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FINANCIAL LIBERALIZATION AND THE ROLE
OF THE STATE IN FINANCIAL MARKETS

Heltor Aimeida*

*  Bolsita PNPE.



1 - THEORETICAL ASPECTS OF FINANCIAL LIBERALIZATION

The financial systems of the developing countries have evolved over time in an
unequivocally similar way.' In the 1950°s and 1960’s, when their industrialization
process intensified, their financial systems lacked the depth required for the pursuance of
the development strategies set out by their governments. The financial systems were
often foreign owned, and gave credit only to trading companies and export oriented
firms. Local businesses had no easy access to the long term credit required for
industrialization. The rigk involved in the new projects was high, and the financial system
lacked the means to deal successfully with this risk. Therefore, the governments of
developing countries chose to intervene heavily also in their financial systems. The
structure that emerged from this intervention was very similar across the developing
world.

Commercial banks accounted for most of the financial activity. Many of them were
government owned, and the ones that were not were heavily regulated. The government
also established specialized financial institutions, such as development banks. Capital
markets were unimportant, with the system being credit based. This credit was used as
an allocation tool by the government, which directed it at subsidized rates to priority
sectors or regions.

Although it is troublesome to make generalizations, the economies responded well to this
development strategy. Growth was high in the developing world throughout the 50°s and
60’s, and in many countries the economy’s structure reflected the bias of the credit
allocation schemes, with the priority sectors growing in importance.

However, the slowing of growth that started in the 70’s brought to the fore doubts about
the real efficacy of this financial strategy. The pattern of government intervention was
questioned in various aspects. Among these, we can stress:

- The control of interest rates often meant that lending and deposit real rates in the
economy became very low, and even negative. According to some,? this discouraged
financial savings, in. comparison with savings in real assets, and reduced the supply of
funds for investment. Moreover, low interest rates may affect the quality of investment.
If interest rates are kept artificially low, projects with low rates of return are encouraged.
Given the limited supply of funds, this happens at the expense of projects with higher
rates of return. It is true that the government can play the role of the market and select
the best projects, but its ability to derive and implement an optimal investment plan can
well be questioned. The final result of the government intervention, according to this
view, is less capital, less efficiently allocated. This inefficient (welfare decreasing)
government intervention in financial markets became known in the literature as financial
repression.

'A good summary of the development of financial markets in developing countries can be found at the
World Bank [World Bank (1989)).

*The leading and pioneer proponents of this view were McKinnon (1973), and Shaw (1973). For a more
recent paper pursuing this point, and including some empirical evidence, see King and Levine (1993),
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- As a result of financial repression, financial institutions were often in financial distress. >
Borrowers who obtained cheap credit but who did not have good investment projects
were often unable to repay the loans, Financial institutions became insolvent, decreasing
further the level of financial intermediation.. Credit had to be directed to insolvent
borrowers and banks, in order to avoid a complete failure in the financial system. This
worsened the aiready bad allocation of financial resources.

- The distribution of directed credit often benefited large firms, not necessarily those with
the most promising projects in terms of return. Of course, this contributed to worsen
income distribution in developing countries [see Nugent and Nabli (1992)].

This critical view of government intervention in financial markets surely had policy
implications. The notion that a program of financial liberalization was necessary for a
resumption of growth in the developing world became widespread. The reforms in the
financial system should typically include the decontrol of interest rates, reduction or even
elimination of direct allocation of credit by the government, removal of barriers to entry
for financial institutions, and a liberalization of controls in capital flows in and out of the
countries, With these reforms, it was expected that the financial system would recover its
role of efficient allocator of financial resources, and investment and growth would be
stimulated.

Despite advocating the necessity of a reduction on the discretionary intervention of the
government in financial markets, the literature also stressed the importance of a
strengthening of the regulation and supervision of these markets. Following the
liberalization of interest rates, there is a tendency for real interest rates to increase, as
they had been artificially low. If lending and borrowing activities by the banks are not
properly regulated, a moral hazard problem may arise, leading to unsound borrowing and
lending practices.* More specifically, suppose that banks expect not to bear all the costs
of a default of a borrower, if it occurs. With this, banks will have an incentive to lend at
higher interest rates, as this increases its income, but does not.increases its expected
losses ( as it would if banks had to bear the costs of a default, that becomes more likely
given the higher lending rate). The probability that some borrowers will not be able to
honor a loan increases, and a financial collapse becomes more likely, In order to avoid
that the financial system becomes excessively exposed to risk, some regulatory measures
are necessary, such as:’

- a standard of capital adequacy, that is, a requirement that banks maintain a
capital/assets ratio that allows it to absorb eventual losses;

- a demand that banks make appropriate, realistic provisions for potential losses with
specific loans;

- an entry legislation that avoids entrance in the financial market of unregulated,
undercapitalized, poorly managed financial institutions. However, the legislation should
be such as not to encourage an oligopolization of the financial system;

*Again, see the World Bank (1989) for a summary of financial distress episodes.
“The original argument belongs to Stiglitz and Weiss (1981). See also Villanueva and Mirakhor (1992),

SFor a detailed appraisal of these regulatory measures, see World Bank (1989).
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- limits on lending as a percentage of a bank’s capital, so as to avoid portfolio
concentration on a particular group of related borrowers;

- a guarantee that the legislation is effectively enforced, if unsafe banking practices occur,
or if banking statutes are violated.

