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Abstract

This dissertation is presented in the form of three essays on International Business
studies. The purpose of the dissertation is to address the interdependence between
the macroeconomy and finance at three levels of analysis: the conceptual level,
the economic policy level, and the corporate policy level. Each essay addresses
one of these levels. The empirical focus is on developing countries in general —
and Latin America in particular — because in recent history these countries have
experienced large economic fluctuations and major regime shifts. The
introduction surveys the literature on the relationship between the financial sector
and economic growth. The first essay synthesizes the literature concerning the
benefits, risks, and costs of financial liberalization in developing countries and
presents illustrative data on its recent implementation and outcomes. The second
essay investigates the causal relationships between real activity, inflation, and
financial assets’ returns in seven major Latin American economies (Argentina,
Brazil, Chile, Colombia, Mexico, Peru, and Venezuela) over the period 1976-
1999, using vector autoregression analysis to explore the puzzling negative
relationship observed elsewhere between real stock returns and inflation. The
third essay investigates whether macroeconomic factors are as important as
traditional firm-specific and country-specific factors as determinants of capital
structure for a sample of firms from the seven Latin American countries
mentioned above in the period 1986-2000 using panel data analysis. Empirical
comparisons are drawn with industrial economies: the G-7 economies in the
second essay and a subset of United States firms in the third. The final chapter
presents the conclusions of this dissertation. The main finding is that differences
between advanced and emerging economies in the relationship among economic
variables do not seem as clear-cut as often assumed by academicians,
policymakers, and practitioners. The results of this dissertation indicate that future
International Business research should focus on the development of sound
universal theoretical models and their empirical application to a variety of
country-specific situations with the objective of refining the theoretical models by
sorting out what country-specific factors are indeed relevant, and how these
factors can be incorporated back into universal theories. More attention to firm-

specific factors is also needed.



Résumé

Cette these est constituée de trois essais dans le domaine des Affaires
Internationales. Son propos est d’aborder I’interdépendance entre la macro-
économie et la finance, et cela a trois niveaux d’analyse: le niveau conceptuel, le
niveau de la politique économique et le niveau des politiques d’entreprises.
Chaque essai traite de 1'un de ces aspects. Les études empiriques présentées
portent sur les pays en voie de développement en général, et I’Amérique Latine en
particulier, en gardant a I’esprit que, récemment, ces pays ont connu de fortes
fluctuations économiques et de profonds changements de régime. L’introduction
de cette these est consacrée a une revue de la littérature sur la relation entre le
secteur financier et la croissance économique. Ensuite, le premier essai propose
une synthése critique de la littérature sur les bénéfices, les risques et les cofits
associés a la libéralisation financiére dans les pays en voie de développement.
C’est aussi 1’occasion de présenter des données éclairantes sur la mise en place
récente de la libéralisation financiére et sur les résultats qui ont été enregistrés. Le
deuxiéme essai examine les relations causales entre I’activité dans le secteur réel,
I’inflation et les taux de rendement des actifs financiers dans les sept principales
économies de I’Amérique Latine (Argentine, Brésil, Chili, Colombie, Mexique,
Pérou, Venezuela) sur la période 1976-1999; la recherche empirique est
principalement menée a 1’aide de la technique d’analyse vectorielle autorégressive
(VAR) pour évaluer a sa juste valeur la relation négative entre le taux de
rendement réel d’actions et I’inflation observée dans d’autres pays. Le troisiéme
essai vérifie si les facteurs macro-économiques sont aussi importants que des
facteurs spécifiques des entreprises et des facteurs spécifiques des pays comme
facteurs déterminants de la structure de capital. On a travaillé a 1’aide d’un
échantillon d’entreprises des 7 pays latino-américains mentionnés ci-dessus, sur la
période 1986-2002; la recherche a été menée en ayant recours a une analyse de
données de panel. Les résultats sont comparés a ceux obtenus pour des économies
avancées (les économies du G-7 dans le deuxi¢me essai et un sous-échantillon
d’entreprises des Etats Unis dans le troisiéme essai). La principale conclusion
auquel on arrive c’est que les différences entre les économies avancées et
émergentes en ce qui concerne la relation entre les variables économiques ne

semblent pas aussi clairement établie que ce qui généralement avancé dans les



études académiques ou par les autorités gouvernementales et les gestionnaires
professionnels. Les résultats de cette theése indiquent que des recherches futures en
Affaires Internationales doivent porter sur le développement de modéles
théoriques solides a portée universelle et sur leur application a des situations
spécifiques pays par pays; il devrait en résulter un raffinement des modeles
théoriques qui tiendraient compte des facteurs spécifiques associés aux pays ou

associés aux entreprises quand la recherche porte a ce niveau.
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CHAPTER I
1. Introduction
1.1. The Interdependence between the Macroeconomy and Finance

This dissertation is presented in the form of three essays on International Business
studies. The dissertation is designed to address the interdependence between the
macroeconomy and finance at three levels of analysis: the conceptual level, the
economic policy level, and the corporate policy level. Figure 1.1 presents a simple

diagram of the interrelationship of the three essays.

International Business is a multidisciplinary field of study by nature. The
understanding of business on an international scale usually requires from the
professional analyst the mastering of several disciplines: marketing, economics,
finance, operations management, intercultural studies, among other social and
human sciences. It is tempting — in such a diverse field of study — to attribute great
importance to conditions particular of a single country, such as its history, the
culture of its people, its institutional arrangements, and its particular economic
environment. However, as any basic science course teaches, a theoretical model
must be an accurate description of the real world and yet parsimonious enough to
be implemented with a finite number of variables. In my point of view, this fact
poses one of the central research problems in International Business: are universal
theories suitable to understand economic agents’ behavior under particular
business conditions in different countries? It is within this broad framework that

this dissertation is developed.

The main objective is to explore the interdependence between the macroeconomic
environment and the financial sector and how the interactions between them affect
the business conditions of firms. The empirical investigation focuses on Latin
America because the countries of this region have experienced in recent history
large economic fluctuations and major regime shifts.' Also, such economies have
many decades of tradition in market entrepreneurship coexisting with strong state
enterprise. If one sought an ideal laboratory for studying such interdependence,

then the emerging economies of Latin America certainly approximate such
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conditions. Comparison of the findings for this region to some advanced
economies, when appropriate, is offered in order to highlight the differences and
similarities between countries at distinct levels of development. The dissertation’s
ultimate purpose is to derive a few lessons regarding the interdependence between
the macroeconomic environment and finance that may be useful to researchers,

policymakers, and practicing managers interested in developing countries.

The structure of the dissertation includes a common introduction of the topic of
study, followed by the three essays — each of which concentrates on one level of
analysis — and closes with a common conclusion. The conclusion of the
dissertation summarizes the findings of each essay and derives the main lessons
from this research in terms of research, policymaking, and practicing management
in the public and corporate sectors. The results of this dissertation are of interest
to a variety of parties such as economic policymakers in developing countries,
managers of local and multinational private corporations, executives of
international financial institutions, managers of the investment fund industry, and

the staff of multilateral organizations.

The remainder of this introductory chapter is structured as follows. The next
section presents an overall literature review for the dissertation in the topic that is
at the core of the remaining chapters’ interests: the relationship between economic
growth and the financial sector. It presents a theoretical overview, the main
empirical evidence, and a synthesis of this literature. From this synthesis I suggest
several prospective research topics, three of which I develop in more detail in the

following chapters. The third section outlines the remainder of this dissertation.
1.2. Economic Growth and the Financial Sector
1.2.1. Theoretical Overview

The relationship between the financial and the real sector of the economy and its
potential effects on growth were largely ignored until the late 1960s. It was with
the breakthrough works of Goldsmith [1969], McKinnon [1973] and Shaw [1973]
that financial markets come to occupy a major role in the growth literature. These

authors argue that the development of the financial sector is not simply a
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byproduct of overall economic growth, but rather leverages the growth process. It
can assist in the breakaway from sluggish economic performance to accelerated

growth, mainly through incentives to save and invest.

Based on quantitative comparative analysis of the financial structure of between
half to three dozen countries, Goldsmith [1969] tries to answer the following
questions: who finances whom at different stages of financial development; to
what extent; through which instruments; and with what effects on economic
development. He concludes that (1) financial superstructure grows more rapidly
than the infrastructure of national product and wealth (the ratio of aggregate
market value of all financial instruments to the value of tangible net national
wealth increases); (2) this increase is bounded upwards (between 1 and 1'%); (3)
LDCs have much smaller ratios than Europe and North America; (4) the main
determinant of the financial superstructure is the separation of the saving and
investment functions among different economic units; (5) the share of financial
institutions in the issuance and ownership of financial assets increases
considerably with economic development; (6) this institutionalization of saving
and ownership has affected the main types of financial instruments differently:
more progress on claims than on equity securities; (7) financial development
started everywhere with the banking system and has been dependent on the
diffusion of scriptural money through the economy; (8) the share of the banking
system in the assets of all financial institutions has declined with economic
development; (9) foreign financing has played a substantial role in some phase of
the development of most countries; (10) transfers of technology and
entrepreneurship have been easier to accomplish, and on the whole more
successful, with respect to financial instruments and institutions than in many
other fields; (11) the cost of financing is distinctly lower in financially developed
countries than in LDCs; and (12) as real income and wealth increase, in the
aggregate and per head of the population, the size and complexity of the financial

superstructure grow, although the direction of causation could not be established.

