
Book Prospectus 

1 
 

Borrowing Credibility: Foreign Financiers and Monetary Regimes 
Jana Grittersova 

Assistant Professor, University of California, Riverside 
2230 Watkins Hall, 900 University Avenue 

Riverside, CA 92521 
Tel: 951-827-4340 

Email: jana.grittersova@ucr.edu 
 

This book explores a question that has preoccupied scholars for decades: how do governments 
establish reputation in international markets? The advantages to governments of having a good 
reputation as reliable and credible are well known. But it is much less clear how those reputations 
can be established, especially in countries whose histories and institutions are too new or weak to 
provide adequate signals about the credibility of their chosen policies. And yet, history abounds with 
examples of governments lacking or losing credibility in the eyes of the international investors. Since 
World War II alone the number of states in the world has grown from roughly fifty to just under 
two hundred. The vast majority of nation states cannot rely on historical interactions as a basis for 
their reputation. 

The advantage of government credibility is especially important when we consider international 
monetary relations in the post-Bretton Woods era. Tackling this issue, Borrowing Credibility focuses on 
the credibility of monetary regimes, which in spite of its centrality to understanding inflationary 
expectations or currency crises, has largely been neglected. A credible monetary regime, in turn, 
confers significant reputational effects on governments. Countries with credible monetary regimes 
borrow at lower interest rates in international markets. A credible monetary regime is less likely to 
suffer speculative attacks. In contrast, a monetary regime lacking credibility fuels devaluations, 
currency volatility, and crises with devastating domestic and international consequences. Achieving 
credible monetary regimes is particularly important for emerging markets. Yet governments in 
emerging markets have little reputational capital and the standard means of gaining legitimacy on the 
international stage—established domestic institutions and the depth of international integration—
are unavailable to them. As a consequence, countries with governments suffering from a severe 
credibility deficit are subject to currency speculation, high interest rates, and a host of other 
problems that make the task of governing harder and the path of those countries’ development 
more uncertain. 

This book offers a novel account of reputation formation in international finance. I argue that, in 
effect, governments may borrow credibility from third party actors. Prestigious multinational banks 
enhance credibility of institutions and policies in host nations that are necessary for the credibility of 
their monetary regimes. I posit that expectations of market participants about government policies 
coordinate around the presence of foreign banks. When an emerging market announces the entry of 
multinational banks headquartered in Western Europe and North America into its financial system, 
investors take the reputation of these banks into account as an indicator of the host country’s 
willingness to pre-commit itself to the announced policy. In my theory of credibility, a foreign bank 
presence not only generates expectations about a government’s policy commitments but also 
provides a commitment technology, and thus gives assurance to financial markets that the 
announced policies will be carried out. Thus, the presence of multinational banks creates credibility 
of currency policies, rather than simply reveals it. There is, in other words, a transfer of reputation 
from a prestigious multinational bank to host governments. 
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Borrowing Credibility combines statistical analyses and extensive cases studies to shed light on the 
mechanisms through which foreign banks affect the reputation of host countries. Multinational 
banks increase transparency in local financial systems, allowing better monitoring of macroeconomic 
and financial policies. Foreign banks export regulation and supervision from their home countries 
and contribute to the soundness of the financial system of their hosts. Finally, foreign bank entry 
involves the transfer of the status of lender of last resort from the local central bank to the foreign 
parent bank. I suggest that foreign bank investors are likely to enjoy advantage in monitoring 
government behavior, given their greater familiarity with local political circumstances and history 
with local political and monetary authorities in these settings. They can directly impose audience 
costs as they may withdraw their investments or cut off a country from future loans.  

I demonstrate that reputable foreign bankers fundamentally changed ideas about the role of banks, 
and led hands-on efforts to develop modern tools of commercial banking in host nations. The goal 
of Borrowing Credibility is to illuminate the complex interactions between multinational banks and 
national policymaking that characterize the process of financial globalization. In the long run, I find 
evidence that the urge to build reputation becomes more constraining to the government as financial 
globalization advances and countries become more dependent on mobile financial capital. 
Ultimately, this work reveals the importance of market confidence in a world of mobile capital. 