If the regulatory structure of the financial system was strong enough, there would be no
doubt that the economy would benefit from financial liberalization. Improvements in the
allocation of credit and an overall increase in savings, with the increase in the interest
rates, would incentive a higher quantity of higher quality investment, and growth rates
would increase as well. However, in the last few years, many criticisms and qualifications
of this direct link between financial liberalization and development began to appear in the
literature.

Stiglitz and Weiss (1981) showed that financial repression may not be a result of a
deliberate government policy. In an environment charactetized by uncertainty regarding
the trustfulness of borrowers, the banks optimal policy may be to charge an interest rate
tower than the equilibrium one, and to ration credit according to variables indicating the
firm’s repayment probability, such as sheer size. By charging a lower interest rate, banks
can select projects with lower return variance, and therefore with lower probability of
default. This would represent a market-originated financial repression. In this sense,
financial liberalization per-se would not have any substantial effects on the financial
system of an economy. However, this argument makes more sense to a developed
economy {see Nugent and Nabli (1992)]. In the developing world, the existence of
deliberate financially repressing policies is unequivocal.

A second line of criticism is that, despite of its admittedly negative effect on growth,
financial repression might have other welfare improving effects in the economy. Given
the existence of a fiscal deficit, some degree of financial repression may be efficient, as an
aid to government financing® Lower interest rates and less access to financial
instruments increase money demand, and therefore allow a higher deficit to be financed
via inflationary tax, for a given inflation rate. Therefore, governments may choose to
pursue financially repressing policies, even though these policies decrease the growth
rate of the economy. The obvious reply to this argument is that the government would
do even better by reducing the fiscal deficit, and therefore the need for inflationary
finance, allowing the introduction of financial liberalization policies.

However, the literature also has qualifications concerning the very core of the
liberalization argument. Financial liberalization may actually be shown to have potential
deleterious effects on growth, if a more careful theoretical analysis is pursued.

First of all, it has long been shown that interest rates and overall savings are not
unambiguously related, because of the interplay of substitution and income effects [see,
for example, Hebbel, Webb and Corsetti (1992)]. Increases in interest rates increase the
price of today’s, as compared to tomorrow’s consumption (the substitution effect, that
tends to increase savings), but allow less savings to provide for more future consumption
(the income effect, which decreases savings). Therefore, the logical statement suggesting

®See Roubini and Sala-i-Martin (1992), and Bencivenga and Smith (1992).




that financial liberalization — higher interest rates — higher savings — higher growth
would break down at step two.

Furthermore, Hebbel, Webb and Corsetti (1992) argue that financial liberalization could
induce an important wealth effect. If liberalization allowed individuals greater access to
higher yielding financial instruments, their monetary wealth would increase. With that, if
it is admitted that consumption is positively related to wealth, aggregate savings could
decrease. The authors show that, as soon as monetary wealth is included in a household
savings function, interest rates do not show any clear effect on savings, in their
estimation for a sample of 10 countries.

Another interesting point has been made by Pagano (1993). One of the benefits brought
by financial deepening, which is supposed to follow a financial liberalization program, is
a better diversification of risk. This, alone, is clearly welfare increasing. However, if we
assume that a portion of total savings of individuals is precautionary, this risk
diversification can have the effect of decreasing total savings.

All these arguments seem to be telling us that there is no simple relationship between
financial liberalization, and its expected consequence of a greater access of individuals to
higher yielding financial instruments, and aggregate savings. However, this does not
bother the proponents of liberalization that much. They argue that the important variable
for growth is not aggregate savings, but the portion of savings that is available for
productive investment purposes. Even if aggregate savings decrease, financial
liberalization could still be beneficial to growth. If liberalization really increases the
access of individuals to better, higher yielding financial instruments, we should expect
important portfolio shifts in a liberalizing economy. There is a clear tendency that the
portion of total savings that goes to the formal financial system, in the form of bank
deposits, and other instruments, should increase. If we admit that the main source of
finance for the corporate sector is the forma! financial system, this would have a positive
effect on growth, maybe even with lower aggregate savings.

