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Introduction 

mrtlugh a comparative lens, this book etiplains vvhy the transition to fi- 
nancial liberalization. begiming in the 1980s was accompanied by eco- 
nomic crisis and declining growth rates in, countries such as Mexico, 
whereas the same policy was associated with high growth rates and a rel- 
atively more equitable distribution of income in other countries such as 
South Korea and Hong Kong. It ary;ues that the finaxial liberalization 
process can and should be understood as a strategic interaction between 
two sets of actors: private financjers and state officials, Atkmtion to these 
actms' interaction helps exglajn disparate results from seemingly sirnilar 
poiicies within differea developing economies. 

Nlfiotrgh there is strong evida~ce that a well-functioning financial sys- 
tem can promote long-term. economic growth, there has been no consen- 
sus m m g  politicat scientists or ecmornists as to how fi-nancial liberal- 
izdion affects economic performance durjng the transition.1 Because the 
timing and nature of financial liberalization differs considerably from 
case to case, it is often difficult to determine M;hether poor ecmomic per- 
formance resulted from the fact that the country liberalized at all or 
whether it resulted. from a sub-optimal reform path. This book will argue, 
in fact, that the timing and duration of the liberalization process has fre- 
qraently been a more important dentent Merentiatjng the performance 
of newly ixrdustrializing countries than iinancial liberalization itself. 
The observation that most developing country hanciai systems have 

follocved simiiar developmental pdterns has provided the motivation for 
the comparative malysis presented here. As countries become richer, the 
role of the state in allocating credit becomes less hnportant and pri\late 
banks become morc impctrtant. Later in the developmetnt process, stock 
markets and other non-bank financial institutions flourish ixr relation to 
private banks.W~is later phase, however, di$ not occur in several ad- 
vanced industrial countries, notably Germany, France, and Japan, where 
their respective financial systems appear to have remained bank-led.Vet 
these developed country examples make even mom clear the develop- 
metnt path that ncwly indiustrializing nations share in eommnn; that be- 
cause of market size and external pressure, first state-led finance and 



then bank-led finance have given way to equity markets, and financial 
liberalization has become the norm. 7%le Mexican peso crisis of 199.2 and 
the Asian financid crisis of 1947 are prirne exarnplcs of banbled fhancial 
structms giVi"g w q  to equity markets. 

It is prltcisely because most newly etevelophg countries follow a sirrti- 
lar pattern of transitional phases from state-led finmce to bank-led fi- 
nance to market-based finance that the diflermces in context, timing, 
and duration of those transitions become critical to our understanding 
of Che relationship between liberabation and econornic performance. 
That is, '"tlhe order and speed with which government controls are de- 
creased, markets liberalized, and pwdentiai ~gulations intmduced re- 
main vital issues, even .Crhough most countries are striving to build mar- 
ket-oriented rather than government-controlled financial systems. "4 

Even more important &an the timing and nature of financiai liberaliza- 
tion policjes themelves is Che political context, reflecting the interests 
and influence of key market actors, that gives rise to such reforms. Be- 
cause even if it is a g ~ e d  that a certain sequence is economically optimat, 
the practical implementation of s~lch a sequernce =quires a s~tpportive 
political climate. For example, in cases where corruption is rampant, as 
with crony capitalism, the sequence of liberalization is unlikely to mat- 
ter because the quality ol leadership during transi,tional phases is critical 
for ecmomic performance. 

No case underscores this pattern of financial system transition more 
vividly than Mexico. Both its transition from state- to bank-dominated 
finance, and. its subsequent transition to market-led finance, have be- 
come the focus of worldwide attention. Mexico" 11982 announcement 
that it could no longer make interest payments on. its large foreign debt 
not only sipafed that the era of state-led finance was over in that c m -  
try; it marked the beghn i~~g  of a prolonged md painful debt crisis in 
the developing world. FoUowing the onset of the crisis, Mexi,co adopted 
a fhancial reform package for which the international financial com- 
munity heralded it as a model debtor. Mexico had set the standard for 
developing conntry financial politics, first though the severity of its 
crisis, and then through the widespread acceptance of its rccovery plan. 
:In a sense, Mexico not only began the debt crisis, it also began the finan- 
cial liberahation trend. With the 19% peso crisis, Mexico found itself at 
the center of develloping country financial politics once again. This later 
crisis, as with ifs predecesq reflected a major shift in fi~~ancial system 
structure, this time from bank-leadership to equity- and currel-rcy mar- 
ket-orientation. AIthough the 1994 peso crisis gave rise to a much 
milder and more limited cmtagion effect, it t-ufned out to be the first of 
a n w b e r  of developing coul-rtry cllrrency crises (mostly in Asia) that 
seemed to exhibit similar characteristics. Prior to most of the crises, cur- 



rent account deficits widened, external liabilities rose dramatically (es- 
pecially short-term liilbilities), and most curmncies gave way to specu- 
lative attacks as monetary authorities depleted foreign excbnge re- 
serves.' Another striking common feature has been the way in which 
these crises have exposed the weaknesses of domestic banking systems. 
Yet most of these counlrics have cont.in.ued to adopt structural reforms 
aimed at strengthening the role of market forces, despite the devastat- 
ing crises that accompanied increasing capital mobility Together these 
common characteristics seem to point to an underlying shift in the 
structure of developing market financial systems from bank leadership 
to market leader*. 

Some recent scholarship on fi~zancial system trmsition has suggested 
that "klach country has political, economic, sociological, legal, and insti- 
tutional conditions that are unique to it, all of which will influence its de- 
velopment approach:" While this may be true, the cases presented here 
suggest that there are patterns of political and institutional change that 
can help explain similarities and differences across financial liberaliza- 
tion experiences, The comparative analyses Chat follocv center aromd 
Mexico because its trmsitimlal phases demonstrate the central and recur- 
ring &ernes most vital to an understanding of fh~ancid market politics in 
newly hdustrializing countries" For example, Mexico" experience sug- 
gests that state autonomy and capaciy may be necessary ingredients for 
successful reform as well as for the operaticm of a state-led flnanciaf sys- 
tem. Hers state autonomy is taken to mean insula.t.inn not necessarily 
fPom the popular sector but from powerful domestic financial interests. 
Defined in this way state autonomy seems to be an important indicator 
of financiai, sector performance, because it prontotes good leadership in 
the form, of prudenli.al regullation and tirnely rcsponse to potential, finan- 
cial crisis. Mexico also highlights the potmtial costs ol financial system 
concentration and the wedding of financial and indu&ria,:l capital. FhalIy, 
Mexico demonstrates that in the absence oi cllear and predictable policy 
leadership of the fillancial system, economic growth and stabitity will 
suffer. 

This book not mly demonstrates that the timkg and duration of the 
liberalization process is a mom important: elcmcmt differentiating the per- 
f o r m c c  of nccvly industrializing cot~ntries ratbcr than financial Ijberal- 
ization itself, it takes the analysis a, step further by attempting to explain 
the ecommic and political prtrconditicms that put a country ir.1 the posi- 
tion to choose a reasmable reform path. Financial policy results fmm the 
strategic interaction between state and domestic market elites within the 
context of a given financiat market structurr. This interaction ultimately 
determines the impact of global market forces on. the domestic economy 
and its ability to weather financial crises, 



Empirical Puzzles 

Few topics have captured the amlntim of pobtjcal scient.ists and econo- 
mists as much as the transition from state-interventionism to liberal mar- 
ket policies, especially when that transition concerns financial markets.. 
M i l e  Ihe financial liberalization litclrahare varies cvidely with respect to 
approach, ccrtah empirical questions have remained the focus of lively 
debatre: What are the economic welfare consequences of financial liberal- 
izdion? How dn newly merging Hnancial marltets differ from m r e  es- 
tablished ones? Do financial-iYz.dustrial cmglornerates play similar roles 
across developi~~g country cases, or acrms developed a d  develcrping 
country cases? What accounts for the incredibly high percentage of 
newly industrialized corntries (NICs) that underwent fhancial liberal- 
ization begk~ing  in the 1980~7 These wst ions will be addressed in the 
context of severaI colnpnrative case studies that focus on financial poli- 
tics in. newly industrialized countries, 

Is Finarzciill Libemlizatiun a G o d  ThiEcq car a Bad ThiEcq? 

De~elopment economists have focused a p a t  deal of attention on the is- 
sue of fhmcial Liberdization. Their privnary concern has generally been 
with the analysis of financial liberalization as a policy tool. The struc- 
turalists argue that financial liberalization has had ill effects on develop- 
ing economies, whereas the moneta,ri.sts cou~nter that Hnancial Ijberaliza- 
tion is the only viable answer to develophg countritzskwoes in the long 
run.7 Their basic position is that any move toward freer markets and 
away k m  government intervention is likely to hcrease efficiency, be- 
cause market signds are bound to lead to better investment decisions 
&an state credit allocation, The stmcbralists, on the other hand, contend 
that: government jntervcMiorn may be efficielnt hvilhin certain parameters, 
and that given pre-exis ting and r e m h h g  market failures, f jnancial fib- 
eralization will not necessarily be Pawto-imprwing. The theory of sec- 
ond best, still based m neclclassical assumptions about nnarket efBciency, 
is one mani.festation of structuralist thought. Tl~is theory argues that a 
move from an interventionist to a h e  market policy will always be effi- 
cient if there are no pre-exjstin& market failures, However, it does not fob 
low that in an already fiawed market removal of state intervention will 
move the economy toward the desired efficient outcome. McK 
rclselnting the monetarist position, argued originally for total and rapid fi- 
nancial, Eberalization despite the existence of Raws in other related mar- 
kets. But Diaz-Alejandro showed for the Chilean case that. the attempt at 
liberalhation in the 1,970s failed to incrclase savings in spite of the astro- 
nomically high hterest rates that prevailed as a rt.sult.Vn light of this 



and other similar episodes, a large literatuse on the sequencing of eco- 
nomic reforms has emerged.9 Even Mc on has retreated somewhat, 
arguing that liberalization shodd proce re gradually, and that trade 
liberalization t;hou%dt precede financiaX liberalization,l(~ 

There are also those wl-ro argue that fhance should sirnply not he tiber- 
alized due to Che il?lherently &stabilizing mture of finmeal flows. 
Keynes and. White, the architects of Bretton Woods, negotiated the treaty 
based m the belief that open trade depended cm ccnantries' abilities to 
control financial Slows and maintain exchange rate stability C)st the other 
hand, increasjng capital mobility in the 19SOs and 1970s made it very dif- 
ficult to maintain the Bretton Woods adjustable-peg exchange rate mech- 
anisms, cvhjch increashgly c m  under attack by currency speculators 
attracted. by the one-way options, In light of the relative ineffectkcness of 
capital controls, both to stop wasim and to discoufage disruptive capital 
flows, many economists dispute that there even exi,sts a ftlndamental 
trade-off between liberal finance and lilberal kternational. trade.11 

In his 1996  view of financial titmature, Cnhm posed the v e s t i m  of 
whether we are better off with market-determind fkance or whether we 
simplp have no choice. At the macro level, liberalizing financial flows 
makes it difficult for gwernments to achieve exthange rate stability 
while maintaining natio~~al pdicy autonomy. That is, if: we talte capital 
mobility as a given, governments that wish to target exchange rate stabil- 
ity will have to deal with a loss of policymaking autonomy in the domes- 
tic sphere. However, Clohem pohts out that this loss is only really a loss if 
policy instmments ( m e y  supply and gover ent budget) can be as- 
sumed to have a genuine influence on "real" ecommic variables like in- 
fiali.nn and unemploymnt, whieh he believes is not the ease.1" 

While there contimes to be a beatthy debate about the speed and ex- 
tent to which governments should liberalize external capital flows and 
attempt to maintain exchange rate stabigty, &ere does tend to be cvidt- 
spread agreement that as international capital mobility increases, the 
costs of pursrting capital anci exchange rate controls also increases.1" 
Goodman and Paufy have argued that global financial structures affwt 
the dynamics of national. policymaking hy changing m d  privileging the 
interests and actions of certain types of firms. Once these interests be- 
come elnbedded in poky, it later becomes very difficult to move back to- 
ward, more reskictive finmcial policies,l"his exylmation rings true as a 
way of understanding the path toward increasing liberalization of fi- 
nance in the vast miIjority of industrid and industrialjzing counkies. Yet 
it neglects to consider the role of domestic financial stmctures in addition 
to international financial stmctures, 

In fact, while most of these debates over the causes and consequences 
of financial liberdization have contributed significantly to the undtr- 



standing of financial liberdization policies, they fall short in, two im- 
portmt ways. First, scholars l-tave not paid enough attention to the con- 
centration and centsa%ization proeess, which in most late developing 
countries has resulted from a conscious state effort to promte  the 
gnrwth of a powerful oligopdistic fiz-tancial sector that codd serve as a 
channel for state-dirccted credit poticies." Undcr this type of financial 
structure, the short-run (which can last several years) costs of fiberaliz- 
ing can be significant. Second, only recently have analysts beglan to fo- 
cus on political context rather than on the advantages and clisadvan- 
t q e s  of financial liberalization in a vacuum.16 bgardless of the overall 
welfare effects of fiz-tancial liberalization, it ccrnstitutes a political deci- 
sion frm kvhich some scctors stand to gain and some stand to lose. 
Goodman and Pauly explain the emergence of financial liberatizatim in 
advanced industrial countries as precisely this kind of political deci- 
sion. The approach taken here has its roots in the political econmy of 
liberalization literature pioneered by Haggard., Lee, and Maxfield, fo- 
cuses on newfy industrializing countries, and is premised on the idea 
that even the welfare effects of financial liberalization which concern 
ecmomjsts cannot be understood without scrutinizing the process by 
which such policies corn about.17 

My analysis is based on the notion that finansid Iit?eralization com- 
bined with the appropriate incentive structures, such as a competitive 
domestic financial market and prudential regdation, will improve eco- 
nomic welfare m d  promote long-run growth. On the other hmd, partial 
liberalization corrrbined with crony capitalism, financial-industrial-con- 
glowrate domination of the financial sector, and poor ~gulatcrry over- 
sight .of banking practices, can lead to financial crises kvith often devastat- 
ing ramifications for the real economy as well, This study will atteznpt to 
explain the trend tokvard financial liberalization and anatyze its conse- 
quellces u ~ ~ d e r  various political and ecmomic conditions. 

Zysmads semhd w r k ,  Gouervrmtrzts, Markets, a ~ d  Gmwth, epitomizes 
the financial policy literaturn. He examines the politics of fh-tmcial policy 
m d  its relationship to industrial policy in advanced industrial comtries. 
Employing a domestic structurtls model of in.dustrial adjustment and 
growth, he sqgests ". . . t-t-tat the form of policymaking affects the pur- 
poses pursued; structure affects not only outcome but dso the goals 
themselves,"lUn I,ysman"s analysis, a country" institutional financial 
structure helps deternine its industrial adjustment and growth process. 
His typology places colmtries in m e  of three groups: those with capitd- 
based fhancial markets, where the industrial adjustment pmcess is com- 



pany led, t h s e  with credit-based financial markets where the industrial 
adustment process is bank-led, a d  those with credit-based fhancial 
make& where the hdzastriai adjustment process is state-led. According 
to Zysman, the United States most closely fits into the first group, France 
and Germany the second, and Japan the third. His analysis implies that a 
credit-based, state-dominated financial structure is most conducive to 
econmic growth and successful industrid adjustment precisely because 
it allows the state to cmtrol sector-specik investment and hence guide 
the industrial adjustment process. 

While this book employs Zysman's institutional framework as a 
starting point, it is explicitly critical of several of his assumptions. E'irst, 
he puts forth what appears to be a generally applicable model, of finan- 
cial politics based on advanced developed country cases alone, Here 
Zysman is in good company with Gerschenkron, Kdtzenstein, Henning, 
and others, but their laek of at.tent.ion to developing coul-rtries consti- 
tutes a significant omission, especially h light of the growing fhancial 
liberalization trend among newly industrializing economies.1"ys- 
man" analysis, in particular, presents two major problems if one 
wishes to wderstand the politics of fi~tance in developing economies, 
First, his market-based category assumes a cornpetithe markt  struc- 
ture. Yet, almost without exception, Latin American fhancial markets 
are characterized by a significant degree of oligopolization. Thus, in m- 
altered form, the market-based category is not applia"ble to any Latin 
American cases. Second, by a d w e d  industrial standards, nearly all 
LDCs exhibit the characteristics of credit-based systems because of the 
relative underdevelopment of securities markets. However, the scope of 
government invohemnt and control over credit allocation on a sectm- 
specific basis varies substantially a m o q  developing economies, This 
variation needs to be examined in detail. Lastly, While the context of fi- 
nancial structure constitutes a necessary starting point for analyzing 
the potential success of economic policy (as Zysman suggests), the suc- 
cessful implennentation of financial policy, orthodox or heterodox, also 
dqends  heavily on pot-itical context. Merf-? &ere exists a high degree 
of state autonomp state-led. finance can be growth-promoting. Con- 
versely, declilling state autonomy under conditions of financial market 
concentration and centralization constitutes a formula for economic cri- 
sis and stagnation. Despite Zysman" neglect of develsping country ex- 
periences, the follolving analysis suggests that financiai structurt. mod- 
els based on industriaiized country experiences, suitably adapted, can 
lead to a better understanding of the policy trends among developing 
countries. Tbis book is premised, fn part, on the idea that if one were to 
apply Zysman" framework to the Mexican case in an unaltered form, it 
would lead to certain false conclusions. 



WItat Are the Coltseqrae~ces of t"V~?ddi?.g B e f w e e ~  Finance and Industy? 

m e  example of such false cmclusions is that Zysman's analysis of the 
German case suggests that the wed.ding of financial and industrial capi- 
tal as well as the concentration of finance leads to a policymaking cmtext 
cmducive to long-term economic growth. Heming also examines the re- 
lationship between banks and industry, in Germany, Japan, France, the 
U.S., and Britain, and suggests that when industr), and banks have close 
ties, the policy pattern .crhat results is a competitio~~-co~~seiot~s, stability- 
oriented external monetary policy that discourages the international use 
of the domestic currency.20 Taking into consideration only advanced in- 
dustrial countries, as Zysman and Henning have done, the evidence 
seems to suggest that the wedding of fhance and industry may actually 
promote bng-tern grow&. Yet, the Mexican case fails to bear out this hy- 
pothesis because of the lack of competition m o n g  Mexican banks as 
compared with German banks, m d  the historical Iack of state policymak- 
ing c~dibility on the part of the Mexican monetary authorities as com- 
pared with their German counterparts. 

Whereas these differences stem, in part, from Germany's status as an 
industrialized country as compared With Mexico" NNIC status, for the 
most part, they can be expained as a result of the divergent policymak- 
ing histories of the two countries. The case of South Korea, bowever, 
where the concentration of fh~ancc; did not lead to the s m e  problems as 
it did in Mexico (at least until the f,990s), suggests that developing coun- 
try characteristics c ot be the sole explanation for divergent economic 
perhrmance. In order to capme this variation between cases, this book 
inlroduces dynantim into the analysis by eadogenizing thc strudural 
variable, The politics of financial policy literature tends to fall into the in- 
stitutionalist trap of treating structure as immutable. By viewing struc- 
ture instead as constituted through action, this book investigates how 
agents througfn their actions constitute stmctures and structures in turn 
limit or m l d  the actions of agents." For cxample, a comparison between 
Mexico and Korea suggests that the underlying structure of the Korean 
financial system dld not shift from state-led, to bank-led despite the intm- 
ductim of financial liberalization pdicies, whrreas the structural shift 
from state- to bank-led finance preceded the adoption of financial Weral- 
ization in Mexico, 

Why PZre So MREY NiCs Liberalizing Tjleir Financinl Illnrkets? 

Much of the poli.tics of financial poiicy literature explains the relative 
openness of monetary and financial policy as a result of internat.iona1 
forces, For example, FIclleines crcdits the recent worldwide trend toward. 



financial liberalization to the ascendence of international capital.2"~ ar- 
gue"hat bankers and financiers have become all-powerful with the in- 
creasccf rnObility of international financial capital, the erosion of domestic 
financial regulatory structures, the increased vohme of short-term capi- 
tal in internationd financial markets, and ultixnately with the loss of 
macsoeconomic policy soverczigny implied by these phcnomcna. 

Some scholars have attempted a combination of intcmationaljst and 
domestic approrxches to explain financial policy crpemes. For example, 
Maxfield argues for the Mexican case that cross-nati.onal variat.ion i,n pol- 
icy pattcms explains th differing hpact  of international hmc ia l  inte- 
gration on the domestic economy, and that macroeconcrmic poky  pat- 
terns are s h p e d  by domestic policy alliances. 1301icy alliances, in 
Maxfielld"~ analysis, are the domstic structures that determine policy 
and ultimately determine the extent of a corntry% vulnerability vis-8-vis 
the international economy. Wi le  the structure of policy alliances do not 
really change over tirne, the relative power of one alliance over another is 
dekrmined by international capital market cmditions, so that ultimately 
the policy outcomes h the Mexicm case are still determined by interna- 
tional variables. 

Maxfield's work, as well as other domestic structures arguments, came 
about in part as a reaction to dcpendemcy models of developing 
economies, which offer an inevitabw pessimistic view of development. 
All peripheraf countries, because of their position in the internationat 
systern, are doomed to remain underdeveloped. Thus, depe~ndency can- 
not expIah cases of dependent development: NfCs such as Brazil, Mex- 
ico, Korea, or Taiwan, mrough modeling an interactive relationship be- 
tween the i~nternational ecmornic system asld dnmest.ic structures, 
Maxfield. accounts for significant variation among developing counky 
cases while still being able to speak to fie concerns of depmdent devcl- 
opment. Fwthermore, this emerging scholaxs%ljp has transcencfed si.mple 
state- or society-based theorks by hcorporating cmss-cutting alliances 
into the analysis. Both of these innovatiolls represent signiEicant irn- 
prsvernents over pre-existing models of economic policymaking in de- 
veloping countries. 

Yet the domestic stmctures approach shares an important hawback 
with the literature that preceded it. For example, Maxficld's domestk 
policy coalitions do not change over time, they simply react to different 
external cmditions. ?his means that, as with dependency theory, domes- 
tic struclttlre/internai:ionalist schnlarship tends to over-emphasize the 
role of the in.ternationd economy in the determination of developing 
countriesVdomestic policy choices. 'This book employs a combination of a 
domslic structures and a sectoral interest-based argumemt, not to sup- 
plant internationalist models, but to fill a void left by their predorrri- 



nance. Additionally, this type of application can lead to new insights 
about financial ~gulaticm, especially under conditions of market ccmcen- 
tration. 

This book rejects the notion that the global trend towasd financial liber- 
alization m o n g  newly industrializiw countries stems from international 
prcssure alone. Whiie there is no qztesti01.l Chat the internationalization of 
capital and international political pressures have given great impetus to 
the fhancial liberalization trend worldwide, the focus on irrrternational 
variables fails to explain the various and different economic conse- 
quences of liberalization experiences. The inwstigation of financial liber- 
alization experiences pmvided in this bmk will not only account for the 
incredible variation in tirning and scope of liberalization, it will also take 
account of the similar trajectory of fhancial market structurali shifts in 
newly developed countries." 24 

Approaches 

As the precedhg discussion suggests, the approach taken to the question 
of how econumic policy comes Labout can determine the explanatory 
value of an analysis. The following discussion, organized according to 
levels of analysis (state, society and hternatianal), underscores both the 
intellectual foundations and the theoretical contributions of the approach 
taken here. 

The Sln tis t Approach 

Statists or state-cerrtered approaches explicitly reject the idea that state or 
'national" interests am reducible to the goals of any single gmup or soci- 
etal coalition," They claim that states have varying d e g ~ e s  of autonomy 
from societal forces. Policym,aki.ng can, thus, be viewed as a top-down 
pmcess that can and does at times originate withixl the state iapparatus. 
5tatists crmcentrate primarily on state characteristics for the purpose of 
explainhg economic policy outcomes. 

The statist literatuse on the politics of hancial policy formation has 
tended to employ a domestic structures framewwk. It follows h the tra- 
djtion of Katzenstein's landmark work, Betwen? Poruer and Plmzty, Which 
pmvides a general model for explainjng what type of foreip economic 
poky  path a country will follow. Katzenstein argues that the relative de- 
grees of centrdization within both the state and society deterxnines 
whether a country" foreign econumic policy will be liberal, neo-mer- 
chantalist or swewhere in between. Zysman also employs a statist ap- 
proach to suggest that the structure of financial institutions and the ex- 
tent of state involvemt dekrmixles the llature of financial politics. H e  



concludes that financial systems dominated by "strong states" such as 
Japan have experienced the smcrothrst industrial adjushnent and growth 
process. 

In explaining financial policy outcomes in Mexico, this book draws 
heavily cm statist approaches, yet differs from them in two respects. First, 
it rejects the aero-su~n power-based relationship between state and soci- 
ety upon which most state-cmtered approaches are based. State and soci- 
ety are not always competitors in the policymaking process. Instead, fi- 
nancial poticy is assulned to be a result of the mutual interactian of 
public and private actors. The outcome of such hteraction is afiected in 
part by the attributes of each actor, but one side's loss is not necessarily 
the other side's gain. For e x q l e ,  state actors m y  be aided or hampered 
in their efforts to put through a certain poficy by the strength of the busi- 
ness sector. Japan's successfirl i~~dustriai policy has been 1iz7ked to the 
strength of the business sector, although it is clear that much of the indus- 
trial policy platform originated within the state apparatus.26 Similarly, 
what is now perceived by some scholars as the failure of industrial policy 
has also been linked to close state-business ties. 

Secondly, whereas statists tend to 'focus solely on the institutional or 
structural characteristics of the state, this book will include the structural 
characteristics of society or in this case the market, in the explanatory 
hamework.'" The resulting approach can explah the incidence of finan- 
cial liberalization policies in countries with diverse market and politid'ilf 
structures, such as Mexico and Hong Kolzg, wit;tnou't: havhg to rely on a 
strong state versus weak state argument. 

For both classical liberals and traditional Marxists, the state can be 
vkwed as a reflection oC societal dentands. It follo\vs that economic pol- 
icy choice shodd. be interpreted either as a result of a competitive process 
amlrng interest groups or as a manikstation of ruling class interests ex- 
pressed through the instrurnmt of state policy. Neither approach adntits 
any significant degree of state autonomy from sorriety h economic poli- 
cymaking. Put ano"rer way the state does not constitute an independat 
variable; societal variables alone hold the key to understanding policy 
choices* 

The model presented in this book, in contrast to a Marxist analysis of fi- 
nmciai palicymaking, does not assume a monolithir elite. It: is the &er- 
sity of interests both between and among state and private-sector elites 
that helps explairr the variaticm in outcow across developing countries. 
Partly because of the divided naturc of the dnmestk elite, the inevitable 
triumph of domestie capitalists over other actors is not assumed. This 



book is fundamentally cmcerned with explaining the degree to which 
elites innuace financial policy in d~ferent countries and over t h e .  

The approach taken here also differs sharpfy from pluralist models in 
that it assumes socrietal interest groups other than the fjnancial elite do 
not: have much influence over financial policy. The first reason is that fi- 
nancial policy tends to be couched as a complex and inaccessible issue 
better left to linancial elites. A1rthougX-1 the popdar sectors, h fact, am se- 
riously affected by the choice of financial policy it mmains the case that 
few grassmots political movements concern themselves with thc iss~te.28 
But dso, the underlying assumption oi mltiple and competing interest 
groups does not fit the corporatist type strnckrc; of the Mexicm politicai 
system. 

There has also been a strong tradition among political economists at- 
tempting to explain Littin American ecclnornie policies of focusing on in- 
ternatinnai constraints as explanatory variables. Whcreas liberal interna- 
tionaI political economy (XPE) and dependency theorists differ on many 
counts, they do share in co on a s t m g  emphasis on the international 
ecollomy in explainhg domestic policy pathse2g 

The real yuestim remains: what has k d  some countl-ies to adopt finan- 
cial liberalization and others to adopt more hetertdox appmaches in the 
face of similar international pressure? 'The most general statement of de- 
pendency would paint a picture of domestic policy in perjpheral states as 
being completev determined Zly the &ernationat capitalist system. More 
specii"ic;alt)i, ecolzomic policy reflects the interests of dominant states in 
the system, an argument analogous to dominant classes dcteYmining pol- 
icy in the Marxist mctdel.30 More sophisticated Ilqcr-tdisf.lzs have carved 
out a role for domestic business in peripheral states but that role is prede- 
temined, by the busixress dass's structural. position wi"ChiXt, the domestic 
errnomy a d  the wrlcl ecmomy more general1~~3f 

In his critique of dependency theory, To~ly Smith claims th& ". . . de- 
pendency thory ixr general substantially overesthates the power of the 
international system. . . in southern affairs today. . . . Dependency theory 
has systematically underestimated the red inRuelnce of the South wer its 
own aEfairs,""" In fact, the record tends to support SmitWs complaint. .Al- 
though Northern influence, either direct or in the f o m  of ifttemational 
age~~cies, has brought a lot of pressure to bare on dewloping cott~~try H.. 
nancial policies, each countrqi has reacted differently to such pressure. 
This analysis reprt-sents an attempt to etiplain this variation. 

The fjbet-al IPE approach views Ihe internationalization of capital as a 
positive force for development, suggesting that financial llbesalization 



policies are a result oi international imperatives that make it hcrclasixrgly 
costly and perhaps foolish for a developing countr?/ to put obstacles be- 
t w e e ~ ~  itself m d  the international fk~ancial system, The posi.tive effects of 
inkmational capital are premised. on two assurrrptions: comparative ad- 
vantage and convergence of gmwth. Put sknply, comparatiwe advantage 
postulates that alf countries gain h m  free and open trade. The more in- 
tegrated the international economy becomes, the morc-r developing coun- 
tries wil2 gain in absolute terms. tlcrwever, in relatlve terms, tbrw is noth- 
ing that says developed countries will not prover m r e  than developing 
countries, h short, cornpasatlive advantage guarantees a growing pie of 
which the developing country will share s o m  part. Converge~~ce of 
growth theory not only claims that develoiping countries will gain as a re- 
sult of economic and financial integration but that devebing economies 
will gain m m  in relative terms than developed countries. Underdevel- 
oped eco~~ornies, became lhey are at a lowcr stage of development' will 
pmvide the investor with a wider variety of pmfitable investments than 
the developed countries, where most profitable investmcmts have alwady 
been taken advantage of. 'The idea is that there arc decreasing =turns to 
growth, and domestic interest rates in the develophg country will reflect 
the availability- of profitable investment. Hence, high interest rates will 
attract investmel-tt funds from all over the world m d  will eventually 
cause growth rates in developing countries to overtake growth rates in 
developed countries. 

There is a great deal of disagreement over the impact of fhancial liber- 
alization on developing economies, even as most scholars agree that in- 
tematicmal imperatives affect financial policy formation. This analysis ac- 
cepts the notion that external pressures play an important role in policy 
formation, but suggedt" that this pressure gets filtered through public 
and pri\late domestic elites wbo possess their own sendas  not solely de- 
term,j,ned by ext.ernal p r e s s ~ ~ ,  Pehaps more? importantly, the fk~ancial 
policymaking process and the realities of the domestic financial system 
itself play a role in determining the nature, good or bad, of the effects the 
international fi~zancial system will have on the domestic economy. These 
insights sutggest the importance of aIX three levels of analysis-state, soci- 
ety and intmaticmd-for the purposes of understanding financiai pol- 
icy. Nevertheless, committing to any m e  of these approaches seerns inad- 
equate for the task at band. 

Shedding the Levels of Analysis 

The preceding etiscussion of statist, society-centered, anci internationalist 
ayproa,Ches jlluskates Chat financial pol.itics cannot be easily sl,ot-ted into 
one of these levells of analysjs. Poiicy preferences and degrcles of influ- 



ence vary acrass m d  within these categorlies, Moreover, policy outcomes 
do not simply reflect the in te~s ts  of the most powerful set of actor+the 
state, domestic capitalists, or international fhmciers. Rather, policy must 
be understood as a strategic interaction beheen entities whose behavior, 
or potenthl behavior, afkct t.he very prelF13rc.ncc.s and behavior of other 
influential, actors. This approach is most aptly described as m eclectic 
publlc choice approach. 

BeCwecn State and Society 

h~temst-based p~femnces in the financial realm cut acmss state and soci- 
ety. An interest-basccf analysis of fhmcid politics should be capable of 
exarmjnirtg the dl-ives and desires of actors within both state and society 
The broader thctoretical appmaches to explaining economic policy take 
eitha Che state or society as given, and focw analysis only on clne set of 
variables. The goal in this book is neither to treat the state as a reflection 
of purely societal forces, as tbe liberal IPE and the dependency theorists 
have tended to do, nor to treat the state as completely autonomous and 
the primary force in policymaking, as statists have tended to do. Al- 
though this book utilizes Zysmanfs structuralist typdogy, it deviates 
from a purely structuralist analysis in two prhciple ways. First, it views 
institutional change as mdogenous, arguing that institutional change 
comes about through the actions and interactions of the agmts fnvolved. 
Secondly it suggests that structure alone does not determlme outcomes, 
but rather constitutes m arena in, which agents make decisions. Through 
an analysis that allows for hstituticmai change, this book explains how 
simi1ar instihatio~nal structures have led to sigrnificantly different policy 
outcomes* 

Fundamental))l, financial sector reform everywhere is a p'"titicd 
process that involves power and profits. In this sense, neither instltru- 
tional structure nor state political capacity can by thmsellves determine 
the character and effectiveness of finmcial policy. States and markets in- 
teract not simply as administrati.ve institutions that set the rules ol the 
game and profit maximizhg iizms. Each entity faces incentives that it 
then acts upon, Moreover, these incenths  are fu~~damentally inter- 
twined. Profit maxirnizatim for firms depends on their expectations of 
what state policies will be adopted, and whether these polijcies will be ef- 
fective. Likewise, the op tima1 poky  path for state pohcymakrs depends 
on their expectations of market reactions. But nnutual incerntives only 
pmvide a part of the picture, The relative power of state and markt  ac- 
ton; also matters. Withh the strategic ~lationship between states and 
markets, fimancial market structure, or jnstitutionai strwtures morc gen- 
erally, condition the relative decision malcing power of each entity. Thus, 



the analytical approach taken here will integrate both statist and interest- 
based methodologies. 

Although much of Ihe explanation okred  here for the adoption of fi- 
nancial liberalization, at least for the Mexican case, is based on the 
stmngth oE fie state ~ l a t i v e  to societal actors, the argument tends to fo- 
clls on the mutual interaction between state and private eiites, not on the 
ability of one set of actors to dorninak the other. In this formulation, the 
institutional capabilities of tl-te state, or prhate bankczrs for that matter, 
can and will affect the core interests and policy desires of the other set of 
actors. 

As an alternative to the ""strcmg state equale; successful industrial pol- 
icy" hypothesis (a compelling statist explanation of Japanese and sorne- 
t h e s  Brazilian growth rates), some poltical scientists have focused on 
mutual interactions between state and societal forces." For example, 
Richard Smuels in The Snsi~zess ofthe Jtlptnese Stlzle argues that m em- 
phasis m states can understate the preferences of market players, FXe ad- 
vocates ine;tead a ~laticmal approach to state and market in which policy 
is viewed as a process involving nnutual bargainhg betwee11 state and 
market actors," "avid. Friedman, h The Misnlzderstood Mimcle, rejects 
both the tl-teory that market. forces drove Japan in the most efficjent direc- 
tion, and the theory that burrzawcra.t.ic regulation directed the develop- 
ment of Japan" high growth economy Rather, he clajms that the form of 
production and poliuy choices are ktermined by a complex process both 
amnng sodctd actors m d  between society and state." Michael Rarzelay 
has taken a simjZar approach in his book, The Politicized Market E c o n o ~ ~ y ~  
in which he explains Brazil's energy policy as a process oE mutual adjust- 
me~nt between state and market." h e  thlmks that " . . . [plolitical scien- 
tists tend to focus m the policy-makng process rather than on the con- 
tinuing interplay between market and political forces.'"": 

Certainly, b inlight of the Asian financial crisis and the prolonged Japa- 
nese recession, there is good mason to question the "strong" "vetop- 
mental state fiesis.3 Yet, it is still worth exploring the rczlaticmships be- 
twcelr state and society that set the context for over three decades of 
unpxlecedented growth in Asia, as well as the severe financial crises that 
swept the ~ g j o n  in 1997. For example, industrial policy successfulfy pro- 
moted industrial gr0wt.h and relative effici.ency because the industrial 
sector was exposed to mrket  discipline through international competi- 
tion.3 'This situation cmtrasts sharply with that of the Japanese bankhg 
indus&y which, having been protected by the government, now suffers 
fPom a bad loan problem as well as a vacuum oi governance."" 

Tl~e idea fiat ecmomic policy results from the continufng ilnteraction 
between state and society is not new Karl Polmyi: argued that the state 
both reacts to market forces and, in turn, shapes the direction of those 



forces." Still, specific applications of these concepts, especialZy as it re- 
lates to Latin Anlerican finmcial policy, are few, Certainly Maxfield's 
work, expla,ining Mexjcan kmcia l  policy through a focus on policy al- 
liances which cut across state and socielty; has moved the literature in this 
directionn42 However, the agprcrach taken here departs from h/laxfield% h1 
that it focuses attention on the crlnaracteristics of the domestic f;inancial 
market m d  its interaction with the state, rather than treating the state as 
the intermediary between the international market and Lhe domestic 
market m d  viewing policy as the state" chose11 respollse to the pressures 
imposed by international financial integration. 1 contend that fil-\ancial 
market structure, the mutual interaction of state and domestic market 
elites, m d  outside fol-ces atl combhe to determine financial pfllicy out- 
comes* 

hlitical Economy of Fi~mzcial Mal-kefs t i f e m f  ure 

:111 its approach to financial liberalization, this book most closely fits into 
the recent political economy of hancial markets l i te ra te  characterized 
by works such as Haggad, Lee, and Maxfieldk The Polifics of Fr'na~zce i~ 
Uevelopi~g Cottr?lrir?s, Haggard refers to this literature as the political 
econonty of liberalization efforts. He and his co-authors ask under what 
conditions governments are motkated to initiate liberalization attempts, 
and what determines the pace and scope cJf liberalization efforts?" This 
boak is similarly concerned with those questions, in sharp contrast to 
earlier financial market literatures which either assumed that state inter- 
vention in financial markets was justified on the basis of market failure, 
or that it led to financid repression and rent-seeking. One key issue is 
whether iinancial market policy sprang frm political pressures or from 
ecmomic constraints m state officials.% The case studies pmsented here 
szxggest both forces havc played ifngortmt roles. 

A crucial theme that recurs thrnughnut the Haggard, Lee, m d  Maxfield 
case sbdics is that cmcmnkation has important consequences for the po- 
litical dynamics of fhancial market policy. Economic concentration i.x.1- 
creases the power of the concentrated. segment of the private sector vis-h- 
vis the government as well as other market sectors. They higt~light the 
issue of bank-led conglomerates by arguing that co~~glomerates affect the 
allocation of sectoral credit. For exa~lple, industrial concentration in- 
creases industries' political streng* because it mitigates the collective ac- 
tion problem and incseases their capaciq to blachail govemntemt during 
periods of distress." Also, moral hazard problems arise frm the incen- 
tives inherent in partially liberaiized and highZy concentrated financial 
markets. This analysis not o11ly corroborates these fhdbgs, but also sug- 
gests that variables previously examined in purely economic analyses, 



like degree of competiliveness within cmcmtrated sectors m d  the exer- 
cise of monopoly power, sipificantly affect policy outcomes. 

Even though this political economy literature has moved beyond an 
accwntirtg of the costs and benefits of financial liberalization, it never- 
theless remains committed to the marketlstate dichotomy. For example, 
Haggard asks under what condjtions governmmts rcllinquish thcis con- 
trol over the allocation of credit in favor of a more market-based sys- 
tem?46 Clearly, the financial policy arena is still being treated as a bipolar 
systern in wl.rich either state intervention or the free-market win out.. This 
book approaches the world of domestic finmce irom a different pesspec- 
the, By employing Zyman's three-part typology-state-led, bank-led, 
and market-based-this book can more fully describe and explain the 
transition to financial: liberalization in the developing world. fn fact the 
trends that have occurred over the last twnty years in developing colan- 
tries show a distinct trajectory frnm state to bank to market, a l t h g h  the 
thing, duration and cmseFenees of each statge have differed sipifi- 
cantty acrclss cases. Few have attempted to a q z e  finmcial liberaliza- 
tion in the context of these broader stages, treating it as a structural shift 
from state-led to bmk-led, and later to market-based finance, 

This book employs an fnterest-based or sectoral anaiysis to examine both 
the opportunity costs of mintaining preferential credit policies on the 
part of the state, and the policy preferences of societal groups that stand 
to gain from reduced govemment fntervention." But it goes a step fur- 
ther by htrod~~cing the strategic element to illuminate mutual incentives 
that affect each other, As a government loses its abilily to control: circum- 
ventim, innatit,n and capital flight emue, which in turn affects the busi- 
ness er~vironment in which bankers make decisions. Government inter- 
vention can serve to llmit coqetition a m n g  banks, boost profits, and 
restrict capital mobility. Under relatively stable economic conditions, 
bankers mi@t prefer a certain degree of intervention in thc .financial 
market, However, when the government loses its ability to control capital 
Aight and inflation, bankerspprekrences are likely to shift decidedly to- 
ward filzaneial ljberalization in order to have the fmedorn to k d g e  
against currcncy devaluation. Game theory ofiers the perfect tool with 
which to analyr/,e such a stratregic mlationship. This study is not the first 
to apply a game frmecvork to the political econonny of policymaking? 
but the political economy of financial -reform. literature has thus far not 
gone in this direetion+48 

Milner szlggests that policy preferences do not translate directly inlo 
policy but instead, that policy is determined by the strategic interaction 



arnmg actors"greferences, given institutional cmtext." Not only does 
the treatment of financial policy fornation in this book adtlem to this 
principle; it atso qplies strategic analysis to the very formation of pdicy 
p~ferences and institutiond structure, For example, expectations play an 
important role in determilling fie policy p~ferences of economic elites, 
If bankers expect state poky to be effective in contml1in.g hfiation, their 
financial policy preferences will actually be different than if the state had 
no credibility in the eyes oE fh~ancial elites. With ~ s p e c t  to instiktional 
context Milner seeks to develop a strat-egic model, "'given institlxtiond 
context," While there is little doubt that this context plays an important 
role in determining policy outcomes, Miher views it as exogenous and 
imuta,ble, Icwing unexplored the causes and eMects of Gnancial system 
structure or leadership of the financial market, This book will attempt to 
do so by shedding the old litatelmarket dichotomy and asking what the 
qraalifications are for szxccessful financial sector leadership, regadlcss of 
whether the source is the state or private banks. The theoretical origins of 
this approach arc. in many ways analogous to Williamsofi's application of 
an institutimal analysjs to markets, which moved beyond the question of 
whether .interventionism or free market orientation is better.?" Instead, he 
showed that it depended upon the context and characteristics of the par-- 
ticular market. 