McKinnon [1973] focuses on the extraordinary distortions commonly found in the

domestic capital markets of developing countries. He finds that the impact of
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monetary and financial policies on LDCs capital markets is much greater than is
generally supposed, and that policies often stifle incentives to save and invest.
Repression of the financial sector is paralleled by the use of tariffs and quotas in
an effort to promote development by manipulating the foreign trade sector. The
author suggests that a more effective strategy for economic growth would proceed
from a thorough liberalization of domestic financial markets, the liberalization of
the foreign exchange market, and the lifting of restraints on foreign trade. This
strategy, which he calls a “bootstrap” approach for development, aims at securing
a country’s own economic development without having to rely on foreign aid,
foreign capital investment, and multinationals’ direct investment, technology, and

managerial skills.

Shaw [1973] argues that the financial sector of an economy does matter in
economic development. It can assist in the break from plodding repetition of
repressed economic performance to accelerated growth. Numerous economies
with low levels of per capita income and wealth have been attracted at times to a
development strategy that results in “shallow” finance. By distorting financial
prices including real money balances, interest rates and foreign exchange rates, it
has reduced the real rate of growth and the size of the financial system relative to
non-financial activity. The author elaborates on the classical approach of money,
finance and capital accumulation by introducing uncertainty and rigidities in
output and financial decisions. Also, his model diverges from the Keynesian
Liquidity Trap by considering money not as wealth but as debt of the monetary
system. After outlining the principles of his model, the author discusses financial
repression, its negative impact on growth, and its interrelations with the monetary
system, fiscal policy and international trade and finance. As a subsidiary result of
his analysis, the author argues that financially repressed economies not only
sacrifice the leverage for growth that could be realized from financial deepening,
improved fiscal performance and closer integration with external markets, but also
suffer from a higher degree of short-term instability in the growth process. The

author concludes that financial deepening along with compatible reforms in the
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fiscal and international sectors may make growth paths both steeper and

smoother.

In traditional growth theory, it was believed that financial intermediation could
have an effect on the levels of the capital stock per worker or to the level of
productivity, but not on growth rates. The breakthrough work of Romer [1986],
however, allowed the emergence of endogenous growth models in which
institutional arrangements influence the growth rate endogenously, thus providing
the theoretical basis for a relationship between financial markets and economic

growth.

Pagano [1993] provides a simple example of how the financial structure can affect
growth. Assume a competitive economy where N identical firms produce output y,

with individual capital stock &; according to:

y, = Bk® [Eq. 1.1]
Where B is the average capital stock in the economy, given by:

B= Ak [Eq. 1.2]

B it is taken as a parameter by the individual firm and A is regarded as the social

marginal productivity of capital. Aggregate output is then given by:

Y. = Ny, = NBk] = AK, [Eq. 1.3]
Aggregate investment is given by:

I, =K, —-(1-9)K, [Eq. 1.4]
Where ¢ is the rate of depreciation of capital. For simplicity, assume a constant
population and a closed economy with no government sector. This implies that in
capital market equilibrium, savings must equal investment. However, let’s
consider that a fraction / — ¢ of savings is captured by the financial sector in the

form of fees and spreads (it is assumed that these rents are totally consumed

instead of reinvested). Therefore:
¢S, =1, [Eq. 1.5]
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Using Eq. 1.3, Eq. 1.4, and Eq. 1.5, the growth rate g at ¢ + / is given by:

g = Y}tjl 1= A[;Hl 1= A(]r +(;7_5)K1) 1=
t t t
=A?S' +(I"?AK' ~1=Ags, -5 [Eq. 1.6]

t t

Where s; denotes the gross savings rate. Dropping the time subscripts, the steady

state growth rate becomes:
g=A¢s—0O [Eq. 1.7]

In short, financial markets may affect the growth rate directly through the portion
1 — ¢ of savings that are consumed in the financial intermediation process. There
are, however, other plausible ways in which the financial sector may influence
growth. Pagano [1993] makes the distinction between positive effects of financial

development on growth and ambiguous effects.

Positive effects of a developed financial sector refer to the channeling of savings
to firms and the improvement of the allocation of capital. As the financial sector
becomes more developed, the proportion of savings consumed by financial
intermediaries (I — ¢) tends to be competed away, and the total resources
available for investment increases, therefore increasing the growth rate g
(Bencivenga, Smith, and Starr [1996]). Besides fees and spreads, the size of ¢ can
also be affected by government specific policies such as restrictive regulations,
taxation, and reserve requirements (Amable and Chatelain [1996]). Another way
financial markets can positively affect the growth rate is by providing efficient
allocation of capital. Financial intermediaries help investment in projects with the
highest marginal product of capital by collecting and disseminating information
on alternative projects, and by encouraging individuals to invest in riskier — and
usually more productive — projects by providing portfolio diversification (Atje
and Jovanovic [1993], Levine and Zervos [1996], Obstfeld [1994]). This risk
sharing role of the financial sector affects the marginal productivity of capital (4)

by pooling resources and permitting the funding of less liquid projects, preventing
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mnefficient bankruptcy, as well as creating the conditions for diversification of
volatility risks. Finally, productivity may be increased by technological
specialization of firms, once these higher idiosyncratic risks can be shared

efficiently via the stock market.

More ambiguous effects of the financial sector over growth refer to its impact on
the saving rate and the interest rate. The existence of a financial market may
actually reduce s — and therefore g — for several reasons. By providing risk-
sharing technology, the financial sector reduces the need for precautionary
savings of households. Also, portfolio diversification may lead to a negative effect
on the saving rate if the (constant) risk-aversion coefficient is bigger than unity
(Pagano [1993], Devereux and Smith [1994]). The financial sector also extends
credit for households under the form of mortgages and loans and this too reduces
the needs for precautionary savings.” Finally, besides the effects of the direct
financial sector cost ¢ on growth, there are interest rate effects to be considered.
The effect of the real interest rate on the savings rate is theoretically ambiguous
and definite empirical evidence has not been presented. If the development of the
financial sector helps to narrow the spread and therefore raises the interest rate

paid to savers, it is still unclear what the impact should be on growth.

An interesting question however is not whether the existence of a financial sector
contributes to growth but how the development of such a sector relates to
economic development. In order to do so, it is essential that financial development
be precisely defined. Arestis and Demetriades [1996] list three problems that
financial sectors are expected to resolve: informational problems, principal/agent
problems, and uncertainty problems. Informational problems refer to problems
such as adverse selection. Principal/agent problems address problems such as
moral hazard and incentive mechanisms. Finally, uncertainty problems relate to
risk sharing technologies such as insurance and portfolio diversification. The
degree of development of the financial sector would be ideally measured by how
well it resolves these problems. Of course, this is not an easy task, and most
empirical work in this area has chosen proxies related more to the size of financial

indicators relative to aggregate output or per capita output. As a matter of fact,
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these indicators are more measures of depth and scope of the financial market
rather than strict measures of its degree of development, but this is a typical

shortcoming of empirical research.

It is easy to identify a typology of financial systems. There are two basic types
often mentioned in the literature: bank-based financial systems and market-based
financial systems. Bank-based systems rely on the involvement of the banking
firm with industrial firms as the main way to transfer resources into production.
Banks collect the savings of the households and invest such funds according to its
valuation techniques and private information of the firms they work with. In such
a system, the industrial firm’s ownership is concentrated in a small number of
shareholders, each with a large stake in the company. Banks participate actively in
the board of directors, management performance is evaluated by the small group
of shareholders, and changes in management are decided usually within the scope
of the firm. The market for corporate control is small, and mergers and
acquisitions are rare. Firms rely heavily on bank loans for their financing and not
so much on equity. Banks exercise an important role in monitoring corporate
performance and providing liquidity transformation technology for the economy.
Germany and Japan are usually mentioned as examples of a bank-based financial

system.

The market-based system on the other hand, relies on capital markets as the main
source of funds for long-term investment, either as debt or equity. Banks do not
get closely involved with industrial firms, corporate ownership is dispersed
among a large number of small shareholders, and the market for corporate control
is very active. Management performance is monitored by marked-based
mechanisms such as hostile takeovers. Examples of such system are the United
States and the United Kingdom. Besides these two “pure” types of financial
systems, there is a continuum of intermediary possibilities in between. Also, one
cannot underestimate the role of banks in market-based systems: investment

banks provide much of the financing for hostile takeovers in the United States.
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With respect to the three problems that financial systems should resolve, it is
generally accepted that — under appropriate incentives — bank-based systems are
more capable of addressing those problems than market-based systems (Arestis
and Demetriades [1996]). However, one cannot really establish that one system is
a priori more developed than the other. Moreover, one can observe countries with
similar types of financial systems but at different stages of financial development.
Finally, some empirical evidence exists for a complementary role between the
capital market and the banking system (Boyd and Smith [1996], Demirgii¢-Kunt
and Levine [1996b]).

