance of advantage has swung so far in favor of financial 

T h e same is not true for health care. France ranks first, the United Kingdom eighteenth, 
and die United States thirty-seventh. 
'Dani Rodrik, Has Globalization Gone Too Far? (Washington, D.C.: Institute for International 
Economics, 1997). 
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capital that it is often said that multinational corporations and inter­
national financial markets have somehow supplanted the sover­
eignty of the state. That is not the case. States retain their 
sovereignty and wield legal and enforcement authority that no indi­
vidual or corporation can hope to possess. The days of the East 
India Company and the Hudson's Bay Company are gone forever. 
There is an encroachment upon sovereignty, however, that is more 
subtle. 

Although governments retain the power to interfere in the econ­
omy, they have become increasingly subject to the forces of global 
competition. If a government imposes conditions that are unfavor­
able to capital, then capital will go elsewhere. Conversely if a gov­
ernment keeps down wages and provides incentives for favored 
businesses it can foster the accumulation of capital. So the global 
capitalist system consists of many sovereign states, each with its 
own policies, but each subject to international competition not only 
for trade but also for capital. This is one of the features that makes 
the system so complicated: Although we can identify a global 
regime in economic and financial matters, there is no global regime 
in politics; each state maintains its own regime. In mature democra­
cies, enforcement powers are under civilian control, but in other 
parts of the world that is not the case. 

There is nothing new in the combination of a global economy 
with political arrangements based on the sovereignty of the state. 
The same applied a century ago. The difference is that a whole cen­
tury has passed and both states and markets have changed. For 
instance, a century ago states provided only rudimentary social ser­
vices; after World War II the idea of the welfare state took root 
throughout the West, and some countries find it difficult to aban­
don it. A century ago colonies proliferated; today colonialism is 
unacceptable. Moreover, we enjoy a hundred years of hindsight. We 
can see that the previous global capitalist regime ended in world 
war, followed by revolutions, dictatorships, and another world war. 
Can we not do better? 
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It is a central thesis of this book that the current version of global 
capitalism is an incomplete and distorted form of global open soci­
ety. The deficiencies are more in the political and social arrange­
ments than on the economic side. Indeed, the main failing of global 
capitalism is that it is too one-sided: It puts too much emphasis on 
tiie pursuit of profit and economic success and neglects social and 
political considerations. This is particularly true in the international 
arena. 

There is a widespread belief that capitalism is somehow associ­
ated with democracy in politics. It is a fact that the center countries 
today are democratic, but the same is not true of all the countries at 
the periphery. In fact, many claim that some kind of dictatorship is 
needed to generate economic development. Development requires 
the accumulation of capital, which in turn requires low wages and 
high savings rates. An autocratic regime capable of imposing its will 
upon the people can be more favorable to capital than a democratic 
one responsive to an electorate. 

Take Asia, home to the most successful recent cases of economic 
development. Under the Asian model, the state has allied itself with 
local business interests and helped them to accumulate capital. The 
strategy required government leadership in industrial planning, a 
high degree of financial leverage, and some degree of protection for 
the domestic economy, as well as the ability to control wages. This 
strategy was pioneered by Japan, which had the benefit of demo­
cratic institutions, introduced with postwar U.S. occupation. Korea 
tried to imitate Japan quite slavishly but without democratic institu­
tions. The policy was carried out by a military dictatorship holding 
sway over a small group of industrial conglomerates {chaebol). The 
checks and balances that prevailed in Japan were therefore missing. 
In Indonesia, there was a similar alliance between the military and 
the mainly Chinese business class. In Singapore, the state itself 
became a capitalist by setting up well-managed and highly success­
ful investment funds. In Malaysia, the ruling party balanced favors 
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to business interests with benefits for the ethnic Malay majority. In 
Thailand, the political arrangements are too difficult for an outsider 
to understand: Military meddling in business and financial med­
dling in the elections were two glaring weaknesses. Hong Kong 
alone was spared an incestuous relationship between government 
and business thanks to its colonial status and the strict rule of law. 
Taiwan also stands out for having successfully completed the transi­
tion from an oppressive to a democratic political regime. 

It is often argued that successful autocratic regimes eventually 
lead to die development of democratic institutions. The argument 
has some merit: An emerging middle class is very helpful in the cre­
ation of democratic regimes. But periodic financial crises that afflict 
periphery countries will often stunt the development of a tniddle 
class. That is what happened in Southeast Asia and Russia in die 
aftermath of die crisis of 1997-1999. Moreover, it is not true that 
economic prosperity necessarily leads to the evolution of demo­
cratic freedoms. Rulers are reluctant to relinquish dieir power— 
they usually need to be pushed. For instance, Lee Kwan Yu of 
Singapore became more strident in propounding the merits of the 
"Asian way" after decades of prosperity. 

There is a more fundamental difficulty with the argument that 
capitalism leads to democracy. The forces within the global capital­
ist system that might nudge countries toward democracy are rather 
feeble. Internationa! banks and multinational corporations often 
feel more comfortable with a strong autocratic regime than a weak 
democratic one. Foreign capital has often become a source of cor­
ruption and the mainstay of dictatorships, particularly where nat­
ural resources such as oil or diamonds are involved. 

Perhaps the most potent force for democracy is the free flow of 
information, which makes it difficult for governments to misinform 
the people. But the freedom of information should not be overesti­
mated. In Malaysia, for instance, the regime holds sufficient sway 
over die media to allow Prime Minister Mahathir Mohammed to 
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put his own spin on events with impunity. Information is even more 
restricted in China, where the government controls even the Inter­
net. In any case, the free flow of information will not necessarily 
impel people toward democracy, especially when people living in 
democracies do not believe in democracy as a universal principle. 

Truth be told, the connection between capitalism and democ­
racy is tenuous at best. Still, capitalism does need democratic insti­
tutions in order to contain and correct its own excesses. In 
nineteenth-century Europe, the dire predictions of the Communist 
Manifesto were in fact frustrated by the broadening of the political 
franchise. And today both autocratic regimes and disintegrating 
states constitute potent threats to peace and prosperity, both inter­
nally and internationally. 

The Role of Money 

A global economic system that is not matched by a global politi­
cal system is difficult to analyze, especially in light of the tortuous 
relationship between capitalism and democracy. The task is simpli­
fied by that fact that there is a unifying principle in the global capi­
talist system: money. Money is not a principle that is introduced for 
the sake of simplification; it is truly dominant. Talking about free-
market principles can confuse the issue, because money can be 
amassed in ways other than competition; but in the end it all boils 
down to profits and wealth measured by money. 

Any understanding of the global capitalist system has to start with 
the role that money plays in it. The textbooks say that money serves 
three major functions: unit of account, medium of exchange, and 
store of value. The first two functions are well understood; there are 
some doubts about the third. In the classical interpretation, money 
is a means to an end, not an end in itself; it represents exchange 
value, not intrinsic value. That is to say, the value of money depends 
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on the value of the goods and services for which it can be exchanged. 
But what are the intrinsic values that economic activities are sup­
posed to serve? Nineteenth-century economists spoke in terms of 
"utility," but the concept did not survive critical examination. Even­
tually economists decided that they need not resolve the issue—they 
took economic agents' values as given. Their preferences can be ex­
pressed in the form of "indifference curves," and indifference curves 
can be used to determine prices. 

The trouble is that in the real world values are not given. In a 
market economy, people are free to choose, but they do not neces­
sarily know what they want. In conditions of rapid change, when 
traditions have lost their sway and people are assailed with sugges­
tions from all sides, exchange values may well come to replace 
intrinsic values. Money has certain attributes that intrinsic values 
lack: It has a common denominator, it can be quantified, and it is 
almost uniformly appreciated by others. These are the attributes 
that qualify money as a medium of exchange—but not necessarily as 
the ultimate goal. Most of the benefits attached to money accrue 
from spending it; in this respect money serves as a means to an end. 
But money can also serve as a store of value. To the extent that other 
people want money and are willing to do almost anything to get it, 
money is power, and power can be an end in itself. Those who suc­
ceed may not know what to do with their money, but at least they 
can be sure that other people envy their success, and wealth gives 
them a sense of power. This may be enough to keep them going 
indefinitely even in the absence of any other motivation. The ones 
who keep it up wield the most power and influence in the capitalist 
system. 

Far be it for me to belittle the benefits of wealth; but to make the 
accumulation of wealth the ultimate goal disregards many other 
aspects of existence that also deserve consideration, especially if the 
material needs for survival have been satisfied. I cannot specify what 
those other aspects are; it is in the nature of intrinsic values that 
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they cannot be reduced to a common denominator. Thinking 
people are entitled to decide for themselves—it is a privilege they 
enjoy once they have met the requirements of survival. But instead 
of enjoying the luxury we go out of our way to exacerbate the fight 
for survival. 

The capitalist system emphasizes competition and measures 
success in monetary terms. Monetary values have usurped the role 
of intrinsic values, and markets have come to dominate spheres of 
existence where they do not properly belong. Law and medicine, 
politics, education, science, the arts, even personal relations— 
achievements or qualities that ought to be valued for their own 
sake are converted into monetary terms; they are judged by the 
money they fetch rather than their intrinsic merit. 

Without belaboring the issue further, I shall take it as fact that 
the dominant value in the global capitalist system is the pursuit of 
money. I can do so because there are economic agents whose sole 
purpose is to make money, and they dominate economic life today 
as never before. I am speaking of publicly owned corporations. 
These corporations are managed by professionals who apply mod­
ern management techniques with the sole objective of maximizing 
profits. These techniques are applicable universally to all fields and 
impel corporate managers to buy and sell businesses much as port­
folio managers buy and sell stocks. The corporations, in turn, are 
owned mainly by professional portfolio managers whose sole objec­
tive in owning stock is to make money. 

In the theory of perfect competition, the firm is a profit-maxi­
mizing entity, but in practice business has not always been con­
ducted with that sole purpose in mind. Private owners are often 
guided by other goals: pride in the goods and services they produce, 
employment for family and friends, religious, moral, or immoral 
principles, power and reputation. Even publicly traded corpora­
tions used to have managers who felt sufficiently well entrenched to 
be motivated by other goals: perks, lifestyle, power, perhaps altruis-
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tic or nationalistic aspirations. The managers of the large German 
multinationals have traditionally considered themselves beholden 
to workers and the general public as well as to shareholders. Japa­
nese managements pursued market share, and relationships used to 
take precedence over profits. Korea carried the Japanese example 
to extremes. 

Still, in today's global capitalist system tJiere has been a pro­
nounced shift in favor of profit-maximizing behavior and a corre­
sponding heightening of competitive pressures. Owners of private 
businesses enjoy more latitude than corporate managers; but as 
markets become global, privately held companies are at a disadvan­
tage in preserving or gaining market share; companies need to raise 
capital from outside shareholders to exploit the opportunities pre­
sented by globalization. As a result, publicly traded companies have 
come to dominate the scene, and diey have become increasingly 
single-minded in the pursuit of profits. 

In the United States, shareholders have become more assertive 
toward managements. Success is measured by short-term perfor­
mance, and managers are rewarded by stock options rather dian 
perks. Those who fail are more quickly replaced. In Europe, com­
panies used to deemphasize profits, both in their public image and 
in their public accounts. Higher profits tended to generate higher 
wage and tax demands, and it was considered inadvisable to attract 
attention to one's profitability. But the pressures of global competi­
tion have served to moderate wage demands and reduce the ability 
of the state to impose taxation; by contrast, the need to finance 
expansion has become more pressing. As a result, management atti­
tudes have undergone a miraculous transformation, and European 
multinationals have come to resemble their American counterparts. 

The creation of the European Union as a single market with a 
single currency has set off a scramble for market share. The price of 
one's stock has become much more important, both for raising capi­
tal and as a vehicle for acquisitions (or in the case of a low stock 
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price, as an enticement for being acquired). Social goals, such as 
providing employment, have to take a backseat. Competition has 
forced consolidation, downsizing, and the transfer of production 
abroad. These are important factors in the persistently high level of 
unemployment in Europe. 

Therefore the hallmark of the current form of global capital­
ism—the feature diat sets it apart from earlier versions—is its perva­
sive success: the intensification of the profit motive and its 
penetration into areas previously governed by odier considerations. 
Nonmonetary values used to play a larger role in peoples' lives; in 
particular, culture and the professions were supposed to be gov­
erned by cultural and professional values and not construed as busi­
ness enterprises. Family background and breeding counted for 
more than wealth; patriotism and religion used to loom larger. To 
understand how the current capitalist regime differs from previous 
ones we must recognize the growing role of money as the yardstick. It 
is no exaggeration to say that money rules peoples' lives as never 
before. The tendency was always present, but lately the pursuit of 
profit has been carried to its logical conclusion. And any principle 
becomes more dangerous when it is no longer mitigated by other 
considerations. 

Credit as a Source of Instability 

Money is closely connected to credit, but the role of credit is not 
so well understood. Credit is a reflexive phenomenon in that the. 
availability of credit depends on the value of collateral and the value 
of collateral is influenced by the availability of credit. This is partic­
ularly true for real estate, a favored form of collateral. Banks are 
usually willing to lend against real estate without recourse to the 
borrower, and die main variable in the value of real estate is the 
amount that banks are willing to lend against it. Strange as it may 
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seem, the reflexive connection is not recognized in theory, and it is 
often forgotten in practice. The construction industry is notorious 
for its boom-bust character, and after every bust bank managers 
become very cautious and resolve never to expose themselves again. 
But when they are awash with liquidity and desperate to put money 
to work, a new cycle begins. 

The same pattern can be observed in international lending: The 
creditworthiness of sovereign borrowers is measured by certain 
ratios—debt as a percentage of GNP, debt service as a percentage of 
exports, and the like. These measures are reflexive because the pros­
perity of the borrowing country is dependent on its ability to bor­
row. Again, the reflexive connection is often ignored. That is what 
happened in the great international lending boom of the 1970s: 
After the crisis of 1982, one would have thought that excessive lend­
ing would never recur. Yet it did, in Mexico in 1994 and again in 
Korea, Russia, and elsewhere in 1997. 

Most economic theoreticians do not recognize reflexivity. They 
seek to establish the conditions of equilibrium, and reflexivity is a 
source of disequilibrium. John Maynard Keynes was very much 
aware of reflexive phenomena—he described financial markets as a 
beauty contest where people have to guess how other people guess 
how other people guess and personally made a great deal of money 
as a speculator—but even he presented his theory in terms of equi­
librium in order to make it academically acceptable. 

A favorite way to avoid the reflexivity inherent in credit is to con­
centrate instead on the money supply. It can be measured, and pre­
sumably it reflects credit conditions. In this way the reflexive 
phenomena connected with the expansion and contraction of credit 
can be left out of account. Still, a stable money supply does not cre­
ate a stable economy. Excesses can be self-correcting—but at what 
cost? In the nineteenth century, when the money supply was regu­
lated by the impersonal rules of the international gold standard, 
devastating panics were followed by economic depressions. 
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In the Great Depression of the 1930s Keynes discredited mone­
tarism and replaced it with a theory that recognized the importance 
of credit. His prescription for curing deflation with government 
spending led to the emergence of bloated state sectors and infla­
tionary tendencies. After his death, his approach fell out of favor. 
(Had Keynes lived, he would have probably changed his prescrip­
tion.) The preservation of monetary stability once again became the 
prime objective. This led to the reinvention of monetarist theory by 
Alilton Friedman. But Friedman's theory is flawed, because it disre­
gards the reflexive element in credit expansion and contraction. 

In practice, monetary' policy since the mid-1980s has worked 
quite well, but largely by disregarding monetarist theory. Central 
banks do not rely exclusively—or even mainly—on measurements 
of the money supply but take into account a large variety of other 
factors (including the irrational exuberance of markets) in deciding 
how to maintain monetary stability. The German central bank went 
to great lengths to maintain the illusion that it was guided by mone­
tary aggregates, but market participants learned from its behavior 
that this was largely a myth. By contrast, the Federal Reserve has 
been more agnostic and openly admits that monetary policy is a 
matter of judgment. Federal Reserve Chairman Alan Greenspan's 
statements are exercises in reflexivity and resemble the utterances of 
the Delphic oracle. When he was thanked by the chairman of a con­
gressional panel for describing the economic situation so clearly, 
Greenspan replied, "Then I am afraid I must have been misunder­
stood." 

Credit plays an important role in economic growth. The ability 
to borrow greatly enhances the profitability of investments. The 
more an investment can be leveraged, the higher the rate of 
return—provided the cost of money remains the same. The cost 
and availability of credit thus become important elements in influ­
encing the level of economic activity. Given its reflexive character, 
credit exhibits no tendency toward equilibrium; indeed it is proba­
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bly the most important factor in determining the asymmetric shape 
of the boom-bust cycle. There may be other elements at play, but it 
is the contraction of credit that renders the bust so much more 
abrupt than the boom that preceded it. When it comes to forced 
liquidation of debts, the sale of collateral depresses collateral values, 
unleashing a self-reinforcing process much more compressed in 
time than the expansionary phase. This holds true whether the 
credit was provided by the banks or the financial markets and 
whether the borrowing was against securities or physical assets. 

International credit is particularly unstable because it is not 
nearly as well regulated as domestic credit in economically ad­
vanced countries. Ever since the birth of capitalism, there have been 
periodic financial crises, often with devastating consequences. To 
prevent recurrences, banks and financial markets have been sub­
jected to regulation, hut regulations usually addressed the last crisis 
and not the next one, so each new crisis led to a new financial archi­
tecture. That is how central banking, banking supervision, and the 
supervision of financial markets have evolved to thteir current, 
highly sophisticated state. 

But such developments were not linear in character. The crash of 
1929 and the subsequent failure of the U.S. banking system led to a 
restrictive regulatory environment for American banks as well as 
the stock market. After World War II, a thawing-out process began, 
very slowly at first but gradually accelerating. And even though the 
separation between banks and other financial institutions imposed 
by the Glass-Steagal Act was not repealed for decades, the regula­
tion of both banks and financial markets was progressively relaxed.* 

Deregulation and the globalization of financial markets have 

gone hand in hand in a reflexive fashion. Most regulations were 

T h e Glass-Steagal Act was finally repealed on November 12, 1999. 
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national in scope, so the globalization of markets meant less regula­
tion and vice versa. But it was not a one-way street. Even as national 
regulations were relaxed, new international regulations were intro­
duced. The two Bretton Woods institutions, the IMF and the 
World Bank, adapted to the changing circumstances and became 
more active as global watchdogs. The monetary authorities of the 
leading industrial nations established channels for cooperation, and 
some genuinely international regulations were introduced. By far 
the most important are the capital requirements for commercial 
banks that were established under the aegis of the Bank for Interna­
tional Settlements in Basle in 1988. 

In fact, without the intervention of the monetary authorities the 
international financial system would have collapsed on at least four 
occasions: 1982, 1987, 1994, and 1997. Nevertheless, international 
controls remain quite inadequate compared to the regulatory envi­
ronment that prevails in advanced countries. Moreover, monetary 
authorities at the center are more likely to respond to crises that 
affect them directly versus those whose victims are at the periphery. 
It is noteworthy that the U.S. stock market crash of 1987, which 
was purely domestic in origin, led to regulatory changes, namely, 
the introduction of so-called circuit breakers; disturbances in the 
international financial markets did not provoke a similar response. 
Although the introduction of capital requirements by the Basle 
Accord of 1988 was a belated answer to the crisis of 1982, the fact 
remains that international regulations have not kept pace with the 
globalization of financial markets. 

The inadequacy of international regulations can be attributed 
partly to the failure to understand the reflexive nature of credit and 
partly to the prevailing antiregulatory mood, but mainly to the lack 
of appropriate international institutions. National financial systems 
are in the charge of central banks and other financial authorities. By 
and large, they do a good job, and there has been no systemic break­
down in major industrial countries for decades. But who is in charge 
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of the international financial system? The international financial 
institutions and the national monetary authorities cooperate at 
times of crisis, but there is no international central bank, no inter­
national regulatory authorities akin to those at the national level. 
The Bretton Woods institutions tried to fill the void and succeeded 
for a while. But eventually the gap between their resources and the 
volume of international capital movements grew too large, and in 
the crisis of 1997-1990 they failed spectacuiarly.The political 
response has been to reduce rather than reinforce the power and 
influence of the IMF. As I shall contend in Chapter 10, this leaves 
the international financial architecture greatly weakened. 

Asymmetry, Instability, and Cohesion 

By definition, the center is the provider of capital, the periphery 
the recipient. Abrupt changes in the willingness of the center to 
provide capital to the periphery can cause great disruptions in 
recipient countries. The nature of the disruptions depends on the 
form of capital provided. Debt instruments or bank credits can 
cause bankruptcies and a banking crisis; if the investment was in 
stocks, it can precipitate a stock market crash. Direct investments 
are the least disruptive; the worst that can happen is the absence of 
new investment. Usually all forms of capital move in the same 
direction. 

What happens when a country defaults on its debt? The answer is 
shrouded in mystery, because formal defaults are usually avoided. 
There is a general impression that the country concerned will suffer 
irreparable damage, but in reality many countries fail to meet obli­
gations, and ways have been found to accommodate them. Follow­
ing the international debt crisis of 1982, the Paris Club was set up to 
deal with official debt, the London Club for commercial debt. 
When the dust settled, so-called Brady bonds were issued to replace 
the outstanding bonds. 
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Until recently, creditors tended to fare much better than debtors 
in international debt crises. They may have had to roll over loans, 
extend dates of maturity, or even grant concessional rates, but they 
did not have to abandon their claims. Although the IMF was not 
supposed to be partial to lenders, its primary mission was to pre­
serve the international monetary system, and it sought to avoid sud­
den shocks to the creditworthiness of major banks. Moreover, it did 
not have sufficient resources to act as lender of last resort; therefore it 
had to mobilize help from the banks, and the banks knew how to 
exploit their strategic position. Sometimes they could even persuade 
debtor countries to assume liability for the debts of domestic banks 
that would otherwise be wiped out (that is what happened in Chile 
in 1982, in Mexico in 1994, and, again, to a limited extent, in Korea 
in 1998). Of course, the lenders had to set up reserves, but they 
tended to eventually recover a significant part of the bad debts. 
Moreover, banks could usually rely on the assistance of national 
monetary authorities to recoup credit losses. The Federal Reserve 
deliberately kept short-term interest rates low in the United States 
from 1991 to 1993 in order to allow struggling American banks to 
rebuild profitability; the Bank of Japan has been doing the same 
since 1995. But debtor countries enjoy no comparable relief. Inter­
national assistance is usually designed to enable them to meet debt 
obligations. Although they may not be able to pay off their obliga­
tions in full, they will be obliged to pay to the limit of their ability. 
The burden usually weighs them down for years. 

This is in sharp contrast with domestic debt crises in advanced 
countries, in which bankruptcy procedures tend to protect debtors. 
For instance, U.S. banks lost more money in the savings-and-loan 
crisis of 1985-1989 than in the international debt crisis of 1982. In 
the case of international lending, the net result of IMF policies has 
been to bail out the creditors, creating a dangerous moral hazard. 
All this is now changing (see Chapter 10). 

The asymmetry in the treatment of lenders and borrowers is a 
major source of instability. Every financial crisis is preceded by an 
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unsustainable expansion of credit. If credit is freely available, it is 
too much to expect the debtors to exercise self-restraint. If the pub­
lic sector is the borrower, the debt will have to be repaid by future 
governments—running up debt is a wonderful escape hatch for 
weak regimes. For instance, the so-called reform communist 
regime in Hungary tried to buy the allegiance of the people with 
borrowed money until the crisis of 1982 put an end to the practice. 
But it is not just the public sector that lacks restraint, and if the 
debts are incurred by the private sector the financial authorities 
might not even be aware of it until too late. That was the case in 
several Asian countries in 1997. 

Still, the asymmetry is also a source of cohesion. All sorts of 
financial and political pressures are brought to bear on debtor 
countries, making it difficult for them to opt out of the system by 
reneging on obligations. The pressures serve to hold the system 
together even if it is painful for countries to belong. For instance, 
the first democratic elections in Hungary in 1990 would have 
offered an excellent opportunity to draw a line between past indebt­
edness and obligations entered into by the new democratic regime. 
I tried to prepare such a scheme, but the future prime minister, 
Joseph Antall, reneged on it because he was far too beholden to 
Germany, Hungary's largest creditor. There are other instances; 
Chile in 1982 sticks in my memory. Under the influence of the 
Chicago school of economists, the Chilean banking system had 
been privatized, and entrepreneurs bought banks using money bor­
rowed from the banks themselves. In 1982, when the banks could 
not meet daeir international obligations, the state assumed respon­
sibility for the debts of die privatized banks because the Pinochet 
regime, lacking legitimacy at home, was eager to maintain its credit 
standing abroad. As a result, taxpayers had to foot the bill. 

Another asymmetry needs to be noted. Issuing money is a 
national prerogative, and nations whose currency is readily accepted 
in international financial transactions are much better situated than 
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those that cannot borrow in their own currency. This is one of the 
main advantages of being at the center versus the periphery. The 
benefits of earning seignorage (the interest saved by issuing bank­
notes rather than treasury bills) are relatively insignificant com­
pared to the advantage of being in charge of one's own monetary 
policy. Countries on the periphery must take their cues from the 
center—the United States foremost. Because the monetary policies 
of center countries are guided by domestic considerations, those on 
the periphery have little control over their destinies. 

The fact that the major currencies fluctuate against one another 
can also be a source of instability. Changes in interest rates and 
exchange rates hit dependent countries as exogenous shocks, 
although in reality they are endogenous to the system. The interna­
tional debt crisis of 1982 was precipitated by a drastic rise in U.S. 
interest rates; the Asian crisis of 1997 was associated with a rise 
in the U.S. dollar. In 2000, the weakness of the euro is causing 
tensions. 

The disparity between center and periphery is not confined to 
the global financial system; it was also present in the European 
exchange-rate mechanism (ERM). The Bundesbank played a dual 
role: It was charged by the German constitution to preserve the 
value of the deutsche mark, and at the same time it was the de facto 
arbiter of monetary policy for the European monetary system. The 
two roles came into conflict after German reunification. Domestic 
considerations dictated a tight monetary policy; economic condi­
tions in the rest of Europe would have demanded the opposite. Not 
surprisingly domestic considerations won out, and the ERM col­
lapsed in 1992. 

These two asymmetries—between lenders and borrowers and 
between center and periphery—are the primary—but not the 
only—sources of instability in the international financial system. 
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Portfolio investments also are notoriously unstable. Historically, 
crossborder investments used to occur in the advanced stages of bull 
markets, when domestic stocks were overvalued and overexploited, 
and investors became more adventuresome. The sudden interest in 
a foreign market would drive prices there through the roof, only to 
fall equally fast when die domestic bull market ended and investors 
became anxious to bring money home. This was my initial area of 
specialization, and I lived through several such episodes. Condi­
tions have since changed. Crossborder investment is no longer an 
occasional activity but rather the bread and butter of institutional 
investors. Although the peculiar rhythm of foreign investing to 
which I became accustomed may have gone out of style, it would be 
foolish to think that stock markets are no longer susceptible to 
dynamic disequilibrium. In times of uncertainty, capital tends to 
return to its place of origin. That is another reason why distur­
bances tend to have a disproportionate larger effect at the periph­
ery than at the center. Usually a minor disturbance at the center 
gets magnified into a crisis at the periphery. The financial crisis of 
1997-1999 was unusual, even unique, in this respect because the 
impulse did not come from the center. 

In spite of its asymmetry and instability—or rather because of 
it—the global capitalist system exhibits considerable cohesion. 
Being at the periphery has its disadvantages, but opting out is not a 
viable option. Isolation would deprive poor countries not only of 
capital but also of technological innovations. 

To put matters in perspective, the global capitalist system has 
brought great material benefits. It is estimated that globalization 
has added 1 percent per annum to the world economy. Although the 
cards are stacked in favor of the center, periphery countries that can 
attract capital have also prospered. The crisis of 1997-1999 hit Asia 
after a period of explosive growdi, and the recovery has been faster 
than could have been expected. So in addition to its cohesion, the 
system also shows considerable resilience, counterbalanced on the 
negative side by its asymmetry and instability. 

194 



The Global Capitalist System 

The Future of the Global Capitalist System 

What can we say about the future of the global capitalist system? 
History offers some clues. This is not the first time that capital has 
flowed freely. In some ways, the nineteentli-century version of 
global capitalism was more stable. It had a single currency—gold— 
whereas today there are three major currencies—dollar, yen, and 
euro—crushing against one another like tectonic plates. Back tJien 
imperial powers, Britain foremost among them, derived enough 
benefit from the system to justify dispatching gunboats to faraway 
places to preserve peace and collect debts; today the United States 
refuses to be the policeman of the world. Most important, people 
were more firmly rooted in fundamental values than they are today. 
Reality was still regarded as something external, and thinking was 
still considered a means of attaining knowledge. Right and wrong, 
true and false were considered objective criteria upon which people 
could depend. Science offered deterministic explanations and pre­
dictions. Granted, there were conflicts between the precepts of reli­
gion and science, but together they offered a dependable guide to 
the world. They created a civilization that in spite of its internal 
contradictions dominated the world. 

This global capitalist system was brought to an end by World 
War I. There were a number of financial crises prior to the war, 
some of them quite severe, causing several years of economic dislo­
cation and decline. Still, it was not the financial crises that destroyed 
the system but war and the subsequent political revolutions. 

Another incarnation of international capitalism followed in the 
1920s, although it was not quite global in scope. It crashed in 1929, 
but I doubt a similar episode will recur, for allowing the U.S. bank­
ing system to collapse was a policy error we are not likely to repeat. 
Nevertheless, I do see instability ahead. 
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Boom-Bust 

I am reluctant to apply the boom-bust model to the global capital­
ist system because I consider the system too open-ended and incomplete 
to fit die pattern. Almost against my better judgment—not every­
thing should be interpreted as a boom-bust phenomenon—-I can 
identify the makings of a boom-bust pattern: a prevailing trend— 
namely, international competition for capital; and a prevailing b i a s -
namely, an excessive belief in the market mechanism. In the boom, 
both bias and trend reinforce each odier; in the bust, both of diem 
will fall apart. What would bring about die bust? T believe die answer 
is to be found in die tension between die global scope of the financial 
markets and die national scope of politics. Earlier I described the 
global capitalist system as a gigantic circulatory system sucking capital 
into die center and pushing it out into the periphery. The sovereign 
states act like valves within the system. While die global financial 
markets are expanding, die valves are open, but if and when the flow 
of funds is reversed diey may close, causing die system to break 
down. To follow up this hypothesis, I shall examine the prevailing 
ideology first, die prevailing trend second. 

Market Fundamentalism 

The global capitalist system is supported by an ideology rooted 
in the theory of perfect competition. According to this theory mar­
kets tend toward equilibrium, and the equilibrium position repre­
sents the most efficient allocation of resources. Any constraints on 
free competition interfere with the efficiency' of markets; therefore 
they should be resisted. This ideology was called "laissez-faire" in 
the nineteenth century, but I have found a better term for it: "mar­
ket fundamentalism." Fundamentalism implies a belief that has 
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been carried to the extreme. It is a belief in perfection, a belief that 
provides a solution to every problem. It posits an authority that is 
endowed with perfect knowledge, even if such knowledge is not 
readily accessible to ordinary mortals. Religion can be such an 
authority, and in modern times science has become a credible sub­
stitute. Marxism claimed to have a scientific basis, and so does mar­
ket fundamentalism. The scientific basis of both ideologies was 
established in the nineteenth century, when science still promised 
to deliver the ultimate truth. We have learned a great deal since 
then about the limitations of scientific method and the imperfec­
tions of the market mechanism. Both Marxist and laissez-faire 
ideologies have been thoroughly discredited. The laissez-faire ide­
ology was the first to be dismissed, as a consequence of the Great 
Depression and the rise of Keynesian economics. Marxism lingered 
on despite the excesses of Stalinism, but following the collapse of 
the Soviet system it is now in near-total eclipse. 

In my student days in the early 1950s, laissez-faire was even more 
unacceptable than is state intervention in the economy today. The 
idea that it would stage a comeback seemed inconceivable. I believe 
that the revival of market fundamentalism can be explained only by 
a faith in magic that is even more potent than the scientific base. 
President Reagan spoke of the "magic of the marketplace"—the 
invisible hand is powerful magic indeed. 

A key feature of any fundamentalist belief is reliance on black-
and-white, either-or judgments. If a proposition or policy is wrong, 
its opposite must be right. This logical non sequitur lies at the heart 
of both Marxism and market fundamentalism. Marxism holds that 
private ownership of capital is unjust and intolerable; therefore it 
must be replaced by state ownership. Market fundamentalism holds 
that state intervention is inefficient and harmful; therefore nothing 
should be allowed to interfere with the market mechanism. In truth, 
state intervention in the economy has always produced some nega­
tive results. This has been true not only of central planning but also 
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of the welfare state and of Keynesian demand management. From 
this banal observation, market fundamentalists jump to the conclu­
sion that free markets must be perfect. 

To be fair, arguments that favor unregulated markets are rarely 
presented so crudely. On the contrary, people like Milton Friedman 
have amassed voluminous statistics, and the theoreticians of rational 
expectations have employed arcane mathematics that we ordinary-
mortals have difficulty following. Sophisticated models have been 
developed that ascribe shortfalls from the conditions of perfec­
tion—namely, welfare-maximizing equilibrium—to imperfect or 
asymmetric information. Most but not all of these models serve the 
purpose of establishing the conditions of equilibrium. I am 
reminded of theological discussions in the Middle Ages about the 
number of angels dancing on the head of a pin. 

Market fundamentalism plays a crucial role in the global capitalist 
system. It provides the ideology that motivates many successful par­
ticipants and drives policy. In its absence, we would not be justified 
in talking about a global capitalist system. Market fundamentalism 
came to dominate policy around 1980, with the ascent of Reagan and 
Thatcher. The prevailing trend—international competition for cap­
ital—started earlier, with the two oil crises in the 1970s and the 
establishment of offshore markets in Eurocurrencies, but it was only 
after the political changes introduced by Thatcher and Reagan that 
capital—and entrepreneurship—gained the upper hand. Bias and 
trend have been reinforcing one another ever since. 

The Triumph of Capitalism* 

The global competition for capital has given financial capital the 
upper hand. Individual countries have to compete to attract and 

'This section, written in August 1998, has not been updated for the sake of historical accu­
racy except where specified. 
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retain it. The trend is reinforced by the United States, which exerts 
political pressure to open capital markets. 

In the United States, publicly traded companies are increasing in 
number and size, and the interests of shareholders loom ever larger. 
Managements are as much concerned with the market for their 
shares as with the market for their products. If it comes to a choice, 
the signals from financial markets take precedence over those from 
product markets: They will readily divest divisions or sell the entire 
company if it will enhance shareholder value. Companies must 
either acquire or be acquired in an increasingly integrated global 
market; either way, managements need high prices for their stock. 
Personal rewards are also increasingly tied to the price of stock. 
The change is most pronounced in the banking sector, which is 
undergoing rapid consolidation. Bank shares are selling at several 
times book value, but managers, mindful of dieir stock options, 
continue to repurchase shares, reducing the number of shares out­
standing and increasing their market value whenever possible. 

xMergers and acquisitions are reaching unprecedented levels as 
industries consolidate on a global basis. Cross-country transactions 
are more common. The establishment of a single currency in 
Europe has given Europewide consolidation a tremendous push. 
And this realignment of companies is occurring faster than one 
could have imagined. Global monopolies and oligopolies are emer­
ging (Microsoft and Intel being early examples). There are only 
four major auditing firms left in the world; similar but less pro­
nounced concentration is taking place in other financial functions. 

At die same time, the number of shareholders is growing, and die 
relative importance of share ownership in household wealth is 
accelerating. This is happening against a background of a sustained 
and rapid rise in equity prices. Prior to August 1998 the last major 
break in the bull market that started in the early 1980s was in 1987, 
and the Standard and Poor's (S&P) index has risen by more than 
350 percent since. In Germany, the market has risen by 300 percent 
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since September 1992.* The growth in economic activity has been 
more modest but sustained. The focus on profitability has led to 
reductions in the number of employees and increases in the output 
per employee, while rapid advances in technology contribute to ris­
ing productivity. Globalization and exploitation of cheaper sources 
of labor have kept the cost of production down, and interest rates 
have, on balance, shown a declining trend since the early 1980s, 
contributing to die rise in equity prices. 

