Financial Development,
Economic Crises and Emerging
Market Economies

Edited by
- Faruk Ulgen

390311n0Y




Routledge Critical Studies in Finance and Stability

Edited by Jan Toporowski
School of Oriental and African Studies, University of London, UK

The 2007-2008 Banking Crash has induced a major and wide-ranging discussion
on the subject of financial (in)stability and a need to re-evaluate theory and policy.
The response of policy-makers to the crisis has been to refocus fiscal and monetary
policy on financial stabilization and reconstruction. However, this has been done
with only vague ideas of bank recapitalization and ‘Keynesian’ reflation aroused
by the exigencies of the crisis, rather than the application of any systematic theory
or theories of financial instability.

Routledge Critical Studies in Finance and Stability covers a range of issues
in the area of finance including instability, systemic failure, financial macro-
economics in the vein of Hyman P. Minsky, Ben Bernanke and Mark Gertler,
central bank operations, financial regulation, developing countries and financial
crises, new portfolio theory and New International Monetary and Financial
Architecture.

For a full list of titles in this series, please visit www.routledge.com/series/RCSFES

4. Cycles, Growth and the Great Recession
Edited by Annalisa Cristini, Steven M. Fazzari, Edward Greenberg and Riccardo Leoni

5. Liquidity Preference and Monetary Economies
Fernando J. Cardim de Carvalho

6. Civil Society and the Reform of Finance
Taming capital, reclaiming virtue
Charles McDaniel, Jr.

7. Financial Regulation in the European Union
Edited by Rainer Kattel, Jan Kregel and Mario Tonveronachi

8. Achieving Financial Stability and Growth in Africa
Edited by Stephany Griffith-Jones and Ricardo Gottschalk

9. Financial Development, Economic Crises and Emerging Market Economies
Edited by Faruk Ulgen

qf—_

Financial Development,
Economic Crises

and Emerging
Market Economies

Edited by Faruk Ulgen

% Routledge

Taylor &Francis Group
LONDON AND NEW YORK




M- (T S/ 5D HG/FE™

First published 2017 7 2;? 29235
by Routledge 77 A
2 Park Square, Milton Park, Abingdon, Oxon OX 14 4RN

and by Routledge
711 Third Avenue, New York, NY 10017

Routledge is an imprint of the Taylor & Francis Group, an informa business

©2017 selection and editorial matter, Faruk Ulgen; individual chapters, the
contributors

The right of Faruk Ulgen to be identified as the author of the editorial
material, and of the authors for their individual chapters, has been asserted in
accordance with sections 77 and 78 of the Copyright, Designs and Patents
Act 1988.

All rights reserved. No part of this book may be reprinted or reproduced or
utilized in any form or by any electronic, mechanical, or other means, now
known or hereafter invented, including photocopy i ing and recordmg, orin
any information storage or retrieval system, without permission in writing
from the publishers.

Trademark notice: Product or corporate names may be trademarks or

registered trademarks, and are used only for identification and explanation
without intent to infringe.

British Library Cataloguing in Publication Data
A catalogue record for this book is available from the British Library.

Library of Congress Cataloging-in-Publication Data

Names: Ulgen, Faruk, 1963—editor.

Title: Financial development, economic crises and emerging market
economies / edited by Faruk Ulgen.

Description: 1 Edition. | New York: Routledge, 2016.

Identifiers: LCCN 2016014249 | ISBN 9781138123755 (hardback) |
ISBN 9781315648644 (ebook)

Subjects: LCSH: Finance—Developing countries. | Financial institutions—
Law and legislation. | Global Financial Crisis, 2008-2009.
Classification: LCC HG195.F56 2016 | DDC 332.109172/4—dc23
LC record available at https:/lccn.loc.gov/2016014249

ISBN: 978-1-138-12375-5 (hbk)
ISBN: 978-1-315-64864-4 (ebk)

Typeset in Times New Roman
by Keystroke, Neville Lodge, Tettenhall, Wolverhampton

Contents
5 OE INVESTIQ

OV Economicas D
MAESTRO JESUS SILVA

List of figures

List of tables

List of contributors

Foreword

Introduction: financial development:

the sword of Damocles hanging over the process of
economic development

FARUK ULGEN

1 Financial liberalization, crises and policy implications

PHILIP ARESTIS

2 Global financing: a bad medicine for developing countries
JOAQUIN ARRIOLA

3 Financial development, instability and some
confused equations
FARUK ULGEN

4 Underdeveloped financial markets’ infrastructure of
emerging market economies: assessment of underlying
challenges and suggested policy responses
SHAZIA GHANI

5 Towards de-finan¢ialization
MALCOLM SAWYER

6 A common currensy for the common good
SERGIO ROSSI

vii
X
Xi

xiii

12

31

51

71

96

113



vi

10

11

12

13

Contents

A capital market without banks: lending and borrowing
in Hennaarderadeel, Friesland, 1537—1555
MERIIN KNIBBE AND PAUL BORGHAERTS

Financial liberalization, financial develop'n'fén:t and instability
in emerging economies;: what lessons for the franc zone?