Nlodeli~g flze Stmtqic Rehtionship Netweel-2 SfGEle U P ~  Market 

Strategic modeling of financid policymaking rep-esents a departure 
from the current literature. from an explanatory or predictive as well as 
from a Chcoretical perspective. That is, modeling the institulional capabil- 
ities of the state and the ixrterests of powerful private actors as a dynamic 
strategic or muh;lally determined policymaking process results in several 
conclusio~lins that challenge Haggard, Lee, and Maxfieldfs plitical ecm- 
am y of financial, policy approach, 

E'irst, ikfaxfield hypothesizes that demand for pmferential credit poli- 
cies increases as the domestic manufacturing sector becomes politically 
powerful. But the preferences of manufacturers are not formed in a vac- 
uum. Rather, the structure of the domestic market and manufacturersbe- 
lations with other market actors play a part in dctermhing both poljcy 
pxleferences and the extent to which prefaences become policy. One im- 
portant aspect of the doas t ic  market litruckre is the extent to which the 
manufacturing sector is dominated by export- brersus import-oriented 
businesses. The other important domestic market relationship is that be- 
tween the manufacturing sectcrr and the financial sector. Taking both of 
these relationships into account leads to a different hterpretation of Mex- 
ican as well as several other countries' fiyrmcial policymahg. Whereas 



Wxfield, suggests that Mexico" powerfd, import-oriented manufactur- 
ing sector created the demand for p~fermtial credit that led to Mexicofs 
highly htervcntio~~ist fjnancial policy this book argues that the impetus 
for financial liberalization, indeed the increasing irnpotmce of state inter- 
ventionism in the finmcial market, came horn a powerful banking sector 
that increasingly profited from t-he movement of: short-term capitaf, e.g., 
currency trading, rather than longer-term lines of credit with domestic 
manufacturers. 

This interpretation of Mcxjcan fhancial po:[itics suggests several im- 
portant guidelines for applying a sectoral interest-based analysjs. First, 
one must differentiate between fhmcial: and nonfhrancial interests with 
respect to policy preferences in order to determine the conditio~~s under 
which financial and nonlinancial interests are coqatjblu, This wiil de- 
pend on the extent to which banking pmfits are cormlated with mmufac- 
turhg proits, or the real correlation, in tum, depelnds on 
the characteristics or orientation of each of these sectors, For example, 
Mexico's banking sector hapgms to be highly indebted to foreign banks, 
wh,ieh means trhat they have tertded to have a siwificant stake in keeping 
the peso overvalued. Until the Mexican peso crisis in 1994, Mexican 
bankers went largely unchallenged in exprttssitlg these prefermces, be- 
cause wfiile Mexico may have a strong manufacturing sectctr as Maxfield 
claims, what matters more is that the manufacturing sector until very re- 
cently was m m  import- than export-oriented. Export-oriented manufac- 
turers wonld have had good reason to challenge a noncompetitive ex- 
change rate policy. In short, Mexican financial policy reflected. the 
interests of a powerfd financiaf sector because expc-lrters constituted only 
a weak cou~~tervailjng domestic force to challenge firname and because 
the state had a mutual jnterest in keephg debt payments low* 

Srcond, Maxfield predicts that the gwe ent will be less susceptible 
to delnands for preferfi?m.t.ial credit policies when celntral banks are? hde- 
pendent.52 That is, independent central bmks are more likely to meour- 
age financial liberalization because they tmd to discourage the rent-seek- 
ing associated with prefere~~tial credit policies. But this book predicts a 
different outcome, because independent central banks tend to have more 
credi27ility with respect to inflation-fighting, and inflation more thm any- 
thing else means that banks will prefer financial liberalizatinn because it 
allows them to move capital as a hedge, Hence, a weak central: bank is 
more liktily to come under pressure to liberalize finance, L\lhereas a 
st..rong central bank is more likely to get private-sector support for prefer- 
ential credit policies because private actors are more likely to profit un- 
der this scenario. This apy>lies at least to the liberdization of capital flows 
into and out of the country. Wet-her or not finanders will prefer internal 
financial liberalization (e.g., calling an end to preferential credit ppoticies) 



really depends on the state's capaciw to guarantee bank profits over and 
above what: bmks can expect urtdw market-led fhance. Again, the 
greater Chc capacity of mosletary authorities to djrect rjnance effectively, 
the less likely they are to meet resistance from k n c i a l  eIites. 

Finally, with a combination of sectoral analysls and intmationai con- 
straints Maxfield predicts an oscillathg policy, from interventio~n on the 
one end to market liberalization on the other end. But this misses the ma- 
jor insl;ihl;ional/st~?fctural chmges in financial markets that form the un- 
derlying trend ide~ntifi,ed here from state-led to bank-lcd to market-.led fi- 
nancial systems. It becomes much more difficult for a country to adopt 
interventionist financial policies once it has liberalized to a certain poirrt. 

Organization af the Book 

Chapter I begirns the comparative case analysis with Mexico as it ex- 
plores the interaction between financial elites and state oificiijlfs with re- 
spect to Pdfexican financial policymaking over time. It contrasts econornic 
performance, the structure of the Hnanciai sector, the orientation of finan- 
cial policymakhg, and the degretl of concmtration within financial mar- 
kets during Lhe period from 1940-1960 with that from 1980-1994. The 
magnitude m d  breadth of these changes d e r s c o r e  a fundamental 
transt-ormation in the politics of Mexican financial policy, from state-led 
to bad-led finance. ?'his ckapter then examines two primary ~laticm- 
ships: that between fi~nancial sy"em structure (i.e., state-leadership ver- 
sus bank-leadership) and the orientation of financial policy; and that be- 
tween fjl~mcial policy orientation and economic performance. A shift in 
the structure of the financial systeln from state domination between 
1940-.1960 to private bank domhation from 1980-X994 expEains the adop- 
tion of fh~ancial liberalization pdicies in the later period, after a period of 
rcllali.\re heterodoxy that was characterized by a high degree of state inter- 
vention in the financial market, Additionally, the interventionist financial 
poiicies under state-led h m c e  in the 1940-1460 period provided a basis 
for Mexico's extraordinary economic performance in that period, while 
fbancial liberalization, under conditions of growkg economic concen- 
tration and centrdization, contributed to the economic dovvntum and fi- 
nancial crisis of the post-I9KO period. 

Chaptcr 2 compares the eff.ects of a bank-domjniated financial mariccrt 
structurt. on the politics of finmcial policy in Germany and Mexico by fo- 
cuskg on two independent varides: the degree of cconomic competi- 
tiveness in the financial sectm, and the extent oi state policymahg crcd- 
ibility, Whereas until recently Mexican policymakers hawe tended to 
adopt short-term, oricrnted monetary policies wh.ich, have tolcra.t.ed ex- 
t m m  exchange rate overvaluations, German policy makers have favored 



competitiveness-conscious exchange rate policies together with stahiliv- 
oriented mofietary policies. The evidence suggests that this diwergence in 
mo~~etary and exchange rate policies can be attributed primarily to the 
historical lack of state policymaking credibility, based on the inability to 
contmi in&tion, in Mexico as opposed to Germany. But it also appears 
that the relative lack of cornpetitinn a m n g  Mexican banks as compared 
with German banks tends to alter bankers9rekrences toward short- 
term investment. Comparing German a d  Mexican bank-led finance un- 
derscores the intportance af market concentration and the degree of c m -  
petitiveness in any attempt to understand the differences between 
financial markets in devebped countries and those in developing colan- 
tries. Dqel~ding upon the political and econolnic environment in which 
the fjnancial sector deveXops, market concentration may resdt in varying 
degrees of market competitiveness, which in turn affects financial policy- 
mafcing effectivemess. h d  althautgh market concentration and central- 
izatim are phestomena that affect both advanced hdustrial countries and 
developing countries, the su23ject has been largely igncrred in the litera- 
turc on the pditics of .financi;zi policy.sWivcn the concentrated naturc of 
both the German and. the Mexican financiaI systems, competitiveness 
cannot be taken for granted. This comparison of the German and Mexi- 
can cases helps illustrate when and how concel~trated finance affects 
market competitiwness and economic welfare more generally. For exm-  
pie, despik the concentration of fbance in Germany, the bartking sector 
exhibits strong signs of competitiveness, with banks competing vigor- 
ously for industrial borrowers and individual depositors, In Mexico, 
such competitim is rare, in part because of the extent: to MIhich industrial 
and fhancial capifai are? wed through ownership ties. While there is some 
d e g ~ e  of wedding of industrial and. fjnancial capital in Germany, legal 
restrictions are much stricter and more effective than in Mexico. Hence, 
whe11 a conaict of interest does arise between banks md hdustrial firms, 
the interests of Geman industry arc likely to be vigorously represented. 

ot be said for Mexico. To the extent that industrial earn- 
i11gs translate into morcl widely shared  benefit.^ for the econolny as a 
whole than bmkng profits, the differences between :Mexico and Ger- 
many hightighted here can help to explaitl the ccmditions under which 
cmcentrated fhance affects economic welfare. 

Chapkr 3 exmines the conditions under which financial liberalization 
is most likely to succeed. It compares an apparently successful case of lib- 
era:limticln with govemmnt- guidance- South Korea-with an msuc- 
cessful case of liberalization wihout government guidance, nmely Mex- 
ico. While the equity alld exchange rate market crises of 3997 raise 
westions about the dtimate success of kanciai liherallization in Korea, 
this does not detract from the fact that Korea managed the tracrsition to & 



nancid liberafization more smootbly than Mexico, as evidenced by more 
than a decade of low average izlflation, high average growth, and rela- 
tively equal income distribution.. 'The central, thesis of this chapter is that 
deching state autonomy in Mexico was responsible for the weak imple- 
mentation of fkancial liberalization as wetl as the poor economic perfor- 
mance .Crhat is associated with it, whereas state autonomy remahed rela- 
tively intact througfn the initial stages of financial liberalization in Koma 
and resulted in better economic perbrmance and stability. The evidence 
suggests that the declhing ability of the Mexicm state to direct: filzance, 
together with the increasjng power of socktal actors (financiers) in rela- 
tion to the state, as well as in relation to other societal actors (industrial- 
ists), first made heterodox h a n d a l  po:ljcies untenable and later made H- 
nancid orthodoxy incompatible with growth promotinn. 

On the other hand, Korea liberalized without the state turning over 
leadershjp of the fhmcial system to private banks, which is evidcnl: in 
four key areas: (1.) the gradual, partial, and, at times, illiberal naturc of 
liberalization; (2 )  the tempering of big business power; (3) the nature of 
industrial policy in the pre-reform period; and (4) the privileging of: the 
real economy over finance, as demonstrated in the sequmchg of trade 
liberalization befortr financial liberaiization, and the promoth  of finan- 
cial sector competition. While Korea pursued some eleme~zts of fhancia2 
liberalization throughout the 1 9 8 0 ~ ~  the underlying structure of the fjnan- 
cial system was still state-led. This state-led stmcturl, allowed the Korcran 
state to putsue dual p&cy goals of growth-promotion and rjlnancial m r -  
ket stability. 

Chapter 4 suggests that the transiticm to liberalization can and should 
be understood as a strategic interaction between market actors and state 
actms. Whereas Chapkr 3 focuses on the relationship between the mar- 
ket and the state, this chapter fncuses on the issue of pobcymaking lead- 
ership more broadly, It demonstrates that state autonomy is important 
not because strong states are necessary but because fjnancial markets re- 
quire high degrees of purposeful leadership. Through a comparative 
st.zldy of transitims to liberalization in f o ~ r  newly indttstrialized coun- 
tries-Turkey, South Korea, Hmg Kong, and Mexico-Chapter 4 investi- 
gates the various potential sources of such leadership. It demonstrates 
that economies exhibiting clear leaders%lip mles, wl-iether they are state- 
led or market-led, am more likely to experience successful policy out- 
comes than countries in wbich key players are vying for leadership. 
Hence, Mexico has suffered frnm having a simultaneously powerful. state 
and powerful private fir~allcial seclor; Korea has benefitted from strong 
and purposeful state leaderskip; Hong Kong has benefitted from an ex- 
tremely grong asld relaIivelty competitive private market, and a state 
with, a hands-olf philosophy; and Turkey suffered in the past from a situ- 



ation similar to but has recmtly entered into a cooperative 
power-sharir~g relationship with a ~lat ively efficient state-fostered ex- 
porting sector, wt.tich has managed to challenge entrenched and rela- 
tively inefficient economic sectors, 

Chapter 5, the find comparative case study,  turns to Mexico and 
S o h  Korea. It suggests not only that Mexico may have moved into a 
new phase of financial politics as a resub of the peso crisis but also that 
the more mcent Asian curmncy and equity market crises may indicate 
similar transitions from bank-led to market-led fhancial systems. This 
chapter investigates the politics behind the Mexican peso crisis as chap- 
ter one does for the trmsition to fh~ancial liberalization. h both cases the 
preferences and influence of powerful bankers appear to be a major cat* 
lyst for financial policy reform. 

Financial market structure, mgardless of whether it is characterized by 
state-leadcrship, bank-leadership, or market-leadershjp, shapes policy- 
making and responses to poiicymaking by empowering certain actors or 
making certain poZiey options appear more lucrative, Financial liberaliza- 
tion can he defined as a bansition from one type of fjnancial market 
structure, state-led, to another type of financial. market structure, The 
chapters that follow investigate financial market structurt? as a context 
for fjnancid liberalhation m d  c o q a r e  that context across several coun- 
try cases. 

They do so by approaching filtancial liberalization from an intudisci- 
plinary perspective, by integrating political science and economics not 
just in terms of subject matter, but also in terms of methodology. C)ne of 
the hndamental premises fo g the basis for this book is fiat state and 
market actors each possess both economic and political power, the excr- 
cise of which determines policy outcomes. For examgle, under state-led 
finance the state's financial control is not based on its political aut)-tori(y 
as it: is fnr other policy areas that arc supported by legislation. Rather, H- 
nancid control is based on the state" economic power, which is either as- 
sociated with its ownership of banks or with regulation and glaidance 
that gives the state ~rirtual control over bank manageznent, as in South 
Korca.54 So althuugh we might think of the state as possessing primarily 
political power, states often possess economi6 power as well, especially 
in the rcalxn of fhance. Likewise, market actors, particukrly banks, often 
exercise political power. As we shall see, Mexican financial-industrial 
conglomerates (Xrtqlos) were able to translate market power into policy- 
malting leverage. m e  =curring elernent in this book will, in fact be the 
fungiMlity of market power, a point often overlooked by poiitical econo- 



mis t~ .~s  Of course, the degree of ecmomjc and political power varies 
across country cases and across time which constitutes a starting paint 
for this study 

This study also integrates economics and political economy methodol- 
ogy by employing mcrdeling techniques more ct, on to economics but 
necessary to understand futly the strategic d ics in~rolved when 
state and. market actors shape financial policy outcomes. Two chapters 
rely heavity on game-theoretic modelirrg in order to analyze the dynam- 
ics of state-market strategic interaction. Chapter 2 applies an exte~zded- 
form. game model to Mexico and Germany respecti 
lyze the multiple choices facing bankers and gove 
under different sets of expectations. Chapter 4 borrokvs the logic ol the 
Stacketberg-Leader model, known mostly for its application to two-firm 
markets in the field of i~~dustrial organization, in order to illform the 
&udy of leaderfip rolcs amnng state and market actors. This sort of in- 
terdiscipljnary approach brlngs together the i_nsights of political cantex- 
tualization and the rigor of interest-based analysis. 

By maklng market structure a central part of the analysis, this book 
bridges mother gap between economics and political science. Until very 
recently political scicmtists typia"lly have not treated market structure as 
an expl,ana.t.ory vacia:ble in its own right." Yet, the effects ol rnarket con- 
centration on state-market relations with regards to newly industrializ- 
ing countries should not be overlooked, since such concentration tends to 
be a defhzing characteristic of these economies. No analysis of such an 
econmy would be complete if it where to ignore market concentration. 
Because economic elites within concentrated and centralized economies 
exercise both economic and political power both vis-A-vis each other and 
vis-h-vis the state, the exercise of this power takes center stage in this 
analysis. Nowhere is this m r e  apparent than in the Merticm case which 
cmstitutes both a starting point and a sprhgboard for this analysis, 
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The Rise of Bankersf Hegemony 

Financial Policymaking and 
Economic Performance in Mexico 

?"his chapter explores the politics of Mexican financial pdicy and its 
growth-ixlducing potential over time. In, attempting to explain both Ihe 
genesis of financial liberalization in Mexico as well as its ~Zatimship to 
ecmomic performance, this analysis bridges the ecmomic and the politi- 
cal econonnic Ijtesature on financial policy. One explanatio~~ offer& of the 
recent worldwide trend toward fhmcial. liberalization has viewed it as a 
result of the ascendence of international capital, arguing that bankers and 
financiers have become all-powerful because of increased international 
financial mobility, the erosion of domestic financial regulatory stmctures, 
the increased volume of short-term capital in international financial mar- 
kets, and ultimately because of the loss of mcroeconomic p&cy sovcr- 
eignty imptied by these phenornena.1 Yet, notwithstanding pressure from 
the International Monetary Fund (IMF), international constraints alone 
cannot explain, the hcrease in. fhmcial liberalization efforts among less 
deveXoped countries througfnout the 1980s. First, not all L K s  that canne 
under IME' pressurt. took the orthcrdox path.2 hnd second, this chapta 
will dcmnnstr&e that. domestic influences played an important role in 
the move toward liberalization of the Mexicm finmcial market, 

The two da ted  arb;;ummts of this chapter examine two primary rela- 
tionshjps: thc relationship betwen finmeal systent structure and the 
character of fjnancial policy; and the relationship between the character of 
fhmcial policy and economic performance. The first argument sut;gests 
that: a sh& h the struchre of the rjnancial system from state domination 
between 194&19S0 to private bank domination from 1980-94 explains the 
adqtion of fh~ancial liberaiizatim policies in the latter period after a pe- 
riod of ~ l a t i v e  heterodoxy, characterized by a high degree of state inter- 
vention in the financial market.Qe second argument is that the interven- 
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timist financial policies under state-led finmee in the 194R-1960 period. 
provided a basis for Mexico" extraordinary economiG performance in that 
period, whereas financial liberalization, under conditio~ns of growing cco- 
nomic concentration and centralization, contributed to the economic 
d o m h m  and financial crisis during the years from 1980-1994, 

As a whole, the polities of financiat poijcy literature has provided im- 
portant insights as welf as useful frameworks for further analysis. There 
are, however, certain faikngs in the literature as it stands now. First, it has 
pajd relatively little atterntion to developing countries."his is especially 
noteworthy given the financid liberalization trenb among newly indus- 
trializing economies. W i e  thjs literabre has proved useful for predict- 
ing poljcy out.comes in industrialized countries, this ehapter is premised, 
in part, on the idea that if m e  were to apply these analyses, in unaltered 
form, to a developing country case such as Mexico, they wollld produce 
certain false cmcllusions,. 

This chapter starts with Zysmanls domestic fjnancial structures ap- 
proach in which he ertamhes the politics of financial policy and its ~ l a -  
tionship to industrjal policy, but it expands it to aslalyze the transition 
from state-led to bank-led fhmce that characterized Mexico" finmcial 
liberalization prcrcess."ysman suggests that a countrfs institutional fi- 
nancial stmcture affects, or possibly &termines, its industrial adjust~~ent 
and growth process Here industrial adjustment is taken to mean the 
process by which industry adjusts to market changes, a process that can 
vary fmm completely decentralized decisims made by individual c m -  
panies (company-led) to a relatively centralized process overseen by the 
state. Each countrry falls into one of three categories: those with capital- 
based Ijnancid mrkets, where the industrial adjustment process is com- 
pany led (e.g., the United States); those with credit-based financial mar- 
kets where the industrial adjustment process is bmk led (e.g., France and 
Germany); and those wit-h crcdit-based financial markets MIttere the in- 
dustrial. adjustment process is state led (e.g., Japan). Zyman"s analysis 
implies that a creclit-based, state-dominated firlancial stmchre is most 
conducive to economic &row* and szlccessful industrial adjust~~ent pre- 
cisely because it allows the state to control sector-specific investment and 
hence guide the industrial adjustment process. This study of Mexican fi- 
nancial politics will attempt to identify the structufal characteristics of 
Mexican fbmce over time. h addition, it will examine the relationship of 
financial market structure to economic performance, financial pcrlicy- 
malting, and corxereralion cvit:hin m d  betwee13 k a n c i a  and indLtstrial 
markets. The magnitude and breadth of the changes that took pIace in 
these key variables, between the 194fr60 and thr 1980-1994 periodS, un- 
derscore a fundamental transformation in the politics of h/lcxjcan finan- 
cial policy. 
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This chapter is divided into four analytical secltions and a conclusion. 
The first section argues that prior tcr 19M1 the Mexican financial system 
clearly exhihited characteristics consistent- with state-led finance, while 
from 1980-1934 it m o r ~  chsely approximated a bank-led system. The 
decades from 1.960 to 1980 represent a period of gradual transition in 
which state autonomy slo\.vly dedined and bankers' hegemony took 
root,"ach period. will, be treated as discrete for the purpose of analysis, 
although policy outcomes can be traced to cmtiz~uously changing ify- 
namics between market actors and state officids throughout the post- 
World War 11 era. Similar to Zysman, this analysis will employ financial 
structure as an independmt variable in order to explain the financial pal- 
icymaking process. However, i t  departs significantly from Zysman in 
that financliaI structure changes over tirrte within the same country, 
whereas Zysmm treats financial structure as fixed within comtries. This 
constitutes an important distinction because this pattern of state-led fi- 
nance giving way to bank-fed finance appears to be a relatively common 
development ercperience among the NICs. 'The second sectim explortrs 
the shift in financial policy Trom the rcf.lat.ive heterodoxy oE the first Fe- 
riod to the relative orthodoxy of the second. The third compares the per- 
formance of the Mexican economy in the 194CO-1940 period with that of 
the 1980s. The fourth section Wues that bank-leadership of the fhancial 
system led to financial. poiicies more conducive to short-term rather than 
lo~~g-term investment strategies which had disastrous effects cm the Wfrrx- 
ican economy- The concluding section atternpts to generalize from l.he 
Mexican experkace with respect to the process by which fnancial. stmc- 
tures evolve and the policy implications crl that pmcess. 

The Shift- in Financial System Structure 

The shift from state-led fhance h the 1940-1960 period to bank-led fi- 
nance in the 1980s is reflected in three primary areas: financial intctrmedt 
ation, regulation, and the ~lationship between banks, the state, and in- 
dustrialists. Despite the 1982 bank natio~zalization, which represented an 
act of desperation m the part of a state that had increasingly lost control 
over the linancial system, state-led fh~mce was giving way tcr bmkersf 
hegemony by 1980, a phezzomenon to which a number of scholars attest.7 
:In the cmtext oi the severe crisis fachg the Mexican financial. sector in 
1982, bank nationalization cmstihtted morc. of an attempt on the part oE 
the state to rescue the financial system Trom bankruptcy than a flexing of 
state poiicymaking muscle vis-&-v& private banks. :Moreover, the process 
oE reprivatization began only one month after the banks wew national- 
ized and continued uz3interrupted through the 1990s with the privatiza- 
tion of historically state-owned banks. 
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Slra f e - k d  Finance 

In addil.ion to iEs ability to regulate private sector financial flows 
throughout the 1940s and 1950s' the government enjoyed direct control 
ower a substantid proportion of fhancial capital through state-owned 
banks. Government-run banks controlled on average 57.7 percent of fi- 
nancial resources between 1940 and 1960.8 The Banco de Mexico alone con- 
trolled an average of 35.5 percent of total financial-sector resources. From 
1940 to 1950, the governmem.t. rj~nanced nearly 70 percen.t. of public spend- 
ing and state-owned bmks accounted for il.0 percent of the iinancial. sec- 
tor's loans to and investments in the securities of businesses and individ- 
uals." 

Accosding to Zysman, ""selective credit allocation is the single discre- 
tion necessary to all. state-led industrid strategies."to The Mexican gov- 

ent Muenced the atlocation of financial =sources through reserve 
and capitalization requirements designed to ch et funds to designated 
sectors of the economy. The Bnnca de Mexico cmtrolled the level oE private 
investment by altering ehe levels of reserves private banks were required 
to deposit h the cen td  bank. Under the Gcneral Law on Credlt Institu- 
tions and the Organic Law of the Rurzco de Mexico, banks were rt;quired to 
maintain a fraction of their liabilities at the Efanco de Mexico. But unlike 
most central banks, the Banco de Mexico had the power to raise the maxi- 
m u  established rr-?serve requirement to 100 percent of any increase in li- 
abilities. The mnipulation of =serve reqztirmmts at the margin was so 
effectjve as a mans of directing funds that it appmxirnated a command 
and control mechanism through which banks were told to make certain 
loans under penalty of law.12 

The Banco dc Mexico utilized the flexibte reserve requirement to fne- 
tune the state's development strategy and direct investment funds into 
specific areas as needed.12 A cowarkon of Changes in =serve =quire- 
mmts to changes in the level of financial-sector credit going toward high- 
priority sectors suggests the success of this strategy in the 194040 pe- 
riod. Required reserves fell into one of three categories: directed 
investments in the form of credits (DIG), directed investments in the 
form of securiities (DIS), and cash. 

The state first employed DlCs in 1948, requiring deposit banks to hold 
10 percent of &posits in this form, In general, banks were free to choose 
a m g  loan applicants so long as the claims a c y u i ~ d  ~ l a t e d  to actiwities 
that the Banco de Mexico designated. The DZC was, however, primarily 
employed to direct credit toward the agricultural sector.fVFiure 1.1 
shows the share of private-bank financhg toward the agriculbrai sector 
increasing in 1,948 when the DIC rclquirernent of 10 percent was first insti- 
tuted, In 1949, when the DIC requirement increased to 50 percent and 
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FIGURE 1 .l 13ercent of Finance to Agriculture v. DIGS, 1940-1960 
SOURCE: Banea de Mexica. Indimdores Ecorzomicos, 1985-4991, and Informe An- 

ual, 1 942-1984 

later to 6 pescent, the percentage of private financing going to agricd- 
ture inc~ased again. When in 1955 the requirement was decreased first 
to 45 percent m d  then to 35 percent, the s h m  of" agricultural sector fi- 
nance declined. In 1958 monetary authorities made a limited attempt to 
increase agricultural financing by raising the DIC to 42 percent. This at- 
tempt failed, as did later attempts, suggsting that the ability of mone- 
tary authorities to direct finance on a sector-specific basis was waning. 

DlSs were employed in order to encourage banks to hold gove 
bonds. In this way, private sector banks indhctly fhmccd p21blic spend- 
ing throughout most of the 1940-1960 period. Figure 1.2 shows how with 
a slight time lag, changes in the DIS level affected the share of private- 
bank. fillancing of govemntent. expenditure. Figure 13 austrates the 
same with respect to cash reserve requirements, which the Banco de Mex- 
ico manipulated frequmtfy in order to c m t d  the total amtlmt of credit 
in the fhal~cial mrket  and in order to inc~ase  the pod Of public invest- 
ment funds. 

CIearZy the nascent private-banking sector had neither the p w e r  norf 
more importantly; the desire to challenge state leadership in the fhancial 
sector, in part because one of the state" ccentral goals was to promote and. 
stmngthen the private fh~anciai system.l"n the minds of the private sec- 
tor fhmcial elites, a kohciderrce of interests' between themselves and 
the state existed despite the burdens of selective financial regulation. 
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FIGURE 1.3 Public Finandng v. Cash Reser~et;, 1940--1960 
saurrce: Banco Be Mexico. Xndicadores Economicus, 2 985-IWI, and Informe 

Anual, 1942-1989 



The Rise of Bankers' kicgernurjy 33 

Nevertheless, the 'coincidence of interests"= tenuous by 196L Zrmi- 
call5 it was the government-promoted pmcess of private capitat accumu- 
lation in the 1940s and 1950s that evartually stremgthed a s~nall group 
of financial capitalists in relation to the market as a whole and ultimately 
in relation tcr the state.1"~ shwt, the state, which sat firmly in cclntrd of 
the fhancial system until the late 1"3Os, ran the system mostly to the ben- 
efit of the private financial sector, which eventual@ became powerful 
enou$ tcr chatlenge state policy when it fafled to reflect the historical 'CO- 
incidence of hterests'. 

Bank.I,ed Finance 

Betwem MO-1960 and 1980 the structure of Mexico's fnasrcial system 
shifted from state-led to bad-led. Schdars disagree as to exactly when 
the d e c k  of state autmomy v&-8-vis hancial ellites occurred, but the 
evidence overwhelnringly suggests that by 1980 a change in structural 
conditions, especialty in t l~e  financial sector, had led to a decline in the 
rcllative autonomy of the Mexican stateel"y 1980 the relative size of the 
state-owned. financiai sector had shrunk considera:bly in comparimon 
with the private sector* Private banks5hare of resources increased from 
35.9 percent in 1940 to 55.7 percent in 1990, m8 then ju~nped to 62.6 per- 
cent in 1991. Steady and rapid growth of the private financial sector fol- 
lowed bank nationalization in 1982, driven by intensified state efbrts to 
R-privatize nationalized bank. This privatiz;atim trend constituted, in 
part, a shift toward orthodox financial policy as well as a shift toward. 
bank leadership. 

Other measures of financial intermediation yield similar results. 
Whereas in the 1950s and. 1960s public-sector sources of savings aver- 
aged about 3.6 pertlent of GDP artd private sector sources of savings aver- 
aged about 6.8 percent of GDC in the 1970s and 1980s the public-sector 
percentage dropped to Labout 3 percent whlle the private-sector percent- 
age climbed to almost 18 percent.17 One reason for the increase in private- 
sector savi,ngs and capital forma.t.ion was the rapid expansjon, during the 
1955-1965 period, of the principal financial groups, which channdcd an 
increasing propclrtion of privatre savings tbrough the fi-nmcial systen-t.1" 
Privately ncvned fi~nancial institutions accounted for almost: 00 percent of 
all increases in peso deposits by 1982.1" 

Durirrg the 197C)s, the banking elite began to challenge the state% polit- 
ical and economic dorninmce in "Ie reg~~latory sphere as we11.20 By trans- 
ferring and alloeatirrg funds among themselves, the ~ ~ E I ~ O S  incrclasingly 
avoided state oversight of, or ktvolven-tent in, sector-specific credit allo- 
cation. Bankers bypassed selective credit controls by relying on inter- 
bank lending, transferring funds to fb~ancial firms within the conglmer- 
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FIGURE 1.4 Percent of Finance to Agriculture v* DECs, 1980-1991 
sarraes: Banco de Mexico, Indic~dares Economr'cos, 1985-1992 and Irzdicadores 

dc Monedg y Bnncn, 19130-1 984 

ate, thus reduchg the state's ability to control the allocation of private 
credit. For example, a bnnk would channel short-termfideicumka lonns 
from savings and deposit hanks to financieras, which discounted the de- 
posit bank's portfolk as a conthgent debit excmpt from reserve require- 
ments, Between 1958 and 1964, intcrnaI fjnancing totaled 7'4.5 billion pe- 
sos and represented 87.4 percmt of the fh~mcing of private-sector gross 
fixed investmmt."- htegralion of private financial networks promnted 
the transfer of resources through interbank lending for the purpose of ob- 
t a inw the most profitable rates of return and, more importmtly, to cir- 
cumve~~t regulations that affected some types of banks more than others, 
Fhlancial-hdustrial groups could evade gove ent attempts to allocate 
credit by using available funds for expendime not sanctioned by mone- 
tary authorities and then borrowi.ng morley from a group mern:ber to H- 
nance its productive investments.2WOften, private financial hstitutions 
found it wor.fLhwhile to band together for the puvmemf reduc% com- 
petitive pressures, inercasing bmkhg-industry profits, and reducing the 
irnpact of financial regulation.23 

In short, the Banco de Mexico became increasingty less effective at chan- 
neling fhzancial resotlrces to specific sectors after f 960. Figustl1.4 dernon- 
stratcs two important differences between the 1940-1960 period and the 
post-1980 period. First, tbr DIC, a successhl tool employed for resource 
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FIGURE 1.5 Share of Fhance to Government v, BISs, 2 %Q-19% 
s a u R c E :  Banco de Mexico. Indicadores Econc;tmicos, 1985-1992, and Trzdicadores 
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allocation in the former period, dld not played a significant role in the 
state's post-1980 regdatory fmework. Secclnd, even when the DIC was 
e~nployed in the post-1 9130 period in an attempt to expand agricultural fi- 
nancing, it failed to achieve significmt increases. The same can be said 
for the DIS with ~ s p e c t  to its importance and effectiveness in securing fi- 
nance for governnnent expenditure (Figure 1.5)" FinallyI. according to Pig- 
ure 1.6, by 1980 monetary authorities could no longer manipulate the 
level of cash reserves in order to control the level of financial system 
credit or the an?ount: of resources avaibble for pllfilic expenditures. 

The relationship between fin.anciers and other economic elites fol- 
lowed a similar pattern. Beginning in the late 1950s, and increasingly in 
the decades that followed, finance capital played a hegelnonic role 
a m g  other domestic elites. That is, hdustrial firms were dependent on 
banks for loans and as intermediaters between them and the state. More- 
over, in the 1980s banfters were viewed by other f i r m  as leaders wilhin 
the business communj.ty and as the most politically influential part of 
that community. WIlen asked who benefited the most from state policy, 
Mexican business~nen ranked bmkers highest among the private-sector 
group"."-l This status stemmd from the resource dependence of Mexican 
business on bank finance, which resdted partly from the relative under- 
develoipment of a competitive securities market.2" The Mexican securities 
market has remained relatively underdeveloped due to the fact that Mex- 
ican-owned firms have been reluctant to issue securities to the general 
public. 'They have prelerred instead to finance imvestment through 
group-affiliated fhancial intermdiaries so as not to share control of their 
enterprises.26 

As the private fhmcial system" control over credit allocation grebv, so 
did its degrce of concentration and cmtralizatim. Some have estimated. 
that the privatization of parastatals during the Sali~~as administration 
f ostered the creation of at least fifty big economic gnysos." Despite dowcr 
grow& in the real sectors of the Mexican economy the financial sector 
g ~ w  and profited t h r o w  currency specdatim and capital flight. The 
dislinctio~~ that has often been made in the pdtical economy &eratare 
between l iv id  and fixed capital hoiders is particularly useful here. Dur- 
ing ecmomie slowdowns, liquid capital holders have the optim of exit, 
whercas fixed capital holders must weathcr Chc storm, h this case, capi- 
tal flight and shurt-term speculation among banks not only increased 
bank profitability, but also mduced the supply of loanable funds for in- 
dustry thus exacerbating the effects among small and meciium-sized in- 
dustrial mterpkses, fn addition, the 1970 and 197'4 reforms of The Gen- 
eral Credit Law allowed for the formation af multi-banks with the ability 
to form ownership ties wi& the industrial. sector, which promoted f;inan- 
ciaX sector cmccntratim, fn 1950,42 banks controlled 75 pescent of finan- 
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cial sector resources, whereas by 1979 only 6 bmks controlled 75 percent 
of financial sector resources, even as the total number of banks decreased 
from 248 in S W  to 100 in 1979. This growing concentrdion characterized 
the emergmce of bankers%egemon)i in Mexico. 

Financial Policymaking 

The charactcr of Mexican financial poticy in the post-1980 period differs 
sipifcantly fmln the first period's state-interventionist brand of fhan- 
cial policymaking. Three laws passed in 194G194-1 undergirded the het- 
erodox policy mfx of the 194M0 period. Nucirrnnl Fi~uz~zcic?ra's chart- law 
changed in 1940 making it the most importmt long-term credi_i: institu- 
tion in the capital market, stmngthening the state" cmtrol over credit al- 
locatim by giving it a direct means of channeling private finance toward 
governmel~t expendjtwes.2Wet despik Nucirmul Finnr~cicrru's mnolithic 
position in the capital market, there is little evidence that the state"s role 
in the financial market during t.his period was perceived as crowding out 
private investment and intermediatim. Second, in mid--1941, po(icym&- 
ers changed the Bmco de Mexico% charter law to enfiiancer official coordi- 
nation of the money market. As &tailed earlier, the central bank orches- 
trated the hancial  system to the point of circumscribing the loan 
portfolios of indkidual. private-sector banks. And fnally, monetary au- 
t;horiities substantially rewrote the General Law of Credit Institutions in 
1941 to providc for a greater degree of speciaIization among private in- 
temediaries and to limit th activities of others,ZY Taken together, these 
changes cmstitute an explicitly intwentionist appmach to financial pol- 
icymaking on the part of Mexjcan state, 

Dcviatixzg from, these earlier hterventionist policies, in early 1982 the 
state implemented radical, orthodox stabilizing policies to counteract 
economic recession and ostetnsjbly to Mster pubbe coniidence.3 h cm- 
trast with the 19.40s and 1 9 5 0 ~ ~  monetary authorities designed financial 
poiicies in the 1980s with an eye toward gaining the acceptance of the in- 
ternati.ona1 financial, cornunity as well as domestic fjnnnciers, In 1983 
and 1984, President de la. Madrid implemented orthodox adjustment 
pdicies specifically tailored to be sreeable to the IMF." He had little 
choice given that in late 1982 Mexico had declared its inability to meet in- 
terest payments on its mnnassive debt, At that time, Mexico had a g ~ e d  to 
abide by IMF policy gUidelines in exchange for new loan guarantees. 
'These policy efforts included the privatization of state-owned enter- 
prises, tradc and exchange rate liberalization, the deregulation of com- 
merce and investment, the elitmination of legal restrictions agai~~st  for- 
eign ownership, and severe cuts in government expenditure," These 
changes, together with the growing ineffectiveness of selective credit 
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controls and the increasing hesitmcy of mmetar). offjciats to rely on fi- 
nancial interventim, signai a change in the nature of Mexican financial 
policy toward kcrcasing orthodoxy.33 

Mexico's Economic Perf omance 

Ecmomic perfarmance feIl sharply from the first period. to the secmd 
with ~ s p e c t  to growth and productivity, m e a s u s  of equity, and eco- 
nomic stability34 Of course, these macro-economic candigions camot be 
attributed to any one factor. And in fact they can be attr;ibuted to rnmy  
factors, not the least of which is the debt crisis, which Mexico touched off 
h 1982. Nevertheless, the evidence suggests that chmges in the relation- 
ship between the state and. bmkers, as well as changes in the pattern of 
finance, took place before the cmset of the debt crisis. One can argue that 
the debt aisis itself sixnply mgnified a process Ihat was well underway 
First, it weakened the state considerably because policymakers had to ac- 
cept some responsibility for fie condition of the :Mexican economy, and 
because agl.ee.img to XM5; col~ditions meant a loss of soverejgnty and crcd- 
ibilit). in the eyes of the Mexican people. Second, it strengthened the posi- 
tion of bankers because the debt crisis lead to a shortage of loanable 
funds." So despite the d t i p l e  callses behind the slowing of the Mexi- 
can economy, there is reason to investigate further the connection be- 
tween fhancial structure, liberalization, and slow growth. Such an inves- 
tigatio~z will Edlokv this short descriptive sectinn that delineates the sharp 
contrast between pre1960 and. post-1980 economic performance in Mex- 
ico, 

Common descriptors of the Mexican economy for the 1940-1969 pe- 
riod include 'miracle,' and 'growtl-r,' while the 1980s are described more 
often by words such as "distortedf and krisis.'36 Mexico" GNP, in real 
terms, grew at an average rate of 6.44 percent a year throughout the 
1940s and 1950s, whereas between 1980 and 1987 it fell, to 1.74 percent, 
Not d y  etid growth rates drop dramatically the yeariy variability in 
growth rates increased after 1980 as well,, Imdicating mounting instabil- 
ity." Unemployment rates underscore the contrast in econonnic perfor- 
mance as well. While urban open unempbyment rose steadily through- 
out the 1980s, from 5.8 percent ia 11,982, to 10 percent by 3,984, and to ovcr 
17 percent by 1988, the 1940-1960 period experienced historically low 
and falli~tg levels of unemployment, from a little over 4 perilent in 1940 to 
just. under 3 percent by 1960." 8 e  economic crisis also affected con- 
sumers?urcFtasing power, which fell some 35 percent throughout the 
1 9 8 0 ~ ~  suggesting that the ecommic crisis had a disproportionate impact 
on the Mexjcan lower classes." Although per capita incolnes grew 
rapidly durhg the first period. and moderately into the late 1 9 7 0 ~ ~  the 
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overall pattern of income distribution, as ixrdlcated by the Ghi-index, did. 
not change si@ficantly. Hwever, bettrcleen 1950 and 1977, the poorest 2(1 
percent of families expcrisnced a deterioration in their stmdards of liv- 
ing, and the share of the poorest 10 pescent of hmilies declined from 2.4 
percent to 1.1 perc:mt of total income." Moreover, dufing the 19805, ccm- 
sulnption of staple foods such as milk, meats, eggs and even beans fell 
sharpty, while production and consumption of luxury automobiles rose. 
A ieading cause of this asymmetry was declini~~g real incornes for the 
poor combhed with cont-inued prosperity for those bushess groups that 
survived the 'crisis"."l 

Scholars have characterized the 3940-1960 period as the period of 'sta- 
bilizing growth.' They havc crcldged monetary aulhorities with hocding 
capital flight in check, keeping inflation rates down to manageabic levels, 
and maintaining an overall business climate cmsiclered conducive to sta- 
ble growth. In comparison, the post-1980 period has been highly unsta- 
ble, characterized by high inflation rates, capital night, and a fhancid 
system m the verge of collapse. Between 1940 and 1960 the net inflcrw of 
capital averaged $27 millon. In drantatic contrast, there was a $106 mil- 
lion a year net outflow of capital between 1961. and 1979, and a net out- 
flow of $1,226 billion a year between 1980 and 1991." This drmatic in- 
crease underscores the extreme instability of the Mexj,can financial 
system. By some estimates, from 1983 onward, alf of annual net private 
savings was being invested abroad as some people achxally liquidated 
their productive assets for expatriation." "sides the obvious probkrn of 
a reduced pool of domestic savings to fund investment projects and spur 
growth, capital flight jeopardized macroecommic stabiiity more gener- 
ally. The Mcxican everience suggests that heightened inlatimary pres- 
sures and accelerated erosion of living standards are unavoidable conse- 
quences of capital ffight.44 :Not only does capital flight tend to spur 
inflation, fear of inhtion can be identified as a major incer~tive to send 
capital abroad. This created a vicious cycle of capital flie;ht and inflation, 
which cclntributed to the eccrnomic instability. 