The spread of stock ownership through mutual funds has intro­
duced two potential sources of instability, particularly in the United 
States. One is the so-called wealth effect. Thirty-eight percent of 
household wealth and 56 percent of pension funds is invested in 
stocks. Stock owners have big paper profits, they feel rich, and their 
propensity to save has been reduced to the vanishing point. Per­
sonal savings of households as a percent of disposable income has 
now fallen to o. 1 percent from a peak of 13 percent in 1975. Should 
there be a sustained decline in the stock market, shareholders' senti­
ments would be reversed, contributing to a recession and reinforc­
ing the market decline. 

Another source of potential instability comes from mutual funds. 
Fund managers are judged on the basis of their performance rela­
tive to other fund managers, not on the grounds of absolute perfor­
mance. This may sound like an arcane point, but it has far-reaching 
implications, as it practically forces fund managers into trend-fol­
lowing behavior. As long as they keep with die herd, no harm will 
come to diem even if the investors lose money; but if they try to 
buck the trend and their relative performance suffers even tem­
porarily, they may lose their job. (This is precisely what happened 
to Jeff Vinik, the manager of Fidelity's largest fund. Fie has been 
very successful on his own ever since, earning a performance fee 
based on absolute performance.) By the fall of 1998, mutual funds, 

'Between the fall of 1998 and mid-March 2000, the S&P has risen another 42 percent, Nas­
daq 2 ? 8 percent, and the German DAX 100 percent. 
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having become accustomed to a constant inflow of new cash, were 
carrying the lowest cash reserves ever. Should the trend turn, they 
will be forced to raise cash, again adding to the downward pressure. 

However worrisome this may be, the main sources of instability 
are found in the international arena. The global capitalist system is 
currently undergoing the most severe test of its existence: the Asian 
crisis and its aftermath. Testing constitutes the third stage in the 
boom-bust pattern. As in every boom-bust sequence, it cannot be 
predicted with certainty whether a trend will be successfully tested 
or abrupdy reversed. It is more productive to lay out possible sce­
narios for a successful or an unsuccessful test. 

If the global capitalist system survives the current period of test­
ing, this period will be followed by one of further acceleration that 
will carry the system into far-from-equilibrium territory (indeed if 
it is not there already). One of the features of this new, more 
extreme form of global capitalism will be the elimination of one 
plausible alternative to free-market ideology that recendy emerged: 
the so-called Asian, or Confucian, model. As a result of the current 
crisis, overseas Chinese and Korean capitalists whose wealth has 
been severely impaired will have to give up family control. Those 
who are willing to do so will survive economically; the odiers will 
likely perish. The crisis has also aggravated the situation of heavily 
indebted companies in all Asian countries. Those with foreign debts 
have seen their debt-to-equity ratios deteriorate; those with domes­
tic debt have been hit by the combination of rising interest rates and 
declining earnings. The only way out is to convert debt to equity or 
to raise additional equity. This cannot be done by the family; usu­
ally it cannot even be done locally. There will be no alternative but 
to sell out to foreigners. 

The net result will be the end of the Asian model and the begin­

ning of a new era in which periphery countries will be more closely 
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integrated into the global capitalist system. International banks and 
multinational corporations will gain strong footholds. Within local 
companies, a new generation of family members or professional 
managers educated abroad will come to the fore. The profit motive 
will take precedence over Confucian ethics, and die market funda­
mentalist bias will be reinforced. Some countries, such as Malaysia, 
may fall by die wayside if they persist with their xenophobic, anti-
market policies, but others will make the grade.* 

So if the global capitalist system emerges triumphant from the 
current crisis, it can be anticipated that the world economy will be 
dominated even more by publicly owned international corpora­
tions. Severe competition will not allow them to pay much heed to 
social concerns. They will, of course, give lip service to worthy 
causes such as the environment, particularly if they have direct deal­
ings with the genera] public, but they will not be able to afford to 
maintain employment to the detriment of profits. 

Still, it is quite possible that the global capitalist system will not 
survive the current test. Storm clouds are gathering on the political 
horizon, even though die initial impact of the crisis was to reinforce 
democracy. Corrupt and authoritarian regimes were overturned in 
several countries. Korea was fortunate to elect a new president, Kim 
Dae Jung, who has long been an outspoken critic of the incestuous 
relationship between government and business. The current prime 
minister in Thailand is generally admired for his honesty, and he is 
surrounded by a Western-educated, market-oriented cabinet. In 
Indonesia, Suharto was swept from office by revolution. Only in 
Malaysia did Mahadiir succeed in keeping himself and his cronies in 
power by imposing capital controls. But the economic decline has 
not yet run its course, and political tensions are rising. In China, 
economic reformers are in charge, but there is a real danger that if 
economic conditions continue to deteriorate the reformers will lose 
out to hard-liners. Already, anti-American, anti-IMF, anti-foreign 

*ln the event, Malaysia weathered the storm hetter than Indonesia and Thailand. 
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resentment is building throughout Asia—including Japan. Elec­
tions in Indonesia could well produce a nationalistic, Islamic gov­
ernment inspired by Mahathir's ideas.* 

What happens at the center will be decisive. Until recently the 
trouble at the periphery has benefited the center. It has counter­
acted incipient inflationary pressures, induced the monetary 
authorities not to raise interest rates, and allowed stock markets to 
reach new highs. But the positive effects of the Asian crisis are 
beginning to wear off, and the negative ones are beginning to sur­
face. Profit margins are coming under increasing pressure. Some 
companies are directly affected by reduced demand or tougher 
competition from abroad; service industries that are not directly 
affected by international competition feel the impact of rising labor 
costs. 

The U.S. stock market boom has also run its course.1 Should the 
market turn down, the wealth effect is liable to translate a market 
decline into an economic decline. That could arouse resistance to 
imports, which could in turn fuel resentment at the periphery. 

Ever since the outbreak of the Asian crisis capital has been fleeing 
from the periphery. If the periphery countries give up hope that the 
flow will resume, they may start using their sovereign authority to 
prevent outflows. That will induce foreign investors to flee from 
other countries while they can, and the system will collapse. The 
United States is also looking increasingly inward. The refusal of 
Congress to provide additional funds to the IMF may play the same 
role today as the protectionist Smoot-Hawley tariffs did during the 
Great Depression.* 

Which of the two scenarios is likely to prevail? As a market par-

* Again, events turned out differently. Indonesia elected as president an Islamic cleric, Abdur­
rahman Wahid, who is a firm believer in open society. In China, the reformers regained their 
influence after a rocky interlude, although nationalism has become even more firmly 
entrenched as die ideology that has replaced communism. 
"I hardly need point out that this conclusion was premature. 
'While this dire scenario has been contradicted by events, I consider developments at the 
IMF a source of future trouble (see Chapter 10). 

20^ 



G E O R G E S O R O S 

ticipant, I must maintain an open mind. I have no hesitation, how­
ever, in asserting that the global capitalist system will succumb to its 
defects, if not on this occasion then on the next—unless we recog­
nize that it is defective and act in time to correct the deficiencies. 

I can already discern the contours of the final crisis. It will be 
political in character. Indigenous political movements are likely to 
arise that will seek to expropriate the multinational corporations 
and recapture national wealth. Some of them may succeed in die 
manner of the Boxer Rebellion in China or the Zapatista Revolu­
tion in Mexico. Their success may then shake the confidence of 
financial markets, engendering a self-reinforcing process on the 
downside. Whether it will happen on this occasion or the next is an 
open question. 

As long as a boom-bust process survives testing, it emerges rein­
forced. The more stringent the test, the greater the reinforcement. 
After each successful test comes a period of acceleration; after a 
period of acceleration comes the moment of truth. Exactly where 
we are in this sequence it is impossible to determine except in retro­
spect. 

A Critical Postscript 

This text was written in the fall of 1998. The global economy has 
weathered the storm much better than I expected. Looking back 
from the perspective of 2000, we see the financial crisis of 
1997-1999 as a glitch in the triumphant march of capitalism. If I 
want to stick with my boom-bust approach I would have to say that 
the global capitalist system has survived a severe test, thereby rein­
forcing the market-fundamentalist bias. But I shall argue in Chap­
ter 10 that the heightened reliance on market discipline has 
weakened the global financial architecture for the next test. 

I feel obliged, however, to point out a flaw in my own analysis. I 
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have focused on die role of capital, especially financial capital, and 
did not give sufficient weight to the benefits of entrepreneurship. 
This was a serious omission. I have berated economic theory for 
being rooted in the past, and I fell into the same trap. 

The debate between capitalism and socialism has its origins in 
the nineteenth century, and so it is influenced by nineteenth-cen­
tury economic concepts. The very term "capitalism" is derived from 
a division of the factors of production into labor, land, and capital. 
Entrepreneurship was a latecomer to this division when it was dis­
covered that die value of output could not be derived from the fac­
tors of production that went into producing it; entrepreneurship 
was introduced to account for the difference. So when we speak of 
giving capital a "free hand," we are really talking about entrepre­
neurship: the pursuit of higher returns on capital—profit. Profit is 
more die product of entrepreneurship than of capital. For instance, 
as a hedge fund manager my team and I invest other people's 
money, and we get 20 percent of the profits. So without any money 
to start with, I could become a capitalist. 

Entrepreneurship can increase the productivity of capital. Glob­
alization, removing government restrictions, and giving the profit 
motive a free hand have led to a veritable explosion in productivity. 
How could I have ignored that? I might argue that the acceleration 
in the pace of technological innovations was a mere coincidence, 
but even then it remains a fact. In any case, as a believer in reflexiv-
ity I would not want to hang my hat on drat peg. There may be an 
element of coincidence; after all, the gains in productivity are 
closely connected with the development of a network economy, and 
the Internet happened to reach critical mass in the past few years. 
But die explosive growth of the Internet is itself the triumph of the 
profit motive. The Internet started off as a government-sponsored 
research network that people then hooked into, much like squatters 
siphoning off electricity. Only when it started being used for com­
merce and advertising did it become a significant factor in fostering 
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productivity, economic growth, and a stock market boom.* Techno­
logical innovations, of which the Internet protocol is only one, are 
also reflexively connected witli the abolition of regulated monopo­
lies in the telephone industry. And the penetration of the profit 
motive into biological research has accelerated the revolution in 
biotechnology. It has to be acknowledged that removing regulations 
and giving the profit motive free reign can release creative ener­
gies—like letting a genie out of the bottle. 

It was a serious error not to give this factor greater weight. It 
ought to have been an integral part of my boom-bust analysis. I 
argued that the financial collapse in periphery countries gave center 
countries breathing space from the onset of inflation. There was an 
element of truth in that argument, and it carried a lot of weight with 
the monetary authorities. But the world economy has now recov­
ered and inflation has still not raised its ugly head. The Federal 
Reserve finds itself in practically the same position as before the 
onset of the 1997-1999 financial crisis: It feels obliged to raise 
interest rates, partly to prevent inflationary pressures from develop­
ing, but mainly to preempt an eventual bust in the stock market. 

As I pointed out earlier, what makes financial markets inherently 
unpredictable is that the boom-bust process is grounded in some­
thing real, and the reality that interacts with the participants' per­
ceptions takes a different shape on each occasion. If financial 
markets were a closed system they would be more predictable. On 
this occasion the influence of technological innovations was real 
and significant, and I made a serious mistake in leaving it out of my 
analysis. It does not change my view that the stock market boom is 
liable to be followed by a bust, and the Federal Reserve is right in 

*I must confess a bias with regard to the Internet that amounts to blindness. I was aware of 
the Internet before it was born because I was an investor in Bolt, Beranek, and Newman, 
which designed its precursor, Arpanet, in die late 1970s. I saw the potential of Internet tech­
nology as a means to promote open society, and I spent tens of millions of dollars introducing 
it to the former Soviet Union; yet I did not invest in it during the early stages when it went 
commercial. 
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trying to preempt it. How to keep excesses in asset valuation within 
tolerable bounds has become part of its mission. 

But I must change my prophecy with regard to the ultimate 
demise of the capitalist system. I predicted that nationalist forces 
will engage in an orgy of expropriation. This is much less likely 
when foreign investment brings with it up-to-date technology than 
it was when investment was directed mainly at the exploitation of 
natural resources and the technology required for production was 
well established. Under current conditions it simply does not pay to 
opt out of die system. That does not mean that some countries will 
not make the attempt, but it does mean that the tendency is unlikely 
to spread. There may be some rogue states, but they are unlikely to 
bring down the capitalist system. The end of the system is not cur­
rently in sight. There are more subtle dangers looming, which I 
shall explore in greater depth in the last three chapters of the book. 
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C H A P T E R 8 
The Financial Crisis of 1997-1999 

The Asian Crisis* 

The financial crisis that originated in Thailand in 1997 was par­
ticularly unnerving because of its scope and severity. We at Soros 
Fund Management could see a crisis coming six months in advance 
as did others, but die extent of the dislocation took everyone by sur­
prise. Several latent and seemingly unrelated imbalances were acti­
vated, and tlieir interaction touched off a far-from-equilibrium 
process whose results are entirely out of proportion with the ingre­
dients that went into creating it. 

The financial markets played a role far different from the one 
assigned to them by economic theory. Financial markets are sup-

"Originally written in the summer of 1998; updated as necessary. 
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posed to swing like a pendulum: They may fluctuate wildly in 
response to exogenous shocks, but eventually they are supposed to 
come to rest at an equilibrium point that is supposed to reflect the 
fundamentals. Instead financial markets behaved more like a wreck­
ing ball, swinging from country to country, knocking over the 
weakest and transforming the fundamentals. 

The most immediate cause of trouble was a misalignment of 
currencies. The Southeast Asian countries maintained informal 
arrangements that tied their currencies to the U.S. dollar. The 
apparent stability of this "dollar peg" encouraged local banks and 
businesses to borrow in dollars and convert dollars into local cur­
rencies without hedging; the banks then loaned to or invested in 
local projects, particularly real estate. This seemed to be a riskless 
way of making money as long as die informal peg held. But the 
arrangement came under pressure, partly from the credit boom it 
engendered, partly from the slowdown in Japan, partly from the 
appreciation of die U.S. dollar against the Japanese yen. The bal­
ance of trade of the countries concerned deteriorated, although the 
trade deficits were offset by continuing and substantial inflows on 
capital accounts. 

By the beginning of 1997, it was clear to Soros Fund Manage­
ment that the discrepancy between the trade account and the capital 
account was becoming untenable. We sold short the Thai baht and 
the Malaysian ringgit early in 1997 with maturities ranging from six 
months to a year.* Subsequently Prime Minister Mahathir of Ma­
laysia accused me of causing the crisis, a wholly unfounded accusa­
tion. We were not sellers of the currency during or several months 
before the crisis; on the contrary, we were buyers when the curren­
cies began to decline—we were purchasing ringgits to realize the 
profits on our earlier speculation. (Much too soon, as it turned out. 
We left most of the potential gain on the table because we were 

"That is, we entered into contracts to deliver at future dates Thai haht and Malaysian ringgit 
that we did not currently hold. 
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afraid that Mahathir would impose capital controls. He did so, but 
much later.) 

If it was clear to us in January 1997 that the situation was unten­
able, it must have been clear to others. Still, the crisis did not break 
out until July 1997, when the Thai authorities abandoned the peg 
and floated the currency. The crisis came later than we had expected 
because the local monetary authorities continued to support their 
currencies far too long and international banks continued to extend 
credit, although they must have seen the writing on the wall. The 
delay undoubtedly contributed to the severity of the crisis. Reserves 
were depleted, and the break, when it came, was bigger than neces­
sary. From Thailand, the breakdown of the currency pegs quickly 
spread to Malaysia, Indonesia, the Philippines, South Korea, and 
other countries. But some other countries that became engulfed in 
the Asian crisis did not have an informal dollar peg. What, then, did 
the stricken economies have in common? Some argue that the 
problem was their common dependence on a distorted or immature 
form of the capitalist regime now described pejoratively as "crony 
capitalism" but previously extolled as the "Asian model." There is 
some truth to that claim, but attributing the crisis to specifically 
Asian characteristics obviously does not give the full picture, as the 
crisis then spread to Latin America, Russia, and Eastern Europe. 
Practically all periphery countries were affected, although those 
with closed capital markets and those that allowed their currencies 
to depreciate fared better. 

It is hard to escape the conclusion that the international financial 
system itself constituted the main ingredient in the meltdown. It 
certainly played an active role in every country, although the other 
ingredients varied from country to country. This conclusion is diffi­
cult to reconcile with the widely held notion that financial markets 
tend toward equilibrium. If my point is valid, then the attitude 
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toward keeping financial markets under some kind of control ought 
to be radically reconsidered. To test this thesis, let us take an inven­
tory of the other ingredients involved and then look at the actual 
course of events. 

Demise of the Asian Model 

There were many structural weaknesses in the Asian economies. 
Most businesses were family owned, and in accordance with Confu­
cian tradition families wanted to run the business for their own ben­
efit. If they issued shares to the public, they were inclined to 
disregard the rights of minority shareholders. To the extent that 
they could not finance growth out of earnings, they preferred to 
rely on credit rather than risk losing control. At the same time, gov­
ernment officials used bank credit as a tool of industrial policy; they 
also used it to reward their family and friends. There was an inces­
tuous relationship between business and government, of wrhich this 
was only one expression. This combination of factors resulted in 
very high debt-to-equity ratios and a financial sector that was nei­
ther transparent nor sound. The idea that banks would exercise 
some kind of discipline over the companies to whom they loaned 
simply did not apply* 

For instance, the South Korean economy was dominated by family-
controlled chaebol (conglomerates). The chaebol were highly lever­
aged. The average debt-to-equity ratio of the thirty largest chaebol 
(indirectly accounting for about 35 percent of Korea's industrial 
production) was 388 percent in 1996, with individual chaebol going 
up to 600-700 percent. By the end of iVlarch 1998, the average had 
risen to 593 percent. The owners used their control to cross-guar-

*Many have argued that bank tending was a key mechanism to exert political control over 
business in Asia. See, e.g., Joseph E. Stiglitz, "Credit Markets and the Control of Capital," 
Journal of Money, Credit, and Banking 17(2) (May 1985): 150. 
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antee the debt of other members of the group, thereby violating the 
rights of minority shareholders. To make matters worse, Korean 
companies operated with very low profit margins: The interest cov­
erage of the thirty largest chaebol in 1996 was 1.3 times but only .94 
by 1997 (meaning that interest charges were not covered by earn­
ings). Korean banks extended easy credit as part of industrial policy. 
The government decided to encourage certain industries, and die 
chaebol rushed in, fearing they would be left out. This led to head­
long expansion without regard to profits. In this respect, Korea was 
consciously imitating the Japan of earlier days, but it turned out to 
be a crude imitation of a much more subtle model. As I mentioned 
before, Japan had the benefit of democratic institutions, whereas 
South Korea had a military dictatorship during much of its postwar 
history. The consensus-building tradition of Japan and the checks 
and balances that characterize a democracy were missing. 

When nonperforming loans began to accumulate, Korean banks 
tried to earn their way out of the hole by borrowing even more 
money abroad and investing it in high-yield, high-risk instruments 
in countries like Indonesia, Russia, Ukraine, and Brazil. This was an 
important contributing factor in the Korean crisis. 

Not diat Japanese banks performed much better. Japan's troubles 
go back to the Wall Street crash of 1987. The Japanese financial 
system was tightly controlled by the Ministry of Finance (MOF), 
Officials at the MOF constituted an intellectual elite, comparable to 
the Inspecteurs de Finance in France. They understood refiexivity 
better tlian any otJher group I have encountered, and they conceived 
the grandiose idea that Japan could translate its industrial might 
into financial dominance by supplying liquidity to the world. The 
concept was spelled out to me after the crash of 1987 by an MOF 
official. He assured me that there would be no repeat of 1929 
because Japan would "flood the world with liquidity." Unforru-
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nately the Japanese failed to take into account an important aspect 
of reflexivity—namely, their own fallibility—which led to unin­
tended consequences. Their decision to dominate international 
lending helped the world to overcome the effects of the Wall Street 
crash, but it left Japanese financial institutions with many losses 
abroad. Japanese policy also engendered a financial and real-estate 
bubble at home that reached its climax in 1991. Due to its tight con­
trol over financial institutions, the MOF was able to deflate the 
bubble without a crash—the first time in history such a feat was 
accomplished. But it left a lot of undigested bad assets festering in 
the balance sheets of the financial institutions. The decline in asset 
values was more drawn out but no less severe than it would have 
been in a crash. The Nikkei stock market index declined from a 
high of 39,000 in January 1991 to a low of 14,000 in August 1992 
and a second bottom of 12,800 in October 1998. The decline in 
real-estate values was even greater and longer lasting. Taxpayer 
money could not be used to bail out the banks until the need 
became irresistible; even then, Japanese custom required that the 
heads of MOF officials should roll, and eventually they did. No 
wonder that the MOF resisted the idea of radical restructuring as 
long as it could. 

At the outbreak of the Asian crisis, Japan was engaged in a policy 
of reducing the budget deficit. It was exactly the wrong policy, and 
the Asian crisis came at exactly the wrong time. The Japanese 
banks, which had big exposures in Thailand, Indonesia, and Korea, 
started reducing their balance sheets, causing a credit crunch in the 
midst of overflowing liquidity. The consumers, frightened by the 
Asian crisis and by some domestic bankruptcies, increased their 
propensity to save. The low interest rates encouraged capital to be 
transferred abroad. The yen declined and the economy slipped into 
recession. Eventually the government was persuaded to cut taxes 
and to use public money to recapitalize the banks, but it was too lit­
tle, too late. The recession in Japan, the second-largest economy in 
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the world and an important trading partner of the other Asian 
countries, aggravated the severity of the economic downturn 
throughout Asia. 

We can identify many deficiencies in the Asian model of economic 
development: structural weaknesses in the banking system and in the 
ownership of enterprises, the incestuous relationship between busi­
ness and politics, lack of transparency, and the absence of political 
freedom. Although these deficiencies were present in many of die 
affected countries, none of them wras present in all: Hong Kong was 
exempt from most of them. Japan and Taiwan enjoyed political free­
dom; family ownership of major enterprises was not characteristic of 
Japan; Singapore had a strong banking system. 

iMoreover, the Asian model as such was an extremely successful 
economic development strategy and was widely admired in business 
circles. The Asian model produced dramatic increases in living stan­
dards, averaging 5.5 percent annual per capita income growth over 
an extended period—faster growth than was achieved in any econ­
omy over the same period at any time in recorded history. There­
fore even as die crisis unfolded, Asian leaders like Lee Kwan Yu of 
Singapore, Suharto of Indonesia, and Mahathir of Malaysia proudly 
proclaimed their belief diat Asian values were superior to Western 
values. They went so far as to challenge the UN's Universal Decla­
ration of Human Rights. Lee Kwan Yu considered Western democ­
racies decadent, Mahathir resented the tradition of colonialism, and 
Suharto extolled the virtues of nepotism. The Association of South­
east Asian Nations (ASEAN) admitted Myanmar (Burma) as a 
member in June 1997—a direct challenge to Western democracies, 
which found Myanmar's repressive regime politically and humanely 
unacceptable. (My public condemnation of ASEAN's move may 
have prompted Mahathir's attack against me.) 

How could such a successful model of economic development 
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turn so sour so fast? The question cannot be answered without tak­
ing into account the deficiencies of the global capitalist system. The 
fact that the Asian crisis was not confined to Asia but engulfed all 
emerging markets before it ran its course reinforces the case tJhat 
the main source of instability is to be found in the international 
financial system itself. 

The Instability of International Finance 

Looking at the system, we must distinguish between direct 
investors, portfolio investors, commercial banks, and financial 
authorities such as the IMF and central banks. Direct investors, like 
multinational corporations, did not play a destabilizing role except 
perhaps by hedging and speculating with their liquidity. In the case 
of portfolio investors, we can single out institutional investors that 
handle other people's money, hedge funds that employ leverage, 
and individual investors. 

Institutional investors measure performance relative to one 
another, creating a herd of trend-followers. They allocate their 
assets between different national markets; as one market rises in 
value they feel obliged to increase their allocation and vice versa. In 
addition, mutual funds are likely to attract investors when they per­
form well and lose them when they incur losses. Institutional 
investors did not precipitate the crash, but they aggravated it, first 
by overstaying their welcome, then by rushing for the exit. Often 
they were forced sellers in order to meet redemptions. 

Hedge fund managers and others who speculate with borrowed 
money play a similar role. During a winning streak they can 
increase their bets; when they lose they are forced to sell to reduce 
leverage. This is also a major source of contagion: Investors and 
speculators sustaining losses in one market are often forced to sell 
in other markets. Options, hedges, and other derivative instruments 
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have a similar trend-reinforcing quality about them. Hedge fund 
managers and other speculators may trade in currencies directly 
without buying or selling securities. So do banks, both for their own 
account and for tjieir customers. Banks are far more important in 
currency markets than hedge funds, but it must be admitted that 
hedge funds like mine did play a role in the Asian currency turmoil. 
Because hedge funds tend to be more concerned with absolute 
rather than relative performance, they are more likely to be actively 
involved in precipitating a change in trend. Of course, this exposes 
them to criticism when the change is undesirable, but if a trend is 
unsustainable it is surely better if it is reversed sooner rather tiian 
later. For instance, by selling the Thai baht short in January 1997 
the Quantum Funds managed by my investment company sent a 
market signal that the baht may be overvalued. Had the authorities 
responded to the depletion of their reserves, die adjustment would 
have occurred sooner and been less painful. But the authorities 
allowed tfieir reserves to run down; the break, when it came, was 
catastrophic. 

This raises the question whether or not currency speculation is 
desirable. Reviewing me evidence, countries with freely convertible 
currencies have suffered worse dislocations in the current crisis 
tJian those that maintained some controls on currency trading. 
Thailand was more open than Malaysia, and Thailand had a bigger 
dislocation; mainland China was less affected than Hong Kong, 
altJiough Hong Kong has a much sounder banking and financial 
system. The case of China versus Hong Kong is particularly persua­
sive because a weak banking system tends to aggravate the crisis. If 
the Chinese renminbi had been freely tradable, the Chinese bank­
ing system would have collapsed. Does it follow that currency spec­
ulation should be banned? Not necessarily. First, it is far from 
certain that currency speculation is harmful. As we have seen in the 
case of Thailand, speculation can provide useful market signals. 
Second, even if speculation is harmful, currency trading is indis­
pensable for international trade, international investment, and 
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access to the international banking system. Where to draw the line 
about currency speculation depends on the stage of development of 
the domestic banking systems and financial markets. There are 
ways in which speculation can be curbed without unduly interfering 
with legitimate currency trading. In any event, the correct policy 
mix can be decided only on a case-by-case basis. In the Asian coun­
tries, there was probably too much pressure from the United States 
and the IMF to open domestic financial markets before they were 
properly prepared for it; this was an important contributing factor 
to the crisis. 

This brings us to the role of commercial banks. Each country has 
its own banking system and regulatory authorities; they interact 
through an intricate web to form the international banking system. 
Some large banks at the center of the system are so heavily involved 
in international transactions that they qualify as international 
banks. Often they own domestic banks or conduct in-country oper­
ations such as consumer credit in multiple countries. Most of the 
countries involved in the 1997-1999 crisis, however, had relatively 
closed banking systems, that is, few in-country banks were foreign-
owned. Hong Kong and Singapore were exceptions: The major 
banks there qualified as internationals. 

International and national banks are linked by credit lines that 
define the limits for entering into various transactions such as cur­
rency trades, interest-rate swaps, and the like. They may also be 
connected through longer-term credits. Both the credit lines and 
the loans are fixed in dollars or some other hard currency. In coun­
tries such as Korea and Thailand there were implicit or explicit 
guarantees from the central bank for the obligations of the major 
commercial banks. Those guarantees account for the reluctance of 
the international banks to reduce their credit lines even when they 
could see trouble coming. 

In the countries that were pegged either formally or informally 
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to the dollar, in-country banks and borrowers assumed that the peg 
would hold. Often they failed to hedge against the currency risk. 
Therefore when the peg finally broke they found themselves with 
large uncovered currency exposures. Scrambling for cover, they 
put tremendous pressure on local currencies by buying the curren­
cies in which the loans were denominated. The currencies overshot 
on the downside, causing a sudden deterioration in the balance 
sheets of the borrowers. For instance, Siam Cement, the largest 
and strongest company in Thailand, incurred a loss of 52.6 billion 
Thai baht in 1997 compared to its beginning equity of 42.3 billion 
and 1996 profits of 6.8 billion.* Weaker companies fared much 
worse. Many of the borrowers had used the loans to finance real 
estate, and real-estate values were already declining when the peg 
broke. Suddenly there was a credit risk as well as a currency risk, 
which reduced the willingness of lenders to extend credit. Together 
with foreign investors fleeing from declining markets, this set up a 
self-reinforcing process that resulted in a 42 percent decline in the 
Thai currency and a 59 percent decline in the Thai stock market 
(expressed in local currency) between June 1997 and the end of 
August 1998. The combined result was a 76 percent loss in dollar 
terms over fourteen months. (Compare Wall Street's 86 percent 
loss over three years between October 1929 and April 1933.) 

The panic was spread to the neighboring countries by the finan­
cial markets—I used the image of a wrecking ball; others have 
described financial contagion as a modern version of the bubonic 
plague. The imbalances in some of the newly stricken economies 
were less pronounced, The Malaysian economy was overheating, 
but the monetary expansion had been mainly internal; the trade 
deficit wras quite modest. Nevertheless, Malaysia was hit just as hard 
as Thailand. The fundamentals in Indonesia seemed quite sound; 
the main problem was that Indonesia had borrowed heavily from 

*The exchange rate was 24-35 Thai baht to the U.S. dollar before the currency peg was aban­
doned on July 2,1997; it was at 45.9 at the end of the year. 
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Korean and Japanese banks that had their own problems and were 
not in a position to renew their loans. Nevertheless, the devastation 
in Indonesia was much greater than in Thailand. When the Hong 
Kong dollar came under attack, the currency-board system caused a 
rise in local interest rates that in turn depressed the value of real 
estate and stocks. International banks doing business with Hong 
Kong banks discovered a heretofore unknown credit risk. When 
they entered back-to-back interest-rate swaps,* they had assumed 
that the exposure was the same on both sides, so the credit risks can­
celed each other out; soon they realized that if the exchange rate 
changed their Hong Kong counterparty would suddenly owe them 
more money than they owed to the Hong Kong counterparty. This 
forced international banks to curtail their credit lines to Hong 
Kong. The Hong Kong market fell by 62 percent before the 
authorities intervened to stabilize the market. 

Credit risk became an even bigger issue in Korea, where some 
banks actually defaulted on their guarantees. It was not long before 
the financial crisis forced Thailand, and then Korea and Indonesia, 
to seek the assistance of the IMF. 

The Role of the 

Internationa] Monetary Fund 

The IMF found itself confronting problems it never had to face 
before. The Asian crisis was a complex crisis, with a currency com­
ponent and a credit component. The credit component, in turn, 
had an international aspect and a domestic aspect, and all the vari­
ous components were interactive. What made the Asian crisis dif-

*Such a swap occurs when one bank switches between a fixed-rate and variable-rate loan for 
its customer against the inverse switch by its correspondent bank abroad. 
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ferent from any previous one was that it originated in the private 
sector; the public sector was in relatively good shape. 

The IMF prescribed the traditional medicine used when the 
public sector is in trouble: raise interest rates and reduce govern­
ment spending in order to stabilize the currency and restore the 
confidence of international investors. It did recognize the structural 
defects in individual countries and also imposed tailor-made condi­
tions, such as the closing of unsound financial institutions. But the 
IMF programs did not restore the confidence of international 
investors because they addressed only some aspects of the crisis, not 
all. Since those aspects were interrelated, none could be cured sepa­
rately. Specifically, currencies could not be stabilized until debt 
problems were tackled, because debtors rushing to cover their 
exposure depressed the currency, and currency weakness in turn 
increased the debtors' exposure in a vicious circle. 

Why did the IMF not realize this? Perhaps the answer is that the 
IMF had not developed a methodology for dealing with imbalances 
in the private sector; certainly some IMF officials had an inadequate 
understanding of how financial markets operate. This was demon­
strated in Indonesia, where the IMF insisted on closing some banks 
without making provisions for the protection of depositors, provok­
ing a classic run on practically all banks. (A similar lack of under­
standing was shown later in Russia.) 

In Indonesia, the financial panic weakened President Suharto's 
resolve to abide by die conditions of the IMF rescue program, 
which he already found distasteful because it encroached upon the 
privileges of his family and friends. The squabble between Suharto 
and the IMF pushed the Indonesian rupiah into a free fall. Soros 
Fund Management was badly hurt because we had bought Indone­
sian rupiah at around four thousand to the dollar, thinking that the 
currency had already overshot when it had fallen from 2,430 as of 
July 1997. It proceeded to fall to more than 16,000 in short order— 
a chastening experience. I had been fully aware of the corruption of 
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die Suharto regime, and I had insisted on selling our share in an 
Indonesian power plant in which Suharto family members had a 
financial interest purely because I did not want to be associated witli 
them. Yet here we were, losing money in Indonesia just when die 
chickens came home to roost. 

The IMF has been criticized for setting too many conditions and 
interfering too much in the internal affairs of die countries that 
turned to it for assistance. What business is it of the IMF, it is asked, 
if a regime is corrupt or the banking and industrial structure over-
leveraged? All that matters is that a country should be able to meet 
its obligations. The job of the IMF is to help contain a liquidity cri­
sis; the structural problems are best left to the country concerned. 

I would argue the opposite. Liquidity crises are inextricably-
interconnected witli structural imbalances. When banks and corpo­
rations are overindebted, their condition cannot be corrected just 
by lending them more money—an infusion of equity is required. 
The trouble is diat during a crisis neither new equity nor furtJier 
credit is readily available. 

The only effective solution would have been to impose a morato­
rium on debt repayments followed by a debt-to-equity conversion 
scheme, but that was far beyond the power and competence of the 
IMF. It would have relieved the pressure on the exchange rates and 
obviated the need for imposing punitive interest rates; it would have 
achieved the necessary structural adjustments without plunging the 
countries into depression. But it could not have been accomplished 
widiout mustering the necessary political will bodi locally and 
internationally. Kim Dae Jung in Korea might have welcomed it, 
but it is unlikely that Indonesia's Suharto would have gone along. In 
any case, it is inconceivable that the international community, par­
ticularly the United States Treasury, would have tolerated a tempo­
rary moratorium on debt payments. That would have sent shudders 
through die international banking system and precipitated the dis­
locations diat occurred later in connection witji die Russian default. 
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It would have also represented a complete break with past practices. 
The entire IMF doctrine had been built around the need to protect 
the interests of the international banking system. This is now under 
reconsideration, but only after the crisis has passed. Therefore 
events unfolded as in a Greek tragedy. And even though the in­
evitable debt-to-equity reorganizations are taking place, it is only 
after the countries have passed through a devastating experience. 

Obviously there is a systemic problem here, and the IMF is part 
of the problem rather than the solution. The IMF is now in a crisis 
of its own. Market confidence has been an essential ingredient in its 
past successes, and its credibility has been impaired. The interna­
tional financial institutions also find themselves under political 
pressure from the U.S. Congress. Most important, the IMF has 
itself lost confidence in the doctrine that guided its actions in the 
past, and it is flailing about trying to find a way to "bail in" the pri­
vate sector. I shall explore this subject more fully in Chapter 10. 

The Unfolding of the Crisis 

In the fall of 1997 the Indonesian debacle put the Korean and 
Japanese banks on the defensive and undermined the confidence of 
international lenders in the Korean banking system. From Korea, 
the wrecking ball swung to Russia and Brazil, grazing Eastern 
Europe and demolishing Ukraine on the way. Korean banks had 
invested in Russia and Brazil, and Brazilians had invested in Russia. 
The Koreans and the Brazilians had to liquidate their holdings, and 
Brazil and Russia had to raise interest rates high enough to protect 
their currencies against the selling. Brazil used the crisis to enact 
long overdue structural reforms, which helped contain the situa­
tion—but only for a few months. 

The international crisis reached its first climax at the end of 
December 1997 when, in spite of an IMF program, foreign banks 
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refused to roll over their loans to Korean banks. The central banks 
had to intervene and strong-arm the commercial banks under their 
jurisdiction to renew their loans. A second IMF rescue package was 
put together. Soon afterward the panic started to abate. Federal 
Reserve Chairman Alan Greenspan made it clear that the Asian 
troubles ruled out any possibility of an interest-rate increase, and 
the bond and stock markets took heart. The wrecking ball stopped 
swinging without having penetrated Latin America, with the 
exception of the initial hit on Brazil. Both Korea and Thailand 
benefited from the election of new governments dedicated to 
reform. Only Indonesia continued to deteriorate, and eventually 
Suharto was forced out of power. Bargain-hunters appeared; cur­
rencies strengthened; and by the end of March 1998 Asian stock 
markets, including Indonesia's, recovered between a third and a 
half of their losses (again, measured in local currencies). This is a 
typical rebound after a major market break. 