In this sense, it is useful to introduce yet another dimension of financial
development: the government’s role in administering prices and quantities in the
financial sector, as in the case for interest rate controls, capital rationing, and
directed lending. A financial system is said to be repressed when such kinds of
government intervention are common. Liberalized financial systems, on the other
hand, are those in which the economic agents decide the allocation of capital
based on market rates. The effects of repression on growth, in a government-
administered framework like the one discussed above, can occur in three ways:
firstly, interest rate controls, taxation, and capital requirements all depress ¢
which in turn reduces growth. Secondly, directed lending may allocate investment
to sub-optimal projects, reducing the marginal product of capital.’ Finally,
repressive policies may artificially reduce the real interest rate, which in turn may
have an ambiguous effect on the saving rate. One can observe that bank-based
financial systems allow for a more active role of the government in implementing
repressive policies. Under a specific set of conditions, however, it can be shown
that government intervention on the financial market may indeed boost growth.
Hellmann, Murdock, and Stiglitz [1996] focus on interventionist policies to
enhance deposit mobilization, while Levine [1996] contends that intervention
and/or regulation may be growth enhancing in the presence of pervasive market
failures, but admits that interventions themselves may at times cause or aggravate

other market failures. Finally, Amable and Chatelain [1996] suggest that
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government policies that reduce the problem of asymmetric information are likely

to have a positive effect on growth.

So far the financial sector as a whole has been discussed. One important element
of a financial system is the stock market. That is particularly true not only for
market-based financial systems but also for many emerging economies, which
observed a great increase in international portfolio investment in their domestic
markets since the early 1990s. Demirgiic-Kunt and Levine [1996¢] summarize the
role of stock markets in economic growth under four topics: creation of liquidity,

risk diversification, incentives to governance, and price discovery.

Stock markets provide liquidity for equity investment and therefore create
incentives for longer-term investment. The liquidity generated by a stock market
reduces the transaction costs associated with holding equity and therefore
improves the allocation of capital towards higher productivity projects. The
positive effects of improved liquidity are twofold: first, it allows the economy to
grow faster because of an improvement in marginal returns (Boyd and Smith
[1996]); second, because investment in equity can be cheaply reversed by selling
shares in the market, higher volumes of savings are allocated in such projects
(Bencivenga, Smith, and Starr [1996]). However, one can list at least three
potentially negative effects of liquidity on growth: by reducing the savings rate
through income and substitution effects generated by higher average returns, by
reducing the need for precautionary savings, and by encouraging investor myopia
and therefore relaxing monitoring (Demirgiic-Kunt and Levine [1996b]).
Although there is theoretical research on these effects, the empirical evidence is

still scarce.

The technology to diversify risks of specialized projects through the stock market
affects growth by shifting a higher proportion of savings towards riskier, higher
return investment projects. This boosts economic growth provided that the effects
on the savings rate (income and substitution effects, reduction of precautionary

savings) do not offset the higher productivity of capital.
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Large and more liquid stock markets may provide incentives that reduce the
principal/agent problem between management and shareholders. The creation of
an active market for corporate control is an effective incentive to keep
management’s interests aligned with shareholder interests. Moreover, the
development of the stock market and the creation of new financial instruments
such as derivatives help in the design of incentive mechanisms for managers to

maximize shareholders’ wealth.

Finally, the price discovery function of the stock market may affect growth in two
ways. In relatively inefficient markets, it pays investors to research firms carefully
before making their investment decisions, since they can profitably trade using
their better information. This leads to an improvement of the quality of the
projects to be executed. In efficient markets, all information is quickly revealed in
prices, again contributing to the quality of projects. However, this may lead to the
free-rider problem: investors will not spend resources collecting information

about firms if they cannot profit from it.*
1.2.2. Empirical Evidence

Despite the obvious implications that the relationship between financial
development and economic growth may suggest, the empirical literature in this
field is not as comprehensive as one might expect. Beyond the early studies of
Goldsmith [1969] and McKinnon [1973], empirical tests of such relationship are
in general recent. In a well-known paper, King and Levine [1993] study the
empirical link between a range of indicators of financial development and
economic growth. They find that indicators of the level of financial development
(the size of the formal financial intermediary sector relative to GDP, the
importance of banks relative to the central bank, the percentage of credit allocate
to private firms, and the ratio of credit issued to private firms to GDP) are
strongly and robustly correlated with growth, the rate of physical capital
accumulation, and improvements in the efficiency of capital allocation. Also, the
predetermined components of these financial development indicators significantly

predict subsequent values of the growth indicators. The data are consistent with
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the view that financial services stimulate economic growth by increasing the rate
of capital accumulation and by improving the efficiency with which economies
use that capital. The authors concluded that Schumpeter might have been right

about the importance of finance for economic development.

Similarly, Atje and Jovanovic [1993] empirically test whether financial
development (especially stock market development) affects the level and/or the
growth rate of economic activity, and they find a substantial effect on both. They
find no effect when the financial development proxy used is credit extended by
private and government banks as a ratio to gross domestic product (GDP).
However, when the proxy is the ratio of annual value of all stock market trades to
GDP, the data strongly supports the model. As for level effects, the authors also
find significant coefficients, although the estimates do not seem fully consistent
with the tendency for intermediation’s share in income to rise with the level of

development.

Murinde [1996] estimates an endogenous growth model in which growth derives
from the behavior of economic agents in markets for credit, bonds and shares
using the Zellner [1962] procedure for a group of seven Pacific Basin countries.
The empirical investigation is further extended by using growth accounting
exercises and by extending the analysis of the role of stock markets as suggested
by Atje & Jovanovic (1993). In particular, the empirical analysis indicates that

stock market development is significantly linked to economic growth.

Odedokun [1996] provides an in-depth empirical analysis of the relationship
between financial development and the efficiency of investment, proxied by the
incremental output-capital ratio. For his analysis, the author constructs a wide
range of alternative indicators for financial intermediation, government
intervention in the financial sector, interest rates, exchange rates, and inflation.
His findings show that financial intermediation (measured in terms of flow
variables) is positively related to investment efficiency. By contrast, government
intervention appears to be negatively related to efficiency. He also finds that

policies of real exchange rate appreciation, as well as high inflation are adversely
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related to investment efficiency. The relation between interest rates and efficiency

remains undetermined in his analysis however.

Fry [1996] investigates the role financial conditions have played in producing the
virtuous circles of high saving, investment, output growth and export growth in a
sample of Pacific Basin countries during the past few decades. High saving and
investment stimulate output growth and export growth. In turn high growth raises
saving and investment levels. The author finds that the relatively undistorted
nature of both financial and foreign exchange markets in these countries has been
important to raise their saving, investment, output and export levels over a long

period of time.

Levine and Zervos [1996] examine whether there is a strong empirical association
between stock market development and long-term growth. The authors use cross-
country regressions to examine the association between stock market development
and economic growth. Using data of forty-one countries over the period from
1976 to 1993, they split the sample period so that each country has two
observations with data averaged over each subperiod. The authors regress the
growth rate of GDP per capita on a variety of variables designed to control for
initial conditions, political stability, investment in human capital, and
macroeconomic conditions. Then, they include the composite index of stock
market development. Thus they evaluate whether there is a relationship between
economic growth and stock market development that is independent of other
variables associated with economic growth. They find a strong correlation
between overall stock market development and long-run economic growth. After
controlling for the initial level of GDP per capita, initial investment in human
capital, political instability, and measures of monetary, fiscal, and exchange rate
policy, stock market development remains positively and significantly correlated

with long-run economic growth.

Studies such as the one mentioned above generally assume that financial
development causes economic growth. However, the direction of causality

between financial development and economic growth has been a controversial
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issue in economics. Arestis and Demetriades [1996] challenge the causal
interpretation of previous empirical work that is based on a fragile statistical basis.
Once contemporaneous correlation between the financial indicator and economic
growth has been accounted for, there is no longer any evidence of causality from
financial development to economic growth. The second goal of the authors is to
demonstrate that cross section data sets cannot address the question of causality in
a satisfactory way. The authors conduct cointegration and causality tests using
time series data for twelve representative countries. The results in all cases tend to
justify their claim for the importance of institutional considerations and policy
differences. The results depends very much on the institutional characteristics,
including the type of financial system and the type of financial policies followed,
as well as the efficiency in implementing such policies. Also, the authors find that
the definition of the financial indicator used in the analysis also has considerable

importance for the results.