3

ABOUBAKAR SIDIKI CISSE 3
Depositor myopia and banking sector behaviour
OZAN BAKIS, FATIH KARANFIL AND SEZGIN POLAT

Dollarization and financial development: the experience
of Latin American countries
EUGENIA CORREA AND ALICIA GIRON

Financialization in Brazil: a paper tiger, with atomic teeth?
PIERRE SALAMA

National and supra-national financial regulatory architecture:
transformations of the Russian financial system in the
post-Soviet period

NADEZHDA N. POKROVSKAIA

Minsky in Beijing: shadow banking, credit expansion and

debt accumulation in China
YAN LIANG

Index

126

142

156

170

187

206

208

238

Figures

2.1  Annual change in per capita productivity (GDP/population) at
2010 prices (logarithmic trend)

2.2 Over-the-counter (OTC) derivatives (billions of US dollars)

2.3 Non-financial institutions counterparties of OTC deals.
Percentage of notional amounts outstanding

2.4 International debt securities issued from developing countries
(% of total amounts outstanding)

2.5 International debt securities issued in foreign currencies
(% of total)

2.6  International issues of debt securities in foreign currencies on
a residential basis (amounts outstanding) as a percentage of
foreign reserves (2015)

2.7  International debt securities in foreign currencies: percentage
from financial corporations (amounts outstanding)

7.1  Rural interest rates (%), the Netherlands, 1537-1860

7.2 Interest rates of individual loan contracts, chronologically
ordered, 1537-1556

7.3 Map of Friesland around 1830

9.1  Public debt and credit expansion

11.1  Brazil: trade balance—processing industries—technological level
(million US$ FOB), 1995-2013 »

11.2 Investment and saving rates, 2000-2013 (% of GDP in current
prices)

11.3  High-technology manufacturing production and related trade
balance, 2002-2013

114 Low-technology manufacturing production and related trade
balance, 2002-2013

12.1a  The transition dynamics towards the market economy in Russia,
1989-1999: loss of national GDP (billions of US$ 2005) as an
economic indicator

12.1b  The transition dynamics towards the market economy in Russia,

1988-1999: the flavic “cross” of demographic dynamics
(deaths and births per 1,000 people)

32
44

44

45

46

47

47
133

134
138
158
193
197
200

201

208

209



10 Dollarization and
financial development

The experience of
Latin American countries

Eugenia Correa and Alicia Giron

Introduction!

Dollarization in the 1970s and 1980s, banking crises in the 1980s and 1990s, and
the Global Financial Crisis in the first decade of this century have au changed t.he
main parameters of financial competition in the largest Lat.m American countr.les
(LAc). Financial structures have changed as well, meaning that .ﬂ‘le financing
relationships between banks and domestic firms haV.e too.‘In addition, marke.t-
orientated policies have deeply changed economies, including the rple of pub.hc
credit, the ownership of public and domestic firms, and also the foreign financing
of the local affiliates of global firms. It has not been an abrupt change. It has taken
time and has adapted to changing political conditions. . ;
The objective of this chapter is to study the main trends in the transformaﬂqn
of financial systems in Latin America in recent decades. It proposes an apalysw
following three historical stages of great changes: first, the gr'owth of credit frpm
foreign banks and the subsequent “debt crisis”; seconq, tche hlgh levels of foreign
credit through bonds and the public debt “bonds CrlSlS”;. thl.rd,_the growth of
foreign credit to private firms and the expansion of global 1nst1tut19na1 mvestors(i
This chapter sustains the argument that the local currency—do.llar rivalry cregte
dollarization, as monetary policy or as a market trend, which has had direct
consequences for the profitability of local firms. o ‘
Dollarization has taken different forms: full currency substitution, asin Ecuador,
El Salvador or Panama; the denomination of bank deposits and loans in US dpllars,
which is the most common measure of dollarization; indexing or emission (?f
financial instruments, such as 7esobonos in Mexico (1994), or Brazilian public
bonds denominated in dollars; external credit to the public and prlYate segors, The
International Monetary Fund (IMF) defines dollarization as “Cp—c1rculat10nwalso
commonly known as dollarization—that results when a fore1gn currency, often
the U.S. dollar, used as a means of payment and store of vglue in pgrfallel with the
national currency” (IMF 2010: 57). This chapter takes a wide d.eﬁnmon .Of dvollars~
ization. However, what is crucial for its development is the credit expansion in U
ompetition with local currency credit. i
do}ll"?lres c?gﬁacrizagon of economies has been partly a response tp the cond{tlons Qf
investment financing. A traditional problem of the local financial system is that it
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has served only in the financing of “goods in transit”, as Minsky (1991 [1977])
explained. In the years following World War II, stable growth was possible
because of public external debt, along with stable exchange rates and interest
rates. However, since the 1970s, dollarization has been the response of liberal-
ization and a condition of financial deregulation. Since then, the process of
pesificacion, or return to the peso, has been partial and temporary when applied.
This monetary rivalry has been building a dual monetary circuit, with partial
support from the international reserves of central banks, but with significant limi-
tations when the credit cycle becomes unfavourable for exporting firms.

We begin this chapter with a short description of the first wave of credit growth
in the dollar, produced by financial opening and credit expansion in the form
of syndicated loans from large foreign banks. The chapter supports the idea that
the financial crisis in the 1980s originated from financial liberalization and
not because of financial repression as one could argue through the analyses of
McKinnon (1973) and Shaw (1973). Later, we analyse the second wave of credit
expansion, via bonds and securitization, which started in the 1990s, but which
extended into the first decades of the current century. The third part studies the
two waves of banking crisis and the emergence of global banks’ subsidiaries as a
result of the weaknesses of domestic banks. The last section shows that the dollar-
ization process — analysed as currency and credit competition — is built through
foreign debt and its many liabilities and returns, but also through the growing
market for profits in foreign currencies. Minsky’s (1991 [1977]) proposal to study
local banking systems as institutions which create money for financing “goods in
transit”, warns about the double monetary circuit, and it is precisely this circuit

that dictates the investments and profits of foreign and local firms (Parguez 2010;
Vidal and Marshall 2013).