The Mcxican macro-economy appears to have been consjderabl.y morc 
stable from 1940 to 1955, when inflation averaged just over 10 pesccnt, 
than it was in the 198Os, when inflation averaged over 75 percent. There 
is some indjcation that idatimary p~ssu res  Lessened after 1955 because 
selective credit controls became very effective at forcing private sector 
banks to finance gave ent spending." This suggests that the state-led 
nature of the fhansial systent in. the 1940-1960 period was an active in- 
gredient in keeping the inflation rate down to manageable levels. Nore- 
over, the monetary authoritiesf maintenance of a virhaally-fixed exchange 
rate during Ihe earlier period required the forced :inansing of pubhc d&t 
by the private sector in order to keep inRation down to US. levels." he- 
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cause the average level of inAation tends to be higher in Mexico than in 
the United States even in the best of macro-economic climates, in order to 
maintain a fixed exchange rate with the dolfar, monetary officials had to 
avoid any type of policy that would crcate inflationary pressure, suck as 
financing the public debt Zly printb~g mcmey. Instead, the Wxican state 
chose to force the private domestic banks to fjnancc governmelnt spend- 
ing. Under bank-led finance this strategy could no longer be maintahed, 
which was just one of many factors contributing to the econmic down- 
turn in the 1980s. 'The followhg section attempts to illustrate the comec- 
tion between the shift in fjnancial system structum and economic perfor- 
mance. 

Analysis 

In the industrialized country context, Zysman's analysis suggests that 
the stmctural shift from state-hadership to bmk-leadership is likely to 
have led from a somewhat successful state-led industrid policy, similar 
to Japan'sl to an e ~ U y  successful bank-led industrial pdicy, similar to 
Germany%. However, the "Mexicm Miracle" was followed by a period 
of extremely low growth rates, high unemployment and a severe foreign 
debt crisis. hstead of fostering industrial promotion policies, as it did in 
Germany, bank-led fjnmce in Mexico fostered a policymaking process 
which favored t-he holders of l i w d  capital, usually at the expense of in- 
dustrid promotion. Zysmm's analysis fa j l s  to be predictive he= because 
deching state autonomy is only half of the story. When state dominance 
declines, the relevant issue becomes how a fh~ancial structure dominated 
by private banks and industriaiists wiU brmulate, or .fail to formulate, a 
grow th-lnducing financial poiicy 

The Efect of Financhl Strlrct~~rr on Fi~ancinE Policy 

This section argues fiat the structural shift from state-leadership to bank- 
leadership caused the policy-making ski& from relative kanc id  policy 
heterodoxy in the 1940-1960 period to the financial policy orthodoxy of 
the post-1980 period. Bankers, who increasingly possessed both the 
meam and the motive to influellcc fhancial p&cy jn the djrection of Lib- 
eralization, constituted a powerful domestic constituencyB 

From 1940-1960, Mexican econornic policies focused on stabftity and 
growth simultaneously. Monetary authorities managed to maintain a 
fixed, exclnange rate with the dolilac low inflalicm, and low levels of capi- 
tal flight, all of which fulfilled the goal of p~serwing the peso as a store of 
value. The Nanw, de M a i c n  lrtbricated the economy by providing ample 
credit and by promoting high profib and growth within the private fi- 
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nancid sector. While the state" promotion of private-sector finance pro- 
vided a basis Eor the 'coincidence of interestsf in the first period, it set the 
stage for Chc erosion of state autonomy in Ihe 1980s. In the latfxr period 
financial liberalization resulted from private financiers who were hcrclas- 
in& able to circumvent state policy, m d  who profited considerably from 
doing so. In. other words, the shift in :inmci;zl policy from heterodoxy to 
orthodoxy was a product of two variables: state aiutmomy and societal 
interests.. The state-catered approach rests on the idea that state autcm- 
omy declirred in the post-19630 period compared with the 194G1960 pe- 
riod, The society-centered interest-based approach suggests that the 'co- 
incidence of interests' between state policymakers d bankers had 
beguln to breakdown as early as the 1,970s, so that bankers, who rcrnained 
relatively neutral in the eafier period, sought finmcial liberalization by 
the 19f10s. Hence, some de facto liberalization, in the farm of intematian- 
alization of bmking practices, took place in the 1970s as a direct result of 
regulatory circumventim on the part of banks. Official financial liberal- 
ization began with the government annomcernmt that the newfy nation- 
a b e d  banks would be sold off to private owners o1n1y months aker the 
nationalization itself. The actual implementation of financial litberaliza- 
ticrn began h 1 9 s  when banks were first aIYowed to engage in market 
operations. h 1988-89 reserve requirements m d  interest rates on. loans 
and deposits were liberalized, although as was demonstrated earlier, 
these had become ineffective as a mems of directing credit well earlier. In 
short, official financid liberaliizati.011 in Mexico could be interpreted as lit- 
tle more than a reaffirmation of the fact that an increasingly bank-led fi- 
nancial structure had already made financial heterodoxy unworkable 
m d  ineffective. 

One aspect of decjining state autonomy was that bankers' growing 
power in relation to the state and other societal groups positinned them 
to d u e n c e  state pdicy. According to one recerlt study? "access to state 
policymakers by leaders of large business and. financial concerns was 
greatly enhanced during the Salinas period. Cdlaboraticm betwen busi- 
ness and state elites in Che design of economic policy 'became unprece- 
dentedly tight, fluid, and public.'"47 Business, particularly financiers, 
gained influence in the appointment of rrfficials and even acquired veto 
powe~, in some cases, over ob~ectionhle financial pdicies. As the core of 
the state apparatus itself came to he dominated by efiiciency-minded. 
technocratrs, state policy gradually became more orthodox and pm-busi- 
ness in orielntation.4" 

The growing influence that financial elites enjoyed in the 1370s not 
only affected the degree of state autoncrmy; it had a ct,ncrc.te effect on the 
character of financial policy. Even Mexican industriaiists concede that 
bankers have exerted an unusually significant in8umce over Mexican fi- 
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nancid poljcy49 The eclonornic power fjnastcial eliks exercised over other 
economic elites also bolstered their influence and control over govem- 
ment policy dcei.sions.sVFi,nancial e1it.e~ gained inf"lwence over fhancial 
policy decisions by playQ a strategic role as political inlctrmediaries be- 

ent and the business community." Because financial 
uch a large percentage of the financid market, they 

exerted a great deal of control over the availabili.tfi of credit, much as the 
government did in the earlier period. 'Ijipically, firms that were not asso- 
ciated wilh a fhancial-industrial group had a difficult time hdil7g adc- 
quate sources of financhg for their acthitics. Thus, there was an incen- 
tive to becclme associated with a grz1p0, which put these conglomerates in 
a position to wield. a great: deal of power within the private sector and 
also as brokers bemeen the private sector and the state. In this way, the 
ecmomic ascendancy of Mexicm pu;l;"t,s quickly trmslated into political 
ascendanc~ memhg that they gahed increashg power to realize their 
politicd objectjves hy influencing state policy52 

As tbe state lost its ability to direct private finance through directed re- 
serve rcquiments and other regdatory processes beghing  in the early 
1 9 6 0 ~ ~  it tamed increasixrgly to borrowing from abroad and printing 
money fn order to finance gov t spending and developmmt goals. 
Both of these options tended se dationary pressures. Yet gov- 
ernment expenditure continued to rise in m attempt to maintajn political 
viability. Expectations for economic growth mmained high among the 
Mexican peaple. Because the Mexicm political sy"em is corporatist in 
naturc, the state has relid heavily on the "carrot and stick" strategy in 
order to maixltaifi political control over society. By co-opthg potential op- 
position the state could insure a certain m o m t  of decision-mal.;ing au- 
tmomy. The inability to charnel private finance significantly reduced the 
state's political capital, making it more ~Ltlnerable to criticism oE its fiscal 
poliry from the popdar sectors as well as economic elites, 

As state autonomy decjined, p r i n k  bankers moved increasingly into 
a hegemonic position among the state and other economic elites. 
Bankers' hegemony by the mid-1980s was based on two key factors, 

ing in the 1960s, the state became increasingly dependent on 
privatre bmks for the financing of government ercpenditures. In the 1 9 4 0 ~ ~  
Barzco de M a i c o  fhanced over 70 percent of government expenditutrcs it- 
self. Mth a shrhking public banking sector and a, dedining ability to reg- 
date financial flows toward public works, the state had to borrow funds 
fsom private banks. This situation added signi,ficanlly to the political 
clout of private banks throughout the 1 9 6 0 ~ ~  1970sF and 1980s. Secmd, 
the state's growing dependence on fortrip bank capital autgmented the 
infiuence of Mexjco's pprivate banKng elite. Private banks in Mexico as- 
sumed the role of liaisons between the Mexican state and the interna- 
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t i m l  banking comunity. Between 197'4 and 1978 private Mexican 
banks participated in international banking syndicates that supplied 
Mexico with 35 percent of its total hternatio~~al borrowing needs." 3 e  
state, with the stamp of approval from its own private finmcial commu- 
nity, attracted considerable amounts of fowign fhanck~g horn intema- 
tional organizations-lS7e IMF and the World. Bank-as well as from pri- 
vate f o ~ i g n  banks such as Bank of America and Citibank. Also, Mexicofs 
conglomerate banks tended to be well connected in the internationat 
banking comuni ty  which allokved them to facilitate foreign loans, 
Banks exercised considerable political leverage because they held seats 
on state poky  and development b o d s  and many were unofficially cm- 
szxlted on fjnanciat policy isszxes. 

Although bankers we= becoming increasingly powerful both with re- 
spect to state policymakers and other societal groups, the question re- 
mains why financial iiheralization pdicies and not a different set of 6- 
nancial policies were consistent with bankersf influence. 1 would argue 
that w i t h  a concentrated and centralized financial market, bankers p=- 
fer financial ljberalization because theyr as liquid capital ho:lders, are ide- 
ally positioned to pmfit from financial liberalization, The evidence sug- 
gests that Mexican financiers did, in fact, profit from financial 
liberalization in the 1980s, and that thcse profits were foreseeable and 
constituted powerful incentives for bmkers to exert their influence.'" 
Perhaps as importantly, the bmking sector's success in circurnventk~g fi- 
nancid rtlgulalion, in rendcrkg such poijcies ineffective, also diminiskd 
the state" interest in fhancial intervention. 

i?nexicm c v ~ ~ ~ ,  financial-indush-ial congbmerates, managed to con- 
solidde oligopoly power after inanrid deregzliat.ion by controllkg W- 

cess to the international capital market, Grupos, through their control 
over domesl;ic banks and overseas contracts, obtained dollar credits at 
below prevding domestic market interest rates to re-lend at extremely 
high interest rates denominated in pesos." This process tended to favor 
those with access to international financing and drive out smalter com- 
petitors. Also, removal of interest rate ceilings, under financial l.iberaliza- 
tion, tended to benefit conglomerate hankers. t"nd.er more competitive 
conditions, bankers may benefit from i n t e ~ s t  rate ceilings m loms and 
deposits because they do not have to offer Itigher rates on deposits in or- 
der to attract funds away from their competitors. And as long as loan 
rates are set high enc~ugh to ensure substantial profits (which they were 
in the first period), then bankers can operate comfortably under what 
McKinnon calls a 'repressed systern".rh However, once they have 
achieved a degree of market power in fhmcial markets, ,r.rupc,s have the 
ability to keep hterest rates low on Ijabilities cvithovlt government fie@ 
because of the relative lack of competition, wb-ile t h y  can sirnultane- 
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ously charge blgh rates on loans to nongroup members. This increases 
the profit margirr for all cmglomerate banks that stay in business. 

Begiming h the late l970s, Mexican gvupus also took advantage of re- 
laxed regulatoly procedures regarding the riskiness of banks9om port- 
folios. The combiwiczn of decreased regulatory vigilance, extreme 
macroeconomic jnstability, and governmelrtal fears of bank failures in- 
duced a form of moral hazard in bank behavior. After financial dereguXa- 
tion, banks were inclined to undertake very risky lending at artificially 
high real loan rates of hterest because under favorable macroeconomic 
conditions the loans would be paid back, m d  the bank would make ex- 
tremely high profits. Conversel~ under unfavorable macroecmomic cm- 
djtions, defau,lts tended to be highly correlated amnng bank borrowers, 
potentiajly causing a breakdown in the whole banking sector. This sitzra- 
tion would =quire the monetary authority to bail out the banks. Hence, 
there was little or m downside risk. The moral of this story is that 
'". . . when most everyone (who counts) is bankmpt, nobody is!"'7 

While Mexican financiers stcrcrd to profit from financial liberalization, it 
remins unclear why the financial-industrjal conglomerates would on 
the face oi it prefer suck policies because they should represent the inter- 
ests of r'~zdustriali,.;fs as well as bankers. M y  shodd Mexican p E p v r e -  
fer financid liberalizat.i.on? 'This question can be answered by coqaring 
the rational, motivatims of financiers and industrialists both separately 
and under conditions when they are wed. Liquid asset hdders such as 
bankers tend to favor market-oriented policies, while fixed-asset holders 
such as hdustrialists favor sectoral htervention, because l w i d  asset 
holders are in a positilxn to profit from unrestricted capitai movements, 
while fixed asset holders can neither take advantage of free market poliey 
when things are going well by Aifting assets quickly, nor protect them- 
selves when thhgs are gohg poorly by shielding assets. Mexican c v ~ p ~ s  
hold both f nancial and nonfinancial assets, but their f;inancial hterests 
win out over fjxed-capital, in te~s ts  when financial and non-financial cap- 
ital are wed because they have the means to exploit opportunities for 
profit. under financid liberalhation. Even as early as the 19705, the struc- 
ture of Mexican grlipos would have allowed them to foresee that they 
wlruld be in a posi.t.ior.1 to take advantage of liberalized capital move- 
m e ~ ~ t s  and the absence of interest rate ceiliings by exploitirxg their access 
to international capital markets and their cross-sector ownership tics, 
This access a d  freedom to set interest rates would allow conglomerate 
banks to obtain low interest funds on the htemational market and make 
loans on the domestic market at much bigher Fnterest rates. In fact, in the 
decade preceding financial liberalization, Mexican banks were already 
using hterbartk loans to escape regulations and enhance proitability and 
1iquid.ity.g" 
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As one would expect, Mexicm grrlpus, in an environment of increasing 
inElation and inefictual financial regulation, earned huge profits by 
shiting their hvestntcl~t focus from fmg-term to short-term specm,lative 
activities. Tn 1982, just prior to bank nationalization, 49 percent of bank 
profits came from exchange operations. Some banks actually earned 
more rnoney from cursency speculal.ion than h r n  gross profits.59 h d  
because different types of banks were w n e d  by the same firms, it made 
little difference whether a bank was officially classified as a commerilial 
or as an hvestment bank; all of these hstitutions tended to use a short- 
term, rather than a long-te'm framework.60 Thus, the absence of an efiec- 
tive fir~ancial regulatory litruckre allowed banks to proiit while the 'real" 
economy-industr y and agriculture-suffered.61 This suggests two 
things. First, finmeid deregulation resulted from an underlying shift in 
the relationship between tbr state and the privatre financial sector which 
had been building for at least fifteen years beforc3 the official policy was 
implemented. Secmd, the behavior of the banking sector, under de facto 
as well as official fh~meial deregulation, can best be described as sgeda -  
tive and short-term oriented, The following sectjon expbres this con- 
tention further, 

One reasm for the higher growth rates in the 194(r49611 period as com- 
p a d  with the pos&19811 period is that invest~~ent in the mandcturjng 
sector dropped dramatically in the latter period. Undoubtedly govern- 
ment spending in key =as aimed at sparking the industrialization 
process was a major ingredient in the Mexican miracle, m d  state cmtrol 
over fkancial: markets facilitated that spending. Nnfinsa, the largest state- 
owned investment b a ~ k ,  had to ihmce most of the new industries dur- 
ing the industrialization drive hecausc the old financial/industrial 
groups were unwilling to take rislts on new industrks.6z By 1961. Nafinsnfs 
investments wem supporting 533 industrial firms, and its long-tern? in- 
vestments were twice as farge as the sum of such loans derivhg from the 
private banking system. 

But by the early 196Ils, not only had the state lost the ahifity to direct 
private sector invest~~ent, it had also last control over government in- 
vestment, indebtedness, and ultimately economic sta:bility." As previ- 
ousiy illustratred, tbr state employed variable reserve requirements to in- 
fluence the compositio~~ of bank assets toward productive sectors such as 
high-growth. industries and construction of low-cost busing. In this 
way, the state promoted short- ecclnornic stability and a method for 
(jclmerating long-term imestment. toward productive capital f~rrnation~b4 
As a result of the gmwing ineffectivmess of these dlocation tools, the 
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proportion of private investment dedicated. to productive sectors de- 
ciined sipificantly after 1965.6"e efeclix-re can be traced not only to the 
government's loss of control over sector-specik allocation of funds, but 
also to th increasixlg incentives for conglomerate banks to take advan- 
tage of short-term financial hvesments.66 

Under a bank-led flrnancial stmcturc, not only did industrid &SOW& 
slowI the financial intermediation process suffered, as did the economy 
as a whole. Accoding to some ohservers oE the Mexican banking system, 
bankers used inappr~lpriai-e accountkg techniques, provided employees 
with interest-free crcldit, and furnished special clients with interest rates 
above the legal ceiling on savings and t h e  deposits.67 From an efficiency 
standpoi.nt, bank practices under fhmcial deregulat.i.on did not necessar- 
ily cmstit.ute an impmvement over state-leadcrshiy, Tbe shift in financial 
poky  from state interwentim to financial liberdization c 
ered a shift from state-administered investment decisions to free market 
signding. Instead, finmcial liberalization entailed a shift from statc-ad- 
ministered efecisions to cmglomerate bank discretion, which promoted 
specdative activity over Lmg-term productivity. Accordi,ng to Rllo, bank 
exehange operations were primarib responsible for the speculation and 
capital fight problems experienced by the Mexican errnomy in the early 
19813s." m e  departarc3 of fhancial resnurces severcly rclstricted the op- 
portunities for productive investment, which had been more plentiful h 
the 1940-W@ period under state leadership.69 

Moreover, the gmpm destabilized the domestic financhl system by 
concentrating credit risk m d  increasing the likelihood that returns wwld 
be highly cclrrelated within the Mexican economy. Under these cortdi- 
tions, wher~ interest rate restrictio~~s were lifted, a widespread moral haz- 
ard problem ensued. The exorbitmt hterest rate levels that followed tib- 
erafization systematicalfy increased the lwet of risk-taking and 
instability inherent in the fjnancial sector.7Ulso, the codination of ifn- 
plicit, or sometimes explicit, government guarantees on loans, and 
mostly unregdated risk portfoiios, cornbhed to destabilize the fi~~ancial 
systern. t,ibcrali,zali.on tended to de-emphasize regulation of the bankjng 
sector while inducing destailizing risk-taking behavior and leavjng im- 
plicit government bailout guarantees intact.71 

In sum, the evider~ce clearly suggests that the state had a direct role in 
spurring MO-1960 economic growth and hdustrialization and lost that 
ability under hank-led fi~~ance. Furthermortr, fhmciers, in a hegemonic 
position &r 1980, faced economic ince~~tives to take actions that desta" 
biIized the financial system and rcduced the growth potential of Mexican 
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industry, This chapter has demonstrated that these effects of financial lib- 
eralization are integrally tied to, and c ot be understood without, scru- 
tinizing the process by which such policies come about. The structural 
shift from state-led to bank-led finance h Mexico resulted, in the adop- 
tion of financial liberalization policies both because it became increas- 
il~gly costly for the weakened state to maintain financial heterodoxy, 
given the growing abiljt). of market actors to circumvent regulation, and 
because newly empowered agents (pri\late financiers) preferred financial 
liberalization. Given the structural constraints on the Mexicm state, the 
relevant question is why Mexico adopted financial liberalizatim when it 
did, rather than whether financial liberalizaticm was the right policy. 

This study of the Mexican cme generates severd nckv insights. It sug- 
gests that the nature of financial sector deveXopment and concentration 
can dramatically affect the efficiency of the shift toward bank-leadership, 
m d  even fhancial liberalization. The harmful effects of fllzancial liberal- 
ization in MeXico, for example, stem p d r i l y  from the nature of finan- 
cial-sector development, because the state itself f0stert.d a powerful and 
highly concentrated bamlki.ng sector and sMbsequentIy lost control over 
the allocatiw process. Private cmtroX over financial allocation, however, 
need not entail a transfer of resources from the real economy toward 
bankers and speculative activity as it did in Mexica. 

As we shall see, the norm among Asian NECs has been financial liberal- 
ization with a mitigated loss of state autonmy, resulting in better eco- 
nolnic performance. For example, in South Kortla, financid Iit?eralization 
has been implemented gradually and, within the context of state-led fi- 
nance, has taken place tryithout: the dramatic shift to bank-led fi-nance that 
occurred in Mexico. Thus the benefits or drakvbacks of specif2 financial 
policies depend grcatly on context, shaped by specific developmental, in- 
stitutional, alld poiicymaking histories. This analysis also raises ques- 
tions &out the dynalllics of historicdy sl.ate-led systelns ljke that of 
Japan, Zysman's case study of Japan imples that its period of rapid. 
growth s t e m d  largely from the state-led nature of financial allocation. 
Yetl the Japanese economy :has not: faired wela as it has lost some of its 
ability to direct finance. Moreuver, the Japanese banking system is show- 
ing signs of weakness and inefficiency, suggesting that the Japanese state 
did not do much better than the Mexjcal-1 stale at promokg competition 
a m g  private financial insti."tuti,ons under state-led filrance. The lengthy 
and severe recession that has plagued the Japanese ecmomy has caused 
some observers to rethhk the idea of st&e-led development altogether.72 

The results of the analysis presented in this chapter give rise to a num- 
ber of important questions concerning the implications of financial liber- 
aiizatinn more broadfy. For exarnple, one wonders why the policymaking 
influence of Mexican bankers has gone largely unchallenged by other 
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market actors who might benefit from long-term growth-promoting fi- 
nancial policies. Here the lark of a dynanlic domestic exportinl; elite is 
evident, because this  SOUP, in particular, kvould p~sumably have chal- 
lenged the overvaluation of the peso that led to the 1.394 exchmge rate 
crisis. Nso, does the short-term nature of investment and the tendency 
toward speculation follow naturdy from the financial liberalization 
pmcess? Is declinixlg state autmomy a cause of, or a consequence of, fi- 
nancial liberalization? Is declining state autonomy a necessary elernent of 
the fi~zancial liberalization process? The answers to these questio~zs will 
not only help us better understand the dynamics of Mexican financial re- 
form, but they can d s ~  improve our understanding of the global trend 
toward fkancial liberalization. Downplayizzg or ignoring the political 
context which gives rise to financial poliry reform can only k a d  to m in- 
complek understandhg of the phenomenon, because the variation in fi- 
nancial policy outcomes is a consequence of the specific relationship be- 
tween state and financial market actors within each country The chapters 
that follow =present an attempt to explore these issues within the cm- 
text Of several country cases chosen both to contrast with, and to hjgh- 
light, certain aspects of the Mexican case. We begin by comparing Mexi- 
can bank-led finance with a classic case of a bmk-dominated economy, 
Germany, in order to underscm the nature of bankers' hegemony and its 
ramifications for economic growth and staMlit-y. 

Motes 

1. Helleiner [1994]; Cothen [1996]; Goodman and PauXy 1[1993j. 
2, For example, Brazil maintained heterodox policies thmugh~ut  the 1980s in 

spite of its heavy debt and pressure to liberalize, whereas Argentina and Chile 
fc3llouved a mare o~rthc)dox path. 

3. In this case, financial heterodoxy involved high and variable resewe re- 
quirements, interest rate ceilings, and micro-level credit allc~cating type palicies. 

4. Some noteworthy exceptions are Haggard, Lee, and Maxfietd 11 9931; 
Frieden [1394]; Maxfield [1990]; and Woo 619911. And empirical tzrork by Quim 
119971; Quinn and XncXan [1"3973, 

5. Zysman [19&3]. 
6. Ch this period of transitian, see White 119921; Angbde and Fortin 119851; 

and Cypher 119901. 
2. Maxfield [1990], 2; Cypher [1990], 32 & 61-62. 
8, King [19[78], 67. 
9. Bennett f4965],45. 

10. Zysman [1983],";r6, 
41. P11ilip [1988], 21-22. 
12. Cypher [113901,46. 
13. Sotis and Brctthers [19CiG;], 51. 
14. Hamilton [1982], 209,215. 



The Rise of Bankers' kicgernurjy 

1 5, King 115371)],68-69; Vemnon [19S4], 236. 
16. Cypher 1[1990f, 32. 
17, Angfade and Forfin [19851, 238. 
18. AngXde and Fortin [1985], 223. Bnnca Serfin, Mtllfibanco Comert~lcx, Bn- 

plnma, and Bancorner are same of the primarily financial groups. The biggest pri- 
vately c3wned financial-industrial grc~up as of 1989 was Grzlpa I t ~ d u ~ f  rid Aya. 

49. Ladrnan [19%],37. 
20. White [1992], 74. 
21, La Cascia [1969], 54. 
22. Vemon 11964],2 61. 
23. Ross [[1971], 50. 
24. Camp [1989], 109. 
25. Zysman [1983], 123-1124. 
26. La Cascia f191;4], 53. 
27. Gibson 1[15297],357'. 
28. La Cascia [19(;9], 2. 
29. knnet t  [1965], 45,543, 
30, White [4992],99. 
31. 13hilip [1988], 96, 
32. Cook, Middlebrook, and Horcasitas [1994], 3. 
33. Haggard' Lee, and Maxfield [15393], 231. 
34. Anglade and Fortin [1985], 21 2,221 9. 
35. Maxfield [l%o] 
36. Hansen 11971 1; lEJopez. et. al. [19617]; Reynolds 1[19701f; Aguilar et.al. 1[19831; 

Cardero and Dominguez t19821; Barkin [199OJ; Rarnirez [1989]; Ladman f 49861, 
37. WiIkie 11987); U.S. Dept. of Commerce 119893. 
38. Wilkie [1987]; U.S. Dept. of Commerce [1989]. 
39. Barkin [1990], 113, 
40. Buzaglo [19M], 3536. 
41. Barkin [1990], 103. 
42. Barkin [l990], 103. 
43. Barkin [1990],108. 
44. Barkin [1990], 71. 
45. Solis and Brothers [19%], 82, 
46. Urrutia 119881,110. 
417. Gibsan f 49971, 356. 
48, Cypher [3990], 52. 
49. Camp [1989], 175. 
50. tadrnan 119861, 30. 
51. Urrutia [1988j, 119. 
52. Cypher f4990f, 400-404. 
53. White [1992j1 73. 
54. Gibson f4997),357. 
55. MsKinnon 119881,400. 
56. McKinnan [1988], 400. 
57. MsKinnon [1988],95, 
58. Whj te 11 992j162. 



The Rise of Ba~lk~rs"egemorzy 

59, White j[1992], 113. 
60. White j[1992j, 57. 
61. White [1992],78. 
62. Cypher 1[1990], 44. 
63, Cypher [4990f,51,64-62. 
64. La Cascia 1[2969], 38. 
65. Anglade and Fortin 619851,223, 
66. White j[19921,100, 
67, White t19921, 405. 
68. Tello j[19%], 65. 
69. Tn the Diario d?fi'ciar;2f of l September 1982 President Lopez Portills laid the 

blame for the crisis squarely at the feet of Mexican banks. 
7'0, When the interest rate charged to any one cXass of borrowers increased, so 

did the prc~bability cjf default on loans because when interest rates rise the bow- 
rower tends to change the nature of his c>wn prcjject (given that the bank canno>t 
perfectly monitor this beheavior) to make it riskier. 

72. Aristobuto )153903,348, 
72. Henderson 619981; McLeud and Carnaut f49981; TIze Eco~tomisl, March 1998. 



Promoting Growth or 
Encouraging Speculation? 

Bank-Led Finance and Financial Policy 
in Germany and Mexico 

This chapter comparcls the effects of a bank-dominated financial market 
structure on the politics of financial policy in Germany and Mexico and 
asks whether German. big banks constitute a coulzterpart to the Mexican. 
gr~~pm".Although the Mexican and. German clconodes exhibit similar 
characteristics that art? indicative of a bank-led financial strucbre, pat- 
terns of behavior exhihifed by policymakers and fillanciers difCer 
markedly. Until recently, Mexican policymakers bave tended to adopt 
short-term oriented financid policies, such as mahtaining an overvalued 
exchange rate, that- hvor financiers over exporting industrialists. Geman 
policymakers, m the other hand, have tended. to favor monetary policies 
that encourage longer-tern? industrial export growth. The distinctitrn is 
similar to Henning"s malysis of competitiveness-conscious exchange 
rates, and stability-oriented monetary polijcies which discourage the in- 
ternational use of the currency as compared with changeable, unstable 
monetary poiiicies kvhich have tolerated ext.remc overvairaation of the 
currency1 The malysis presented here suggests that these divergent fi- 
nancial polices reflect the lack of competition among Mexican banks as 
cornpad with German banks, and the historical lack of state pdicymak- 
ing credibi.lity on the part of Mexican monetary authorities as compared 
with their German counterparts. 

The Geman financial system re~nains thc standard case of bank-led fi- 
nance among developed market economies,2 In his analysis of the Ger- 
man financial systern, Zysman implies that a credit-based, bank-domi- 
nated finmcial structure is conducive to growth-promoti.ng finmcial 
policy and successful inbuskid adjustment."~ased on an initial applica- 



tion of Zysman" model, it appears that Mexico exhibited. mnst of the 
characteristics of state-led finance through the early 19XI)s. After 1982, the 
nunber of private b a d s  in rclation to public banks began to rise rapidly, 
and the percentage of capital controlied by the private sector also rose 
steadily, indicating a shift toward a bad-led finmcial structure."e 
elnergence of bank-leadership in Mexico brought with it high levels of 
capital flight, short-sighted fi~~ancial policymaking, financial crisis, and 
low levels of industrial fnvestment. In fact, it appears that hank-led fi- 
nance has fared considerably worse than state-led finance, which 
pxlesided over the "Mexican Miracle" "between 1940-1960, Instead of fos- 
tering industrial promoth  policies as Zpman argues it did in Germany, 
the bank-lcd financial, structure in Mexico fostered a policymaking 
process which favored the bolders of liquid capital, usually at the ex- 
pense of industrial promotion. A desire to explain the differences be- 
tweel~ Mexican and. Cerrnan experiences with bank-led fjnance consti- 
tutes the main motivation for this chapter. This cross-national 
comparison between Mexfco and Germany attemptdo explain why, 
pasadctxically, the close linkar~e between banks and induslry in G e r m y  
led to a pm-industv stance on the part of financial elites and to an ex- 
port-promoting external fhmcial policy, while t-he same lillkage, in Mex- 
ico, led to a short-term, pro-finance policy preference on the part of finan- 
cial elites and to a persistent overval.uation of the exchange rate, at least 
until 1994. 

9veral elements must be incorporated simultaneously into m analysis 
of bank-led. fhmce in order to capture the dynamics of financial policy- 
making outcomes. First, one must determhe the liecision matrix faced by 
fhmciers, because the d e g ~ e  to which the banking sector exl-tibit-s c m -  
petitive tmdencics affects the cbolces available to banks and even affects 
the relatrive payoffs. Although the b a n h g  sectors in both Mexico and 
Germany ter~d to be highly concentrated, their degrees of competitive 
ness diller signi.fi.cantfy. Secondly bankerskexpectd returns may be af- 
fected as much by their relationship to state polieymakers as by their re- 
lationship to industrial customers. Because financial policymahng 
involves a clear strategic element, one carnot simply examine the inter- 
ests of bankers and state policymaers in a vacuum. In fact, boMi bankers 
wei,gh various altecnatives depends on their expectations, not only of 
what the state will attempt to do, but of what the state is capable of do- 
ing. 'fhewforc., pdicymaking credibility on the part of the state, and gen- 
eral expectations about: the f ~ ~ t u r e  health of the econonty, weigh heavily 
in the decision making processes of bankers, Finally, because state policy- 
makers in Germany and Mexico possess a certain degree of policpak- 
ing autonomy, state preferences should be indude$ separately .From 
bankers"preferences when analyzing the financial policymaking process. 



Here aspects of the state" role as guardian of the value of the currency 
and other tradiitional state functions are relevant as well as the state's ex- 
pectations of private market reactio~z to amounced policy changes. 

Through the application of an extended-form game-theoretic model, 
this chapter attempts to incorporate simultaneously the decisions of 
banlcccs and state policymakers, as well as varying expeetalions about 
the future, State c~djbility is modeled according to its ability to control 
inflation and its temporal commitment to stated financial policies. The 
degree of policpaking credibility in tum, affects how private elites 
weigh alternative economic strategies (e.g., whether to hvest at home or 
invest abrcrad), or aiternative policy prekrences (e.g., competitiveness- 
conscious, stability-oriented monetary policks or monetary policies 
which tolerate extreme overvaluation). 

Financial Market Carnpetitiveness 

:In order to determine the extent to which the policy preferences of 
bankers diverge fmm those of: industriatjsts, it is necessary to examhe 
the relationsfip betwem these two sets of actors more dosely. A compar- 
ison of the German and Wxican cases suggests that the degree of eco- 
nolnic competitivemss m o n g  bank directly affects the extent to which 
they see their own economic welfare as connected with the long-term 
health of the real economy. To the degree that bankers enjoy privileged 
access to international credit, bankers ,?re able to earn high profits, or the 
eyrrbalent of monopoly rents, by expIoiting short-term investment o p  
portunieies, often in thr f o m  of currmcy sgemlatilm, The argument that 
a highly ce~ztralized, less competitive banking sector promotes an interest 
a m g  banks towad riskier, short-term investments is based on the fol- 
lowing. First, when very few large banks dominate the fhmcial sector, 
the health and profitabiljv of those banks must: he foremost in the minds 
of state policymakers. When the banks get into trouble, they can expect 
the state to bail them out. This was certainly the case with the peso crisis 
of 1,994 and arguably, Ihe 1,982 nationalization can be seen as a bailout of 
pdvate banks as well. This factor cmstitutes a moral hazard, problcm, 
where a small number of very large banks encourages excessive risk-tak- 
ing beeawe the banks h o w  that the government will havc to bail them 
out, unburdening them of the full: downside risk of their investment deci- 
sions. The second part of the argun-tent is that the mcmopoly power exer- 
cised by large bmks in a non-competitive fjnancial scctor translates into 
privileged access to the political process and to external credit mrkets. 
Through this privileged access, banks can help maintain and take advan- 
tage of- difierentials between dnmesfic interest rates and f o ~ i g n  interest 
rates, or at times even dual exchange rates, That is, there is a degree of ar- 



bitragc that can be enjoyed through short-term speculation. The same 
cannot be said for lmger-term fired capital inwestment. Within a more 
competitive banking sector, banlc profitability will be more closely tied to 
long-term hdus trial growth. 

Economfc competitiveness may depend, in part, cm the degree of in- 
dustrial and financial market concentration, and Chc extent of ownership 
ties between industriaj and financial capital. However, concentration 
alone does not necessarily imply lack of coqetition, a point under- 
scored in this comparison of two ~latively concentrated bank-led finan- 
cial systems, h order to assess the similarities and differences in Mexican 
m d  German financial sector competitiveness and concentration, this sec- 
tion will examine: (1) the context of hancial sector development; (2) the 
extent to which banks exercise managerial control over their industrial 
counterparts; (3) numerical fnciicatrrrs of market concentration; (4) evi- 
dence of competitiveness within the banking jndustry; and (5) the effects 
on industrial performance and financial. policylnaking of weak financial 
sector competition. 

A preliminary comparison. of the Mexican m d  Germm cases reveals 
fundamentally similar development contexts as both exhibit the charac- 
teristics of bmk-led fhance which Rouri~hed in the context of late devel- 
opment. kcording to Cerschenkro~~, the mle of banks in an czconomy de- 
pends on the degree of backwardness at the time of attempted 
dttwelopment. Gerschenkron linked late development with a more central 
banking sector rotc in the capital formation and development process. 
English development, having come first, required relatively lit* bank 
involvement in the capital acciamulation pmcess. Faced with no other in- 
dustrial competition durhg its development process, England could ac- 
cumdate capital and invest at a moderate rate. Absent the need to catch 
up to the ccmlpetition, ent~preneurial and merchant capital s u f f i ~ d  as a 
vehicle of industrializatiosr. Germany; on the other hand, havhg devel- 
oped later than England, required speedier development, The sense of 
urgency associated with German development ~ q u i r e d  relatively large 
concentrations of capital. Although sufficient capital could not be fotxnd 
a m g  entrepreneurs, banks filled the gap, making Germm "industrial 
investment banking . . . specific instrument of istdustrializatim . . . "5  

C)ne important diffe~nce betwee11 Germany and Mexico is the hvay in 
which bank dominance developed.. Germany's industrial bianks, faced 
with market incentives to fill a gap left by the chronic lack of capital, 
emerged largely withou"f:tate e~~couragement, Germany had a long es- 
tablished history of strong regional private banking before the emergmce 
of industrial mega-banks, which are today associated with the stock 
ownership of m n y  important C;erm,an mnufactwing firms. E-farnburg 
had developed a deposit bank in the seventeenth century, and as early as 



the sixteenth century, Southern Germany had achieved an advanced 
state of financial sophistication, promoting silver mining, trade, and 
lending to princes.W~exico, in contrast developed much later than Ger- 
many and state-leadership was a cmtral component of the Mexican de- 
velopment experience. As a cmsequence, the Mexican private banking 
sector elnerged as a conscious creatiorn ol the Mexican state to promote H- 
nancial deepening. The state's strategy for attaining this god involved 
enhancing private bank profitability and encouraging financiat sector 
concentratiun. Government officials believed that only a concerntrated 
banking sector codd eventually compete effectively on an internationd 
level. As a result, t-he underlying nature of the Mertican private bank;ing 
sector was never as competitive as the German bankhg sector, Nor was it 
until very recently opened up to foreign competition, which explains 
why it has rt;mained less ccmlpetitiwe. 

A wlated diffe~tnce between the two cases is Che emergence of bank 
domination in relation to the industrial sector, German industrial con- 
glomerate b a d s  emerged as a vehicle for promoting German industry, 
wherclas the Mexi,can banl.ting sector, in Che eyes of the Mexican state, 
took m primary importance as a growth sector to be promoted for its 
own sake. Of course, industrial development ~ m a i n e d  a long-term goal. 
Nevertheless, the path to such development necessitated a vibrant finan- 
cial sector. Thus, after 1940, the Mexican state fncused on pmmotkng gri- 
vate financial system profitability and growth. Hamilton descri:ibes the 
extensive efforts of the Mexicran govemmetnt to promote private capital 
accumulation and expand. a capital market.7 Clearly, the end goal, at least 
for state officials, was to promote industrial growth. Still, there was a real 
sense of pride and urgarcy associakd with having a thriving domestic fi- 
nancial sector. This factor serves as a starting point for understandjng 
why bank-leadership in Germany has been characterized by bank offi- 
cials taking a bng-run view of investment in the industrid seclor, and in 
general. supporting pm-industry policies, whereas Mexican financiers 
have taken a shorter-m, pro-liquid assets appoach to fi~~ancial policy. 