The empirical definition of “stock market development” is the main concern of
Demirglic-Kunt and Levine [1996b]. They contribute to the literature by
collecting and comparing a broader array of empirical indicators of stock market
development than any previous study. Using data on forty-four developing and
industrial countries from 1986 to 1993, the authors examine different measures of
stock market size, market liquidity, market concentration, market volatility,
institutional development, and integration with world capital markets. The goal is
to produce a set of stylized facts about various indicators of stock market
development that facilitates and stimulates research into the links among stock

markets, economic development, and corporate financing decisions.

These authors find enormous cross-country variations in stock market indicators
and attractive correlations among the indicators. Although many stock market
development indicators are significantly correlated in an intuitively plausible
fashion, the individual indicators produce different country rankings. Although
richer countries generally have more developed stock markets than pioneer
countries, many markets labeled emerging are more developed than those in

France, the Netherlands, Australia, Canada, Sweden, and Norway. Using
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measures of size, liquidity, and international integration, the authors evaluate
which markets have been developing fastest over the years. The article documents
the relationship between the various stock market indicators and measures of
financial intermediary development. Since debt and equity are frequently viewed
as alterative sources of corporate finance, stock markets and banks are
sometimes viewed as alternative vehicles for financing corporate investments.
The authors document the cross-country ties between stock market development
and financial intermediary development using measures of the size of the banking
system, the amount of credit going to private firms, the size of non-bank financial
corporations, and the size of private insurance and pension compantes. They find
that most stock market indicators are highly correlated with the development and
efficient functioning of banks, non-bank financial corporations, and private
insurance companies and pension funds. Countries with well-developed stock
markets tend to have well-developed financial intermediaries. Also, developing
countries with well-developed financial systems are growing faster than

developing countries with under-developed financial sectors.’

Demirgiic-Kunt and Maksimovic [1996] empirically explore the effect of
financial market development, particularly stock market development, on
financing choices of firms. The authors use aggregated firm-level data for a
sample of thirty countries from 1980 to 1991. They measure stock market
development by the ratio of market capitalization to GDP, the ratio of total value
of shares traded to GDP, and the ratio of total value of shares traded to market
capitalization. Taking all the countries in the sample together, the authors find that
there is a statistically significant negative correlation between stock market
development, as measured by market capitalization to GDP, and the ratios of both
long-term and short-term debt to total equity of firms. There is also a statistically
significant positive relationship between the size of the banking sector and
leverage. The relationship between leverage and stock market development loses
significance when they control for variables that have been identified in the
corporate finance literature as determining firms’ financial structures.® An

interesting pattern emerges when the full sample is broken down into sub-
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samples. In developed markets, further development leads to a substitution of
equity for debt financing, especially for long-term debt. In developing markets,
large firms become more levered as the stock market develops, but small firms do
not appear to be significantly affected by market development. These findings
suggest that the development of a stock market initially affects directly the
financial policies of only the largest firms. This may be because diversification of
ownership and the aggregation of information provided by the development of
stock markets initially benefits the larger firms more because of the need to spread

fixed issuance costs and traders’ costs of information acquisition.

Demirgtic-Kunt and Levine [1996a] discuss the relationship between the initial
state and reform of the financial system on the one hand and public enterprise
reform on the other hand. Based on detailed information of nine country case
studies, they find that private enterprise reform is more successful in countries
with initially relatively well-developed financial systems. Moreover, they find that
private enterprise reform is implemented much more successfully if such a reform
is supplemented by substantial and well-designed financial sector reforms.
However, they underline the fact that the causal relationship between the two
kinds of reforms runs in both directions, and that exogenous factors are important

in determining the ultimate outcome of both reforms.

Berthélemy and Varoudakis [1996] empirically test an endogenous growth model,
which exhibits multiple steady state equilibria due to reciprocal interactions
between the financial and real sectors in the economy. The model shows that
depending on the nature of steady state, there may exist a poverty trap in which
the financial sector “disappears” and where the economy stagnates, or endogenous
economic growth may be positive and financial intermediation follows a normal
development path. They support their model by testing empirically the existence
of multiple steady states linked to the initial state of financial development in a
cross-section of 95 developed and developing countries. Their results show that
while education is a pre-condition for growth, financial under-development may
become a major obstacle in countries where the educational pre-condition is

satisfied. Moreover, they show that the optimality of other policies such as trade
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policy and government expenditure policy depend on a reasonably well-developed
financial system. This result leads to the conclusion that second-best policies in
countries that have not succeeded in developing a financial system might be quite

different from the policies usually advocated in a first-best framework.

1.2.3. Synthesis

In summary, there is a vast theoretical literature going back three decades
explaining the linkages of financial sector development and economic growth.
Under competitive markets the role of the financial system in channeling savings
towards the highest return projects is beneficial to welfare and allows faster
growth. Moreover, as the financial market develops and becomes more
competitive, transaction costs tend to fall and the net savings directed to
investment increase. Therefore, given these conditions, the financial sector plays
an important role as a catalyst for growth. More recent literature, however,
questions the direction of the impact of financial development on aggregate
savings because of income and substitution effects. Also, improvements in risk
diversification may induce investors to become reckless in their research for
projects because of the free-rider problem, which may in the aggregate lead to less

efficient resource allocation.

The available empirical evidence in general supports the view that overall
financial development has a positive effect on economic growth and that stock
market development in particular has an even more substantial impact than
banking development. There is however plenty of evidence on the complementary
roles between banking system and stock market development as the financial
system becomes more developed. Government intervention on the financial sector
has been shown to be in general adverse to development, except in the presence of
very specific market failures. Finally, the evidence on the effect of financial

integration with the global market is as yet ambiguous.

A few aspects are not explored in the literature and should deserve more detailed
investigation. For instance, how do different financial intermediation systems

(market-based versus bank-based) compare in terms of their contribution to
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growth? Is competition policy in the banking sector a major element of financial
development and therefore economic growth? Given different initial conditions
(income, deposits, liquidity, etc), what are the policies that developing countries
should address in order to develop their financial sectors? Similarly, given
imperfect competition in the banking sector and incompleteness in capital markets
that characterize developing countries, how should policymakers proceed in order
to develop the financial sector in a sustainable fashion? Is there an optimal
sequence of measures? How does the recent experience of developing countries
contrast to theory with respect to financial liberalization? What are the causality
linkages between the real sector and the financial sector of the economy? To what
extent do macroeconomic factors influence the degree of indebtedness of

households and firms?

These are all interesting questions whose answers will greatly contribute to our
understanding of the subtler interrelations between finance and growth. Of course,
addressing all of them at once in a single piece of research is a near impossible
task. Therefore, in this dissertation I choose the last three of the above topics to
develop in more depth. The other topics are then left as suggestions for future

research initiatives.
1.3. Outline of the Dissertation
This dissertation is organized as follows:

Chapter II reviews the theoretical and empirical literature on financial
liberalization and discusses a few stylized facts observed from the recent
economic record of developing countries in general and Latin America in
particular. In this chapter, I address financial liberalization with a special focus on
developing countries. My aim is to synthesize this literature, highlighting the main
points of convergence and debate, as well as those topics that lack theoretical and
empirical investigation. The paper first discusses the liberalization of the financial
sector. I divide liberalization in two categories: the internal or domestic
liberalization, and the external or international liberalization. The arguments for

internal liberalization focus on the improvement in resource allocation once the
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market freely determines prices and quantities in the financial sector. External
liberalization, on the other hand, does not meet a clear consensus in the literature.
Empirical evidence suggests that financial liberalization is a widespread practice
all over the world, despite frequent episodes of turmoil. Although many believe
that external financial liberalization has the same potential benefits as trade
liberalization, the recent empirical record of some prominent emerging economies
raises concerns that its costs may be substantial, in particular the instability that
has been observed following liberalization and the disappointing economic

performance over the past decade.

Chapter III studies the causality among inflation, real activity, and asset returns
for seven Latin American countries. Different explanations have been suggested
for the puzzling negative relationship observed between real stock returns and
inflation. The most popular ones have been the Tax-Effects Hypothesis (Feldstein
[1980]), the Proxy Hypothesis (Fama [1981]), and the Reverse Causality
Hypothesis (Geske and Roll [1983]). The causal chain between the variables is
crucial to sort out which hypothesis best fits the data. This study extends this line
of research to a sample of seven Latin American countries (Argentina, Brazil,
Chile, Colombia, Mexico, Peru, and Venezuela). A Vector Autoregression (VAR)
analysis is performed in order to investigate the causal relationships among real
stock returns, real interest rates, real activity, and inflation. The same
methodology is also conducted for the Group of Seven industrialized countries
(Germany, Canada, France, Italy, Japan, the United Kingdom, and the United
States), and their results are then compared. The results indicate that the
differences between industrial and developing countries are not as sharp as one
could initially presume. Also, the results do not in general support previous
findings for the United States even among other industrial countries, which

suggests that the U.S. evidence cannot be generalized worldwide.