Financial opening and crisis: the first wave of foreign
private credit

In the 1970s and until 1981 the LAc were net recipients of loan capital from trans-
national banks aiming to expand. The rapid growth of domestic and international
credit banks in developed countries (between 1970 and 1981) managed to place in
Latin America funds worth about US$200 billion (Girén 1995). Those credits
were increasingly given with short maturity and adjustable interest rates. The rise
of interest rates at the end of the 1970s increased refinancing of the principal
and also overdue interest. In just four years, the external debt of Latin America
(1978-1981) almost doubled, precisely as a result of rising interest rates. In some
countries, growth in total external debt was even greater because of the degree of
exposure to private creditors and the concentration of maturities. Such was the
case for Argentina, Chile and Uruguay, and to a lesser extent, Mexico, Colombia,
Ecuador, Brazil and Venezuela.

However, starting in 1981, creditors stopped the refinancing. The scheme of
accepting further debt for payment in order to avoid the suspension of payments
reached its limit with the Mexican crisis in 1982, In several LAcs, especially those
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with the highest debts, the suspension of payments began months later. This was
mainly due to creditors staggering the maturities of the credits unpaid on their
balance sheets through refinancing. The intention was to manage balance sheets
in order to decrease the pressure for more reserves against bad loans, depending
on the regulations in force in each country (Correa 1992).

The external debt — contracted in the 1970s — changed the financial systems and
the conditions of banking competition. In addition, the largest banks started par-
ticipating in international financial markets, and also in the syndicate loans lent to
their own governments through the Euromarket.

With the suspension of payments from debtor governments, and the dollariza-
tion of their domestic balance sheets, the largest banks from Argentina, Brazil and
Mexico confronted great market stress and bankruptcies. Besides the rapid growth
of external bank loans since the 1970s, domestic financial systems had been under-
going radical changes. With the collapse of the gold-dollar standard, banks rapidly
faced new competition in an increasingly international market. In addition, these
credit flows also competed with local activities, meaning that lending and deposit
rates and deposit instruments were adapted to this financial liberalization. From the

1970s, one could note some crucial liberalization reforms:

1 Authorization to create foreign currency deposits (Argentina, Colombia,
Costa Rica, Chile, Peru, Uruguay and Venezuela).

2 Issuance of government debt, making way for public financing in the open
market. Its prevalence in the 1980s changed monetary policy (Argentina,
Brazil, Chile, Mexico, Peru and Uruguay).

3 Liberalization of interest rates and its connection to international financial
market trends (Argentina, Brazil, Chile, Mexico, Uruguay and Venezuela).

4  Establishment and/or growth of foreign non-bank financial companies:
leasing, factoring, mutual funds, insurance companies, etc. (Argentina, Brazil,
Chile, Mexico, Uruguay and Venezuela).

The debt crisis implied devaluations of local currencies and created banking crises
in Argentina, Peru, Chile, Colombia, Uruguay and Mexico. These crises, together
with the stabilization and adjustment programmes of the IMF, imposed major
changes on financial systems in two forms: first, in the particular forms of bailout
designs; and second, in the design of the new competitive environment. Therefore,
the 1980s gave rise to structural changes in LAc economies:

1 the growth of state involvement in the financial sector, as a lender of last 1
resort to rescue companies and banks (Argentina, Bolivia, Chile, Mexico,

Uruguay and Venezuela);

2 the laying of the foundations for the privatization process and the placement.

of domestic companies’ stock in local stock markets (Argentina, Chile,

Mexico).
3 the exchange of debt for shares in companies and foreign investment thro

the purchase of discounted debt (Argentina, Brazil, Chile, Mexico).

Dollarization and financial development 173

4 iliulind; ; -
ultiplication of nstruments, sophisticated financial services for large treas-

\I\;Ilgsr}elior:/ge; nthé constant)pressure to reduce the fiscal deficit (the first point of the
onsensus) meant the closure of public fundi
banks which in Latin Americ i ; B s ey et
a had an important place in the 1 i
system. Development banks pla j i i S
s yed a major role in financing the j
sition of public investment, intermediati i n correney for ome-
[ put ; 1ating funds in foreign currency fi i
companies’ investments. As Minsky (1991 [1977 i  baks ol
have the conditions of “financin i g aruesiolbl i
e g transit-goods”. Changes in the a
position of funding have had im S g
. portant consequences for policy and economj
ts}tlléucltgu;gs 1r(11 all LAcs. .T}.le significant dollarization of the 1970s was reversezln 111(1:
S, due to declining external credit, However, the increasing pressure to

Capital inflows: bonds markets and i .
investment (FDI) nd foreign direct

:";;nﬂ;v:h(;flf;l;gs dinto Lgtin America and its largest economies was modified
. $ due to financial deregulation in the US mark ine i
Interest rates and the expansion of i i A 1
L1 public spending undertaken by Lat; i
authorities to face a new epi i s
pisode of over-indebtedness was a i

wave of financial innovation. This also i D e
' : : spread to emerging markets. i

prti,lfnsely' in those years that this situation was created% Frd i,

8 rslzige%znpt)?rfgggance of various financial instruments, including securities
atitudes, remained one of the pillars of profitabil i i

dollars by banks and US fund i  Dusingss o e U8

s. This model of financial busi

rary limit because of financial crises 1 2, Rusiin and e e
n Southeast Asia, Russia il i

latél990s .(Kregel 1998a, 1998b, 2000; Correa 2013). e rezilin the

e ;}t;lttiégn;?%(:lws t.OILAClS( in the 1990s came from new portfolio strategies in

ancial markets of non-bank financial fi i
of financial deregulation. Instituti ' ot el
! utional investors channelled their i i
- : eir investments int
e LA countries to take advantage of at least three conditions: the attractivz

ani} 1]i)lacement of bonds and interest rate arbitrage.