However, this argument is not free of qualifications. Buffie (1984) reminds us that the
informal financial sector is subject to a lower reserve/deposit rate than the formal sector.
Therefore, a shift of deposits from the informal to the formal sector would decrease, in
this sense, the total amount of finance available for investment. More importantly, there
is no guarantee that the portfolio shift that increases formal financial assets will have
come from unproductive assets such as cash or gold. This is an important point stressed
by Morisset (1993). Khathkate (1988) shows that as interest rates rise, and the demand
for financial assets increases, the demand for capital goods decreases. Morisset argues
that, if bank deposits are closer substitutes to capital goods than to unproductive assets
such as cash or gold, the portfolio shift caused by financial liberalization may actually
decrease investment.

A related argument, also by Morisset, is related to a possible decrease in the demand for
government bonds, following the liberalization and the increase in the supply of private
financial instruments. Again, if the fisca! deficit does not decrease, the government must
search for new ways to finance it. One possible consequence of this process is a
competition between government and private agents for the financial resources of the
private financial system. This could cause a crowding-out of private investment by the
government.




A last, and very interesting questioning of the beneficial effects of financial liberalization
is developed by Japelli and Pagano (1992). Suppose that individuals are liquidity-
constrained, because of financially repressing policies. This means that an increase in
financial intermediation in the economy would allow them to increase present
consumption. These individuals would then be competing with firms for credit, which
would decrease the amount of funds available for productive investment. Therefore,
some degree of repression in the mortgage and consumer credit markets could be
desirable, in order to direct funds for corporate investment. Japelli and Pagano conduct
empirical estimations that show a negative correlation between savings and growth ratios
and indicators of the development of the consumer credit market, such as the ratio of
consumer credit to GDP,

Therefore, there does not seem to be a clear-cut relationship between financial
liberalization and the quantity of investment. However, those who support liberalization
would still go unconcerned. As we mentioned above, one of the major effects of financial
liberalization would be on the quality of investment. In financially repressed economies,
projects with lower rates of return are encouraged, at the expense of other higher
yielding projects, due to the artificially low interest rates, and to badly directed credit by
the government. With liberalization, the market would be able to select the best projects,
and this would increase the growth rate in the economy. Even if the number of
investment projects decreased, the increase in their quality would mean that the economy
benefited from the liberalization.

However, some qualifications must be made also to this argument. The ability of the
market to always select the best investment projects can well be questioned. First of all,
there is the moral hazard-adverse selection problem aforementioned. In the absence of a
strong supervisory and regulatory system, a liberalization could lead to excessive
intermediation at too high interest rates, endangering the health of the financial system.
Nevertheless, this is still no strong point against liberalization per se, but a recognition
that a liberalized financial system needs strengthened regulation. There is, however, one
more objection to the assertion that the market can always select the best projects.

Stiglitz (1993) argues that the classical criticism of repressive financial policies, although
seemingly based on sound economic theory, has failed to consider some important
theoretical issues. He argues that the argument that financial repression leads to
inefficient allocation is suspect, and so is the argument that financial repression causes a
decrease in savings. We have already discussed the latter argument at large, so we
concentrate on the first on. Siglitz has a series of important points to make. A lower
interest rate may attract borrowers of higher quality, in the sense of having a greater
chance of being able to repay the debt, despite having less chance of obtaining very high
returns for their projects. For Stiglitz, there is a rationale even for the so heavily
criticized directed credit programs. The main reason for this is amazingly simple. Banks
may fail to allocate funds to the projects with the greatest social returns, if these are
different from private returns. For an example, consider investments in new technologies.
The firms that pioneer these investments may not be able to collect all the returns that
arise from them, because of competitive imitation and the existence if technological
spillovers. Therefore, directing credit toward technology intensive industries can
promote innovation and long run growth.

One of the major criticisms of directed credit policies has been the fact that the
government cannot easily pick out the sectors of the economy that should be favored,
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opening room for political and corporatist considerations that generate inefficiencies.
Stiglitz considers that this needs not be such a problem. The answer is to “pick the
winners” based on broadly based objectives, such as technology, or, as in the successful
East Asian economies (we discuss the Korean case below), export orientation. If a firm is
performing well in foreign markets, this may be a relatively safe indicator that this firm is
in merit of government credit.

It seems that economic theory has no consensus about the true benefits of liberalization,
or about the roles that the state should play in financial markets. The arguments favoring
liberalization are sound, but all of them subject to qualifications or criticism. Those who
still favor a strong allocative role of the state in financial markets have to face the
argument that a real world government is very different from the textbooks benevolent
dictators, having to face all sorts of political and agency problems. There may well exist
a investment plan superior to that achieved by the market, but the ability of the
government to effectively implement this plan is questionable. The fact that this point
seems largely unresolved can only draw interest to the next section of our work, where
we look at some practical financial liberalization experiences in the developing countries.