It was a false dawn. The financial collapse was followed by eco­
nomic decline. Domestic demand in the heavily indebted countries 
came to a standstill and imports shrank, yet exports did not expand 
in dollar terms because of die fall in currencies. A high proportion 
of exports was directed toward countries that were also affected. In 
addition, exports were concentrated in a limited number of com­
modities where increased selling pressure drove down prices. Semi­
conductors, in which Korea, Taiwan, and, to a lesser extent, Japan 
vied for the world market, wrere particularly hard-hit. The eco­
nomic decline quickly spread to countries that originally had not 
been involved. Japan slipped into a recession, and the economic sit­
uation in China worsened. Hong Kong also came under renewed 
pressure. The fall in commodity prices, especially oil, hurt Russia 
and other commodity-producing countries. 

The problem in Japan was almost entirely internal. Given the 
tremendous currency reserves and a large and growing trade sur­
plus, it was within the power of the Japanese government to recapi-
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talize the banking system and stimulate the economy. Unfortunately 
its policies were misconceived. Banks had to fail and heads had to 
roll before public money was made available. Bankers and MOF 
officials did everything in their power to delay the evil day. The 
result was a credit crunch that pushed the economy into recession, 
putting immense pressure on the other Asian countries. 

China faced some of the same difficulties as South Korea. It has a 
banking system that has been guided by political rather than com­
mercial considerations, and the accumulation of bad debts was even 
worse than in Korea, There had been a tremendous boom in com­
mercial property development (at the outbreak of the Asian crisis it 
was said that half the cranes in the world were working in Shang­
hai). The influx of foreign investment—with 70 percent of the total 
coming from overseas Chinese—came to a halt. 

The big difference—Chinas saving grace in fact—has been that 
its currency is not convertible; otherwise the wrecking ball would 
surely have done its work in spite of enormous official currency 
reserves. China has foreign currency loans outstanding whose mag­
nitude, as in other Asian countries, is not reliably reported, and for­
eign investors, particularly overseas Chinese, would probably have 
taken flight, or at least hedged their investments in the forward 
market, if they had the opportunity. As it is, capital controls bought 
the government time. 

The Chinese government tried to use the interval to stimulate 
domestic demand. The Chinese Communist Party had lost the 
"mandate of heaven" in the Tiananmen Square massacre, so it must 
provide prosperity on earth in order to be tolerated. This means a 
growth rate of 8 percent. But the engines of growth—exports and 
foreign investment—were now switched off. Domestic demand had 
to take their place. The government resorted to good-old Keynes-
ian remedies: fostering large infrastructure projects and trying to 
stimulate housing construction. China was determined to avoid 
devaluing its currency for a number of reasons. It wanted to en-
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hance its stature in the world, build a stronger relationship with the 
United States, and attain membership in the World Trade Organi­
zation (WTO); it was also afraid of provoking protectionist coun-
termeasures in the United States if it devalued. Devaluation would 
have also undermined the Hong Kong currency board, and the 
Chinese government was passionately committed to the idea of 
"one country, two economic systems" because it wanted mainland 
China to become more like Hong Kong. It also wanted to create a 
favorable precedent for the future reunification with Taiwan. 

In the summer of 1998 it was far from clear whether these poli­
cies would work. The Chinese government was hoping to achieve 
the same effect as a devaluation by imposing import restrictions and 
providing export subsidies, but there was a lively trade in clandes­
tine imports, particularly by enterprises associated with the People's 
Liberation Army, which undercut the demand for domestic prod­
ucts. The banking system and the balance sheets of China's state-
owned enterprises (SOEs) continued to deteriorate. The trade 
surplus was illusory because of all the smuggling. The official 
reserves were barely maintained because of the hidden flight of cap­
ital. Steps to encourage private ownership of homes had the per­
verse effect of encouraging savings. The banking system used the 
savings to preserve moribund SOEs, which merely increased the 
state's indebtedness to its citizens without stimulating the economy. 
Radical structural reforms were needed, but they had to be put on 
hold because they might have provoked social unrest. 

The global financial crisis reached its final culmination in the fall 
of 1998 when Russia defaulted on its internal debt, thereby shaking 
the international banking system to its core and causing the near-
failure of Long Term Capital Management (LTCM), a highly lever­
aged hedge fund. 

I shall analyze the Russian experience in greater detail in Chapter 
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9. For now, let us focus on the effect of Russia's default on financial 
markets. The markets at the center had weathered the crisis at the 
periphery remarkably well. Stock and bond prices actually benefited 
from the abatement of inflationary pressures. The Federal Reserve 
had been about to raise interest rates when the Asian crisis erupted; 
the removal of that threat came as a relief to the markets. The 
spreads between less risky and more risky financial instruments 
widened as a result of the crisis, and banks with heavy exposure to 
periphery countries were inclined to reduce their balance-sheet 
exposure, but until Russia defaulted these deflationary pressures 
were well contained. 

The Russian default changed all this. Some banks and investment 
banks had been heavily involved in financing Russian banks, which 
speculated in Russian domestic treasury bills through currency as 
well as credit transactions; they also had some direct exposure, both 
for their own accounts and for clients. They now faced write-offs. 
But diis direct effect paled in significance compared to the indirect 
effects. After all, the Russian treasury-bill market was tiny in com­
parison with the various international swap and spread markets: 
government bonds versus mortgage-backed securities; treasury bills 
versus Eurodollars; Eurodollars versus Eurosterling; fixed rates versus 
variable rates, and so on. The proprietary trading desks of large 
banks and investment banks as well as some hedge funds (not mine) 
were engaged in arbitraging these spreads: buying those that seemed 
underpriced in the expectation that the spreads would revert to 
more normal levels. The spreads were already at or near record levels 
because of the Asian crisis; now they went through the roof. 

By far the largest player in the field was LTCM, the hedge fund 
formed by John Merriweather and his team when they left Salomon 
Brothers, a large investment bank that is now part of Citigroup. 
They had been successful, providing excellent returns to their in­
vestors and enjoying the highest reputation. They used sophisti­
cated models based on efficient market theory for trading, and they 
had two Nobel economists on their board. Their counterparties 
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were willing to trade with them without asking for any margin. In 
addition, they were able to obtain a large unsecured standby credit. 
At the beginning of 1998 they dividended out a significant portion 
of their investors' capital in order to increase the return on their 
remaining capital. They ran a balance sheet of over $100 billion and off-
balance sheet obligations of more than $1 trillion with equity capital 
of $5 billion. They now suffered major losses, and their equity capital 
had shrunk to around $600 million by the time the Federal Reserve 
Bank of New York brought together in a room LTCM's major coun­
terparties, who had the most to lose from its default, and encouraged 
them to form a large enough pool to prevent a meltdown. Had they 
not done so, the counterparties would have suffered major losses 
both on their exposure to LTCM and on their own proprietary 
accounts. Had it come to a liquidation of the outstanding positions, 
it would have been difficult to find buyers; moreover, the creditwor­
thiness of counterparties would have been brought into question, 
precipitating a classic panic. But the Federal Reserve Bank of New 
York did step in. The stock markets suffered a temporary sinking 
spell, but the Federal Reserve lowered interest rates three times in 
quick succession, and markets regained their composure. It was the 
closest the international financial system has come to a meltdown, 
and it was the only occasion that the stock markets at the center were 
adversely affected by the global financial crisis. 

I was finishing The Crisis of Global Capitalism just after the Rus­
sian default and just before the near-failure of LTCM. I saw it com­
ing and was greatly affected by it. It pushed me overboard and made 
me predict the imminent demise of the global capitalist system. 
This is exactly what I wrote: 

The global capitalist system was severely tested in the Mexican 
crisis of 1994-1995, but it survived and came back stronger than 
ever. That is when the period of acceleration occurred and the 
boom became increasingly unsound. The fact that the holders of 
Mexican treasury bills emerged from the crisis unscathed set a 
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bad example for speculators in Russian treasury bills. The turning 
point came with the Thai crisis of July 1997. It reversed the direc­
tion of the flow of funds.. . . 

At first, the reversal benefited the financial markets at the cen­
ter for the reasons I already explained and the buoyancy of the 
center also brought hope to die periphery. The Asian stock mar­
kets retraced almost exactly half their losses in local currency 
terms before retreating again. This might be interpreted as the 
twilight period. Eventually the financial markets at the center 
also succumbed to the bust. At first die erosion was gradual and 
the flow of funds into mutual funds remained positive, but die 
meltdown in Russia precipitated a selling climax that had some, 
but not all, of the earmarks of a market bottom. I believe that it is 
a false bottom, just as the bottom made by the Asian stock mar­
kets at the beginning of 1998 turned out to be false. I expect a 
retracement of up to 50 percent but I cannot rule out the possibil­
ity of a further decline before the rebound. Eventually the mar­
kets should go much lower, leading to a global recession. The 
disintegration of the global capitalist system will prevent a recov­
ery, turning the recession into a depression. 

I have diree mam reasons why I believe tJiat the bottom has 
not been reached. One is tiiat the Russian meltdown has revealed 
previously ignored flaws in the international banking system. 
Banks engage in swaps, forward transactions, and derivative 
trades among each other and with their clients. These transac­
tions do not show up in the balance sheets of the banks. 

When Russian banks defaulted on their obligations, Western 
banks remained on the hook both on their own account and on 
behalf of clients. Hedge funds and other speculative accounts also 
sustained large losses. Banks are now frantically trying to limit 
their exposure, deleverage, and reduce risk. Their own stocks 
have plummeted and a global credit crunch is in the making.* 

*Since then, Long Term Capital Management collapsed with disastrous consequences. |Orig-
inal footnote.] 
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Second, the pain at the periphery has now become so intense 
that individual countries have begun to opt out of the global capi­
talist system or simply fall by the wayside. First Indonesia, then 
Russia, suffered pretty complete breakdowns. What happened in 
Malaysia and, to a lesser extent, in Hong Kong is in some ways 
even more ominous. The collapse in Indonesia and Russia was 
unintended, but Malaysia shut itself off from international capital 
markets deliberately. Its action has brought temporary relief to 
the Malaysian economy and allowed its rulers to maintain them­
selves in power but, by reinforcing a general flight of capital from 
the periphery, it has put additional pressure on those countries 
that are trying to keep their markets open. If the capital flight 
makes Malaysia look good in comparison with its neighbors, the 
policy may easily find imitators. 

The third major factor working for the disintegration of the 
global capitalist system is die evident inability of the international 
monetary authorities to hold it together. IMF programs do not 
seem to be working and the IMF has run out of money. The 
response of the G7 governments to tiie Russian crisis was woe­
fully inadequate, and the loss of control was quite scary. Financial 
markets are rather peculiar in this respect: They resent any kind 
of government interference but they hold a belief deep down that 
if conditions get really rough the authorities will step in. This 
belief has now been shaken.* 

The reflexive interaction among these three factors leads me 
to conclude that we have passed the crossover point and the trend 
reversal is reinforced by a reversal of the prevailing bias. How 
events will unfold depends largely on the response of the banking 
system, the investing public, and the authorities at tlie center. 

- The range of probabilities lies between a cascading decline of the 
stock markets and a more drawn-out process of deterioration. 

I think the latter alternative more likely. The shock to the 

These points figured in my congressional testimony on September 15, 1998. [Original foot­
note.] 
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international financial system is likely to wear off; the forced liq­
uidation of positions will be absorbed. One of the main sources of 
tension, the strength of the dollar and the weakness of the yen, 
has already been corrected. Another trouble spot, Hong Kong, 
seems to have found a way to regain control over its destiny. Rus­
sia has been written off. An interest rate cut is in prospect. Stocks 
have fallen far enough that many of them appear attractive. The 
public has learned that it pays to buy dips in an everlasting bull 
market and it will take time before it discovers that the bull mar­
ket does not last forever. Therefore it will take time for the three 
main negative forces to make their effect felt. 

But the false dawn will be followed by a prolonged bear mar­
ket, just as in the 1930s and in Asia currently. The public will stop 
buying dips and start moving out of stocks into money market 
funds or treasury bills. The wealth effect will take its toll and con­
sumer demand will decline. Investment demand will also decline, 
for a number of reasons: Profits are under pressure, United States 
imports are rising and exports falling, and the supply of capital for 
the less well established enterprises and for real estate deals has 
dried up. Reductions in interest rates will cushion the market 
decline and the economy would eventually recover if the global 
capitalist system held together. But the chances of it falling apart 
have greatly increased. If and when the U.S. domestic economy 
slows down, the willingness to tolerate a large trade deficit will 
decrease and free trade may be endangered. 

Earlier I had thought that the Asian crisis would lead to the 
ultimate triumph of capitalism: Multinational corporations 
would replace the overseas Chinese families and the Asian model 
would be assimilated into the global capitalist model. That could 
still happen, but it is now more likely that countries at the periph­
ery will increasingly opt out of the system as their prospects for 
attracting capital from the center fade away. Banks and portfolio 
investors have suffered severe losses and diere are more to come. 

2^0 



The Financial Crisis of lyyj-njcjy 

Russia is likely to default on its dollar obligations. Losses in 
Indonesia will also have to be recognized. Banks are punished by 
their shareholders for their exposure to the periphery: They will 
not want to increase their commitments. Only international gov­
ernmental action could pump money into the periphery, but 
there is no sign of international cooperation. 

In retrospect, my prediction was clearly wrong. It illustrates how 
dangerous it is to make unequivocal predictions, especially as my 
conceptual framework of reflexivity regards the future as open-
ended. Of course, one cannot participate in financial markets with­
out adopting some hypothesis about the future. Here, I made my 
bet and lost. It was a painful experience to endure both personally 
and professionally. 

Although chastened, I do find some value in the experience 
because it exposed some of the weaknesses in my original analysis. I 
quote my misguided prognosis in full because it is important to 
understand where it went wrong. My specific mistake was to think 
that the Fed would fail to intervene to save LTCM. After all, its job 
is to protect the U.S. financial system, and the failure of LTCM 
could have endangered that. I have been arguing that the playing 
field of global capitalism is skewed in favor of the center. What bet­
ter demonstration could I ask for than the disparity between the 
ability of the U.S. monetary authorities to protect the U.S. econ­
omy and the inability of the international monetary authorities to 
protect the global economy? 

My mistake went deeper that that, however. Preoccupied with 
the flaws in international financial arrangements, I failed to give 
adequate weight to the tremendous improvements in productivity 
brought about by technological innovations, particularly in com­
munications and information processing. These reached critical 
mass and began to exert powerful influence on the economy as well 
as the stock market. The Internet has created its own bubble, one 
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that resembles previous bubbles but exceeds them in scale. Helped 
by that bubble, the Internet and other innovations are bringing fun­
damental changes to the way business is transacted. These will have 
far-reaching effects on the fortunes of individual companies and 
industries. They have also enhanced the competitive advantage of 
the United States and altered the relationship between center and 
periphery. This has made it much harder to opt out of a system that 
gives access not only to capital but also to improvements in technol­
ogy. Nationalizing assets could be at least initially rewarding when 
the technology for using those assets was more or less stable and 
known; that was the case with oil companies. But when it is entre-
preneurship rather than capital that counts, there is no readily avail­
able alternative to encouraging entrepreneurship. 

Looking back, it is obvious that my analysis was permeated by a 
bearish bias. I envisaged declines of various shapes and sizes, but the 
idea that die stock market may go on to new heights did not enter 
my field of vision. It is difficult to reverse one's bearish bias when 
many of the underlying considerations remain in force. A global 
credit crunch has been avoided, and the pressure to opt out of die 
system did not materialize. Still, the disparity between center and 
periphery has become more pronounced, and the capacity of inter­
national financial institutions to control or influence financial mar­
kets has been weakened. The instability of the system is greater 
than ever; I shall address that issue in Chapter 10. 

Soros Fund Management has had great difficulty in shaking off 
its bearish bias. My boom-bust model calls for a period of accelera­
tion after a successful test, and we managed to participate in it but 
not wholeheartedly enough. We tried to play Internet stocks on the 
short side too soon, and we had our head handed to us: By May 
1999, Quantum Fund had dropped 20 percent from die beginning 
of die year. Once again we managed to rectify the situation by cor­
rectly identifying the next group of leaders among technology com­
panies, and we ended the year with a gain of 35 percent. That meant 
a jump of nearly 70 percent from die low point of 1999. This time 
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we overstayed our welcome and got caught in the downdraft that 
started in March 2000. The roller-coaster ride was too much for the 
man at the helm: Stan Druckenmiller, the chief investment man­
ager of the fund, decided to quit. I, on my part, felt obliged to call it 
a day and convert Quantum Fund into a more conservative invest­
ment vehicle with a broad diversification of risks. 

It is very tempting to stay engaged and play the market on the 
short side now that the chickens are finally coming home to roost, 
but that would be a recipe for disaster. I am no longer qualified to 
take an active role in managing a hedge fund. The job requires 
single-minded attention to the task, and I have too many other 
interests and commitments.* Neither do I have any longer the 
endurance to absorb the tension and pain that the job entails. I 
would have a lot more to lose than to gain by going back into the 
ring. There is nothing quite so pathetic as an overage champion 
trying to slug it out. Even if I managed to cash in on an impending 
bust, it would not resolve my real problem: how to arrange for the 
proper management of my estate. I have the rare privilege of 
being able to act as the executor of my own estate; to discharge my 
duties properly I must not manage the estate myself. 

In reviewing the events of the last few years, I have to question 
the usefulness of the boom-bust model. It was never meant to be 
more than an illustration of how near-equilibrium conditions can 
turn into far-from-equilibrium situations, but I carried an example 
that worked for the conglomerate boom too far. Already the anal­
og}' between the Soviet system and the U.S. banking system was 
stretching a point, and in the end my attempt to fit this pattern to 
the course of events in the 1997-1999 crisis became counterproduc­
tive. I rode what had been a fertile fallacy' into exhaustion. 

*It is interesting to conjecture that the writing of The Crisis of Global Capitalism left me with a 
bearish bias that hindered us in the subsequent boom. A similar connection occurred in 1987 
when I was too busy discussing The Alchemy of Finance with economists in Boston to take eva­
sive action just before the crash. In my heydey I used to have a rule against public pronounce­
ments. 
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I do not think this exercise in self-flagellation invalidates my 
approach. On the contrary, it reinforces the importance of recog­
nizing our fallibility. I overused a specific boom-bust model, but the 
basic idea remains valid: A prevailing bias and a prevailing trend can 
interact in an initially self-reinforcing but eventually self-defeating 
way. It is also true that a successful test tends to reinforce a prevail­
ing bias, whereas an unsuccessful one tends to reverse it. The 
moment of truth and the twilight period are more doubtful con­
cepts: They can be identified only by hindsight, if at all. 

Admittedly it was methodologically incorrect to make such an 
unconditional prediction, since the tlieory of reflexivitv permits 
only the formation of alternative scenarios. But market participants 
do not have the luxury of abiding by scientific method; they have to 
act on the basis of false hypotheses. Having made a false prediction, 
I have at least demonstrated diat die hypotheses I work with are fal-
sifiable. In a peculiar way my erroneous analysis serves to justify an 
approach that is based on recognizing fallibility and correcting mis­
takes—as Soros Fund Management was able to do for thirty years. 
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C II A P T E R 9 
Who Lost Russia? 

T
he collapse of the Soviet empire in 1989 and then the 
Soviet Union in 1991 offered a historic opportunity to 
transform the region into open societies. But Western 
democracies failed to rise to the occasion; the entire 

world suffers the consequences. The Soviet Union and then Russia 
needed outside help because open society is a more sophisticated 
form of social organization than is closed society. In a closed soci­
ety, there is only one concept of how society should be organized: 
That's the authorized version, which is imposed by force. Within 
open society, citizens are not only allowed but required to think for 
themselves, and there are institutional arrangements that allow 
people with differing interests, backgrounds, and opinions to coex­
ist in peace. 

The Soviet system was probably the most comprehensive form of 

235 



G E O R G E S O R O S 

closed society in human history. It penetrated practically all aspects 
of existence: political and military as well as economic and intellec­
tual. At its most aggressive it even tried to invade natural science— 
as the case of Trofim Lysenko showed.* To make a transition to 
open society required a revolutionary change in regime that could 
not be accomplished without outside help. This insight prompted 
me to rush in and establish Open Society Foundations in one coun­
try after another throughout the former Soviet empire. 

But the open societies of the West lacked this insight. In 1947, 
following the devastation of World War II, the United States 
launched the historic Marshall Plan to rebuild Europe; after the col­
lapse of the Soviet system, such an initiative was unthinkable. I pro­
posed something like it at a conference in the spring of 1989 in 
Potsdam, which was then still part of East Germany, and I was literally 
laughed at. William Waldegrave, a minister in Margaret Thatcher's 
foreign office, led the jeers. Thatcher was a staunch defender of 
freedom—whenever she visited communist countries she insisted 
on meeting with dissidents—but the idea that open society needs to 
be constructed and that the construction may require—and 
deserve—outside help was apparently beyond her understanding. 
As a market fundamentalist, she did not believe in government 
intervention. In fact, the communist countries were left largely to 
fend for themselves; some made the grade, but others did not. 

There is much soul-searching and finger-pointing going on with 
regard to Russia. Articles are being written asking Who lost Russia? 
I am convinced that we—the Western democracies—are largely 
responsible and that the sins of omission were committed by the 
Bush and Thatcher administrations. The record of Chancellor Hel­
mut Kohl's Germany is more mixed. Both in extending credits and 
in making grants, Germany was the largest financial contributor to 
the Soviet Union and, later, to Russia, but Kohl was motivated 

"Trofim Lysenko was an agronomist who tried to prove, in support of Marxism, that acquired 
traits can be inherited. 
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more by the desire to buy Russian acquiescence in German reunifi­
cation than to help transform Russia. 

I contend that if Western democracies had truly engaged them­
selves, Russia could have been firmly established on the road toward 
a market economy and an open society. I realize that such a con­
tention runs counter to prevailing views. It is counterfactual 
because, in fact, the economic reform efforts were dismal failures. 
One would have to believe in die efficacy of foreign aid to argue 
mat the outcome could have been different. But foreign aid has a 
bad record, and the idea tfiat governmental intervention could actu­
ally help an economy goes against the prevailing market-fundamen­
talist bias. So attention is concentrated on who did what that went 
wrong. But it is that same market-fundamentalist bias that must be 
held responsible for the outcome. It militated against a genuine 
engagement to assist the Soviet Union and later Russia. 

People felt sympathy, but of an inchoate sort. Open societies in 
the West did not believe in open society as a universal idea, the real­
ization of which would justify considerable effort. This was my 
greatest disappointment and misjudgment. I was misled by the 
rhetoric of the Cold War. The West was willing to support the tran­
sition with words but not with money, and whatever aid and advice 
was given was misguided by a market fundamentalist bias. The 
Soviets and then Russians were receptive, even eager, for outside 
advice. They realized that their system was rotten and tended to 
idolize the West. Alas, they made the same mistake as I: They 
assumed the West would be genuinely concerned. 

I had set up a foundation in the Soviet Union as early as 1987. 
When xMikhail Gorbachev phoned Andrei Sakharov in his exile in 
Gorki and asked him to "resume his patriotic activities in Moscow," 
I realized that a revolutionary change was in the making. I have 
described my experiences elsewhere.* What is relevant here is that 

*George Soros, Underwriting Democracy (New York: Fret Press, Macmillan, 199 r). 
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in 1988 I proposed setting up an international task force to study 
the creation of an "open sector" in the Soviet economy, and some­
what to my surprise—I was then an obscure fund manager—my 
proposal was accepted by Soviet officials. 

The idea was to create a market sector within the command 
economy, selecting an industry like food-processing, which would 
sell its products to consumers at market rather than command prices 
(with an appropriate system for transfer from command prices to 
market prices). This open sector could then be gradually enlarged. 
It soon became evident that the idea was impractical because the 
command economy was too diseased to nurture the embryo of a 
market economy. That is, the problem of transfer pricing could not 
be solved. But even such a harebrained idea from an insignificant 
source was supported at the highest level. Prime Minister Nikolai 
Ryzhkov ordered the heads of the major Soviet institutions—Gos-
plan, Gosnab, and so on—to participate. It is true that I was able to 
attract Western economists like Wassily Leontief and Romano 
Prodi to participate from the Western side. 

Later on I put together a group of Western experts who provided 
advice to different groups of Russian economists preparing compet­
ing economic reform programs. Then I arranged for the authors of 
the principal Russian proposal for economic reform—the so-called 
Shatalin Plan—led by Grigory Yavlinsky, to be invited to the 1990 
IMF/World Bank meeting in Washington. Gorbachev wavered 
over the plan and finally decided against it. He balked at two issues; 
the privatization of land, and the simultaneous dissolution of the 
Soviet Union along with the formation of an economic union. I still 
think the Shatalin Plan would have provided for a more orderly 
transition than did the actual course of events. 

Soon thereafter Gorbachev fell from power, the Soviet Union 
disintegrated, and Boris Yeltsin became the president of Russia. He 
entrusted the economy to Yegor Gaidar, head of an economic 
research institute, who had studied macroeconomic theory from the 
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standard textbook of Rudi Dornbusch and Stan Fischer. Gaidar 
tried to apply monetary policy to an economy that did not obey 
monetary signals. State-owned enterprises were continuing to pro­
duce according to plan, even if they were not getting paid for it. I 
remember calling Gaidar in April 1992 to point out that debt 
between companies was rising at a rate that was equal to one-riiird 
of the GNP; he acknowledged the problem but carried on regard­
less. 

When Gaidar failed an uneasy balancing act followed, and even­
tually Anatoly Chubais, from a different research institute, emerged 
as deputy prime minister in charge of the economy. He gave prior­
ity to the transfer of property from the state to private hands. He 
believed that once state property was privatized, the owners would 
start protecting their property and the process of disintegration 
would be arrested. 

That is not how it worked out. A scheme for distributing 
vouchers, which citizens could then use to purchase state-owned 
companies, became a free-for-all to grab the assets of the state. 
Managements took control of companies by cheating workers out of 
vouchers or buying up shares on the cheap. They continued to 
siphon off earnings and, often, assets into holding companies based 
in Cyprus, partly to avoid taxes, partly to pay for the shares they 
acquired, partly to build up assets abroad owing to a lack of confi­
dence in what was going on at home. Fortunes were made overnight 
even while there was an extreme shortage of money and credit, both 
in rubles and in dollars. 

Out of these chaotic conditions the rudiments of a new economic 
order began to emerge. It was a form of capitalism but it was a very 
peculiar one and it came into existence in a different sequence from 
what could have been expected under normal conditions. The first 
privatization was tfie privatization of public safety, and in some ways 
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it was the most successful. Sundry private armies and mafias were 
set up, and they took charge where they could. The managements 
of state-owned enterprises formed private companies, mainly in 
Cyprus, which entered into contracts with the state enterprises. 
The factories ran at a loss, did not pay taxes, and fell into arrears in 
paying wages and settling debts with other companies. The cash 
flow was siphoned off to Cyprus. New banks were formed, partly by 
state-owned companies and state-owned banks, partly by newly 
emerging trading groups. Some banks made fortunes by handling 
the accounts of various state agencies, including the Russian Trea­
sury. 

Then, in connection with the scheme for privatizing state compa­
nies by the distribution of vouchers, a market for stocks was born 
before the mechanisms for registering stocks and efficiently settling 
transactions were properly in place—and long before the enter­
prises whose stocks were traded started to behave like companies. A 
culture of lawbreaking became engrained long before appropriate 
laws and regulations could be enacted. The proceeds from the 
voucher scheme did not accrue either to the state or to the compa­
nies themselves. At first the managers had to consolidate their con­
trol and service the debts they had incurred in the process of 
acquiring control; only afterward could they begin to generate earn­
ings within the companies. Even then, it was to their advantage to 
hide rather than report earnings unless they could hope to raise cap­
ital by selling shares. But only a few companies reached that stage. 

These arrangements could be justly described as "robber capital­
ism," because the most effective way to accumulate private capital if 
one had hardly anything to start with was to appropriate the assets 
of the state. There were, of course, some exceptions. In an economy 
starved of services, it was possible to make money more or less legit­
imately by providing them, for example, through repair work or 
running hotels and restaurants. 

Foreign aid was left largely to two international financial institu-
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tions—the IMF and World Bank—because Western countries were 
unwilling to put up money from their own budgets. I was opposed 
to this arrangement on the grounds that the IMF is institutionally 
ill-suited for the job. It operates by getting governments to sign a 
letter of intent to adhere to conditions governing stability of cur­
rency and central budget, among other requirements, and it sus­
pends payments if a government fails to meet the conditions. When 
a country does not have an effective government, this method prac­
tically guarantees that the program will fail. That is what happened 
in Russia. The central government was unable to collect taxes, and 
the only way it could meet the money-supply targets was by refus­
ing to meet budgetary obligations. Wage arrears and debts between 
companies built up to unmanageable levels. I argued that a more 
direct, intrusive approach was needed, and it would have been 
eagerly accepted at the time. But that would have meant putting up 
real money, and the Western democracies balked at the prospect. 

When the IMF extended a $15 billion loan to Russia, I argued in 
an article published in the Wall Street Journal on November n , 
1992, that the money should be earmarked for the payment of social 
security benefits and that the disbursement of the funds should be 
closely monitored. Because of the undervaluation of the ruble, pen­
sion payments were only $8 per month, so the money would have 
been sufficient to pay all the pensions. My proposal was not given 
serious consideration because it did not fit into the IMF mode of 
operation. So I set out to show that foreign aid could be made to 
work. 

I set up the International Science Foundation with $100 million 
(the eventual disbursements reached $140 million). Our first act 
was to distribute $500 each to some 40,000 of Russia's best scientists 
in the hope that this would encourage them to stay in Russia and 
continue their scientific work. This took only $20 million, and it 
allowed these scientists to survive for a year. The criteria for select­
ing the recipients were open, transparent, and objective: The scien-
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rists must have published three articles in the leading scientific pub­
lications. The distribution was accomplished in a few months, with 
an expense ratio of less than 10 percent, and die scheme assured 
payments in dollars to each recipient throughout the former Soviet 
Union. This proved that my proposal for controlling the disburse­
ment of funds was practical. 

The rest of die money was spent to support research on the basis 
of an internationally organized peer-review process in which the 
most famous scientists of the world participated. (Boris Berezovsky, 
who later became an infamous oligarch, contributed $1.5 million 
for travel grants for reasons of his own. This was the only Russian 
contribution.) All the funds were committed in less than two years. 

My reasons for supporting scientists were complex. I wanted to 
demonstrate that foreign aid could be successful, and I selected sci­
ence as die field of demonstration because I could count on support 
from members of the international scientific community, who were 
willing to donate their time and energy for evaluating the research 
projects. But the mechanics of the emergency aid distribution could 
have been made to work for pensioners as well as scientists. 

There were odier arguments in favor of helping scientists. Dur­
ing the Soviet regime many of the best brains had joined research 
institutes where independent thinking was more tolerated than in 
the rest of Soviet society, and they produced science that was at the 
cutting edge of human accomplishments. It was a somewhat differ­
ent strain from Western science—more speculative and less ad­
vanced technically except in a few priority areas. Scientists were also 
in die forefront of political reform. Andrei Sakharov was particu­
larly well known and admired, but there were many others. In addi­
tion, diere was die danger that nuclear scientists would be enticed 
away by rogue states. 

The entire undertaking was a resounding success and gave my 
foundation an unassailable reputation. There were many attacks 
against us because we engaged in controversial programs. For 
instance, we ran a competition for new textbooks free of Marxist-
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Leninist ideology and were accused of poisoning the minds of stu­
dents. On one occasion the Duma conducted hearings on charges 
that we were acquiring scientific secrets on die cheap, although all 
research sponsored by the foundation had to be published and 
belonged to the public domain. The entire scientific community 
rose in our support, and so the Duma ended up passing a vote of 
thanks. When I say that history would have taken a different course 
if the Western democracies had come to the aid of Russia after the 
collapse of the Soviet system, I can therefore rely on my own exper­
iment. Imagine how differently Russians would feel about the West 
today if the IMF had paid their pensions when they were on die 
verge of starvation. 

I abstained from personally investing in Russia, partly to avoid 
any conflict of interest but mainly because I did not like what I saw. 
I did not interfere, however, with my fund managers who wanted to 
invest, and I also approved their participation in a Russian-run 
investment fund on equal terms with other Western investors. 

I attended the World Economic Forum in Davos in January 1996 
where the communist presidential candidate, Gennadi Zyuganov, 
was well received by the business community. I met with Boris 
Berezovsky and said to him that if Zyuganov was elected he, Bere­
zovsky, would hang from a lamppost. I wanted him to support Grig-
ory Yavlinsky, whom I considered the only honest reformer among 
the candidates, but I was naive. I did not realize to what extent Bere­
zovsky was involved in dirty dealings with Yeltsin's family. Accord­
ing to his own public statements, my warning about his safety 
concentrated his mind. He got together with the odier leading Rus­
sian businessmen who were attending the Davos conference, and 
they formed a syndicate to work for Yeltsin's reelection. 

That is how they became the oligarchs. It was a remarkable piece 
of political engineering: Yeltsin started with an approval rating of 
lower than 10 percent, and they succeeded in getting him reelected. 
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The campaign was managed by Anatoly Chubais. I do not know the 
details, but I can use my imagination. When one of Chubais's aides 
was caught leaving the Russian White House—the headquarters of 
the prime minister and his government—with some $200,000 in a 
suitcase I am sure it was not play money. The oligarchs extorted a 
heavy price for their support of Yeltsin. They received shares in the 
most valuable state-owned companies as security against loans they 
made to the state budget in an infamous "loans for shares" scheme. 
After Yeltsin won die election, these companies were put up for auc­
tion and the oligarchs divided them up among themselves. 

I know Chubais well. In my opinion, he is a genuine reformer 
who sold his soul to the devil in order to fight what he called the 
"red-brown menace"—a combination of socialism and national­
ism—which he believed would come to dominate Russia unless he 
did something to prevent it. After Yeltsin's reelection, he again took 
charge of the economy, but he had difficulty controlling the oli­
garchs. I was greatly encouraged when Yeltsin brought Boris 
Nemtsov, the reformist governor of Nizhny Novgorod, into the 
government and treated him as his adopted son. Chubais was 
tainted by the elections, but Nemtsov was clean: He could stand 
firm where Chubais could not. I took this as a signal that the Yeltsin 
regime, under the leadership of Chubais, genuinely wanted to move 
away from robber capitalism toward legitimate capitalism. The 
budget deficit and money supply were kept within bounds, and back 
taxes began to be collected. Inflation and interest rates declined. 
Shareholder rights were better respected, and the stock market 
boomed. Foreign money poured into stocks and debt instruments. 
Russian borrowers could obtain five-year loans at only 250 basis 
points above the London interbank rate. 

It was against this background that I decided in 1997 to partici­
pate in the auction of Svyazinvest, the state telephone holding com­
pany. I agonized over the decision, being all too aware of the 
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pervasive corruption in Russia. It would have been easier to keep 
my hands clean by sticking to philanthropy, but I felt that Russia 
needed foreign investment even more than philanthropy. If Russia 
could not make the transition from robber capitalism to legitimate 
capitalism, all my philanthropy was in vain. So I decided to partici­
pate in a competing bid for Svyazinvest that turned out to be the 
winning one. This was the first genuine auction in which the state 
was not shortchanged. Although we paid a fair price—just under $2 
billion, nearly half put up by my funds—I calculated that it would 
prove to be a very rewarding investment if the transition to legiti­
mate capitalism came to pass. 

Unfortunately that is not what happened. The auction precipi­
tated a knockdown, drag-out fight among the oligarchs, a falling-
out among thieves. Some of the oligarchs were eager to make the 
transition to legitimacy while others resisted it because they were 
incapable of working in a legitimate manner. The main opponent of 
the auction and its outcome was Boris Berezovsky. After his allies 
lost the auction, he vowed to destroy Chubais. I had a number of 
heart-to-heart talks with him, but I did not manage to dissuade him. 
I told him that he was a rich man, worth billions on paper. His 
major asset was Sibneft, one of the largest oil companies in the 
world. All he needed to do was to consolidate his position. If he 
could not do it himself, he could engage an investment banker. He 
told me I did not understand: It was not a question of how rich he 
was but how he measured up against Chubais and against the other 
oligarchs. They had made a deal, and they must stick to it. He must 
destroy or be destroyed himself. 