P lllrsl, ilgeg gp;;bllué an private) debt in securities grew from 3.4 per cent of the

- e /.4 per cent ten years later. The high speed of issuance and

o crin.lvesgments in Latin American securities found an early limit

e Sis of 1994~1995. Even though it was the greatest financial
¢ history of Mexico, the large volume of portfolio inflows continued
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Tuble 10.1 Latin American countries: foreign portfolio investment net inflows
(billion USS)

Total Portfolio Debt Securities

1980s 0.4 -0.15

1990s 367.2 281.4

2000s 176.0 80.4 :
2010-2014 639.2 468.4 |

Source: Cepal (2016).

It again faced a second and remarkable limit with the crises in Brazil apd Argentir'la
of 1998-1999 and 2001-2002 respectively. The third wave of forelgn portfqllo
inflows started with the great financial crisis of 2007, and was driven by the high

i i i in Table 10.1. B |
interest rates on public debt in local currencies, as seen in i L
Portfolio investment reached its first high point in 1993, whgn netogorelilﬁ 1Ml|‘
portfolio investment reached USS80 billion, its second peak in 2007 wi 1

USS80 billion, and its third peak in 2010 with USS144 _billion (Cepal 2016). B |
However, the level of profitability it reached was not sustamable. The outflow of 4 ’.
dividends and interest payments required the entry of new and 1ncrea§§d flows, or |
a substitution of investors who would accept another level of profitability. : g |
The profitability of Latin American financial market§ has depended.on bothkt te Sy
interest rate spreads with mature markets —and even.wnh oth‘er e.m.ergmg'mardi S
_ and the exchange rate behaviour, as well as the size and 11qu1c‘ht'y achieve . };
the domestic markets. The reform of pension systems was explicitly targeted a
i i ese last two (Correa 2015).
lmgrr?ev lor}gt}tltel forces that gfave a new boost to the bond markgt and the placemf;ntsf
from institutional investors was the wave of privat~izat1ons in thg second hal 0
the 1990s. Mainly it was this process of privatizat19n that expla{ns the Fiyréziﬁlc
FDI to Latin America in those years. This was espec1a11y the case in Brazil, ; 1 :;
Argentina and Mexico. From 1997 to 2001, FDI flows into LAC§ reached a rrtllczl
USS$375 billion and the profits remitted amounted to USS$93.3 billion, representing
t 25 per cent of the former figure.
am”}(k)lsis stag,e of privatizations distinctively influenced the largest banks .and ni(;rel;
bank financial institutions, which had been weakened or bquen by .banélng ;{1 g
in preceding years. This was the case for Mexwo., Argentm‘a, Chlle,. er}llea ndleé
Peru, and to a lesser extent, Brazil. Thus, while for.elgn banks in the reglohn e 4
20 per cent of the total assets of banks in 1994, this figure rose to 'more:i atnaround
cent by 2009. In the most recent years, this number has been estimated a .,
r cent (World Bank 2015a). : : |
30Apfso hig}(ﬂighted in these years was the priyatizatxgn of the pensi’;orsltef;zds%‘
especially in Argentina, Bolivia, Chile, Colomblz}, Mech? and Pelju. yC oo
intergenerational solidarity had been formed within Lagn Amerlcanh . i
so that the contributions of active workers funde'd ’the ret1remeqt of c;‘t e .a o
privatization, pension funds were formed, receiving contributions from
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workers, while retired workers continued to receive their income from public
budgets. While policies allowing a balanced budget continued, this meant signifi-
cant reductions in other areas of social spending. In countries with a compulsory
private system (Mexico, Chile, Colombia, Peru, among others) pension funds
account for nearly 20 per cent of GDP in recent years (International Federation of
Pension Funds Administrators 2014). Foreign banks, mainly from Spain and the
United States, manage an important part of these pension funds.

The following and remarkable stage of FDI extended growth ran from 2007 to
2014, in which US$1.3 trillion accumulated, along with a transfer of profits of
more than US$870 billion, or 67 per cent of FDI.

Thus, in this period, the presence of US dollars in LA economies grew; either
with the expansion of global investment portfolios into local securities markets, or
through FDI, and even with the well-known foreign debt flows. But the outflows
linked to those inflows also grew, as shown in Table 10.2.

Dollarization in the three largest economies increased, even with different
financial systems. For example, in Argentina, a Currency Board operated in the
1990s, the Argentine peso was fixed to the US dollar, and the money supply
depended on foreign exchange earnings. In Mexico, the largest banks came to be
owned by global banks, managing more than 80 per cent of the total banking
assets. In Brazil, even with high inflation in the 1990s, bank assets in foreign
banks grew to more than 40 per cent of total assets. There are three different
processes of dollarization of domestic credit, as discussed below, which continued
to develop over the following decades.

The new economic growth cycle started in 2003—2004 and began a period of
increasing domestic funding, linked to the rise in prices of raw materials. The
decline in international interest rates with the great crisis likewise served to
decrease the cost of refinancing debt. As in the 1990s, this new cycle of growth
included a significant wave of foreign portfolio investments, but this time in debt
securities and mainly in local currencies.

For example, Mexico had between 2005 and 2014 a net foreign equity
investment of US$13.8 billion and Brazil more than US$60 billion. In the same
years, accumulated foreign investment in debt markets went to US$287.2 billion

Table 10.2 Latin American countries: capital inflows and outflows (billion US$)

Capital Inflows: FDI,

Outflows: Rents of
Portfolio; Loans

Investments and Debt (—)

1990-1994 269.9 224.9
1995-1999 455.7 339.9
20002004 252.1 388.7
2005-2009 83110 683.5
2010-2014 1903.7 997.7

Source: Cepal (2016).
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Table 10.3 Outstanding external debt of private sector (billion USS)

Argentina Brazil Mexico LAc
2000 259 112.6 50.5 183.4
2005 26.3 69.5 32.7 1(3)3?
2010 31.1 184.9 52.5 309.
2014 50.0 320.2 98.1 559.6

Source: World Bank (2015b).

and USS160 billion respectively. Most of the securities in debt markets are
onds (Cepal 2016).

gm{“ehrirsm:::r:; came( wirt)h an inzportant increase in the foreign df:bt .contracted

by the private sector, which has doubled in Mexico and Argentina in the la§t

15 years, while in Brazil it has increased by more than 180 per cent, as shown in

Table 10.3. . .