2 - FINANCIAL LIBERALIZATION -- THE EXPERIENCE

In the late seventies and eighties, some countries in the developing world have had
particular experiences with financial liberalization. These experiences have pointed out to
the importance of sequencing and timing of the reforms. If the liberalization occurs too
fast, without the correspondent strengthening of regulation and supervision, financial
collapse may occur. Also, the experiences with liberalization have shown that
macroeconomic stability is a precondition for the financial reforms to work. A classic
example in the literature is the story of the attempt of financial liberalization in Argentina,
Chile and Uruguay in the late seventies.

2.1 - Financial Liberalization in Chile, Argentina and Uruguay in the Late
Seventies

Before the reform, all three countries were experiencing severe macroeconomic
disequilibrium, generated by distortions such as slowly adjusting exchange rates,
pervasive price controls, restrictive trade regimes, and chronic balance of payments
difficuities. During the pre-reform period, trade policies in Chile, Argentina and Uruguay
were strongly biased in favor of import substituting industrialization and against exports.
The reforms started around 1974 in Chile and Uruguay and 1976 in Argentina, The
outcome of these reforms is well known, initial success but large increase in external
indebtedness and major internal financial crisis.

The first task facing each country was to restore external balance and to control
galloping inflation. However, in the three countries, inflation remained high several years
after the contractionary policies had been announced. A second phase of the stabilization
policy was based upon a pre-announcement of the future trajectory of the exchange rate.
This instrument allowed for the control of the evolution of the prices of tradables as well
as overall inflationary expectations. In practice, the devaluation schedule was less than
the existing difference between domestic and world inflation. Soon, tradable sectors
accumulated a large loss in competitiveness.




With different timing and intensity, all three countries removed price controls, liberalized
interest rates, reduced restrictions on commodity trading and capital flows. The
sequencing of the reforms differed in each country, Uruguay rationalized its fiscal system
the most, Chile went the furthest in reducing trade barriers, and Argentina removed most
restrictions on medium term capital flows. Nevertheless, rapid deregulation of domestic
financial markets was a common feature of the reform in all three countries. The reforms
began by progressively eliminating ceilings on interest rates and reducing restrictions in
financial intermediaries. Argentina went from 100% reserve requirements and directed
credit programs to a decentralized fractional reserve system. The Chilean government
first loosened its control by allowing non bank intermediaries to operate without interest
rate controls and later removed it from commercial banks. In Uruguay, dollar deposits
were legalized and directed credit programs were dismantled.

The crisis became apparent in late 1980 in Argentina and in 1982 in Uruguay and Chile.
Uncontrolled fiscal deficits in Argentina and Uruguay and wage indexation in Chile
clashed with the tablita program, making the tendency for currency appreciation even
worse, In order to be successful, the preannouncement model had to be moderate and
short lived, to minimize foreign debt accumulation and adverse effects in the earnings of
the tradable-producing sectors. Otherwise, the tablite would be judged unsustainable.
The growing fiscal deficit, starting in Argentina in 1980 and in Uruguay in 1981
increased capital inflows and deteriorated the sustainability of the tablita, inducing capital
flight. The fiscal deficits were not a problem in Chile. However, the existence of 100%
backward wage indexation made the recovery of the real exchange rate a lengthy process
and undermine the credibility of the tablita program.

Even before the adverse external developments of the early 1980, with the deterioration
of the terms of trade and the increase on international interest rates, emerging doubts
about sustainability of the tablita were reflected in increasing private capital outflows.
Internally, the liberalization of the financial system meant that the economy was largely
exposed to dollar denominated debt, and therefore vulnerable to a devaluation of the
dollar, and to the capital outflows that occurred.

The regulatory and supervisory structures of the financial system were not compatible
with the financial liberalization. In Chile, the government refused to provide deposit
insurance and warned that would not bail out failed banks. However, when Banco
Osorno, a medium sized bank failed in 1977, the central bank rescued the depositors
completely. Thereafter, popular opinion had it that depositors no longer had to concern
themselves with their bank’s portfolios. The chains of events in Argentina and Uruguay
were similar, depositors were rescued by their governments. The high real rates of
interest observed by the end of the reforms partly reflected banks’ raising deposit interest
rates to attract new depositors to compensate for a great number of non-performing
loans. Overall, the financial systems of the three countries exposed themselves
excessively to risk, as a consequence of the lax supervisory system. This contributed
greatly to the financial collapse that followed the foreign capital outflows and domestic
currencies devaluations. Although the crisis had an important macroeconomic
component, the effects of a troublesome financial liberalization were also an important
factor.