I came to witness at close quarters an astonishing historic specta­
cle in which powerful oligarchs tried to reverse the results not only 
of the auction but of the entire government effort to control the oli­
garchs. It seemed as if I were watching people fighting in a boat as it 
drifted toward a waterfall. As part of a campaign of charges and 
countercharges, Berezovsky revealed that Chubais had received 
$90,000 from a phony book contract, which was in fact the other 
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oligarchs' payment for his services as Yeltsin's campaign manager. 
Chubais was weakened and distracted by the constant need to 
defend himself. Tax collections required his personal intervention if 
they were to go forward, and tax revenues fell. There was a danger­
ous drift downward in the economy in 1998 just as the Asian crisis 
began to make its effects felt. It culminated in Russia defaulting on 
its internal debt in August 1998, which shook the international 
financial markets. 

Korean and Brazilian banks that had invested heavily in the Rus­
sian market had to liquidate their positions. Some leading Moscow 
banks were also exposed because they had large speculative bond 
positions and were also carrying uncovered forward contracts in the 
ruble. There had been some precarious moments in December 
1997, but diey had passed. Interest rates were sharply raised and 
government spending reduced, but the Duma balked at passing the 
laws necessary for structural reform. On March 24, 1998, Yeltsin 
dismissed Viktor Chernomyrdin as prime minister and on April 24 
forced the Duma to accept Sergei Kiriyenko, a young technocrat 
recommended by Gaidar and Chubais, as replacement. For a brief 
moment, Russia had a reformist government, the best it has seen 
since die breakup of the Soviet Union, and in July 1998 the IMF 
came through with a loan of SDR 8.5 billion (about U.S. $11.2 bil­
lion), of which SDR 3.6 billion (about U.S. $4.8 billion) was dis­
bursed. But it was not enough. 

At this point, I shall turn to what I call a real-time experiment. I 
started it just before the final meltdown. I reproduce faithfully the 
notes I wrote during a two-week period while the crisis unfolded. 
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A Real-Time Experiment 

Sunday, August 9,1998 

Ruble (spot) = 6.29 

Ruble Forwards* = 45% 
GKOf = 94.52% 
Prins1 = 21.79% 
S&P = 1,089.45 
U.S. 30-year Treasury-Bond = 5.63% 

I had not been following developments in Russia closely until the last 
two or tiiree days—I was too busy writing this book. I was aware that 
the situation remained desperate even after the IMF agreed to an 
$18 billion bailout package. Interest rates on Russian government 
debt remained at astronomical levels—between 70 percent and 90 
percent for one-year ruble-denominated treasury bills (GKOs). The 
syndicate which had bought 25.1 percent of Svyazinvest—the Rus­
sian telephone holding company—and of which we were the largest 
foreign participants, was approached by the Russian government to 
provide a temporary bridge loan leading to the sale of the next 
tranche of 24.9 percent in Svyazinvest. It was in our interest to make 
the sale a success but I did not like the idea of throwing good money 
after bad—that is why I decided to focus on the situation. 

It soon became obvious that the refinancing of the government 
debt presented a seemingly insurmountable problem. The IMF 
program had assumed that the domestic holders of the debt would 
roll over (reinvest) their holdings when they matured; the only 
question was at what price. If the government was successful in col-

"Implicit interest rates on one month nondeliverable forward contracts for rubles traded in 
dollars. 
'Yield on ruble-denominated Russian government treasury bills. 
:Yield on dollar-denominated Russian government bonds. 
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leering taxes, interest rates would eventually come down to tolera­
ble levels, say 25 percent, and the crisis would be over. What this 
line of reasoning left out of account was that much of the debt was 
held by domestic holders who were not in a position to roll over 
their maturing GKOs at any price. Corporations were being forced 
to pay taxes, and what they paid in taxes could not be reinvested in 
GKOs. More importantly, the banking sector, with the exception of 
Sberbank, the state-owned savings bank, had bought GKOs with 
borrowed money. Due to the decline in the Russian stock and bond 
markets most of these banks were insolvent and even those which 
were solvent were unable to renew their credit lines. As a result, not 
only were they not buyers, some of their existing holdings had to be 
liquidated in order to meet margin calls. Much of the credit had 
come from foreign banks, some of whom tried to liquidate their 
own positions as well. Waves of selling depressed the dollar-denom­
inated Russian debt to record low levels. There was a full-blown 
banking crisis in progress. 

A banking crisis is usually contained by the central bank inter­
vening and providing liquidity, for instance by lending money 
against collateral at concessionary rates; but in this case the central 
bank was prevented from doing so by the terms of the IMF agree­
ment. That is what made the situation seemingly insoluble. 

On Friday, August: 7,1 telephoned Anatoly Chubais, who was on 
vacation, and Yegor Gaidar, who was minding the store. I told them 
that in my view the situation was terminal: the government would 
be unable to roll over its debt after September even if the second 
tranche of the IMF loan was released. To aggravate the situation, 
the Ukrainian government wras on the verge of defaulting on a $450 
million loan arranged by Nomura Securities coming due next Tues­
day. In these circumstances I could not justify participating in a 
bridge loan: die risk of default was too great. I saw only one way 
out: to put together a large enough syndicate to cover the Russian 
government's needs until the end of the year. It would have to be a 
public and private partnership. The Svyazinvest group could partic-
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ipate with, say, $500 million, but the private sector on its own could 
not come up with enough money. I asked how much would be 
needed. Gaidar told me, $7 billion. This assumed that Sberbank, 
the only bank that has large deposits from the public, wrould be able 
to roll over its holdings. For the time being the public was not with­
drawing deposits from the banks on a significant scale. "That means 
the syndicate would have to be formed with $10 billion," I said, "so 
as to reestablish public confidence." Half would have to come from 
foreign government sources, such as the Exchange Stabilization 
Fund (which is under the control of the U.S. Treasury) and the 
other half from the private sector. The syndicate would come into 
operation when the second tranche of the IMF loan is released in 
September. It would underwrite one-year GKOs starting at, say, 35 
percent p.a., gradually dropping to say 25 percent. (The current 
rate is around 90 percent.) The program would be announced in 
advance; that would attract some public buying: it would make 
sense to invest at 35 percent when a credible program is in effect to 
reduce the rate to 25 percent by the end of the year. If successful, 
only a small portion of the $TO billion would be actually used. Both 
the public and private component would be difficult to put together, 
but I was willing to try. Gaidar was understandably enthusiastic. 

I called David Lipton, Undersecretary in charge of International 
Affairs at the U.S. Treasury. He was fully aware of the problem but 
they had not even thought of using the Exchange Stabilization 
Fund. The sentiment in Congress was strongly opposed to any kind 
of bailout. I said I was aware of it but I saw no alternative. There was 
a panic and it was in our national interest to support a reform-
minded government in Russia. If there was private participation it 
ought to make a bailout politically more palatable. Still, it would 
require the Russians to make a strong case on Capitol Hill. It would 
be also very difficult to line up the private participants because they 
consisted of investment banks and speculative investors like us and 
they could not be so easily mobilized by the authorities as die large 
commercial banks. 
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Just to explore all alternatives, I called Gaidar again and asked 
him whether it would be possible to impose a charge on those GKO 
holders who want to take cash on redemption. He said that would 
be counterproductive because it would destroy die credit standing 
of the GKOs. He was right of course. 

As of the present moment, I believe that without my scheme the 
government will default with cataclysmic consequences; even with 
the scheme, most of the Russian banks will be wiped out but it 
would be a mistake even to try to salvage them. 

Tuesday night, August n 

Ruble (spot) 
Ruble Forwards 
GKO 
Prins 
S&P 

- 6.30 

= 9 1 % 

= 147% 

- 23.92% 

= 1,068.98 

U.S. 30-year Treasury Bond = 5.60% 

I talked briefly with Lipton on Monday. The U.S. administration 
had reached no conclusion yet. He promised to call again. On Tues­
day diere was a collapse in die Russian financial market. Trading on 
the stock market was temporarily suspended. Government bonds 
sank to new lows. Even the international markets were affected. 
The scheme I have proposed is no longer feasible. Only a larger res­
cue package of minimum $15 billion could stabilize the market and 
no private investor could be expected to put up money. Lipton left 
for Moscow without calling me. I heard through the grapevine that 
he was exasperated going without anything to offer. I decided to 
write the following letter to the Financial Timer. 

Sir, The meltdown in Russian financial markets has reached 

the terminal phase. Bankers and brokers who had borrowed 
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against securities could not meet margin calls and forced selling 
swamped both the stock and the bond markets. The stock market 
had to be temporarily closed because trades could not be settled; 
prices of government bonds and Treasury bills fell precipitously. 
Although the selling was temporarily absorbed, there is a danger 
that the population will start again to withdraw funds from sav­
ings accounts. Immediate action is required. 

The trouble is that the action that is necessary to deal with a 
banking crisis is diametrically opposed to the action that has been 
agreed with the International Monetary Fund to deal with the 
budget crisis. The IMF programme imposes tight monetary and 
fiscal policy; the banking crisis requires the injection of liquidity. 
The two requirements cannot be reconciled without further 
international assistance. The IMF programme had assumed that 
there would be buyers for government bonds at a price: as the 
government proceeded to collect taxes and slash expenditures 
interest rates would come down and the crisis would abate. The 
assumption was false because much of the outstanding debt was 
held on margin and credit lines could not be renewed. There is a 
financing gap that needs to be closed. The gap will become big­
ger if the general public starts withdrawing deposits. 

The best solution would be to introduce a currency board after 
a modest devaluation of 15 to 2 5 per cent. The devaluation is nec­
essary to correct for the decline in oil prices and to reduce the 
amount of reserves needed for the currency board. It would also 
penalize the holders of ruble-denominated government debt, 
rebutting charges of a bail-out. 

About $5obn of reserves would be required: $2 3bn to cover MI 
[narrow money supply] and $2ybn to cover the shortfall on 
domestic debt refunding for the next year. Russia has reserves of 
SiHbn; the IMF has promised $i7bn. The Group of Seven [G7] 
needs to put up another $i5bn to make a currency board feasible. 
There would be no bail-out of the banking system. With the 
exception of a few institutions that hold public deposits, banks can be 
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allowed to fend for themselves. Government bond prices would 
immediately recover and the sounder financial institutions would 
survive. Some $4obn is held by Russians in foreign currencies. 
With a currency board they may be tempted to buy ruble-denomi­
nated government bonds at attractive yields. If they do, the G7 
standby credit would not need to be used. The reduction in inter­
est rates would help the government to meet its fiscal targets. 

If the G7 were willing to put up $15bn right away, the situation 
could be stabilised even without a currency board, although it 
might take longer and the damage would be greater. It would also 
be difficult to accomplish a limited currency adjustment without a 
currency board because the pressure for further devaluation 
would become irresistible, as it did in xMexico in December 1994. 

If action is delayed, the cost of a rescue will continue to mount. 
The cost would have been only $7bn a week ago. Unfortunately, 
international financial authorities do not appreciate the urgency oi the 
situation. The alternatives are default or hyper-inflation. Either 
would have devastating financial and political consequences. 

Thursday, August 13 

Ruble (spot) = 6.35 
Ruble Forwards • 162% 
GKO m 149% 

Prins = 23.76% 
S&P = 1,074.91 

U.S. 30-year Treasury Bond • 5.65% 

After I had written my letter to the Financial Times, the Deputy 
Governor of the Russian central bank imposed some restrictions on 
the convertibility of the ruble. It had a devastating effect on the 
Russian market: Stocks opened 15 percent lower and did not rally 
very much. My letter received a lot of attention but the emphasis 
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was on my advocating devaluation, not on my proposal for a cur­
rency board. It became one of the factors in what has come to be 
called Black Thursday. I was accused of speculating against the 
ruble. That is not at all what I intended. I felt obliged to put out 
another statement as follows: 

The turmoil in Russian financial markets is not due to any­
thing I said or did. We have no short position in the ruble and 
have no intention of shorting the currency. In fact, our portfolio 
would be hurt by any devaluation. 

The purpose of my letter to die Financial Times was to issue a 
wake-up call to the Gy governments. While the Russian govern­
ment is doing everything in its power to cope with the situation, 
it cannot succeed without further assistance from abroad. 

Friday, August 14 
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I talked to Treasury Secretary Rubin and stressed the urgency of 
the situation. He was fully aware but his concern was not shared by 
the otiier G7 governments, which were largely beyond reach on 
holidays. I was contacted by Senator Mitch McConnell and I urged 
him to call Rubin to assure him of Republican support in what 
would be a very risky operation. Late in the day I was approached 
on behalf of Kiriyenko. He is still looking for a $500 million bridge 
loan but that is no longer realistic. I offered to fly to Moscow to dis­
cuss the larger issues if it would help. 

253 



G E O R G E S O R O S 

Sunday night, August 16 
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I spent most of the weekend on Russia. I gave an interview on 
Echo Moskva radio station explaining my position, and my state­
ment was read on Russian TV. I hope that I managed to correct the 
false impression that I was advocating devaluation when I was 
pleading for a currency board or that I could benefit from devalua­
tion in some way. Spoke to Gaidar several times. Prepared an article 
advocating the currency board solution and sent it to him for 
approval. Just now (6:30 a.m. Monday, Moscow time) he told me 
that he had spoken to Larry Summers [deputy secretary of the Trea­
sury] and there was no help available; they will have to act unilater­
ally. I said my article was no longer relevant but he urged me to 
publish it anyhow. I won't. 

Tuesday, August 18 

Ruble (spot) = 6.80 
Ruble Forwards = 305% 

GKO* 
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On Monday, all hell broke loose. Russia imposed a moratorium 

Trading in GKOs was suspended as of August 17, so no figures are available in this category 
for the remainder of the tables. 
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and widened the trading band on the ruble, effectively devaluing it 
by up to 35 percent. What is worse, Russian banks are not allowed 
to honor their foreign obligations. This created havoc among their 
foreign counterparties, who dumped Russian securities at any price. 
David Lipton called me for a technical explanation and suggested I 
write them a memo. 

On re-reading it I find it rather garbled. The point I was trying to 
make is that it is still not too late to look for a constructive resolu­
tion of the crisis in Russia. The G~j should offer to put up the hard 
currency which is needed to set up a currency board provided the 
Duma passes the laws which are needed to meet the IMF condi­
tions. There are two possibilities; the Duma could agree to it or it 
could reject the offer. In the first case, the value of the ruble would 
be reestablished, the ruble debt could be restructured in an orderly 
fashion, and the structural reforms (putting companies that don't 
pay taxes into bankruptcy, etc.) could be implemented. Most Rus­
sian banks would go broke and the international banks and funds 
that had contracts with those banks would suffer losses; but Russian 
government obligations would regain some value, the better banks 
would survive, and the meltdown would be arrested. In the second 
case, the meltdown would continue but die onus would fall on the 
Duma. Yeltsin could dissolve the Duma, call elections, and imple­
ment the reforms. If they are successful, they would be endorsed by 
the electorate. Even if Yeltsin failed to rise to the occasion or the 
reforms were less than successful, we would have done what we 
could and we would have kept the flame of reform alive in Russia. It 
is a high risk strategy but doing nothing poses an even bigger risk. 

Saturday. August 22 

Ruble (spot) = 7.15 

Ruble Forwards = 443% 
GKO = defaulted 
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S&P - 1,081.18 

U.S. 30-year Treasury Bond = 5.43% 

International markets were badly affected by the Russian crisis in the 
last two days. For instance, the German stock market dropped 6 per­
cent on Friday. I find it surprising that it took so long for the penny 
to drop. My partner assures me that the U.S. stock market made a 
very good temporary bottom on Friday and we were buyers of stocks 
and sellers of put options. By the way, we did not trade any Russian 
securities during the entire period of this real-time experiment. 

I tried to push my idea with everyone who would listen during 
the week but to no avail. It could have helped the political situation 
in Russia. As it is, the Duma will not pass the laws and the IMF will 
not disburse the second tranche of the package. With no more 
money coming from abroad in the foreseeable future, Yeltsin will 
have to scuttle the present government and find a new source of 
support at home. But where? The oligarchs are fatally weakened. 
Gazprom and some of the oil companies remain. Is it back to Cher­
nomyrdin? He is certainly aspiring. But no regime can succeed, 
because the political will to remedy the structural defects is lacking. 
The downside is open ended. 

Sunday, August 23 

Yeltsin dismissed the government and reappointed Chernomyr­

din. Now I can't predict it anymore. 

Wednesday, August 26 

Ruble (spot) = 10.00 
Ruble Forwards = 458% 
GKO = defaulted 

Prins = 42.83% 
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S&P = 1,084.19 

U.S. 30-year Treasury Bond = 5.42% 

There is no limit to how far a meltdown can go. The disintegra­
tion of the Russian banking system is occurring in a disorderly fash­
ion. Banks have suspended payments and the public has panicked. 
The terms of the GKO conversion offer were announced and at 
first they were quite well received but the ruble has gone into a free 
fall, making the offer practically worthless. The international finan­
cial system is experiencing a few disruptions. There may be 
$75-100 billion of currency contracts outstanding and it is unclear 
which of them will be honored. A credit agency has downgraded 
Germany's largest commercial bank. A faint element of credit risk 
has been introduced into international inter-bank swap transac­
tions. It is likely to be temporary but it may reveal other weaknesses 
because of the high degree of leverage employed. European and 
U.S. stock markets have shuddered but are likely to regain their 
composure. The meltdown in Russia is terminal with incalculable 
political and social consequences. 

That is the end of the diary. 

The effect of the Russian default on the international financial 
markets has already been discussed. The effect on the Russian econ­
omy was less devastating than expected. The default on treasury 
bills brought relief to the budget; the recovery in oil prices helped 
both the fiscal and the trade balance; and the devaluation announced 
by Yeltsin in the summer of 1998 led to increased demand for 
domestic products. After an initial shock caused by the collapse of 
the banking system, the economy hit bottom and began to recover. 
The banks and the oligarchs suffered serious losses, but within a 
year Russian GNP was higher than before the financial crisis. Even 
the foreign creditors were offered settlements that they found 
advantageous to accept. 
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Russia's political and social evolution has been far less satisfactory. 
Yeltsin's family, under the guidance of Boris Berezovsky, had been 
looking for a successor who would protect them against prosecution 
after the presidential election. They finally found one in Vladimir 
Putin, director of the Federal Security Service. In the summer of 
1999, he was made prime minister and selected as Yeltsin's candidate 
for the presidency. There was a flare-up in Chechen terrorist activ­
ity. When Shamil Basayev, a Chechen guerrilla leader, invaded 
neighboring Dagestan, Putin reacted vigorously. Russian security 
forces attacked the Chechens and Putin issued an ultimatum, 
announcing that Dagestan would be cleansed of terrorists by August 
25. The target date was met. The Russian population responded to 
Putin's handling of the situation enthusiastically, and his popularity 
skyrocketed. 

Then a series of mysterious explosions in Moscow destroyed 
entire apartment houses, killing some three hundred people as they 
slept. In the panic that ensued, fear and anger were directed against 
the Chechens, assisted by a carefully orchestrated campaign among 
the print and TV media. Putin invaded Chechnya, and the Duma 
elections were held in an atmosphere of war hysteria. Very few can­
didates dared to oppose the invasion. 

Grigory Yavlinsky was among the few. He supported the antiter-
rorist campaign in Dagestan but drew the line at invading Chechnya 
proper. The popularity of his party (Yabloko) dropped precipitously 
and barely met the threshold 5 percent vote required for representa­
tion in the Duma. A hastily concocted government party, Unity, 
without any coherent program, came in second to the Communists, 
with 23 percent. The Union of Rightist Forces, led by Chubais, 
Sergei Kiriyenko, and other reformers, embraced Putin and scored 
quite well with 8.6 percent. Yevgeni Primakov, who with the back­
ing of Moscow Mayor Yuri Luzhkov had been considered the 
favorite candidate for the presidency, was decisively defeated; their 
party got only 13 percent. Using the momentum generated by the 
victory in the Duma elections, Yeltsin announced his resignation on 
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New Year's Eve, virtually assuring Putin's election as his successor. 
Primakov withdrew his candidacy. 

Putin's phenomenal, out-of-nowhere rise had an eerie resem­
blance to the political machinations that secured Yeltsin's reelection 
in 1996. From long experience with Berezovsky, I see his hand in 
both operations. I first met him in connection with his $1.5 million 
contribution to the International Science Foundation when the 
executive director of the foundation, Alex Goldfarb, introduced us. 
I already described our well-known conversation at Davos; subse­
quently Berezovsky claimed that it was this conversation that 
induced him to form a syndicate for the reelection of Yeltsin. Dur­
ing 1996 we had a number of very frank discussions about the elec­
tion campaign; I got to know how he operates. 

Then we became adversaries in the Svyazinvest auction, but we 
continued to talk. I tried to convert him from robber capitalist to 
legitimate capitalist; he tried to use me in his campaign for the 
chairmanship of Gazprom—by far the most powerful commercial 
entity in Russia. In June 1997 he invited me to Sochi to visit Viktor 
Chernomyrdin, who had been chairman of Gazprom before he be­
came prime minister, and subsequendy flew me back to Moscow in 
his private plane. Berezovsky told me that both Chubais and 
Nemtsov supported his candidacy. T did not believe him, so I asked 
Nemtsov. That was the first he had heard about it. "Over my dead 
body" was his reaction. 

Afterward I had lunch with Berezovsky at his "club," which was 
decorated, deliberately or not, much like a Hollywood depiction of 
a mafia hangout. I was the only guest. I did not tell him what 
Nemtsov said, but I did tell him that I had asked Nemtsov and that 
he denied any knowledge about Berezovsky's quest for die chair­
manship of Gazprom. This made Berezovsky very angry, and his 
anger gave me the chills. I literally felt that he could kill me. And 
though he did not say so directly, he made me feel that I had 
betrayed him by talking to Nemtsov. It was a turning point in our 
relationship. We continued to talk to each other—on one occasion 
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Berezovsky flew to New York to see me—but from then on I tried 
to keep my distance. 

As I have said, the falling-out among the oligarchs, and the con­
flict between Berezovsky and Chubais in particular, was a bizarre 
episode, although not as bizarre as the promotion of Putin as 
Yeltsin's successor. Berezovsky saw the world through the prism of 
his personal interests. He had no difficulty in subordinating the fate 
of Russia to his own. He genuinely believed that he and the oli­
garchs had bought the government by paying for Yeltsin's reelection 
and that the government had reneged on the bargain by allowing a 
genuine auction for Svyazinvest. He was determined to bring down 
Chubais for betraying him. When 1 warned him that he was pulling 
down the tent around him, he answered that he had no choice; if he 
showed any weakness he could not survive. 

I could not understand this at the time, but in retrospect it makes 
perfect sense. Berezovsky could not make the transition to legiti­
macy; his only chance for survival was to keep people entangled in 
the web of illegitimate relationships that he had woven. He had a 
hold on Yeltsin because of the illegitimate favors he had arranged 
for Yeltsin's family. For instance, he had made Yeltsin's son-in-law a 
manager of Aeroflot; the airline's hard-currency revenues were 
diverted to a Swiss company called Forus, which, it was explained to 
me, meant just that: "For us." This gave him power over Yeltsin that 
none of the other oligarchs enjoyed. Berezovsky also had a hold on 
Chubais, and when the chips were down he did not hesitate to use 
it. The $90,000 Chubais received in the form of a phony book con­
tract caused his temporary downfall. 

This is the perspective I bring to bear on subsequent events. 
Berezovsky and Yeltsin's family were looking for a way to perpetu­
ate the immunity they enjoyed under the Yeltsin administration. 
They tried a variety of ways, some quite farcical. At one point 
Yeltsin, at Berezovsky's instigation, informed the president of the 
Duma that he was going to nominate Nikolai Aksyonenko as prime 
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minister, but Chubais intervened; the official document sent to the 
Duma nominated Sergei Stepashin. Subsequently Stepashin was 
pushed out of office. Berezovsky's situation turned desperate when 
die scandal over the laundering of Russian illegal money in U.S. 
banks broke in 1999, for he realized that he could no longer find 
refuge in the West. One way or another he had to find a successor to 
Yeltsin who would protect him. That is when the plan to promote 
Putin's candidacy was hatched. 

During the flight from Sochi to Moscow in 1997 Berezovsky had 
told me stories about how he had paid off die anti-Russian military' 
commanders in Chechnya and Abkhazia. So when Chechen leader 
Shamil Basayev invaded Dagestan, I smelled a rat. I set up a test: 
Would Basayev withdraw by the deadline set by Putin? He did. 
Even so, I could not quite believe that the explosions in die Moscow 
apartment buildings could be part of a plan to justify war. It was all 
too diabolical. It would not be unique—Russian history is replete 
with crimes committed by agents provocateurs, from Azev the spy 
during die tsarist period to Kirov's murder, which was used to jus­
tify Stalin's purges—but it would nevertheless be in a class by itself. 

Still, I could not rule out die possibility. From Berezovsky's point 
of view the bombing made perfect sense. These terrorist attacks 
would not only help elect a president who would provide immunity 
to Yeltsin and his family; they would also give Berezovsky a hold 
over Putin. So far, no evidence has surfaced that would contradict 
this theory. 

While we may never find out the truth about the Moscow explo­
sions, there can be no doubt that the war in Chechnya propelled 
Putin to victory. I find this distressing, to say die least. Between 1994 
and 1996, during the previous Chechen war, the Russian population 
was upset when it viewed on TV the devastation and suffering 
caused by the invasion of Chechnya. The protests by modiers of 
enlisted soldiers and human rights activists like Sergei Kovalev 
helped bring about a negotiated settlement. This time the reaction 
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of the Russian population strongly contrasted with its previous atti­
tude. Admittedly the Chechen terrorists must bear a large share of 
the blame; they captured aid workers and journalists, held them for 
ransom, and often killed them. Fred Cuny, the hero of Sarajevo, per­
ished in this way. There is hardly anybody left who dares to get 
involved with helping Chechens or with publicizing the atrocities 
they have suffered. There has also been a masterful manipulation of 
public sentiment against mem. The fact remains that the attitude of the 
Russian population is very different from what it was a few years ago. 

At the beginning of the post-Gorbachev era, Russians had a posi­
tive aversion to violence. In fact, very little blood was spilled in the 
early days, and on the rare occasions when people were killed—in 
Tblisi, Georgia, in Vilnius, Lithuania, and in the October 1993 
siege of the Duma—public opinion turned against those who used 
force. Not anymore. By electing Putin in March 2000, the Russian 
people have become implicated in the bloodshed in Chechnya. 

There is a theory that a victim who has been sufficiendy brutalized 
can become drawn to violence. The pattern seems to fit the case of 
many violent criminals and it also seems to apply to ethnic violence.* 
The Serbs have long considered themselves victims, and Slobodan 
Milosevic could exploit this sentiment in pursuing a policy of ethnic 
cleansing. Something similar seems to have happened in Russia. 

Putin will try to reestablish a strong state, and he may well suc­
ceed. In many ways, that would be a desirable development. As the 
Russian experience taught us, a weak state can be a threat to liberty. 
An authority that can enforce the rules is indispensable for the func­
tioning of a market economy. By accomplishing the transition from 
robber capitalism to legitimate capitalism, Putin may well preside 
over Russian economic recovery; my investments in Russia— 
including Svyazinvest—might finally pay off. 

But Putin's state is unlikely to be built upon the principles of 

*See Richard Rhodes, Why They Kill: The Discoveries of a Maverick Criminologist (New York: 
Knopf, 1999). 
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open society; it is more likely to be based on the demoralization, 
humiliation, and frustration that the Russian people experienced 
after the collapse of the Soviet system. Putin will seek to reestablish 
the authority of the state at home and the glory of Russia abroad. 
Russia is not lost; on the contrary, it may revive under Putin. But 
the West has lost Russia as a friend and ally and as an adherent to 
the principles of open society. One thing is crystal-clear: The 
prospect we face in Russia could have been avoided if the open soci­
eties of the West had been more firmly committed to die principle 
of open society themselves. 

In his farewell speech, Yeltsin asked for the forgiveness of the 
Russian people: 

For the fact that many of our hopes did not materialize. For 
things which to us seemed simple but turned out arduous. I want 
to ask forgiveness for the fact that I was not able to justify the 
hopes of some people who believed that we would be able to 
move forward in one swoop from a gray totalitarian and stagnant 
past to a bright, rich and civilized future. I believed it myself. But 
it did not work out like that. In some way, I was too naive. 

What Yeltsin did not say is that he and many others had put their 
faith in the West, but the West did not live up to their admittedly 
exaggerated expectations. I can speak only for myself. At first I 
tJhought that Western statesmen simply did not understand what 
was happening. That Gorbachev was willing to change the system 
was too good to be true, so they wanted to test him. They set hur­
dles, and when Gorbachev jumped over them, they set higher hur­
dles. Eventually they had to admit that the change was for real, but 
in the meantime they lost all respect for Russia as a superpower. 
They started treating Russians like beggars. They found money in 
the Nunn-Lugar Act to help them with nuclear disarmament, but 
not much for anything else. I remember a Russian economist, 
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Nikolai Schmelyov, telling me that in 1990 he passed a five-hour 
flight with then U.S. Secretaiy of State James Baker begging for 
assistance—to no avail. 

I also remember Alexander Yakovlev, the driving force behind 
Gorbachev, telling me, much later, how humiliated he felt in his 
dealings with the Americans. With regret I had to conclude that the 
West did not care very much for open society as a universal concept. 
Had it done so, the transition would still have been painful, with 
dislocations and disappointments, but at least Russia would have 
moved in the right direction. Russia could have become a true 
democracy and a true friend of the United States, just as Germany 
did after World War II and the Marshall Plan. That is not the 
prospect facing us today. 

My foundation remains active in Russia and is receiving strong 
support from Russian society. We established thirty-two computer 
centers in provincial universities. This has helped to develop an 
Internet infrastructure in Russia, and online information is emerg­
ing there as an alternative to the increasingly intimidated press. In 
most of our recent programs, we insist on matching funds from 
local authorities. For instance, we are supplying books to five thou­
sand local libraries, and we are asking for 25 percent of the cost in 
the first year, 50 percent in the second, and 75 percent in the 
third—and we're actually receiving it. When we wanted to intro­
duce an educational reform program in six oblasts, fifteen offered to 
put up matching funds. I remain committed to supporting the work 
of the foundation as long as it receives support from Russian society 
and is allowed to function freely. The quest for an open society is a 
flame that could not be extinguished even by Stalin's terror. I'm cer­
tain that it will stay alive in Russia, whatever its future. 
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A New Global 

Financial Architecture 

T
he global financial crisis of 1997-1999 is now history. 
Even if financial markets were to collapse tomorrow, it 
would have to be considered a new crisis, not an exten­
sion of the recent one. The duration of the crisis was 

much shorter and the decline in economic activity shallower than 
could have been expected at the time. This is taken as evidence that 
financial markets have a way of correcting themselves and that the 
global capitalist system as currently constituted is basically sound. 
According to conventional wisdom, the deficiencies were in the 
countries that were hit by the crisis, not in the system itself. The 
defects are in the process of being fixed. The system will emerge 
stronger than ever. These observations are reinforced by the fact 
that the world economy is once again growing. 

I do not share this optimistic assessment. I believe that the global 
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capitalist system is far from stable. It is true that some of the dispari­
ties that prevailed before the crisis erupted are being corrected, but 
new disparities have taken their place. Going into the crisis, IMF 
intervention served to bail out international creditors, creating 
what is now recognized as a moral hazard. Now the tables are 
turned: The emphasis is on "bailing in" the private sector—that is, 
getting creditors to share the burden of rescue operations. This will 
solve the moral-hazard problem and prevent excessive lending, but 
no arrangements have been made to make up for the looming inade­
quacy of capital flows to periphery countries. On balance, the global 
financial system has become less robust because the IMF has lost 
much of its authority and reputation. 

At the height of the crisis there was much talk about die global 
financial architecture and the need for a new Bretton Woods. The 
urge for radical reform has now subsided, and any reform that has 
not already been put into motion is unlikely to be considered. The 
only radical reform proposal has come from an advisory commis­
sion appointed by the U.S. Congress, the so-called Meltzer Com­
mission.* It advocates a drastic downsizing of international financial 
institutions. While it is unlikely to be implemented—international 
institutions are not so easy to change—it is likely to exert a con­
straining, negative effect on their operations. That is a pity. We 
need stronger, better functioning international institutions, not 
weaker, beleaguered ones. 

Historically, financial crises have always led to the strengthening 
of regulations. That is how central banking evolved to its present, 
highly sophisticated stage. Financial markets have become global, 
and we must strengthen international regulation. But the crisis of 
1997-1999 promises to be an exception: The tendency now is to 
reduce regulation. That is perhaps because the crisis hurt only the 
periphery, not the center. 

T h e International Financial Institution Advisory Commission (The Meltzer Commission), 
Allan H. Meltzer, Chairman, submitted its final report to the United States Congress and 
Department of Treasury on March 8, 2000. 
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The reforms currently under way are rather narrow in scope. By 
and large, they are directed at correcting the structural deficiencies 
in die borrowing countries and seek to discourage unsound lending. 
The idea diat there may be something structurally wrong with 
global financial markets has been rejected. The prevailing doctrines 
of financial economics have not changed. It is assumed that mar­
kets, with better information, can take care of themselves or, more 
exactly, if they cannot take care of themselves then nobody else can; 
therefore—the argument goes—the main task is to make the neces­
sary information available and to avoid any interference with the 
market mechanism. Imposing market discipline remains die guid­
ing principle. Transparency and information are the keywords. To 
use a fashionable metaphor, the goal is to fix the plumbing rather 
than redesign the entire building. 

In no way am I opposed to fixing the plumbing. No doubt, the 
deficiencies in domestic banking systems were a major factor in 
determining the extent of the damage. Like a hurricane, the crisis 
hurt those countries most whose defenses were weakest, and so 
there is much to be gained by strengthening local banking systems. 
But that begs the question whether international defenses also need 
to be strengthened. We should not forget about the larger architec­
ture because die recent crisis has revealed some serious structural 
weaknesses, and it is important to repair the cracks in the wall 
before we paper them over. 

In fact, some important changes have already occurred in the 
global financial architecture without people being fully aware of 
them. By and large, the changes serve to discourage unsound inter­
national lending. Undoubtedly that will help to prevent a repetition 
of the last crisis, which was brought on by unsound lending. In my 
opinion, however, this may serve to bring on the next crisis, which is 
likely to be caused by an inadequate flow of funds to the periphery. 
The situation reminds me of the xMaginot Line in France; built to 
protect the country against the repetition of World War I, it proved 
useless during World Wiir II. 
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Deficiencies of the Previous Architecture 

In speaking about the global financial architecture, we are basi­
cally discussing the role of international financial institutions, espe­
cially the International Monetary Fund. Looking at the way the 
IMF operated before and during the crisis of 1997-1999, we can 
identify two major deficiencies or, more exactly, asymmetries. One 
is a disparity between crisis prevention and crisis intervention; the 
other is a disparity in the treatment of lenders and borrowers. The 
two are interconnected, and they are part of the system; thus the 
management of the IMF cannot really be blamed for either. Admit­
tedly, the IMF made several policy mistakes. It insisted on cutting 
public expenditures when the cause of the trouble was located in the 
private sector; it underestimated the severity of the contagion; and 
in the case of Indonesia it precipitated a run on die banks by closing 
some banks without first installing a deposit-insurance scheme. But 
specific mistakes are not our concern here. Our aim is to identify 
trie structural deficiencies, because they are the ones that require 
structural changes. 

Under the prevailing rules, the IMF does not have much say in 
the internal affairs of member countries except in a crisis when a 
member country turns to trie IMF for assistance. It may visit and 
consult, but in normal times it has neither the mandate nor the tools 
to interfere. The primary mission of the IMF is to preserve the sys­
tem. When it intervenes it has the stability of the system foremost 
in its mind. It cannot provide any debt relief to the debtor countries 
during a crisis because that could have a devastating effect on the 
financial markets. The loans it provides and the conditions it 
imposes serve to enable debtor countries to meet their obligations. 
Any debt relief has to wait until the situation calms down. 