Chapter IV studies the determinants of capital structure in Latin America. Capital
structure is perhaps one of the most prolific areas of research in corporate finance.
Yet, little is known about how managers should go about choosing between debt

and equity in their everyday assignments. Also, most empirical work so far has
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concentrated on developed countries, in particular the United States. Recent
empirical evidence suggests that country-specific factors are major determinants
of capital structure in emerging markets. These country-specific factors include
institutional framework, legal and accounting practices, financial development,
and the macroeconomic environment. Here, I investigate to what extent
macroeconomic factors are determinants of capital structures in a sample of firms
from seven Latin American countries: Argentina, Brazil, Chile, Colombia,
Mexico, Peru, and Venezuela. These countries are particularly interesting
because, besides being well-known examples of developing economies, they have
gone through a variety of macroeconomic environments in a relatively short
period of time. If the environment is somehow important for capital structure
decisions, then it is likely that Latin American firms have experienced such
effects. Also, it is an opportunity to verify the applicability of some of the most
popular theories of capital structure in a multi-country setting. Using a Panel Data
framework with several measures of leverage, my findings suggest that — contrary
to previous studies — country-specific factors although important, are not decisive
determinants of the leverage ratio. Moreover, idiosyncratic firm-specific factors
emerge as major determinants of capital structure for the sample of firms studied.
Indeed, traditional firm-specific factors of capital structure explain a great deal of
the variation in a firm’s leverage ratio, and the determinants of capital structure
and their effects seem similar between Latin American countries and the United
States. Finally, some support has been found in favor of Myers’ [1984] Pecking

Order Proposition.

Finally, Chapter V presents the conclusions of the dissertation and proposes some
future research topics. My main findings are that distinctions in the relationship of
economic variables between industrial and emerging economies do not seem so
clearly cut as often assumed by academicians, policymakers, and practitioners.
This fact has broad research implications. On the one hand, such conclusion
reckons that theoretical generalization in International Business studies may be
appropriate even for a set of different environments. On the other hand, several

issues are left unexplained by current theory.
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1.4. Endnotes

' More details on the economic environment of Latin American countries are

given in chapters II and III of this dissertation.

? Notice however, that if households take loans to finance the accumulation of
human capital, then the effect on growth may be ambiguous: a lower saving rate

but perhaps a higher productivity of capital.
* Not to mention moral hazard and rent-seeking.

* One can argue that recent developments in the U.S. stock market (e.g. Tyco,
Enron, Worldcom, etc) cast doubt on the depth of the financial analysis carried
on. In this case, free-riders have been punished for complacent reliance on

market-generated information. I am thankful to Prof. Jan J. Jorgensen for pointing

this out.

> Demirgii¢-Kunt and Levine’s [1996b] data ends in 1993, before the Mexican and
Asian crises. Thus, it would be interesting to test for the robustness of their results

after these episodes.

% Such as the ratio of net fixed assets to total assets, the ratio of earnings to total

assets, the ratio of net sales to total assets, and the ratio of total assets to firm size.

1.5. References

1. Amable, Bruno and Jean-Bernard Chatelain (1996). “Endogenous Growth
With Financial Constraint™. in Niels Hermes and Robert Lensink, editors,
Financial Development and Economic Growth. Chapter 3, pp.53-65.
London and New York: Routledge.

2. Arestis, Philip and Panicos Demetriades (1996). “Finance and Growth:
Institutional Considerations and Causality”. Department of Economics

Working Paper, University of East London, no. 5: 26pp.

3. Atje, Raymond and Boyan Jovanovic (1993). “Stock Markets and
Development”. European Economic Review 37: pp.632-640.

33



10.

11.

12.

Bencivenga, Valerie R., Bruce D. Smith, and Ross M. Starr (1996). “Equity
Markets, Transaction Costs, and Capital Accumulation: an Illustration”.

The World Bank Economic Review 10, no. 2: pp.241-265.

Berthélemy, Jean-Claude and Aristomene Varoudakis (1996). “Financial
Development, Policy and Economic Growth”. in Niels Hermes and
Robert Lensink, editors, Financial Development and Economic Growth.

Chapter 4, pp.66-93. London and New York: Routledge.

Boyd, John and Bruce D. Smith (1996). “The Coevolution of the Real and
Financial Sectors in the Growth Process”. The World Bank Economic

Review 10, no. 2: pp.371-396.

Demirgiic-Kunt, Asli and Ross Levine (1996a). “The Financial System and
Public Enterprise Reform: Concepts and Cases”. in Niels Hermes and
Robert Lensink, editors, Financial Development and Economic Growth.

Chapter 11, pp.247-286. London and New York: Routledge.

———  (1996b). “Stock Market Development and Financial
Intermediaries”. The World Bank Economic Review 10, no. 2: pp.291-
321.

—— (1996¢). “Stock Markets, Corporate Finance, and Economic
Growth: an Overview”. The World Bank Economic Review 10, no. 2:

pp.223-239.

Demirgii¢c-Kunt, Asli and Vojislav Maksimovic (1996). “Stock Market
Development and Financing Choices of Firms”. The World Bank

Economic Review 10, no. 2: pp.341-369.

Devereux, Michael B. and Gregor W. Smith (1994). “International Risk
Sharing and Economic Growth”. International Economic Review 35, no.

3: pp.535-550.

Fama, Eugene F. (1981). “Stock Returns, Real Activity, Inflation, and

Money”. American Economic Review 71: pp.545-565.

34



13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

Feldstein, Martin (1980). “Inflation and the Stock Market”. American
Economic Review 70: pp.839-847.

Fry, Maxwell (1996). “Finance Growth and Pacific Basin Developing
Countries”. in Niels Hermes and Robert Lensink, editors, Financial
Development and Economic Growth. Chapter 7, pp.138-155. London and
New York: Routledge.

Geske, Robert and Richard Roll (1983). “The Fiscal and Monetary Linkage
Between Stock Returns and Inflation”. Journal of Finance 38, no. 1:

pp.1-33.

Goldsmith, Raymond W. (1969). Financial Structure and Development.

New Haven: Yale University Press.

Hellmann, Thomas, Kevin Murdock, and Joseph Stiglitz (1996). “Deposit
Mobilisation Through Financial Restraint”. in Niels Hermes and Robert
Lensink, editors, Financial Development and Economic Growth. Chapter

10, pp.219-246. London and New York: Routledge.

King, Robert G. and Ross Levine (1993). “Finance and Growth: Schumpeter
Might Be Right”. The Quarterly Journal of Economics 108, no. 3:
pp.717-737.

Levine, Ross (1996). “Financial Sector Policies: Analytical Framework and
Research Agenda”. in Niels Hermes and Robert Lensink, editors,
Financial Development and Economic Growth. Chapter §, pp.161-191.
London and New York: Routledge.

Levine, Ross and Sara Zervos (1996). “Stock Market Development and
Long-Run Growth™. The World Bank Economic Review 10, no. 2:
pp-323-339.

McKinnon, Ronald I. (1973). Money and Capital in Economic Development.
Washington, D.C.: The Brookings Institution.

Murinde, Victor (1996). “Financial Markets and Endogenous Growth: an

Econometric Analysis for Pacific Basin Countries”. in Niels Hermes and

35



23.

24.

25.

26.

27.

28.

29.

Robert Lensink, editors, Financial Development and Economic Growth.

Chapter 5, pp.94-114. London and New York: Routledge.

Myers, Stewart C. (1984). “The Capital Structure Puzzle”. Journal of
Finance 39, no. 3: pp.575-592.

Obstfeld, Maurice (1994). “Risk-Taking, Global Diversification, and
Growth”. American Economic Review 84, no. 5: pp.1310-1329.

Odedokun, Matthew (1996). “Financial Indicators and Economic Efficiency
in Developing Countries”. in Niels Hermes and Robert Lensink, editors,
Financial Development and Economic Growth. Chapter 6, pp.115-137.
London and New York: Routledge.

Pagano, Marco (1993). “Financial Markets and Growth: an Overview”.

European Economic Review 37: pp.613-622.

Romer, Paul (1986). “Increasing Returns and Long Run Growth”. Journal of
Political Economy 94: pp.1002-1037.

Shaw, Edward S. (1973). Financial Deepening in Economic Development.
New York: Oxford University Press.

Zellner, A. (1962). “An Efficient Method of Estimating Seemingly
Unrelated Regressions and Tests of Aggregation Bias”. Journal of the

American Statistical Association 57: pp.348-368.

36



Figure 1.1. Concept of the Dissertation

37



CHAPTER I
2. Lessons from International Financial Liberalization in Developing Countries
2.1. Introduction'

The past couple of decades have witnessed an unprecedented liberalization of the
financial sector all over the world. The removal of regulation on the activities of
financial institutions, markets, and investors in domestic markets started in the
industrial countries in the 1960s and 1970s and reached developing countries in
the late 1980s and 1990s. Following domestic financial liberalization — and
sometimes simultaneously with it — widespread international liberalization over

capital flows gave rise to contemporaneous global finance.