However, the World Bank statistics offer little help in observmg 'Fhe phenom-
enon of the dollarization of domestic credit as a result of falh.ng prices of com-
modities for export, such as raw materials and oil; or the decline in FDI inflows
starting in 2014. -

The process of dollarization, which entails monetary and crgdlt r1valry, was
constructed during three decades (1970s, 1980s and 1990s) hand-in-hand with the
model of neo-colonial exploitation of raw materials and energy sources and
workers (as a large reservoir for employment in maquiladoras [fore1gn—ownefi
factories] or migration). In the early years of this century, the mc?del was consoli-
dated with changes in natural resource ownership and extraction contracts for
the global corporations that are dominant in each sectqr. Thf%se trends are clearly
illustrated in areas such as mining, agricultural production, oil and energy, among
others (Sanchez-Albavera and Lardé 2006; Correa ef al. 2009; IAASTD 2009;
Zubizarreta 2013). . '

In turn, the three largest countries have taken different courses in their produc-
tion patterns. The approach of Mexico, for example, is most related to the exggn—
sion of global corporations in the automotive and energy sectors, and to 11g.h
migration; for Brazil, to the exploitation of natural resources on a }arge SC? e lg
addition to a diversified industrial base widely supported by public fupds, an
then there is Argentina’s trajectory, with an agro-industrial and automotive base,
' domestic and foreign ownership. ;
Ofl}:li)t\};ever, those three egconomies, with all their differences,. have showr} in
recent years the economic problems generated by an economic mpdel mam}sl
based on the export of primary goods or the maquiladora-type 1ndu§tr1al processe-
that do not strengthen local production chains. The cycle of financial tr.ansform?
tions, focused on the growing participation of banks and global cgrporatmns, agall}
reached new limits. But as will be shown in. the following section, n‘e\fvlareas Cr>e

expansion for asset securitization, based on high-growth economic activities, we

still available.

|
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Banking crisis and global banks’ subsidiaries

The domestic banking systems of the largest Latin American economies were
languishing because of successive banking crises (Ffrench-Davis 2001). Public
credit was decreasing too, mainly because of fiscal balance policies that were
preventing public banks from accessing Central Bank credit, forcing these to
finance themselves at market rates.

The new financial competition in the region’s markets, caused by the opening
to foreign credit on a large scale and the liberalization of capital markets, created
a constant confrontation between different yield structures, interest rates, margins
and other important banking and credit prices. The weakening of some domestic
banks became banking crises with successive episodes of varying magnitude.

The first wave of banking crises in the early 1980s was linked to the sudden
advance of financial liberalization in the late 1970s, which directly created a huge
volume of credit liabilities in foreign currencies for local governments. In a few
years, domestic banks faced bankruptcy, triggered by currency mismatches and
the insolvency of their own governments. Domestic banks were creditors (within
banking syndicates) of their own governments which were in default. Banking
crises were then observed in Argentina (1980 and 1989), Bolivia (1986), Chile
(1981), Colombia (1982), Mexico (1982) and Peru (1983), among others (Lindgren
et al. 1996; Cepal 2000). As governments and banks stopped having voluntary
access to the international markets, their obvious bankruptcy occurred. The role
of the lender of last resort in US dollars, like the IMF or US Treasury, and the
financial crisis lasted almost throughout the entire decade.

Banking crises in the 1990s were more closely linked to domestic macro-
economic conditions that were responding to the changing expectations of profit-
ability in more open and global markets. These crises occurred in Argentina (1995),
Bolivia (1994), Brazil (1994), Ecuador (1995) and Mexico (1994), among others.
This second wave of banking crises witnessed massive bank failures, various
forms of government assistance, and high fiscal costs. This wave was seen also in
Asia, Africa, Central and Eastern Europe. In several of these economies, the crisis
prompted a process of growing foreign control of the financial system. According
to IMF figures, in Central Europe, for example, foreign control increased from
8 per cent in 1994 to over 56 per cent in 1999. In Latin America, excluding Brazil
and Mexico, it rose from 13 per cent to 45 per cent.

This change in ownership of the most important financial firms was not limited
to deposit banks. It also included insurance companies and a range of non-bank
financial intermediaries that were part of investment banks and brokerages
(Mathieson and Roldds 2001). Among banks, the rapid positioning of the two big
Spanish banks, Banco Bilbao Vizacaya Argentaria (BBVA) and Banco Santander
Central Hispano (BSCH), and of US Citigroup stand out.

The significant growth of global bank subsidiaries in some of the largest
economies in Latin America has so far faced obstacles in both Argentina and
Brazil. In the first case, the crisis of 2002-2003 and the financial policies that
followed have reduced the share of these banks in local assets which had accounted
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Table 10.4 The 50 largest banks in Latin America by ownership* (%)

Domestic Private Foreign Public
i 0 100
Argentina 0 o
Brazil 45.5 283 .
Mexico 20

Source: América Economia (2015).