In this book, I develop and test arguments by combining statistical analyses of the data, which 
consist of over 80 emerging markets with comparative case studies of credibility building in Estonia, 
Bulgaria, the Czech Republic, Poland, Argentina, and Ukraine. Moreover, I completed extensive 
interviews with over 120 central bankers, commercial bankers, finance ministers and other 
government officials, local academics, analysts in credit rating agencies, and staff at think tanks and 
international financial institutions in Poland, the Czech Republic, Bulgaria, Estonia, Austria, 
Brussels, Washington, D.C.; Paris, and London. Borrowing Credibility employs a wide variety of other 
unique source materials, as well, including archival material, internal documents from central banks, 
commercial banks, and international institutions, and other primary written material in five 
languages. 

The empirical analyses presented in this book confirm that international investors react to foreign 
bank ownership in emerging markets. How do market participants express their confidence in a 
country and its monetary regime? Bond spreads, interest rate spreads, and inflation differentials 
reflect the country and currency risks which stem from uncertainty. Countries with a substantial 
presence of reputable foreign banks offer a more predictable environment. 

This research bears important theoretical and empirical implications for understanding of the 
politics of economic policymaking in emerging economies. Emerging Europe, where the rate of 
growth of foreign bank ownership as well as the credibility deficit after the fall of communism in 
1989 have been particularly striking, provides a good opportunity to test my theory of reputation. 

Contribution and Market for the Book 

Borrowing Credibility contributes to several bodies of literature and fills a significant gap in the research 
on international finance, monetary policy and central banking, political economy of reforms and 
development in emerging markets, and European politics. It will therefore appeal to scholars in 
political science, economics, business finance, economic history, and sociology. The book dialogues 
with recent and classical articles and books published in the leading journals and university presses. 
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To date, there are very few books on the market that focus exclusively on the credibility of monetary 
regimes, making this area grossly understudied. A few notable exceptions include the edited volume 
by Michael Bordo and Ronald MacDonald, Credibility and the International Monetary Regime: A Historical 
Perspective, and Barry Eichengreen’s Golden Fetters: The Gold Standard and the Great Depression, 1919-
1939, exploring historical monetary regimes from the Gold Standard to the European Monetary 
System. 

The analysis in this book is motivated by a lingering puzzle concerning reputation on the 
international stage. This book should attract the readers of Michael Tomz’ Reputation and International 
Cooperation: Sovereign Debt across Three Centuries, Odette Lienau’s Rethinking Sovereign Debt: Politics, 
Reputation, and Legitimacy in Modern Finance, and Julia Gray’s The Company States Keep: International 
Economic Organizations and Investor Perceptions. My argument challenges the prevailing scholarship 
depicting reputation formation as a result of either domestic institutions, or international agreements 
and institutions. The problem with this line of reasoning is that many countries lack the institutional 
set up that can assure market participants that the government will not renege on its promises. The 
existing studies exploring credibility enhancement by delegating powers internationally ignore private 
market agents, such as foreign investors or lenders, as external anchors. 

Borrowing Credibility also moves beyond approaches that focus on the passive third-party perceptions 
rather than active transformations. In this book, openness to foreign bank entry serves as shorthand 
for a country’s intentions. But providing initial credibility is not enough. Market participants also 
observe governments’ initiatives in office, in search for signals of the policy agenda likely to be 
advanced. I argue that foreign banks also have also direct impact on the credibility of government 
commitments to sound monetary and fiscal policies. The theory proposed here is thus concerned 
with both actual changes in government behavior in emerging markets trying to gain legitimacy on 
the international stage and with changes in how these countries are perceived as a function of the 
presence of foreign banks.  

Ultimately, the theory and evidence presented in the book challenge the claim that reputation can 
serve as a substitute for a commitment mechanism, assuming that policymakers in their efforts to 
preserve their reputation stick to their commitments. The problem with this line of reasoning is that 
many emerging market countries have little reputation to protect.  

Borrowing Credibility contributes to studies on the political consequences of international financial 
integration, offering a more encompassing account of how integration influences policy choices. 
Most studies tend to cluster foreign bank entry with other components of financial reform or with 
international capital mobility, and the result has been to obscure the particular consequences of 
foreign bank entry in less developed countries. On other hand, the literature on global banking 
remains silent on how foreign banks might affect market perceptions of credibility of host 
governments and their policies. This book extends Layna Mosley’s Global Capital and National 
Governments, concerned about convergence of government policies in the world of mobile capital. 