The development of modern financial markets in many middle income developing
countries — usually referred to as “emerging markets” — and their opening up to
foreigners introduced a whole new dimension to the international financial
markets, by greatly expanding the set of possibilities for international financial
transactions. Emerging capital markets provide attractive investment alternatives
to industrial countries and, simultaneously, potentially important financing
sources to boost much-needed developing countries’ economic growth. Also, for
many developing countries, the liberalization of domestic financial markets was
simultaneously linked to broader economic reforms and stabilization plans. In
these countries however, the process of liberalization has been much faster in

comparison to industrialized economies.

Recently, the magnitude and speed of capital flows around the world have
mesmerized and worried the average person. Total net long-term capital flows to
developing countries increased almost threefold from 1990 to 2000, after reaching
a maximum of US$342.6 billion® in 1997 (World Bark [2001]). Numbers are yet
more impressive when only emerging markets® are considered. According to the
IMF’s [2001b] database, total capital flows rose from US$30 billion in 1977 to
US$233.3 billion in 1996, and then fell to only an estimated US$5.3 billion by
2000. Of these, private portfolio flows, just US$200 million in 1977, reached up
to US$113.1 billion in 1994 and ended the decade with an estimated negative
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US$4.3 billion. Therefore, not only the growth of private capital flows has been

impressive, but also their volatility has been remarkable.

Alongside with the many advantages of financial liberalization, it has increased
the fear that out-of-control capital flows would lead the world to the economic
doomsday. These fears are not unfounded: financial crises have become a
frequent headline in economic news, and they seem to become more frequent and
damaging each time. Taking the past ten years alone, the world has experienced
several episodes of financial turmoil: the 1992 European Exchange Rate
Mechanism (ERM) crisis, the 1995 Mexican Peso crisis, the 1997 East Asian
crisis, the 1998 Russian moratorium, the 1999 Brazilian devaluation, and the 2001
Argentine crisis. Of course, crises have happened frequently in the history of
capitalism. The difference now is the virulence with which these crises have hit
developing countries, the speed with which they spread around the world to far
away regions, and the impact they have even on the biggest economies’ own
financial systems. As a result, it is unlikely that the causes and the resolution of
such crises can be addressed by traditional domestic economic policies under the
sovereignty of a single country, but they require more and more international

coordination.

In this essay, I address the topic of financial liberalization, with a special focus on
developing countries. My aim is to synthesize this literature, highlighting the main
points of convergence and debate, as well as those topics that lack theoretical and
empirical investigation. Also, I contribute to the debate by discussing a few

stylized facts regarding financial liberalization in developing countries.

“Liberalization” may be understood in many ways. Recently, the opening up of a
financial market, that is, the lifting of restrictions on the free movement of capital
across national borders has been commonly referred to as “financial
liberalization”. Another view of liberalization is that it should also include, for
instance, the elimination of restrictions on market mechanisms of the interest rate
and private and foreign ownership of companies, especially in the financial sector.

In order to provide a comprehensive perspective on the topic of liberalization of
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the financial sector, I approach the topic in two parts: the internal liberalization,
which discusses mainly aspects of government intervention in domestic financial
markets, and the external liberalization, which concerns the opening up of

domestic financial markets to the international financial market.*

The essay is structured as follows. The next section addresses internal or domestic
financial liberalization. Section three details external or international liberalization
and presents its benefits and costs for the various parties. The fourth section
discusses stylized facts regarding financial liberalization in developing countries,
and sketches a few lessons from this process. The final section summarizes and

concludes the essay and suggests a few avenues for future research.
2.2. Internal Financial Liberalization
2.2.1. Benefits of Internal Financial Liberalization

The first point I want to clarify is the distinction between financial liberalization
and financial deregulation. Financial sector regulation is widely employed all over
the world, even among the more liberal economies. By financial regulation I mean
the set of rules established by the government with the objective to guarahtee the
orderly and efficient functioning of the financial sector. According to Khoury
[1990], regulation addresses issues such as protection of depositors, monetary
stability, banking system efficiency, and consumer protection (or competition
policy). These rules may be of two types: first, preventive measures such as
deposit insurance, lender of last resort, and the right of the monetary authorities to
intervene and liquidate insolvent institutions. The second type encompasses
prudential measures and includes capital adequacy requirements, liquidity floors,
diversification rules, restriction on certain business activities, restrictions on
market entry, and official banking supervision. The question regarding
deregulation is one more of degree than of principle: what is the optimal level of
regulation that makes the financial sector sound without imposing excessive costs

and hindering too much the achievement of its functions?

On the other hand, liberalization (in the context of this essay) refers to the

abolition of government policies that aim at objectives — economic, political,
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social, and ideological — other than the soundness and efficiency of the financial
sector. Traditionally, a financial system is not liberalized if the government
determines who gets and gives credit, at what levels, and at what price
(McKinnon [1973]). Conversely, a liberalized system is that in which the market
has the autonomy to determine those variables freely. In a recent paper,
Williamson and Mahar [1998] define six distinct dimensions of liberalization: the
elimination of credit controls, the deregulation of interest rates, freedom of entry
in the banking sector, bank autonomy, private ownership of banks, and the
liberalization of international capital flows. The latter dimension will be discussed

in the next section.

Financial repression,” the opposite of the above dimensions, has traditionally been
justified by a government desire to establish development priorities that differ
from those determined by market forces. Then, it would be up to the government
to direct a given amount of credit to priority industrial sectors, and to regulate
interest rates at lower levels for some activities deemed as strategic.’ Also,
governments may establish direct limitations on the banking sector, in order to
guarantee the fulfillment of their policies and also to protect the domestic market
from “uncontrolled” competition. In this sense, access to the banking industry
may be highly regulated, with the establishment of hefty franchise fees and capital
requirements, bank ownership allowed only to strict criteria-complying parties
(such as nationality), and outright interference on bank management, through
government-controlled selection processes for the appointment of directors and
senior management. Also, the banking sector may be regarded as too strategic to
be left to the private enterprise alone, a situation in which the banking system is

either wholly state-owned or substantially dominated by state-owned institutions.

The effects of such repressive measures on economic development vary widely
depending on the case at hand, but in general repression leads to the creation of
huge distortions which affect growth negatively (McKinnon [1973]). Also, the
lack of competitiveness in the financial sector prompts for the kinds of effects
mentioned in the previous chapter, such as discouraging savings and reducing

investment in more profitable projects. Finally, the intervention of government
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officials in potentially valuable decisions such as the awarding of bank franchises,
the allocation of subsidized credit, and the appointment of bank management

exposes the system to rent seeking behavior and outright corruption.

Given the potential objections to financial repression, it is not surprising to notice
that in the last couple of decades, most countries (industrial and developing)
decided to liberalize their financial systems. Nevertheless, the liberalization

process brings about certain risks of its own.
2.2.2. Risks and Costs of Internal Financial Liberalization

There are two major risks in liberalizing the domestic financial sector. First, there
is the risk of loss of control over economic policy, in particular monetary policy.
Many countries resort to strict intervention over the banking system to keep
inflation and interest rates aligned with governmental policy objectives. Such is
the case of compulsory reserve requirements for instance. Moreover, in countries
with underdeveloped fiscal systems, the financial sector performs an important
quasi-fiscal role. The second risk of internal liberalization is the increased
vulnerability to financial crises. Less government intervention may expose the
system to banking crises, especially where adequate surveillance systems are not
effective. Also, a repressed system may lack the competencies necessary to face

an increased level of competition.

Liberalization of a repressed financial sector raises immediately the question of
the pace and sequence of change. Chan-Lau and Chen [1998] propose a model of
optimal sequencing path for countries liberalizing their financial sector.
According to these authors, in order to avoid problems, liberalization has to be in
tune with financial development — with the latter advancing at a higher rate than
the former. The experience, again, has been mixed, but there seems to have some
evidence that overnight liberalization tends to make the financial system more
vulnerable to crises and bank runs (Demirgii¢-Kunt and Detragiache [1998]). This
is due to the lack of institutional arrangements, managerial expertise, and
adequate surveillance and supervision schemes necessary for successful operation

in a liberalized environment. Honohan [1997] also acknowledges the role of
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liberalization in increasing the vulnerability of the financial sector, but notices
that liberalization is only one of many major regime changes,7 induced by policy
or by external conditions, that render the financial sector more vulnerable to
crises. Similarly, Goldstein and Turner [1996] mention the inadequate preparation
for financial liberalization as one origin for banking crises in emerging
economies. Williamson and Mahar [1998] report that both industrial and
developing countries have tried different paces for their liberalization processes.
According to the authors, Australia, New Zealand, Turkey, South Africa, and the
Latin American countries have adopted a more aggressive approach, while
France, Japan, and the Asian countries favored a more cautious course of action.
It also should be noted that liberalization has not always been a steady process in
many countries, where financial crises usually prompt the government to retreat in

its financial reforms.