Note: a The 50 largest Latin American banks from the ranking by assets.

for more than 50 per cent of total assets before the Curren.cy Board crisis. InhFh}e1
second case, it was slowed by the financial policies of leftlst governments W’ ﬂl.C
strengthened public banks, as shown in Table 10.4, using data from América
ECS?SZ;;CIZ z(jlglys)es have been written about the or.igins of the. banl<1ng chrl.51s. g(g
example, there are those that attribute them to national behawour, Whilc .15 adi :
ficult position to sustain when crises have occu.rred massively worl@m ¢ inrecen
years. Other explanations are based on the idea that Fhe ﬁnanc1.al sysljt)emlj in
emerging markets are fragile and external shocks can qulclfl)./ tur.n Tt(()1 a e;n 1:rg_
crisis, particularly due to destabilizing macroeconomic p0‘11c1es, inc 3 ing ypthe
inflation, large devaluations, nationalizations, anq e\{erythmg that un er'mmes .
confidence of investors. In particular, systems with 1ngdequate accounting gta.n -
ards, with unreliable judicial-legal frameworks, relatively small mtermed1abrlesk,
short-term liabilities, little financial depth, and poor’developmelfxt of non- 7an
financial institutions are seen as vulnerable (Rojas-S}larez and Welsbrod 1?9 D
Financial reforms in the 1990s led to ownership changes in many 1mp0r;
tant financial institutions. However, the proposed beneﬁ'ts fgr. society were r;o
achieved, including a decline in funding costs, greater availability of ﬁnan(nlr_lg or
local businesses investment, better options for returns for savers and a decline in
1d Bank 2002). . _
porrf r:lzcgi\‘?i]grrl,da number o% the 30 largest banks have partial fo‘re?lgn owners'ltlkllp
with the most notable exceptions so far being the largest Bramhan barzikgsc I;
banks that expanded most in the region have been'the Spanish BBVA En -
(Vilarifio 2001; Ferreiro and Rodriguez 2004), haymg the largest bran{:J Snet\:ivoUK
and participating in the administration of pension funds; and the an
banks, like Citibank, Goldman Sachs, JP Morgan Chase 'apd H.SBC. . o
The criticisms regarding the prevalent financing conditions in the region a1 -
beginning of this century, caused by the policies of openness ar;dl ﬁr;a[migaLatin
regulation, manifested themselves politically and at the nat.lona dev e
American countries. After tough elections, a group of countries ha lr)lev\(/j (g);ned 3
ments that put aside policies recommended by the IMF aqd even a alr:i -
economic and financial supervision, especially those countries that could s

loans with the IMF. . { .
In turn, the idea that the processes of liberalization and financial openness

; wey : : : a
had led to economic and financial instabilities, banking crises, slowing or n
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economic growth, rising poverty, etc., was confirmed (Girén et al. 2005; Claessens
et al. 2014).

The IMF kept repeating that liberalization and opening had positive impacts on
growth, although it accepted that the empirical evidence in this regard was weak.
In any case, liberalization was accepted as a cause of instability when macro-
economic policies have been inconsistent, and particularly when institutional
requirements and financial supervision were inadequate. The processes of liberal-
ization and opening up have worsened income distribution, levels of poverty and
the conditions of education and health in developing countries (Demirgii¢c-Kunt
and Detragiache 1998; Claessens et al. 2014).

The argument sustained here is that financial liberalization and deregulation
have created conditions that weakened financial systems. Domestic banks have
not been able to expand their offshore activities at the pace that their economies
required. This is especially true under conditions of massive capital outflows, or
high and sustained returns on capital in domestic markets, and for those domestic
capitals that are internationalizing. Again, Brazil has been the only large country
to conserve the domestic ownership of its private banks.

During the first 15 years of the twenty-first century, two major trends in the
financial systems can be identified. First, financial systems were being restruc-
tured in order to limit the supply of local currency funding, in addition to articu-
lated infrastructure development and the working capital of big business. Also,
mortgage and consumer credit segments were growing. In great contrast to what
was happening in developed cconomies, bank lending to the private sector in the
region has remained at consistently low levels, as seen in Table 10.5.

It may be noted that lending to the private sector in Argentina and Mexico
remains below 30 per cent of GDP, whereas Brazil’s lending, although showing
increases in the last ten years, has been based largely on public bank lending.
These public banks in many other LA countries have been participating in only a
few activities and have generally decreased their share of domestic credit.

In addition, domestic financial Systems are very fragile in the face of massive
capital outflows or inflows. In the LAc crises, the common denominator of
large capital inflows can be identified in the run-up to a crisis, and has also been
identified to preclude subsequent outflows (Ffrench-Davis and Ocampo 2001).
The waves of massive capital inflows and outflows occur through bank loans,

Table 10.5 Credit to private sector (local and foreign) (% of GDP)

Argentina Brazil Mexico
1990 15.5 30.0 16.3
1995 19.7 32.6 252
2000 23.2 28.7 11.4
2005 9.6 31.0 16.2
2010 11.6 52.8 24.3
2014 14.4 69.1 314

Source: World Bank (2015a).
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portfolio allocations in stocks or bonds, or FDI as well. Financial systems, even
though they become more liquid and deeper than in the past, remain very
vulnerable and defaults can arise because of currency mismatching or the massive
increase of non-performing loans. A large wave of capital outflows can create a
systemic bankruptey for both the domestic banks and the subsidiaries of global
banks. This is true as long as the governments do not take the decision to regulate
these capital outflows.

The net capital inflows to Latin American countries, according to World Bank
data, were positive during some years in the 1990s, mainly because of FDI inflows,
which were explained by the large-scale privatizations in Brazil, Argentina and
Mexico. But from the great crisis in 2007 onwards, those inflows have had high
growth, primarily in portfolio placements and FDI, and especially in Brazil and
Mexico. The trend of capital inflows (which include loans, portfolio allocations
and FDI) and income outflows (which include payments of interest, dividends and
profits) changed after the great crisis. There were years of large amounts of
inflows to local financial markets attracted by higher interest rates, especially in
the government bonds in the deep and strong markets of Brazil and also Mexico
(see Tables 10.5 and 10.6).