These historical precedents have prcnfoundly affected the underlying 
degree of competitiveness in the relationship between banks and indus- 
try in Gemany and tbe lack thered in Mexico. &e aspect of the ~ l a t i v e  
competitiveness of German banks has beet1 Ihe historical persistc-?lnce of 
excess supply conditions in the market for loans. This is not meant to Far- 
ply that t-he market for loans was not clearing due to government inter- 
vention. Rather it silnply describes a si,tuat.inn in which baslks wcruid 
have been happy to lend at prevai2jn.g rates but there were few takers de- 
spite t-he d e g ~ e  of concentration among, and massive size of, individual 
hdustsial bmks withh the German bmkhg system. T%ere is even evi- 
dence suggcstjng that excess credit supply conditions had existed for 



s m e  time preceding the German industkal takeoff.Vhat is, even pre- 
ceding the historical period when, according to Gerschenkron, German 
banks were substituting there own capital for individual e~~treprene~~rial 
capital, German banks had been more eager to make loans than industri- 
alists or potential industrialists had been to accept them. 

The lack of demand for capital in Gemany just prior to industrializa- 
tion was based m several factors, First, Germans had a low propensity to 
invest due mahly to the fact that there was no stimulation for massive 
investment that at the time involved a huge risk factor. In short, risk did 
not just deter the lenders or the availabiliv of capital, as is comrnonty 
thought, it also intluenced the entmpneurs or the potential demand fnr 
capital.9 Tne second factor that limited the clemand for capital in pre-in- 
dustl-ial Gemany was a strong cultural bias against going into debt. Dur- 
ing the pre-industrial era, it was conssered unusual and even immoral 
to be in debt. Banks simply could not go out and create business. Thus' 
the demand for external finance from potential investors, as well as for 
self-financing, was much more limited than is generally acknowledged 
by the 'sknrtage of capital' argwemt. mird, it has been suggested that 
merchants of the period tended to have a high proclivity for liquidity, 
making &ern less likely to demand credit for fixed fnvestment pur- 
poses.10 m e  clear sign of the lack of credit- demand is that m n y  banks 
refused to accept deposits because they could find no use for these re- 
sourcles, and many enterprises that came into being with considerable =- 
sources failcd because they ~ o d d .  not achieve slnstained profits-which 
they would surcly have done had there really been a shortage of invest- 
ment Eunds.l" 

Mexico's persiste~~tly tight credit market contrasts sharply with the 
German sihnation. There has been an element of control at play in the 
Mexican market for credit which can be ilfustrated through a brief com- 
parison MIith Japanese state-ted finance. Johnson has explored the ways 
by which a developmental state cultivates state-led 'finance to achieve a 
coherent growth-oriented industriat policy. I?it the heart of Johnson's 
analysjs is tlre idea of malting fhance a limited rclsnurce. XI the state can 
ratim industrial Ifinance, then finance becomes a tool by which to infiu- 
ence the etirection of prjvate investment decisims and fndustrial 
growlh.12 Acc~rdjntt; to j&nsm, Japm offers a panoply of mrket-con- 
forming mthods of state interventjon, includjng the c ~ a t i m  of govern- 
mental financial institutions, whose Fnfluence is as much indicative as it 
is monetary-~Wfter the war, Japan experienced a severe capital shortage 
due to draconian measures used to contl-ol inflation, h r j n g  this period, 
a two-tie~d structure of gcrvemcmt guaranteed 'city bankkver-loaning 
and newly created govemfnent.-owned banks of last resort were devel- 
oped. Tbe Japanese Development Bank canne to possess tremendous in- 



dicative powers over the whole economy based on their power to make 
or refirse pobcy loans." A l t h o w  it was born of the capital shortqe, the 
systern of bank over-loans becalne anractive to the Japanese state, and es- 
peciaZly to the Ministry of Tnternational Bade and Endustry (MXTX), as a 
mems of maintaining control over the dkecticm of ilndustriai develog- 
merit. 

The behavior of the Mexican state suggests a sim.ilar, though less orga- 
nized, approach to achieving and maintailling state-led fhance in ttle 
1,940 to 19C70 time period. The Mexican state, like the Japmese state, de- 
liberately attempted to maintain conditions of capital shortage to en- 
hance its allocative powers with ~ s p e c t  to industriai financing. More- 
over, the pre~~ailing conditions of capital shortage in Mexico served to 
enhance the monopoly power of emerging conglomerate banks over 
their illdustrid counterparts.1" 

Univrrsal banks, combini,ng a variety of investment and commcial 
functions under m e  roofr includislg ownership of hvestments h other 
bank and non-bank firms, have dornil~ated both the German fi~~ancial 
system, since industsiatization, and the Mexican fhancial sy&t"m begin- 
ning in the early 1970~~16 The three largest German banks-Deutsche 
Bank, Dresdmr Bank, and Commerz Bank-own 32.52 pereent of the 
stock in the largest German company; Siemens; 61.66 percent of the stock 
in the second largest company, Dahler-Benz; 54.5 percent of the fourth 
largest, and 51.68 percent of thr fifth large".'? Nevertheless, the German 
banking system appears to be much more competitive thm its Mexican 
counterpart, The number of banks alone underscores the competitive dif- 
ferences between the two systems. In Germany, there are cu r~n t ly  mom 
than 5,500 independent h d s ,  while in Mexico the total nuntber of pri- 
vate banks has decxased to less t:han 100.1Wot d y  did the Mexican 
banking system start out more concentrated than the German banking 
system, the process of concentration has cmthued in Mexico to a much 
greater extent thm it has in Germany. Besides the reduction in the num- 
ber of Mexican private banking instictutions, =sources have become con- 
cel~trated among f ewr  institutions. In. 1950,42 bmks controlled 75 per- 
cent of financial sector resources. In 1970' 18 banks controlled 75 percent 
of the ~sources. By 1979 only six hanks controlled 75 percent of financial 
sector resources.lY 

This acceleration h the concentration of bmk resources h Mexico can 
be crediited in part to the 1970 and 1974. =forms of The Cenerd Credit 
Law that altowed for the formation of multi-banks (or universal bmks) 
and financial groups. The key elernent h the growth of multi-banks, and 
the fhancial market concentration that went with it, was the ability of 
banks to form ownership ties with hdustrid firms- The rcsdt-concen- 
tration of power in the hands of a few financiers-further enfianced bank 



hegemony in. Mexico. Also, whereas conglomerate economic groups 
(usudy family-ovvneet) had aIwa~is been a part of Metiico's economic 
structure, in the late 1950s banks and fhanciall hstitnxtio~zs became more 
important as a means of integrating economic groups, the process by 
which fhancial-industrial ownership ties multiplied, increasing the level 
of cmcentration in both sedors. In short, co~zce~ztration within the fhan- 
cial sector predated financial dominance, but fjnancial dminance man- 
aged to chmge the character and pervasiveness of that concentration, a 
process wt.tich lwther empowered finance capital. The Geman Big 
Bmks are organized very similarly to Mcsxican multi-banks, but they do 
not: seem to exercise the type of domination over industrial sector firms 
that Mexican banks do. 

In spite of its reputation for being highly concentrated, the German 
banking sector nevertfiekss exbibits strong competitive tendencies. Al- 
though banks do tend to have close relatio~zships with hdustrial Hrm, 
those fims can choose to associate with any of a large number of compet- 
ing banks. 'l'he German market for bank services is still a buyer's rather 
than a seller's market. T~LES, while there is co~zce~ztration in the fhancial 
sector that might indicate the exercise of monopol-istic market power, 
there is also competition that seems to benefit the customer and which 
does not seem to have done rnuch harm to the economy as a whole.20 

A bank-led finmcial structurcl in Mexico, under decreasjng state regu- 
latory interventim, contrary to expectatim did not: make a positive con- 
tribution to industrial growth, and in some cases even negatively affected 
the financial htemediatim process and the econorrry. fn Mexico, finan- 
cial-industrial conglomerates or grupt,s are commmly cited as a source of 
economic inefficiency because they stifle competitisn. Tello notes that 
'"bank cmdit practices promoted biank interests and the internsis of fi- 
nance capital, while negatiwely affecting the fh~mcial system, intermedi- 
ation, and econasnic production,""" lccordi,ng to m i t e ,  "[flinance capi- 
tal was more interested in accumulating capital through rentierist 
practices than investing in productive operations that were m m  risky 
and less Iucr;xtive.""2 Mweover, because Mexico's industrial take-off 
came during state-led finance, the private financial sector can neither 
take credit for spwring industrialization in the 1930s and 1 9 5 0 ~ ~  nor can 
it djvorce itself from the poor ~ o n o m i c  performance of 1980s. 

German hdustrialization, h contrast, was closely associated with big 
banks. German b a d s  acted as investors and lenders of capital during tbr 
three main stages of industraization. During the first stage, a close con- 
nection between crc3dit banks and industrial enterprises helped promote 
the growth of large-scale enterprises, which helped to overcow tbe com- 
petitive disadvantages of Gemany's late developmnt-. The second slage 
of industrialization saw the emergence of German grussbalzken (big 



banks) which had developed out of joint-stock banks. Until World War :I 
only eight grossbunken ertisted. By the third stage of industrialization in 
191 3, the three biggest Qrman efiecyrjses were banks, and 17 of the 25 
biggest enterprises were banks. Several early scholars of Geman indus- 
trialization, notably Sombart and Hilferda, noted a strong ~lationship 
between German industrializatim and German banks." Clther recent 
scholarship has dcmmstratcd the uirportance of German banks h facili- 
tating industrialization by showing that the provision of funds by banks 
grew faster than the indicator for over& econmic growth (Net National 
Product) during German industrialization, suggesting a certain degrce of 
credit-driven growth.2" 

The distributio~~ of credit- and eqzlality of access for s m d  and med im 
sized bushesses represents another way to measure the benefits or draw- 
backs i&erent in a bank-led financial sector for the rest of the economy 
.hlt.hough German banks do own s&stantja,l port.ions of large manufac- 
turing firms and have historically favored. financing large firms over 
small ones, there l-rave been a number of sipificant changes in the pat- 
terns of German bmk financing over the last twelzty years. The commer- 
cial banks, md. big banks in particular, have successfully attracted small- 
scale savingddey>crsits. They have also offered m m  long-term lending 
than they used to, partly via their subsidiaries, and not: ody to the tradi- 
tional industrial clients. The percentage of loans from the three malxl 
types oE hanks in Germany that went tcr smal manufacturing businesses 
was 411.4 percent in 1970. The percatage frnm commercial banks alone in 
19770 was 48 percent.25 

This contrasts sharply with the process of accrterating ccmcentration 
a m n g  financial-industrial g rove in  Mexi,co, whjch coincided with H- 
nancia.1 liberalization beg ing in the early 1980s." Gmpo Banmex and 
Grupo Rancomer art. good examples of the weddifig of finmcial and in- 
dustrial capital. Each grupa is orgmized around a massive fhancial insti- 
tution. In the case of Grupo Banannex, the firtancial institution was 
formed Zly the combining of three large hanks in 1977: Banco Nacional de 
Mexico, Financiers Kanamex, and Hipotecaria Banamex. The governi.ng 
board of Grupo Banamex is composed. of business elites from diverse in- 
dustrial and fi~~ancial entities, associated with the bank through stock 
ownership or the provision of: eredit. Nlexkan grrrpus consoidated oli- 
gopoly power after financial deregulalion by controlling access to the in- 
ternational capital market. Financial-industrial cmglrzmerates, through 
their co~~trol over domestic banks and their overseas cmtracts, managed 
to get dullar c ~ d i t s  at below prevailing market interest rates to re-lend at 
extremely high i n t e ~ s t  rates denominated in pesos." This process fa- 
vored those with access to international money m d  drove out smaller 
cmpetibrs. Moreover, conglomerate banks exercised market power by 



keeping interest rates low on liabilities, while charging high rates on 
loans to nongroup members. This increased the profit margin for all con- 
(jlomrde banks that stixyed in business and tended to increase the cost 
of fnmcing to small businesses without grmp affiliation, In short, the 
Mexican economy experienced bank-holding company behavior of a 
type that led to a regressive redidribution of kcome. Wit-h hterest rate 
ceilings lifted, grzipos had an hcmtive to solicit funds aggrcsskely from 
the general public and allocate them to their ~ l a t e d  nonfhmcial compa- 
nies in the form of loans at subsidized hterest rates. merefore, on the as- 
set side, these was enormous concentration of credit in a few companies, 
whjle on the liability side the distri:ibution of deposits reflected a cross 
sectio11 of the personal incme djstribution of the ecmosny. mese phe- 
nomena led to the exclusion of nongroup members, which were tygi.callJr 
medium and smaIf-sized companies as well as the middle and lower 
classes, from access to credit facilities, and have produced large transfers 
from lower to high income groups." "Indeed, the net effect of financial-h- 
dustrial conglomerate activities in Mexico was to i n c ~ a s e  the cost of fi- 
nancial trmsactions in the domestic credit markets. mese increased costs 
we= borne disproportionally by small m d  intermediate businesses be- 
cause large business enjoyed preferential access to the international capi- 
tal markets" The differential in bterest r&es and djsparate financial costs 
undoubtedIy contributed to the consolidation and concentration of pri- 
vate national econmic groups.2" 

Mexican financial-industrial conglomerates earned huge profits 
through speculative activity in internatiollal capital and currency mar- 
kets, underscoring thr shift in investment focus from long-term to short- 
term, activities, k m  which they derjved a suhsfantjal proportiol~ Of their 
total profits in the 1980s."Q~tcause different types of banks were owned 
Zly the same firms, it made little differclme whether a bank was officiaily 
classified as a commercial or as an hvestment bank; all these institutions 
tended to use a short-term rather than a long-term framework. German 
bank liabilities, on the other hand, span the whole range from short-term 
to medium-term to long-temt. This has allowed Qrman banks to pro- 
vide long-te'm fjnance to the government as well as to the private sector, 
without giving rise to ertcessiwe monetary expansion.3' 

The defhzing diffe~nce, then, betwen the Mexican and the German 
cases is that with Germany" more competitive banking sector, bmk prof- 
itability is more closely tied to long-tern industrial growth. 'l'able 2.1 
summarizes the clampetitive characteristics of fhance in each country 
discussed thus far. .A less competitive banking sector in Mexico promotes 
an interest m o n g  banks towarif. riskier, shcrrt-term invesmmts, because 
the small nurnber of banks encourages excesshe risk-titScing since banks 
have not borne the hlf, downside risk of their hvestment decisions, due 
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to an implicit government bailout, Also, the m o p o l y  power exescised 
Zly a very few banks in Mwico translates into privileged access to the po- 
litical process and to external credit markets. Because of this privileged 
access, Mexican banks c d d  earn greater profits by t k h g  advantage of 
short-term investments made possible through the exereise cJf political 
and economic morlopoly power, than they could &rough longer-term in- 
vestments in industry. Thus, in Mexico a certain. kind of incentive ;incom- 
patibility arose between bankersf and industrialists7interests. In Ger- 
many, on t-he other handf bankrs not m:iy face econosnic competition from 
other banks, but also political competition from other societd groups, 
such as labor unions and industrial orgmizations, For this reason, bank 
stock ownership has resulted in industrialists and hankers taking a 
shorter-term investment outlook in Mexico than in Germany Another 
reason is that most German manufacturing firms can choose among a 
number of bmks as a source of credit, so that if the bmks do not serve 
the interests of hdustrial firms, they can be effectkely punished by the 
market. But in Mexico, Mexican bankers and industrialists tend to be the 
same people. Family ownership of several banks and manufacturjng 
firms is not uncommon in Mexico, perhaps because of rehctance withh 
the family-run grupos to take companies public fnr fear of losing family 
control. over assets.32 In a sense the answer to the proposed question 
abwt why industrialists act morc like bankers in Mexico is straight for- 
ward: Mexicm industrialists are bankers to a great extent, 
tn Germany, on the other hand, all major industrial firms are puhlicly 

traded. The German counterpart to the Mexican grtdp is tbe voting block 



formed by bank shareholdings in German companj.es. The data are cer- 
tainly impressive in terms cJf the potential power that German badss 
wield over hdustrial er~terprises~ By U.S. stmdards, German banks do 
exercise a sigslificant degree of control, over German companies, Evi- 
dence to that effect has provided an empirical basis for la2lelhg the Ger- 
man financial systern bank-led. Roe hjghlights the stock-based conk& of 
Germm bmks over German hdustry and contrasts this situation that of 
the tlnited States, which until the very recent repeal of Glass-Steagal 
letpdy imposed the sepa,rati.on of banks from commerce. The percen.t.age 
of public company stock owned by German banks has h fact increased 
from 6 percmt in 1960 to 10 percent in 1990." "ese numbers certainly 
ilnply a high degree of bank influence over indtlstry when compared 
with the t"nited. States. Also, in terms of stock pescentage, the potential 
for German bank influence has certainly increased. 

Rut, the relcvant comparison here is not the U.S. financial systern or 
m y  other advmced hdustrial corntry" fhancial, system, but the Mexi- 
can bank-led fir~anciat system. And compared with the Mexican bank-led 
fhancial sygem, the German system has resulked in far less dominance 
of financial hterests over industrial, interests. For example, Gcrman law 
limits the percentage of company stock any one ballk can hold as m e  
means of keeping bankers' control over industry in check. And while 
there is gl-eat potential, for German banks to irnpose t h i r  wilt m indus- 
trial enterprises in which they hcrld a contrdlhg hterest, German banks 
do not tend to dominate industrial investment decision making. Al- 
though they are clearly positioned to innuence managemnt, there is lit- 
tle evidence that they co 

One reason that bank encroach upon hdustsial firms' 
managerial, decision-making autonomy is that German manufacturing 
firms are well-organized and well-represented poiitically. Fur&ermort;, 
Germm bushess interest groups are politically viable md independent 
fPom state sponsorship. This contrasts sharp4 with the lack of indepen- 
dent political organization in Mexico. Gemart business makes its pres- 
ence felt. through three major institutions. Witlh a membership of about 80 
percent to 90 percent of all firms, orgmized in a complex system of more 
than five hundred branch a d  mgional associations, tbe Federation of 
German Industry (BDX) is Che central vehicle for representing the general 
polky otojectives of business. The collective bargaining strategy of busi- 
ness is defined and carried out by tbr Federaticm of German Employers' 
Assodation (BDA). More Ihan 811 percent of aX1 West Qrman employers 
belong to one or several of the more than eight hundred branch or re- 
gional associations. Fhally, the Diet af German hdustry and Go 
(DXHT) represents the interests of small business and the crafts, espe- 
cially on a regional basis.35 



At a glance, it does appear as if German banks"oting rights with re- 
spect to stoek ownership give them a tremendous amount of decision- 
malting power wiChjn the firm, Mowevcr, in nearly 90 percent of all cases, 
voting rights amomted to less than 5 percent of equity and in only 4.3 
percent of cases did rights exceed 25 percent. This dispersion means that 
the power of indivicl,ual banks is much less than kvollld appear fmm the 
high proportion of voting rights controlled by the banking system as a 
whole.36 fn short, the relationship between banks a d  industry in Ger- 
many exhibits a relatively high degree of competition compared with 
Mexico, wwhere the bmEmg sector is much mnre concentrated and tends 
to domillate the industrial sector. 

'Thus far this chapter has argued that market structure and clegree of eco- 
nomic competitiveness within the financid sector account for much of 
the difference between the Mexican and German ecmomi.s despite their 
shared bank-led financial structures. In addition to economic competj.- 
tiveness, the degree of policymaking crcdibility on the part of the state 
also helps explain some of the differences between the Mwican and the 
German cases" Policymaking crcdibility will be analyzed by focusing on 
two primary relationships: that between bankers and the state, and. that 
between the state and society. 

During the post-war period, fhmcial policymakers in Germany con- 
sistently gave a high priority to controllhg inflation, Morc importantly, 
the ct,nsi&e~lcy of anti-inflatimary policy has given the German central 
bank credibility in the eyes of markct actors. This credibil.ity has, in turn, 
allowed state officials to pursue policies without fear of encouraging pri- 
vate financial sector behavior that would prove harmful to the ecommy 
as a whole. 

The degree of sensitivity to threats to the value of money and the de- 
gree to which monetary authorities have ntn policy in accordance with 
those fears, makes sense only in Ihe context of Germany's dramdic expe- 
rience with hyperinflation in the inter-war period." 7 s  a consequence, 
Germany"s monetary stability after World VVar If could not have con- 
trasted more sharply with the instability of monetary policy during the 
Weimar Republic. The German central bank has defended, its stable price 
stance in public often, and a refusal to compromise on inflation has be- 
come a part of the Bundesbank ethos.. German cent-rd bankers have been 
unwilling to stimulate the economy at the expmse of risking inflation. 
According to W - h u t  Schlesinger, a Bundesbank official, "even single 
djgit inflation destroys t%le currency's value over the medjurn term, and 
graduaIXy destmys the economy as a whole." h 1986, while Germany 



was experiencing zero inflation, Schlesinger continued to warn against 
inflationary pressure." It is important: to keep in mind that the anti-ida- 
tionary bias of central bmkers in Qrman is shared by the German popu- 
lation, even though few alive today actually experienced the hyperinfla- 
tion. Clearly, the shared societal memory of severe inflation has 
sirnglifed the task in political te rm of keepi,ng inflation low. Fwther- 
more, the fact that market actors mderstand the basis of central bmkers" 
concern ower inflation gives monetary offiicials a certain degree of credi- 
bility that would not olherwise exist. 

Tn contrast, when Mexican monetary officials have announced plans to 
reduce or keep inflation down, the response of market acton; has typi- 
cally been skepticism. Policy credibility in terms of inlation control 
seems to be a more difficult and complicated issue for the Mexican state 
&an it has been for the Germm state. Inflation control in the form of aus- 
terity measure?s involves real sacrifices for the Mexican people, espedally 
for the masses, while the fear of hypepinfiation does not provide a coun- 
terbalatlce to such cclsts.3 Ako, devaluation has historically been seen as 
a poliLical liability by Mexican p~sidents,  m a b g  &ern less thm willing 
to devalue even during times of obvious overvaluation of the peso, Yet 
most business leaeiers and especially bankers come to expect devaluation 
evmtually even thotl~gh policymakers continue to insist on their commit- 
ment to fend off devaluation. This process tends to weaken the Mexican 
govement's policy credihility in general.40 

Game-Theoretic: Analysis 

'This chapter has underscored key differences in German and Mexican fi- 
nancial markets with respect to the vigor of competitim and the level of 
poiicylnaking creditaility e~~joyed by monetary okfiicials. m a t  remains is 
to explain how these differences inform the dynamics ol fhmcid policy- 
making in each case. This analpis demonstrates how competition and 
poIicymahg credibility inform the strategic hteractim between state 
policymakers and private bankers in each country. Shce policyrnalcers 
choose strategies contingent on expected market behavior, and market 
actors make investment decisicrns contillgent on expected government 
policies, this chapter employs a game framework in order to capture the 
dynamics of these relationships in Mexico and Germany* 

This extended form game is an attempt tc:, model the strategic fnterac- 
tion between the state and banlcers over fillancial policy with uncer- 
tainty built h over whether a good or bad state of nature will prevail. 
This model is meant to be descriptive and heuristic rather than generat. 
'The payctffs are a s sued ,  so that the outcomes that derive h m  them are 
conditional on the sizes of the payoffs. The probability of being in either 



Lcgnzd: LT is lotzg-term investment; SlJEC is spectll~tive invcstm~nl,  itrcitrditzg capital jiglrf; 
GOOD z'tzdic~~trs u p e l  s t a f ~  c?f nature prtr77aifs; BAD indictates a bad state of I Z L Z ~ Z I ~ ~  prer~uils; CC 
repr~fle~lls conzpefiiii-z*e~css-co~~~~2"~a~s excF~arzge rate policy; QV rc.prcsenls pxc\atrge m& po;lnlicy f /mf 
toker~ztrs crxtret-tlr oaerr~altlation; B ilzdicutrs batzkms' cttoice betuleen LT and SXXEC, 

FIGURE 2.1 Extended-Form Game Tree: The Strategic Dynamics Between 
Bankers and Monetary Officials 

state of nature can be interpreted as an expectation. on the part of the 
players regarding macroeconomic performance, which may include ex- 
gectatims about tbe effectiveness of government: policy and the likeli- 
hood of goad or bad exogerrous shocks" 1 assume that all players hold 
similar beliefs concerning the probabilities assigned to the states of na- 
ture. Furthermore, I assume that the banks m d  the state move simulta- 
neowly and that neither knows which state of nature has resulted bc- 
fore making their decision, All the possible outcomes including the 
gayoffs for the state and the bankers are represented by the eight 
branches of the game tree. 

The state's preferences among the 8 possible outcomes were deduced. in 
the following mamer and assigned a 3 through 8 rank orderkg, where 8 
rclpresents the highest utility mcasure and f;  presents the lowcst." The 
state prefers all. outcomes under the good state of nature to all outcomes 
under the bad state of nature.. Comequmtly the four possible crutcc,mes 
on l.he upper branches of the g m  tree must be assigned 5 t h g h  8 in 
terms oi payoffs for the state, Furthermore the state prefers that the 
bankers engqe in long-term investment rather t-hm sf-urt-term spec&- 
tive investmemt (e.g. capital fight OF cwrency speculafion) regadless of 
the type of financial policy pursued., competitive-conscious or tending to- 



ward overvaluation. This means that the bighest payoff for the state 
comes under the g o d  state of nabre with the bankers engaging in long- 
term, invest~~ent. There are two possible outcmes that satisfy Ektese aite- 
ria: one where the state plays competitiveness-conscious and m e  where 
the state plays overvaluation. 'There is a tradeoff here for the state. On the 
one hand, the state can better fend Ollj inflation with a strong exchange 
rate. On the other hand, a competitiveness-conscious financial policy is 
more likety to encourage long-term investment in export industries, 
wh,ieln presumably the state also values. But if we assume that bankers 
have already decided to invest long-term. regardless of state policy be- 
cause they hold pcwitive expectations about the futurc., then fie only rele- 
vant questicm for dctermhhg the rank order of state prekrences is rela- 
tive cost h terms of political liability incumd by the state of each policy 
path. b r  example, at the end of 1993 Mexicm President Salhas, si&r 
to many presida~ts before him, did not see dtvalua.t.ion as a viable politi- 
cal option because of the likely inflationary effects and the sense that an 
inflationary spiral would make him and his party- look weak in the midst 
of a presidential election. In addili,on, Salinas might have believed that 
devaluation would spook portfolio investors, whose inflows generated 
the large capital account surplus needed to counterbalance the trade 
deficit.. As long as portfolio capital flowed in, the government could 
avoid devaluation and its potential in.flationary consequences, In the 
short run, protecting the value of the peso appeared to be a more satisfac- 
tory political strateu. Certahl~vi the sudden itncrcase i,n the gover 
budget deficit during this period, which coincided with the electoral 
campaign, indicates that Salinas was willing to risk longer-term eco- 
nomic instability for the sake of short-term, political, gains." Ironically; 
m b t a h i n g  an artificially high currency will sometimes best serve tlne 
state" short-term political hterests, even if it does not serve the long- 
term, economic interests of the nation.. 'This has certainly been the case in 
Mexico. By this reasonjng, under G600/LT/OV1 the state receives 8 
and under GOOD/LT/CC%e state receives 7. 

NOW consider the goad state of nah.rrc3 \zrhel-cl the bmkers have chosczn to 
h e s t  &art-term. The state wifl p ~ k r  competitiveness-conscious policy, 
especially since, under the good state of nabre, it would be confident in its 
ability to bring about long--term investment. Thus, t-hc state's payoff is 6 lor 
GmD/SPEC/OVf m d  IS for GWD/SPEC/CC,Wext consider the bad 
state of nature where bankers invest 1mg term, which we know the 
state .finds preferable to the bad state of na.t.ure kvhere Che bankers spec- 
ulate in foreign currency in ordcr to hedge against devaluation of their 
w n  currency43 By the same reasoni~~g, the state prefers 'BBf>/LT/l)V' 
in which case it receives 4 to 'BAP)/LT/CC"n which case it receives 3. 
Lastly, considter the bad state of nature where bankers invest sktort- 



term. By the reasoning used above the state prefers 'BAD/SPEC/CC' to 
%BAU/SI"EC/C:)Vf and recehes 2 and 1 respectively. 

The bankers' pr&rctnce, like the state's, ir; h r  the good state of nature 
over the bad state of nature regardless of policy or ixlvestment strategy 
Likewise, locking into a long-term investment strategy when the good 
state of na.t.ure prevails is likely to be more profitable than any short- 
term., speculative investment skategy that does not take full advantage 
of the good state of nature. within tbe domestic eccmomy, Al%ough de- 
bata:ble, it seems that banfters hvodd prefer a well-implemented competi- 
tiveness-conscious financial policy to a, policy of extreme overvaluation 
under the good state of nature, a scenario under which bmks bare t-he 
risk of being locked into long-term indust..riaii hvcstments should the pol- 
icy be abandoned, inducing a currency free? fall. So bankers prefer 
G(;QOD/LT/GC~ito 'GOOD/LT/OV%d receive 8 a d  7 respectively. 
However, when bmkers invest short-term, their preferences approximate 
those of pure liquid capital holders. We assum that liquid capital: hold- 
ers tend to prefer policies that favor maintaining high currency value es- 
peially in the absence of effective Mation-control plicies because their 
investments am denominated in terms of pesos and thus profitability de- 
pends upon currency value. Moreover, bmkers (the largest comtih;renc)i 
of liquid capital holders) at Least in Mexico tend to be hurde~ned with 
large foreip debt exposures, making them even morc li.kely to prefer a 
strcmg cmrency* Therefore, bankers receive 6 under 'COC)D/SPEC/C)V" 
and 5 under 'GCX)O/SX"EC/CC."A~~~~~~~ the bad state of nature pre- 
vails, bankers prefer t;hort-term speculation to long-term, investment re- 
gardless of the financial policy path. Liquid-capital holders prefer not to 
be locked into Long-term hvestments in a stagnant economy Under the 
bad state of nature, where bankers have invested short-term, they would 
prtrfer that polieymakers intervene in capital markets to uphold t-he value 
of the currency, by using foreig~n reserves to buy pesos on the open m r -  
ket far example, rather than dlow currency devaluation to take place in 
order to promote longer-term export growth. This follcrws because of the 
assumption that bankers are already engaged in a short-term invest~~ent 
strategy that involves kdgixrg against a fail in the value oi the home cur- 
rency, capital flight, and f 0 r c . i ~  debt exposure, rather t-han a strategy of 
investing in the longer-term health of export industries. So bankers re- 
ceive 4 for 9FSAD/SPEC/OVhand 3 'for %BAD/SPEC/CG,%L~S~~F under 
the bad state of natum when bankers have invested long-term, the worst 
thing that cottid happen would be for the state to t?llo\v a currency free 
fall, One way to think of this is that currency devaluation is acceptable to 
banks only if the trade-off involves increased profits from a thiving in- 
dustrial customer base, If the economy is stagnant and the cwrency dt- 
Aates, bankers lose on two counts. This applies especially to beavily in- 



dbted  countries whose debts are denamhated in the foreip currency. 
Bankers prefer 'BAD/LT/OVf, and receive 2, to 'BAD/LT/CCf, and re- 
ceive I, 

E x p ~ " t " d a y u f s  

Based on these payoffs and the structure of the game, the expected payoff 
to the state of hnplementing competitiveness-conscious monetary poli- 
cies, given the bankers invest only short-term, is: 

ETCC I SPEC) = h ng + 2 % 

Whereas the expected payoff to the state of exchange rate overvalua- 
tion, given the bmkers speculate, is: 

Since ES(CC i SPEC) - EYOV I SPEC) is always positive, EYCG i 5PEC) 
must be greater than Es(OV I SPEC). In other words, if bankers choose to 
speculate, then the state always prefers to engage in competitiveness- 
conscious munetay policy. OIle pos"ibfe interp~tation of this mtcome is 
that the state has little to lose once capital Right is akeady out of control 
by trying to restore export competitiveness. 

On the ather hmd, if we assume that bankers take a longer-tern out- 
look and have a close relalimship with industrial producers, then the 
state always prefers to overvalue according to the model. The state's ex- 
pected payoff from overvaluation, given the bankers play long-term, is: 

EYOV l LT) = 8 mg + 4 m, 

M i l e  the state's expeded payoff from competitiveness-conscious pol- 
icy, given the hankers invest long-term, is: 

Es(CC I LT) = 7 ng + 3 n, ; and, 

Since EYCC I LT) - EYOV i LT) is always positive, EYOV I LT) must be 
greater than ES(CC I LT). Here a similar logic holds, there are certain po- 
litical benefits that the state e~zjoys by choosing to maintain an overval- 
ued exchange rate which will outweigh the economic benefits of a com- 



petitive exchange rate assumjng that bankers wili suppwt the export in- 
dustry anycyay* 

The model also alfokvs us to examine the incentives facing bankers as 
they decide between different investment strategies. The bankerskex- 
pected payoff from h~vesthg long-tern, giwn the state is tolerating, in- 
deed encouraging, overvaluatio~~, is: 

WhjXe the bankerskexpected payoff from speculating, given that the 
state tolerating overwaluation, is: 

If a, - 2 n, > 0, then ER(LT) > ER(SPEC), and bankers prefer to invest 
long-term. In, short, if the probabiliiry of the good state is greater than 0, 
and the state tolerates currcncy overvaluatim, then the bankers will. in- 
vest long-term. If, on the other hand, - 2 V, i 0, then EH(LT) < 
EB(SPEC), and bankers will prefer to specufate. That is, if the probability 
of the good state is less than 3'3 and the state alows overvaluat-ion, then 
bankers will spedate.  

These results make htuitive sense, since one would expet long-term 
investment in an economy cvith optirnjstic expectations and short-term 
specdative investment where expectations wew pessimistic. In additim, 
these results suggest that tolerating overvaluatim, in and of itself, does 
not necessarily lead to a sub-opthal, outcome. Enstead, it appears that a 
state which enjoys a great deal of policymaking credibility, say the proba- 
bility of the good state of nature is greater than 213, also enjoys quite a bit 
of policymaking leeway. I f  the futuse looks bright, both. types of financial 
poky  will be cclnsistent with long-term industrial. investment. 

Given that the state ellgages in competitiveness-consci~us external 
monetary policy, then the expected payoff to bankers of investing long- 
term is: 

EB(LT l CC) = 8 m,: + 1 m, 

The expected payofi: to the bankers of investing short-term, given that 
the state has engaged in competitiveness-conscious policy, is: 

En(SFEC I CC) = 5 mg + 3 n, 



I f  3 ng - 2 m, > 0, then ER(LT I CC) > EB(SPEC I CC), and bankers pre- 
fer to invest long-term. In short, if the probability of the good state is 
greater than 2/5 and the state engages in competitiveness-conscious pol- 
icy, then the bankers will invest long-term. If 3 ng - 2 n, -c 0 then ER 
(LT i CC) E"(SPEC l CC) and bankers will prefer to speculate. That is, 
if the probability of the good state is less than 2/5 and the state policy is 
competitiveness-conscious, then bankers will speculate. Again, these 
results make sense since one wouM expect long-term investment in an 
economy with optimistic expectations and short-term investment 
wfiercl expectations were pessimistic, regardless of the character of fi- 
nancial policy. h fact, this analysis does suggest that long-term invest- 
ment will be forthcming if bankers are very confident, but under con- 
ditions of: moderate confidence capital flight or other f o r m  of 
speculation may ensue. In other words, the greater than Z/s criterion for 
credibility does not give the state as much leeway as the g ~ a t e r  than C )  

situation. 

Ilnylic.uf ions 

The generd ixnplica6ons of the model are fairly intuitive, The predictive 
m explanatory value of this game lies in the eyuiljbrium malysis. There 
are two conditions under which this game yields an unambiguous solu- 
tion. For 0 4 mg -c 2/5, the Nash equilibrium is 'SPECICC.' Also, for 2/1 c 
mg the Nash equilibrium is 'LT/OV.' For each player these strategies rep- 
rese~~ts the best response given the other player" move. As one would 
expect, the game predicts long-term investment whert. expectations are 
very optimistic and short-term investment w h e ~  expectations are mom 
pessimistic. For ?/'S ng O there is no Nash equilibrium in pure strate- 
gies. There does exist a mixing strategy where bankers specdate a certairr 
percentage of the t h e ,  and invest lmg-term otherwise, which satisfies 
the Nask equilibrium criteria but it adds little to the analysis. 

The model gredicts in theory the outcomes that wwld have prevailed 
in Mexico and Germmy gjven t-he incentive strucbres facirrg key deci- 
sion makers. For the most part, the events that have u~~folded in. Mexico 
and Germm are consistent with the equilibrjum analysis presented here. 
However, even where the model fails to accurately predict certair.2 out- 
comes, the logic of mutual incentive mect-tanisns that. forms Che basis of 
the model helps to explain tfie inconsistency. 

For the Mexican case, assume n- % for the bank-led period of the 
1980s because this period coincided with dislnal economic performance 
and the height of the debt crisis. This being the case, tbe model, suggests 



that banks will speculate, and the state will engage in competitiveness- 
conscious financial policy. This certainry captufes the behavior of the 
bankers. It does not, fiocvever, capture the behavior of the Mexican state, 
which tolerated extreme overvaluation of the peso throughuut the 1980s 
and early 1490s, a fact that precipitated tbr Peso Crisis of 1994. 111 fact, 
many n w  sight flawed exchange-rate pdicy as virtudy the only misdi- 
rected element of Mexican economic polllcyrnaking througfnout this pe- 
riod. 

The question is why policymakers followed this course despite the fact 
that it entailed. the risk of: inducing severe economy-wide hardship. Oste 
possible a n w r  is that Mexican policymakiers faced increasing pressure 
to uphold the peso's value from an increasjngly pocverlul domestic fi- 
nancial sector, whose share of financial assets had, risen steadib since the 
early 1980s.a 'This also seems to have been the case in mailmd more re- 
celltllr, The state's nationalization of the banks and impositim of capital 
controls in 1982 represent the state" iinitial response to short-term invest- 
ment and capital Ri&t under a bad state of nature. I-lowever, bank-lead- 
ership eventlaauy gave bankers sig~~il-icant infiuence over the dctermina- 
tion of financial, poticy Based. on the game tree, if bankers codd. choose 
the state" move once bankers had invested short-term in the bad state of 
nature, they would choose QV" opting to receive 4 sather than 3. The 
game suggests that state policymakers would have been better off engag- 
ing in competitiveness-cmscious ertcernal monetary policy from the be- 
ginning of the debt aisis, What the game faiis to capture is that Mexican 
bankers who owed millions in dollar-denominated loans stood to lose 
vast amounts as a result of &valuation. 'The banlcruptcy of any one of 
Mexicds large financjal instjtutions xnight have induced fhmcial chnos, 
a chance the state could not afford to take, Under these circumstances, 
the short-term behavior of the Mexican state, while not optlmal, is under- 
stmdable. 

In contrast to Mexico, German bank--leadership has been acconnpanied 
by a great deal of optimism. Furthermore, confidence in the German 
state's poljcymahg effectheness has grocvn out: of the central bank's 
staunch anti-inflation pollcy In short, investors know what to expect, 
The German economy has consistently fallen somewhere in the mg > 
range, Hence, one hvould expect baslkers to invest long-term and the 
state to tolerate some overvaluation. While the former is certahly cor- 
roborated by the analysis, the latter is not. The BundesbanEc has been 
willing to accept an apprclciation only as a last resort, and only after go- 
ing to great lengths to reconcile internal and external balmce in order to 
avoid m a b g  a choice in the first place?' This fact is especially notewor- 
thy given the Kundesbartk's aversion to inf"la.tion, because highly valued 
currencies tend to fend off inflation much more effectively than weak 



currencies," FXowevel; despite the emphasis of German external mone- 
tary policy, there has been a movement toward a strmg Mark since the 
1,971)s due to the role of the mark as anchor currency for the evolving 
EMU." This, together with the German societal aversions to inflation, 
discussed earlier, allowed G e r m  mcmetary officials to pursue their in- 
terests at relatively low trade-off costs. In short, the political benefits that 
entercd into the state" preferences for a strong currency weighed less 
heavily in the German case due to a set of special circumstances that al- 
lowed policymakers to enjoy the political benefits of internal stability 
without compromising their connmitment to external stability and. ex- 
port-led growth. 

'This chapter has examined why the German bank-led fi~zancial system 
structure has resulted in a set of financial poljcies that has tended to favor 
the export irrdustry and long-krm gmwth, while the Mexican bank-lcd 
fhancial system strwture has resulted ia a set of more changenble, unsta- 
ble monetary poiicies and extmme overvduatim of the peso, which fa- 
vors liquid capital holders. %e explanation is that bartkers in Germany 
do not dnrninate the German fhmcial market to the degree that Mexican 
bankers do. Geman banks are big, but they are also very competitive.48 
The second explanation is that the German state has enjoyed policymak- 
ing credibility and the Mexican state has not, This is reflected in bankers' 
expectations about the future (state of nature), which FR turn determines 
how bankersf react to state policies. In fact, the rt.ncwed credibility of thr 
Mexican state during the Salinas Presidency surely accounts for s o m  of 
the economic success in the early 1990s, but ithas been more than offset 
since the peso crisis of 1994. 

One lesson that emerges from this analysis is that in promoting the 
growth and deepenjng of a financiai system, the state must remain 
keenly awam of the consepences of a highly oligopolized financial sys- 
tern in order to avoid crc3ati.ng an in.effident politically and economicall,y 
dominant sector. Exposing both manufacturers and banks to interna- 
tional competition early on, as wap; the case for the German finmcial and 
export-mixnufacturing sectors, may not ody promote economic efficiency 
but also political, stability, It is notewortl-ry that the process of financid 
development in Germany required little or no comcious state policy, in 
past: a reflection of Germany's status as a relativrly early developer. En 
contrast, the Mexican government continued to protect banks from for- 
eign competition, and from f o ~ i g n  debt exposure by artificiatiy over- 
valrnixrg its currency well into the 1990s.m Naw in the wake of the Mexi- 
can peso crisis and the Asian financial crisis, it has become clear to 
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academics as well as policymakers that politically entrenched, oligolop- 
ized, over-indebted private banking systems represent the biggest obsta- 
cle to sustained growth in newly industrializing countries. 
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Policy Choice or State Autonomy? 