The effects of the recent financial liberalization experience yield important
lessons for future policy formulation. Williamson and Mahar [1998] use a survey
to contrast the situation of financial repression according to the previously
mentioned criteria in 1996 with that during 1973 for a sample of thirty-four

countries and economies. The main conclusions of their survey are that:
— There is evidence that financial liberalization is a widespread phenomenon;

— There is a wide variation in the pace and sequencing with which liberalization

has been accomplished across countries;
— There is little evidence that liberalization increases savings;®

— There is more support for the claim that liberalization leads to financial

deepening and that it fosters a more efficient allocation of investment; and,

— There is little evidence that liberalization leads to loss of monetary control
(except perhaps in the short-run), but there is reason to believe that it can

trigger the proliferation of financial crises.

In summary, internal liberalization offers substantial gains, but given the recent

history of financial turmoil following liberalization — and the advances and
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retreats in liberalizing initiatives — it is important to focus on two aspects before
committing to it: the optimal sequencing of liberalization, and the speed with
which to proceed from one step to the next. The lack of rigorous theoretical
studies on these topics does not help the debate, and it is a major gap in the

literature.
2.3. External Financial Liberalization

Reinhart and Reinhart [1998] observe that capital inflows provide support for
building infrastructure, increasing physical and human capital, and harnessing
natural resources. On the other hand, capital inflows may distort relative prices,
exacerbate weaknesses in the financial sector, and feed asset price bubbles.” In
this section, I address the potential benefits of the external liberalization of
financial markets, its benefits, risks, and costs to the local economy as well as to
the global economy. Here, I define external financial liberalization as the access
of foreign investors and institutions to the domestic financial market, and,
simultaneously, the access of domestic investors and institutions to foreign
financial markets. Ideally, an externally liberalized financial market would be one
which is border neutral — one with no quantitative or price restrictions on cross

border financial transactions.

Although de facto external liberalization has been happening all over the world
for the last couple of decades, the discussion became more intense with the
initiative of the Interim Committee of the IMF’s Board of Governors, in
September 1997, to propose an amendment to the Fund’s Articles of Agreement
making the liberalization of the capital account one of the purposes of the IMF

and extending its jurisdiction over capital movements (Camdessus [1998])."°

In addressing the benefits, risks, and costs of external liberalization of a given
domestic financial market, one has to analyze two different angles: the
perspective of the local economy and the perspective of the global economy as a

whole.
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2.3.1. Benefits of External Financial Liberalization

What has a country to gain by opening up its financial sector to foreigners? Here,
I list six arguments frequently presented in the literature that help make the case
for external financial liberalization: the incoming flow of investment, better
allocation of resources, faster economic growth, technology spillovers, reduced
favoritism and corruption, and the ineffectiveness of controlling capital

movements.

— Incoming flow of investments: interest rate differentials and larger investment

opportunity sets in many developing countries vis-a-vis industrial countries make
it attractive for investors to direct capital to emerging markets. By reducing legal
barriers or easing taxation, a developing economy may experience higher volumes
of incoming capital, under the form of both debt and equity. These flows of
capital are welcome in many countries where the domestic saving rate is small as

a means of expanding employment and heating up the economy.

— Better resource allocation: barriers to financial flows may distort the relative

prices of inputs in the production process, leading to sub-optimal allocation of
resources. There is theoretical evidence that whenever the rate of interest in an
autarky economy is different from the one in an open economy, the autarky
economy gains by opening up (Obstfeld and Rogoff [1996]). Since barriers to
capital artificially raise the cost of capital in the closed economy, its liberalization
leads to a more efficient capital to labor ratio, thus improving the allocation of

resources. t

— Faster economic growth: liberalizing the financial market increases the

investment rate — and thus the growth rate — mainly in two ways. First, more funds
for investment become available through the use of external savings. Second,
higher flows of investment increase competition in the financial industry thus
reducing the fraction of savings captured by the financial sector in the form of
fees and spreads. Both effects increase the net investment in the economy thus

boosting growth.
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— Transference of technology usually embedded in capital investments: that is the

case for foreign direct investment in subsidiaries but also in mergers and
acquisitions of local firms by international corporations. In this case, the social
marginal productivity of capital increases, thus accelerating growth. Also, the
opening up of the domestic financial sector to foreign competition creates a
channel for financial innovation and new managerial practices in the financial
industry, which affect directly the magnitude of the share of savings consumed in

the financial intermediation process.

— Reduced rent seeking behavior: as long as decision power over what types of
capital are allowed to flow in and out of an economy is left to the discretion of
government officials, there is a non-zero probability of favoritism and corruption
in the process of allocating investment. Since the ownership of scarce concessions
is valuable, politically articulated parties interested in the investment process may
seek rents through the political process of concessions for inflows and outflows of

capital, leading to sub-optimal social allocation of resources.

— Incapacity to control capital movements in practice: this is perhaps the most

cynical argument for liberalization. Since there are channels available for private
agents to circumvent official controls if they so choose, capital movements cannot
be controlled anyway. The fact is that there are many ways corporations and
investors can bypass controls over capital flows. Unless the economy is absolutely
autarkic, corporations may evade capital controls through a series of expedients,
such as under/over-invoicing foreign trade, the black market for foreign exchange,
corruption, and outright tax evasion. In this sense, the imposition of controls may
not only be ineffective in restraining capital flows, but also may lead to a series of
undesirable side-effects such as the development of illegal networks and the
undermining of the government’s credibility. Such networks abet government
corruption and may spread to other key areas of the government, such as bank
surveillance and tax revenue, creating severe damage in the whole financial
sector. Cooper [1998] notes that, although capital controls are indeed not perfect,
the effects of their occasional circumvention are substantially different from their

complete absence.
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Apart from the benefits of external liberalization for individual countries, what are
the benefits for the global economy as a whole? The three major potential benefits
of global liberalization of the financial sector are the following: worldwide
improvement in resource allocation, worldwide improvement in consumption

risk-sharing, and faster worldwide growth.

— Worldwide improvement in resource allocation; in a world without restrictions

on capital movements, international investors ideally seek investment
opportunities that offer higher returns, increasing the overall allocation of
resources (Cooper [1998]). Projects with higher expected rates of return are
preferred to those with lower returns, independently of artificial conditions
generated by capital restrictions. Under the assumption that the marginal product
of capital is higher in capital-scarce countries, free capital flows should raise

welfare in both donor and receiving countries alike (Eichengreen et al. [1998]).

— Gains_in worldwide consumption risk-sharing: traditional models suggest that

consumers try to insure consumption across uncertain states of the world, that is,
consumers prefer to shield their consumption over time from the instability of
income (i.c. stable consumption patterns). The opening up of a country’s financial
market offers a broader range of investment possibilities that are usually less
correlated with returns in other countries. This improves the consumption risk-
sharing among countries by diversifying away idiosyncratic risks associated to a
closed economy, just like consumption is smoothed across different regions of the
same country (Eichengreen [1999], Obstfeld [1994]). The result is a worldwide

smoother consumption pattern.

— Faster worldwide growth: this argument is a consequence of the two previous

ones. The possibility of better insuring consumption is an incentive for industries
to specialize in each country, since the idiosyncratic risks associated with
specialization can now be diversified away through the international capital
market. As a result, external liberalization enables the achievement of higher risk-

adjusted rates of return on average, increases the marginal productivity of capital,
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and encourage saving and investment thus promoting faster worldwide growth'?

(Eichengreen et al. [1998]).

Empirical investigation of such hypotheses is a difficult task: since they deal with
the global economy as a whole, there is no benchmark against which to compare.
Theoretical (Stultz [1999]) and empirical work on a country level (for instance
Atje and Jovanovic [1993], King and Levine [1993], Knight [1998], Levine and
Zervos [1996], Murinde [1996]) have generally supported the main conclusions,
although some debate still remains (Devereux and Smith [1994], Rodrik [1998]).

The benefits of external liberalization derive basically from an analogy to the
benefits of free trade in goods. This hides the fact that financial flows are
potentially much more destabilizing to a small open economy than flows in goods.
Although shocks in world supply of goods have repercussions in the domestic
economy, they are much more manageable in the short-run. The recent record of
financial crises suggests that shocks in capital flows spillover rapidly to other
countries. More objective research on the measurement of the benefits of external

liberalization vis-a-vis its associated risks is thus opportune.
2.3.2. Risks and Costs of External Financial Liberalization

Despite its appealing potential benefits, in an imperfect economic environment
financial liberalization may induce undesirable side effects. I list five often
mentioned risks that external liberalization may bring about for the local
economy: misallocation of resources due to other distortions, loss of control over
domestic economic policy, domestic capital flight, increased market volatility,

and exposure to speculative attacks.

— Misallocation of resources due to other distortions: although it is argued in the

previous section that external liberalization improves the allocation of resources,
there are theoretical arguments that trade distortions may lead to misallocation of
resources (Cooper [1998]). Although trade liberalization preceded -capital
liberalization by many years, there is still a wide range of trade barriers in place
nowadays, especially in developing countries. Hellmann, Murdock, and Stiglitz

[1996] argue that under such distortions, unrestricted liberalization may lead to
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mefficient allocation of resources. The authors argue that this is an example where

capital controls are justified as a second-best policy.