2.2 - Financial Systems in Argentina and Uruguay -- Recent Developments

After the financial crisis in the early eighties, the financial systems in both countries faced
similar problems. Confidence in the local financial systems faltered, and there was a run
to replace domestic financial assets by dollar-denominated ones. In Argentina, the
credit/GDP ratio decreased from 35% in 1983 to 20% in 1989. Fiscal deficits were
consistently large, absorbing most of was left of domestic credit. Therefore, the private
sector suffered from a serious lack of domestic finance. In Uruguay, there was a similar
reduction in the disposability of credit for the private sector, with a reduction of 30%
between 1983 and 1990. However, differently from Argentina, financial
disintermediation did not occur in a global level. The deposits/GNP ratio increased
throughout the eighties, to 60% in 1990. This was a result of the active policies pursued
by the Central Bank, assuming defaulted credits, banks, and practicing a policy of
implicit deposit insurance. However, the domestic financial system financed mostly the
public sector. Smaller firms had particular problems to get domestic finance.

It was evident, in the early nineties, that the financial systems in both countries were in
deep need of further reforms. In Argentina, the strategy of the government was to give
incentives for a formalization of dollar denominated credit. Instead of fighting
dollarization, the government aimed at using it to increase the depth of the domestic
financial system, by allowing it to operate with dollar denominated deposits, and by
guaranteeing full convertibility of dollars into domestic currency.

This policy has been relatively successful. The amount of credit available to the domestic
financial system really increased, both in dollars and in pesos. The M3/GDP ratio grew
from 4% to 17%, not considering dollar denominated deposits. However, the
dollarization of the economy was substantial. In December/92, 45% of the total of
deposits, and 40% of total credit were denominated in dollars. This dollarization brought
some doubts about the ability of the economy to maintain the stability of the financial
system. This increase in credit was basically used to finance consumption, and
production of non-tradable goods. Most of the deposits, both in domestic and in foreign
currency, have an extremely short maturity. In August/92, the average maturity for
deposits denominated in pesos was 40 days, and 51 days for dollars. Therefore, the
shortage of investment credit for the private sector has not been solved. All these factors
still leave the Argentinean financial system extremely vulnerable to an external crisis. As
the economy is unable to generate foreign currency by itself, any decrease in the capital
flows towards the country may cause a major financial crisis, given the dollarization of
the system and the short maturity of financial assets.

The situation in Uruguay is not much different. Only 15% of total financial assets,
including M1, are denominated in pesos. In such a system, banks without government
guarantees or links with external capital had little chance of surviving. Therefore, the
domestic private financial system has virtually disappeared. All that is left are
government and foreign owned banks. The only source of medium and long run credit is
the BROU, which is a state bank autonomous from the central bank, and has the
monopoly of receiving deposits from the government and public enterprises. The BROU
is responsible for 30% of all deposits and credits in the Uruguayan economy, and aiso
has functions related to international trade and international funds.

A recent reform in the Uruguayan financial system was an attempt to reduce the
differences between the BROU and the rest of the financial system. There was an
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uniformization of criteria related to public sector deposits and accounting rules. The
general aim is to increases the rentability of the BROU as a bank. However, this can be
troublesome, as long term credit is non-existent in the rest of the Uruguayan financial
system. The transformation of the BROU in a profit-seeking bank can mean the end of
long term credit for the economy.

2.3 - Other Latin American Experiences -- Colombia and Mexico
2.3.1 - Colombia

The Colombian financial system also went through a crisis in the beginning of the
eighties. At that time, the regulatory structure of the financial system was inadequate,
leading to poor risk management and concession of credit that had a high probability of
not being repaid. With the economic recession, and a reduction in capital flows to the
developing world, the Colombian financial system became distressed. In 1985, the
percentage of loans with high probability of default reached 25%.

Throughout the eighties, the regulatory structure of the system was much improved.
New criteria of risk classification, with corresponding standards of capital adequacy and
new accounting rules were established by the government. The government also needed
to act more directly in the system, assuming debts and capitalizing institutions. Nearly
50% of the financial institutions went into direct government control.

These measures were quite effective, and the financial system managed to recover its
solvency and rentability. However, by the end of the eighties, some important problems
remained to be tackled. The Colombian economy still had a relatively low financial
depth: private sector financial assets in 1990 accounted for 38% of GDP. The public
sector was heavily dependent on foreign finance. The domestic financial system was
effective only in financing short-term operations. Even the financial institution that would
theoretically be responsible for long term finance of the private sector ( the
“corporaciones financieras™) directed only 5% of its assets to investment financing. Long
term credit in the Colombian economy came basically from foreign finance, or from
Central Bank resources.