Finnncinl Liberalztzn tion 
In Mexico and South Korea 

This book has, thus far, analyzed the political process which generated 
financial liberaljzation in Mexico, based on l.he premise that the conse- 
quences of financial Eberalization are integrally tied to, and cannot be 
understood apart from scrutinizing, the process by which such policies 
come about. Financial liberalizatio~z policies in Mexico came about both 
because it became too costly for the weakened Mexican state to maintain 
financid heterodoxy, and because newly empowered s e n t s  (private fi- 
nanciers) stood to benefit from fi~zancial libera2ization. But fhancial lib- 
eralization has proven more successful in other cmtexts, The purpose of 
this chapter is to deternine under which cmditions hancial liberaliza- 
tion is more or less Uely to be successf~11 bp cmparing an apparently 
successful case, South Morem (hereafter ~ f e r r e d  to as Korea), with a less 
successful one, nameiy n/lexico. This chapter" ccclmparison of Korean 
and Mexican f;inancial liberalization in the 1980s underscores the bene- 
fits of gradual. financial liberalization with the government in cmtrol 
over fhancial liberalization with the gover ent ceding control to pri- 
vate financiers mnre quickly- This is especidly the case where fnan- 
cial-industrial conglomerates dominate the domestic market, as Mexi- 
can gvapcts and Korean chaehol do. Although the Korean e c o m y  has 
more reccnLIy experienced the consequezzccs of financial sector oligopo- 
lization and inefficifnc~~ it did, manage to put off these consequences for 
the better part of a decade. While the Mexican ecmomy was devastated 
throughout the 1980s, the Korean economy grew rapidly with little or no 
increase in levels of inequality. One factor that differentiated these 
economfes was state capacity and nutonmy which enabled the Kmans 
to control the chaehol in a way that the Mexican state c d d  not with re- 
spect to the gncpos. 



At first glmce, the Korean case seems to impIy a lack of generalizabil- 
ity to the fhtdings presented for Mexico. Chapter I argued that the stmc- 
turd shift in the financid systern from a state-led to a bank-led system 
caused the policymaking shift from hetemdox to orhodox financial poli- 
ties. That chapter also proposed that state-led finance provided a basis 
for h'lexico's extraordinary economic perfrtrmance in the miracle years 
(1 940-1960), while the economic downturn and financial crisis in the 
posfi1980 period was a predictable ~ s d t  of the shift toward bank-led fi- 
nance and financial liberalization. mewed within a larger coqarative 
fmework,  these arguments are problematic for several reasons. Firsl, 

nt for Mexico" sadoption of fkancial liberalizatim was based 
rnestic variables: the declhe of state autozzomy in the f;inan- 

cial sphere, and the simultaneous rise of bankers' hegemony. This kpties 
that financial likralization simply reprtrsents the outcome of a political 
struggle between self--.interested bankers and state dficials who presw- 
ably represent a version of the 'national i,nterest,%is approach fails to 
address the worlctwide trend towad fnancial liberalizatim duriw the 
1,980~~ when virtually all Asian countries adopted some version of finan- 
cial liberalization, as did. Chjle, Argentina, Indonesia, iirrkey, and 1sltael.l 
The second problem is that the characterization of Ehancial liberalization 
in Mexjco presupposed to a certain degree the %-effects crl kanrial liber- 
alization m the economy. h other words, the context of bmk-leadershjp 
doomed the fh~ancial policy to fa i  from the ouf;set. While this domestic 
st.ructures approach exp1,aiz~s the Mexican case, it fails to explain the 
mixed rccord of financial liberalization policies among other NIGs, par- 
ticulaly Asian NICs such as Korea, 

Hawever, these apparent inconsistencies are actually consistent with 
the basic hypothesis offered in chapter one, that state autonomy is a nec- 
essary element for any policy, vvhether orthodox m heterodox, to be suc- 
cessful" Yet this is not a state interventionism versus the evils of the free 
market type of argument. The decl.inixrg ability of the Mexican state to di- 
rect finance, together with the increasing power of societal actors; (fi- 
nanciers) in relation to the state, as well as In relation to other societal ac- 
tors (industrialists), first made heterodox iinancial pallicjcs untenable and 
later made fhtancial orthodoxy untenable as well. And, in contrast, we 
hall, see that the Korean state at the inception of the liberalization 

considerably more autonomy than did the Mexjcan 
nt rests more on the particular stmcturd cbaractcris- 

tics of the state and the market, than on some notion that either is better 
suited in the abstract to make economic decisions, WZ-h respect to politi- 
cal structure, the state should have the capacity to pursue a p&cy path 
that approximates the ""national interest'brather than ane that attempts to 
satisfy narrower sectoral interests, thus falling prey to rent-seeking and 



cronyiszrr. With respect to market structure, the financial markt  shodd 
be relatively competitive so that market actors face incentives to invest 
that arc compatible with ovcrd ecoslolnic growth and long-term stabil- 
ity Both in Mexico and ;in Korea, financial market structures have not sat- 
islied this criterion, making it difficdt to clairn that any m v e  a~lv from 
state hterve~ntion toward free rnarket polieies will aut.on?&icalty increase 
efficiency. By the same token, the claim that Korem interventionism with 
respect to fh~ancial policy has bmefited the Korean econmy rests on the 
fact that stixte policy was f o r d a t e d  so that it did overlap with the "'na- 
tional interest" and. remained. relativeIy insdated from monopolistic 
market inrlumce, rather than on the assumption that states know better 
than markets.2 

Yet if Mexico liberalized because it had to out of policymakng weak- 
ness, the Kortran state, with its policymaking autoncrmy, seemingly had 
the t?bility to choose. Why thcn did it: choose financal redorm? In fact, 
why have most newly industrialized counthes engaged in some degrce 
of fit~mcial liberalization? One might be ternpted to attribute the liberal- 
izdion trend to pressure from inkrnatimal financial organizations and 
powerful developed countries, The chalfenge of this chapter is to explain 
why the worldwide trend toward financial liberalization does not neces- 
sarily negate the argumnt that Mexico engaged in rj~nancial liberaljza- 
tion because of decllhing state autonomy, and not d y  because of hter- 
national pressure. 

There is little question but that Korea faced tremendous international 
pxlessure to liberalize domestic financial markets, as did Mexico. In 1979, 
no doubt partially in rc_.spr_lnse to such pressure, Korea initiated financial 
de-regdati~~n.V~ndeed, Korea is only one of a nurnber of NICs in which 
the state bad previously exercised considera:ble control over the dloca- 
tion of credit in order to achieve political and econcrmic gods.. It is extra- 
ordi,nary how many of these states embarked upon a program of finan- 
cial liberalization during the 1980s, especially given the ahantages 
enjoyed by countries with state-led financial systems in earlier periods. 
Fm exmgle, Mexjco entered the ranks of the NlCs with the help of state- 
led iinance, as did. Korea, Taiwan and Brazil. Japan and France also en- 
joyed trt-lmmdctus gmwth coincident with the hei&t of state-led hance. 
Loriawx and Woo-C~tmmings note two pllzzling l-hhgs about the finan- 
cial liberalization trend among developing counh-ies. First, they question 
the timing of this trend. Liberalizaion of financial rnarlcets began in 
earnest b r i n g  the 198(ls, following a period during which m y  of these 
countries had relied on state-direct& finance as a key component of in- 
dustrial policy to achieve impressive growth rates? It was, in part, 
through its mediation ol enormous arnounts of capital that the Korean 
state had achieved its autonomy and its capacity to shape the market, 



firms, and society at large.? Secondly, these reforms occumd in countries 
such as Mexico, and to some extent Korea, at a time of groLving unem- 
ployment and, in the case of Mexico, economic crisis. In short, dornts  
we= adopted when there was, at least politically, "a greater justification 
for state intervention than ever."6 

An examinatio~~ of Korea will demonstrate that fhancial lfierizlizatian 
was, in fact, a choice variable and not simply a respmse to declinhg state 
autonomy or hternational pressure. At the beginning of thr liberaliza- 
tion process, policy loans (loans that the government ordered banks to 
extend) still accounted for more thm half of domestic credit,Vecause of 
this, banks held the government ~spms ib le  for loans they had been or- 
dered to make.& Hence, the risk of bad loam was borne not by b a d s  but 
by the governnnent, and ultimately by society. This  explahs, in part, the 
great enthusiasm for financial liberalization among government tech- 
nocrats, who saw it as a way to reduce the burden of socializing risk 
where the state played the role of creditor,Y Also, according to Korean 
poiicymakers, financial likralization began in 1980 not because state-lcd 
industrial poky had been a success, and not because it had been a fail- 
ure, but because its mission was Largely complete.1Vhey suggested that 
the economy had developed suibstantially, becoming mom complex in 
the process. LZijrhin this more complcx economy, the costs of massive in- 
tervention simply began to outweigh tbe bcnefits.11 

In sharp contrast with Korea, Mexican financid tiberalization has 
taken place withh a cmtext of decl;ining state autonomy mroughout the 
1980s experience with liberalization, Mexican state managers were 
caught between external shocks, the demands of the international bank- 
ing cornmzlnity, and rising political unrest, further erodi,ng state auton- 
omy.12 Liberalization policies so severely undermined the PH's salfiance 
with the official labcrr movement that many observers began talking 
about a crisis of Mexican corporatism-" 3S;lnce 1983, Mexico% ggrowing 
co&tment to ecmmic  liberalization and austerity programs has led. 
to the almost total political exclusim of the more leftist wing of the party, 
whieh in 1.988 organized an electoral opposition to the PRI.1Uddition- 
ally, the PRI faced, serious upposition from the political right in the form 
of the PAN, a party represent% business interests in the political sphere. 
'The PAN hiis mounted a two-pronged attack on the PRI government, 
linkkg criticism of government economic policy to calls for greater de- 
mocratization. 'f'he P M  complaimed that state enterprises  we^ not being 
sold off r a p a y  enough, and that austeri? had been abandoned, evident 
in the government's failure to hold down state expendjtures.'" clear 
sign of w i t h e r i ~  P H  politicd dominance was the 1983 electord defeats 
when the opposition. PAN pasty won seventeen municipalities in five 
states, including two state capit-als.16 



The emsjon of state autonomy throughout the 1980s resulted in an in- 
creasing imbility of the state to contain class connict on a broader levef, 
nat just withh the ppity context.'7 By 1983 there were sig~ns that the labor 
and peasant sectors could nu lmger be so easily controlled by the PR% 
state apparahas. fn June of 1983 alme there were more than 3,000 strikes, 
more than had occurred in the entire previous administration. In that 
same month, Fidel Velazquez, the leader of the official. labor organiza- 
tion, the Co~fedemcicln Trabajarlores de Mexico (Confederation of Mexican 
Workers), called for a generd strike. Evenhaally, Valazquez backed down 
and the strike did not occur, but the tbrea'c was nevertheless a sign that 
the PR1 was under attack from a sector which had traditionalfy sup- 
ported it. In the rural sector, peasant organizations protested growing 

ent repression and the government% policy bjas toward big cap- 
italist qriculture. Land invasims by peasant groups accelerated as 
well." As the administration accelerated economic liberalization in 
1987-1988, its ability to cmtain mounting political unrest contirrued to 
decline. 

The Mexicm gover ent's legitimacy among the popular sectors de- 
clined in part because its revolut ry and nationalist credentials were 
dan-taged by the belief that gov ent expc~nditw cutbacks and eco- 
nalnic lihcra,lization had wctssened the plight of the poor majority, Liber- 
alization, in addition to imposing hardships on the fvZexicasr popuhr sec- 
toq also made the Mexican state look weak vis-&-vis the htemational 
fhmcial community because liberalization. was adopted as part of a joint 
:IMF-U.5 rescue plan. The perception was that the fvXcxican state had 
been forced to engage in fi-naneial liberalizatim, which undermined gow- 
ernfnent kgitinacy a key componelnt of state autonomy and effective 
ness. The Korean state, in contrast, managed to escape that perception 
and its mpercussions.l" 

If Korea still possessed a relatively autonomaus m d  effective state at 
the inception of financial liberalization, as compared with Mexico, how 
then can the loss of state autonomy explain t-he phenomencm of financial 
liberalhation morc generally? It would certahly be easier to p"vilege in- 
ternatiunal pressure in the explanation of Mexico" and Korea's contem- 
poraneous adoptions of financial Liberalization policies. But this ap- 
proach fails to capture the reality or the complexity of either case,zo 
Rather, this paradox can be explahed, at least in part, by the fact that the 
rhetoric coming out of the :Korean state exaggerated the degree to which 
Korea liberalized its kancial market. This exaggeration appear"o have 
been a response to international pressure. In the actual implementation 
of policies, on the other hmd, Korea found a way around following inter- 
national prescriptio~ns that policymakers did not considered to be h the 
countrqi's best interest, This is not to min.imii.,e the extent of international 



pxlessure on the Mexican state to liberalize, especially considering Mex- 
ico's proximity to the Llnited States. But it makes m m  sense to think of 
Mexieo's policy as a c d i n a t i o n  of external and internal imperali~es~ 
with the internal innperatives being a necessary condition. Moreuver, the 
international pressure for financial liberalization has existed longer than 
Mexicds adoption of financial liberaliz&ion. 

The Korean case also calls into question the deleterious effects of fhan- 
cial liberalization witnessed in the Mexican case, because the Korean 
econonty fared relatively well throngt.1 the initial stages of financial liber- 
alization. Korea managed to pursue dual policy goals of growth-promo- 
tion and fhancial market stability througbo-cxt the fh~mcial liberalization 
process, which began in the early 1980s. From 1982-1992, Korean real 
GNP grew at a rate of 9.9 perccnt a year." ft was not until just prior to the 
Asim Einancial crisis of 4997 that the economy began to show signs of 
djstress. The crisis and how it relates to the Larger process of Gnanci;zl Lih- 
eralizatim will be discussed at greater length in chapter five, tn contrast, 
Mexico barely managed to maintain posithe growth at a rate of 0.5 per- 
celnt a year in the decade fouowjng the introductim of fjnancial Iibcral- 
izatim.22 Korca's impmss jve growth performance was accompanied by a 
10.8 percent real export grow&, a 31.8 percmt savings ratio, and an in- 
vestment ratio of 321 perccnt.2W~orea dso managed to control inflation 
more effectively than Mexico* Whereas Korean inflation averaged 5 per- 
cent in the 198&, down from 19.8 percent in the 197C)s, Mexican inflation 
averaged 68.9 percent in the 1,980~~ up knm 19.3 percent in the previous 
decade.24 In short, Korea did, nut experience a trade-off between liberal- 
ization and ecommic growth during the 1981)s in the way that Nfexico 
&d. Of course, evcnhaaliy these policies did encourage the elnergence of 
very large conglomerates in Korea, whose strength subseguentjy reduced 
both the government" leadership potential and the economic advan- 
tages derived from that leadership.25 

Nevertheless, Kmea achieved a substantial degrce of financial markt  
stability and deepening aftcr 1980, w h e ~ a s  Mexico experienced a major 
banking crisis, Korea's financid dcepelning is evidenced by t-he rising ra- 
tio of M3 to GUP, which rose faster than the ratio of M2 to GDP, and by 
the increase in real deposit and savirrgs rates during this same period.26 
C)ne factor responsibfe for this dcepcning was that, in contrast to Mexico 
where financial: repression and an infrclquentlly adjusted exchange rate 
encouraged high levels of capital flight, Korean capitaf controls were ex- 
tremely s~tecesshl in preventing capital flight.27 In fact, Korea (at Icast 
until 1997) dld not experience any of the major instabilities associated. 
with Mexican financial liberalization such as bankruptcy of fhmcial in- 
termedjaries, ul-rdesirable shifts in bank portfolios, a large jump in real 
interest rates, or deshbilizis\g capital Rows, 



If financial liberalization was successful in Korea, why not in Mexico? 
m a t  is particularly striking about the Korean case is that it liberalized in 
such a way as to maintain state policymaking contra1.2"e state's ability 
to maintajn such cmtrd is due to several factors: (l)  the gradual, partial, 
and, at times, illiberal nature of liberalization; (2) the state's explicit goal 
of tempering the power of big business; (3) Chc role of the state in the pre- 
reform period; (4) the state" privileging of the real economy over fi- 
nance, including the sequencing of trade liberalizaticln beforcr financial 
liberalhation and the explicit goal of introdwing competition into the H.. 
rrancial sector, All of these factors enabled the Korem state to li_beralize 
within t.he confines of state autonomyf rather than bank 1eaders:hip. As a 
result, Korean fimancial liberallization in the 1980s kvas relnarkably suc- 
cessful in achieving economic policy goafs. 

Karcran Financial Liberalization, or Not? 

How cm it be that the same policy-fir~ancial liberalizatictn-has led to 
such disparate results in Mexico m d  Korea? One importmt reason is the 
very cautious, slow and still ongoing nature of Korem liberalization," In 
a sense, Mexico and Korea did not really pursue the s m e  pobcies at all. 
'The stated goals of Korc3an financial liberalization were to internati~nd- 
ize the financial sector, privatize banking, deregulate hterest rates, and 
develop capital markets. All of these sqposedly fomed irrseparable as- 
pe t s  of fi~nancial liberalization." Yet Korea has in reality implemented 
on1y some of these financial reforms, m d  where it has ljberalized, its ap- 
proach has been gradual and halting and not necessarily along li:beral 
lines. Even after Che supposed shift toward more comprehensive fhan- 
cial liberalization in the mid-1980s, Korean ecmmic  goals were being 
achieved through government institutions rather than by exclusive re- 
liance on the price wchanism. But if the state retained contrnl over 6- 
nancid prices, in what sense was finance liberalized in Korea? As of the 
end of the 1 9 8 0 ~ ~  it really was not. However, state policymakers went to 
gred lelngths in order to mke it look as if it were. They accomplis%red 
this by siwificantly reduchg bflation and setting high real deposit rates 
that more closely approximated the market price, a de fucfo fh~ancial liber- 
alization of ~orts.3~ 

The rhetoric of liberafization diveqes so dramatically from actual pol- 
icy because up until mcently virirually all bureaucrats in the Karean Min- 
istry of Finance had been educated insidc ol Korea. Such bureaucrats 
consulted and possibly respected the importance of western econmists" 
free market theories, but did not necessarily implement them." Korean 
education borrowed both from process-oriented neo&ssical econontic 
philosophies and. more goal-oriented approaches, reflecting the influ- 



ences of Western economics and Japanese-style industrial policy. This ex- 
plains, in part, the gap between what Kortra's finmcial system is said to 
be m d  what it actually is. 

Hurtkermore, Korean policyrnakers did not necessarily view hancial 
liberalization versus state-led finmce as a choice between economic effi- 
ciency and political viability Korean policymakers had good reason to 
believe that financial policy which was embedded in industrial poXicy 
could conthue to be ecmomfcally efficient and actually consistent with 
a slowly dimhishing role for state-led finance over time. Neoclassical 
economists have argued that as an economy grows more complex, in- 
dustrial policy becomes more inefficient, so the price mechanism should 
be allocved to 0pera.t.e m r e  freely." the other hand, Korea's financial 
reforms suggest that industrial policy can become easier to manage as 
an ecmomy grows more comp1e~ insofar as the number of new i ~ ~ d u s -  
tries that must be promoted becomes smaller in ~lat-ion to the stock of 
already existing hdustries, which can be left alone. The embeddedness 
of b m a n  finance in industrial policy has generaily meant that the g a l  
of freer markets has not been pursued as an end in itself. Fkancial re- 
hms bave uperated in cclnjmction with a larger set of goals rczlIated to eco- 
nomic grow&, international cc.trnpeCiti\saes?;, social welfare, m d  political 
stabiliiry. 

There is also a societal-based rclason for the appasent contradiction be- 
tween w a d  and deed in Korea's ffinmcial policy Interest groups, both in- 
side m d  outside Korea, have influenced the extent and nature of f;inan- 
cial reform.. Koreds big business groups, the ehaebol, wanted the financial 
markets to be liberalized so that they could gain greater contrd over cap- 
ital and invesment. As was the case in Mexi,col thcy found an ally in 
their desire for liberalization h the hternational fhancial community; At 
the same time, the ctzarzbol wanted the financial system to mmain pro- 
tected jnsofar as it. provided thcm with, c h c q  credit, Induskial interests 
we= not nearXy so influential in Mexico* This confljct permated all as- 
pects of Kowan financial policy, and partly accounted for the halth~tg, 
half-way nat-ure of rcfarm.34 

Despite the fact that Korean policyrnakers officially deregulated inter- 
est rates, they conthued to control irtterest rate movements and the flaw 
of capitd. For exmgle, in Deecnnber 1988 the Korcan Ministry of Finance 
gave up the authority to set intercst rate ceilings and to allocate subsi- 
dized credit to specific borrowers. This event appears to have remcrved 
the most important policy tools of the state-led financial system. h prac- 
tice, however, monetary authorities continued to cap interest rates-both 
in ccmlmerciai banks and nonbmk fh~mcial instictution+by =lying on 
m informal type of regujation h o w n  as ""window guidance." Under this 
system, a high officjal in the Mhistry of Pirnance might call the president 



of a bank in order to "advise" h on both deposit and loan rates." &m 
though most cornmereid banks were privatized in the early 398tls, the 
Korean Ministry of Finance had several, m a n s  at i t s  djsposal to make 
'"window guidance" binding so as to continue its influence over banking 
decisions, Olle reason was that the government remained the biggest 
shareholder h many banks. But even where it was not, the state main- 
taisled efferrtive control." The government continued to exert influence 
ower the officially denationalized banks in terms of persomel policies, 
aypoin.tmcmt of: senior managers, and range of services," Fm example, in 
February 1991 the government appointed new presidents for five of the 
commercial banks, remhding top bank managers that they serve at gow- 

ent sufiermce.3" Korea commercial banks have long been consid- 
ered the handmaiden for the government and its industrial policies. This 
metaphor held for m m  than a decade after denationalization of the 
banks. 

Another means by which the state mahtained control over the credit 
market after liberalization was thmugh special banks, vvbirh were cre- 
ated in order to provide longer term credit to meet the demands for 
funds from key industries which commercial banks alone could not ade- 
quately supply. The government directly supervised the operations of 
these banfts, which m& up 20 percen.t. of Ihe Korean finandal markt.39 
But even in the case of non-bank finmcial hstitutions, which had always 
been privately owned, tbe Ministry of Finance set limits on the amount of 
funds they could invest in various fjnancial instruments, and regulated 
their size by deciding whether they could inc~ase  paid-in capital. Mone- 
tary officials also relied on the threat that they could order the superin- 
tendent of banks to investigate a financial hstitution for "irregdariaics." 
And finally, the Ministry of Finance governed tfie Bank of Korea, and 
therefore controlled the ability of non-bmk financial instihtions to refi- 
nance (&rough the Bank of Korea).40 

Nor did Korea truly liberalize interest rates in 1988, when it was as- 
sumed to have done so. The evidence lies in the large gap between the 
seconciary short-term governme1n.t. bond market rate (18.9 pcrcem.t.) and 
the loan interest rate of commercial banks (1.2.5 percent) h Nay 19t39, .AI- 
though non-bank financial institutions grew rapidly in the early 1 9 8 0 ~ ~  
the Ministry of Fi,nance continued to exercise control over the fjnancial 
activities of private non-bank finmcial ixlstitutions even though these in- 
stitutions were newer state-crmed, and are controlled by powerful indi- 
viduals with money of their own. In practice, the Ministry of Finance 
acted to prevent non-bank hancial institutions horn setting their own 
interest rates, or acting in ways that might upset cmfidence in the finan- 
cial system. Not only was repressian of commercial bank interest rates 
malrrtained by the government to support fhancially troubled compa- 



nies, but companies not in financial distress were forced to borrow from 
non-bank financial i11stitutions.41 

A comparison of government manipdation of reserve requirements 
before and after financial ljberdization suggest little reduction in the use 
of this policy tool for the purposes of ailocat* credit. Recall from chap- 
ter one that the Mexican state had abandoned marginal reserve require- 
ments for the purpose oi diocatirtg credit by 1980 (See Figures 1.4-1.6). In 
the late 1971)s, Korea lwered reserve ~quirements fmm the 211-27 per- 
cent range to the 10-20 percelzt rmge and again to 5.5 percent in 15381, 
suggesthg a definite liberalization trcnd. But then in 1989, they raised 
the reerrment  to 10 percent m d  il'ltroduced marginal reserve require- 
ments fctr the first time, reversing the trend," In the 1,940s and 1950s, 
marginal reserve reyuirements had cmstituted a major interventionist 
policy tool for Mexican officiafs. 'fhe Koreans adopted this tool for the 
first time a decade after supposed financial liberalization. 

The Korean state also did not allow banks and other financial institu- 
tions free reign to decide who to lend to, because officials believed that in 
the &sence of governmmt direction small- and mediunn-size ewerprises 
would not get their fair share of credit." The governnnent set mixlirnum 
quotas m the amournt of credit: that fitlancial institutions allocated to 
such firms. 'The Korean state conhucd to practice a m i x  of heterodoxy 
and orthodoxy because of the fundamental belief that the abuses of big 
business could mly be cmtrolled by the discipline of government regu- 
lation. This view led to a complex developmelrt path in Korea that devi- 
ated significantly from the philosophy of '"getting the prices right."'"" 
mrough a mfx of whdow guidance, administrative capacity, and inter- 
est rate manipulatim, the Ministry of Finance retained control over the 
credit allocation process. Thus despite lberalization in the 19805, the Ko- 
rean govement  ctlnthued to provide suhsic(ized credit to special cus- 
tomers up until the 1993 financial =forms, a clear sign that Korean state 
autonomy had not eroded to anywhere near the extent that the Mexican 
state's autonomy had. This is m t  to say that state policies did not serve to 
profit and empower the chaebol in the long-rm. Xn fact, the close govern- 
ment-bank-ehebol ties would eventually become a major catalyst for the 
1997 financial crisis, as the cltaebol increasingly used these netwrks to ac- 
cmulate huge sums of corporate debt. m e  principle h e ~  is not d i k e  
regulatory ""caphre theory." 

Ihe flow of intcmational capital would be the area where one might 
expect to find the most extensive liberalization, at least. if one assttrnes 
that liberalization in Korea stemmed from international, pressure, F o r e i p  
prtrssum to liberalize international financial flows have certainly affmed. 
Korean officials as w e l l  as Mexican officials. k t  despite fnreiglz pres- 
sures, Korea placed liberalization of intmational financial flows last on 



its agmda. It is significant that Korea fajled to bow to foreip pressure in 
a policy arc.na where the pressure was greatest. The policy process for 
rclgulation of external capital flokvs foll,owed a similar halting pattern to 
that of regulatixlg domestic finance. Under conditions of current account 
suvlus and excess liquidity, Korean officials relaxed contrds on capital 
outflows. Yet even as this was taking place, they stremglhened controls on 
capital inflows. tn the late 19SOs, the governant prohibited firms from 
borrwing alclroad and tightly contrailed other foreign capital inflotrus, 
e.g,, short run specratathe funds. When the current account surplus 
turned out to be only half of what it was expected to be and the trade ac- 
count retrtmed to deficit in N~wexnber 1989, controls on capital export 
were re-hstituted, Thus, the liberalization of Korea's htemational finan- 
cial transactions mirrors the halting, halfway spirit of its domestic finan- 
cial liberalization; the freedom to export: and import: capital depended 
largely on the c~~rrent  account balance. According to one expert on Ko- 
rean Ilberalization, &re is a lesson to be learned from the Korean experi- 
ence, namely that objectives have been achieved through institution 
building and not an excfusive reliance on market forces. He admits, hnw- 
ever, that the Korean model c ot be easily repficated. Other countries 
wlruld need to buifd effective instiktions adapted to their own social, 
political, and eco~~amic e~~viranment h order to mirror Korem success, 
:In the Korean experience, new ixrstit.utions have been as likely to repress 
market forces as they have been to tiberate market foxes.* This has been 
especially true with respect: ta big business. 

Keeping Big Business in Check 

Cantroiling the exccsses of big business was an expficit goal of the liber- 
alization process in Korea. The state embarked upon liberalization in 
19880 not with the idea of letting market forces reig11 freely; but rather 
with the idea of building new institutions between the state and big busi- 
ness that would serve to e n s w  eccmomic control over big business irreg- 
darities and to prevent its doxninance in the market. Korean officials saw 
liheralizatim as redefining the rules in order to continue meeting pru- 
dential objectives and prevent the exercise cJf cartel-like private market 
power.46 Part of the long-term liberalization plan was ta restrict big busi- 
ness" privileged acccss to policy loans and their oligopolized produ.ctjon 
in the market." 7 e  reform-oriented officials firmly believed that eco- 
nolnic Iiberalization wodd not be successful. without preventing further 
business cmcentration. State control over big business served nut only 
the state's eccmomic goals but also its politic& gods. 7'he Chun regime 
(1981-88) put an emphasis on the poliical goal of the "welfare and justice 
society" against the previous regime" colZusive state-big business mling 



codition, thus pinning the new rt.gime% legitimacy on its ability to con- 
trol big bushess.48 

Recall that towards the end of state-led fhance in Mexico, the state was 
facing considerable challenge from financial-industrial groups as the 
state continued attempts to direct finmce toward long-tern industrial in- 
vestment. h co~ztrast, the Korean gover ent, at. kast until vey  rece~~tly, 
managed to contain the growing power of Korean chebul. The represen- 
tatives of big business were contacted for inhrmation as the state hrmu- 
lated policy, but their infuernce remained ""negligjble."~%~ording to 
one observer, "while the characteristics of light manufacturing belped 
make fie Korean state strtlng anci Rexible, they hobbled business and la- 
bol="""a 'This has bee11 a result of both recent go~rernment policy m d  his- 
torical circumstances. Japanese colonialism weakened the legitimacy of 
the traditional ruling class, and land reform weakened the lmdlard class 
in Korea, which allowed the state to retah considerable leverage over the 
capitalist class.lil This meant that the poliitical influence of big business 
has cclntinued to be limited, especially as compared witb its economic in- 
flwen.ce.52 Dwing Korea's industrial push, the state and the market 
formed a successful partnership, but by no mems were they equaI part- 
ners. The state, as senior partner, prcrvided big business with leader- 
ship.53 

After 1980, the state took measures specificauy aimed at combating 
chnebol' power. The Monqdy  Regulation and Fair Trade Law went into 
effect in April 1981 as a part of the liberalization process, No such anti- 
monopoly law accompanied Mexican liberalization. The Koman govern- 
ment also appointed a Fair Trade Commission to oversee the enforce- 
nrte~zt of the new law." h its first sevezz years, the Fair Trade Commission 
engaged in near:iy 3,000 '"corrective actions," At least haIf of these dealt 
witb unfair trade prartices or collusion and abuse of dominant position+s5 
In 1984, to control excessive cmcentration of credit, the Korean govern- 
ment set an upper limit on the total amount of credit each chnebul group 
coufd receive. Some gmups wercl. pmhibited from establishing or acquir- 
ing additional bushesses, receiving loan gtlarantees, purchasing stocks 
of other companj.es, or acquil-ing non-business related real, estatee56 

I'he state also promoted stock market growth as a means of diffusing 
the wcalth of the chmh~l h o u g h  greater public ownership. 'This strategy 
met with considerable success as totd capital market value grew from 6.9 
percent of GNP h 1980 to 56.6 percent of (;W it7 1988.9 Since the rewi- 
sion of capitd market laws in 1987, the outstanding capital vdue of 
stocks and bonds has ixrc~ased substantially.5Vhe Korean government 
intervened on both fie supply- and demand sides to deepen the stock ex- 
change. The Ministry of Finance herded big companies into the capital 
market as suppliers of stocks and bonds by preventixlg them from bor- 



rowing overseas. It also prevented business groups from evading debt- 
equity ceilings through cross-holding stocks in affiliated companies. 
Such ceihgs  presented a far reaching fnrm of governnnent intemel~tion 
in the market by international standards,% Clearly, ixrsoh as the domes- 
tic financial system was concerned, Korea financial liberalization fell far 
short of liberal. It is difficuit to separate the illiberal nature of reforms 
fPom the government" aabiliv to control monopoly capital as these first 
two secticms have illustrated. Both phenomena, in fact, appear to derive 
from the s a m  source-state calpxity-which will be examined next. 

Industrial Policy in the Pre-tiberalizatian Period 

M i l e  both the Korean and the Mexican economies could be character- 
ized as state-lcd, cmly the Korean could be characterized as state-led fi- 
nance wi.lhin the context of a comprehensive industrial, policy h other 
words, the Korean state possessed certain capabilities that the Mexican 
state never did. First, the Korean state had a sufficient tax base; the Mexi- 
can slate did not. Second, the Korcan state has tended to rule thnlugh a 
combhation of social consensus and controf, whereas the Mexican state 
has attempted to maintain politic& legitimacy through corporatist poli- 
tics, which involved a mix of "carrots m d  sticks-'"y their very nature, 
corporatkt politics are expensive and encourage rent-seeking behavior, 
lhitil-tg state policy in a way that consensus and contrd does not. 0-1 the 
other hand, the Karem bureaucracy was desig~~ed to be immune to de- 
mands from belowe"TGeairrly one reason for this difference in relative 
insulation. is the degme of political freedom, the Korean regime was a 
djctatorship, wl.rereas the Mexican state codd be defined as a semi-au- 
thoritarian one-party state. Third, the Korean government kept much 
tighter control over industrial conglomerates even in the pm-reform pe- 
riod than the Mexican state was able to. Korean generd trading firms had 
no financial clout apart from the state because the chnebcrl groups did not 
w n  banks, MIhereas in Mexico gruyos formed hancial-industrial cm- 
(jlomrdes that wedded fhancial and induslrial capital, The Korean state 
was ahfe to gain tremendous leverage over the chaebol by mediating the 
flow of capital in lieu of group-affiliated banks.61 The clzrarzblrl is1 Korea 
were for all practical purposes private agencies with a public purpose. 
From th big push for industrialization until the 1 9 8 0 ~ ~  the Korean state 
intmtionally blurrclld the distinction between public and private, using 
the chaebul as the cornerstone of the state's hdustrializatian strategy.62 

Throughout the 1960s and 197Us, the Korean state achieved its auton- 
omy and its capacity to shape the market through its mediation of enor- 
mous amounts of eapitd." Early on, the scarcity of capital forced firm to 
depend heavily on credit for productive ixrvestment, In the absence of ef- 



fective capital markets, the state used its control over the bmking system 
to channel domestic and fortrlip savings to selected irndustries or firms.6-l 
In fact, of: aX1 the Asian NICs, the Korean government exhib3ed the great- 
est amomt of control over the allocation of domestic credit.6" 

I'he Korean state undertook *at some have termed "a governed-mar- 
ket approach"" by fundamentally reshaping the investment structure 
through a publicly owned banking systm," The state created a stable 
envirmment for long-term investment decisions through its ccmtml of 
several key parameters, incl~~ding f o ~ i g n  exchange ra.t.es, interest rates, 
and aggregate demand. The bmks, which remained publicly owned un- 
til 39813-1983, were the government% primary policy tool, allowing them 
to direct credit to strategic industries on a prefere~~tial basis-67 As noted 
earlier, even after denationalization the banks continued to be under 
dose government control and were stiti used for industrid targeting. 
Armed with this strateu, Korea sustained high levels of: investmnt in 
the pre-liberalization period, averaging 26.5 percent of GDP between 
1965-1980.68 

The exception& mtes of industrial growth and restmctraring in Kortla 
suggest the presence of m active state, which played a positiw role in 
supporting the irtdustrialization process tbrough policies wbich pro- 
vided incentives to industries with export potential. What stands out, 
however, is not the level of gave ent htervcntion but the purposes of 
that interwenticm, because the Mexican state also phyed an h~tervention- 
ist role. The Korean strateu involved more than just ""picking wimer~.~ '  
Rather, it required an interactive relationship beheen state policymakers 
m d  market actors that yielded concerted action between them.@ 

Industrial p d c y  in Kosea was characterized by wid,espread sncial con- 
sensus, which empowered the state with a great deal of policymaking le- 
gitimacy as it began firlancial fiberalization Korean state intervention in 
the pre-reform period was "macket augmenting" in the sense that it re- 
duced, uncertahties and risks related to bushess, gmerated and dissemi- 
nated information about opportunities, and inspired. an attitude of ex- 
pansion among the people.7-e Nc-xj,can state did not enter into 
fhancial liberalization with mywhem near this degree of consensus. 

In short, Korean state intervention in the pre-liberalization stage consti- 
tuted part of a larger jcrdustrial policy which enjoyed social consensus. 
Mexican state-led fhance did not. In Korea, govemmmt hancial inter- 
venfion did m m  than just steer credit toward the industrial sector, it also 
mderwrate production du r i~~g  the learnh~g process of nebv m d  potentially 
high gsowth industries.7mis industrial policy testified to the skength of 
the K o ~ a n  state. The Mexican state was capabie oE encouraging growth 
through the ailocatim of crt3dit under sbk-led fhance, but it never fnrmu- 



lated a coherent industrial policy, perhaps because it lacked the socid con- 
sensus to support: such a policy. Thus, as state autonomy emded., the main 
innpet- hehh~d to Hnancial liberalization ill Mexico erne  fro^^ the fmstra- 
tion with ineffective md  wasteful htervention m d  the belief, m the part of 
some state officials, that liberaiization would raise ailocative efficiency. 
Mexico chose to liberalhe fhmce rather than lace heffective state inter- 
vention, Unfortunately, under these conditions hberafjzation does not usu- 
ally rc-tsult in a better allocation of credits. the c o & q  the urgmcy of 
fhancial liberalizatio~~ in Mexico suggested underlyhg problems which 
were unlikely to disappear with. fjnancial reform, 

Sequencing af Priorities: The Real Economy First 

The differcsnces between Korean and Mexican state capacity affsrded Ko- 
rea certah policy choices that were not available to Mexico. Korea chase 
to put tke real econorrry first, both in the sequencing of reform and. in its 
general approach to regttlatian. Korean policy-makers could sequence 
track reform before financid reform orlly witlrh the collfext of gradual- 
ism." Herein lies the major difference between Korean and Mexican state 
capacity The word "graduat" has come into commm usage m m g  poli- 
cymakers and economic scholars of East sZsia.7Vor these scholars, grad- 
ualism constitutes a choice variable. This view may in Ifact be accurate for 
states that possess a relatively high degree of autoncrmy* Gradualism has 
certainly been the mantra of Chha, a brery insulated state.7"":ut the Chi- 
nese are not alone. Korean liberalization clearly embodics the gradualist 
philosophy, given that financial reform was initiated in 1979 but has only 
recently reaeked "M1 throttle."y" Xwanese arnthorities also adopted a 
strategy of ""ylanned gradualism" to liberalize interest rate control, and 
liberalization of deposit rates has been carrit.d out gradually irr Japan as 
well,.7"rguably, all of these countries have Beralized on their own 
terms, especiafiy in connparison to Mexico. In fact, gradualism has not 
been a choice available for the Mexican state shce the mid-197hs, just as 
gradualism has been less of a viable option for the former Soviet Union 
or Poland since 1988,y7 The problem more recently in IZussia is one of 
creeiibility. The Russians have in fact s lwed  the pace of economic re- 
form, m o ~  fos internal political rcasons than anything else. But gradual- 
ism in the hands of weak government leadership sends a negative signal 
to potential investors, as the virtual implosim of the Russian economy 
underscores. Economists have structured the policy debate as a choice 
between "big bang" "policies and "gadualism," but in realit)l a state that 
lacks the capacity to formulate policy outside of the influence of private 
fhmcial actors or lacks the cvacity to enforce financial regulations may 



not have any choice but to liberaliize and let the cards fall where they 
wi11.78 

There are several advantages to gradualism for states that possess the 
abiliy to choose such a path. According to Haggard, markct actors are 
mom likely to cooperate with poticy rr-?foms if they are made part of the 
debate, a process that is more ljkely to happen under gradualism.7Qe 
Korcan case demonstrates the benefits of gradualism because the gradual 
natum of the =form process allowed the state to sequence trade liberal- 
izdion beforra financial Liberali,zati.on, and to introduce competitive fmes  
into the financial sector. 