— Loss_of control over domestic economic policy: for a small economy,

international capital flows may be sizeable relative to GDP. By opening up its
capital account, a small economy loses discretionary power over most of the
international components of its economic policy. The risk of large capital
reversals requires that monetary policy be managed so that interest rates and
exchange rates are broadly consistent with underlying fundamentals and market
conditions (Fischer [1998]). As a result, there is less flexibility in policymaking,
since the stability of the current account now reacts to market pressures. Monetary
and fiscal policy, for instance, have to be formulated considering this market
constraint (Rodrik [1998]). Quirk and Evans [1995] underscore that under fixed
exchange rates, large movements in interest rates may be required to stem
outflows in situations where markets test the sustainability of the exchange rate.
Similarly, sharp and costly movements in exchange rates could result if monetary
policy is out of line with market expectations in flexible exchange regimes.
Although some argue that such restrictions are actually good incentives for
governments to keep their house in order (Dornbusch [1998)), it is clear that the
degree of flexibility of the government to deal with real shocks using traditional
fiscal and monetary instruments is greatly reduced. Finally, flows that are large
relative to the size of the economy can complicate macroeconomic management
as well as the task of ensuring that excessive risk taking does not undermine the

health of the financial system.

— Domestic capital flight to tax havens: a liberalized financial market may face

competition for investment from tax havens that may stimulate domestic capital
flight, resulting in tax evasion and export of domestic savings (Cooper [1998]).
Especially in economies with less efficient tax collection and surveillance
systems, massive evasion of income tax to havens abroad may pose a threat to

fiscal balance, banking sector soundness, and to the balance of payments.
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— Increased _market volatility: incoming and outgoing flows of international

capital may affect the volatility of local markets, specially the smaller ones. Since
the magnitude of international resources is substantial in relation to the size of
under-developed domestic financial markets, and a large portion of such flows is
short-term portfolio investments, sudden surges and withdrawals of international
capital may destabilize domestic asset prices, increasing overall volatility. Also,
substantial capital flows may increase the volatility of the exchange rate, inducing
macroeconomic volatility that feeds back into overall market volatility. There has
been little empirical support in the literature for such a common claim. Claessens,
Dooley, and Warner [1995] find that there is virtually no difference in volatility
between long-term and short-term international capital flows. Moreover, Tesar
and Werner [1995] and Claessens [1995] find that there is little evidence that
equity markets become more volatile after external liberalization. However, a
recent paper by Christoffersen, Chung, and Errunza [2001] finds evidence of
increased volatility at the firm level following emerging stock market
liberalization. Moreover, the authors document an asymmetric increase in

volatility and cost of capital for smaller firms.

— Exposure to speculative attacks and currency manipulation: small economies

with floating exchange rate regimes that open up their financial sector become an
easy target for exchange rate manipulation and currency attacks from powerful
international investors, unless they peg their currency to a major one through
some scheme such as a currency board (Cooper [1998]). By rigidly pegging their
currencies, these economies give up almost entirely the formulation of their own
policy, with the undesirable effect of having a pro-cyclical monetary policy. Even
in countries that firmly commit to peg their currencies, speculative attacks are not
absolutely ruled out. On the contrary, depending on the government’s credibility
in sustaining the peg and the economic fundamentals, fixed exchange rate
arrangements may lead to self-fulfilling currency crises. Even currency board
arrangements, once thought to be robust to crises (especially in the Hong Kong
experience), have been severely tested recently, with catastrophic economic

consequences as seems to be the case in Argentina in 2001.

50



When considered as a whole, the global economy also faces risks and costs from
liberalization of international financial markets. Here, I summarize two major
risks and costs that liberalization may impose over the world economy:

inadequate resource allocation under imperfect information and contagion effects.

— Asymmetric_information effects: improved allocation of resources depends on

adequate information and rational judgement from market participants
(Eichengreen et al. [1998], Cooper [1998]). The gains from resource allocation
that may be attained by the opening up of domestic capital markets depend in a
large extent on two factors: accurate and timely supply of information and rational
behavior. The former addresses a common problem in less developed capital
markets. This refers not only to a problem of accuracy of financial reports from
corporations, banks, and governments, but also refers to the timing in which such
information is made available to investors. The latter factor addresses how
investors actually make their investment decisions: based on their expectations of
economic conditions or based on anticipation of other investors’ course of action.
Some degree of herd behavior seems to be present among international investors
and, although empirical evidence on the consequences of such abnormality is
scarce, its effects are predicted to be negative for worldwide welfare (Calvo and

Mendoza [1998]).

— Contagion effects: in an integrated global capital market, shocks to a single

economy can spillover to neighboring economies or economies in a similar stage
of development. That phenomenon has been observed since the Mexican Peso
Crisis of 1995 and became more pronounced in the Asian Crisis of 1997.
Imbalances of a specific economy may raise fears that similar and/or closely
connected economies may have the same problems and/or suffer the
consequences of other’s policy mismanagement, and thus prompt international
investors to suddenly withdraw their investments. Although many regard
contagion as a demonstration of market irrationality — since investors do not seem
able to distinguish between actual economic conditions in different economies —
simple global portfolio rebalancing after a deep fall in one market may actually

trigger massive sales of assets in other markets included in the portfolio, thus
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causing contagion effects (Garber [1998]). Moreover, under costly information
gathering and processing, it is rational for smaller investors to follow the lead of
bigger investors, assumed to be better informed because their stakes are higher
(Calvo and Mendoza [1998]). Market rationality has been also questioned because
sharp changes in expectations happen apparently without corresponding changes
in fundamentals (Rodrik [1998]). However, this can be explained by changes in
the market’s perception of government credibility. Fear of withdrawal of implicit
guarantees for instance, may sharply change markets expectations without having

immediate impact on the fundamentals.

Related to the latter, the external liberalization of the financial market opens the
door to challenges to government credibility. Since the capital account in a
liberalized environment reflects much of the international financial market
expectations, lack of government credibility in keeping up its debt payments,
sustaining the exchange rate, conducting conservative monetary policy, or
keeping fiscal balance translates into sudden capital flight and consequent
currency and current account crisis. If the credibility of associated economies is

challenged as well, a domino effect follows and contagion results."
2.4. Discussion

The debate on financial liberalization is still an ongoing one. I think it is generally
accepted by now — both theoretically and empirically — that internal liberalization
of the financial sector is a desirable policy objective. There is empirical evidence
on the relationship between financial development and economic growth and it is
clear that less repression on the financial sector yields valuable gains in terms of
growth (King and Levine [1993], Atje and Jovanovic [1993], Levine and Zervos
[1996], Demirgii¢-Kunt and Levine [1996]).

Empirically, the recent record of experiences in financial liberalization has not
been homogeneous: almost each story of success like Australia (Drake [1997]),
Chile (Phylaktis [1997]), Czech Republic and Poland (Grosfeld [1997]) can be
paired with an example of failure such as Georgia and Ukraine (Conway [1997]),

Ghana (Asem and Gupta [1997]), the Philippines (Vos [1997]), Senegal
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(Berthélemy [1997]), and Turkey (Ekinci [1997]). Moreover, the road to financial
liberalization has its own hardships: some countries go through episodes of
turmoil before achieving liberalization with stability (e.g. Australia according to
Drake [1997]). The reasons for failure are diverse and in great part depend on
specific political developments in the specific country. All this makes policy

prescriptions difficult.

Dooley [1997] posits an interesting relationship between internal liberalization
and the liberalization of international capital flows. Internal financial
liberalization offers advantages in terms of resource allocation, however it also
implies constraints on government’s behavior, since good policies are constantly
evaluated by the private sector. In the short-run, it may be difficult to get all the
conditions right, especially because of the stock of bad assets and liabilities
inherited from the repressed system. In these circumstances, international capital
flows come in handy to feed growth, often resulting in faster growth in financial
intermediation than the financial sector is prepared to handle. Given the structural
fragility of the newly liberalized financial sector, a sudden change in sentiment
from interational investors may trigger a full-blown crisis. In a fully liberalized
economy prudential controls sort this out, but in the early phase of internal
liberalization some residual control on international capital mobility might be

useful.

This is an insightful assessment of a topic that has not been explored in depth in
the recent literature: the linkages between economic stabilization, internal
financial liberalization, and external financial liberalization in a cross section of
countries. One can point to a number of cases in which these three reforms have
been implemented at about the same time, but the causal links between these
policies — or the simultaneity of them — have not been explicitly addressed in the

literature.

Evidence is not so definite concerning external liberalization. There seems to be
more appealing arguments for external liberalization than against it, but the recent

series of international financial crises called into question the very way external
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financial liberalization is conceived. Moreover, the net results to some developing
countries that engaged in aggressive liberalization over the last decade are
perceived by many as disappointing. It is of interest then to discuss some of the
benefits and costs of external liberalization in light of the recent empirical

evidence from developing countries in general and Latin America in particular.

Taking the past 30 years, a few stylized facts can be observed. Figure 2.1 presents
a couple of aggregate indicators that help in picturing recent global economic
trends. According to <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>