The IMF does not have enough resources to act as a lender of last 
resort. It needs die cooperation of the financial markets to make its 
programs successful, and banks and investment banks know how to 
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exploit their position. In addition, the IMF is controlled by the 
countries at the center of the capitalist system; it would go against 
the national interests of the controlling shareholders if the IMF 
penalized the lenders. 

Conditions imposed by the IMF usually include the slashing of 
budget deficits and the raising of interest rates. The effect is to 
plunge the borrowing country into a recession, which reduces 
imports and encourages exports. The resulting trade surplus 
enables the debtor country to service and pay down its debts. In an 
emergency, the financial authorities may also put pressure on the 
lenders to roll over their loans, but they have been careful to main­
tain the pretense that the lending is voluntary so that the balance 
sheets of the banks are not unduly weakened while the crisis is in 
full swing. Later on, when the situation is calmer, there can be a 
more permanent reorganization of the debt. That is what happened 
in the great international lending crisis of 1982. Several years after 
the crisis, outstanding debts were reorganized and so-called Brady 
bonds were issued. 

The net effect of this approach was to place the burden of adjust­
ment mainly on the borrowing countries. They were required to 
service their debts to the limits of their capacity. The lenders did 
not get off scot-free, but their losses were much smaller than they 
would have been absent IMF intervention. For instance, U.S. banks 
suffered much greater losses in their exposure to the savings-and-
loan industry than in their international lending activities in the 
1980s. Even so, banks did not like to have their arms twisted. After 
the experience of the 1980s, they became reluctant to engage in 
long-term lending; they preferred to sell bond issues to the public 
rather than put the loans on their own balance sheets. Bondholders 
are much less susceptible to pressure from the banking authorities 
than commercial banks, so the switch from direct lending to bond 
issues strengthened the hand of the lenders and reinforced their 
preferential position. 

This became obvious during the Mexican crisis of 1994. In that 
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crisis, the foreign holders ottesobonos (Mexican dollar-denominated 
treasury bills) came out whole, although the yield on tesobonos at the 
time they were purchased implied a high degree of risk. When 
Mexico could not pay, the U.S. Treasury and the IMF stepped in, 
taking investors off the hook. Mexico's taxpayers were left to foot 
the bill. 

This experience played an important role in shaping investor 
expectations in Russia. Banks, brokers, and hedge funds kept buying 
Russian treasury bills (GKOs) even when everyone could see the 
situation deteriorating. Russia was considered too important to fail; 
die international authorities could be counted on to come to the 
rescue. Even if GKO holders would have to take a hit, the risk-
reward ratio was considered attractive. So people continued buying 
GKOs at ever-increasing yields until die music eventually stopped. 
Ironically, the expectation held by GKO holders that fiiey would be 
bailed out made it difficult for the international financial authorities 
to do so. The moral hazard inherent in the IMF's method of opera­
tion became recognized, and the political pressure against bailing 
out investors who were speculating on getting bailed out became 
overwhelming. It left authorities practically powerless to prevent 
Russia's default. 

Herein lies the most important change that has occurred in the 
global financial architecture in the course of the 1997-1999 crisis: It 
occurred gradually and almost imperceptibly. Most people are still 
not fully aware of it. 

The Emerging New Architect tire 

At die beginning of the crisis die two asymmetries we have iden­
tified—one between the treatment of lenders and borrowers and 
one between crisis prevention and intervention—were fully in 
effect. They largely explain why the Asian IMF programs were so 
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unsuccessful. Take a look at the three Asian countries that turned to 
the IMF: Thailand, Indonesia, and Korea. All three suffered from a 
structural imbalance: The private sector had borrowed too much 
money in hard currency without hedging, and companies did not 
have enough equity in relation to their indebtedness. Devaluation, 
when it came, increased the ratio of foreign debt to equity. The 
high interest rates and the sudden collapse in domestic demand 
imposed by the IMF programs increased the burden of debt, bring­
ing the solvency of the debtors into question. Lending them more 
money did not help. What these countries needed was a way to con­
vert debt into equity. But to impose a moratorium and allow a debt-
to-equity conversion scheme would have damaged the international 
banks and bondholders, and the IMF could not even contemplate 
such a move. Therefore the IMF applied the usual prescriptions, 
with the usual side effects of plunging the countries into recession. 

But the decline in economic activity did not arrest the decline in 
the currencies because the burden of debt was weighing ever more 
heavily. Debtors were hustling to cover their hard currency obliga­
tions, and international creditors were trying to withdraw whatever 
assets they could. The currencies overshot—in the case of Indone­
sia it went into a free fall—causing creditors to suffer severe losses. 
This was a nasty antidote to the moral hazard. Then came Russia, 
where the recognition of the moral hazard stood in the way of a 
bailout. Creditors suffered even greater losses. 

By the time the Brazilian crisis came to a climax, moral hazard 
had become a paramount consideration. The IMF and the trea­
suries of the various participating countries were reluctant to 
advance any monies to Brazil without a commitment from the com­
mercial banks to maintain their credit lines. The Brazilian govern­
ment resisted the pressure because it felt that its credit standing 
would be adversely affected. Negotiations dragged on, giving banks 
a chance to run down their credit lines or to establish short positions 
against them. The climax, when it came, was all the more severe. 
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By then, the posture of the IMF had changed 180 degrees: 
Instead of bailing out, "bailing in" became the official policy. Bail­
ing in is, in my opinion, pernicious nonsense. It is nonsense because 
it means ladling water into a sinking boat; it is pernicious because it 
makes the boat sink. 

The IMF is now unwilling to lend to countries that had paid 
excessive rates on their bonds unless bondholders are willing to take 
a hit. The IMF has been looking for a country where it could 
demonstrate its new approach ever since. It tried with Romania, but 
Romania did not want to default; it paid off the maturing loans with 
even more expensive new borrowings before it received the IMF 
loan that would have enabled it to borrow more cheaply—not a very 
satisfactory outcome. Eventually the new policy was applied to 
Ecuadorian Brady bonds, sending a clear message to financial mar­
kets that international bonds are not without risk. 

One of the reforms currently proposed but not yet implemented 
is to introduce so-called collective-action clauses into international 
bonds. This would make it easier to put through debt-reorganiza­
tion schemes. Not surprisingly the proposal is encountering fierce 
resistance from bondholders and investment banks. 

At the same time, the importance of crisis prevention has been 
recognized. The various endeavors to establish standards and best 
practices, particularly m banking, aim at prevention; so do the Con­
tingency Credit Lines recently introduced by the IMF. 

So it can be seen that the various reform proposals address one or 
the other of the disparities we have identified. The recently intro­
duced Contingency Credit Lines have even begun to link the two 
disparities together. Making the facility available to those countries 
that follow sound policies provides an incentive for them to do so. I 
have been advocating such a policy, and I consider it to be the most 
positive change in die global financial architecture to date. Unfor­
tunately few countries have indicated an interest to avail themselves 
of the facility. This is not surprising in view of the fact that the avail-
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ability of the credit line is constrained by the lack of funds. Certain 
funds—the General Arrangements to Borrow and the New 
Arrangements to Borrow—are available only for countries that pose 
a systemic risk; this leaves out smaller countries that are also 
exposed to contagion. I think the Contingency Credit Lines, to be 
meaningful, need to be backed by an issue of Special Drawing 
Rights (SDRs), but that is not in the cards. 

The tendency is to reduce rather than increase the powers and 
resources of the IMF. This is a dangerous trend (as I stated at the 
outset). All the efforts are directed at discouraging unsound lend­
ing. So far so good. But there is now a danger that the flow of funds 
to the periphery will be inadequate, both in terms of cost and vol­
ume. This danger is receiving no attention because the prevailing 
predilection is to rely on the market mechanism. It is generally 
acknowledged that the risks of international lending were inade­
quately priced, and the distortion is attributed to the moral hazard 
introduced by the IMF. All that is needed, according to this inter­
pretation, is to cure the moral hazard. Actually the moral hazard has 
now been cured, and that has increased the risks of international 
lending. In these conditions, it is not sufficient to ensure that the 
risks are adequately priced; steps must also be taken to reduce the 
risks. But this proposition does not fit into the prevailing way of 
thinking. 

"Moral hazard" has become the new catchphrase for the market 
fundamentalists—and a rather effective one at that. It offers moral 
backing for an institution—namely, the market—that is inherently 
amoral, and it provides a perfect excuse for resisting any kind of 
tampering with markets. But the fact remains that it is impossible to 
maintain lender of last resort or insurance function without incur­
ring the possibility of moral hazard. The Meltzer Commission rec­
ommends that the IMF should serve as a quasi-lender of last resort 
to emerging economies, but in its zeal to eliminate the moral hazard 
it imposes onerous conditions that would render the IMF ineffec-
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tive in that role. The Meltzer Commission states that "liquidity 
loans would have short maturity, be made at a penalty rate (above 
the borrower's recent market rate) and be secured by a clear priority 
claim on the borrower's assets." To qualify, countries must open 
their financial system to foreign competition, ensure that their 
banks are adequately capitalized, and follow proper fiscal policies as 
defined by the IMF. It is doubtful whether many countries would 
qualify and if they did whether it would do them much good. Not 
much moral hazard there—but not much help to emerging 
economies, either. 

Here I would like to introduce another catchphrase to counter­
balance die moral hazard: a level playing field. In global finance, the 
field was anything but level prior to the recent crisis. The switch 
from bailing out to bailing in will further tilt the playing field 
against the periphery. The idea of bailing in involves some kind of 
sacrifice from the private sector—extending the duration of loans or 
promising to maintain credit lines. But the private sector is not in 
the habit of making sacrifices without charging for it. The expecta­
tion of being bailed in will make credit more expensive. 

The cost of capital is one of the most important variables in com­
petitiveness. So tfie gap between center and periphery gets even 
wider. This has already happened. The spreads charged to periph­
ery countries are much higher than they were before the crisis of 
1997-1999. 

It is widely argued that this is all for the better, as spreads were far 
too low and periphery countries borrowed far too much. It would 
be much healthier if borrowings were replaced by direct invest­
ments. This argument is valid as far as it goes. Spreads were indeed 
far too low, and direct investments are more stable and less likely to 
cause a crash than either portfolio investment or short-term lend­
ing. But the problem of an uneven playing field remains; indeed, it 

274 



A New Global Financial Architecture 

is exacerbated by the increased spreads in the cost of borrowing. 
Multinational corporations, which have greater resources and bet­
ter access to capital, can outbid, outlast, and outgrow local competi­
tion. Take the case of Argentina: All the major banks with one 
exception are in foreign hands. In the privatization of the state-
owned Argentine oil company YPF, the Spanish company Repsol 
could easily outbid Argentine buyers because it could borrow much 
cheaper, and eventually it could take over the entire company. The 
Buenos Aires stock exchange has shrunk to insignificance because 
many of the leading counters have become subsidiaries of foreign 
companies. 

This may not be so bad. Indeed, the internationalization of the 
financial system and the spread of multinational corporations could 
provide the answer to many of the ills of the less-developed world. 
It could prevent corrupt and dictatorial governments from subordi­
nating the economy to their venal interests, and it could bring the 
benefits of up-to-date management and technology. But there is a 
price to pay. Countries already at the periphery would feel and 
become even more marginalized. This would be politically unac­
ceptable unless it brought visible improvements in living condi­
tions. That is not the case in many parts of the world today. 

Corporations are in business to make profits, not to spread bene­
fits. Given the additional risks, they need higher profit margins to 
operate in the less developed parts of the world. Some arrange­
ments would be needed to compensate for this disparity. As it is, 
the presence of foreign corporations does not necessarily improve 
economic and political conditions. On the contrary, foreign corpo­
rations often operate in cahoots widi corrupt and dictatorial gov­
ernments. Foreign exploitation is even more objectionable than 
domestic exploitation, and it may easily provoke a political back­
lash. History7 is full of examples: the Boxer Rebellion in China, 
Peronism in Argentina, the expropriation of oil companies all over 
the world. The threat of political unrest would have die effect of 
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reducing the value of property in emerging economies and widen 
the gap between center and periphery. It could cause a contagion 
spreading from country to country, similar to the financial crisis of 
1997-1999. 

I do not want to build my case for a more level playing field on 
the threat of expropriation. As I pointed out in Chapter 7, foreign 
investment brings much-needed entrepreneurship and technology. 
Periphery countries might put up with many inequities, because 
opting out of the system would be even more disadvantageous. But 
there is something morally wrong about perpetuating inequities, 
especially if they are avoidable. Morality does not usually enter into 
hardheaded business calculations, but it should enter into political 
calculations. People seizing upon a perceived injustice can cause a 
lot of damage. It is in the interest of die countries at the center of 
the global capitalist system to foster the economic and political 
development of periphery countries. 

A Modest Proposal 

How can we create a more level playing field? I have been con­
cerned about facilitating the flow of funds from the center to the 
periphery ever since the crisis erupted. I wrote an article in the 
Financial Times (London) on December 31, 1997,* advocating an 
international credit gxiaranty scheme. I enlarged on the idea in the 
original version of this book, arguing that the institution providing 
the guarantee would have to function as a kind of international cen­
tral bank. On January 4, 1999,1 wrote another article in the Finan­
cial Times,1 arguing the case for an international central bank. I must 
acknowledge that since the crisis has subsided, these ideas are far 

* "Avoiding a Breakdown: Asia's Crisis Demands a Rethink of International Regulation," 
Financial Times (London), December 31, 1907. 
' "To Avert the Next Crisis," Financial Times (London), January 4, 1999. 
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too radical. Therefore I propose a more modest reform that does 
not introduce any radically new ideas yet would make the global 
financial architecture more balanced and therefore sustainable. My 
proposal uses the reform elements that have already been intro­
duced and links them together in a way that will make them more 
coherent and mutually supportive. That is what architecture is sup­
posed to do. 

Several measures are addressing the two major disparities we 
have identified. Those directed at the first disparity are essentially 
punitive in nature: collective-action clauses for bonds and various 
arrangements for bailing commercial banks into IMF rescue pack­
ages. They are designed to eliminate the moral hazard by making 
lenders pay for the consequences of unsound lending. Those 
directed at the second disparity are essentially preventive in nature: 
better banking supervision, better IMF supervision of macroeco-
nomic and structural policies, greater transparency, and the like. 
But there is no linkage between the two sets of measures, with one 
exception: the Contingency Credit Lines, which, however, lack suf­
ficient resources. I contend that the linkage needs to be strength­
ened by complementing the punitive measures with positive 
incentives. Specifically I propose mitigating the punitive effect of 
collective-action clauses by exempting countries following sound 
policies. 

This is how it would work. Under the recently proposed reforms, 
the IMF is already committed to issue Public Information Notices 
subsequent to consultations under IMF Charter Article 4, giving its 
assessment of a country's macroeconomic health and its degree of 
conformity to established standards and codes of conduct. I propose 
that the IMF should go one step farther and classify countries 
according to their performance. In those countries that meet the 
highest standards, IMF programs would not allow debt restructur-
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ing, so that bondholders need not fear that collective-action clauses 
would be invoked except in the case of individual companies failing. 
This would enable the countries concerned to borrow in the mar­
kets at cheaper rates. In countries with somewhat lower standards, 
the IMF would not require debt restructuring before entering into 
a program, while in the case of the lowest standards the IMF would 
insist on it. 

This would give the IMF a powerful preventive tool without 
encroaching on the sovereignty of member countries. The IMF 
could prevent excessive borrowing, for instance, by warning a coun­
try that it would be downgraded. (There would be no danger of 
excessive borrowing by countries that are already in the lowest cate­
gory.) 

The IMF assurance would be confined to publicly issued bonds 
and would exclude bank lines. Providing banks with implicit guar­
antees was at the core of the trouble in the recent crisis, and it 
should not be perpetuated. In the case of banks, the leverage that 
the IMF needs could be provided by varying the capital require­
ments under the Basle Accord according to the grade awarded by 
the IMF. The Basle Accord is under review; this could be incorpo­
rated in the revised regulations. 

I further advocate that the Contingency Credit Line should be 
strengthened by backing it with a special issue of Special Drawing 
Rights. A regular issue of SDRs could have inflationary implica­
tions; but SDRs earmarked for Contingency Credit Lines could 
only serve to counteract deflationary pressures. 

These three changes taken together would provide both the 
sticks and the carrots the IMF needs in order to become an effective 
institution for crisis prevention. Moreover, the carrots would 
encourage long-term lending, and the sticks would discourage 
short-term lending. This would be a healthy development. 

I believe this proposal makes eminent sense, yet it has run into 
heavy opposition. For instance, the Council on Foreign Relations's 
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"Independent Task Force Report on the Future International 
Financial Architecture" rejected my proposal, and I had to put in a 
dissenting opinion. One of the objections was that the IMF would 
not dare to downgrade a country because doing so may precipitate 
the crisis it was supposed to prevent. But the IMF has an institu­
tional interest in preserving the system, and downgrading a country 
sooner rather than later would reduce the severity of a crisis. 
Another objection was that a distinction between those countries 
that do and do not qualify would create too much of a discontinuity. 
But the discontinuity would be moderated by distinguishing among 
countries where debt reorganization would be required, countries 
where it would be tolerated but not required, and countries where it 
would not be tolerated. Capital requirements for banks could also 
be graduated. But the main objection centered on the issue of moral 
hazard. Wouldn't an FMF guarantee encourage unsound lending? 
The answer is no. If unsound lending caused a crisis, then the IMF 
would have to accept the consequences and provide assistance with­
out invoking collective-action clauses. The IMF would be taking a 
real risk, but there would be no moral hazard involved. It goes to 
show how the concept of moral hazard is being abused. 

The measures I propose—linking the performance of individual 
countries to the kind of assistance they can expect from the IMF—is 
hardly revolutionary. It is a scaled-down version of my original 
loan-guarantee scheme. Alas, even such a modest proposal is simply 
a nonstarter in today's political environment. The prevailing mood 
is hostile to any interference with the market mechanism. 

Yet the need remains. The success of the Federal Reserve in pre­
serving prosperity in the United States stands in stark contrast to 
the failure of the IMF to do the same for periphery countries. In die 
recent crisis, the IMF imposed punitive interest rates, and the coun­
tries concerned were plunged into deep recession. But when the cri-
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sis threatened the United States the Federal Reserve lowered interest 
rates, and the U.S. economy escaped unscathed. 

Admittedly, the situation of the two institutions is far from analo­
gous. The Federal Reserve is in charge of a financial system over 
which it, and other federal authorities, can exercise control; the 
FMF has to deal with sovereign states over which it has no authority. 
One cannot expect the IMF to have provided liquidity to Russian 
banks in August 1998 the way the Federal Reserve provided liquid­
ity to Wall Street in October 1987. An international financial 
authority in charge of maintaining the stability of the global finan­
cial system has to operate along lines radically different from a 
national central bank. This does not obviate the need for such an 
authority. 

The most potent objection to strengthening the IMF is that it 
lacks the methodology for distinguishing between sound and 
unsound economic policies.* I accept the validity of this objection, 
especially in light of recent developments. Both the IMF and the 
United States Treasury, which calls the tune at the IMF, have gone 
out of their way to appease the market-fundamentalist tendencies of 
Congress. This bodes ill for the IMF's capacity to set correct policy 
guidelines for individual countries. After a flawed performance in 
the 1997-1999 crisis and now under attack, the IMF seems to have 
lost its way. 

I am not in a position to design the methodology the IMF ought 
to use if it were to act as a kind of international central bank, but I 
believe the IMF itself would be able to do so if it were given the 
resources and responsibility. Let's keep in mind that national central 
banks also lacked the appropriate methodology when they were first 
entrusted with preventing financial crises and keeping their 
economies on an even keel, but they developed it and became very 
successful at their job; the same would happen with the IMF. 

"The same objection applies to the Meltter Commission's recommendations that the IMF 
should "establish 3 proper fiscal requirement" for countries eligible for IMF loans. 
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The World Bank 

The three measures I propose would give the IMF some clout for 
crisis prevention, but they would not go very far in creating a more 
level playing field. In particular, they would bring very little benefit 
to the poorest and most heavily indebted countries, which as a rule 
have no access to international capital markets. For these countries, 
additional measures are required. Here I find support from an 
unlikely source, namely, the report submitted to the U.S. Congress 
by the Meltzer Commission. 

The Meltzer Report recommends diat all claims against heavily 
indebted poor countries that implement an economic development 
strategy in conjunction with the World Bank should be written off 
in their entirety by both multilateral and bilateral creditors. More 
generally, it recommends that the United States should be prepared 
to increase significantly its budgetary support for such countries. 
Since the current level of aid is only $6 per U.S. citizen ($1.5 billion 
total), there is scope for significant increase provided the results jus­
tify it. 

This is wise advice, and I entirely concur. There has been wide­
spread support for debt forgiveness in connection with the Jubilee 
year of 2000, but these suggestions were derailed by the refusal of 
the U.S. Congress to put up its share of the cost to the World 
Bank—not an edifying example of compassionate conservatism. 
The relief that poor countries would receive under the current 
scheme would still leave them with as much debt as they can service 
and would not allow them to develop a growth dynamic. I would go 
a step further and enhance debt forgiveness with some version of a 
credit-insurance scheme that would attract capital to these coun­
tries. 

With regard to the World Bank, the Meltzer Commission rec­
ommends that it should get out of the lending business altogether 
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and be converted into a grant-giving organization. Crisis lending 
should be the responsibility of the IMF; the World Bank ought to 
specialize in technical assistance. The intention of the Meltzer 
Commission is to downsize the World Bank. So-called middle-
income countries such as Brazil, China, and Russia would become 
ineligible for World Bank assistance, and the World Bank would be 
required to release the guarantees given by developed countries as 
the loans are paid down by the less developed ones. This would 
amount to a major reverse resource transfer from the poor to the 
rich and it would create the opposite of a level playing field. Never­
theless, the Meltzer Commission was right to engage in a radical 
reexamination of the role that the World Bank ought to play in 
today's world. 

The World Bank was set up to provide capital to less-developed 
countries at a time when no private capital was available. Its capital 
was contributed mainly in the form of guarantees from industrial­
ized countries, against which the World Bank can borrow in capital 
markets with an AAA rating. The charter of the World Bank 
requires that its loans be guaranteed by the governments of the bor­
rowing countries. This imposes a serious constraint on the Bank's 
lending activities: It cannot lend to businesses or NGOs directly. 
The guarantees become instruments of control in the hands of the 
recipient governments. This is not conducive to the development of 
open societies. 

The governments of the developed countries exercise an even 
more nefarious influence over the lending activities of the World 
Bank: They push loans that benefit their nationals and they veto 
loans that may create competition or otherwise hurt their interests. 

Originally the World Bank engaged mainly in large infrastruc­
ture projects, but under the leadership of Jim Wolfensohn it has 
radically reoriented itself toward systemic reform aimed at creating 
human and social capital and alleviating poverty. This work could 
be carried out much more effectively by giving grants and dealing 
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with other elements of society besides the central government—the 
private sector, local government, and NGOs. The World Bank has 
a large and competent staff—too large, according to the Meltzer 
Report—drawn mainly from the Third World, familiar with local 
conditions and concerned with social issues. It is hamstrung, how­
ever, by having to deal with and through governments. In my opin­
ion, the main benefit of the lending operations is that they throw off 
some discretionary funds. Under the Wolfensohn regime, the 
World Bank has embarked on some much needed social initiatives, 
from microlending to distance learning, but in relation to its discre­
tionary spending it is indeed severely overstaffed. It could become 
much more effective if it had at its disposal more discretionary 
funds (i.e., funds not tied to a guarantee from the central govern­
ment of the recipient country)- The funds could be used for lending 
or outright grants or for a combination of both (as, for instance, in 
microlending). 

The Meltzer Commission recommends changing the name of 
the World Bank to the World Development Agency. I am very much 
in favor of such an agency, but I do not dare to advocate that the 
World Bank should get out of its bread-and-butter lending business 
because I am afraid that in the current political atmosphere it would 
lead to a reduction in the World Bank's resources, not to an increase 
in its discretionary funds. That is, in effect, what the Meltzer Com­
mission is proposing. It has a highly restrictive definition of eligibil­
ity: Countries with a per capita income in excess of $4,000 would be 
excluded, and starting at $2,500 official assistance would be limited. 
Callable capital would be reduced in line with the declining loan 
portfolio; the International Finance Corporation would be merged 
into the World Development Agency and its $5.3 billion capital 
returned to shareholders; and the Multilateral Investment Guaran­
tee Agency would be dissolved. It all amounts to a massive resource 
transfer from the World Bank to the rich countries. 

I agree that the World Bank's lending business is inefficient, no 
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longer appropriate, and, in some ways, counterproductive because 
it reinforces the role of the central government in the recipient 
countries. But I cannot agree that the role of the proposed World 
Development Agency should be as restricted as the Meltzer Com­
mission would have it. There is too much poverty remaining in 
countries like Russia, Brazil, and Indonesia. Less-developed coun­
tries also suffer a disparity in the cost of capital. Local enterprises, 
particularly the small and medium-sized ones, are penalized vis-a­
vis multinationals. Therefore there is no justification for returning 
capital to the rich countries or canceling the callable capital of the 
World Bank. On the contrary, the callable capital ought to be used 
more actively by offering credit enhancements to small and medium 
enterprises. 

Converting the World Bank into an aid and development agency 
is not without pitfalls. These kinds of agencies are notoriously inef­
ficient and the discipline to assure cost effectiveness is yet to be 
invented. But the challenge is well worth accepting. Just as the cen­
tral banks managed to develop a discipline for keeping the economy 
on an even keel, a World Development Agency could do the same 
for dispensing aid. The management of the agency ought to be 
made more independent of the donor governments. The bane of 
international aid is that the interests of the donors take precedence 
over the needs of the recipients. At the same time, steps must be 
taken to prevent the interests of the staff from dominating the 
agency. This would be best accomplished by putting a time limit on 
employment. At present the World Bank is staffed by highly quali­
fied people, mainly from Third World countries, whose primary 
goal is not to have to go home. The best way to hold the agency 
accountable would be to insist that it should spend its available 
resources within a limited period. This would oblige it to come 
back to the donor countries for replenishments. Having to fight for 
survival is likely to stimulate the institution more than any of the 
conventional methods of control. 
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This is not what the Meltzer Commission had in mind. Never­
theless, I am pleasantly surprised to find some common ground 
with its report. I consider most of its members to be market funda­
mentalists. Undoubtedly they had to make some concessions on the 
poverty front to gain the approval of one of the members, Jeffrey 
Sachs; even so, I am delighted by their support of a World Develop­
ment Agency. It goes to show that market fundamentalism and open 
society are not diametrically opposed; the differences are more 
nuanced. 

I take exception to the implication in the Meltzer Report that the 
frequency and severity of financial crises are due more to the moral 
hazard introduced by the IMF than to the inherent instability of 
financial markets. That instability is never acknowledged in the 
report; neither are the existence of an uneven playing field and the 
need for preventive action by the LMF. Still, the Meltzer Commis­
sion does recognize poverty as a problem that requires the active 
intervention of richer countries. It seems to agree that economic 
development requires institutional as well as, by implication, politi­
cal reform. I welcome the incisive tone of the report. I do not agree 
with all its arguments, but at least it gives me something to argue 
with. As a general rule, I find market fundamentalists more creative 
and radical in dieir thinking than old-fashioned liberals. They have 
the benefit of having the wind behind their backs. I would not dare 
to advocate converting the World Bank into a World Development 
Agency, for fear that it would be shrunk into insignificance; but they 
are not afraid because that is exactly what they want to accomplish. 

I do agree with the Meltzer Commission that the mission and 
operating methods of international financial institutions need to be 
reexamined. Now that the immediate crisis has passed, compla­
cency has set in. Still, the best time to introduce reforms is when 
there is no immediate emergency. The reforms I have in mind are 
somewhat different from the Meltzer Report. 1 shall elaborate them 
further in Chapter n , where I discuss the global political architec-
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ture. In this chapter, T want to round out my discussion of financial 

markets. 

Currency Regimes 

The great unresolved problem of the international financial sys­
tem is the currency regime. We do not have a clearly defined 
exchange-rate system at present. The major currencies are free to 
fluctuate against each other, but we do not have a free float, because 
it is often felt that the authorities ought to intervene (occasionally 
they do). The minor currencies range from a totally free float to a 
totally fixed exchange rate backed by a currency board, with most 
currencies situated somewhere between. 

Experience shows that whatever currency regime prevails it is 
bound to be flawed. Freely floating currencies are inherently unsta­
ble because of trend-following speculation; moreover, the instabil­
ity is cumulative, because trend-following speculation tends to 
grow in importance over time. Yet fixed exchange-rate regimes are 
dangerous because they are too rigid, and breakdowns, when they 
occur, can be catastrophic. The in-between arrangements are par­
ticularly troublesome. Currency pegs were the immediate cause of 
the Asian crisis. 1 often compare currency arrangements with matri­
monial arrangements: Whatever regime prevails, its opposite looks 
more attractive. 

The effect of the [997-1999 crisis has been to discredit the in-
between arrangements. Currency boards have held, but any less rig­
orously fixed exchange-rate system failed to withstand attack. Most 
of the currency pegs have broken, and countries that tried to protect 
their currencies have fared less well than those that allowed them to 
depreciate. As a result, we are left with two extremes: currency 
boards and floating exchange rates, with a preponderance of the latter. 
Many experts try to justify this polarization, but they have a difficult 
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task because experience has shown that neither extreme is tenable: 
The instability of the interwar currency arrangements had led to 
Bretton Woods, and Bretton Woods has, in turn, broken down. I 
believe the current situation is unstable and will not last. 

In certain situations, a currency board is justified. That is the 
case for countries that are applying for membership in the Euro­
pean Union and for the Balkan countries that hope to benefit from 
the Stability Pact for Southeastern Europe (see Chapter n ) . But 
the disadvantages of a currency board are amply demonstrated in 
the case of Argentina. When Brazil devalued, Argentina was left 
with an overvalued currency, and the obvious escape route was 
blocked by the currency board. Argentina finds itself in the worst 
of all possible worlds: high unemployment coupled with high 
interest rates. It must adopt painful policies to reduce both the 
budget and trade deficits. The situation is analogous to that of 
Britain in 1925 when it reestablished the gold standard at an unsus­
tainable exchange rate, as analyzed by J. M. Keynes in The Economic 
Consequences of Mr. Churchill. No way has yet been found to adjust 
the exchange rate under a currency board when the currency has 
become overvalued. 

Freely floating exchange rates also have grave disadvantages: 
They make it risky to borrow in foreign currencies and expose the 
local currency to speculative attack. In the absence of other alterna­
tives, countries may be driven to impose capital controls. This 
could render the countries that seek to keep their capital markets 
open more vulnerable, eventually causing a systemic breakdown. 
The need to develop an alternative is pressing, even if the urgency is 
not felt. Small countries such as Thailand are particularly exposed. 

The exchange-rate system is one of those problems that does not 
have a permanent solution. The only hope is to alleviate the prob­
lem through a process of trial and error. A promising start would be to 
reduce die range of fluctuations among the major currencies. 
Swings in excess of 50 percent are beyond tolerable bounds. Paul 

zS7 



G E O R G E S O R O S 

Volcker, former chairman of the Federal Reserve, advocates intro­
ducing target zones for major currencies. While the intention is 
admirable, the method proposed is not. Formal target zones provide 
exactly what the name implies: targets for speculators to shoot at. 

Exchange-rate stability is desirable, but it is impossible to deter­
mine what the equilibrium or central rate ought to be. Take the cur­
rent circumstances. The United States has a trade deficit in excess 
of 3 percent of GNP and rising, suggesting that the dollar should 
fall; yet the economy is in danger of overheating, suggesting the 
need for a strong dollar. Conversely, Euroland (the eleven members 
of the euro zone) and Japan both have trade surpluses, adding 
strength to the currencies, but weak economies, indicating currency 
weakness. Correction of the economic imbalance and the trade 
imbalance would therefore require currency moves in opposite 
directions. The likelihood is that the currencies will in fact move, 
first in one direction and then in the other. The trick is to figure out 
when the changes in direction will occur—and in what order— 
because they will be intimately interconnected with the fortunes of 
the various financial markets and economies. The actions of the 
authorities will have great influence on the outcome without actu­
ally determining it because of the unintended consequences. One 
thing is certain: The situation cannot be understood in terms of 
equilibrium. 

l b impose a target zone on the authorities would be counterpro­
ductive because it would reduce their room to maneuver. Stability 
needs to be pursued by more subtle means, and an important part of 
the balancing act is to adjust the methods to prevailing conditions. 
Authorities and markets are engaged in a never-ending cat-and-
mouse game: Both sides need to adjust to each other's behavior. The 
authorities need to keep markets and economies on an even keel. 
But tfiat is not their only goal. They want to assure growth, control 
inflation, and, depending on the political complexion of die govern­
ment, promote their vision of social justice. They also want to pull 
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the blanket to their side: to benefit at the expense of others. Target 
zones cannot be reconciled with this multiplicity of objectives. 

Still, the stability of the global system ought to rank higher than 
it does at present. The belief that the system will always right itself 
is a self-defeating prophecy. The system did right itself, and I was 
wrong when I predicted its imminent demise, but it was saved by 
the actions of financial authorities in response to imminent danger. 
Market fundamentalism could undermine the resolve of the author­
ities to intervene in case of need. 

At present the power and responsibility for the global financial 
system lies mainly with the United States. U.S. financial authorities 
are aware of that and try to live up to it, but their primary responsi­
bility is for the economy of the United States. If domestic and inter­
national considerations come into conflict, there can be no doubt 
which will prevail. The position of the Federal Reserve is analogous 
to the position of the Bundesbank within the ERM in 1992, and we 
all know that the ERM broke down. The conflict between domestic 
and international considerations wras less clear-cut during the 
1997-1999 crisis; nevertheless it is obvious that the United States 
fared better than the rest of the world. 

I have no solution for this problem. All I can do is draw attention 
to it. It would be helpful if the American electorate and Congress 
became more aware of the precariousness of the current arrange­
ments, but the resilience of markets militates against any structural 
reforms. I have proposed three small steps, but even they are unac­
ceptable. I believe that the instability of the international financial 
system has no architectural solution at present; it is more a chal­
lenge for day-to-day management. This management can be suc­
cessful only if public officials reject the fundamentalist assumption 
tJiat free markets left to themselves will automatically move toward 
equilibrium and produce socially acceptable results. 
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In the longer term, there could be a permanent solution: abolish­
ing national currencies. The creation of the euro is showing the 
way. It is increasingly realized that having a national currency is a 
handicap for a small economy. In their distress, some Latin Ameri­
can countries are moving toward adapting the dollar as their 
national currency; but that will make their dependence on policy 
decisions made in the United States even more apparent. National 
currencies cannot be abolished without creating an international 
central bank, and that is a long way away. Right nowr the trend is in 
the opposite direction. 

Derivatives, Swaps, and Spreads 

Could volatility in currency markets be reduced by making it less 
profitable to the professionals? Nobel Prize-winning economist 
James Tobin believes so, and I am inclined to agree with him, but I 
also believe that the invention of derivatives has made the Tobin tax 
proposal difficult to apply. The following section, devoted to the 
role of derivatives, is meant to stimulate discussion, not to provide a 
prescription. 

Derivatives are constructed on the basis of the theory of efficient 
markets. The fact that tfiey have become so widely used would seem 
to imply that the theory of efficient markets is valid. I disagree, but I 
have to be careful how I state my disagreement; as I mentioned 
before, I have not studied the theory of efficient markets in suffi­
cient detail, nor have I spent much time on how derivatives are con­
structed. Beta, gamma, and delta are, for the most part, Greek 
letters to me. This may come as a surprise from a "financial wizard" 
like me, but it is a fact. It is also an expression of my lack of confi­
dence in the theory of efficient markets. 

As I understand it, volatility can be measured, and it is possible to 
buy insurance against volatility by paying a premium for options. 
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Those who assume the risk by selling options can either offset the 
risk against their existing positions or reinsure themselves by engag­
ing in so-called delta hedging. This is a complex strategy, but it boils 
down to a rather crude method of limiting risk. It involves the seller of 
the option buying back a certain portion of the underlying security 
as the price moves against her. Delta hedgers are usually profes­
sional market makers who derive their profits from the spread 
between bid and asked prices and limit their risks by delta hedging. 