Korem trade reform begm in 1965, as it shifted from an import substi- 
tution to an export-led trade strategy In the process, virtually all trade 
barriers were removed, Financial reform came later, whereas in Mexico 

ent liberalized trade simultaneously with fhance. 11% Korea, 
nt strongly encouraged infant industries to begin exporting 

very early, exposhg them to international competition.80 h doing so, it 
not: only built a t h r i v a  export manufacturinl; sector which cmtributed 
significantly to economic performance, hut also insllrcd that hgort-sub- 
stitution would not become politically entrenehd and challenge state re- 
forms. Because the chaebol were exposed to international competition, 
they maintained a relatively fiigh level of eMicie~lcy despite their massive 
size.81 Most kportantly the export sector was kept separate from private 
finance, in that private banks were m t  allowed to buy up shares in ex- 
port firms. I'hus when fhanciat 1.ilemlization was initiated, it did not en- 
courage short-siglnted growth-jnhibiting behavim on the part of the ct'zae- 
bol, as it did on the part of Mexican grupos. RecaII that Korean general 
trading firms had no fjnancid c h t  apmt horn the state, And the chuebol 
groups possessed no banks that could back up trading firms.8" 

Between 1965 and 1980, :Korea priviteged the g rwth  oE the manufac- 
turhg sector over the growth of finance. h .fact, after 1972 the growth of 
the bmking system practically stopped, while the real economy cmtirt- 
ued to grow at nearly 10 percent each year." In Mexico, on the other 
hand, state officia,ls adopted the goal of promota  private fnancial sec- 
tor growth throughuut the state-led period.. Korean financial sector 
growth still lags b e h d  that of the red ecmomy in part because of the 
dominat~ce of govemfnent banking instituli.ons." h the late 1970s, the 

ent chose to reduce the corporate debt burden at the expense of 
bankers.8" fact, some scholars have blamed the high i~~flation cJf the 

ent policies aimed at lending many firms out of diffi- 
culties. While Mexico also suffered from high irtflation, the costs of finan- 
cial crises have clmsistently been home more heavily by the real eccm- 
omy than by banks.% In Korea, raCt.ler thm becming submerged by the 
troubled loans of commercial, banks, the financial system has continued 



to grow since 1980 by isolating the problems in the banks and permitting 
capital markets to increase the suppZy of funds at market i n t e ~ s t  rates to 
Korean firms for productive investment.87 

In the 1980s, government officials promoted the capital market and 
non-bank fhmcial institutions as competitors to the banking sector. ?'hey 
bunressed nonbank financial institutjons such as insurance companies, 
securities houses, merchant banks, and investment firms. The govern- 
ment also set bank deposit rates lower than the capitai market return.= 
Its pdicy of developing t%te stock mrket  together with other favorable 
econmic conditions suppo&ed an impressive rise in psice-earnings ra- 
tios. Cornmereid and industrial enterprises began relying less on bank 
credit and more on loans from nolnbank financial hstitutions' m d  direct 
financixrg in the capital market, By 1985, the share of banks in total corpo- 
rate financing had dropped hetow 25 percent.89 AS a result, the Korean fi- 
nancial, s)rstem became m 0 ~ ,  not less, cmpetitive during the 1980s."" 
This phenomenon stands in sharp contrast to Mexican financial liberal- 
izaticln whieh promoted cmcentration and centralization of finance. 

The Korean governrnelnt emphasized gradualism h implelnenting its 
financial reform policies so that without abandonhg government inter- 
ventim, it codd introduce competitive conditions into the finmcial sec- 
tor and prevent the insta:bility and ~ n h e e k i n g  assdated with private 
non-bank finance." "ce the early 1 9 7 0 ~ ~  the government has sought to 
destroy the curb market, much of which has cclnsisted of hformal whole- 
sale landing (by rich individuals) to meet the needs of big corporations 
for w o r h g  capital. In this respect, Korean financial reform has actually 
increased regulation. The gcrvernment also encouraged foreip banks to 
enter the Korean financial market, 'The number of foreign banks doing 
business in Korea bas risen steadlIy throughout the 1980s, enhancing fi- 
nancial sector cmpetiticm." While promoting competition ena2lled the 
Korean state to maintain better control over the fhancial sector because it 
mitigated the abiliw of large banks to chiallenge state authority as they 
had in Mexico, this alone did not insure a successful transition to finan- 
cial lilberalizatian. 

Korean governmmt officials were acutely aware that financial li_beral- 
ization, in the absex~ce of a sound regulatory system, could encolarage a 
pasticdarly concc~ntrated inanciat system in which a small number of fi- 
nancial enterprises were likely to be both politically and economicdy 
powerhl.93 This would be especially true if Hnancial capitd wew wed- 
ded to indust-rial capital as was the case in Mexi,co. Furthermme, the 
weak financial position of concentrated b a d s  actually enhanced. the po- 
litical leverage of the banking sector over the government."" "erefore, 
although Korea" fhancial liberalization program involved turnhg the 
banking institutions over to private ownership, it also attempted. to pre- 



vent the banks from being taken over by the large conglomerates that 
were heavily dependent c ~ n  the banks for both loans and guarantees of 
f o re ig~~ creditsS93 

In order to accoqlish this task, the state shifted its focus from pro- 
hibitive to preventative policy measures. Before 3980, the gwernment 
prohibited a myriad of financial practices. Since 1980, the Ministry of 
:Finance has been more likely to prevent what it seers as threats to finan- 
cial market stabifity such as inefficiency in the provision of financial 
services, speculation and financial instability, and foreign c o n t d  ol f- 
nandal, markets, especidly capital markets.Y%e of the most impor- 
tant aspects of prevention involves prudential mgulation, Recognizing 
that as economic deregulation of financial institutions proceeds, height- 
ened safcty-and-soundness regulation is necessary, and. that financial 
liberalization will promote the provision of high quality financial ser- 
vices only when it is accompanied by a sound regulatory and s~~pervi- 
sory systm, Korclan officic7ls shifted their emphasis of supervision from 
monitmring routine operations to mmitoring procedures of credit 
andysk, bank portfol,ios, and the enhrcement of ratios." The Korean 
state" ability to pmvent threats to prudential banking contrasts sharply 
with the Mexican experience. 

Korean attempts at prontotj.ng financial sector competition under- 
score the idea that market competitiveness cannot be ta.ken as given. In 
those developing countries where bmk-leadership has failed, financial 
markets as well as the markets for goods and services were highly oli- 
gogolistic and uncompetitive. By contrast, in countries where industri- 
alists were encouraged and forced to compete in export markets, a 
sim,ilar fhanciai, system structure made a majos contri:bution to indus- 
trialization." G~ermarr irrdustrialization is a case in point, as is the Ko- 
rean case of an outward-orient& development strategy" One impor- 
tant aspect of competitive fil~ancial mrkets that encoucages long-term 
lending is the availability of alternatives to bank finance for industrial 
firms. Since the early 1990s, :Korean firms have increasingly replaced 
bank loans with issues of equity. In SW, secusities accounted for 55 
percent of total financling cornpared with 27 percent as recently as 
1987.1"" Even within the credit market, the sources of finance are fairly 
diversified. At the end of 1,989, commrcial banks hcld 29 percent of to- 
tal assets of the financial sector, specialized banks 23 percent, and. non- 
b a d  fillaxial intermediaries 48 percent.1" The degree of competition 
with whj& Korean banks must contexrd mitigates the extent of bank 
hegemony vis-8-vis indrastrialists, This is important because, in the 
end, when the state relaxes control, the economic health of the econ- 
omy will depend on the characteristics of the private market that kherits 
controI.1~~~ 



TABLE 3.4 The Role of the State in the Financial Liberation Process 

Sate CaaroI over Big 

Karean State Autonomy Reclines 

Thus far this chapter has etescribed two sharply contrasting hancial lib- 
eralization processes which are sunmarized in Table 3.1. White this con- 
trast rernairred sharp through the 1 9 8 0 ~ ~  the Korean situation began to ex- 
hibit problems very similar to i?nexico begirming in the 1990s. 

The Korean state has now beg~~ l l  to experience a relative decline in 
state autonomy and increasjng challenges to its authority from the pri- 
vate sector, as evidclnced by the recent increase in financial pmfiteerhg 
by the ckacbol.1"" Based on thc rationale that concentrating  sources on 
entrepreneurs with prwen track records, md. encouraging technological 
and organizational eccmomies of scale would stimulate growth, the l+&- 
rean government promoted the chtaehtrl.l~"t did so in several ways. First, 
the Korean government aggressively intervened in various hdustries- 
automobiles, serni-conductors, telecomunicatit>ns, and petrochemi- 
cals-whiie at the same time offering preferential credit. 'These poEicies 
encourapd the emergence of very l q e  conglomerates whose strength 
subsequently reduced both the government's Leadership potential and 
the eco~~omic advantages derived from that leadership.wo5 Seco~~dly; gov- 
ernment-led. idustrial  restructuring in Korea emphasized mergers 
rather than industrial exit or conversion. Troubled firms were mostly 
taken over by large business groups, which tended to delay needed ad- 
justments and encourage greater concentratim,l" Lastly, despite the 
stated interest in pmmoth~g small business, the gove 
grams focused primarily on krge emterprises."7 This bias for size set in 
motim a dangerous tendency toward market concentration. Inmashgly, 
ehnebol firms have been able to use their easy access to bank loans to ei- 
ther keep small firms k m  entering the market or to sqLleeze out com- 
petitors through pmdatory pricing.108 



The combined safes of the top ten clzlirebol now equal m r e  than two- 
thirds of Korea's GNRWQe :Korean industrial sector also exbiZlits sig- 
nificant cmcentration of creclit. As early as 1983,4lNf large firms frepre- 
seating 137 different cfinebd) claimed 69.6 percent of total b a d  loans. -The 
50 largest firms received 26.5 percent of bank credit.li-e chtzebol in 
Korea began as a "private agency with a public purpose," but the system 
that the state had. carefully oxbestrated during the Rig Push had begun 
to backfire by 3990.111 &e prominent observer of the Korean economy 
argues that the " . . . chacbol, whose growth the state injtiated and fos- 
tered, have now become monsters that itcan no longer control,"ll2 Also 

ent efforts to prevent such an occurrence, government 
trols over entry and ownership has led to the argest 

bushess groups dominatilrg both the ownership of commercial: banks 
and non-bmk fhmcial institutions. As a result, credit has become con- 
cel~trated With the lagest thirty business groups receiving over 71) per- 
cent of total short-term credit,"3 

The recent failure of gave ent regulation to ccmtrol high levels of 
business co~~celztriztion have ificmtiy reduced the legitilnacy o( the 

ent.114 This loss of state autmomy i s  especiatlly evident 
in the state" relatricmship with labor, a constituency that has traditionally 
been controlled and repressed by the state. From 19861986, Korea expe- 
rienced hereasing labor disputes for higher wages and protests against 
state managers and businessmen who restricted wages. In 1985 alone Ko- 
rea experienced nearly 225 l&or djspwtes*""" 1986, the Federation of 
Korcan Trade Unions won the right to intervene in, collective bargaining 
at the enterprise level, an unprecedented victory. Clearly, Korean state 
autononny has begun to erode, although the state still appears to be at the 
hejm. 

So, while the maintenmce of state autonomy throughout the liberaliza- 
tion period hclped K o ~ a  to sustain impressive Levels of economic perfor- 
mance, state-leadership done is not mough to insurc long-term, stability 
The pmblems currently facing the Kman  economy point to the fact that 
eficknt Leadershp i s  vital, and that perhaps the quality of state leader- 
ship in Korea is deteriorating. (The issue of what constitutes efficient 
IeadersPrip will be taken up in the next chapter). Yet even if one were to 
view the current Korean crisis as a conseqelnce of failed state interven- 
tion, this does not alter the demonstrated benefits that accrued to the Ko- 
rean ecmomy over the past fifteen years due to the Korean state% ability 
to ljberalize financial mrkets gradually within the context. of state auton- 
omy. There is no question that rcfom is urgentb needed, especially re- 
form akned at introducing ccmlpetition into the Koman export sector. Rut 
the need for reform, is not what is interesting or surprising jbnrat the Ko- 
rea case, IZatber, what i s  notable i s  that Korea managed to put off finan- 



cial crisis for fifeen yeas longer than Mexico, This achievement consti- 
tutes a real economic benefit in t e r n  of productivity gains over that pe- 
riod, which are not diminished by current economic conditions. Like- 
wise, Mexico" lost decade of the 1980s represents real productivq losses 
that camot be =capturnd. 

'This analysis has suggested the importance of state autoznomy as an ele- 
ment of effective policyrnaklng, regardless of policy orientation. The de- 
clining ability of the Mexican state to direct fhance, together with the in- 
creasing power of societal actors (financiers) in relation to the state, as 
well as in relation to other societal actors (industrialists), first made het- 
erodox financiai poticies untenable and later made hanciai orthodoxy 
untenable as well. In contrast, the Korean state possessed considerably 
more autonomy both during the pre-liheralizatim period and through- 
out the liberalizatim process itself. :ill :Korea, financial liberalization cm- 
stituted a policymaEng choice and not simply a response to declining 
state autonomy or international pressure. 

Moreover, financial liberalization mded up being a pmpitious chcricr 
for Korea, in part because the state cou,ld liberalize in such a way as to 
maintain state policymaking control.116 This ability has been demon- 
strated in four key was: (I) the gradual, partial, and, at times, illiberal 
naturc of libera1ization; (2) the telnpering of big business power; (3) the 
nature of industrial policy in the pre-refom period; and (4) the privileg- 
ing of thr real e c m m y  over fir~ance, as demcmstrated in the sequencing 
of trade Liberalization before? filnancial iiberalization, and the pronnntiorn of 
financial sector competition. Alf of these factors randerscorc the ahility of 
the Korean state to liberalize within the confh~es of state autonomy, rather 
than bank lendershjp. As a resdt, Korean financial "liberaljz(?l.iorn" was 
remrkablly successful in achieving economic policy goals early on, Infla- 
ticm rates averaged less than 9 percent amually t-hroughut the 1 9 8 0 ~ ~  
whjle real GNP grew at an average of more than 8 perce~nt annually"7 

If them is m e  substantive policy prescription that c a m s  out of this 
analysis, it is that developing economies shlruld liberalize fir~ancial mar- 
kets in the context ol state-led finance, while the state still posses"e~rcla- 
tive autonomy from the emerghg private sector, The state" main respon- 
sibility during the period of state-led finance is to promote efficient 
industrial growth under a segmelnted fhancial market, and to ensure the 
eventual competitiveness of the emeqing financial sector, because a cen- 
tralized a d  concentrated financial sector cm doom m economy and be- 
come nearly impossible to regdate after the fact, as the Mexican case il- 
lustrates. This lesson applies to most developing economies, even though 



the vast majority do nut fit into the strong state model in the first place. 
State-led h m c e  is still the most common fhancial stmcture among late 
developers, and it is even m m  important to introduce competition to 
curb the power of fjnanciai elites in corntries with "weak" states. 

I'here is afways the danger that liberafization may lead to the capture 
of economic power by less accountable forces than state policymakers. 
The malt;tiral dichotomy between ""satc3"' and '"ecmorny" c m  lead us to 
overlook tbr point that the same people or gmups may have feet planted 
firmly on both sides ol the djvide, in which case a shrjlrkage of the state 
and an expansion of the private sector may further remove economic 
power formerly irr the hands of the state from some degree of account- 
ability- It m y  furthct. erode a ""ccnter"-a cohesive organizational strzlc- 
turewhere colllect-ive interests can be articulated and followed."g In the 
financial liberalizatim process, Korea seems to have avoided some of the 
connplications that result from ownership concentration of major 
banks.1" Whereas the Korcan state maintained a tighter degrce of cantrczl: 
than the Mertican state throughout tbe first decade of the liberalization 
process, this does not mean that the same general processes have not 
been taking place, as Korea is starting to experience the same kinds of 
problems ercperienced by i?nexico a decade ago. 

This comparison between Mexico and Korea suggests two important 
insights concernixrg the politics of finance in develrzping countries. First, 
it sqports the cmtentictn that the government played a positive role in 
ac,h,ieving &=an industrid growth."Wut the Mexjcan case mkcs clear 
that it is not only the choice of intervcntimist as opposed to free market 
poiicies that leads to success, but rather the capacity of the state to irnple- 
melnt etfi?cli\re policy of any kind. 'The issue of efiective lcaderslnip relates 
directly to the analysis in the next chapter. 

Srcond, the analysis offered here suggests a common developmental 
trlzjectory from state-led to bank-led fi~nance based on the concentration 
process that eventually seems to accompany financial liberalization. 
Cross-national data, comparhg private versus puhlic shares of the c ~ d i t  
market over time, hdicate that as countries become richer the credit alllo- 
cation function of central banks becomes less important, and private 
banks becclme more impo"t""t.121 Mso, privatre market firms, as opposed 
to state enterprises hcreasingly become the beneficiaries of bank credit 
as countries become riches.122 But the data aIso suggest a step in the tra- 
jectory beyond bank-led finance toward market-led finance, as capital 
markets m d  other non-bank fha~cial, hstitutions flourish.=me recent 
Asian stock market crises underscore not only the increasing prominence 
of capital markets irr newly industriaiizing eeoncrmies, but dso tbr vd-  
nerabifty of the real economy to the moveme~nt of portf01io capital. This 
issue wili be discussed at greater Imgth in Chapter 5, 
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The Efficiency of Leadership and 
the Leadership of Efficiency 

The Politics of Finnnce in Turkey, Sotl th Korea, 
Hong Kong, and Mexico 

This chapter compares trmsitims to liberalization in four newlgi indus- 
trialized countries: Turkey, Korea, Wong Kong, and Mexico. These coun- 
try cases have been chosel~ for several reasons. First, they t?li undertook 
financial reform in the 1980s. Second, they represent a wide range of out- 
comes in order to help explain why the transition to financial tiberaliza- 
tion has resulted in high growth rates and a relatively equitable distri- 
b u t h  of income h some countries like r(orea and Hong Kong, while the 
same transitim in ccnantries like Mexico failed to mitigate t-he prdonged 
economic decline bsought on by the international debt crisis of the 1980s. 
As we shall see, firkey constitutes a middle outcome. Third, these coun- 
tries also represent different degrees of state autonomy and capacity in 
order to colltinue t-he exploratioll of the relatio~~ship between state auton- 
omy and linancial transition begun h t:he previous chapter. The ques- 
tions investigated in this chapter arc. a nabral extension of the preceding 
chapter, which compared Mexican and K o ~ a n  liberdization. That anaty- 
sis suggested that policymaking autmomy (insdatim from particularis- 
tic interests) and capacity (institutional and administrative) allowed the 
Korean state to suclcesslul.ly manage the transition to hancial Ijberaliza- 
tion. The Mexican state, on the other hmd, had became increasjngly in- 
effective in its interventionism. Thus, fh~ancial liberalization constituted 
less oE a choice vaciable for Mexjcan policymakers. Mo~over,  Mexico's 
implementation of financial liberalization was less successful than Ko- 
reafs because state policy in general had become ineffectual. On the face 
of it, Chc previ,ous chapter's conclusioll suggests that skmg intervcnt.ion- 
ist states are necessary to manage the transition to financial Iiberalization 



successfully However, the addrtion to the analysis of Hong Kong and 
%key suggests a different interpretation. 

This chapter will focus on the rtllationship between the mixrket and the 
state, and specifically, on the context of policymaking leadership. Here 
leadership can be deflned as, at a minimum, prudenth1 regulation oE the 
fhancial sygem, and more exte~zsively; as the wilthgness m d  ability to 
lead the financial sector through severe crises, or potesttial crises. While 
such leadership is ty-pically comidered the domain of the state, tbis need 
not necessarily be the case. Moreover, the relationship between state and 
market actors may, in large part, determine the relative effectiveness of 
such leadership. h~deed, the relationship between state and market is of 
central importance in the study of newly il-tdustrializing countries bc- 
cause in most NXCs, state and market actors tend not to adopt the tradi- 
tional roles delineated in capitalist or pknned economy models. Abstract 
eco~zomic models that advocate free market policies over state interven- 
tion as the best means to achieve economic growth fail to explain the di- 
versity of economic t.tutcomes-growth rates, distribution of income, 
price stability-among Chese mixed economies.' By the s m e  token, polit- 
ical economy models that identify the developmental: state as the key to 
eccmamic success also fail to capture the diversity of successes and fail- 
ures amolzg interventionist and market-oriented states." 

This chapter begins with an exada t ion  of various duopoly models 
that generate two main hypotheses about financial markets in newly in- 
dustrialjzed comtries. First, dwpoly rnodels suggest that clearly defhed 
and mutually accepted leader-Sollower roles among state and market ac- 
tors influence economic performance to a much greater degree tAan 
whether an economy is led by an interventio~zist state or bp free market 
forces. Second, clear leadership roles are not a sufficient condition for 
ecmomic efficiency or political stability. The source of dominance that 
givcs the stat.e, or the market, the ability to provide leadership must: be a 
result of efiiciency: The leader must at least be committed to maximizhg 
national economic we l fa~ ,  especially during periods of ecmomic crisis. 
'That is, k e  market leadership which resdts from monopolization of the 
market will not necessarily be more efficient than state intcrventionjsm, 
By the same token, state interventionist pdicy characterized by rent- 
seeking behavi,or nnight actually be less efficient thnn an economy domi- 
nated by a few f i a n c i l i d s t a l  congherate  firms, As Kmeger has 

ent faifures may actuaily outweigh market failures." 
irical cases-Turkey; Korea, Hong Kong, and Mexic 

that follow t h  discussion of duopoly models substantially bear out these 
hyy"t"heses. In "Tbrkey, state leadershig capable of supporting po"itive 
economic performance came about. as a conscious e f  ort, and o~dy after 
multiple fajlures. In Korea, the state played a clear leadcrshjp roIc, keep- 
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ing a powerful business sector in check, from the very mset oi ixrdustrial- 
ization. 'Thus, :Korea represents one possible formuia for success, strong 
state leadership. Hang Kong exhibits characteristics that are also compat- 
ible with. success, where free market leadership and cooperative relations 
between the state and fi~~anciai market actors suppo"ed high-growth 
and poliEical stabilit.~ In conkast with aH of these cases, Mexico con- 
tended with ambiguous leadership and ineficient market influence re- 
sulting in inconsistent economic performmce and political imtability. 

What Duapoly Models TeII Us About States and Markets 

In order to cmpare state-market relations amollg newly industrialized 
countries, it is necessary to define a desirable outcome and to &still the 
key variables that maxi~nize the likelihocrd ol achieving such outcomes, 
'This chapter draws some infemces from economists' st-Lldies of indus- 
trial organization, and duopoly (two-firm) models in particular. Theoreti- 
cal guidelines drawn from duopoly models, and tested a g h s t  contrast- 
ing empirical cases provide a way to fruitfully measure or rmk desirable 
outcomes and the conditions that are most likely to lead to such out- 
comes. In other w d s ,  this chapter oflers a drxopoly theory-informed 
model of state-market interactkn in the financial policpaking arena, 
maklng use of some of the ecmomir varitihks and conclusions contajned 
in these models while emichi~~g %ern with the knowledge of specific 
country and sector col~texts. mese models, summarized below, highlight 
the prOblems of cooperation and covetition betwem firms, and will. be 
applied to the context: of states and markets. 

There are several important conjwtural. variations of duopoly models, 
Cournot fomaIized, the duopoly modet in 1838.W~e was able to predict 
the outcome of strategic interaction between two firms by making a sinr- 
plifying assumption: that firm A assumes firm, R Will not chmge its 
choice of quantity in respunse to Firm A"s own choice of quantity and 
visa-versa. The Cournot model, however, has been widely criticized as 
unrealistic because it asswntes ignorance on Che part of the players. In 
other words, the model may be accurate the first time through, but when 
the firms notice that there actually is a strategic response to their choice 
of quantity t-hey are liEcely to incorporate that kmowl.edge and antjcipate 
the reaction accordmgly. The Stackelherg model represents exactly this 
type of improvement to Gourncrtfs original duopoly model. fn fact, it is 
the Stackelberg model and subsequent variations of Stackelbcrg that are 
most applicable to state-market collaboration in newly industrialized 
countries. Certainly fnr the purpose of mocieling state-market collabora- 
tion, it would be a mistake to assume ignorance on the part of either 
parq, However, beforc getting into the mre complex mndels, it is im- 



portant to lay w t  the strategic outcom of the Cournot model as well as 
one more model, krtrand, which laid the groundwork for Staekebert;. 
Cournot predicts an outcome .Crhat lies in-between the competitive out- 
come and the monopolistic outcome: higher prices and lower output 
than under competition, and lower prices and higher output than under 
monopoly 

Bertrand, in 1883, criticized Caurnot, contendhg that it was more real- 
istic to assume that firms believe that their rivals will hold price, rather 
than qwangty, cor1stmt.5 This belief fnllows .from the idea that h m s  are 
more likely to set price rather than quantity. Under the Bertrand variant 
of duopoly, each firm sets its price assuming that its rival will not change 
its price in reactjon. Bertrand asszlmed that each firm would be mot-i- 
vated, to cut its price slightly below the other, until price equaled mar- 
ginal cost and there was no economic profit being earned. But again this 
modcl suffers b m  the assumptim of ignorance, or at least shortsighted- 
ness, on the part of the players because in fact each firm does react by 
changing price stightly until it equals margin& cost. Bertrand's conjec- 
tural variation does, however, lead to a powerful result: clampetitive 
equilibrium. In short, the outcome in te rm of price and quantity under 
the Bertrand model is exactly the same as the outcome under perfect 
campetition. 

The Stackelberg leader-follower model (1934) assumes that each firm 
has complete knowledge of the relaticms between it and its rivals in terms 
of p d i t  and behavior protocol, leader or fotXocver.Wote that this means 
one firan must be the leader and one must be the follower, m d  both firms 
must know which role they play and also know that the other firm 
knocvs which role they play- tfnder thcse conjectures, Stackelhcrg act-U- 
ally results in a more efficient outcome than Cournot, where the price 
charged is lower and the amount produced is higher than under 
Coumot's conjectures. The payoff5 to each &m, however, are not sym,- 
metric. In fact, Skcktlberg lcadershiy arises when one Coumot firm rec- 
ognizes that its rival is fnllowing a short-sigbted reaction function; that 
firm (the leader) clan then increase its profits at the expense of its rival by 
making use of its knowledge of its rival's reaction function, 

'rhe acivantage of Staekelberg over Cournot and Bertrand is that it as- 
szxlnes full h o d e d g e  i,ncl~~dhg fuil anticipa.t.ion of the rival" best move. 
The disadvantage is that the existence of an equilibrium is f-iighb depen- 
dent on the mutual knowledge and acceptance by each firm of who is the 
leader and who is the follower. If there exists a naturally dominant firm 
for s o m  mason, then the Stackleberg outcome is quite befievable, even 
likely. 'The Forcheimer varimt of Stackelberg presmts the case of a dorni- 
nant firm with a contpetitive fringe. In this case, the config~lraticln of the 
market predetermines who will be the leader and who wili be the fol- 
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lower, Assumisrg lfor the mommt that this is not the case, the leader-fol- 
lower role might be determined by any number of established norms 
such as reputation and negotiatjng skill, or economic variables such as 
firm size and profitability What Forcheimr makes clear is that the 
s o m e  of dominance does affect the quality of leadership and ulzimately 
the sustainability of the outcome. i\rs we will see, this is true for states 
m d  markets as well. 

If the leader does not enjoy a natural source of dominance that impties 
some sort of con?gar&ive advantage in pkying a leadership role, then 
the stabjlity of the outcome depends on accurate guessing m the part of 
the p1ayc.r~ invdved. If it is the case that each fim does not accurately 
guess wlcther the other will play follower or leader, one of sever& out- 
comes will result, not aU of which tend toward. equilibriurm. First, each 
firm could assume the other will lead, in which case both firms will end 
up follnwing. 16 this happens, the solution to the game is exactly the m e  
as Cournot, because each fim does not anticipate a reaction to its move. 
The Courncrt equilibrium that ~ d t s  here, howwer, is not sustainable 
because each firm will recognize that it has something to gain from behg 
the leader once they see that their rival has played fol.lower. In other 
words, both firms will be disappointed by the outcome of the game once 
they witnzess their rival's sstrategy. This c d d  induce both to play leader 
next round, the effect of which will be discussed shortly, Anotber possi- 
bility is that one chooses follower and the other chooses leader by blind 
luck, in which case the Stackelberg equilibrium prevails. But we can 
probably discount this possibility especially since the cmcern here is 
with the gemralizabilty of the model for comparative purposes. The final 
possiblity is that- both irms assume the leaderslhip rote and fully antici- 
pate the other" reaction, but each dso a s s m s  that the other is follow- 
ing. In this case, each firm would assume na reaction to its own chimge in 
price, but in fact a reactl.011 exists.. The resul"cs that firms will engage in 
destructive competition (price wars) until prices are driven down to zero 
and one or both firms go out of business. 

Duopoly models provide us with a range of possible o~~tcomes which 
are difficult to rank from a normative standpoint: the cooperating or col- 
luding oligopolists lead to a monopdy equilibriun-t, which is clearly sub- 
optimal; vigorously compethg oligopolists, on the other hand, lead to 
price wars, wfirich is also sub-optimal, The ambiguit.y over the desirabil- 
ity of cooperaticm versus competition in the strategic interaction be- 
tween firms is si.milar to the antbiguity over the desirability of coopera- 
tion versus coqetition in the strategic interaction between the state and 
business. 

The preceding discussio~~ of duopoly mod& provides some useM in- 
sights into the issue of determining desirable outconnes in the study of 



state-market relations, which is by no means unmbiguous. Is fulf coop- 
eration between the state and key market actors a desirable outcome? 
Perhaps this outcome mximizes GNP growth, just as hllf cooperation 
between oligopolists maximizes profits. However, this might exclude 
other cmstituencies, such as labor or htdigenous farmers (in the case cJf 
the oligopolists, conswers) from the policymaki,ng arena altogethc~ 
S u ~ l y  such an undernocratir outcome cannot be considered optimal. C)n 
the other h a d ,  a total lack of coclperation between state pdicymakers 
and key market actors rnight reswlt. in wasted resources as policymhrs 
attempt to contml powerful conglomerates, and powerful conglomrates 
spend =sources in order to circumvent government policies. '336s result 
is analogous to destrwtive competition in the world of firms. 'Thus, the 
three basic duopoly models unde~core the central issues involved in de- 
termi~~ing desiralole outcomes within strategic relationships, such as that 
between states and market actors, in that they span the range of possible 
outcomes from the monopoly outcome, where both firms manage to "co- 
operatef" in order t~ c a p t w  fuli monopoly profits which they split in 
some way, to the destructive competition outcome where each &m, un- 
dercuts the other in turn until. they both go out of busjness. 

Clearly for eccmomists concerned about efficiency the ""cooperative" 
outcome, because it invnlves nnonopoly profits, Less production, and 
higher prices than a competitive outcome, is less than ideat. The other 
end of the s p e c t m  is certainly not optirnal from a societal point of v i m  
Under the destrucme competition scenario, consumcs get lower prices 
for a while, However, with both producers out of business, the cmsumr  
eventually faces the possibility of greater monopcrization, or at least a 
lack of product choice. h excellent example of the phenomnon is the 
airl.ines industry. It seems that every time there is a fare war another air- 
line Hes for bankvtcy. Airlines that had been able to compete m the 
basis of price get driven out. oE busiaess (e.g., People's Express). Clcarly a 
certain degree of cooperation, in order to avoid the destructive competi- 
tion scenario, is desirable. In Shmt, the optimal outcome in the relation- 
ship between duopolists as well as between states and markets is some- 
where h between the competitive and the cooperative modes of 
interaction. 

Many who have employed the game-theoretic model have borrowed 
the rather simplistic assumption that the cooperative outcome is the best 
outcome because it maxhizes the return for each player. Przeworski and 
Linno~~gi, however, make the poht that the cooperative outcome between 
the state and business should by no m a n s  be considcrrcd unambiguously 
benrficiaf for society as a whoLe. They criticize the strong-state or devel- 
opmental state theory which argues that a certain degree of repression 
and state collaboration with big business is necessary in order to promote 
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a successful hdustrial policy. Przeworski and Limongi contmd that the 
desirability of collaboration between state and business depends cm the 
character of the collaboratio~~ itself.7 

Tn addition to suggesting which outcomes arc sub-optirnd, destructive 
competition and full cooperatio~~, game theory-\n/ith its emphasis on 
szxstainability-also sheds light on hokv to begin ranking otltcomes in the 
policymaking arena. .A sustainale outcome in a game-theoretic model 
implies a certain degree of sthility A solution is sustait~able when all of 
the players involved arc satisfed with their moves and the rcls~dts they 
achieved by virtue of the strategy they played. Most kportantly satis- 
faction means that none of the players involved have an incentive to 
change Chejir strategy. tlltirnat-ely, such a situation leads to a stable policy- 
making environment because future outcooles are predicta:ble. Pre- 
dictability fosters a cmducive environment for investment which in turn 
promotes economic growth. Thus, if one were to attempt to model the 
policymaking environment within a game theoretic framework, one 
could think oE a sustainable outcome, or eyuilibri , as akin to pofiticaf 
or pdicymaking stability. 'Then the simple fact that an eqrxilibrium exists 
can be adopted as one way to judge the desirability of an outcorne in the 
state-market game. 

Figure 4.1, a two-by-two Pnisoners"ilemma, is a duopoly model ap- 
plied to state-market relations with respect to leader and follower soles in 
the financid sector. In this Prisoners" Dilemma we see clearly that when 
the state plays leader and bankers follow (upper right), m d  also when 
the bankers play lcadcr and the state fobws (lower left), we get sustajn- 
able outcomes, or epilibria, However, when the state and banlcers vie 
for leadership (upper l&), the outcome is not sustainable because neither 
player will, be satisfied with their strategy given the other plqer's move. 
This suggests that the rnix of a powerful state and powwh;tI banks in 
Mexico is at Icast: partially to blame for Mexico's mixed economic perfor- 
mance following hancial, liberalization. :It also provicrtes s o m  exylma- 
tion for how both free market policies in Hong Kong, and state interven- 
tion in Korea and TLtrkey, could be compa.t.ibk with strong econolnic 
perlformmce. 

Another lesson that should be drawn from duog~ly models, especially 
the Forcheirner varimt of Stackleberg, is that the mere presence of- a dom- 
inant firm does not necessarQ improve market performance. Ratl-ter, it 
depends on the s o m e  of dominmce. If t-he source of dominance is based 
on efficiency (e.g., lower costs due to economies of scale) then the exis- 
tence of a dminant firm kproves market performance. Conversely, if 
the dominant firm erthibits inefficiencies and perhapmmaintains its domi- 
nance by passing off costs in the fom of ncgathe externdities, then the 
market does not bewfit from its presence, Similarly, the economic policy 



The predicted equilibriztm in the K"urmr.r cme atzd in fife Eirkish cme after 2 2980 is tjzaf the state 
play,.; Ieader a d  fhc hankers play follozuer, yielding n (d,bl payofl sfnli-furc. For Korlg, the 
likely clllteornc is tlzwt the state pylaysfollowe*u and tlt~p bankrrrs pylay leader rrsulling in a {Ear& pay08 
sfnlcfure. fiz fhL7 me xi cat^ L'L~SC, tlze stale plays the leader sfrtttegy and the bankers do as auelt, yit~ldirig 
a y?ayofsErttct~~re 'cv$(~ ,A) .  Note that fhis stmtegy is 1201 at? equilibriutn AS ncifheu plajj~r ruiJi be sat- 
i@rci with tlre sfnrft2gy f!zry played gizlcn tlre uflrer player's str~ztra,  On the. ot/zr.r hand, ftir Errkislz 
ancl the Hung Ko~zg oulcornes constifzilc sristai?~able cquilibrh once I l z q  occur. 

FIGURE 4.1 Two-by-Wo Pris~nersTIlemma: Mudeling the S"Erate@c Relation- 
ship Between the State and Bankers 

that results from the strategic interacticm between states and markets, 
and the degree to which it is w e l f a ~  maximizing, may depmd not just 
on whether state or market actors get thcir way. The outcome also de- 
pends on the goals of each side and the degwe of compatibility between 
them. ias we will see, the "rhrkish state increased leadership efficiency 
through consensus-building, or making the interests of state and market 
actors more compatible. The Mexican case, however, has lacked clear 
leadership as the state and bankers vie for finmcial policymaking leader- 
ship. )/et it is unclear whether either thc rise of bankers' hegemony or a 
resurgence of state autmomy would necessarily have resulted in a suc- 
cessful outcome, because neither occurrence could guarantee efficient 
leadershjp. Bankers' hegemony constitutes effective leadership in Ho~n,g 
Kong wherc bankers%terests appear to be compatible with general, or 
errnomy-wide, weiEare. But as we saw in Chapter I, this has not been the 
case in Mexico. By the s a m  teen, state leadership must be based on an 
interest in economy-wide welfarc, With the poijtical challenges facing the 
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PR1 in Mexico, the party leadership has demonstrated a tendency to put 
party dominance ahead of economic welfare, If both state and market 
face incentives that are coqatihle with generd economic welfare, them it 
does not really matter whether bankers control the policymaking agenda, 
as is the case in Wong brig. However, if bankers' desires with respect to 
economic policy are at odds MIith welfare-maximizhg policies, then che 
deskability of bmkers-egmony is in question, likewise for state lead- 
ership. 

Thus the application of duopoly mod& to the financial policymaLng 
amna leads to two main hypotheses, which will be exambed in llght of 
four empirical case studiet;. First, clearly defined and mutually accepted 
leader-fdower roles for state and market actors elnhance ecmonnic per- 
formance. Second, among duopolistic firms, the source of leadership 
must be a result of efficimcy. Wth r t t s p ~ t  to the relationship between the 
state m d  market actors, the leader must at least be committed to maxi- 
mizing national economic welfare, which in practice means that the 
leader" economic interests should be incentive compatible with a 
broader defjnition of national economic inkrests, especially during peri- 
ods of ecmomic crisis and policymaking transitions, 
In order to contextualitax the duopoty model of state-market relatims 

for specific c o t ~ ~ ~ t r y  cases W need to identiSy the leader, determine the 
competitiveness and efficiency of the ecmornic sector or government sec- 
tor being analyzed, and assess the mutual beliefs held about leader and 
follower roles. A comparative analysis should also determine cvhethcr 
there is policymakng stability based on state-market collaboration, what 
the relative payoffs are to the state and the privatje eccmomic sector, and 
how the outcome ol state-market coltaboration or competition affects 
market performance, In order to illustrate the variety of: possible out- 
comes, this chapter d y e s  four eteveloping country cases, each exem- 
pli.fyhg a different possibfe oulcome. The Turkish case represents a shift 
from inefEicient state-leadership toward more efficient and cooperative 
state leadership with recent high growth alld relatiwe stability Korea 
stands as a model of relatively uncontested state-leadership at least 
through the early 1990s. Hong Kong Vpifies free market leadership, co- 
operative relations between the state and financial market actors, high- 
growth and relative political stability. The Mexicm case exemplifies am- 
biguous leadership, inefficient market infiuence, inconsistent economic 
perhrmance and pditical instability 

In 1,980, the Turkish economy exhikted major signs of &tress with a -1.1 
rate of GNXJ growth and a 4 . 4  pescent rate of manuiacturing growth. In 



1990, just a decade later, Turkish economic performance compared favor- 
ably with virtually m y  other high gmwth ecmomy as (;W growth ex- 
ceeded 9 p e ~ e n t ,  and the mmufacturing sector grew by 1,1) pcrcrent.8 
Economists have pojnted to this recent Turkish success and heralded the 
shift to export promotion as the key element of that success: 

Turkey . . . [has) commanded the attmtian of the internatbnal donor and 
business commrmities for [its] energetic shift to an export-led growth strat- 
egy in the 1 980s. Their success demonstrates that economies structured by 
long periods of import substitutian are nonetheless capable of adapting to 
the rigclrs of international competition.9 

But this is too simple an explanation, for it fails to consider that this 
shift represents far more than just a lmg-term eccmomic strategy, but a 
political one as w d -  Nor shodd one be sat-isfied with the 'strong state' 
argument for Turkish success, because it overestimates the capabilities of 
the Turkish state to directly pmmote industrial development and stable 
grow&. Rather, the Turki,sh case is an example of relative, but by no 
means absolute, state autonomy which allowed the state to adopt a strat- 
egy of s h a ~ d  leadership when state leaeiership failed.'Wut in order to 
do so the state first had to alter the political and ecmornic co~~text that 
made cooperation unlikely. 

Some scholars have suggested that a successful transition to financial 
market orthodoxy recyuires the suppart of the hdustrial sector, and not 
just the financial sector. Such a trmsitian 

requires action and leadership on the part of either industrialists, who, in 
the long-run, stand to benefit the most from the change, and/ur state au- 
thorities. . . . Only a cohesive, uc~cal, and highly influential national bow- 
geoisie is likely to carry industrialization beyond relatively safe impc,l"c sub- 
stitution to the risky export-oriented stage.11 

Clearly, good leadership and state-market coaperation is necessary in 
the transition horn inward-oriented to outward-oriented industrializa- 
tion strategies. Under such leadership, fiinmcial liberalization will dso be 
more likely to produce desircd outcomes h the real economy, such as sta- 
ble and balanced growth. Given the reputation of the ?irrkish "strong 
state' ccmlbined with years of failed economic policy high idation, and 
an inability to djscipline a ~latively powerful col~ce~ntrated financiai sec- 
tor, one m ight be tempted to place Turkey in a category simi.lar to W x -  
ico,'z Certainly Turkish financial conglcrmratres share some of the same 
characteristics of Mexjcan banks: they have been historicatty pllwerful 
and able to challenge policymaking refoms, and state policymakers and 
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powerful financial conglomerates, at least until the 19805, engaged in a 
power stmggle that resulted in a void of poiicyrnaking leadership. How- 
evec white signifjlcant si~nilaritics existed, the financial ljberaiization 
pmcess in Turkey also differed from Mexico" in important ways. 