This book is also distinctive from other works in the field not only in terms of its theoretical 
orientation but also empirical coverage. Studies of the political implications of financial globalization 
in transition economies and emerging market countries remain modest compared to the literature on 
developed countries. This book should attract readers who might also be interested in Randal W. 
Stone’s Lending Credibility: The International Monetary Fund and the Post-Communist Transition. To date, no 
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theoretically rigorous monograph has been published that links financial integration via foreign 
banks and reputation building in emerging markets, however.  

As such, the book is relevant to undergraduate and graduate courses on international and 
comparative political economy as well as courses that deal with the issues of international finance, 
globalization, and international development. It will also be an excellent contribution to classes on 
Eastern European politics and the political economy of transition.  

This is an academic book that revisits the most classic themes in political economy—reputation 
building—a topic that is also of interest to non-academics. To that end, Borrowing Credibility will 
appeal to a diverse audience of policymakers interested in financial reforms, economic development 
and macro-economic policymaking, central bankers, investment bankers, and credit rating agencies. 
With rich empirical findings, the book will be of interest to thinkers and policy makers in Central 
and Eastern Europe and other emerging markets. 

Plan of the Book 

Chapter One: Introduction: The Puzzle of Credibility in International Markets  

Chapter 1 introduces the book’s central puzzle: How do countries confronted with a severe 
credibility deficit—caused by weak domestic institutions, histories of hyperinflation or failed 
economic policies—establish reputation on the international stage? The Ministry of Finance of the 
Russian Federations has recently hired J.P. Morgan, Goldman Sachs, and other prestigious 
international banks in an effort to seek advice on how to improve the country’s reputation. The debt 
crisis in Europe has renewed interest in understanding how market participants perceive the 
credibility of the European monetary union and of its adherents. These recent examples illustrate 
that policymakers in both developed and developing countries struggle to establish and maintain 
reputation in international affairs.  

The chapter advances an explanation revolving around the entry of multinational banks arguing that 
these banks help to solve the credibility problem of emerging markets. This argument comes at a 
time when foreign bank presence is on the rise. I then outline what multinational banks typically do, 
briefly explore the history and trends in global banking, and examine the events and debates that 
have led policymakers and academics to a heightened concern with global banking. The discussion 
of credibility of monetary regimes requires an understanding of the factors influencing the choice of 
the monetary regime. I assess the explanations focusing on macroeconomic considerations as well as 
those pertaining to institutional and interest groups. Finally, I provide the rationale for the case 
selections and quantitative methods in building and testing my theory.  

Chapter Two: A Theory of Credibility through Financial Integration  

Chapter 2 lays out the theoretical underpinnings of the central argument. I first go into detail about 
the problem of information asymmetries in financial markets. I explain how multinational banks can 
address this problem, which combined with their ability to punish bad behavior, provides a credible 
commitment device in the eyes of international audiences. I then turn my attention to the discussion 
of the standard models of monetary policy credibility. I identify country and currency risks as 
measures of credibility of monetary regimes. I examine the three mechanisms of foreign bank 
influence: increasing transparency of a host government’s financial and fiscal accounts through 
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enhanced accounting standards and disclosure rules; acting as the international lender of last resort; 
and foreign regulatory structures acting as surrogates for local authorities. Finally, I distinguish my 
theory from alternative perspectives on credibility in international finance.  

Chapter Three: Foreign Bank Advantage in Comparative Perspective 

Chapter 3 tests the argument on all emerging markets and examines the effects of foreign bank 
ownership. I demonstrate evidence for the central hypothesis—that credibility of a country’s 
monetary regime increases when foreign bank ownership of its banking sector is substantial—for a 
sample of over 80 emerging countries on annual data from 1990 to 2009. This finding holds up 
against the two alternate hypotheses discussed earlier. Neither economic and political indicators nor 
indicators of economic reform policies diminish the evidence for the impact of foreign banks. Thus, 
the entrance of foreign banks has an independent effect on a country’s reputation in international 
markets. 

I argue that the impact of foreign banks varies along two main dimensions: the reputation of a 
parent bank and the depth of financial integration. A reputable multinational bank needs to protect 
its brand name and it is unlikely to behave opportunistically because a risky decision would affect its 
market share and thus its profits. I show that non-reputable banks could not significantly influence 
the credibility of their hosts as in the case of Ukraine with significance presence of Russian banks. 