In 1990, a broad liberalization program for the financial system started being pursued. It
included:

- privatization of financial institutions, in an attempt to reduce the relatively high
participation of the public sector in the financial system (around 50% of all operations), a
result of the nationalizations that occurred during the eighties;

- a liberalization of exchange markets, but avoiding a dollarization of domestic financial
operations;

- a deregulation of the financial system, aiming at decreasing its segmentation. Each type
of financial institution is still limited to a specific group of operations (for an example,
commercial banks are prohibited from making equity investment). However, with the
new laws, they can invest in branches of financial institutions that operate in areas
restricted to them, Another important change was a flexibilization of entrance and fusion
norms, and an elimination of restrictions to foreign investment in the financial sector.




However, some direct interventionism in the financial system has remained. Since 1993,
a new law allows the Finance Ministery to fix maximum individual credit limits, and to
impose a percentage of credit that must go to priority sectors. There is also a fund to
finance agriculture (the Finagro), directing 7% of the deposits in banks and
Corporaciones Financieras to this activity.

It is still early to evaluate the impact of these measures in the Colombian financial
system. However, some problems clearly remain. The country is still relatively
underbanked (in 1993, the M2/GNP ratio was only 17%, lower than the 23,8% average
of developing countries). The branching system mentioned above duplicated
administration and operation costs for the financial institutions. On the other hand there
still are some areas of financial operations where there is little competition, allowed by
the law. As in all countries above, investment financing is still an important problem. The
Corporaciones Financieras tend to concentrate their operations to companies over which
they have some corporate control.

2.3.2 - Mexico

The Mexican financial system went also through a reform in the late eighties, with
liberalizing tendencies. Many commercial banks were privatized, and the creation of
universal banks was stimulated. The financial system was opened to US and Canadian
banks, in a gradual way. These banks are still subject to market share quotas and
participation through subsidiaries subject to capital requirements. However, these quotas
and requirements are scheduled to decrease with time. Meanwhile, the regulatory and
supervisory structures were strengthened. Accounting rules were adapted to international
standards, and form 1993 banks were required to grade at least 90% of their loan
portfolio with respect to default risk, and to provide loan loss reserves for those.

An important part of the Mexican reforms was a redefinition in the role of the Nafin, the
most important state development bank in Mexico. Before 1989, the main role of the
Nafin was to finance public investment. In 1989, the Government decided that the Nafin
would start giving priority to finance small and medium corporations. In 1991, 52% of
the resources were directed to these corporations.

One of the main problems of the financial strategy of the Mexican economy is the heavy
reliance of the Nafin on multilateral credit agencies as source of funding for its
operations. In 1990, 83% of the funding came from such agencies. This implies in a
relative rigidity in the loan operations of the Nafin, and in an excessive reliance on
foreign finance in the economy. This was evident in the recent financial crisis in Mexico.

Although it is still early to fully evaluate the impact of the Mexican reforms, it seems
clear it is necessary that the financial system gains access to more stable sources of long
term resources, and that the economy relies less heavily on foreign finance overall.

2.4 - South Korea -- A Successful Liberalization

An example of a financial liberalization that had greater success is the case of Korea. As
in most developing countries, Korea’s banking system was used as a tool to promote
industrialization in the 60’s and 70’s. There were ceilings on interest rates, with these
ceilings being lower for preferential loans. The priority sectors (export, heavy chemical
and large industries) had also preferential access to banking credit. Non-banking financial
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institutions (NBFI) were comparatively less regulated. Since the mid 70’s, the
government relaxed restrictions on entry of NBFIs , and their interest rate ceilings were
comparatively higher than ceilings on the banking sector. Korea’s financial system also
comprised an active informal credit market (curb market), which operated in a
competitive way, and accounted for a large part of the credit to the sectors of the
economy which were considered non-priority sectors. However, after the loosening of
restrictions on NBFI’s, these started to take the place of the curb market in the financial
system, although the informal market has remained active throughout the 70’s.

After a period of very high growth in the 60’s and 70’s, GDP growth slowed in the
period 1975/80, and was actually negative in 1980. Inflation was also increasing, and so
was the external indebtedness of the economy. This situation triggered a series of
reforms in the 80’s, which included currency devaluation, tight monetary policy,
contractionary fiscal policy, strict wage guidelines, liberalization of international trade
and a liberalization of financial markets. However, this liberalization proceeded in a much
more gradual manner than in the southern cone countrtes. This gradualism reflected the
concern that a too rapid liberalization could raise interest rates too much and damage the
highly leveraged industrial sector. Therefore, the policy makers chose to start the
liberalization by the non-banking financial sector, which was already less regulated, and
proceed slowly with the highly regulated banking sector, which was responsible for the
credit to the priority sectors,

The reforms included measures to promote competition in the financial sector, such as
privatization of commercial banks and entry of new institutions, including foreign ones.
As mentioned before, the liberalization started with the non-banking sector. Their
interest rates and asset management were further deregulated, and entry barriers were
relaxed. They were also allowed to deal with a greater range of financial services.