Since late 2014, FDI and portfolio allocations started to decline, linked to the
overall cycle of lower economic growth. Just as Brazil was the largest recipient of
capital inflows, now it is the country with the worst recession in the last three years.
In fact, none of the largest economies have the conditions to find and develop
growing sources of foreign currency flows at the rate at which interest payments
on its liabilities require. This becomes especially evident in times of drastic
changes in export prices and/or increased demand for dividends and pro-cyclical
repatriated profits.

These two major trends in the financial systems have as a common feature the
direct link to the way the double monetary circuit has been working: highly

Tuble 10.6 Latin American countries: capital inflows and outflows (billion USS)

Capital Inflows Outflows: Rents of Investments
and Debt (=)
2001 70.9 77.4
2005 97.7 105.3
2006 117.6 131.2
2007 268.9 152.9
2008 168.7 159.5
2009 178.8 135.3
2010 400.5 195.6
2011 376.4 221.5
2012 359.1 198.4
2013 377.4 193.1
2014 399.8 189.2

Source: Cepal (2016).
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Table 10.7 Foreign credit to private sector® (% of total)

Argentina Brazil Mexico

1995 153 847
2000 18.7 14.4 ??'Z
2005 33.3 18.8 26.7
;ggg 226 10.3 19.7
2008 17.8 8.2 19.0
2 14.9 9.7 20.6
2010 1311 9.6 21.7
2011 10.8 9.4 217
3012 92 11.0 25.1

013 7.9 133 282

Source: World Bank (2015a).

N g
ote: *Foreign credit to puvate sector as percentage of the total credit ( ocal and extemal) to pnvate

yire o . .

s ;ftr?;n;:ie?;r?r;cl:?ri nl:y.domestlc currency coupled with a great expansion of
‘ An mdllrect indicator of this process is the external credit to the private sector
in 1t§ rc?latlon to domestic credit. During 1995-2003 and 2008—2014, the external
credit in r§lation to the domestic credit in Argentina, Brazil and ’Mexico w:s
becoming increasingly important, as may be observed in Table 10.7.

In the last five decades, many Latin American countries have seen their financial
str}lctures change significantly. These countries have moved from the model that
Mms.ky cal.led “financing of transit-goods” — which was generously funded b
p}bh({ credit (Lichtensztejn 1984) — towards a model based on global banks se:cuy
r1tlzat19n and high returns on public bonds. All these changes have not mc;diﬁ (;
the main trends of dollarization, but rather evolved with them. )

Dollarization, investment and profits in the “new
financial architecture”

The 1nternati9nal financial architecture has been one of the recurrent themes that
arises every t1m(? iptemational financial crises spring up, such as the ones in Asia
i{ussm and Brazil in the 1990s. Roughly at the time of these crises, several impor:
ant reports were issued. These include the US Congress Meltzer Report (2000)
or the Qroup of 22 Report (1998) — the association that was created in Washingtor;
\HI:] 3{);1}132119? and presented its Report together with the meeting of the IMF and
e (;1 : hmtO?o}ll)er of the same year. The Goldstein Report (Goldstein et al.
Mo alz;to (S)i th g UN Conference on Trade and Development (UNCTAD
i) EiChengree%ln(ll ;;1(91; Relevant books and articles were also written, such as
s 'fll;e great crisis of 2007 once again increased the production of financial archi-

cture reports, such as the Stiglitz Report organized by the United Nations (2009),
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or the UNCTAD Report (2015). Another impoﬂa}nt 9utcome was tl.le creation ;)Cfl
the Financial Stability Board (FSB), a multi-institutional organization co;n})lo]s]F
of the finance ministers and Central Bank goverpors of the G?O countries, t1 he en;
the World Bank, the Organisation for Economic Co-operation a.md I}DDeve opqlg16
(OECD) and the Bank for International Settlerpems (BIS): Until fe ma‘%jmosi
the Governor of the Bank of England chaired this organ}zanon and Il'[ }\:vas : (;.duced
important body advancing reforms for the glqbal financial market. t has pr
policies, standards of supervision and regulation for the financial sector. s
Successive financial crises were making the need for reforms ever more e;;/ OOdS.
The majority of these reports point to the need for re.forrpmg the. Breitziorll3 ey
institutions, but also for formal mechanisms to negotlatg international de 1 t‘ﬁt
late international capital flows, and stabilize the. persistent currency goﬂi ri e};
among major industrial countries. The great crisis repre’senteqdr‘lew c aulati%n
such as systemic risk and “too big to fall’.’ bapks, bankg subs(l1 iary rz%OHnS O%
regulation of financial innovation and credit rating agencies, and even r
institutions. .
re%\%:ﬁi)lr\x}:hlﬁ::flthe focus of the Financial Stability.Board (2015) on thg 11nter1:a-
tional financial architecture is different, especially in terms of the f;inanmalszfi tor
in developing economies, with ﬁnancigl problems like portfol;lo ow voinaloczlri
foreign currency over-indebtedness, hlg}ﬁer interest rates for financing
d high risk ratings, among others. o
Curlgirillcd};lagnglob%ll financial governance is ur@er way in' legislation (ngd-rljtrira]rllllé
Act 2010) led by financial consortia to stab.1hze ﬁnanleal mark'et.s a? coovem—
global expansion. An important element of this process 1s .the participating f{l b
ments’ adoption of common legal frameworks or resolution proce;ses ;nle o
of the bankruptcy of financial institutions. These procedures allow or t. e - g o
tion of bailouts wherever the subsidiaries of the global financial institu h10r; i/
located. Also, they allow for the separation of profitable segments from the larg
i nkruptey. ‘ ‘
ent%t}}l/u?,)(t)k?eb?econstr\i:tion of the international financial archltecturt?, moreillrlj
financial governance driven by the market,. has not affectgd the mamdst?llci i
characteristics of the double monetary circuit and‘the dollargathn tre? s; e
American countries. This double monetargl ;irlclzmt,falo?g S&;til(}lfb;z? ;22013 =
i ean an ongoing need of US dollars Tor len . o
?(flr: %glsaltofenr; pr)rllayed eithe% by %he US Federal Reserve or the IMF, with conditions
placed over macro policies and financial system regulation. s
This feature of the financial system has develope?d to such an e>1<:t;r(1) Rl
IMF continues a programme of assessment of financial systems (IM )