Ambig~icnrs Leadership and M a r k t  Challenges 

The primary difference between Turkey and Mexico is that the 'litrkish 
state actively promoted the export sector as a mems of enhancing politi- 
cal Ieverage as well as econornic performance, A strmg domestic export 
sector promised to serve as viable competition for the financial sector 
which had telrded tokvard digopolization and had supported financial 
policies that had been narrowly beneficial. to the financial sector and the 
import-competirzg sector, but not to the eccmomy as a wbole, Leadership 
is cmcjal, hut: ineffective leadcrshjp may c m  in one of several form. It 
can come h the form of a state that attempts to, but cannot maintajn, con- 
trol over fhzmcial flows in such a way as to promote a colze~nt industriai 
poliry through selective credit controls, This kind of policy in the hands 
of a state not well i_nsulated from rent-seeking behavior can prove dlsas- 
trous. But financial liberalization may also ~ s u l t  in economic inefficim- 
cies if the state is rivaled by a dominant private bmking sector with nar- 
row economic interests that resists prudential regulation. This kind of 
behavicrr, on the part of a concentrated and powerful banking sector, 
might be tempered in one of several ways. One is by a powerful indus- 
trial sector that is not completely dependent on bank fhance, The Turk- 
ish ercport sector meets such a criterion because of its abiljty to earn for- 
eign exchange. This, in turn, gives it poliical clout with the state which 
shares with it a cornmm goal of mahtainjng a favorable balance of pay- 
ments, in part because this will increase the state" autonomy vis-&-vis 
the IMF. Another soLtrce of political competition to rival a strong banKng 
sector is a competitive and financially sipificant equities market, If firms 
have the option of fi~~ancing investment by issuing equity rather than 
bank credit, banks must compete more vigorously for Inam. Moreover, if 
they loan a sipificant amount to a thdving export manufacturislg sector, 
bankers9fnancial horizons should ercpand sipificantly from &ort-tern 
speculative invest~nent to longer-term industrial, investment because ex- 
pectations about tke profitability of export lending will continue to rise 
relative tcr expectations about more speculative investment. Recall from 
Chapter 2 that positive expectations about the good state of nature pre- 
vailing significantly altered the policy preferences of banks toward 
longer-tern fixed capital irzvestment. 

While the record is somewhat mixed overall, the Turkish state has 
demonstrated considerable success in its attempt to promote a dynamic 



and politically viable export manufacturing sector irom virtually the 
ground up. Turkey had a very low share of trade in GDP until the late 
19130s. The share of total exports in GNP rose from 3.5 p e ~ e n t  in I970 to 
16 pescent by 1987, due in part to the fact that the private export sector 
had become a privileged target of discretionary measures in shaping a 
new pctlilical coalition.13 With textiles leading the way, earnings in the ex- 
port sector have incmased dramatically, 

EarZy attempts to restmcture trade, however, rnet with cmsidaable re- 
sistence. In fact, state policies throughout the 1970s dtimately failed to 
prornote exports. The first major attempt to promte exports came in 
1970 with a dramatic devaluation aimed at fueling the ecmomy by im- 
proving the foreig~n trade sedor. The devaluation only served to infuriate 
the rest of the business sector because of the pree"inence within the 
k k i s h  economy of import-substituting industfies vvhich depcnded 
heavily on imported maebine tools. The positive effects of the devalua- 
tion with respect to inercased competitiveness for exporters were damp- 
ened consilierably because of the concessions that had to be made to the 
politicralliy entrenched domesti,~ manufacturilng sector.. Moreover, the 
strategy weakened the democrratic government that bad promoted it and 
led to a military coup in March 1971.14 The second attempt came in 1973, 
whe~n the state revoked private cmtrol over foreign trade and instituted 
an export price control authority.lWut this attempt must also be consid- 
ered a failure in that by f-he end of f-he 197C)s, Turkey was experirncing a 
large external account. deficit and high inflation. The private business sec- 
tor publicly denounced the government's economic policies, which led to 
yet another military coup. Thus, the Turkish economy up f-hrough the 
1970s was characterized by political instability and lack of calrterent eco- 
nomic policy leadership. The political stalemate of the 1360s and 1970s 
made most policymaking difficult. In this polarized environment, the 
state was weakened considerably both because it lacked policymaking 
coherence and because k w  wanted to serve as part of an ineffectual state 
apparatus. 

A 1980 coup that put Tu~"g~~"f:zal, engineer and former World Banker, in 
charge of econmie policy under a transitional govern& set the stage 
for a new more successhl strategy. In 1983 Ozal, now prime ministclr, be- 
gan to pu"t:orward the policies that would move Turkey toward export- 
led growth. This strategy oi export promotion was accompanj.ed by sub- 
stantial deregulatrictn of the domestic economy? and decreasing relimce 
on the protective tariff regime. But the key to success was Ozal"s ability to 
'"fashion a new coalition oi interests out of the wreckage of the 1970s, m e  
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that could susta& his economic policies politically.,""G A government ban 
on pre-coup parties and politicians allowed a significant re-organization 
of the governing coalition that brwght busjness to the cclrter under the 
Motherland. Party. In short, Ozal mmade the political context in whlch 
the necessary ecclnamic changes could take place. 

Turkey modded its export drive on that of South Korea by encourag- 
ing the establishment of trading companj.es, which were owned, by the 
major private holding companies. In 1984, companies that had succeeded 
in exporting 30 million U.S, dollars wnrth of goods could, apply to the 
central bank fur subsidized export financing, receive forcim exchange 
from the Export Promotion Fund, apply for special import permits, and 
receive up to 6 percent of the value of exported goods as tax rebates, 
Having taken advantage of this pmgrm, &out thirty export houses bad. 
come to dominate the field, and their share of total exports had risen 
from 6 perceZlt in 1980, to 46 percent or about $5.5 bilfion, by 11988.l7 This 
certainly suggests that the Turkish state had succeeded in fostering a 
powerhl export manufach;lra sector. 

It is important to recognize, however, that more than m economic suc- 
cess, Turkish export promotion constituted a successlul polificnl strategy 
m tbr part of the state to create a coaiitictn around the prillciple of s h a d  
leadership to promote growth. Because the old e~~trelched import-cm- 
peting industries presented a challenge to any broad-based. long-term. 
growth strategy, the state could not form a viable parhership with them. 
But ncieher could the governmmt aMord to ignore the political weight of 
that sectnr. Instead the government chose to strengthen a potential ally in 
the hcipient export-producing sector* The Turkish gove 
the export sector to the clear advantage of the private 
an eye toward c ~ a t h g  a state-business partnership, They built this part- 
nership in part through joint ownersl.lip. The number of companfes in 

ent had a minority posilion increased from 72 in 196% 
to 306 h 1988. This prclprietary relationship promoted a cohcidence of 
interests between the state and the ernergk~g expc-lrt sector. Turkey"s ex- 
tra-ordinary export performance is evidence that the relationship has 
paid off. But the relationship has also worked to the benefit of Turkish ex- 
porters. fn the 39905, mmufactured goods exporters were the primary re- 
cipients of government resources in the form, of subsidies, tax bwaks, and 
exporting licenses.18 

The relative success of state-business cooperation appears even mom 
stsiklng when contrasted with the relative lack of state leadership in late 
1970s. Because of political instability, the Turkish state nut only lacked 
the capability to provide clear leadership, it also lackd the ability to re- 
spond effectively to econmic crises. Ineffectual state policy leadership in 
response to the external shucks of the mid-1970s led to stagnant aggre- 



gate growth, high inflation rates, and political instabiliqlWot only bad 
the high degree of political instability-thrcte military i~~terwentions in 
1960,1971, and 198kledt: economic policymakers incapable of respond- 
ing e.ffectively to accelerating inflation, balance of payments crises, and 
decli~~ing G M  grtrwth, these conditions together with chronic foreign 
exchange crises, in turn, exacerbated the already mounting political 
crises.2" The performance of the Turkish economy certainly bore out these 
underlying political obstacles. With eeach new political crisis came, ac- 
cording to onis, "a pronounced loss of state autonomy. . . . 'The progres- 
sive fragmentation and. the heavy politicization of bureaucracy consti- 
tuted another striEting aspect of the decline in state aut~nomy-~~zx 

By 1%0, Turkish policymakers realized that the resumption of growth 
would requirc a decisive change in development strategy toward higher 
export orientation and more efficient import substitution. The poZicy 
package that was innplemented in earfy 1980 signified a determined p<'-. 
litical eifort to set in motion government actions and market forces to 
curb hypcrlrinflation, and to initiate a more open development pmcess.a 
'The adoption of a Rexibt.e exchange rate policy was a cornerstone of the 
new policy package, and durirzg the 198% Turkey whessed an unprcce- 
dented export boom by internationd a d  domestic standards whereby 
total exports rose rapidly fmm $2.9 billion in 1980 to $Zf .7 billion by the 
end of 1988.23 

Financiai liberalization in Turkey, in sharp contrast to Mexico, was ac- 
companied by an increased regdatory vigilance and a refusal to relin- 
quish state control. The liberalization process, which can be described as 
haltb~q;, resembles the :Korean experience mom than the Mexican ercperi- 
emce. Although, Turkey embarked upon financial, liberalization in the 
early 1 9 8 0 ~ ~  it did not &andon interest rate ceilings mtil1988, it contin- 
ued to force banks to finance the gave ent deficit until at least 1985, 
md it hcreased regujatory vigilmce during the reform processe" Banks 
we= required to submit quarterly financial statements to a Bank Super- 
vision unit that was establisked in 1986 as part of the central bitnk to 
carry out off-site audits.2." Turkey did not enter the final slage of fjnancial 
reform until 198G1989, with the liberalization of capital movements and 
exchange rates.26 This a full decade after the =form process had begun. 
'This suggests that to the externt that Ttxrkey did adopt financiaf, 1.iberaliza- 
tion in the 19805, it did so without much loss of state autonomlti, because 
remarkably little ackally changed i.11 the struckre and depth of state eco- 
nomic interve1ntion.2~ 

The relative power relationship between the private financial sector 
and state policymakcrs throughcrut the fjl~ancial liberalization process in 
Turkey shifted in the opposite direction as it did b r i n g  the Mexican fi- 
nancial litberalization process. VVhereas in Mexico financiers became in- 
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creasingly begemonic and state autonomy declined, in Turkey public sec- 
tor borrowing remairred dominant all the way t h r o w  IB0.28 'f'kerefore, 
despite various privatization and li:beraljzation at-ternyts, the roe of the 
public sector did not witfier in the post-1980 period.29 

One way the government could mailttain control over the fhancid tib- 
eralization process was by mitigating the moral hazard problem, and dis- 
couraging the concentration of finance. By law, the &posit insurance 
fund in Turkey cannot assist weak banks, and bank loans to a s i~~gle  cus- 
tomer are limited to no more than 10 percent of: bank equity, cvhich &S- 
courages concentration of risk<."Turtherm.ore, the state attempted, to in- 
troduce competitiveness into the investment finance market through 
a Capital Market Board, developed in IN83 to promote the securities 
market.31 

More importmtly the weakening of financial cmglomerates in Turkey 
stands in sharp contrast to the concentration and centralization trel~d 
during the liberalization process h Mexico. First, the Turkish banking 
system" responx to the implementation of the finmcial liberalization 
program was generally consjdered to be quite accommodating." Banks 
irnmdiately adapted themsdves to the new conditions by implementing 
a program of m o d a t i n  Also, there was a marked &crease in cm- 
cel~tration as rneaszlrcd by the share of the three largest banks in total as- 
sets, partly due to the continued damjnance of Turkish state-owned 
banks." Yet despite the decreasing concentration levels in the banking 
sector, banking profts were up the second half of the 1,9811s. Moreover, 
the differences in the pmfitatnility and patterns of growth of the various 
categories of banks indicate that small domestic commercial banks were 
the most dynantic elements in the bankjng system, agah in sharp con- 
trast with the Mexican experience.35 

I'he dramatic and successful shift from import-substitution tc:, export- 
led growth during the 1980s may have sig~~aled a move toward ortho- 
doxy h the trade regime (that is, toward. greater opemess), but it did not 
necessarily imply greatrr orthodoxy in the finmcial reaim, at least in 
terms of a withdrawal of state intervention. In other words, the state 
maintained an explicit leadership role in the financial arena. The state in- 
tervened not by setting irrterest rate ceilings, but: by mitigathg tbe poten- 
tially adverse effects of: hterest rate liberalization through the pronnotion 
of a healthy corporate sector, in this case the export manufacturing sec- 
tor." Given the limited financial capacity of the state, when it proved dif- 
ficult: to create nekv capacity through greater allocation of investm,mt to 
expmt industries, decision makrs in Turkey opted for an intermediate 
strategy, They continued protecting certain politically entrenched im- 
port-substituting industries while increashg export promotion through 
large subsidies. Export incentives enabled the state to attain its develop- 



mental targets most effectively in industries such as readywear clothing, 
wbere a strong intermediate organization acted to stabilize the incentive 
regime," In this case, private organizational structure within an ex- 
tremely competitive industry helped the state to forge a cooperative 
strategy based on efficiency* 

Conclusion 

Uncontested leadership necessary involves a cooperative relationship be- 
tween state officials m d  key societal groups. In particular, market actors 
and state policymakers must agree on their respective Leadership roles, 
refrain from rent-seeking asld regulatory circumvention, asld reach at 
least an implicit consensus over the econumic policy path that is most 
likely to maximize eccmomic welfw.38 Turkey exemplifies the benefits of 
uncontested leadersw and efficient leadership. Ironically, the Turkish 
'strong statckf the 1971)s and 1 9 8 0 ~ ~  similar to the Mexican state, did not 
possess the degree oE autonomy or institutional capacity necessary to fos- 
ter a successful industrial policy. Turkey could not be conside~d a devel- 
opmental state capable of a Japanese- or even a Kosean-svle industrial- 
ization program. Indeed, attempts at state-led finance werc. a failum and 
the Turkish econosny suffered fmm low growth, poljtical instability and 
run-away innation early on, in part because althuugh the k k i s h  state 
was powerful, its leadership wap; vigorously cmtested by a pditicaily en- 
trenched import-substjtutjng manufacturing sector* The state" promo- 
tion of a viable export sector not only served to counteract the power of 
the domestic manufacturing sector, it also provided tbr state with a key 
ally with which it cottld cooperate based on a shared vision of Turkey's 
econmic ftlture. In short, a certain degree of state autonomy, used pro- 
ductively to promote competitiwe market leadershiy, tmsformed, md is 
still transforming, the Turkjsh economy from a virtual basket case into a 
'"paragm of export-led growth."39 

South Korea 

mroughout the 4980% gradual transition to hancial liberalization, the 
Korean economy grekv rapidly hvilh little or no increase in levels of in- 
equality, One factor that differttntiated the Korean economy from the 
chaotic Turk-ish economy prior to 1980, was state capacity and autmomy, 
wh,ich enabled Korean policyn7akers to forge sodetd consensus and im- 
plement effective policies. As was discussed at length in Chapter 3, the 
Kman  case also cmtrasts sharply with tl-te Mexican case i n s o h  as the 
Korean state managed to control Che chnehol, whjle the Mexi,can state 
could not do the same with respect to the grzdpus. 
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Can tested Leadeehx'p? 

By most accounts, the Koman state was not si.gnifican.t.1~ rivaled for poli- 
cyrnaking leadership by the etzaebol until the early 19"30s. Since the period 
of early industrialization, there has been little doubt about who was at 
the h e h .  Korean state hterventio~~ in the pre-liberalization stage clonsti- 
tuted part of a larger hdustrial policy which eqoyed social consensus, In 
Korea, government fhmciaf intervention did more than just steer credit 
tokvard the industrial sector, it also mderwrote production during the 
learnhg process of new m d  potentially high growth ind.ustries."This in- 
dustrial policy testified to the strength of the Korean state. 

The Korean state, even from the very be ing of the fhancial libcral- 
ization process, sougtnt to reinforce its leadership position by controlling 
the excesses of big bushes?;. In fact, the liberalization plan mstricted big 
business's privileged access to policy loans and their oligopolized pro- 
duction in the market." The reform-oriented officials firmly believed that 
eccmamic liberalizatio~~ would not be successful without p~venting fur- 
ther business concelztration. As such, the Mo~~opoly Regznlatio~~ and Fair 
Trade Law went into effect in ApriX 1981 as a part of the liberalization 
process. In the end, state officials were right. Korea% biggest challenge 
has, m s t  recently, c m e  from the dominance and hefficienry of f jnan -  

cial---industrid groups. But although state autonomy has declined, the 
government still agpears to have some capability to control t.he excesses 
of big business. Recently, uslder presswe kom the govemcmt, Korean 
banks sought to force out of bushess 55 companies, m s t  of which were 
affiliated with the countries biggest conglomerates, in order to speed up 
eclo~~omic reSorm.42 

Eficiency of Leadership 

The market-conformin, character of Asian style state interventionism 
exemplifies key aspects of a state-leadership modd. The Korean state 
uncicrtook what s m e  have termed "a governed-market approaeh" by 
fundamentally reshaping the investment structure through a public@ 
owned banking system." The state created a stable environment for 
long-term investment decisions through its control of several key para- 
meters, including foreign exchange rates, interest rates, and aggregate 
demartd. Korea sustained high levels of investment in the pre-liberal- 
ization period, averagiz~g 26.5 percent of GDP between 1965-1980.4" 
The banks were the government" primary policy toof, allowing them 
direct credit to strategic industries on a preferential basis." Even after 
denationalization Che banks continued to be d e r  close government 
control and. were still used for industrial targeting. The exceptional 



rates of hdustrial growth and. restructuring h Korea certainly suggest 
the presence of an active state, which played a positive role in support- 
ing the jndustrialization process l.hrough policies which provided in- 
centives to industries with export potential, But what stands out is not 
just the lewel cJf government intervention, but rather the purposes of 
that interve~~tion. Korean state i~~tervention in the pre-reform period 
was "market augmenting" in the sense that it reduced uncertainties 
and risks related to busi~~ess, generated and disseminated information 
&out opportunities, and inspired an attitude of expansion a m n g  the 
people." The Korean strategy went beyond just ""pi.ckiq winners," It 
required concerted action between state policymakers and market ac- 
tors.Q In other words, it took leadership, just as concerted action be- 
tween duopolists requires at least implicit leadership. In this case the 
leadership was much m m  explicit. 

In addition to being marke.t.-conformingI Korean state policy con- 
tributed to economic performance by pri0ritizi.n.g the real economy 
both in the sequencing of reform and in its general approach to regula- 
tion. Recalii that Korean trade reform began in 1965, as it shifted f r m  
an import substitution to an export-led trade strategy In the process, 
virtually all trade barriers were removed. The Korean government ex- 
posed infant industries to international competition very early" h do- 
ing so, it not only built a thriving export manufacturing sector which 
contributed significantly to eccrnomic performance, but also insured 
that import-snbstitution would not become politicaily entrenched and 
challenge state reforms. Because the chnebd were exposed to interna- 
tional competition, they mak~ta i~~ed a ~ la t ive ly  high level of efficit-mcy 
&spite thc dcgree of market comentration." Most importanfly, the 
state managed to minimize the degree of financial-industrial. wedding 
of capital. 'Thus when fi~~ancial liberalization was initiated, it did not 
ellcowage short-sighted grokvth-inhjbiting behavior on the part of the 
ehaebol. Also, the number of for@ip banks doing business in Korea has 
risen steadily throughout the liberalhation period, enhancing financial 
sector competition.so Korean attempts at promoting financial. sector 
competition underscore the idea that market competitiveness cannot 
be taicen as given. h those developing countries where bank-leader- 
ship has failed, financial markets as well as the markets for goods and 
services were hlghly oligopolistic and. uncompetitive. By contrast, in 
countries where fndustrialists were encouraged m d  forced to cornpete 
in export markets, a similar financial system structure made a major 
contribution to industrialization,% German industrialization is a case 
in point, as is the Korean case of an outward-oriented development 
strategy.52 
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Conclusion 

In sum, Korea up through the 1980s cmstitutes a classic case of strong 
state leadership in which state interventionism and reform. were effec- 
tively lead by a capahie and ~lat ively autmomous state. m a t  stands 
out is the purpme of stafe kterver~tion and reform, to enhance economic 
growth through market-conforming means, In one sense, the case of 
Hong Kmg, "a bastion of capitalist free enterprise,'" could not be mom 
di f fe~nt  from Korea, In another sense, these cases share? important char- 
acteristics that ultimately determisre success. 

Leadership in Hong Kong has similarly rernak~ed relatively constmt. 
'There is little question but that the state has not genesillly provided the 
market with leadership at least until the fall of 1998 when officials in- 
tervened in the stock market. In fact, it was not until 1985 as a conse- 
quernce of several fjnancial crises in the early 1980s, that the state be- 
came significantly involved in, wehauling the system of prudentid 
regdation. But in the absence of state leadership, the private market 
has shown a relnarkable ability to play the leadership role by reassur- 
ing panicked depositors, and ensuring banking sector liquidirc)i during 
potential banking crises, and at times, by allocating finance to a ftedg- 
ling industrial sector. Under such leadership, Hang Kong sustained 
high levels of economic growth and low rates of inflation. During the 
1970s and 1980s economic growth averaged 723 percent per year, and 
this despite a lack of natural resources.53 The key to this success accord- 
ing to most free market advocates is the unfettered free market in ac- 
tion. Hong Kong has been perhaps the most open and least interven- 
tionist econorny in the world, a "baslion of capitdist free enterprise."s4 
Hang Kong has never even flirted with a mixed economy" But this in- 
terpretation of Hong -g% success is unsatisfying fr-tr several reasons. 
First, it snakes little sense in light of the economic success experienced 
by the other Asian '"tigers." These countries-South Korea, Taiwan, 
nailand, Singapore-also grew rapidly for extended periods of time, 
only they did s s  under a state-interventionist financial. market struc- 
ture, Secondly, Hang Kong" economic success cannot be attributed to 
the econornic elficiency of vigorous free-market competition. Rather, as 
with most of the Asian NICs, the local finandal market is dominated by 
a few large institutions. The bankir\g market of Hong Kong is highly 
concentrated, especialry locarly incovorated banks, Mtith 9$ percctnt of 
dqa"ts in five ba175-56 



So while it is tempting to make the case that Hmg Kong has had f.ittle 
in common with the other Asim MCs in terms of fh~ancial market stmc- 
ture, Che evidence presented here suggests &herwise. M a t  the Asian 
NICs bave in common, h contrast with Mexico, is a degree of certainty of 
leadership, *ether it be staQ leadership or hank leadership. Hong Kong 
fhance has been dornhated by large colnglarnerate banks since the be- 
ginning of its industrialization push, South Korca's, Tahan", Singa- 
pore", and Thailand" ffinancial markets were tightly controlled by the 
state fmln the beghiing of industrial growth, and, at least in Sou& Ko- 
rea, throughout the period of financial Iiberalization, In each case, up ran- 
til recently, the leader met with little resistmce. This lack of resistance can 
be interpreted less as a sign of absohte power than as an indication that 
other market actors see the leader as credible, capable of maintajnjng an 
ecmomic environment conducive to growth. W11at is special &out the 
case of Mong Kctng is not that unfet te~d market forces determine eco- 
nomic outcomes, but that in the absence of a certain kind of state leader- 
ship, privatre market: entities have stepped up to provide the public goods 
necessary to maintaim filnancial market stability. 

Bank Leadershrip 

The most stl-iking evidence of private leadership of the financial sector 
has been the mle played by two commercial badss in particular, the 
Hong Kong Bank (dso hokvn as the Wong Kolng and Shmghai BanKng 
Corporation) and. its subsidjary Hmg %ng Bank. Both have performed. 
certain central banking functions which in virtually all other countries 
are regarded as the preserve of nonprofit-maEng central. banks or molne- 
tary authonties.57 In Hong Kmg, private banks fulfil1 most of the h- 
tions typically associated with even a relatively noninterventionist state, 
such as the United States" The Hong Kong Bmk, the Hmg Seng Bank, 
and as of January 1993, the Bank of China, control currency issue.'"e 
Hung Kong Rank has, in fact, become the de facto central bank of Hong 
Kong."W.~oreover, the banking sector has had disect xcess to the poliey- 
making process through its presence on the Legislathe Cornmit.tee as ap- 
pointed "Fraunctional Reprtrsentatives.'" In sun-t, the leading private banks 
in Hang Kolng have played extrelnely importmt leadership roles both in 
the bmking market and in the execution of lnonetary poXicy. 

Within the banking market, private bmks have controlled interest 
rates thrnlrgh a cartel arrangement which limits interest rate competition.. 
The Hong Kong Association of Ranks has the statutory power to enforce 
an interest rate cartel cm all banks." The Interest 1Cate Agreement circum- 
scribes price cornpetitioln in the form of ofierhg higher deposit rates on 
bank deposits.kl Thus, hterest rates on domestic loans and deposits are 
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not determjned by the market but by ccstain large, locally incorporated 
banks." This system operates sirtlilarly to the way in MIhich the U~~ited 
States Federal Reserve controls interest rates. The Fed sets the ""best rate'" 
at the discount windows and other banks usually follow suit. In Hong 
Kongl the Ilong Kong Rank sets the best lend@ rate and other co 
cial lenders follow.6-e Hong Kong Bank also ellgages in hter 
regulation. For example, in 1981 the Hmg Kong Association of Banks 
reached an agreemat that set a ceiling m hterest rates paid by licensed 
bank on Hong Ko13g dolar deposits of less than HK$5(11),001) and of ma- 
turity less than fifteen mnnths. This agmement known as the Interest 
Ratre Rules, aiso prclhibited the payment of intewst on cheeking accounts. 
Interest rate liberalization did not begin. until 1994 and even then only 
lifted ceilings on time deposits of exactly seven days. 

It is important to note, however, that the role played by these co 
cial banks has not been the result of an overwheJ,m,ing exercise of p w e r  
in relation to the state. Rank leadership in Hmg Kong is not the m d  re- 
sult of a struggle for supremacy between state and market forces, as it 
has been in Mexico. Ch the contrary, Hong Kong has a t.tighly insulated 
state with an internally cohesive economic decision-making structurc?.M 
?"he ideology guiding Hong Kong's development clearly differs from 
other NICs, but the politkal capacity of the govemmcnt to implement its 
preferences places Hong K o q  squarely in the East Asian pattern. In 
short, the state has actively pursued ncminterventicm out of a position cJf 
state mtonomy not from a lack of it." m e  jbsence of foreign exchange or 
capital controls has been described by scholars as "positive nonhterven- 
ticmism.'"" Hong Kong's secretary of f nance, Haddon-Cave, character- 
ized I-long Kong's approach to policymakhg as " h i t e d  and clmrly de- 
fined official intervmtian . . . [a] policy consciously and purposefully, 
taking advantage of the bemfjts [the government] does offer." h o t h r r  
senior government official stated that "the Hang Kong Government does 
not redly set out to make policies. It does not make policies: but it does 
react tcr situations."@ rl'ke state has indeed reacted, but only once it has 
become clear that private banks could not deal adequately wi& a given 
situation. Par example, after the 1965 bank run, the government insti- 
tuted the 1967 Banking Ordinance and appointed a commissioner of 
banEng, who exercised mostly o~rersight hnctions. 'The 1974 Securities 
Ordinance came into being under similar c i~umstances .~~ Finally, in re- 
sponse to a severe. 1983 currency crisis, the government =-instituted a 
currency board Chat fixed the value of Hang Kong's cttrrency to the U.S. 
dollar, and required note-issuing banks to back any new note issues with 
the dollar eyuivalent. Between 1974 and 1983, the Hong Kmg currency 
had been &Loured to Aoat, which meant that private banks essmtialty set 
the money supply and credit. 



Yet the instances of government reaction under dire cisrcumstances re- 
main rdativeiy rare compared with the phenomenon of self-leadership 
withh the banking community The Mong Kong and Shanghai BankJing 
Corporation, founded in 1865, showed its faith in Hmg Kmg" f f u m  by 
redeeming the unbacked currency issued during the Japanese occupa- 
tion, at the not insignificant cost of 7 million potlnds, and pmping more 
money into the economy. With this act, Hong Kong Bank became the 
prh~ciple banker of the government, and shared the prestige of bads of 
issue with the Chartered Bmk, Both the Ho~n,g Kong Bank and the Char- 
tered Bank helped lead the bankng connmunily by regulating interest 
rates through the Exchange Banks' Association and, when necessary, 
bailing out slnaller banks threatened with bankruptcy.7-e rescue of 
smaller banks underscores the degree of nongovernmental leadership 
that existed and continues to exist within the Hong Kong financial 
market. 

More recently, clear hadership on the past of commercial banks has 
mitigated the costs associated with financial crises. In Hong Kong, there 
are no government guarmtees against risk or failure in the deposit mar- 
ket, making private bank leadership necessary71 In early 1965, Hung 
Kong experienced mns m several local banks. At the time, banks notes 
had to be backed by silver as the Hong Kong dol)iir was pegged to the 
pound sterling. As depositors panicked and banks tried to reassure 
them, the resdting demand for bank notes caused the note issues of the 
note-iss~~ing banks to hcrease sharply; which exacerbated fears that the 
supply of notes in Hong Kong might not prove sufficient. Uurhg this 
potential banking collapse, the trclllble could have spread if the Char- 
tered Rank had not bailed out lenders. It was not until 1967 that the gov- 
ernment stepped in with a stronger ordinance a i m d  at avoiding future 
banking crises. As a result of the 1967 crisis, the goverment also 
stopped granting licenses for necv bank charters. 'The prohibition was 
not lifted until 1978, when within fif een months, 41 new banks, includ- 
ing major fowign banks, entered the market bringing the tot& b a n h g  
commnity to 115 Iccnsed banks and over 101) represent-alive oMices.7" 
In the period from 1978 to 1986,77 new banks opened, bringing the total 
to 148.7-e lifting of the licencing moratorium constitutes the first 
stage o( financial lil?eraljzation within thc hjstorically under-regulated 
Hang Kong financial market. 

In September 1982 another banking crisis began with a run on Hmg 
L;wn,g Bank, which was suspected of high-risk exposure. M i l e  this pro- 
longed crisis evolved from 1982 to 1986, total collapse was avoided sev- 
eral times due to the y?xick support actions of the leading private bimks. 
'These leading banks ternporarity warded off a major panic by issuing 
statements of recassurmce, Bn November 19 of the same yeaq two more 
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disclosures of finmcial difficulties threatened to destabilize the entire fi- 
nancial system. 336s tilne the Hong Kong a d  Shanghai Bmkirrg Corpo- 
ration issued a stakment pledging its support for what it characterized 
as "soundly-based and well-managed." deposit banks. This action 
again temporarily averted a widespread financial crisis. Yet despik these 
actions, by early 1983 seven deposit-taking corporations had failed. 
These failures, in combination with the continuous d.epreciation of the 
Hong Kang dollar, c ~ a t e d  a munting sense Of apprehension about the 
sou~zdness of the bmKng sedor. Ch June 17,1985, the Hang Kolzg and 
Shanghai Banking Corporation and the Bank of China jointly extended a 
"substantiat stantfby secured credit facit.iQm to Ka Wah Bank, demm- 
strathg both the degree of leadership and cooperation between Hong 
:Kong"s largest banks.:" Nor was the exercise of leadership limited to 
credit guarantees. 01-t September 8, 1986, the Standard Chartered bank, 
authorized by the banking commissionet; took over the t?dministration of 
Han Nin Bank, which had experienced liquidity prublems due to loan 
defaults." 

Durhg the 1982-1986 crisis, the Hong Kong government also stepped 
in to provide funds for insolvent banks, and. even assumed terrrporary 
control of several banks. However, the government here agiain infer- 
vened as a last resort, and certahly did not become a leader in t-he aisis 
by choice,Y"r"n fact, s m e  observers have cited the lack of government 
vigilance in the monetary and regrrlatory environment as the underIying 
cause of the crisise79 The finmcial crises of 1982-1986 did, in fad, lead to 
regulatory overhaul, The Banking Ordinance of 1986 now required regu- 
lators to inspect banking instihttionsf quality of ownership and manage- 
ment, capital dequacy, and liqwidity prdilc, through a codination of 
on-site examhations and off-site =views, As a result of this new level of 
regulatory vigilance, all locally incorporated institutions had attailled the 
8 percent capital adequacy ratio by the etnd of 1989.80 

Wi le  there is no question that the state" reactiosls to prolonged finan- 
cial crises have played an import.ant role in improving the smndness of 
the Hong Kong fjnancial system, the fact relnains that the private sector 
in every major crisis s i h d o n  took the lead to avoid disastrous conse- 
quences. The state, on the other hand, reacted to the crises only after the 
fact. Private bank leadership, and a high d e p e  of cooperation among 
state and mrket  actors in the implementation of prudential regulation, 
transformed Hong Kong banking horn a system riddled wiah unsound 
practices including le~zding to intercomected entities, overexposed lend- 
ing, and leveraged lending for speculative purposes, into a system tZtat 
experts now view as "'an effective, clean sy~tem.~'gI 

Private banks took the lead not just to mitigate the costs of f;inancial 
crises, but also to promote in.dustrial growth, The same banks that 



stepped in to assuage depositors9ears durislg the financial crises of the 
1960s and the 3981)s also played an important role in heling the industri- 
alization push, just as the state did in other Asian N1Cs. In 1946, the 
Hong Kong and Shanghai Banking Corporation (then known as the 
Hong Kmg Bank) issued ""dress notes,"" which phyed a pivotal role in 
fhmcing the recovery of tbc Hong Kong economy &er World War 11. It 
also began granting loans to experienced, and reputable industrialists, 
many of whom were refugees from Shanghai with tittle capita1 of their 
own.. It ofiered lines of credi.t to newer firms and managerial or technical 
assistance as needed. Many other banks soon iolllowed suit, again under- 
=or% the principle of leadership irrvoived.82 These actions transformd 
Hong Ko~ng Crom a mere e~ztrepot to an industrial econosny by the early 
fifties and w m  the Bank widespread goodwill and a loyal following.% Xn 
sum, the hmkit-tg system develcrped in the entrepot era facilitated and 
promoted the development of manufacturing hdustries in Hang Kong.84 

fn light of these developments, Hong Kong offers an important chal- 
lenge to the propot;ition that successful export-led industrial growth de- 
mands state intervention. The Ho~n,g Ko~zg government had mtlc i d u -  
ence over the pattern of industry and trade.RW~evertheless, important 
functions that were carried out by the state in other NIGs were under- 
taken in Hong Kong by highly developed commercial and banEng estab- 
lishments. These included long-term lendjng and even assistance in mar- 
ketirzg and product design.86 

'The evidence pohts cliearly to the exercise of leadership on the part of 
Hang Kmgk smajor commercid banks. Moreoves, that leadership role 
does not appear to have been challenged to any significant degree by 
state pdicymakers. These facts constitute a necessary but not sufiicient 
condition for a successlul outcome if one views the relationship between 
the state and the market as similar to the case of duopolistic competition. 
C)ne of the lessons &awn from the investigation of tradition& dllopoly 
models was that the s o m e  of leadership matters, but the relative effi- 
ciency of the private finmcial system also affects the quality of leader- 
ship, just as one would expect the bureaucratic effi'iejency of the state to 
affect industrial policy. To the extent that efficiency can be associated 
with vigorous-but not destructive--competiticm, Hong Kong appears 
to have eljoyed efiicient leadership of the financjai sector.87 Ho~n,g Kong's 
banking sector is chasacterized by oligopolistic rather than atomistic 
competition." H w e v ~  any concentration at the top appears to have 
been compensated for by the continuous crc3ati.on of ncw, small frm at 
the bottom, due primarq to ease of entry.89 
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Competition among banks, primarily aimed at acquiring mote de- 
posits, has been very intense in How Kong." The shear nurnber of banks 
(149) and depctsjt taking corporations (296)) attests to the htensjty of com- 
petition withirs. Hmg Kong" bbankhg industry.91 Foreign banks have al- 
ways been free to enter the b m h g  sector, creating inta~se competitive 
pressure in the dmestic banking sectoz92 One only need compare the 
performance of Hmg Kong finance to other hig%tly competitive financial 
markets in order to ~ c o p i z e  that tbis competition has, for the most part, 
not been of the &stmctive variety. For example, the Hmg Kong bmkjng 
sector outperformed its Singapore counterparts in almost all respects, in- 
ctueting number cJf short- to medium-term loans extended, and degree of 
Xiquidi ty.B 

Ironically, the htensification of competition has not been incompatible 
with the grov\ring domination of the market by the Hong Kong and 
Shanghai Banking Corporation m d  the Bank sf Chha Group. Nor does 
this dominance seem to be associated with hcreasixlg monopolistic hef- 
ficiencies. For example, the Bank of China Group improved banking 
cmpetitiveness in 1979 when it begm to play a mare aggressive and in- 
novatke role in the FIong Kmg financial market which bad been d m i -  
nated by the Hong :Kong and Shanghai &ankir-rg Corpcrratim, Most im- 
portrmtly; due to the degree sf competition for customers, banks in Mong 
Kong have not been able to wicld hRuence over nonfinancial enterprises 
in the way that banks have been able to in countries such as Mexico, or 
even Japan. Accardbg to one scholar, 

nc, matter how influential the ff-long I(c3ngJ banks are, they are far less per- 
vasive than in Japan, where companies are usually deeply in debt to banks, 
or even most other capitalist countries. . . . The vast majority of local entes- 
prises in all fields belong to their owners, tzrt-rc> often have more than ade- 
quate collateral for smaller loans and seem to avoid large ones, In fact, a 
good number have almost no dealings of this sort with the banks.94 

As compared with larger industrial enterprises, 88 percent of small h- 
dustrial establishments are h m c e d  out of the entrepreneur" sawn sav- 
ings, making them much less dependent on banks." "1 fact, the vitality of 
competition, rather than being limited to the financid sector, encom- 
passes the entire economy. According to a 1979 ccmsus, the ratio of em- 
ployers to employees (including self-employed) was one to eight, a clear 
hcticator oE the exceptional vilaljty within tl-re Hong Kong market.% 

Although the Hong Kong domestic banking market is generafly con- 
centrated and dominated by large institutions, the international banking 
market is m r e  competitive. As of 1986, Mong Kmg rankd fourth in the 
worXd in having the largest number oi foreign incorporated banks.97 



Thus while local banks can obtain a mont>poXistic profit f r m  operating in 
the local currcllncy markt, they must compete furiously in the interna- 
tional bmKng market.98 Contrary to expedations, even Hong Kong" do- 
mestic banking sector appears to be relatively efficient, Despite the m r -  
ket power of Hong :Kongfs licensed b a d s  in the domestic market, 
domstic w o s i t  rates have not been insulated from the f o ~ i g n  reference 
rate, HIBOR.gVhat is, vigorous loreign competition has v i k d  over into 
the domestic market. 

The grow1.h of commercial banks in Mong Kong has been accompanied 
by a noticeable trend toward concentration.l" Although Hong Kong has 
exhibited a trend towards '"financial clmglomerates" m d  commercial 
banks still dominate the financial services industry, banks have not en- 
croached on the traditional preserves of other nonbank financial interme- 
diaries, or even nonfinancial firms, in a way that seems to characterize 
many jndustrialized m d  industrializkg countries.'o% fact, the fhancial 
sector has become the most productive sector.102 

Competition and dominance together constitute the cornerstone of fi- 
nancial market leadership in Hong Kong. Total domination of a certain 
type might lead to mnnopoly profit-taking to the detrinlent of the clcon- 
m y  as a whole, whereas the absence of a hegemon in the financial sector 
leaves the hdustry withou"t:teadership m d  open to destructive competi- 
tion. Hong Kmg" domjnant iinancial hstitutions-the FXong Kong and 
Shanghai Banking Group, the Bank of China Gmup, and the Standard 
Chartexd Rank-emstitute a hegrnonic force in that they have demon- 
strated both the desire and the capacity to Xcad. The banking industl.y 
continues to be a central compmmt of the Hong Kmg financial markets. 
.h 324 percent growth rate of bank assets from 19B-1982 iilustrdes the 
continuing dynamism of the banking sectorI:lm Hnng Kong has experi- 
enced considerable fh~ancial deepening with more peogle now reiying on 
banks."')" Many officials refer to the Hang Kong and Shanghai Bankhg 
Goup as the all-powerful finance branch.fflWeinforcing bank-leadership 
capacity is the Hong Kong Association of Banks, vvhic.11 formalizes the 
banking cartel though whjch leadership and cont.ro1 is exercised."""" 
Hong Kmg" leading banks alternate chairing the FIong Kong Associa- 
tion of Banks, reinforcing direct control over pcrlicy."o" 'The ability to lead. 
is reinforced by the vast financial resoucces that flow through Hong 
Kong's financial sector and ultimately through its dominant banks. The 
output of the banking and fhmcial sector as of 1979 was equal to one- 
fifth of gross domstic product,'"' me F-Jong Kong m d  Shanghai Bank 
Goup has also been a regular member of the Banking Advisory Commit- 
tee, the Exchange Fwd  Adwisory Committee, and the Executive Council, 
giving Ihe bank disect access to the policymaking process at the fiighest 
level. 409 The desire to lead is evident in that the Hong Kong Association 
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of Banks bas voiced specific goals. One explicit goal has been to foster a 
degree of centralization in the H o w  Kong fhmciai market in order to 
mairrtah a consistenl. value of money"'"" 

In addition to the evidence of uncontested bank leadership in the 
Hong Kong financial sector, there is also evidence suggesting that 
bankers acted in such a way as to maximize general economic welfare be- 
cause they faced incentives that wese compatible with, the in.terests of 
oher important market actors. Usually, it is assumed that gowernmmt 
entities are mare likely to hold interests and palicy goals that are compat- 
ible with general economic welfare, For example, it is ofien argued that 
g~wrnment  wil I  be the most likely prowider of public goods because 
governmeml is usually assztlned to represent the "public'%terest. fn con- 
trast, sonnetimes private market actors face jndividtlal incentives that are 
not compatible with the ""pbblic" inintest, or economy-wide economic 
welfarc maximizatim The Logic here i s  similar to the situation w h e ~  an 
externality exists or where the strategic situation can be modefed as a 
prisoners"i1emma. As was suggested in Chapters 1 a d  2, Mexican fi- 
nanciers faced investment incentives that were incompatible with 
broader economic welfare. But, it need not necessarily be the case that 
government is the only entity that can and s h o d  represent broader so- 
cial and cconomic goals. The structurat and sectorat characteristics of the 
market, in combhation with the stmctural characteristics of the state, can 
create an instihtional envirmment that fosters private-sector leadership, 
as has been the case in Mong Kong. C)nc reason is that Hang Kong's H- 
nancial sector is export-oriented, and not heavily in.d&ted to foreign 
lenders. The finmcial sector has also been emerging as a foreign ex- 
change earner in its own. right by directly exporting services to overseas 
business and institcttions,lH Indeed, these is a growing lack of distirrction 
between local and breign b a d s  in Mong Kong. This has made the Mong 
Kong banking comul-rity a supporter of the eurrclncy board arrange- 
ment that has been in place since 1983, because it completely subordi- 
nates mcmetary policy to a staZlle and predictable exchange rate, a policy 
that has benefitted the exporters of flinancial services as well as industrial 
exporters.llz In fact the Wong Kong Monetary Authority, which was es- 
tabtished in April 1993 as part of the overhaul of the prudmtial regula- 
tory system, staks that "'[dith. the establishntent of the Link to Chc US. 
dollar, tbe primary objective of monetary policy becme th mintmmce 
of the sta"olity of the exchange rate.""3 Thus, priwate banks in Hong 
Kong have been effecti\re leaders because they have shared a coiacidence 
of interests with key market actors as well as gove ent policymakers, 
Such leadership is evident in the Expot Credit :Insurance Corporation 
(ECIC), an orgmization that serves to facilitate Hong Kong's tmde by of- 
fering insurance policies for exporters against the risk of bad debt of 



overseas buyers. This organi.zation also provides firms with guarantees 
to obtain bank loans, &ring t-he fiscal year 1979-1980 about HK$3.5 bil- 
lion wnrth of goods and services wen. insllrcd by the ECIC:.'l" 

The case of Hang Kmg illustrates most clearly that certahty of leader- 
ship and good leadership weighs much m m  heavily in the formula for 
economic success than whether the financial structure is state-led or 
bank-led. The Hong Kong case also underscores the fact that the state 
must perform certain oversight functions, because when it does not, fi- 
nancial crises are likely, Nevertheiess, under most conditions private fi- 
nance in Hong Kong has been seen by the state and other market actors 
as a creditale leader, one capable of underpinning an ecmomic environ- 
melnt conducive to growth. m a t  is special about the case of F-Iong Korng 
is not that mfetitered market forces determhe economic outcomes, but 
that in t-he absence of a certain kind of state leadership, private market 
entities have stepped up to provide the leadership necessary to maintain 
financial market stability. 