Properly executed, this strategy should yield profits over the long 
rim, but delta hedging creates automatic trend-following behavior. 
As the market moves in a certain direction, the delta hedger auto­
matically moves in the same direction, buying when the price goes 
up, selling when it is going down. In this way, the market makers 
transfer their risk to the market. If the efficient-market theory were 
valid, this would mean that the risk disappears. I contend that the 
theory is false. In my view, volatility cannot be measured with any 
degree of certainty because the act of measurement can affect that 
which is measured in a reflexive fashion. Specifically the practice of 
delta hedging can create a risk of instability that was not present 
before. It all depends on whether the positions of the market mak­
ers add up or cancel each other out. As a general rule, they cancel 
out because different market participants move in different direc­
tions. Once in a blue moon, the risks pile up on one side of the 
market and delta hedging can touch off a discontinuity in price 
movements. On these occasions, efficient market theory breaks 
down. The occasions are rare enough not to discourage an other­
wise profitable business, but when they occur they can have a devas­
tating impact. The 1987 stock market crash was a case in point. 

Risk management, as it is practiced in the proprietary trading 
departments of commercial and investment banks, sets limits to the 
amount of loss a trader can incur. It works the same way as delta 
hedging. It forces the trader to reduce trading positions when they 
move against her. This is, in effect, a self-imposed stop-loss order, 
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which reinforces the trend that caused the loss in the first place. The 
dangers of risk management as it is currently practiced became evi­
dent when Long Term Capital Management got into its difficulties. 

Trend-following behavior in general and delta hedging in partic­
ular tend to increase the volatility of markets, but the market mak­
ers benefit from volatility because they can charge a higher 
premium on options; the buyers of the options cannot complain 
because the higher premium is justified by the higher volatility. 
There may be hidden costs to the public, but they are well hidden. 
As former Fed Chairman Paul Volcker has said, everybody com­
plains about volatility but nobody will do anything about it because 
the public cannot complain and the market makers in derivatives 
make a profit coming and going—by creating volatility and by sell­
ing insurance against it. 

Derivatives have become increasingly sophisticated, and some 
carry a higher risk of causing a discontinuity than others. The 1987 
stock market crash was precipitated by the widespread use of a 
delta-hedging technique marketed under the name of portfolio 
insurance. Those who bought the insurance became more heavily 
invested in the market than they would have been otherwise. When 
a market decline activated the insurance, the sudden volume of sell­
ing created a discontinuity, and the market crashed. To prevent a 
recurrence, regulators introduced so-called circuit breakers—tem­
porary trading suspensions that destroy the assumption of continu­
ity upon which delta-hedging programs are based. 

Similarly dangerous derivative instruments are in widespread use in 
currency markets, but nothing has been done to discourage their 
use. For instance, "knockout" options expire when a certain price 
limit is reached, leaving the buyer of the option without insurance. 
Knockout options used to be rather popular among Japanese 
exporters because they are much cheaper than regular options. 
When they were all knocked out at the same time, in February 1995, 
a stampede ensued that drove the yen from about 100 yen to the 
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dollar to below 80 yen within a few weeks. Unbalanced option posi­
tions have caused other large and seemingly unjustified currency 
movements at times. The situation cries out for regulation—or at 
least supervision—but again, as Volcker explained, there has been 
no constituency clamoring for it. 

Generally speaking there are no margin requirements or size 
limits for derivatives, swaps, and forward transactions, except when 
they are executed on registered exchanges. Banks and investment 
banks acting as market makers can carry these commitments as 
off-balance sheet items. These instruments have developed in an 
age when people believe in the self-correcting capacity of financial 
markets. By contrast, margin requirements on stock purchases are 
left over from a bygone age. If my contention is correct, and some 
of the recently invented financial instruments and trading tech­
niques are based on a fundamentally flawed theory of financial mar­
kets, the absence of margin requirements may pose a serious 
systemic risk. 

On a more fundamental level, we ought to reconsider our atti­
tude toward financial innovations. Innovation is regarded as one of 
the main benefits of free markets, but in the case of financial mar­
kets innovations can create instability. We ought to view financial 
innovations differently from the way we view better mousetraps, 
breakthroughs in communication technology, and other inventions. 
This will require quite an adjustment, because the best brains in the 
world have been attracted to the financial markets, and the combi­
nation of computer capacity and efficient market theory has pro­
duced an explosive growth in new financial instruments and new 
types of arbitrage. The dangers that they carry have been ignored 
because markets are supposed to be self-correcting, but that is an 
illusion. The innovative instruments and techniques are not prop­
erly understood either by the regulators or the practitioners; there­
fore they pose a threat to stability. 

As I understand it, efficient market theory works with the idea 
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that as long as the price clears the market it is in permanent equilib­
rium. I work with the opposite idea: In my view, markets are in per­
manent disequilibrium because of the radical uncertainty that 
participants must cope with. I think the very idea of measuring risk 
is flawed because it disregards reflexivity. Long Term Capital Man­
agement believed in the idea that risks can be measured, and diat 
belief changed the magnitude of die risk that LTCM encountered 
in its operations. 

Perhaps derivatives and other synthetic financial instruments 
ought to be licensed in the way new issues of securities must be reg­
istered with die Securities and Exchange Commission. It goes 
against the grain that the creative energies of innovators should be 
subjected to constraints administered by plodding bureaucrats, but 
that is precisely what I suggest. Innovations bring intellectual 
excitement and profit to the innovators, but maintaining stability 
or, more exactly, preventing excesses ought to take precedence. 

When I say diis I speak against my own personal interests and 
predilections. I am a man of the markets, and I abhor bureaucratic-
restrictions. I try to find my way around them. For instance, I limit 
the number of funds I advise so I do not have to register with the 
Securities and Exchange Commission. But I do believe that finan­
cial markets are inherently unstable; I also recognize that regula­
tions are inherently flawed: Therefore stability ultimately depends 
on a cat-and-mouse game between markets and regulators. Given 
the ineptitude of regulators, there is some merit in narrowing the 
scope and slowing down the rate of financial innovations. 

The Russian meltdown in August 1998 revealed some of die sys­
temic risks. The failure of LTCM, a hedge fund that pioneered the 
use of risk management techniques based on efficient market the­
ory, demonstrates the failure of the theory. The fact that a rescue 
effort had to be orchestrated by the Federal Reserve indicates that a 
systemic risk was involved. As I mentioned before, LTCM carried a 
balance sheet of over $100 billion on an equity base of less than $5 
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billion. In addition, it had off-balance sheet liabilities in excess of $i 
trillion. The dislocations caused by the Russian meltdown eroded 
the equity base until it was down to $600 million at the time of the 
rescue. If LTCM had been allowed to fail, the counterparties would 
have sustained losses running into the billions, especially as they 
carried similar positions for their own account. As it is, the counter­
parties banded together under the prodding of the Federal Reserve 
and put additional capital into the failing company to permit a more 
gradual unwinding. The Federal Reserve did what it is supposed to 
do: prevent systemic failure. Once the emergency has passed, the 
system ought to be reexamined, and a recurrence prevented. 
Reform could be superficial, as it was after the 1987 stock market 
crash with the introduction of so-called circuit breakers, or it could 
be more fundamental. I hardly need to repeat that I favor a more 
fundamental rethinking because I believe that our current views 
about financial markets are based on false premises. 

Still, I am not sure whether the introduction of margin require­
ments on swaps and derivatives or other regulations would reduce 
volatility, because this would also reduce the amount of capital mar­
ket makers are willing to devote to their businesses. The net effect 
of regulation could be to reduce the "depth" of the market rather 
than reduce volatility. 

In the case of currency markets, this could be a good thing. At 
present the authorities find it difficult to intervene because the vol­
ume of transactions—the depth of the market—is too great. If mar­
kets were shallower, the authorities could regain their influence. By 
reducing volatility, they could reduce the demand for hedges and 
diminish the influence of trend-following behavior. Trade- and 
investment-related transactions would become more influential, 
and exchange rates would become more closely correlated with the 
economic "fundamentals" than they are at present. 
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Hedge Funds and Banking Regulations 

Following the bailout of LTCM there has been much talk about 
regulating hedge funds. I believe the discussion is misdirected. 
Hedge funds are not the only ones to use leverage; the proprietary 
trading desks of commercial and investment banks are the main 
players in derivatives and swaps. Most hedge funds are not even 
engaged in those markets. Soros Fund Management, for instance, is 
not in diat line of business. We use derivatives sparingly and oper­
ate with much less leverage. LTCM was in some ways exceptional: 
It was, in effect, die proprietary trading desk of an investment bank 
(Salomon Brothers) transplanted into an independent entity. Hav­
ing proved successful, it was beginning to spawn imitators. Even so, 
hedge funds as a group did not equal in size the proprietary trading 
desks of banks and brokers, and it was the threat diat LTCM posed 
to those institutions that prompted the Federal Reserve to inter­
vene. 

I am not defending hedge funds, and I believe diat hedge funds 
should be regulated like any odier market participant. They are dif­
ficult to regulate because many operate offshore, but if the regula­
tory audiorities cooperate this should not present insurmountable 
difficulties. Hedge funds should be neither exempted from regula­
tion nor singled out for special treatment. 

In my opinion, regulation and supervision ought to be applied at 
the point where credit is extended, namely, commercial and invest­
ment banks. The regulatory authorities have die power to intervene 
at tliat point, and they can bring entities operating offshore under 
dieir jurisdiction. The trouble is that they may lack die expertise. 
Financial transactions have become extremely complex, and it has 
become practically impossible for a supervisor to assess leverage 
and risk by looking at the books from the outside. Regulators used 
to impose margin requirements, so-called haircuts, and the like. 
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This approach has become impractical because rules of thumb are 
difficult to apply to the sophisticated instruments that have recently 
been introduced. Market participants can use those instruments to 
write circles around the regulators. Many derivatives have been spe­
cially designed to evade regulations. The most blatant cases 
occurred in Japan, where international investment banks made an 
industry out of so-called wash transactions. I used to be surprised by-
some anomalous market movements that could be explained only 
by maneuvers designed to meet Ministry of Finance requirements. 
Credit Suisse recently had its license revoked in Japan for trying to 
cover up past activities in this field. 

U.S. regulators have recognized that they cannot measure the 
risks from the outside and are better off relying on the risk-manage­
ment techniques developed by the banks themselves. The trouble 
with this approach is that banks only guard against risk as it affects 
them individually and disregard the risks that their behavior may 
pose for them collectively. As 1 said earlier, their risk management is 
just a sophisticated stop-loss order. When many stop-loss orders are 
triggered concurrently, they can cause a cascade. That is what hap­
pened during the LTCM crisis. Financial institutions are likely to 
be more cautious while the LTCM crisis remains vivid in their 
memory, but that may bring only a temporary reprieve. 

The Basle Accord of 1988 introduced certain capital require­
ments for commercial banks operating internationally. The yard­
sticks they applied were crude and, as it turned out, aggravated the 
global financial crisis of 1997-1999, particularly in Korea. Interna­
tional banks doing business with Korea were exempted from setting 
up special reserves once Korea became a member of the Organiza­
tion for Economic Cooperation and Development, and this encour­
aged the banks to lend to Korea. To top it off, the Korean central 
bank required only loans over one year of maturity to be registered, 
so that most borrowing was done for less than one year and the cen­
tral bank had no idea of the amounts involved. These factors made 
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the crisis, when it erupted, more intractable. The Basle Accord is 
now under revision, and these anomalies are likely to be removed. 

Capital Controls 

It used to be an article of faith that capital controls should be 
abolished and the financial markets of individual countries, includ­
ing the banking system, opened up to international competition. 
Prior to die recent crisis, the IMF had even proposed amending its 
charter to make these goals more explicit. The experience of the 
Asian crisis has given us pause. The countries that kept their finan­
cial markets closed weathered the storm better than those that were 
open. India was less affected than the Southeast Asian countries; 
China was better insulated than Hong Kong. Opinion is now more 
divided. 

It is widely recognized that short-term capital flows can be desta­
bilizing,* and there is much praise for the so-called Chilean model. 
Chile imposed deposit requirements on capital inflows that penal­
ized short-term capital movements. Chile also reformed its social 
security system, which provided a domestic source of long-term 
capital. As a result, it was relatively unscadied by the Mexican crisis 
of 1994-1995 and the global crisis of 1997-1999. 

On their own, short-term capital movements probably do more 
harm than good. As the Asian crisis demonstrated, it is risky for a 
recipient country to allow short-term capital inflows to be used for 
long-term purposes. The proper policy is to sterilize the inflow. 
That is usually done by accumulating reserves, which is costly and 
tends to attract further inflows. The main justification for keeping 
capital markets open, then, is to facilitate international trade and 
the free flow of long-term financial instruments such as stocks and 
bonds. 

*No surprise. As a student I read studies detailing the destabilizing effect of "hot money" 
movements during the interwar period. 
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It is also recognized that the premature opening of capital mar­
kets among the newly industrialized countries in Asia was a major 
contributing factor to the crisis of 1997-1999. In the Asian model, 
the banking system was used for political ends. The managements 
of banks became accustomed to taking their instructions from their 
political masters, and they were ill-prepared to compete in open 
markets. This was true even for Japan, which has a democratic gov­
ernment; it applied with much greater force to countries with auto­
cratic and corrupt regimes. 

Experience has shown how difficult it is to correct this defect. 
Japan, the world's second largest economy, has been struggling with 
it for years and is not yet out of the woods. The problem extends 
beyond the management of commercial banks to the supervisor)7 

authorities. The central banks of Indonesia, Korea, and Thailand, 
not to mention Malaysia, acquitted themselves poorly during the 
crisis. 

Economist Paul Krugman has shown that individual countries 
may benefit from imposing capital controls, and Mahathir of 
Malaysia has demonstrated it in practice. But keeping capital mar­
kets closed is undesirable on political grounds. Capital controls are 
an invitation for corruption and the abuse of power. A closed econ­
omy is a threat to liberty. Mahathir followed up the closing of capi­
tal markets with a witch-hunt against his political rival, Anwar 
Ibrahim. 

But open capital markets also impose a political price. In global 
markets, multinational corporations and financial institutions enjoy 
considerable advantages over local ones. They have better access to 
capital, a broader base to finance research and development, and a 
broader distribution of risks. Without protective measures for local 
enterprises, multinationals are liable to swallow them whole. The 
Asian model of development was so successful exactly because it 
protected the accumulation of local capital. 

More important, open capital markets tend to deprive a country 
of control over its destiny. Policy decisions are made at the center of 
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the global system, with domestic considerations in mind. This can 
have unfortunate consequences even where there is no difference in 
wealth between center and periphery. That was the case in the 
European Monetary System, where the actions of Bundesbank 
caused a breakdown of the ERM in 1992. In the global capitalist 
system most periphery countries are dependent on the center for 
the supply of capital. That limits their freedom of action. They 
need to maintain the confidence of foreign investors—or else all 
hell will break loose. It could be argued that this is a good thing 
because it subjects governments to market discipline. But market 
discipline, as it applies to a periphery country, is somewhat perverse: 
It requires raising interest rates at a time of recession. It reinforces 
disequilibrium rather than counterbalancing it. That is not what 
Keynes prescribed. 

There is no doubt that open capital markets would be a highly 
desirable, if not indispensable, feature of a global open society. But 
capital markets may not stay open unless we find ways to preserve 
stability and create a more level playing field. In the absence of col­
lective measures, each country has to look out for its own interests, 
which in turn may lead to the imposition of capital controls. Based 
on the lessons learned during the crisis of 1997-1999, countries 
under duress are more likely to resort to capital controls than 
before. This may give them some temporary relief, but in shaking 
investor confidence it would also hurt other countries that seek to 
keep their markets open. Capital controls qualify as beggar-thy-
neighbor policies that could disrupt the global capitalist system. 
Unfortunately our ammunition for combating such an eventuality 
is being depleted. Right now we are in the process of weakening 
international financial institutions in the name of eliminating the 
moral hazard, 
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The Global Political Architecture 

I
n the wake of the global financial crisis, there has been much 
talk about the global financial architecture. Practically no dis­
cussion has taken place on die global political architecture. 
This is a strange omission, given that international politics is 

full of conflicts, and arrangements designed to address them are 
much weaker compared to the financial arena. 

We have not had a political upheaval comparable to the global 
financial crisis, but we have had a plethora of local conflicts, and in 
the absence of an effective peacemaking mechanism some of them 
proved rather devastating. If we look at a single continent— 
Africa—the conflicts have been too countless to enumerate. Admit­
tedly they do not endanger the global capitalist system, but the 
same cannot be said of the nuclear-arms race between India and 
Pakistan or the tensions in the Middle East and the Balkans, not to 
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mention Taiwan. The previous incarnation of global capitalism 
came to an end with World War 1.1 do not wish to raise the specter 
of another world war, but I do believe that the system could be dis­
rupted by political developments just as easily as by financial insta­
bility; more likely the two will feed off of one another to create 
upheaval. 

It seems that local conflicts have become increasingly difficult to 
overcome. During die Cold War they were contained by a larger 
conflict that pitted die two superpowers against each other. Each 
side tried to keep its own house in order and exploit the weaknesses 
of the odier. The arrangement was far from ideal, and some local 
conflicts festered for years, but few were neglected and none were 
allowed to escalate into a full-scale war between superpowers. 
Today diey must become full-blown crises before they receive 
attention, and even then the political will to deal with them is diffi­
cult to muster. 

Most local conflicts arise from relations within a sovereign state: 
etiinic tensions, corruption, repression, breakdown of central 
authority. Eventually they can spill across national borders, but 
until then tiiey can fester under die protective umbrella of national 
sovereignty. That is why so many grow into full-blown crises. 

International relations used to be concerned with relations 
among states; nowadays what goes on within states has become 
more important, and there are no effective arrangements to deal 
with internal conflicts. The rules that govern international relations 
apply to relations among states. Within states, sovereignty is sup­
posed to prevail except to die extent that a state has abdicated or 
delegated its sovereignty by international treaty. The arrangements 
governing relations among states are far from adequate, but diere is 
a much greater deficiency with regard to conditions within states. 
There is no effective mechanism to prevent crises from developing. 
Any external intervention constitutes interference with sovereignty. 
Because crisis prevention requires some degree of external interfer­
ence, the current arrangements are crisis-prone. 
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This is nothing new. The principle that sovereign states should 
be allowed to decide how they treat their subjects was established in 
the Treaty of Westphalia in 1648 after thirty years of religious war­
fare. Since then international relations have been based on the prin­
ciple of national sovereignty. 

Sovereign nations are guided by national interests. The interests 
of the states do not necessarily coincide with the interests of their 
own citizens, and states are even less likely to be concerned with the 
citizens of other states. There are few safeguards built into these 
arrangements to protect the interests of the people. The United 
Nations has adopted the Universal Declaration of Human Rights, 
but there is no enforcement mechanism. There are some interna­
tional treaties and institutions, but their influence is confined to the 
narrow sphere that the sovereign nations have assigned to them. 
Events within the borders of states are thus largely exempt from 
international supervision. 

Still, people living under repressive regimes need outside protec­
tion. States are more likely to abuse their power in relation to their 
own citizens than in relation to other states because they are subject 
to fewer constraints. For people living under repressive regimes, 
assistance from the outside is often the only lifeline. But people liv­
ing elsewhere have little interest in coming to their aid. By and 
large, people living in democracies are ready to defend their own 
freedom when it is endangered. But there is not enough support for 
open society as a universal principle. How severe is this deficiency? 
Could it be corrected? We shall examine the prevailing attitude 
toward international relations first and die actual state of affairs 
afterward. 

Geopolitical Realism 

International relations are not well understood. They do not 
have a scientific discipline to rely on, although there is a doctrine 
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called "geopolitical realism" that claims scientific status. Just like 
the theory of perfect competition, geopolitics has its roots in the 
nineteenth century, when science was expected to provide deter­
ministic explanations and predictions. According to geopolitics, the 
behavior of states is largely determined by their geographical, polit­
ical, and economic endowments. Henry Kissinger, the apostle of 
geopolitics, contends that the roots of geopolitical realism go back 
even farther, to Cardinal Richelieu, who proclaimed that "states 
have no principles, only interests."* This doctrine has some similar­
ity to the doctrine of laissez-faire: Both treat self-interest as the only 
realistic basis for explaining or predicting the behavior of a subject. 
For laissez-faire, the subject is the individual market participant; for 
geopolitics, it is the state. Closely allied to both is a vulgar version 
of Darwinism, according to which the survival of the fittest is the 
rule of nature. The common denominator of die three doctrines is 
that they are based on the principle of self-interest and exclude all 
moral or ethical considerations. In the case of geopolitics, this 
means the national interest, which does not necessarily coincide 
with the interests of the people. The idea that the state ought to 
represent the interests of citizens is beyond its frame of reference. 
There are, of course, other views about international relations that 
take into account moral considerations, but they are considered soft 
and idealistic. The authorities of the state often feel that they can­
not afford to stray too far from geopolitical realism in dealing with 
other states. 

This perspective yields some strange results. Geopolitical real­
ism could not cope, for instance, with popular opposition to the war 
in Vietnam. More recently it could not deal with the disintegration 
of states such as the Soviet Union and Yugoslavia. According to 
geopolitics, a state is a state is a state. We are taught to think of 
them as pawns on a chessboard. What goes on inside the pawns is 
not the business of geopolitics. 

*Heniy Kissinger, Diplomacy (New York: Simon and Schuster, 1995). 
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Interestingly, economic theory suffers from a similar weakness. 
Geopolitics is based on the state; economics is based on the isolated 
individual, homo economicus. Neither construct is strong enough to 
sustain the weight of the theory that is built upon it. The economic 
beings are supposed to possess perfect knowledge, both of their own 
needs and of the opportunities open to them, and to be able to make 
rational choices based on that information. We have seen that these 
assumptions are unrealistic; we have also seen how economic theory has 
wiggled out of the difficulty by taking both preferences and oppor­
tunities as given. But we are left with the impression that people are 
guided by their self-interest as isolated individuals. In reality, people 
are social animals: The survival of the fittest must involve coopera­
tion as well as competition. There is a common flaw in market fun­
damentalism, geopolitical realism, and vulgar social Darwinism: the 
disregard of any motivation other than narrow self-interest. 

No World Order 

Turning from ideology to reality, let us look at the actual state of 
affairs in international relations. The distinguishing feature of the 
current situation is that it cannot be described as a "regime." There 
is no political system to correspond to the global financial system; 
moreover, there is no consensus that a global political system is 
either feasible or desirable. 

This is a relatively recent state of affairs. Until the collapse of the 
Soviet empire, one could point to a regime in international rela­
tions—the Cold War—and it was remarkably stable: Two super­
powers representing two different forms of social organization were 
locked in deadly conflict. Each wanted to destroy the other, and 
both prepared for it by engaging in a nuclear-arms race. As a conse­
quence, each became strong enough to wreak havoc on the other if 
attacked. This prevented the outbreak of outright war, although it 
did not prevent skirmishes at the margin and jockeying for position. 
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A balance of powers, such as that represented by the Cold War, is 
generally recognized as one way to preserve peace and stability in 
the world; the hegemony of an imperial power is another; an inter­
national organization capable of effective peacemaking could be a 
third. At present we have none of the above. 

The United States remains the sole surviving superpower, but it 
has no clear view of its role in the world. During the Cold War, the 
United States was both a superpower and the leader of the free 
world, and the two roles reinforced each other. With the disintegra­
tion of trie Soviet empire, this cozy identity also disintegrated, but 
people failed to realize it. The United States could have remained 
the leader of the free world, but to do so it ought to have cooperated 
with other democratic-minded countries, first to help lay the foun­
dation for democracy in former communist countries, then to 
strengthen the international institutions necessary to maintain a 
global open society. On two previous occasions when the United 
States emerged as the leader of the free world—at the end of World 
Wars I and II—it did exactly that: It sponsored the League of 
Nations, then the United Nations. However, both efforts proved 
futile. In the first case, Congress refused to ratify the League of 
Nations; in the second, the Cold War rendered the United Nations 
largely ineffectual. 

The opportunity to reinvigorate the United Nations presented 
itself when Mikhail Gorbachev became the head of the Soviet 
Union. Gorbachev was hoping to make the United Nations func­
tion the way its founders had intended by forging an alliance with 
the United States. It was the most coherent part of his program, 
called novoye myshlenic (new thinking), elaborated by the only seg­
ment of the Soviet bureaucracy that supported his reforms—the 
Foreign Ministry. His ideas for economic reform were far less 
coherent; he was expecting his prospective ally, the United States, 
to ride to his rescue. 

One of Gorbachev's first acts was to make good on the Soviet 
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arrears to the United Nations. Then he came before the UN Gen­
eral Assembly to make an impassioned plea for international coop­
eration. It received short shrift. The United States suspected a ruse 
and wanted to test his sincerity. When he met the test, new tests 
were designed. By the time he made all the concessions demanded 
of him, conditions in the Soviet Union had deteriorated so much 
that the Western leadership could conclude that it was too late to 
extend the assistance that Gorbachev had hoped for. Still, neither 
Gorbachev nor his successor, Boris Yeltsin, posed any serious diffi­
culties to the proper functioning of the UN Security Council for 
about five or six years. 

The opportunity to make the Security Council function the way 
it was originally intended was dissipated, first by an unfortunate 
incident in Somalia and then by the conflict in Bosnia. The Somalia 
experience established the principle that U.S. soldiers would not 
serve under UN command—-although they were not under UN 
command when the incident occurred. It also taught the U.S. gov­
ernment that the public has a very low tolerance for body bags. 
Nevertheless the Bosnia crisis could have been better contained if 
the Western permanent members of the Security Council had 
agreed among themselves. The task could have been assigned to 
NATO—as it was in the end—and the tragedy could have been 
avoided. In 1992 Russia would have posed no objections. But, 
cowed by the Somalia experience, President Bill Clinton exerted no 
leadership, and the United Kingdom, which was president of the 
European Community at the time, preferred to send peacekeepers 
where there was no peace to keep. The fighting and atrocities 
dragged on until finally the United States took a firmer line. 

In the aftermath of the Bosnia conflict, the United States has 
come to believe that nothing will get done unless it takes the lead. 
Europe cannot get its act together, and the independence of the 
United Nations is seen as an affront to U.S. leadership. Under con­
gressional pressure, the United States did not even pay its dues to 
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the United Nations. After the debacle in Rwanda, it is no exaggera­
tion to say that the United Nations is less effective today than it was 
during the Cold War. At the same time, the United States has been 
reluctant to take the lead on most international issues, lacking 
domestic support. As a result, problems fester until they reach a cri­
sis point where they can no longer be ignored. This state of affairs is 
clearly unsatisfactory. There is an urgent need for the profound 
rethinking and reorganization of international relations. 

Toward a Global Open Society 

I have argued that we cannot have a global economy without a 
global society. But how can the idea of a global society be reconciled 
with the sovereignty of states? States have interests but no princi­
ples. How can the global common interest be left in their care? 
Only if the citizens of democratic states exert influence on govern­
ments and make them responsive to the needs of a global society. 

I propose that the democratic states of the world should form an 
alliance with the purpose of creating a global open society. This 
would involve two distinct but related tasks: fostering the develop­
ment of open societies throughout the world, and establishing cer­
tain rules and institutions that would govern the behavior of states 
toward their citizens and one another. This is a rather grandiose 
project, and it could be dismissed as an Utopian idea; but open soci­
ety recognizes the limitations imposed by reality. Perfect solutions 
are not attainable. We must therefore content ourselves with the 
second-best: imperfect arrangements that can be improved by a 
process of trial and error. The arrangements must vary according to 
time and place. Above all we must remember that well-intended 
actions often have adverse unintended consequences. This is partic­
ularly true of external interventions. When people try to impose 
their version of the ultimate truth on others it is liable to lead to 
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religious, ideological, or communal warfare and there will be no 
end to the fighting. That is what happened in the Thirty Years' 
War. By basing the international political architecture on the prin­
ciples of open society, this danger could be avoided. Open society 
rests on the recognition that the ultimate truth is beyond our reach. 
We must accept that people have different views and interests and 
we must find ways to allow them to live together in peace. 

The creation of a global open society would inevitably involve 
some external meddling in internal affairs. It follows both from the 
principle of fallibility and the principle of sovereignty (which is 
today's reality) that to the greatest extent possible the intervention 
should be consensual and constructive rather than coercive. The 
emphasis should be on crisis prevention rather than punitive inter­
vention. Prevention cannot start early enough, but at an early stage 
it is impossible to identify potential trouble spots. The best way to 
prevent crises is to foster the development of open societies 
throughout the world. The development has to be economic as well 
as political. The point is well made by Amartya Sen when he defines 
development as political freedom.* 

I believe the concept of open society could provide some guiding 
principles to govern international relations, but to serve in that 
capacity the abstract concept must be transformed into an opera­
tional one. To prepare a blueprint for a global open society would 
run counter to the principles of open society; it would also be an 
exercise in futility. Open society cannot be designed from first prin­
ciples: It must be created by the people who live in it. 

Open society as an operational concept needs to be developed by 
every society and every age for itself. A global open society has to be 
created by the open societies of the world working together. That is 
exactly what I propose. 

The process that Karl Popper recommends is piecemeal social 

'Amartya Sen, Development as Freedom (New York: Alfred A. Knopf, 1999). 
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engineering. I am not entirely happy with the term, because in 
times of revolutionary regime change, the tempo is too fast to allow 
us the luxury of piecemeal action; that is why events spin out of con­
trol. The collapse of the Soviet system was such a moment in his­
tory. But diat moment has passed, and, as I argued earlier, we 
missed a historic opportunity. The international political scene is 
now much calmer, with specific problems slowly coming to the boil. 
Therefore a piecemeal approach is appropriate. Accordingly I shall 
focus on a particular case—the disintegration of Yugoslavia—that 
raises the issues confronting us in a particularly poignant way. I shall 
try to build the case for a global open society by proceeding from 
the particular to the general. 

The Disintegration of Yugoslavia 

Since the original publication of this book, the crisis in Kosovo 
came to a head. NATO intervention constituted an important 
precedent, in which an alliance of democratic states intervened in 
an internal conflict within a sovereign state in the name of universal 
principles, even if those principles were not properly defined. 

The intervention was successful, but it was a close run, and raised 
many troubling issues. The spectacle of NATO planes dropping 
bombs from high altitudes was profoundly disturbing, and in many 
ways it was directly counterproductive. It accelerated the ethnic 
cleansing it was supposed to interdict; it temporarily silenced the 
domestic opposition to Slobodan Milosevic; and it divided the 
world rather than uniting it behind the universal principles it 
invoked. The eventual outcome mitigated some of these ill effects, 
and it is only too tempting to forget about the troubling issues and 
proclaim victory. But that would not be justified by the current state 
of affairs. 

The hopes attached to NATO intervention have not been ful-
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filled. Milosevic remains in power in Yugoslavia. The restoration of 
law and order in Kosovo has been slow and incomplete. Ongoing 
ethnic conflict, fostered by Milosevic, plays directly into his hands. 
There is rising tension between Serbia and Montenegro, All these 
developments show that the members of NATO have failed to fol­
low up the military engagement with constructive engagement. 
NATO members need to bring the process of disintegration to an 
end by integrating the region into the economic and political com­
munity of Europe. The need is recognized by the political leaders; 
it is now a question of execution. I hope that by the time this book is 
published considerable progress will have been made. The fate of 
the former Yugoslavia and its neighbors constitutes a test case for 
open society. 

Let's review the disintegration of Yugoslavia. I have some direct 
knowledge about the subject. I have Open Society Foundations 
operating in every Balkan country with the exception of Greece and 
Turkey. Prior to the Kosovo crisis we had branches of the Yugoslav 
foundation in Kosovo and Montenegro; these have now been con­
verted into independent foundations. 

I was in Belgrade in April 1990 and met with Prime Alinister 
Ante Markovic on the day he announced the formation of a federal 
party that would contest the elections in each of the republics. We 
were negotiating about setting up an Open Society Foundation to 
which the federal government would provide matching funds. At 
that time Yugoslavia was economically much better situated than 
Poland. It had been more open and prosperous than Poland during 
communist times. Both countries had suffered a bout of hyperinfla­
tion, and both countries introduced an TMF-sponsored stabilization 
program—better known as the "big bang"—on January 1, 1990. 
Yugoslavia had the advantage of experts trained by the international 
financial institutions in Washington, and the program was much 
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more advanced than in Poland. Prices were actually falling in 
April—that was why Ante Markovic chose to launch his party then. 
Subsequently Milosevic ran up a big budget deficit in Serbia, 
wrecking the stabilization program and winning the Serbian elec­
tions. 

I was also in Belgrade in June 1991 just before the outbreak of 
hostilities in Slovenia and Croatia. I had breakfast with U.S. 
Ambassador Warren Zimmerman, who told me that Secretary of 
State James Baker had just visited Belgrade and told the leaders of 
the Yugoslav army that the United States would have no objections 
if they declared a state of emergency, secured the frontiers, and held 
internationally supervised federal elections within six months. I also 
met with Foreign Minister Leko Loncar, who told me that the 
European Community had offered a loan of 3 billion ecu, no small 
amount, if only Yugoslavia would stay together, but he was not 
hopeful. More than half the federal budget went to support the 
army, which was largely under Serbian domination; more than half 
the federal budget came from customs revenues collected in Slove­
nia. No wonder that the army was anxious to secure its main source 
of revenue and Slovenia was reluctant to provide it. When it came 
to armed conflict, the first move of the Yugoslav army was to try to 
take possession of the border posts in Slovenia, but the Slovenians 
were more determined and prevailed. 

As the Yugoslav federation broke up, 1 set up foundations in each 
of the successor republics. It was to my lasting regret that I had 
delayed the process in the hopes of securing matching funds from 
the federal government. There was a group of intellectuals commit­
ted to transforming Yugoslavia into a democracy who had sought 
my support; I made them responsible for running the foundations. 
They were opposed to the nationalist emotions that became 
increasingly dominant as the breakup of Yugoslavia proceeded and 
the atrocities multiplied. They remained eager to cooperate with 
each orfier; they saw the conflict not in terms of Serbs, Croats, 
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Bosnians, and Albanians but in terms of open versus closed society. 
This put them at loggerheads not only with the ruling regimes but 
also, in the case of Croatia, with society at large. The Croatian 
foundation was in danger of being confined to a ghetto of its own 
creation, and reluctantly I changed the leadership to make the foun­
dation more acceptable to a broader segment of society. 

When the Bosnia crisis erupted and Sarajevo came under siege, I 
committed $50 million to the UN High Commission for Refugees 
(UNHCR). That was in December 1992. My thought was that by 
sponsoring voluntary organizations to go into the country I would 
also draw in UN peacekeepers to protect them, which would help 
prevent atrocities. This turned out to be a false track. Still, I re­
tained some degree of control over my gift, and the money was 
exceptionally well spent. Under the leadership of a particularly-
gifted relief organizer, Fred Cuny, who was subsequently killed in 
Chechnya, an alternative water supply was established, electricity 
was brought in through a tunnel, a plasma manufacturing unit was 
installed in the hospital, people were given seeds to grow vegetables 
on small plots and balconies, and so on. Nevertheless, I considered 
my gift an admission of defeat: It would have been much better if 
the crisis could have been prevented and the money would have 
been spent in countries that were not being destroyed. 

I visited Sarajevo in November 1993, flying in an Ilyushin, one of 
the world's largest aircraft, carrying gas pipes that Fred Cuny was 
going to use to extend the natural gas supply system. It was a scary 
trip, with the Ukrainian crew tightening and loosening the straps 
that held the pipes together as the plane banked to one side or the 
other; we were sitting on a bench alongside the pipes that could 
have crushed us if the straps had slipped. In Sarajevo, I was sup­
posed to attend the inauguration of the water supply. Cuny had 
built a modular water purification plant in Texas and had it trans­
ported in segments. They barely fit inside the Ilyushin and could be 
removed from the hold within eight minutes—the permitted turn­
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around time in Sarajevo. They were then installed inside a road tun­
nel alongside the river; the water was drawn from the river and 
purified. Cuny even found a disused reservoir on a nearby hill left 
over from the Austro-Hungarian monarchy where water could be 
stored and distributed by gravity. Unfortunately the local authori­
ties did not give permission for the water to be turned on. We never 
found out why—either because it would have interfered with a 
water-distribution racket or because the government needed gory 
pictures on C N N showing people being killed while they waited for 
water. I had to threaten going public with my protest before per­
mission was granted. 

The Open Society Foundation in Bosnia and Herzegovina had a 
separate identity from the humanitarian relief operation. Its goal 
was to support civil society, and it kept a distance from the authori­
ties. It sustained the spirit of resistance that appealed to the con­
science of the world. It certainly appealed to my conscience. My 
visit merely confirmed wrhat I already knew from a distance: their 
heroic commitment to the values of open society. 