i i i nd to
programme includes a range of actions to promote financial deepening @

harmonize regulatory frameworks. It states that

1 i ial law (law of the
i ement have included reforming financi law :
O i ucted in line with international

nking supervision), cond :
e it e ’ t in the insurance sector,

best practices, [to] strengthen risk management in the S e
modernize payment systems to collect and monitor indicators
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sector vulnerability, intervene and resolve problems of troubled financial
institutions.

(IMF 2001: 19)

However, neither the double supervision (domestic and IMF) nor the regulations
concerning capitalization, good practice, fraud control, money laundering, risk
management, modernization of systems, etc. have been able to contain the effects
of dollarization on the balances of the banking sector or regional economies as
a whole.

Quantifications and comparable information on the level of dollarization of LA
economies are hard to come by and difficult to elaborate on one’s own. However,
for example, in Chile, 22 per cent of total banking assets are in foreign currency;
in Peru, the dollarization ratio of liquidity is 27 per cent; and for Latin America as
a whole, the World Bank gives 27 per cent. However, these figures leave out many
off-balance-sheet operations as well as important segments of the economy that
are dollarized.

As has been seen with the large-scale development of global banks, institutional
investors and securitization in local markets, dollarization is also a strong force
of economic structural change. The dollarization of profits encouraged not only
growing public and private indebtedness, but also privatizations, mergers and
acquisitions. Domestic firms and investors as well as foreign banks and firms do
measure profitability in foreign currency. It is not pure desire, but pure economic
rationality.

Moreover, as the subsidiaries of foreign banks have shown in Argentina, Brazil
and Mexico, they have no special interest in expanding and deepening domestic
markets. They wish to take advantage of a position that guarantees a return above
that achieved in their countries of origin. They cannot face the currency mis-
matching against their profits or dividends at the expense of shareholders. Losses
due to exchange rate adjustment can be passed on to insurance deposits or any
other mechanism of government support or to depositors’ savings.

To the extent that income from commodities exports started to fall in 2014, it is
inevitable that the dynamics of dollarization will thrust upon regional economies
new episodes of financial fragility and the devaluation of local currencies. Even
with foreign banks having more than 30 per cent of the market, and stalling the
most acute consequences of this fragility, governments are left in a position with
less to do. This is due to the fact that these banks respond to the business strategies
of their parent banks and public credit is restricted by austerity policies.

With the dollarization of profits, the features outlined by Minsky concerning

Latin American financial systems as entities “financing transit-goods” now have
new meanings.

Note

1 This chapter i§ aresult of the DGAPA-UNAM research project Competencia Financiera
Global y Regional: Modelos de Financiamiento Post-Crisis. The authors are grateful to

Jestis Sosa for his support and to Fernanda Vidal for his Spanish to English translation
of the chapter.
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11 Financialization in Brazil
A paper tiger, with atomic teeth?

Pierre Salama

Introduction’

Can we consider that there is a happy financialization in Brazil? In a world where
the rise. of .ﬁnance has been accompanied by increasing income inequalities

a redljlctlon in job security, a strong disaffiliation and real wages stagnation Brazii
isa singular case. On the one hand, finance is developing, credit is rising i>nterna-
Flonal reserves are climbing; and on the other hand, poverty is in decline’ income
1nequai111Fy has frflllen slightly, income is rising, the ratio of formal/informal ,ernploy-
ment is improving, unemployment is down and idle production capacity remains
lov&{. Is financialization a “paper tiger”, as China once, in the 1960s, branded the
Un}ted Sta'tes? Or inversely, does this Brazilian singularity hide an ’underground
dlsmFegr'atlon process? Does it mask real threats to employment and income?
Con.tmulng the metaphor suggested by the debate between China and the Union o.f
Sow;t Socialist Republics (USSR) surrounding the United States, if financializa-
tion is a paper tiger, does it have atomic teeth — in other words, in the long term

f:‘ioes financialization result in grave consequences for the level of employment anci
%ncome? To date, deindustrialization is approaching the point of no return in Brazil

imports have risen dramatically, especially for medium- and high-technolo :
sectors. Brazil’s external vulnerability is rising and its dependence on the exporti};
raw materials is becoming ever more perilous; growth has slowed down and
alr'ea(.iy the rise in income has become modest. Is the rise of financialization the
principal reason for Brazil’s deindustrialization and new forms of vulnerability?
What are Fhen the main roots of the process of financialization and the boom ir;
raw material exports throughout the 2000s?

. Af'Fer Qeﬁning what is meant by financialization and deindustrialization, and
h1gh1}ght1ng the particularity of the Brazilian path, this chapter seeks to ex’plain
Why'mcome and employment rose in Brazil while in other countries they were in
flechne. We analyse the limits of this model and show how the “paper tiger” that
is financialization can prove to be dangerous for employment and income.