In the banking sector, reforms were slower and more limited. Adjustment of interest rate
ceilings by the government became more responsive to inflation. Various preferential
loans were abolished in 1982, although some government subsidized loans remained.
Also in 1982, credit ceilings on nationwide commercial banks were discontinued. Also in
1982, the interest rate differential between general and preferential rates that remained
was reduced. In 1984, loan interest rate ceilings were replaced by an allowed range for
interest rates, varying from 1,5% to 3%. In 1988, rates on most loans and other types of
financial instruments (with the exception of government subsidized loans which
remained) were totally free of control. As a result, in 1990, approximately 80% of bank
loans and 20% of bank deposits had already been liberalized. However, in practice, the
Korean government still pursues an active (but indirect) policy to avoid that interest rates
rise too much, through policies such as influencing the appointment of officers at
commercial banks. Keeping down the costs of capital is an explicit aim for Korean policy
makers. They have also stimulated the functional efficiency of the financial system,
making barriers to entry less active, and fostering the development of universal banking.

The main direct interference in credit allocation nowadays in Korea is aimed at favoring
small and medium industries. Every financial institution is required to set aside a certain
portion of their loans to those industries. The government also supports research and
development (R&D), through tax breaks and direct finance of joint ventures between
business and government. Targeted industries still receive credit with below market
interest rate, if not the superpreferential rates that were prevalent in the past.
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Another important change in financial policy in the 80’s was an attempt to foster the
development of capital markets. In 1981, stock trust funds for foreign investors were
allowed for the first time in Korea. These funds became increasingly popular in the 80’s,
being supported by the World Bank and by the Asian Development Bank, who
sometimes participate directly as underwriters. In order to increase the supply of stocks
at the local stock market, big companies were prevented of borrowing from abroad, and
ceilings on the debt/equity ratios of companies were established. The government also
pursued policies to stimulate the demand side of the stock market. Government
guarantees of corporate bonds, introduced in 1972, have continued. Measures were
taken to reduce insider trading and improve disclosure. Tax breaks were provided, and
investment trusts for foreigners were opened. NBFIs were allowed to hold securities in
their portfolio, in an attempt to increase the importance of institutional investment in the
stock market. Finally, the government allowed 5% of the issues of stock or debentures
by firms to be offered to employees at par, rather than market value.

Throughout the process of liberalization, there was also increasing concern with the
supervision and regulation of the banking system. As an example, in 1987, Korean
authorities revised minimum capital adequacy standards, to cope with technological
changes in banking,

Tight controls of the inflow and outflow of capital still remain, specially for speculative
funds. Securities companies need special permission to operate in Korea, and so need
Korean companies to operate abroad,

In general, the Korean liberalization can be characterized as having been a gradual,
controlled, and by no means complete liberalization. Government intervention in the
banks’credit allocation remains, although the pattern of intervention has changed
somewhat. Financial policy is still designed in the context of an active industrial policy,
despite the fact that the priority sectors are not the same of the 60’s and 70’s. Interest
rates and capital flows are still somewhat controlled, although some liberalization has
occurred. Korean financial policy is a good example of an active economic policy that
constantly remodels institutions and laws in order to suit changes in the external and
domestic economic environments.

The financial reforms, unlike those made in Latin America, were rather successful.
Financial intermediation in the formal sector grew sharply, with the less regulated NBFIs
growing more than the more regulated banking sector. The size of the capital market
also increased rapidly. The numbers of companies listed and of shares traded increased to
such an extent that on the late 80’s indirect finance was already less important than direct
one in the country, indicating a shift from bank credit to equity financing. The structure
of interest rates became more uniform, with a narrowing in interest differentials between
curb and formal markets, between NBFIs and the banking sector, and between maximum
loan rates and rates charged of the priority sectors. However, the interest rate structure
remained closely controlled. The performance of Korea’s financial markets was aided by,
and contributed to, this country macroeconomic performance, with Jower inflation and
higher rates of GDP growth than in Latin America. Lower inflation meant that interest
rates remained positive throughout the period, despite the persistence of controls. With
all that, Korea was successful at replacing the declining amount of foreign finance in the
eighties with domestic finance.
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The compared experiences of Latin America and Korea call attention to some important
issues in financial reform, First of all, it is very difficult to proceed with financial reforms
with serious macroeconomic imbalances persisting in the economy, such as high inflation,
large budget deficits, and balance of payments problems. Also, the liberalization process
must be a gradual, controlled one, with special attention to regulation and supervision
and to the possibility of financial collapses. Removal of foreign exchange controls can
only be made gradually, as excessive entry of volatile capital can be destabilizing, and
may lead to major financial crisis. Last, but not least, a special remark must be made
about the role of the state intervention in financial markets. Even in a minimalist model,
prudential supervision and lender-of-last-resort are essential activities of the policy-
makers. However, the Korean experience suggests that there may be more to the
equation than this minimalist role. The Korean government never abandoned completely
direct intervention in the credit market, including directed credit flows and interest rate
controls. This intervention was not inconsistent with the financial deepening that
occurred in the 80’s.