The chapter also controls for the possibility that foreign banks “self-select” into countries with 
responsible governments and good institutions. I employ an instrumental variables regression, which 
uses two sets of instruments that have been identified in the literature on multinational banking and 
confirmed by the interviews I conducted with bankers at major multinational banking groups to 
explain foreign bank entry. I use population as a measure of potential market size of multinational 
banks. The second instrument—the long-run political history of a host nation—captures cultural 
and economic ties and previous history with Western Europe and North America, the area of origin 
of the majority of foreign banks that have penetrated emerging markets.  

Chapter Four: Currency Boards and Foreign Bank Presence 

Chapters 4-6 present case studies that delve into the mechanisms through which reputation building 
works. For each country study, the evolution of the banking structures, central banking, and 
international credibility is evaluated qualitatively as part of the historical narrative. My analysis of 
these cases indicates that although governments and societies in emerging markets, in search of a 
capital, were generally receptive to foreign financiers, they also differed with regards to their 
receptiveness of foreign presence.  

Chapter 4 traces the different trajectories of Estonia and Bulgaria. Estonia could be used as the 
paradigmatic case of a newly established country in which the transformation of the financial system 
from state owned to predominantly foreign owned rendered the government’s commitment to a 
currency board credible. In contrast, the Bulgarian government (on both left and right factions) 
proved unable to cut their ties with incumbent interest groups and demonstrate their anti-
inflationary resolve, resulting in a low credibility of their currency policies. Only the severity of the 
crisis in 1996-97 due primarily to lack of financial policy credibility triggered banking-sector opening. 
Foreign banks have introduced credible mechanisms for compliance with the rules of a currency 
board in both countries. These two countries involve the presence of foreign banks from Nordic 
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countries (Estonia) as well as Austrian, Italian, and Greek banks (Bulgaria). The cases also illustrate 
temporal elements of variation: the dynamics of foreign bank penetration over time.  

Chapter Five: Inflation Targeting and Foreign Bank Presence 

Chapter 5 reinforces the analysis by demonstrating that the depth of financial integration creates 
room for reputational destruction and recovery through case studies of Poland and the Czech 
Republic that started the post-communist transition with more favorable reputational capital than 
most countries in Central and Eastern Europe.  

The chapter shows how reputation changes when governments act contrary to their perceived type 
and how reputation can be restored. The Czech case in particular illustrates this point. The Czech 
center-right governments squandered their initial reputation by pursuing the national model of 
capitalism favoring domestic over foreign capital in banking. The central bank failed to persuade its 
government to impose hard budget constraints on domestic banks. The outcome was the 
devastating financial crisis in 1997 that lead to a collapse of a fixed monetary regime that allowed re-
evaluating the role of the banks. The Czech case also shows that although the Czech central bank 
was internationally praised for its high degree of independence from the government, its monetary 
authority did not match the quality of its regulatory oversight.  

Countries that behave as expected should not suffer much reputational loss by not completely 
opening their banking sectors. The Polish route to reputation enhancement was not linear. The 
Polish governments took a positive stance toward foreign investments in the banking sector at the 
outset of transition but then backtracked temporarily before again opening the banking sector to 
foreign buyouts. In contrast to the Czech case, the central bank in Poland, though independent, has 
had a firm domestic political mandate for its mission. As a consequence, the government’s exchange 
rate policy making has been punctuated by several turning points.  

Chapter Six: Reputation in Crisis 

Having provided case evidence to support the theory within Central and Eastern Europe in 
Chapters 4 and 5, I turn my attention to other regions in this chapter. Chapter 6 reinforces the 
analysis by examining the implications of multinational banking presence on the credibility of their 
hosts during boom and bust phases in host and home countries. I look at the 2001 financial crisis in 
Argentina, representing the crisis in the host country. I also examine the 2008 global financial crisis 
that erupted in developed countries, where most multinational banks’ headquarters are located. 
Through a detailed analysis of these crises episodes, we can gauge the importance of foreign banks 
as lenders of last resort for their affiliates in emerging markets. These cross-regional comparisons 
generalize the theoretical argument of the book for a better understanding of both, global banking 
and international credibility.  

Chapter 7: Conclusions 

I conclude with a discussion of the implications of the theory for scholars of the political economy 
of reforms, institutions, and international finance. I also articulate the relevance of these findings for 
policymakers grappling with institution-building process, banking reforms, and economic 
stabilization following high inflationary episodes. 