On my return I stopped off in Zagreb and had my one and only 
meeting with President Franjo Tudjman. He accused me of sup­
porting traitors in his country and spreading a dangerous new ide­
ology called open society. The foundation continued to incur the 
enmity of the government for its support of independent media. 
Government control over the media was more complete in Croatia 
than in Yugoslavia, and there was less opprobrium from Europe 
because of religious and historical links. It left the foundation some­
what isolated and exposed. 

I also became deeply involved in Macedonia. Greece had 
imposed an embargo on Macedonia, in a dispute over its name, that 
severely disrupted the Macedonian economy. Macedonia is land­
locked and gets its oil supplies from Greece. At the beginning of 
1993,1 gave Macedonia a loan of $25 million to enable it to buy suf­
ficient oil to see it through the winter. Macedonia was a multiethnic 
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society with a large Albanian minority. It could survive as an inde­
pendent country only if it treated all its citizens equally, and the 
government seemed to recognize the force of this argument. That 
was why I felt it so important to rush to their aid. The government 
repaid the loan, but otherwise it did not quite live up to its 
promises. Perhaps it tried hut ran into too much opposition from 
the Macedonian intelligentsia. In particular, no Albanian-language 
instruction was allowed at the university. When an illegal Albanian 
university was set up in Tetovo, I begged President Kiro Gligorov 
not to rise to the provocation but to no avail: Blood was shed. When 
I publicly expressed my disappointment I became persona non grata 
with the government. The feeling was mutual. I was distressed to 
observe the gradual deterioration in public morals. In the early days 
of independence and during the Greek embargo, I sensed a lot of 
public spirit, even idealism, in the government. When Yugoslavia 
came under embargo the situation changed. Smuggling and other 
illicit activities spread corruption. There was a murder attempt 
against President Gligorov that narrowly missed its target. I found 
that previously honest government officials gave up the struggle 
and became cynical about corruption. 

Our foundation in Yugoslavia proper was always at loggerheads 
with the regime, but it managed to establish strong roots within civil 
society. In addition to its support of independent media and other 
grants that incurred the wrath oi the government, the foundation 
engaged in many activities—particularly in public health, educa­
tion, culture, and support for refugees—of which the government 
could not openly disapprove. At one point the registration of the 
foundation was withdrawn, but it continued operating, and eventu­
ally the registration was restored. Subsequendy when I visited the 
foundation in June 1997,1 was received by Milan Milutinovic, then 
foreign minister. We had, to use the diplomatic vernacular, a frank-
discussion. 

The Yugoslav foundation had branches in Vojvodina, Montene-
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gro, and Kosovo. The Kosovo branch supported the parallel system 
of education that the Albanian population established when it was 
excluded from die official system. Although most of the foundation's 
support went to Albanian causes—including Albanian-language 
media—it did not operate along ethnic lines, and when I visited 
Kosovo in 1997 I met at the foundation people drawn from all ele­
ments of civil society. The Albanian member of the foundation 
board, Veton Surroi, was-—and remains—an important voice for 
reason and moderation. He played a crucial role in saving the Ram-
bouillet Conference (February 6 to 23, 1999), which preceded the 
military intervention in Kosovo, from total failure. 

I should also mention my involvement in Albania and Bulgaria. 
In Albania, I became engaged in the physical reconstruction of 
schools. This was a deviation from our usual approach, which is 
confined to what goes on inside schools, but it was rendered neces­
sary by the fact that many schools had been destroyed when the 
communist regime was overturned. We managed to establish an 
efficient construction operation that was free of corruption and 
engaged the communities in the rebuilding effort. I knew we had 
succeeded when a contractor donated money to rebuild the school 
in his home village. Subsequently, when the Berisha regime was vio­
lently overthrown in 1997, many buildings were again destroyed, 
but not one of our buildings was touched. Our computers were 
looted from the warehouse, but not from the schools. Those events 
taught me that the Albanians have strong ethical standards and that 
the rejection of government should not be equated with a lack of 
public morality. On the whole, I had a very positive experience in 
Albania, and the foundation enjoys widespread support and respect. 
The same is true in Bulgaria. 

I offer these details partly to establish my credentials and partly to 
state my perspective (or bias). My foundations were fighting for an 
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open society but to no avail. Still, I believe that losing battles are 
worth fighting; I also believe that if the Western powers had been 
guided by the principles of open society the battle might have been 
won. It is not appropriate to detail my contacts with Western policy­
makers; suffice it to say that 1 was often critical of Western policies 
both publicly and privately, and my public statements helped me to 
get a private hearing. For instance, I had several discussions with the 
then secretary-general of the United Nations, Boutros Boutros-
Ghali, and I argued that he should have resigned rather than accept 
a peacekeeping mission mat could not be carried out—but resigna­
tion was farthest from his mind. I was advocating a firm line against 
both iMilosevic and Tudjman, and I felt a strong sense of personal 
responsibility when we finally took a firm line in Kosovo—not 
because I was consulted (I was not) but because I was in favor of it. 

I do not want to give a blow-by-blow account of events in Yugo­
slavia, only some general observations. First, the Western democra­
cies—Europe and the United States—were intimately involved. I 
have already mentioned Secretary of State Baker's visit and the 
European offer of a 3 billion ecu loan. I would argue that the 
involvement should have started even earlier, when Milosevic abol­
ished the autonomy of Kosovo and Vojvodina or when he wrecked 
tiie economic reform program, and it should have been more firmly 
based on the principles of open society. International involvement 
cannot start early enough, but even then success cannot be assured. 

Second, no Western democracy had its national interests at stake, 
but Europe and the United States had a collective interest in what 
happened in Yugoslavia. Perhaps because of that, Western policy 
lacked unity and clarity of purpose. Most of the time, the aim was to 
preserve die status quo and to avoid armed conflict. This was true in 
June 1991 when Secretary of State James Baker agreed to the decla­
ration of a state emergency; it was true in Bosnia, where die West­
ern powers chose humanitarian intervention in lieu of armed 
intervention—Article 6 peacekeeping instead of Article 7 peace-
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making under the UN Charter. This was also true in the Kosovo 
crisis, in which the United States explored every avenue to Milose­
vic. When in the fall of 1998 Milosevic engaged in a large-scale 
anti-insurgency campaign against the Kosovo Liberation Army 
(KLA), displacing some 400,000 Kosovo Albanian villagers, U.S. 
envoy Richard Holbrooke reached an agreement with Milosevic 
that introduced into Kosovo unarmed observers from the Organi­
zation for Security and Cooperation in Europe (OSCE). The 
observers were withdrawn and the Rambouillet Conference 
arranged only after Milosevic broke the agreement and allowed the 
atrocities to continue in the presence of the observers. Close study 
of the events leads me to die conclusion that Milosevic wanted to be 
bombed in order to carry out a well-prepared, large-scale ethnic 
cleansing that would prepare the ground for de facto partitioning of 
Kosovo. 

Generally speaking, Western democracies were relatively insen­
sitive to the interna] political conditions prevailing in the various 
republics; they were much more influenced by religious, historical, 
and national considerations. For instance, Germany insisted on die 
recognition of Croatia and Slovenia as independent countries with­
out making adequate provisions for die protection of Serbian 
minorities. France, Greece, and to a lesser extent the United King­
dom sympathized with the Serbs. Prejudice against Muslims was 
widespread in Europe. The United States concluded the Dayton 
Accords without dealing with the festering problem of Kosovo. The 
leader of the Kosovo Albanians, Ibrahim Rugova, believed in nonvi­
olent resistance, putting his faith in the Western democracies; after 
Dayton he started losing influence, and die KLA gained ground. It 
is no exaggeration to say that the Kosovo crisis in 1999 was a direct 
consequence of the Dayton Accords in 1995. 

Western policymakers should have recognized that the conflict 
in Yugoslavia was not only between Serbs, Croats, Bosnians, and 
Albanians but also between open and closed society. This recogni­
tion would have made policymakers more sensitive to issues like die 
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lack of independent media and rigged elections. It would have dis­
couraged them from building on repressive regimes like those of 
Slobodan Milosevic, Franjo Tudjman, and to a lesser extent Alija 
Izetbegovic in Bosnia; they wouldn't have ignored the problems in 
Kosovo for a decade. 

Third, external intervention was clearly unsuccessful. It took 
many forms, but none worked. In Bosnia, the international commu­
nity intervened within the framework of the United Nations, and 
the results were disastrous. Learning from that experience, in 
Kosovo the Western powers relied on NATO, but the results were 
not much better; in the end UN authority had to be invoked to 
forge a settlement. Earlier the United Nations had imposed an eco­
nomic embargo with unintended adverse consequences. Shady 
businessmen could break the sanctions with the help of the authori­
ties. This led to unholy alliances between the ruling regimes and 
mafia interests in Yugoslavia and some neighboring countries. The 
European Community even tried preventive action by promising a 
loan if Yugoslavia stayed together, but to no avail. In short, nothing 
worked. The military intervention in Kosovo did achieve its imme­
diate military objective, but it did not bring peace. 

The Lessons of Yugoslavia 

Events in Yugoslavia support my general argument. Punitive 
intervention tends to be ineffective and is often counterproductive. 
This is true of economic sanctions, peacekeeping, and military 
action. Crisis prevention cannot start early enough, and it must be 
based on the principles of open society. Even so, there can be no 
assurance that preventive action will be successful; therefore we 
cannot do without punitive sanctions. These sanctions would be 
morally and politically better justified if all the constructive options 
had been fully exhausted. 

In the early stages, crisis prevention is relatively painless and 
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inexpensive; later, the damage and costs escalate exponentially. The 
trouble is that crisis prevention, however early it starts, will not nec­
essarily succeed. It is part of the concept of open society that not 
every problem has a solution. For instance, with the best will in the 
world, nothing could have preserved the status quo in Yugoslavia. 

If Western democracies had objected in 1989 when Slobodan 
Milosevic abolished the autonomy of Kosovo, it is possible that 
Milosevic might not have been able to consolidate his power in Ser­
bia, and there could have been a more peaceful transition to a new 
regime. But if prevention fails, then military action might become 
unavoidable. Even then, early action can be the least costly. The 
damage would have been much less if NATO had intervened when 
the Yugoslav navy bombarded Dubrovnik in December 1991. 

One of the main obstacles to early crisis intervention is an 
adverse risk-reward ratio. Nobody earns laurels for solving crises 
that have not yet erupted; if the prevention is successful, no crisis 
arises. Only the failures register. What government or institution is 
willing to accept such odds? 

I believe the obstacle could be overcome with the help of the 
moral argument I proposed earlier: When it comes to doing die 
right thing, people must be prepared to fight the losing battles. I 
should like to bring this point home by looking at a crisis area that 
has not yet emerged into public consciousness: the Ferghana Valley. 

The Ferghana Valley 

Few people have even heard of the Ferghana Valley, which con­
nects Uzbekistan, Tajikistan, and Kyrgyzstan. Even fewer are aware 
that serious trouble is brewing there. I would not know it either if I 
did not have foundations in those countries. Uzbekistan is the 
largest and strongest state in the region, endowed with oil and min­
erals and subject to a repressive regime. The repression is directed 
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primarily against Islamic fundamentalism, and by treating all mani­
festations of Islamic religion as a manifestation of fundamentalism 
the regime has plenty to repress. Kyrgyzstan, a neighbor, is smaller 
and much poorer. It has a democratically inclined but ineffectual 
president. Tajikistan has been devastated by several years of civil 
war, which was only recently settled. Borders within the Ferghana 
Valley arc difficult to police, and die valley itself is easily accessible 
from Afghanistan. The valley is in economic decay, with drug traf­
ficking and terrorism taking hold. Armed incidents are more fre­
quent in Kyrgyzstan than Uzbekistan exactly because Uzbekistan is 
more authoritarian. Presidential elections were scheduled in Kyr­
gyzstan for October 2000, with significant opposition expected. 
Under pressure from all sides, the administration has increasingly 
resorted to repressive measures, intimidating the media and arrest­
ing potential presidential candidates. There is no reason to believe 
that those candidates would be any more democratic than the 
incumbent. The outlook is bleak. 

Repression and terrorism are mutually reinforcing. We are in the 
early stages of escalating conflict. In this respect, the situation is 
reminiscent of Yugoslavia in 1990. What to do? I do not see a strat­
egy to reverse the prevailing trend, which leaves me two options: 
continue doing what our foundations do best—support education, 
civil society, and the rule of law—or abandon the entire effort. The 
effort seems futile, and in some respects it may even prove to be 
counterproductive. For instance, if we succeed in enforcing the rule 
of law in Kyrgyzstan because the president is relatively well inten-
tioned, he is liable to lose the election to a tougher character. But I 
am convinced that it would be a mistake to pull out. 

The Ferghana Valley represents a case where it is worthwhile to 
continue irrespective of near-term results. We are sowing the seeds 
of open society, and some of tiiose seeds will take root. The 
prospective loss ratio is daunting, but the seeds that survive may 
become extremely valuable exactly because so few will have sur-
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vived. I recall that in Hungary, when I wanted to establish a business 
school, the best candidates to head it up had studied abroad on a 
Ford Foundation scholarship twenty-five years previously. 

The conclusion I have reached is not entirely satisfactory, 
because it does not offer a way out of the current crisis. That in 
itself seems to undermine the case for crisis prevention. We have 
identified a crisis at a relatively early stage, we want to prevent it, 
yet we cannot find a way to do that. But that is the human condi­
tion: Not every problem has a solution. The likelihood that a crisis 
in the Ferghana Valley is unavoidable actually strengthens the case 
for the kind of work my foundations are undertaking. I have argued 
that crisis prevention cannot start early enough and that it is best 
pursued by laying the groundwork for open societies. If we knew 
how to prevent crises, my prescription might be too wasteful; as it 
is, it may be the best available option. And even if it is wasteful, it 
certainly is not useless. There are times when it is possible to find a 
promising strategy. In the early stages of the collapse of the Soviet 
system, I could almost always envision some promising strategies, 
and I tried to advocate them, although without success. There are 
other times when no strategy seems to work, for the trend is already 
set. The dissolution of Yugoslavia was a case in point; the Ferghana 
Valley may be another. In these cases, we have to fall back on Sergei 
Kovalev's prescription and keep fighting the losing battles. Para­
doxically, it will ensure ultimate victory because people who are 
willing to fight losing battles keep the flame of freedom alive. Soci­
ety comes closer to the ideal of open society than it would be if 
people merely pursued their self-interest. That is the justification 
for doing the right thing irrespective of what others do. 

Foreign Aid 

When I advocate constructive intervention for the sake of build­
ing open societies, I am advocating foreign aid. In a sense, that is 
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what my foundations do, and that is what 1 advocate for the alliance 
of open societies. 

Foreign aid has acquired a poor reputation, and rightly so. It is an 
entrepreneurial activity, more difficult in many ways than running 
an enterprise for profit, yet it has been reduced to a bureaucratic-
exercise. Bureaucracies tend to be more concerned with self-preser­
vation than with carrying out their mission. Accountability is an 
essential feature of democracy, but it encourages defensive behav­
ior, second-guessing, and recrimination. We hold public servants to 
higher standards than businessmen. We tolerate losses in business 
but not in foreign aid. No wonder that those in charge avoid risks 
even at the cost of avoiding success. 

In arguing for foreign aid, I am going against the grain. Market 
fundamentalism seeks to liberate economic activities from any kind 
of official interference, and it must be acknowledged that it has pro­
duced some wonderful results by unleashing the creative energies of 
the human intellect. And here I go, trying to impose the dead hand 
of bureaucracy. 

That is not what I stand for. I recognize the merits of a market 
economy. I believe they lie exactly in unleashing creative energies, 
not in producing equilibrium. But the profit motive is not sufficient 
to sustain society. The market economy is only one part of open 
society. There must be some effort to foster the development of 
open societies, and it must have a constructive component because 
punitive sanctions on their own cannot do the job; neither can they 
be morally justified. That means that we must engage in foreign aid 
in full awareness of its imperfections. 

I believe that it is not beyond the capacity of the human intellect 
to be as creative in the pursuit of social goals as it is in the pursuit of 
profit. 

I have tried to demonstrate this in my own philanthropic activi­
ties. I have created what I call a "fractal version" of open society, 
establishing a network of foundations governed by boards com­
posed of nationals of the countries they serve. I rely on them to 
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decide what the foundation ought to do, and they take responsibil­
ity for their actions. I am often surprised by what they do. Some of 
the best programs are those that I never envisioned. Admittedly it is 
a hit-and-miss affair. We have had some great successes, some indif­
ferent results, and occasional failures that require a change of per­
sonnel. 

1 wish this approach could be replicated on a larger scale, but I 
realize it cannot be done. Indeed, my own foundation network has 
reached a scale where it has lost some of its erstwhile flexibility and 
begun to take on the character of a bureaucracy. Still, I am an inde­
pendent agent. I can afford to admit and correct my mistakes; that is 
why my efforts have been for the most part successful. Politicians 
and public servants do not enjoy such luxury, for they must justify 
their actions in the eyes of a hostile public. This makes them risk-
averse in situations where it is difficult to produce positive results 
without taking risks. 

Official foreign aid cannot possibly be as effective as my philan­
thropic endeavors (although it can make up in quantity what it lacks 
in quality). Still, we cannot do without it if we want to build a global 
open society. The same argument applies to other forms of official 
intervention: The fact that it is ineffective does not mean that it is 
unnecessary; it means that we should try to make it more effective. 
Rule-based incentives are preferable to government-administered 
programs. That is why the global political and financial architecture 
becomes so important. But even in administered programs it should 
be possible to unleash the creative energies of people who care— 
there is no reason why entrepreneurship should be confined to the 
pursuit of profit. 

The Stability Pact for Southeastern Europe 

This brings us back to the Balkans. I spoke of the disintegration 

of Yugoslavia as a hopeless situation where nothing worked. After 
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NATO intervention, the situation has changed. An opportunity has 
arisen to engineer a positive outcome, and it is imperative that we 
seize it. I am not the only one who was profoundly shaken by the 
moral issues raised by the NATO bombing. It is widely felt that 
European involvement in the Balkans has been far too timid and 
reactive. The European Union needs to develop a positive, proac­
tive policy toward the region that will prevent crises rather than 
react to them. The point was first made to me by Javier Solana, 
NATO secretary-general at the time, before NATO's intervention. 
My foundation network started working on a comprehensive pro­
gram for die region, but we were preempted by the Centre for 
European Policy Studies (CEPS), a think-tank in Brussels, whose 
plan had the endorsement of Romano Prodi, president-elect of the 
European Commission. Rather than reinventing the wheel, we 
adopted that plan as the basis for our thinking. We organized a 
workshop of twenty-five policy institutes from the region in Ljub­
ljana for July 18-20, 1999, and issued a declaration that was an elab­
oration of the CEPS proposal. 

The key idea is to bring the countries of the region closer 
together by bringing them closer to Europe. The European Union 
can act as the magnet because the people in the region are attracted 
to it. Breaking down the customs barriers separating countries from 
one another and from the European Union would eliminate a 
prime source of corruption and political interference. The coun­
tries of Southeastern Europe would receive budgetary support that 
would enable them to use the euro as their currency. The budgetary 
support would have political conditions that would lay the ground­
work for open society. Aid would be dispensed on a regional rather 
than bilateral basis. Participating countries would be obliged to 
compete for investment finance and technical aid instead of being 
able to control the flow of funds and exploit it for personal and 
political gain. 

This is a comprehensive plan that would avoid a repeat of the 
mistakes made in Bosnia. The reconstruction of Bosnia failed for 
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two main reasons: The territory is too small, and the political 
authorities have their dirty fingers in every pie. The regional 
approach would eliminate both shortcomings. A common market 
and a common currency, buttressed by the infrastructure of a mar­
ket economy, would allow economic development. There is a lot 
more to be done on the social and political side and in coming to 
terms with the sins and traumas of the past, but the way to a better 
future is clearly mapped out. 

It is not difficult to generate local support for this plan, because 
Europe holds tremendous appeal for the region. My network of 
foundations is mobilizing civil society behind it. The various gov­
ernments (with the obvious exception of Milosevic) are eager to 
cooperate. There is also a lot of support within the European 
Union. In addition to Romano Prodi, government figures in Ger­
many, Italy, Britain, and other countries have spoken along these 
same lines. The U.S. government is also supportive, especially as 
the costs would be borne primarily by the European Union. 

Although the plan is reminiscent of the Marshall Plan, the costs 
would be quite modest because the region is tiny in economic 
terms, smaller than the Netherlands. Nevertheless, money is a 
problem. Member countries are strongly opposed to increasing the 
budget of the European Union; they want to retain control over 
their funds by going through donor conferences. This would 
undermine one of the key ideas behind the plan: Countries in the 
region should compete for support, rather than donors competing 
with each other and allowing gatekeepers to divert the funds to 
their own purposes. 

The other problem is organization. In translating the concept 
into reality, the foreign ministries of the European Union countries 
devised the Stability Pact, which is nothing but an empty frame­
work waiting to be filled with content; the finance ministries don't 
like the framework and refuse to provide funds. The bureaucrats of 
the European Union don't like it either. They are used to bilateral, 
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government-to-government dealings; their preferred route is to 
conclude so-called Stability and Association Agreements with indi­
vidual governments. As a result, the regional, nongovernmental 
approach would be lost. 

When there are different bureaucratic entities pulling in differ­
ent directions, the usual solution is to create a new entity that will 
coordinate them. The net result is the proliferation of organiza­
tions. That is what happened in Kosovo. Authority is divided 
between the NATO-led military (KFOR) and a civil authority 
established by the United Nations (UNMIK). The civilian author­
ity has in turn four pillars: UNHCR for humanitarian affairs; the 
United Nations for interim civil administration; OSCE for political 
institution-building; and the European Union for economic recon­
struction. To make matters worse, UN headquarters in New York 
wants to exercise detailed control over UNMIK. 

The results are disastrous. Six months after the settlement of the 
Kosovo crisis, order was not restored and people could not feel safe. 
KFOR troops succeeded in protecting themselves, but not in pro­
tecting the civilian population. The United Nations was unable to 
field an adequate police force. The situation has improved since 
then, but the damage cannot be undone. The Serbian population 
has taken refuge in enclaves, Roma peoples have been chased away, 
and the Albanian population lives in fear. 

The lack of funding and the confusion of authorities has con­
founded the UN administration at every step. It could not pay 
teachers and other civil servants, restore essential public services, 
establish the rudiments of a judicial system, or even provide civilian 
registration documents. In order to raise some revenues, it intro­
duced customs duties on goods entering from Macedonia—a retro­
grade step creating crippling delays and rampant corruption and 
directly contradicting the goal of reducing the importance of 
borders. 

The aftermath of the Kosovo crisis has revealed an enormous 
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disparity between the resources that can be mobilized for military 
action and those that are available for constructive purposes. In the 
case of the United States, the defense budget is $260 billion, foreign 
aid $13 billion. NATO spent between $2 and 4 billion on bombing 
Yugoslavia, but NATO countries had difficulty finding $50 million 
to help Montenegro institute economic reforms. Still, if the 
Djukanovic regime in Montenegro could provide economic stabil­
ity while the Yugoslav dinar lost its value, the Milosevic regime 
would be destabilized much more surely than by all the bombing. 
The difficulties of constructive engagement are compounded by the 
delays in mobilizing resources. 

The divergence between intentions and reality is wide enough to 
create a far-from-equilibrium situation. How will it be resolved? 
Much hangs in the balance—not just the fate of the former 
Yugoslavia but also die future of the European Union and the valid­
ity of the concept of open society. The Balkans are not the only 
problem area in the world—there are almost too many to list: 
Indonesia (which could be Yugoslavia writ large), Chechnya, the 
Ferghana Valley, Congo, Angola, Kashmir, Taiwan, and on and on. 
Still, the fate of die Balkans poses a direct challenge to NATO. If we 
are not willing to engage constructively, then we have no right to 
interfere punitively; and if we are not willing to intervene in the 
internal affairs of a sovereign but repressive state, then we cannot 
hope for an open society. 

There are certain moments when history is more open-ended 
than at other times. We failed to take advantage of such a moment 
in the Soviet Union in 1989; we are at such a moment in the Balkans 
at the beginning of the new century. There is not much we can do 
about Chechnya: The more we protest, the more we feed the bit­
terly nationalistic mood in Russia. But it is well within our powers 
to change the course of events for the better in the Balkans. 
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I am quite hopeful that the idea of open society' will pass the test 
on this occasion. There are many factors working in its favor. 
Something like a Marshall Plan for the Balkans is being discussed, 
and it has the support of people in responsible positions: This 
proves that we are making progress. I do not feel as lonely as I did 
after the collapse of the Soviet Union. Still, public support is flag­
ging. When NATO started bombing Yugoslavia, Kosovo moved to 
the center of the world's attention; now it has been superceded by 
other crises. The responsibility for our actions remains. Democrat­
ic governments respond to the will of the people; unless the people 
are committed to the principles of open society we cannot expect 
open society to prevail. We must follow through for our own sake. 
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P
roceeding from the specific to the general, I should now 
like to build the case for a global open society. I have pro­
posed an alliance of democratic countries with a dual 
objective: fostering the development of open societies 

throughout the world, and establishing some ground rules to gov­
ern the behavior of states toward their citizens and each other. The 
Open Society Alliance would have to be led by the developed 
democracies; therefore I shall start by examining the current con­
ditions in the United States and the European Union—to discuss 
the problems of Japan would lake us too far afield. The Alliance 
would have to have a military as well as a developmental compo­
nent; therefore I shall examine NATO before discussing the 
Alliance itself. The Alliance would be able to operate within or out­
side the United Nations; therefore I shall examine the prospects for 
reforming the United Nations before I make the final case for cre­
ating the Alliance. 
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The Open Society Alliance 

The United States 

The United States is the sole remaining superpower, and its mili­
tary superiority is greater than ever. It would be in a position to cre­
ate a global open society if it had a clear vision what it should look 
like. Unfortunately the United States does not have a clear view of 
its role in the world, or, more exactly, its views are internally incon­
sistent. The United States is suffering from a crisis of identity with­
out even realizing it. 

There have always been two main themes in U.S. foreign policy: 
geopolitical realism, and what may be called "open society ideal­
ism." The United States is exceptional among history's Great Pow­
ers in its commitment to certain universal principles, brilliantly 
expressed in the Declaration of Independence and reaffirmed in the 
Atlantic Charter (which was in turn reflected in the Preamble of the 
UN Charter). Even Henry Kissinger acknowledges what he calls 
"American exceptionalism."* 

The two tendencies are often at loggerheads. Theodore Roo­
sevelt can be said to embody the geopolitical approach, Woodrow 
Wilson the open society vision. On balance, idealism tends to lose 
out to national, institutional, and other vested interests, but policies 
must be couched in moralistic terms in order to satisfy public opin­
ion. The net result is an element of hypocrisy in U.S. foreign policy. 

During the Cold War the United States enjoyed the best of all 
possible worlds: It could be both superpower and leader of the free 
world. U.S. foreign policy also had the benefit of bipartisan sup­
port. This harmony was disrupted by the Vietnam War when for­
eign policy and domestic politics came into direct conflict. 
Domestic opposition eventually made it impossible to pursue the 
Vietnam War. The experience left deep scars and bitter memories. 

The Cold War ended with the internal collapse of the Soviet sys-

"Henry Kissinger, Diplamaq (New York; Simon and Schuster, 1995). 

33' 



G E O R G E S O R O S 

tem and the implosion of the Soviet empire. This was seen as a great 
victory for the United States. But the nature of the victory was 
never properly understood because the two roles—superpower and 
leader of the free world—were fused. Neither was it clear what the 
free world stood for: capitalism or open society. Was the collapse 
brought about by aggressive U.S. pursuit of the Strategic Defense 
Initiative (the so-called Star Wars scheme), the superiority of capi­
talism, or the yearning for freedom within the Soviet empire? The 
response to tbe collapse was equally confused. 

U.S. foreign policy has remained confused ever since. There can 
be no doubt that we like being the sole remaining superpower. But 
we also wish to be the leader of die free world, as during the Cold 
War, and that is where confusion creeps into the picture. During 
the Cold War the free world was threatened in its very existence 
and sought the protection of a superpower. Western democracies 
banded together in NATO, which was under United States domi­
nation. But the Cold War is over, and the threat has been removed. 
Other countries no longer have the same reasons to submit to tbe 
will of a superpower. Therefore to remain the leader of the free 
world we ought to change our behavior. We ought to lead by build­
ing a genuine partnership and abide by the rules that we seek to 
apply to others. 

We have chosen a different way. We feel that our superpower sta­
tus ought to confer special privileges and we are entitled to domi­
nate the international institutions to which we belong. We were 
eager to expand NATO; we belong to the World Trade Organiza­
tion, the International Monetary Fund, and the World Bank, but 
only because we can dominate them.* We have gone out of our way 
to bash the United Nations. And under the influence of hard-line 
conservative leaders like Senator Jesse Helms we are absolutely 

*Compared to the IMF, the World Bank is more independent of U.S. influence; even so, its 
outspoken senior vice president and chief economist, Joe Stiglitz, found it appropriate to 
resign when his views annoyed the United States. 
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opposed to any infringement of our sovereignty. Still, we are willing 
to infringe on the sovereignty of others in the name of human rights 
and democracy. We have no tolerance for body bags, yet we impose 
trade sanctions and drop bombs from high altitudes in defense of 
our principles. Our principles are supposed to have universal valid­
ity, yet we insist on judging how and when they should be applied. 
There is a double standard at work that is liable to offend the rest of 
humanity, and Americans are not even aware of it. 

Our posture could be justified on the grounds of military superi­
ority: The United States is the only superpower and therefore can 
call the shots. But this cannot be reconciled with our claim to be the 
leader of the free world. That is where our position becomes inter­
nally inconsistent. And while we see ourselves with the right on our 
side, others see mainly die arrogance of power. 

The United States enjoys military superiority , but it is not will­
ing to act as the sole policeman of the world. It is better so, because 
the United States does not derive sufficient benefits from the global 
capitalist system to justify the sacrifices that preserving peace sin­
gle-handedly would entail. Neither is world domination easy to rec­
oncile with open society. 

But the world does need rules and standards of behavior and tiie 
means to enforce them. In their absence, the strong would lord it 
over the weak, both internationally and internally. The rules of 
behavior can be established only through international consent. If 
they were imposed unilaterally by a superpower it would be an 
instance of the strong lording it over the weak. That is where being 
a superpower and claiming to be leaders of the free world come into 
conflict. 

It may be a shocking tiling to say, but the United States has 
become the greatest obstacle to establishing the rule of law in inter­
national affairs. There are repressive regimes that maintain an iron 
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grip over their subjects, but in projecting their power abroad they 
are acutely aware that they might awaken a slumbering giant. The 
United States is anything but repressive at home, yet it flaunts its 
power internationally more than any other country. It does act 
occasionally as an aggressor when it sees no danger of body bags— 
bombing a pharmaceutical factory in Sudan, for example. Even 
more to the point, it is aggressive in refusing to cooperate. It refuses 
to make good on its dues to the United Nations; it hesitated to 
replenish the IMF during the global financial crisis; and it imposes 
sanctions unilaterally at the drop of a hat or, more exactly, at the 
instigation of domestic constituencies. The United States was one 
of only seven countries that voted against establishing the Interna­
tional Criminal Court (ICC). The other recalcitrants were China, 
Iraq, Israel, Libya, Qatar, and Yemen. The Pentagon, which ob­
jected toU.S. military personnel coming under international juris­
diction, went so far as to instruct U.S. military attaches based in 
U.S. embassies around the world to enlist the military leaders of 
their host governments to lobby against the International Criminal 
Court. This was a particularly questionable tactic in countries 
where civilian authority over the armed forces is not firmly estab­
lished. 

The United States has at least a plausible argument against the 
ICC, namely that the ICC might not provide the same guarantees 
to American citizens as the United States Constitution.* But there 
is no justification for Congress' failure to ratify uncontroversial 
international agreements such as the Law of the Sea Convention 
and the Convention on Biological Diversity. The United States is 
one of only nine nations who have not ratified the latter Conven­
tion—along with Afghanistan, Kuwait, Liberia, Libya, Malta, Thai­
land, Tuvalu, and Yugoslavia—not very distinguished company." 

It does not go without saying that the United States should coop­
erate with others. Those who are guided by geopolitical realism or 

*I disagree with this argument because the issue does not arise as long as a U.S. court is will­
ing to try the case as for instance in the My Lai massacre. 
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market fundamentalism or the crude Darwinism that equates the 
survival of the fittest with economic and military power may not see 
any reason why the United States should accept any limits to its 
sovereignty. Only if we want to live in an open society does it follow 
that we must subordinate our sovereignty' to universally valid rules 
and standards of behavior. As 1 have been at pains to point out, a 
genuine choice is involved; Without fully realizing the implications, 
the United States has opted to exercise its power to the detriment of 
international cooperation. 

The United States could regain its position as leader of the free 
world by forming an alliance of like-minded states devoted to pro­
moting the principles of open society internationally and internally 
within individual countries. But this would require a radical change 
of attitude—from high-handed unilateralism to a more cooperative 
approach. Is such a change possible? 

I believe it is. The United States has long maintained a commit­
ment to the ideals of open society, starting with the Declaration of 
Independence. According to public-opinion surveys, the United 
Nations, despite its current paralysis, is still more popular with the 
public than Congress or the president. x\ll that needs to be done is 
to recapture this latent support for international cooperation. 

Prior to the 2000 U.S. elections a conservative majority in Con­
gress has stood firm against international cooperation. Its stance is 
not necessarily representative of public opinion. An uneasy alliance 
prevails between market fundamentalists and various adherents to 
the idea of national sovereignty ranging from the isolationism of 
religious fundamentalists, to the America-first approach of trade 
unions, and to the unilateralism of Jesse Helms. And though they 
are united in their opposition to multilateral institutions, they have 
rather different objectives in mind. Market fundamentalists object 
to government intervention in the economy; religious fundamen­
talists oppose liberal standards, such as abortion rights, imposed by 
die state. Market fundamentalists are against international coopera­
tion for the same reason that they dislike big government: They 
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want to give business a free hand. Isolationists, trade unionists, and 
religious fundamentalists are against it for the opposite reason: 
They resent the threat that global markets pose to their values and 
interests. It is amazing how these disparate groups have been able to 
reconcile their differences by focusing on a common enemy, 
namely, governmental and international authority. I expect that 
they will find this unity increasingly difficult to maintain as they 
move closer to achieving their objectives. 

The crucial choice confronting the United States is between a 
unilateral and a multilateral approach. The former leads to the 
reestablishment of a balance of powers and the prospect of armed 
confrontation between opposing blocks; the latter to a global open 
society. It is unlikely that the choice will be presented to the Ameri­
can electorate in such stark terms in the November 2000 elec­
tions—multilateralism is too long a word to serve as an election 
slogan. Albert Gore is clearly more sympathetic to the idea than 
George W. Bush but he is likely to find it too risky to make it an 
election issue. Nevertheless, foreign policy is likely to loom larger 
in the 2000 elections than in 1992 when Bill Clinton deliberately 
deemphasized the subject, and the prevailing sense of economic 
well-being may well translate into greater sympathy towards inter­
national cooperation. 

After the elections there could be a reconfiguration of the 
domestic political scene, with internationalists of various stripes 
coming together to support a global open society. It could happen 
on a bipartisan basis, because there are some traditions within both 
parties that could be reactivated. In the Democratic Party, it is the 
liberal, New Deal tradition; in the Republican Party, it is the inter­
nationalist, free-market tradition. All that is needed is for Republi­
can supporters of globalization to recognize open society as a 
desirable goal. As the Meltzer Report's endorsement of a World 
Development Agency indicates, that is not as far-fetched as it 
sounds. 

336 



The Open Society Alliance 

Usually it takes a crisis to prompt a meaningful change in direc­
tion. One would have hoped that the crises in Kosovo and East 
Timor and Africa were shocking enough to focus die mind. If we 
must wait for a crisis that adversely affects the U.S. position in the 
world, then the opportunity for America to lead humanity toward a 
global open society may be lost. Therefore it is imperative to estab­
lish open society as an objective of U.S. policy while the United 
States maintains its status as the undisputed superpower. 