The permanence of direct government intervention in financial markets is not exclusively
a developing country phenomenon. Even in the United States, 25% of all loans to
individuals and firms are made with federal guarantees, or are intermediated by lending
agencies of the government. The experience of Japan, however, is a clearer example of
direct government intervention in financial markets.

2.5 - Long Term Credit in Japan

In Japan, there is an explicit government program to support long term investment. This
program aims at providing stable credit of long term maturity, and at privileged interest
rates, to sectors of the economy considered priority sectors. The main institution
involved in this program is the Japan Development Bank (JAB). The JDB is an important
source of finance to sectors which demand large amounts of finance, and of longer
maturation, such as the chemical, electronic, siderurgic and transport sectors. Among the
priority areas in the late eighties, were R&D), information related industries, and direct
foreign investment in Japan.

The JDB has very favorable conditions for the funding of these credits. The resources
come from government loans, with 15 years maturation, and average interest of 6,6% a
year. These government loans, in their turn, are vinculated to an annual fiscal program of
investment and credit. In 1991, this program had a total of 270 billion dollars to invest in
government banks (such as the JDB), and other public investments. 78% of these
resources came from the Trust Fund Bureau, that is responsible for the administration of
the fiscal program of investment and credit (17% of the funding of the fiscal program
came from postal life insurance). This Bureau receives resources from two main sources,
the postal savings system, and the social security system. In 1991, 56% of the resources
came from postal savings, and 32% from the security system.

This seems a bit complicated. However, we can summarize that by saying that the JDB
finances long term investment in priority sectors using funding that comes form postal
savings, postal life insurance, and the official social security system. All these sources of
finance share the characteristic of being stable, long term sources of finance. The postal
savings system is huge. It accounts for 40% of deposits in commercial banks. Besides the
capillarity of the postal system, other advantages of postal savings for the individuals are
tax breaks provided by the government.
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It is clear that the Japanese government acts directly to support long term investment,
both directing savings to priority sectors, and guaranteeing that there are sources of long
term savings in the economy.

3 - CONCLUSIONS

The experiences of Korea and Japan, and the shortcomings of financial markets in Latin
America, specially concerning long term finance, seems to cast doubt on the argument
that government intervention in financial markets is always inefficient. There seems to be
a gap between the literature concerning the role of the state in financial markets and the
actual policy experiences of a large number of countries. Despite the fact that many
developing countries engaged in financial reforms that included some liberalization of
financial markets, some direct government intervention remained in many of them. This
is specially true in South Korea, that must be seen as one of the most successful
developing countries. On the other hand, the most radically liberalizing reforms, such as
those in Chile and Argentina in the late seventies, were by large not successful.

Despite this, the main part of the theoretical literature continues to talk about the
potential benefits of policies such as the decontrol of interest rates, the abandonment of
programs that direct credit to priority sectors, and others. In Section 1, we discussed
many qualifications to the main argument of the liberalizing literature, that financial
liberalization would increase savings, and improve the quality of investment in financially
repressed economies. However, it is clear from the literature that the economic
mainstream is very critical of intervention of the state in financial markets other than
regulating and supervising the system.

Nowhere in the literature is this distance between policy and doctrine captured better
than in a statement made by Yung Chul Park, president of the Korea Institute of Finance,
following a presentation by Joseph Stiglitz at the World Bank Annual Conference on
Development Economics, 1993:

“Many policymakers in Korea, as well as those who have long been uncomfortable with
liberal finance doctrine, will be relieved by Prof. Stiglitz support for repressive financial
policies. Almost every financial activity in Korea, including access to the banking sector,
the determination of interest rates, and the allocation of credit, have been heavily
regulated by the government. Financial experts and international organization have
argued that unless Korea’s financial markets were substantially deregulated and opened
to competition, the economy would crumble under the accumulated inefficiencies of the
financial sector. Korea’s economic performance for at least the past two decades,
however, suggests that this argument is suspect, although it is possible that economic
growth could have been higher under a more deregulated financial regime.”

It would be too tentative to directly relate the recent economic success of Japan, Korea,
and other contries to an wise discretionary intervention in financial markets. However,
both the theoretical and the empirical evidences are also not enough to give strong
support to the most radical arguments favoring extensive financial liberalization. The
optimal shape of financial markets, and the degree of government intervention that
should exist in them, are still questions without simple answers.
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