The European Union 

In the creation of the European Union, we have witnessed a 
gigantic experiment in what Karl Popper called "piecemeal social 
engineering." It is worthwhile to explore this development more 
closely because it raises the crucial issue of our time: how to over­
come the obstacles posed by national sovereignty to the pursuit of 
the common interest. In the creation of the European Union, the 
issue was not confronted directly; if it had been, the process could 
not have gone as far as it has. Rather it was approached indirectly, 
by identifying a concrete objective and gathering sufficient support 
behind it. It started with the Coal and Steel Community, and it has 
reached as far as the common currency. Each step forward pro­
duced some kind of imbalance that could be corrected only by tak­
ing another step forward. 

Nothing could be more appropriate to an open society. Still, the 
process is fraught with uncertainty, and it is hard to say just how 
much further it will progress. Each step is resisted, mainly because 
of the expectation that it will lead to additional steps in the same 
direction. These fears are well founded. The creation of a common 
currency, for instance, is liable to prove unsound without a common 
fiscal policy. Whether it will be possible to gather sufficient political 
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support for introducing a common fiscal policy remains an open 
question. 

The entire process is running into difficulties. It has been driven 
by a political elite and is losing the support of the masses. The idea 
of a united Europe was immensely enticing, especially while the 
memory of World War II was fresh and Europe lay exposed to the 
Soviet menace. The reality of the European Union, however, is 
much less alluring. Politically it is still an association of states that 
have delegated some sovereignty to the larger Union. In the eco­
nomic sphere, where the delegation has occurred, the single market 
works remarkably well; but in the political sphere tiiere has been 
practically no delegation, and the results are disappointing. Every 
such association of states suffers from what has been called a "dem­
ocratic deficit."* The interests of the state do not necessarily coin­
cide with the interests of the people who belong to it, but in a 
democratic state the people can exercise control over the behavior 
of the government through their elected representatives; in an asso­
ciation of states, that control is lacking because the decisionmaking 
power is vested in governments, not the people. 

The administration of the European Union is in the midst of an 
acute crisis. The central administrative body, the European Com­
mission, is subject to the authority of the European Council, which 
is made up of the governments of the member states. The Council 
is guided more by national interests than by the common interest. 
Therefore even pedestrian decisions take on die character of inter­
national treaties—difficult to reach, even more difficult to alter. 
The members of the Commission are appointed on the basis of 
national quotas, and the Commission's work suffers from all the 
faults of a bureaucracy that serves not one master but fifteen. 
Bureaucrats tend to protect themselves against their political mas­
ters by avoiding decisions for which they could be blamed. When 

•William Maynes, "America's Fading Commitments," World Policy Journal (Summer 1999). 
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they are responsible not to one master but fifteen, the effect is para­
lyzing; the democratic deficit is reinforced by a deficit in decision­
making capacity. It is hardly believable, but each Directorate is an 
island unto itself, and one Commissioner cannot give orders to 
another. The member states go out of their way to block expendi­
tures in order to keep down their contributions to the EU budget; 
at the same time, their Ambassadors in Brussels work full-time to 
appropriate as much of the EU budget to their national benefit as 
possible. All expenditures, whether for agriculture, scientific 
research, or foreign aid, have to go through the same cumbersome 
procedures. What the people see from the outside is a top-heavy 
bureaucracy that works in convoluted ways shrouded in secrecy. It 
does not seem to be responsible to any public constituency even 
though the European Parliament has recently been given some 
additional powers of oversight and the previous Commission fell as 
a result of a parliamentary investigation of corruption. The bureau­
cracy is demoralized and the public is disenchanted. The European 
Parliament continues to be held in low esteem, as demonstrated by-
low turnouts in recent elections. 

A growing minority rejects the idea of Europe and espouses 
nationalistic and xenophobic tendencies. It is to be hoped that the 
political elite will be able to galvanize public opinion in favor of 
another step forward, and this time that step must be directed 
against the political elite itself. The people must assert direct politi­
cal control over the EU government. Such a move would have to 
confront the issue of national sovereignty more directly than 
before, and its success would be far from assured. In fact, failure 
may lead to the disintegration of the European Union, for integra­
tion is a dynamic process: If it does not move forward it is liable to 
move backward. It is against this background that the problems of 
membership enlargement will have to be resolved. The outlook is 
truly precarious. 

To make matters worse, the European Union has been singularly 
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unsuccessful in the area of foreign policy- The second pillar of the 
Maastricht Treaty was devoted to a common foreign policy, but it 
did not impinge on the sovereignty of member countries. The result 
was predictable: No common policy emerged. Foreign policy 
remained subordinated to the internal politics of member countries. 
The common policy was discredited in the very act of negotiating 
the Maastricht Treaty: As part of the horse-trading leading up to the 
treaty, the former foreign minister of Germany, Hans-Dietrich 
Genscher, obtained European recognition for an independent 
Croatia and Slovenia, thereby precipitating the war in Bosnia. The 
European Union has rarely been able to speak with a single voice on 
foreign policy matters, and even then it was the voice of a small 
power. This was evident in the way the European Union handled 
the disintegration of Yugoslavia—very, very cautiously. This profile 
may change now that the European Union has appointed a foreign 
policy czar, Javier Solatia, the former secretary-general of NATO, 
but even so there is no consensus that the European Union should 
become a great power. The current situation is unsatisfactory to say the 
least, and the European Union, like the United States, needs a good 
dose of soul-searching when it comes to international relations. The 
Stability Pact for Southeastern Europe serves as the test case. 

There are many foreign policy matters where member countries 
have definite national interests that differ from those of other mem­
bers, particularly in the area of trade and investment. It would be 
difficult to justify a delegation of powers to the European Union in 
such matters. Take a simple example: diplomatic representation in 
international organizations. Britain, France, and Germany have dif­
ferent financial and industrial interests that could not be adequately 
represented by the European Union. 

Still, there are issues where the common interest ought to take 
precedence over the interests of the individual member states. In 
these cases the common interest usually extends beyond the Euro­
pean Union. What happens in the Balkans, the Middle East, North 
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Africa, and the former Soviet Union is of concern not only to 
Europe but to the United States and the rest of the world. Having 
open societies is a common interest for all open societies. 'lb pursue 
that goal requires cooperation that extends beyond the European 
Union to the United States and other democratic countries. 

It can be seen that most foreign policy issues ought to be handled 
either at a higher or a lower level than the European Union. The 
European Union is in need of forging an alliance of democratic 
states—even more so than the United States. 

NATO 

It so happens that there already is an alliance with an appropriate 
membership: NATO. But NATO is a military alliance, and the task 
of fostering open societies is anything but military. NATO does 
have a political dimension, and its political objectives are stated 
explicitly in terms of fostering democracy. That is not surprising, 
because NATO is a creature of the Cold War. But the political 
dimension was never activated and remained an unused appendage 
of the military alliance. 

After the end of the Cold War, NATO became an institution 
without a mission. Its objectives had to be rethought. An intense 
discussion ensued, but it was framed by the military nature of the 
alliance. There were voices that argued for a new kind of alliance 
that would also include Russia, but there were others that were 
dominated by geopolitical considerations. In the end, a compromise 
was reached: NATO would expand eastward, incorporating some 
former members of die Warsaw Pact, establish a Partnership for 
Peace with other former communist countries, and keep the possi­
bility of additional future members open-ended. Eventually three 
new members were added: Poland, Hungary, and the Czech Repub­
lic. Romania and Slovenia campaigned hard for inclusion but failed; 
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Slovakia was excluded on political grounds; otlier countries were 
not seriously considered. 

I attempted to participate meaningfully in that debate by organiz­
ing a conference at die Central European University in Budapest. It was 
attended by many, including Manfred Worner, the then secretary-
general of NATO and a man of great integrity fully committed to 
the principles of open society; he was terminally ill at that time. I 
published a pamphlet in which 1 argued many of the same points I 
argue today, namely, that the postcommunist world needs a different 
kind of alliance and the Partnership for Peace needs to be coupled 
with a Partnership for Prosperity. But the proposal was too radical. 
In order to ratify NATO expansion, all the forces in its favor had to 
be accommodated: the geopoliticians and cold warriors as well as 
those who were more concerned with fostering open societies. 
NATO expansion was an uneasy compromise between preserving 
and reinforcing the division of Europe and promoting the principles 
of open society, with the balance tilted in favor of the former. The 
results show it. Take the case of Belarus: Alexander Lukashenko 
established a presidential dictatorship that destroyed democracy in 
Belarus and also posed a threat to democratic forces in Russia; but 
Russia embraced Lukashenko because the threat posed by NATO 
expansion was considered more important. In this case, NATO 
expansion worked directly against the interests of open society. 

In the case of Kosovo, NATO intervened in defense of open soci­
ety principles. No NATO country had a vital national interest at 
stake, but there was a common interest in resisting yet another 
instance of ethnic cleansing. The Western democracies had a his­
tory of failure in dealing with the disintegration of Yugoslavia, but 
on this occasion they were ready to take a firm stand. There was an 
internal division within the U.S. administration, with the State 
Department in favor of a NATO ultimatum and the Defense 
Department opposed to it. Eventually it was the commander of 
NATO forces, General Wesley Clark, who tipped the scales in favor 
of intervention. The Pentagon never forgave him for it: It waged 
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war against General Clark as much as against Milosevic. For 
instance, it sabotaged the use of Apache helicopters. And he was 
given early retirement. 

The Kosovo crisis was a traumatic event for me personally. I had 
been an advocate of a firm line against Milosevic, so I felt a personal 
sense of responsibility for what happened even though I had no part 
in the decisionmaking process. I was in favor of military action, but 
I was deeply distressed by the results. In my opinion the bombing 
could be justified only if it were followed by constructive action that 
would bring peace and prosperity to the region. 

The case against Milosevic was airtight. Not only did he commit 
documented atrocities for which he was indicted by the Hague tri­
bunal; he also broke an international agreement he had signed only 
a few months before. But the manner in which NATO acted was 
less reassuring. Dropping bombs from high altitudes confirmed the 
gap between the value of American lives and the lives of those 
whom they were supposed to help. The intervention did not pre­
vent ethnic cleansing; on the contrary, it accelerated it. Even the 
motives for intervention were in doubt: Did it serve to punish Milo­
sevic, protect the inhabitants of Kosovo, or demonstrate the mili­
tary might of NATO? It should be remembered that NATO was 
approaching its fiftieth anniversary: Would it not be glorious to cel­
ebrate it with a military victory? 

But instead of uniting the world in condemnation of Milosevic, 
NATO intervention divided it. The outcome was also in doubt. By 
ruling out the use of ground troops, President Bill Clinton made it 
much harder to prevail, and when Milosevic finally yielded control 
over Kosovo it came as a genuine surprise to everyone concerned. T 
hate to think what would have happened if he had held out. 

In my opinion, two major factors persuaded him to back down. 
One was the role of the Kosovo Liberation Army; the other was the 
role of Russia. (The bombing also had an effect when it began to 
infringe upon the rule against hitting civilian targets.) Although 
President Clinton had ruled out ground troops, there were KLA 
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troops on the ground, and when they engaged the Yugoslav army it 
became vulnerable to air attack. Albanian fighters on the ground 
turned out to be more threatening to the Yugoslav army than 
NATO troops would have been. Russia played a double role. On 
the one hand, Viktor Chernomyrdin was immensely helpful by dis­
abusing Milosevic of any hope of Russian support; NATO owes him 
a debt of gratitude. On the other hand, the Russian army surprised 
NATO by moving in to the Pristina airport ahead of it; it took some 
maneuvering to finesse the Russian military presence. This schizo­
phrenia reflected a split between political and military considera­
tions: Politically Russia needed to earn points with the West 
because of its economic and financial dependency; militarily, 
NATO was considered a threat. 

The Open Society Alliance 

The Kosovo conflict has reinforced mv conviction that NATO 
needs to be complemented with a political alliance whose explicit 
purpose is to promote the values and principles of open society. 
Military intervention in support of human rights always comes too 
late, and it is often counterproductive. The emphasis ought to be on 
crisis prevention. 

Crisis prevention cannot start early enough. The earlier it starts, 
the less coercive it needs to be. Diplomatic or economic pressure 
may be sufficient, and rewards can be more effective than punish­
ments. For instance, the Baltic states are eager to be associated with 
Europe. Latvia and Estonia enacted restrictive citizenship laws that 
sowed the seeds of potential conflict with Russia. The European 
Union and the Organization for Security and Cooperation in 
Europe applied persistent pressure and brought about a change in 
the treatment of minorities. Latvia and Estonia are now candidates 
for EU membership. If the international community had expressed 
its displeasure when .Milosevic abrogated the autonomy of Kosovo 
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in 1989, he could not have consolidated his power because the fed­
eral government was not under his control at that time. If NATO 
had intervened when die Yugoslav navy bombarded Dubrovnik in 
December 1991, the Bosnia crisis could have been avoided. 

A political alliance could best prevent crises by promoting the 
values and principles of open society. What would that entail? 

There is no single design for open society. Countries have differ­
ent traditions, with different levels of development. What makes a 
society open is that its citizens are free to decide how society should 
be organized. But there are some preconditions for ensuring that 
citizens will enjoy that freedom. The Open Society Alliance would 
be concerned with establishing and preserving those preconditions: 
a democratic constitution, the rule of law, freedom of speech and 
press, an independent judiciary, and other important aspects of lib­
erty. Again, there are no objective, incontrovertible criteria by 
which those preconditions can be judged. The Open Society Alli­
ance would have to establish its own criteria in full awareness of its 
own fallibility. It would give each society the greatest possible lati­
tude in deciding its own character. 

What distinguishes die Age of Fallibility from the Age of Reason 
is that we have come to recognize that reason does not provide 
unequivocal, incontrovertible solutions. Take law: Roman law and 
Anglo-Saxon law are quite different in character. It would be inap­
propriate to promote one over die other, but it would be more than 
appropriate to insist on the rule of law. Or take the independence of 
the judiciary: There is no fail-safe method for ensuring it; even the 
independence of the U.S. judiciary has become endangered in 
recent years thanks to partisan politics. Still, it would be desirable to 
improve the independence and competence of the judiciary within 
every state. 

The goal of the Alliance would be to coordinate the activities of 
member countries in promoting a global open society. There are 
two distinct but interconnected objectives to be accomplished: One 
is to help the evolution of open societies widiin individual coun-
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tries; the other is to foster the development of international law and 
international standards of behavior. 

The Open Society Alliance would pursue the first goal by a judi­
cious combination of sticks and carrots. Access to trade and invest­
ment would loom large in both categories. That is where the global 
political architecture becomes contiguous with the global financial 
architecture, because many of the sticks and carrots would be finan­
cial. It will be recalled that the emerging new financial architecture 
is singularly lacking in incentives. I proposed strengthening the 
capacity of the LMF to reward countries that follow sound policies. I 
endorsed the Meltzer Commission's recommendation that the 
World Bank be converted into a World Development Agency on 
condition that its resources be enhanced rather than reduced and its 
uncalled capital be used more actively for guaranteeing credits to 
small and medium enterprises. I supported debt forgiveness for 
poor countries that implement economic and political reforms. 
Additional measures may be needed on a case-by-case basis. The 
Stability Pact for Southeastern Europe is one such case. 

The criteria applied by the IMF in deciding what constitutes 
sound policies would be primarily financial; but there is no hard and 
fast dividing line between the financial and the political. A transpar­
ent, professionally run, well supervised banking system that cannot 
be misused for political gain would be a great help in the develop­
ment of open society; financial transparency is but a short step from 
a free and open press, and in countries where freedom of the press is 
restricted, the financial papers often offer the best political cover­
age. A World Development Agency could use more explicitly politi­
cal criteria in dispensing aid, especially if it adopted Amartya Sen's 
idea of development as freedom. 

There are many areas where democratic countries have compet­
ing interests; they would continue to pursue them competitively. 
But in applying the sticks and carrots they must act cooperatively. 
That means subordinating themselves to collective decisions. Take 
the issue of trade sanctions: They could be effective only if collec-
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tively applied. The United States is in the habit of imposing sanc­
tions unilaterally; it would have to renounce that habit. Still, all 
members would have to agree to implement sanctions that had been 
collectively approved; otherwise they could not remain members of 
the Alliance. 

Punitive interventions in the internal affairs of individual coun­
tries would be kept to a minimum because they have unintended 
adverse consequences. Trade sanctions have proved counterproduc­
tive: They tend to strengthen the regime they are supposed to 
undermine because the smugglers need the support of the regime 
and they have to support it in return. In the case of Yugoslavia, 
blacklisting the supporters of the regime has proved much more 
effective. There is a strong case to be made for substituting black­
listing for trade sanctions whenever possible. It would hit those who 
deserve it and would weaken, rather than strengthen, the regime it 
seeks to punish. 

Military intervention is even less desirable as a method of exert­
ing pressure than are trade sanctions. Not only does it hurt the 
country whose people it seeks to help; it is also difficult to sustain. 
Democracies don't suffer body bags gladly. The goal of the political 
alliance should be to obviate the need for military action. The avail­
ability of incentives and the prospect of blacklisting ought to ensure 
voluntary compliance in most cases. There will be exceptions, of 
course, which is why a military alliance is also needed. When it 
comes to military action, the fact that it was preceded by preventive 
action should give it greater legitimacy. Even so, the use of force 
ought to be treated as an admission of defeat.* 

The Open Society Alliance would have to be separate from 

"The Organization of American States has provided a useful precedent. The Santiago Reso­
lution of 1991, requires the secretary general of the OAS to convene a meeting of the hemi­
sphere's foreign ministers within ten days after a coup or other interruption of a legitimate, 
elected government. Resolution 1080 has heen used four times: Following the coup in Haiti 
in 1991, the "auto-coups" in Peru in 1992 and Guatemala in 1993, and the threat to the gov­
ernment of Paraguay in 1996. In each case, this mechanism helped rally effective political 
support for the restoration of constitutional democracy. 

341 



G E O R G E S O R O S 

NATO so that it would not be swamped by the military aspect. In 
order to enjoy greater legitimacy than NATO, it should have a 
broader membership; It should be open to any country that sub­
scribes to its objectives irrespective of geography. Given the dispar­
ity between periphery and center, however, the Alliance should 
include as many members from the periphery as possible. Given the 
paucity of mature democracies at the periphery, aspiring democra­
cies could also be admitted as candidate-members, but special care 
should be taken that their behavior should reflect their aspirations. 
It is a common deficiency of international organizations that they 
rarely expel or suspend members once admitted. The Open Society 
Alliance ought to be different in this respect. 

Membership in the Alliance could never replace foreign policy; 
promoting open society would always have to compete with other 
objectives. But the alliance would add an element to international 
relations that is sorely missing—namely, support and incentives for 
political and economic development. The Alliance would be most 
effective in dealing with willing recipients. In countries like Indone­
sia, it could make the difference between success and failure. Its 
main instruments for applying pressure to recalcitrant governments 
would be withholding benefits and ostracizing the leaders of the 
regime. Every case would require different treatment. Indeed, it 
may be advisable to form separate coalitions to deal with specific-
areas: the Balkans, the Ferghana Valley, or Burundi. The Alliance 
could also address environmental problems such as global warming. 

This brings us to the second main goal of the Alliance, which is 
to foster the development of international law and international 
standards of behavior. In this context, I shall examine the World 
Trade Organization, then the United Nations. 
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The World Trade Organization 

The World Trade Organization is a rather opaque institution. Its 
rules are more complicated than the U.S. Internal Revenue Code 
and are established by horse-trading behind closed doors. Frankly 
my eyes used to glaze over when the discussion turned to the 
WTO; yet it is an important institution that provides the ground 
rules for free trade worldwide. It has the support of the United 
States and the European Union, although they are often at logger­
heads over particular issues. 

Recently the W T O was thrust onto the world stage during its 
conference in Seattle, Washington. Previously there had been an 
attempt to establish a charter for international investment, which 
would have codified the advantages that foreign capital enjoys 
under the global capitalist system. This was defeated by an interna­
tional coalition of NGOs. At the Seattle meeting, the United States 
wanted to introduce the issue of international labor and environ­
mental standards. It gave the NGOs an opportunity to attack the 
WTO. They formed an impromptu alliance with protectionist 
forces in the United States, mainly the trade unions, and the Seattle 
meeting collapsed in pandemonium. That is most unfortunate, 
because the issues raised at Seattle go to the very heart of a global 
open society. 

Labor and environmental standards are an important common 
interest that has been neglected by the W T O because it could have 
been used as an excuse for protectionism. But free trade is also an 
important common interest. It creates the wealth that allows us to 
be concerned with labor and environmental issues. Of course, 
wealdi creation also aggravates the very same issues. Which com­
mon interest should take precedence is a matter of perspective; botii 
are important. How can they be reconciled? There is no easy solu­
tion. If the W T O imposed penalties for the infringement of labor 
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and environmental standards it would penalize less-developed 
countries because they are the major offenders. It would tilt the 
playing field even more against them. The less-developed countries 
would never put up with it, and the W T O would collapse. 

This is where a constructive approach ought to come into play. 
Less-developed countries ought to be compensated for introducing 
labor and environmental standards. It is the rich countries that want 
to impose those standards, and poor countries cannot afford them. 
It stands to reason that the rich countries ought to offer incentives 
rather than impose penalties. Something similar has already hap­
pened in the trading of emission rights. Penalties would destroy 
free trade; incentives would leave the W T O intact while improving 
labor and environmental conditions. 

NGOs ought to see the larger picture, but all too often they 
become special-interest advocates. In that sense, they are no better 
than representatives of business interests, even if they feel more 
righteous. In a way, then, some NGOs have become like businesses, 
generating revenues by advocating a cause. While civil society is an 
important part of open society, the common good cannot be left 
solely in their care. We need public institutions to protect the pub­
lic interests. The W T O is such an institution; it would be a pity to 
destroy it. But it is devoted to the promotion of one common 
good—free trade—to the exclusion of others. We must find a way 
to promote the other common goods that we consider important. 
Could the United Nations help? 

The United Nations 

It is important to understand what the United Nations can and 
cannot do. It is a fundamentally flawed institution, for it is an asso­
ciation of states and thus suffers from a democratic deficit. Even if 
people could control the UN representative of their own country, 
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they have no control over the United Nations organization itself. 
The democratic deficit is reinforced when some of the member 
states are not even democratic. Member states exercise patronage in 
all personnel appointments. The main flaw of the United Nations is 
that the goals outlined in the Preamble of its Charter are couched in 
terms of "people" while the organization itself is structured in terms 
of states; as a result, the United Nations cannot possibly fulfill the 
promises contained in the Preamble. 

This is a regrettable fact, but once we come to recognize it and 
lower our expectations accordingly, the United Nations could be 
very useful. As international institutions go, the United Nations has 
great potential. It has four major components: the Security Coun­
cil, the General Assembly, the Secretariat, and a number of special­
ized agencies. Let us look at each in turn. 

The Security Council is a well-conceived structure and could be 
effective in imposing its will on the world if only the permanent 
members could agree among themselves. The end of the Cold War 
provided an opportunity for the Security Council to function as it 
was originally intended, but the opportunity was squandered when 
the West's three permanent members—the United States, the 
United Kingdom, and France—failed to agree among themselves 
how to handle the crisis in Bosnia. They sent peacekeepers where 
there was no peace to keep. The prestige of UN peacekeeping oper­
ations was irreparably damaged. That opportunity is unlikely to 
reappear in the near future because neither Russia nor China is 
likely to be as docile as in 1992. The Security Council may be useful 
in specific instances, but it would be unwise to rely on it as the main 
instrument for preserving peace. 

The General Assembly is a talking shop at present, but it could 
become more like a legislature making laws for our global society if 
the Open Society Alliance put its mind to it. An assembly of sover­
eign states may be ill-suited to carry out executive functions, but it 
is eminently qualified as an international legislature provided the 
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democratic deficit can be overcome. Unfortunately there is little 
inclination at present to use the General Assembly for anything 
more than a talking shop. The Secretariat could also play a more 
important role than it does now provided the method of selecting 
the secretary-general were changed. At present, the permanent 
members of the Security Council have a veto, and the United 
States, for one, does not want a strong and independent UN secre­
tary-general. 

Specialized agencies such as the United Nations Development 
Program (UNDP), the United Nations Industrial Development 
Organization (UNIDO), the United Nations Educational, Scien­
tific, and Cultural Organization (UNESCO), and others constitute 
an element of the United Nations that is open to criticism. Only a 
few of them function effectively. Appointments are made on the 
basis of national patronage, not on merit. It is difficult to fire offi­
cials and even more difficult to wind up agencies when they no 
longer have a mission. It is these features that have given the United 
Nations a bad name. 

Bureaucracies are more interested in self-preservation than in 
carrying out their missions. When a bureaucracy is responsible not 
to one master but to the entire membership of the United Nations, 
it is beyond control. An association of states is ill-suited to carry out 
any executive function. To the extent that there are executive func­
tions to be performed, they ought to be entrusted to specialized 
institutions with their own executives, budgets, and boards to whom 
the executives must report. The Bretton Woods institutions, for all 
their shortcomings, function a lot better than the UN agencies, and 
even there the boards wield too much power. 

Due to the way it has been treated by member states, particularly 
the United States, the United Nations has lost much of the good­
will and prestige it once enjoyed. In spite of its shortcomings, the 
United Nations used to possess a certain moral authority and 
respect. The blue helmet used to give UN soldiers a degree of pro­
tection. Much of that is now lost and will be difficult to recapture. 
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It is widely recognized that the United Nations needs to be 
reformed. Innumerable studies have been made recommending a 
variety of reforms, but none could be implemented because mem­
ber states cannot agree. Therefore die United Nations remains a 
damaged institution that is difficult to repair. 

The Open Society Alliance, more tiian any other initiative, 
would have a reasonable chance to make the United Nations live up 
to its potential if the members of the Alliance could agree among 
themselves. The Alliance would have the option to work either 
within or outside the United Nations, giving it leverage tiiat no 
other reform attempt has had. 

How could the Alliance reform the United Nations? It could 
introduce majority rule and convert die General Assembly into a 
legislative body. The laws passed by the General Assembly would be 
valid only in countries that ratify them, but members of the Open 
Society Alliance would pledge themselves to ratify the laws auto­
matically, provided they have been ratified voluntarily by a qualified 
majority. Countries that do not abide by the decision of a qualified 
majority would be excluded from the Alliance. In that way a body of 
international law could be developed without infringing on the 
principle of national sovereignty. 

What would constitute a qualified majority? I have found the 
idea of the "binding triad" proposed by Richard Hudson in connec­
tion with the United Nations very appealing. It could be adapted to 
the Alliance. A qualified majority would be constituted by two-
thirds of die member countries, two-thirds of their population, and 
two-thirds of their gross domestic product. But I am not qualified 
to decide such details; they would have to be decided by the mem­
bership of the Alliance. 

If the Alliance managed to gain control of the United Nations it 
would appoint the secretary-general, who would be in charge of the 
Secretariat, and the Secretariat would guide the legislative work of 
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the General Assembly. The secretary-general's position would be 
roughly equivalent to the elected leader of the majority party in a 
democratic state. In view of die greatly enhanced powers of trie 
office, it would be desirable to subject the secretary-general to recall 
through a no-confidence vote of the Alliance. 

The Security Council wrould retain the same functions, but the 
permanent members would lose their veto, and the temporary 
members would be selected by the Alliance rather than rotating on 
a purely geographic basis. Those permanent members that belong 
to the Alliance would give up the veto by virtue of belonging to the 
Alliance, because they would be duty-bound to abide by its quali­
fied-majority decisions. It may be asked why the other two perma­
nent members, Russia and China, should be willing to give up their 
privilege. The answer is that they may prefer to remain permanent 
members without veto to seeing die Security Council superceded 
by anodier organization to which they do not belong. 

It is much more questionable whether the United States would 
be willing to abide by the rules of the Alliance. It would require a 
radical change in prevailing attitudes. In reality, the United States 
has much less to fear from giving up its veto compared to the other 
permanent members, because it is highly unlikely that the Alliance 
would go against the wishes of a superpower whose allegiance is 
indispensable to making it effective. 

In the Age of Fallibility we must abandon the assumption of 
rationality. Still, there are good reasons why a multilateral approach 
might catch the imagination of the American public. The United 
States would have much to gain by joining the Alliance because it 
could share the burden of acting as the world's policeman. The 
United States could provide logistic and technical support, depend­
ing on others to supply die ground troops. 

Even without these far-reaching reforms, there is at least one sig-
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nificant step that the United Stales ought to support now: to estab­
lish a permanent capacity within the United Nations to provide 
civilian police for situations such as Kosovo, Haiti, and East Timor. 
The UN Secretary General, Kofi Annan, has requested such a 
capacity, and the Clinton administration has supported it, but Con­
gress has refused to allocate the money. 

The Case for the Open Society Alliance 

The case for the Open Society Alliance can be built on two argu­
ments. One is prudential, the other idealistic. The prudential argu­
ment is that the United States enjoys greater military superiority 
today than at any other time in its history; the main threat to peace 
and prosperity comes from internal conditions prevailing in other 
countries that can be exploited by unscrupulous leaders, and the 
United States cannot deal with these threats on its own; therefore it 
needs to form an alliance with like-minded countries. 

By spearheading such an alliance, the United States could regain 
and retain its leadership position in the world because U.S. engage­
ment is indispensable to making the idea a success. By participating 
in such an alliance, the other democratic countries would gain a 
greater say in the governance of international relations. They 
would also have the benefit of a more stable world order. 

If the United States continues to act unilaterally, it is only a mat­
ter of time before countries resent its dominance so much that they 
form their own coalition to counterbalance its power; the preemi­
nent position of the United States would be lost. Since a balance-of-
power system is far from foolproof in preserving peace, chances for 
a catastrophic conflagration would be greatly increased. 

This argument is valid, but it is difficult to make it convincing 
because it is all hypothetical. One would have to paint scary scenar­
ios and wait for them to come true to be able to say, "I told you so." 
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It is an unrewarding exercise, as I have discovered in connection 
with Russia. I find it more appealing to present the idea on frankly 
idealistic grounds. A global open society would make the world a 
better place, and the United States is strong enough and prosperous 
enough to promote it. This is a simple and inspiring rihought. Its 
weakness is that idealism is considered soft and wooly and tends to 
lose out to special interests. It has always lost out when it came in 
conflict with particular interests. The weakness could be overcome 
by tempering idealism with the recognition of our fallibility. This 
would moderate our expectations, make us more tolerant of the 
shortcomings of constructive intervention, and protect us against 
some of the pitfalls of political activism. Open society is a peculiar 
ideal that does not aim at perfection. It provides a frame of refer­
ence within which idealism can succeed. 

It is strange, but the greatest open society in the world—the 
United States—has never accepted the limitations inherent in the 
concept of open society. It has set standards for public life that no 
politician can meet, and it has assumed the right to impose its own 
standards of human rights and democratic values on other coun­
tries. No wonder that our lofty aspirations are doomed to disap­
pointment. We could achieve more by expecting less. Instead of 
imposing our values, we ought to recognize our fallibility. Instead of 
acting unilaterally, we ought to participate in forming rules by 
which we are willing to abide. 

The Open Society Alliance would seek voluntary compliance, 
but even with the best will in the world it cannot always succeed. 
Therefore the military option cannot be ruled out. Should the 
Alliance fail to gain control of the Security Council, it could still 
bypass the Security Council and activate NATO without the autho­
rization of the Security Council, as it did in the Kosovo crisis. The 
fact that the Alliance has exhausted all constructive options would 
give its punitive actions greater legitimacy than NATO enjoyed in 
die case of Kosovo. 

356 



The Open Society Alliance 

Would the Open Society Alliance, whether it operated within or 
outside the United Nations, be able to avoid the defects that seem 
to afflict all associations of states, notably the democratic deficit and 
the decisionmaking deficit? Probably not. But such adverse effects 
could be mitigated by recognizing them in advance. For instance, it 
would be possible to institute a sunset clause that would automati­
cally terminate the Alliance after, say, twenty-five years. Whenever 
a new institution is formed, it is usually permeated by a sense of 
mission that wears off with the passage of time. This has been true 
of the United Nations. It generated great enthusiasm when it was 
formed, but most of its committed supporters are now past the age 
of retirement. The United Nations would have certainly benefited 
from a sunset clause. No solution is perfect or permanently valid. 
Any open society coalition ought to be open to reconsideration and 
improvement. 

The democratic deficit is an inherent problem in all international 
organizations, but if the Open Society Alliance really succeeded in 
turning the General Assembly into a legislature, we might just have 
an overdose of democracy, with every NGO breaking down the 
doors with legislative proposals. International civil society is capa­
ble of great achievements such as the ban on land mines, but with 
the help of the Internet it could become too much of a good thing. 
We have all seen what happened at the W T O meeting in Seattle. 
Fortunately there would be strong safeguards against legislative 
excesses. The laws would be valid only in the countries that ratify 
them, and they would have to be ratified by a qualified majority of 
the Alliance before other members would be obliged to do so. Of 
course, the laws would also have to survive the scrutiny of judicial 
review in each country—including by the United States Supreme 
Court. This would add another set of checks and balances essential 
to any open society. 

While I am rather leery of self-appointed, self-righteous NGOs, 
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I would have greater confidence in the staff of the Alliance and, if 
the Alliance captured the United Nations, in the UN staff. It is easy 
to recruit dedicated staff for international organizations, provided 
they are selected on merit and not on the basis of national patron­
age. There are many, many good people serving the United Nations 
despite all the frustrations. To improve matters, the secretary-
general and the heads of the various UN agencies should be given 
the power to hire and fire and be held accountable for the perfor­
mance of their organization. 

I do not want to go on elaborating the features of an Open Soci­
ety Alliance because the further I go the more I feel enveloped in an 
air of unreality. The details would have to be worked out by the par­
ticipants. The Alliance could take many forms, ranging from a for­
mal alliance to ad hoc coalitions addressing special countries or 
issues. Viewed in this light, the idea is far from unrealistic; indeed, it 
is already in the process of being implemented. My foundation net­
work is participating in a number of ad hoc coalitions, ranging from 
the Landmines Treaty to the Media Development Loan Fund, 
devoted to fostering independent media in countries where they are 
needed. 

The initiative to create a global open society cannot be expected 
to come from governments; it must have the support of the elec­
torates. Democratic governments are supposed to be responsive to 
the wishes of the electorate; unless people genuinely care about the 
principles of open society, those principles will not prevail. 

It may be asked, How can this statement be reconciled with my 
earlier unkind remarks about the self-appointed and self-righteous 
guardians of civil society? Very easily. While the impulse for pro­
moting the principles of open society must come from the people, 
civil society cannot do the job on its own; it must enlist the support 
of governments. My foundations have found thiat they can have 
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greater impact if they cooperate with or exert pressure on govern­
ments. The impact is twofold: They bring about change in the spe­
cific field in which they are engaged, say, prison reform, education, 
or protection for the mentally disabled; at the same time they also 
improve the quality of government. 

It is important to articulate the grand vision of a global open 
society; but open society can be approached only one step at a time. 
That is why I do not want to get lost embellishing on die possible 
and prefer to focus on the actual. Open society faces a practical test 
in the Balkans. An informal alliance of democratic states is already 
engaged there, and it is in their power to succeed. If we acquit our­
selves well in the Balkans, it would move us one step closer to the 
ideal of a global open society. 

By the same token, if we fail there, the prospects for a global 
open society' will also be set back. My foundations are committed to 
making the Stability Pact a success both for its own sake and for the 
sake of open society. I believe we can create a global open society 
step by step. 
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Conclusion 

As I release the manuscript of this book to the publisher, I am filled 
with a mixture of trepidation and great expectations. As I indicated 
in the introduction, I have been reluctant to part with it. Have I 
expressed my ideas as well as I could? Are they coherent? Do they 
mean as much to others as they do to me? These are the questions 
that worry me. My concerns are reinforced by the fact that I was 
able to improve the manuscript right up to the last minute. But I 
have gone about as far as I can on my own. I have learned a lot from 
other people's criticism, and I can continue to do so after the book 
is published. 

My expectations focus on die Open Society Alliance. I do not 
know what response my proposal will evoke, but I do know that we 
need to make progress along these lines if we want to make good 
use of the possibilities opened up by the development of a global 
economy. Whether I have convinced others or not, I have managed 
to convince myself. After a period of frantic activity during which I 
had a clear idea about what needed to be done, I felt a need to sort 
out my ideas about open society. I have done so in this book. Once 
again, I have a clear sense of mission for my foundation network. I 
shall not spell it out here because it would interfere with my flexibil­
ity in carrying it out—there is a parallel here with the problem of 
making public pronouncements when 1 was actively engaged in 
making money—but I can state it in general terms: to foster the civil 
society component of the Open Society Alliance. 

GEORGE SOROS 

August zooo 
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