Mexico 

111 contrwt to Turkey, Korea, and Hong Kong, the Mexican finmcial poli- 
cyrnaking arfllna sjnse 1980 has been dominated by two very powerfrat 
players-the state and private bankers-wih different pesccptions as to 
Mxho leads. Contention rather than consensus has most often character- 
ized the pdicymaking process. Moreover, Ihe degree of cooperation be- 
tween the PRI-dominated state, which has successfully held on to the 
prtrsidency, and the very powerful finmciai elite has been tcjnuous, shift- 
ing front periods eharacterked by cooperatio~n to periods ol coaflict.""" 
Chapter I demonstrated the changing nature of state power in Mexico as 
state autonomy eroded. n r o q h o u t  the 1980s experierzce with liberaliza- 
tion, Mexican state managers were caught between external, shocks, the 
demands of the international banking community, and rising political 
mrest.1'6 Wzereas the period of state-loadership in t-he 1940s and 1950s 
benefitted from a cohcide~~ce of hterests between the state md market 
actms, the period of risixlg bankers%egemnny exhibited a widenkg di- 
vergence of interests between financiers and general economic welfare. 
'The Mexican case has been exceptiond both, fnr the active pditical rde 
played by market actors, and for the extent of state intervention and one- 
party dominance. 

Uncertain kadersh ip 

As nokd in Chapter I, the PR1 faced heightened chnllenges fmm the left 
in the 1 9 8 0 ~ ~  in part because government cutbacks in expenditure and 
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economir liberalization had worsened the impact on the poor majol-ity, 
and pmdldced greater foreip (that is, U.S.) influence in Mexican affairs. 
Liberalizatio~~, in addition to imposhg hardships on the Mexicm popu- 
lar sector (this was not the only time in Mexican economic history that 
burden of adjustment fell dispropcrrtjonately upon the masses), also 
made the Mexican state took weak vis-8-vis the international. financial 
community. The perception was that the Mexican state was forced to en- 
gage in financial liberaiization. As a result, the PR1 faced challenges both 
from within and from outside Che party struclture, Tello, m influential 
member of the Democratic Tendencyr and. a key policymaking figuse in 
the 1982 bank nationalization, led the call f"or m end to economic restruc- 
turhg m d  liberalizatio~~. The PRX's liberalization package also came un- 
der attack from the right-winged, PAN, wka accused the state of foster- 
ing a poor business envirrmment.1" 7 e  MN's political rivalry with the 
1'121 underscores the rivalry between the state and powerful market ac- 
tors, especially fjnanciers. In many MCs, there exists an implicit bargain 
between the state and domestic market actors, which aliows the private 
sector to seek profits in the economic realm,, suhjecl to state ~gdat ion . .  
But the private business sector is not usually granted any overt, lcgiti- 
mate role in formal politics.178 In Mexico, in contrast with Turkey for ex- 
ample, this implicit understanding has not bee11 observed. Since the 
1930s the PAN in Mexico has openly championed business interests and 
has challenged the PM in electicms."g 'I'hus, fhancial-industrid elites in 
Mexico have not only &xed their economic muscle, t hey  have engaged 
in direct competition with the state for policymaking leadership, 

Although the PRI has managed to hang m to official policy-makhg 
leadership, its t?bil.ity to lead has eroded significantly since the early 
1980s. This process was d o c u m t e d  at length in Chapter 1. Neverthe- 
less, the Mexican state has remairred a formidable force which has by no 
meam left the door open to uncontested leadershir by kancial-hdus- 
trial elites. The Mexicm state has existed more or less in its current h rm 
for the better part of the century It is a "strongf"tate by comparative 
standards. AIt-hottgb Mexjcan bmkers now dominate the fIrrmcial, sector, 
it remains unclear, especially to the participmts, who leads with respect 
to financid policy: the state or Mexican fll~anciers? 

In the period between 1940 and 1960, the Mexi,can finmcial system 
could be considered unambiguously state-led, However, more recerntty 
the stmcbre of Mexico" fhanrial system has turned from one of state 
domination to one in which private-banks exercise i13creasing control, 
There are diPferencers among scholars as to when to placer the decline of 
state autonomy vis-2-vis financial elites. Gmzalez pointed to 1973 as the 
date whell the bushess eljte shifted front a defensive to an ofiensive po- 
sition toward state policy.'") Mmtinez Paava conducted a systematic 



study of the secular decline in the state" relative autonomy and con- 
firmed it for the period 1982-1988. Accoding to him, '"he state, it seem, 
had nurtured a progeny Chat would &vow it.""12' For Cypher, it was in 
1954-1955 when the underlying relationship between the state and pri- 
vate sector changed to one where the private sector exercised increased 
pokver.122 Regardless of which date mrked the beginning of the decline 
of state autonomy, the evidence overwhelmingly suggests that by 1980 a 
change in financial sector struchtral conditions had led to a dectine in the 
rcllative autonorny of the Mexjcan stateelz" 

&e aspect of this structural shift involved a change in the pI-iysical pres- 
ence of the state as a player in the bdnking sector. W i k  the statef in theoriv, 
still possessed an ability to c0nt.d finance through regulatory means, the 
reduced size of the state-owned fhacrcjal sector relative to the private fi- 
nancial sector sipificmtiy ~ d u c e d  the state" ppocymaking effectiveness. 
Recdi that private banks' share oE 1:IrrmciaX sector resottrces rose steadily 
betvveen 1982 and 1990 and. accelerated thereafter (see C:hapter I). Much, of 
this growth in the private-sector share of bank Rsourees was driven by in- 
tel~sidied state efforts to re-privatize nationalized baslks skrting almost irn- 
mediate@ after the nationalization. Since 1986, Mexican prkatizatim ef- 
forts have fncused on bmks that had been part of the private sector even 
prior to the 1,3132 bank nationalization. These privatization efforts m d e ~  
score Mexiro" trend toward. bank leadership of the financial sector, 

&e manifestation of the bankhg eliteskchallenge to state dominance 
in the financial sphere was their abiljty to circmvent government finan- 
cial regulation. By transferrirzg and allocating funds from group-owned 
banks to other grcrup-affiliated firms, financial groupcncreasingly 
avoided state oversight or central bank invdvemnt in sector-specific 
credit allocation. Bankers could bypass seIective credit controls by trans- 
ferring funds unofficially rather than by making official loans that were 
szxbject to variable rclserve reqztiremmts. This strategy on the part of fi- 
nanciat-industrid conglomerates, reduced the state" abiliv to control 
the allocation of private financial sector credit. For example, between 
1,958 m d  19M, within-group fhancing to.t.aled 74.5 bi.llion pesos and rep- 
resented 87.4 percent of the financing of private sector gross fixed invest- 
ment.724 These trmsfers tended to benefit the banks that formed the nu- 
cleus of the Mexican grlapus. Furthermore, integration of private fhancial 
networks prmoted the transfer of resources through interbank lending, 
circumventing regulatims that impinged to a greater extent upon certain 
types of hancial  instit-utions. By shiRing funds betwee11 group-affiliates, 
resources could be concmtrated on those institutions least subject to de- 
tailed regulation. Financial-kdustrial gmups codd evade government 
attempts to allocate credi,t through sclectivc credit controls by using 
available funds for expenditure not sanctioned by monetary authorities 
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and then borrowhg money from a group member to finance other in- 
vestments.~Wirculnvention was made easier by the fact that 
fhmcia1:-idustria,l grou,ps could rely on intercompany loans as a means 
of bypassing financial regulation because these types of loans were corn- 
pletely unregulated.12"n short, private financial institutions found it 
worthwhile to band together for the purposes of reduciing competitive 
pxlessures, i nmas ing  banking-industry profits, and reduchg the impact 
of finmcial  regulation."^ 

Thus, private fhanciers were increasingly successful in. their attelnpts 
to reduce the impact of fx-rancial regulation, at least since 1982. As the 
state% dependence on private capital increased, private bankers found 
the~nselves in a position to augment their political power whichf in turn, 
they utilized to augment their ecmomir status, The state" dependence 
on private financing put private bmkers in a position to mediate be- 
t w e e ~ ~  the state and international canitd. This incscased the power Ol pri- 
vate financiers to mankulate the fjnancid regulatory system and. to gajn 
influence over policies that directly affected their own power base.ln" 

In t-he Mexican case, begi.nning in t-he lafx 11950s m d  increasingly in the 
decades that iolllowed, finance capital pXayed a hegemnnic role among 
other domestic elites as well. Camp's interview data describes two im- 
portant characteristics of the business elite in general, and private 
bankers in particular, As noted earlier chapters, when business leaders 
were asked if they had ready access to the state, most ~ s p o n d e d  that 
government officials were willing to hear their views. Moreover, wfien 
asked whu benefitted the most from state policy, businessmen ranked 
bankers highest ammg private sector groups.12" 

The central role played by the private bmking elite wi.t-hh~ the business 
community was based, in large part, m the imperatives of hdustrializa- 
tion. Because the expmsit-tn of industries depended on tbe availabil* of 
credit, bmkers pmgressively occupiczd a position of leadaship wil-t7in the 
busjness c o m m u n i ~ S Y l ~ ~ e  state" d e c h h g  ability to fkance industriat 
izatim aupcynted the already powerM position of finmcias among eco- 
nomic elites. A n o ~ e r  reason for basilless dependence on bank fhance has 
been the relative underdevelopment of a coqetitive securities market in 
Mexico. h1 keeping with Zysman" detefinitim of a bank-ted fhmcial sys- 
tem, the relativc insignificmce of Mmico's securil.ies market for corporate 
fhmce required. fms to seek funds as loans from banks. This process of 
credit allmation is a necessary W e n t  of a bmk-led. financial  system.^^^ 

Fhancial liberalization m d  the rise of bmkers' hegemony could signal a 
shift in Mexico toward Hong Kq-st).l.e leadership, in which the private 



banking sector provides adequate leadership and the state accepts an ex- 
plicitly noninterventionis-t, role. Althoqh it is unlikely tl-te Mexican state 
will, he willing to play such a role any time soon, i t  is worth aski,ng 
whether they should.. 'fhe mswer to that question depends on whether 
privatre finance in Mexico could, in fact, be an efficient leader. The pm- 
pose of this sectim is to examhe the source of bankers;' growi.ng domi.- 
nance (i.e., whether it is based on effjciency or mmopolkation), and the 
nature of bartkers' preferences (i.e., whether thrse preferences are com- 
patible with eco~~omy-wide welfare maximizkg policies or whether they 
are based on narrow financial interests), 

The primary source of financial sector domimnce has been increasing 
concentration and centra,lization m o n g  Mexican grupos. 7'he prclcess of 
concentration was spurred by the development of multibanks and finan- 
cial groups, the proliferation of specdative activity, and capital fti.ght. 
'The key element in the grow& of multibanks, and the inanciat market 
concentration that accompmied it, was the ability of banks to farm own- 
ership ties with the industrial sector. 7'he =sulk-concenration of power 
h the hmds of a few f ~ z a n i e r s r t h e r  ehanced bank hegemony. ;".is 
concentration process is underscored both by the shrinking number of fi- 
nancial institutions, and by the concentration of resources withi11 those 
hstitutions.132 

Within. a concentrated and cmtralized market structure such as Mex- 
ico's, private actors face incentives to engage in short-term speculative 
activities, which further contributes to market iaeti-iciendes. Liquid-asset 
holders (financiers), who are in, a position to profit from un~stricted cap- 
ital movements because they can shift their investments vickly to take 
advantage of: favorable changes in the economic clirnate or to avoid 
losses due to unhvorable cbanges, have systemtically exploited the op- 
porhmities for profit under fh~mcial Iliberalizatim in Mexico, usually at 
the expense of the rest of Ihe economy. The codination of deereased ~ g -  
datory vigilance, extreme macroeconomic hstabjlity, and governmental 
fears of bank failures has induced a form of moral hazard in bmk behav- 
ior. When :inanci;zl m ~ k e t s  are concentrated, bank profitabi1it.y tends to 
be highlp correlated. So that for example in Mexico after hancial dereg- 
da t im  banks faced hcentives to undertake very risky lendiing at very 
high real loan rates of interest bwause il macroeconornic conditions 
turned out to be good, the loans would be paid back and the banks 
wodd make extrmely high pmfits, while if macmt.cmomic conditicms 
turned out to be bad, defaulb swould be highly correlated among bank 
borrowers caushg a hseakdown in the whole bankixlg sector. If this oc- 
curred, the mofietary authority could be expected to bail out the banks 
because governme~~t officials would fear that the bankruptcy of osle insti- 
tution, due to shear size, wauld induce ecmomy-wide fhancial panic. 



The Efleier~cy ojLcaders/rip and the Leadership of Eficiellncy 133 

Although government fears of a domino effect might be well. founded, 
they nevertheless lead to policies that fur&er induce private sector cm- 
cel~tration and instability since the existence of an irnplicit baiout allows 
financial enterprises to potentially earn enormous profits while facing lit- 
tle or no downside risk. 

Moreover, as was argued Chapter 2, Mexicm bmks have profited at the 
expense of the long-tern investment needs of the country as whole, One 
indication of this is the permntage of Mexican banking profits olotained 
from specujative activity in international capital, markets. Fully 49 p e ~ e n t  
of bank profits in 1.982 came from exchange operations.13"n point of fact, 
the proportion of private invesment kdicated to productive sectors de- 
clined seriously afer f 965. From 1940 to 1965 it had risen steadily from an 
avcrage of 2.7 percent to 6.3 percent of GNP. By 1970-1974, the pmportiun 
of private invesment dedicated to pmductiwe sectors as a percatage of 
GNP had fallen to 4.5 percent, and to 4.2 percrent by f9751978.134 Most 
new funds that were channeXed through the domestic financial market 
were either transferred abroad (capital flight) or used for luxury con- 
sumption.'" m e  decljl~e c m  be traced not only to the government's loss 
of conbol over sector-specific allocation of funds, but also to the incrcas- 
ing incentives for conglomerate banks, under a bank-led financial system 
slructure, to take advantage of short-term finmeid investments."6 More- 
over, as Tello notes, ""bank credit practices promoted bank interests and 
the interests of finance cvital, while negatiwly affecting the financial sys- 
tem, intermediation, and econolnic production."l37 

From an efficiency standpoht, itis clear that bank practices under f- 
nancial derttgulation did not lead to appmpriate market sipals in the fi- 
nancial system. That is, circumvention of rt-tgulation and intra-group 
cronyisrm, as oy-posed to potential pmfitahiliq and risk, appeared to be 
the primary criteria used by banks in rnakhg loans. The skift in financial 
poliry koan state intervention to financial l.iberalization, rather than con- 
stituting a shift from state administered investment decisions to free mar- 
ket signdirrg, instead. ~ s u l t e d  in conglomerate bank discretion. That dis- 
cretion tended to favor group rnelnbership and specztltative activity over 
long-term productivity Thus, a policymaklng environment that meour- 
aged bank exchal~ge operations and failed to cmtml idation wap; uiti- 
maely responsible for the specdahn and cvi,ta,i Aight problems experi- 
enced by the Mexicm economy in the early 1980s.'" This departure of 
financial rt;sources, ill turn, severely restricted tbe opportunities for pro- 
ductive hvestment.139 

It seems clear, therefore, that Mexican financial conglomerates con- 
tributed to the destabilizathn of the finmcial system and economic system 
ill gel~eml in the 1980s and redwed the growth pote~~tial of Mexican in- 
dustry In short, because Mexican banks have been relatively nmcompeti- 



TABLE 4.1 Four-Case Comparison of 1%8s Fhmcial Refom 

Leader market 

clear 

state 

efficient 

tive and conseqrxently rcllatively inefficient, they have not constihted a vj- 
able alternative to state-leadership for the purpose of implernenthg and 
mfoxing prudential hank replation, nor b r  the p q o s e  of facilitating a 
fhmcid system that encourages long-term investment. C)st the other hand, 
the state has been unable to build a viable policymaking consensus with 
the private sector, as in Turkey in order to ensure such leadership. The 
very recent emergellee of the export sector in Mexico as a political force as 
welt, as the intmduct4m of international competition in the domestic bank- 
ing sector could suggest that Mexico is moving in that direction, but it has 
a long way to go. 'This possibijity will be explored in the next chaptez 

Conclusion 

The four cases examined in this chapter, as with the d u ~ d y  models in- 
troduced at the outset, underscore the complexity- of the policymaking 
process and the state-market relationships that produce these policies. 
The kind of predictability that comes from unambiguous leadership ap- 
pears to be a key element i17 a succesdd growth promotion strategy. 

Table 4.1, summarizes the comparisons made and conclusions drawn 
from the four cases analyzed. in this chapter. The case of H o q  Kong 
demonstrates free market leadership, while Korea demcmstrates unam- 
biguous state leadership. Both cases dcrno~ls&ate a fiigh degrt3e of coop- 
eration between the state and fjnancial market actors that fostered hi@- 
growth and relative political stability 'The Turkish case =presents a shift 
from kefficient state-leadership toward more efficient and cooperative 
state leadership with recent bigh growth and reIative stabjlity. The Mexi- 
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can case exemplifies armbiguous leadership, inefficjent market irthence, 
inconsistat ecmomic performance and pclliticai ir-tstability 

The outcome of this am.aiysis depends heavily on the structure of the H- 
rranciaai market. In this sense, it can be considered a stmcturalist analysis. 
However, what is most inte~sting about the "T"urkish case, in comparison 
to the 0 t h  three cases, is the dynamic nahare of those structures. That is, 
Turkish success has rested on the ability of the state and markt  actors to 
transfom weak structums into stmger, more pdictable ones. Thus, 
this study should more appropriately be considered a dynamjc struc- 
turalist analysis, Given that structural change has perhaps been the 
defining characteristic among newly industrializing countries, especially 
h Asia, shce the 1997 A s i m  ctlrrency crisis, the potential to learn from 
the application of dynamic structuralism is grcat indeed.. It is toward an 
investigation of this more recent structural change that I now turn. 
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From Bank-led Finance 
to Market-led Crisis 

Reflections on the Mexican Peso and 
the South Korenl.2 Fl'nnncial Crises 

This book has focused on the transition away from state-led finance to- 
ward bank-led finance in newly industriaiizing countries during the 
1,980s. Since the mid-f99Us, however, an equally significant and perhaps 
even more widespread shift has  curr red, from bank-led finance toward 
market-Led finance, where capital markets have been increasingly re- 
sponsible for determining the allocation of finance and exchange rates 
have been allowed to float The transition to market-led fhance has been 
nothiy similar acrclss country cases, suggesting that this trend is embed- 
ded in a larger movement toward glabalization, and increasing capital 
mDbilit)r,l Monetary authorities virtually across the hoard. in newly in- 
dustrializing countries have mspan&d to domestic financial crises by 
delnonstrizting a commit~~ent to ecmomic management based on apen- 
ness to, and increasjng integration with, the rest of the world. Despite the 
crises that accornp""i"d this process, most of these countries have at- 
tempted to adapt vigorous structural reforms aimed at strengthenhg the 
economy, and the role of market forces, re~ecting FRternal pressurcs to 
withdraw from thc. system, dose down their capital markets, and re t~a t .  
into fi~zancial isolatio~z."~n short, the fhmcial crises that first hit Mexico 
in 1994, and then Asia in 1997, seem to have masked a siwificant shift to- 
ward market-determined fir~ance. 

Both the Mexicm and Korean fhmcial crises left policymakers cvith li-  
tlc choice but to abandon their pegged exchange rates.*deed, scholars 
have argued that crises facilitate refom packages." le the shift to float- 
hzg rates hzdicates a broader trmsition away from bmk-dominated fhmce 
irr both countries, the ramifications of the transitions differed dramatically, 
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just as they did in the eartier transitions from statc-led to bastk-led finance 
during the 19815s. The Mexican peso crisis chalienged the long-stmding co- 
illcidence of inkrests between monetary officials and Mcxican bmkess by 
pemanentjy altering state interest.; and. by boisterirrg exporters%flaence. 
As a ~ s u l t ,  Mexico has made important strides towa 
fhmcia1. sector, and the economy as a whale has exp 
nary recovery In Korea, on the other band, the gov 
able to ~ f o m  their weak and inefficient bartking sector, nor have they 
managed to ft~ndarnentw restructure the chuebol-domina.t.ed industrial 
sector, largely because state autonomy, md, even state effrrctiveness, has be- 
gun to wane as &e state has faced chailenges on several fronts, principally 
from labor uniolls m d  the increashgly pokverfd cfmehol. 

Just as with the earlier trmsition to b d - l e d  fiYrance, while the trend it- 
self is quite noteworthy the challmge is to explain the differences a m n g  
corntries wikh respect to the character and cmseqrxences of these tmsi-  
tions. While there is little douht that the bilnking sectors in both countries 
have been the weak links in the economic recovery process, Mexico has of 
late been more successful than Korea at restmcknring the b m h g  system 
and, mitigating the dominmce m d  relative ixrefficicncy of large conglomer- 
ates. This situatbn can7h.asts shavly with the financial liberalization expe- 
riences of both com~tries in the 1980s, when the Korem state was able to 
control the ehaehul and xnahtain rapid growth, while the Mexican stak, in 
the midst of the debt crisis, was mable to do the s m e  faced with ir~creas- 
illgly inefiicient and powerM financial-indLzstria1 conglomerates, C9yLkpas. 
This chapter, after a brief ovemiew of the two crises, will argue that the re- 
cowery a d  bq-run g rwth  potentid of these emerging economies de- 
pends largely on the d e g ~ e  of cmpetitive forces al work to rnitigate the 
effects of concentrated and centralized finanrid sectors. Competitive 
forces, interp~ted broadly, include: m efectivc skate, capaX7le of implement- 
illg prudential ~ g u l a t i o ~ ~  and avoidhg short-sighted politically-mdivated 
macroeconomic pulicy; tmdikioml econumk corlpetifiun with& the ba 
sector itself, capitble of reducing the oligopolis-tic power of flt-tancial-Fndus- 
trial cmg1omerat.e~; and, sociefalprlrces, such as lahor m d  competi.ng ecw 
nomic sectors (e.g., exporthg industriatists), capable of challenging the po- 
litical innuerne oE financial elites. The chapter canchxdes by camparirrg 
economic recovey in Mexico with Korea after the crises, highlight-ing the 
political and institutional changes that define the crisis-induced shift to 
market-led fb~ance, and the ramificaticms of those changes. 

Twin Crjises? 

Prior to their respective crises, Mexico and Korea were experie~zcing solid 
econmic growth and foliowing a macroeconomic path that met with the 
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approval of most economists and foreign investors, At the end of 1993, 
the international fhmcial co unity was heraldirrg the Mexican eeon- 
omy as a phenomenal succes y. Internationat reserves stood at $24.5 
bilfim, up 25 percent from the previous year, Privatization eEforts were 
increasi~tg, with over 250 state companies already having been priva- 
tized. NAFTA (North American Free Trade Agreemeal)  forms were be- 
ing implemented, and Mexico was welcoming ioreign investment in ar- 
eas that had previody been restricted to Mexican ownership. Pcrhaps 
the most impressive aspect of the Mexican economy was that inflation 
had dropped to single digit levels from m average of 160 percent in the 
pm-Salinas years. %is was due, in large part, to the exexise of fiscal re- 
straint, historically no small feat in the context of the Mexicm political 
economy. h the decade preceding the Asian Crisis of 1997, Korea an- 
nual GRP grow& averaged almost 8 percent. And over the thirty years 
preceding the crisis, per capita income levels had increased tenfold. In 
1996, before the crisis hit, Asia attracted close to $100 billion in capital 
flows, almost haif of tot& capital i d o w s  to developing countries in that 
year; with Korea attracting a good percentage of 

In the span of one year preccrding each crisis, Mexico m d  Korea went 
hcml "king on the right track" in terns of macroeconomic policy mix (fis- 
cal restrail~t, privatizat.ion, trade liberalization), to needing massive rescue 
packages. The Mexican peso crisis began on December 20,1994 when the 
government dwalued the peso by 15 percent in ~spclnse to a 
cufrency. This failed to halt the speuiative outfiokvs, and two days later, 
offirials abandoned. the new slowly downward. craw1in.g peg altogethes, 
and aflowed the peso to float. The peso fell from 3.5 to 5.5 to the dollar in 
the span of two days. Over the covlrse of 1994 and 11995, red GDP actually 
feu, and the unemployment rate at the end of 1935 was almost 6 percent 
higher tban it had been the prtrvious year. fn fact, it took Mexico several 
years to rclcover from the deep recession trjggered by the sudden peso de- 
valuation of late 1994. The depth and severity of the Korem financial cri- 
sis also surprised most observers. "Throughout 1997 the Korean stock price 
index elf continuously, from. an average of 833.4 to 654.5, while the k- 
rean won depreciated 67.7 percent against the dollar, The stock market h- 
dex had ackally started falling in 19% from a high of 1027, indka.ting that 
there were s o m  earlier signs of trouhle.W~jor djd Ihe fhandal crisis spare 
the real economy as seven out of the nation" top thirt_tr conglomerates 
had filed. for court-mediated protectim or court-0rd.erc.d ~ceivership by 
October 1997. The size of the Korean bailout was perhaps the most telljng 
s i p  of the severity of the crisis, setthg a reed at $51 billjon, a sum big- 
ger than tJle Mexican rc_.scue package in 1995.7 
h s o m  ways the story leading up to the collapse of the \.v011 in 1997 is 

very sirnilar to that of the peso in 1994, as both economies experitnced. 
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growing trade imbalances, Mexico" rather large trade ilnbalance 
widened, although inc~asing capital flows compensated. for the shortfall 
in the currant account. These capital inXows came primarily in the form d 
rapidly expanding portfdio investment, Mexico" success in briplgiXrg in- 
Aatilrn down in the early 1991)s, and its program of privatizalion, bade lib- 
erali,zation, and other slructufal reforms brought. increasccf capitd inlnw 
from Mexican and forcip investors.8 Thus at the beghnjng of 1994, Mex- 
ico still enjoyed a balance of payments s u ~ l u s ,  but had become inc~as-  
ingly dependat on this relatiwly volatile portfolio investment. Similarly, 
the Korem current account deficit widened in 1995-96 to over $23 billion 
due to a growhzg trade imbaiance. This made Korea incrc.asingly depen- 
dent on sl'lort-term capjtal hflocvs which went from 3 percent of GDP in 
1995 to 4.8 percent in 1996. By the end of 1996, Korea" ggrss external Xia- 
bilities totded $158 billion, which in and of itself was not a prohlem. The 
probletn was the term structure of those liabilities, M percent of which 
were short-term in 1992, climbing to 63 pescent by 1996.9 

Both corntries also fell victhn to events that triggered speculative at- 
tacks on their currencies. For Mexico it was a series of politic& events-a 
rebelllion in Chiapas, and two high profile assassinations-that rcduced 
the inflow oE portfolio investmat, makhg m already vcrlatile sikation 
i~~creasingly u,ntenablc.'V~or Korea, it was more l.he contagion effect 
from the collapse of the Thai baht earlier in the year. 

The major diffemce between the economic ccmditions that immedi- 
ately preceded each crisis was that Mexican government spet~ding pat- 
terns changed as the year-end election of 1994 approached, while the 
:Koreans avoided deficit spending altogether." As a means of mobilizing 
widespread support for thc F"RE leadjng up to the election, Che Saljnas 
administration abandoned. tight budget polcies in favor of deficit 
spendjng. 

Explanations of the Mexican peso crisis have differed considerably 
from thuse of the Korean financial crisis. In Mexico the policies and 
evmts leading up to the crisis constituted an untenabie poficy mfx, espe- 
cialty given the fact that the government W= unwilljng to increase the 
rate of crawl. of the exchange rate. The increasing reliance on portfolio in- 
vestment made the balance of payments vuineraZnle to reduced capital in- 
flow. tXnder conditjons of unusud poli.tical instabiliiry together with the 
run-up oi the governnnent budget deficit, the inflow of portfolio capital 
did in fact slow, resdting in sipifirant downward prtrssum on t-he value 
of the cursency This d o w n w d  pressurrz was not sufieiently alleviated 
by the pace of the downward crawling peg. The result was an increas- 
ingly overvalued peso. Hence, MIhilc ertchange rate policy did not techni- 
cally change over this period, the macrmconornic poky mix  b ~ m e  in- 
creasingly incompatible. 
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There has been consjderabfp morc controversy over what caused the 
Asian finmcial crisis, and the Korcran crisis in particufar. The major &- 
bate has b e e ~ ~  between those economists who have tended to focus on 
market fundamentals: weak cyclicd performance, low foreign exchange 
reserves, and fnancial deficiencies resulting in high shares of ncmper- 
formhg loans, versus those who emphasize the rofe of f;inancial panic, 
pohting uut that macro and. micro imbalmces were not enough to war- 
rant such a severe crisis and that large scale foreign capital inflows made 
A s h  fjnancial systems vulnerable to panic.a mercl is no doubt that ele- 
ments of both explanations we= present leradjng up to the crisis, h the r  
than attempt to resolve this argrrment, the analysis presented here will 
focus on the policy ma&ng d ynarnics underlying these causes because re- 
gardless of which explanation one adheres to, the relationship between 
privatre market financial actors and gove ent poticymakers uneierlies 
these explanations. m e t h e r  high shares of nonperforming loans os 
large-scale capital inflows are to blame, one must inwstigate the mutual 
incmtives facing monetary authorities, who decided to drain foreign re- 
serves rather than dcvalue sooner, and financial--jndustrial conglomer- 
ates (ctznebol) who took on dangerous levels of foreign debt. 

Similarly, while many observers have drawn attention to the lack of 
sustakability of Mexico3 exchange rate policy and government spend- 
ing patterns leadjng up to the December crisis, few have attempted to ex- 
plain the underlyh~g causes of this inconsistent macroeconomic policy 
mix.lWy shifting the focus m a y  from questions of what went wrong to 
why a" inconsistent macroeconomic policy mix prevailed, this analysis 
sheds light on the structural incentives that ullderlay macroeconomic 
polirpaking in Mexico. 'This is espeially inportant if one considers Che 
exceptional economic training of the majority of Mexicm economic poli- 
cymakers, because c ~ n e  cannot refy on irrationality or hck of knowledge 
to explain policymaking mistakes, given that the last two presidents, 
Salinas and Ziedillo, held Xvy League doctorates in economics. Nos is this 
level of training unusual among high level lklexican officials. 

Nthough the 1994 peso crisis and the 1997 K m a n  crisis w r e  single 
events in the long histories of Mexican m d  Korea financial politics, it wiIt 
be argued that these were more than isdated incide17:ts. Both crises m- 
derscore the dynarnics of hancial pohcymaking, as constjtwted through 
the interactions of key state and market actors, The peso crisis re8ected. 
both the election-time interests of PM officials, m d  less obviously but 
equally as importme the economic interests of politically hauential con- 
stituent groups: the heavily indebted financial sector, and official labor 
unions whose wage contracts were cmtingent upon exchange rate stabil- 
ity. In K o ~ a ,  the Ijberalization of capital markets together with implicit 
guarantees and lax regulation led firms to take m a massive short-term 
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forcim debt exposure which made the economy vuherablle. As h Mex- 
ico, there were few .forces mitigating the influence and bcrhavior of cm- 
glomerate firms,. 

The State 

Because major structural trmsitions, such as the shift hom bank-leader- 
ship to market-determirred finance, are ahos t  always triggered by major 
crises, they coincide with a weak point in the go~rernment's ability to 
send credible policy signals and implement effective prudential over- 
sight. Unfortunately this is precisely the time when credible signaI" and 
rclgulatory vigilance are most nwded. Fm example, as the Korean aisis 
unfolded, political uncertainties and doubts about the authoritieskom- 
mitrnent and ability to implement the necessary rt~forrns exacerbated 
pressures on currencies m d  stack markets"14 

The poor yualiv of bank supervision-lax prudential rules and finan- 
cial oversight-led to a sharp deterioration in the quafity of bankrj9oan 
portfolios in both Mexico and Karea,'5 While mast economists agree on 
the need for capitataccount liberalization, they have also come to believe 
that banks should first upgrade their risk-management practices and su- 
pervisors shodd strengthen oversjght of inancial institutions*'"e Ko- 
rean case certahly bases this out shce banks and finance companies that 
lent on overly risky prrrjects lay at the heart of that country" ffinancial cri- 
sis. m e  problem is that cornpetitior~ among ovcr-guaranteed m d  under- 
regulated banks leads to distorted investment decisions. Under these 
conditions, international capital mobility will not necessarily maximize 
the economic efSicicncy of the banfting sectoe17 C)ne potential stickil~g 
poislt for Korean officials is that if bmks are to be strengthened., it might 
be necessary to end t.he b m  on chaebll~1wnership of them. But that would 
only strengthen these conglomerates that many people believe are al- 
ready too powerful.16 

Korean financial sector development put little W&@ on prudentid 
rclgulation under the developntcnta,% eate model. Not: only did the state 
fail to hstitute proper auditing, accounting, credit rating, disclosure re- 
quirements, and prudential regulation, banks wem d s ~  not allowed to 
fail, Again, this led to a classic moral hazard problcnn."W~oreover, csc3djt. 
rationhg denied financial institutions the experience needed. to deveXop 
adequate procesemf irrdependent decision-making.""' The fact that crffi- 
cial and private estimates of nonperfnrmhg loans have cliffered signlfi- 
cantly is symptomatic of the lack of effective oversight on the part of the 

ent.21 fn the afiermath of the crisis, experts seem to agRe 
that Korea, needs to upgrade its system of financial sector s~~pervision 
and regulation.22 
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The evidence suggests that the lack of effective supervision of the 
banking system when the gave ent began to sell fie banks to the pri- 
vate sector in 1,991, also played a major role in the Mexican peso crisis. 01 
eighteen banks the government sold off, d y  five still operate today un- 
der control of the Mexican bankers who bought them. Flrreign banks 
bought all or most of four morc banks Chat are still operating. The gov- 
ernment has taken over three others, and six went undtr.2Vasicallyf in 
Mexico as well as Korea, the incentkes faced by poor@ supervised banks 
that still e ~ ~ ~ o y e d  implicit bailout guarantees resulted in a large foreign 
debt exposure that madc these countries vulnerable to crises. 

Policymaking credibility is especially important under pegged-ex- 
change-rate sydems, which are extremely se~~sitive to domestic political. 
developments, or external shocks that affect hvestorskxpectations. In 
today's fluid international financial markets, a small change in the stock 
demand far the capital assets of a country can cause a large, sudden 
change in the rate of flow of capital into or out of the countsy putting 
sudden pressures on ertchange rates to app~ciate  or depreciate.24 In this 
enviroment, pdicymakiag crectibility becomes the first defcnse against 
full-scale crisis, and in the case that a crisis does mfold, policymaking 
credi27ility may be the key to a more rapid recovery. The desire to main- 
tain mdibility with world markets m y  have given both Mexjco and the 
Asian NXCs a powerful incentive to respond to the crises by strengthen- 
ing market reforms ratrher than retreat*. But the s m e  desire for credi- 
bility may also have given policymakers m ince~~tive to maiintain the ex- 
change-rate peg longer than most economists believe was prudent. 

Mexico's brief ecmmic upturn in the early 1990s that lasted until the 
peso crisis in Dece~~ber of 1994 illustrates the powerful nature of policy- 
making credibiliy with respect to investor expectations. In Chapter 2, the 
extmefed form g m e  that madeled strategic decision-making among 
bankers and the state predicted higher payoffs on the basis of increased 
business confidence and state credibility. It appears that Mexico experi- 
enced just such a phenomenon at the beginning of the I"390s. Former 
I'scsides~t Salinas clearly had s o m  success in restoring the confidence of 
Mexico" ppowerful business interests. Udortunately, that confidence dis- 
appeared, with Salinas in exile having apparently embezzled millions, 
and the Zedillo admhistration fachg an hcreasingly u~~stable political 
climate. The passage of NAFTA also generated positive expectations 
(shared belief that the good state of nature; would prevail), which en- 
hanced ecmornic performmce in two ways. First, Salinas being credited 
with the successful passage of NAFTA clearly improved his govern- 
ment's poficymakh~g credibifity. Also, NAFTA may have contributed to 
positive expcetatior~s lhrough the promise of more vigorous connpetition, 
which led to inc~ased foreign and domestic investment in the Mexican 
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capitd market. Unfortunately, Mexico's economic success was short- 
lived as the peso crisis brought it tcr a temporary halt. 

Mexican offid,als ir7 early 1994 faced a dilemrna over whether to de- 
value the peso or use foreign reserves to boast tlne peso as a way of con- 
tinuing to send positive signals to foreign investors. Korean officials 
faced much thc same difexnma in the wakc of the collapse of the Thai 
currency. This chapter will now andyze the FRcentives facing policy- 
makers just prior to the 1994 peso cdapse, and the 1997 won collapse. 
Taking the other macroeconomic c o n d i t i s d e p e n e n c  on portfolio 
investment and election-induced deficit spending-as givens, one must 
question MIhy Mexican policymakers were unwilling to devalue earlier. 
One explanation is that: Salinas, as with many Mexican presidents before 
him, did not see devaluatim as a viable political option, because of the 
likely inflationary effects and the sense that an inflationary spiral would 
make his party look weak in the nnjdst of a presidential election." In 
fact, accordiq to one influential observer of the Mexican economy, the 
mild increase in exchge-rate-pdicy flexibitity after Novernber 1992 
may have contributed to the government's loss of credibility thereafter,'" 
Hence, there is some mason to belicve that Salinas's fear of devaluing 
may have been well founded. A predictable peso exchange rate had been 
at the k a r t  of Salinas's reforms, and had provided the bedrock for for- 
eign portfolio and direct investment." In add.ition, Satinas might have 
believed that devaiuation wouId spook portfolio investors, Mlhose in- 
vestments were allowing the government to maintah a balance of pay- 
ments without bearjng the costs typically assod.ated. with it. Certainly 
the sudden increase in the government budget deficit during this pe- 
riod, which coincided with thc electoral campaig~~, indicates that Salinas 
did not intend to suffer short-term political losses for the sake of longer- 
term economic stability. 

C)ne cotrld, argue that Salinas chose short-term political gain for him& 
and his par9 at the expense of Img-term economic gah  for his country, 
but h i s  explanation fails to capture. the full complexity of the sihtation. 
'The more compelling question seems to be why such a policy prevailed 
despite its flaws? Moreover, while it is possibk that Mexican policymak- 
ers wodd have intentionatly risked the devastating costs inctrrred as a 
result of the peso crisis simply because they thought it: would increase 
the chances of a. PR1 victory, this line of reasoning does not explain why 
the Salinas administration did not devalue shortly after the election, If 
(jovernxnent officials alone have control over poliey implement.at.ion, 
tl-ten the only answer for why exchange rate overvaluation prevailed is 
pditical mycrpia, because policymakers chose to actively maintain the 
peso" value by depleting foreig~~ exchange reserves, despite the risks in- 
volved in such a strategy. 
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The :Ken situation leading uy to the coliapse of the won does share 
some important parallels. Like Mexico in the early 199C)s, Korea prior to 
1,997, was an ideal debtor in the eyes of the jntemational fi~nancial corn- 
munit.y because of its record of steady, low-ixrflation growth. Korean pol- 
icymakers couid draw on thirty years of unp~cedented growah as a sig- 
nal of credible pdicy. tlnfortunatel.)i, because of the nature of capital 
markets and short-term loan stmcture, countries with the most positive 
attributes in the eyes of the internatimal lending community are most 
likely fail victim to the over-lending phenomenon. Before the fa11, the 
Asian NlCs were seen as the most attractive sovereign borrowers among 
emerging markets because they had intepated themselves into the world 
econonty, aeMeved rapid economic growth, and boasted a discipli,ned fis- 
cal position." Ironically, and similar to Mexico, these positive attributes 
ended up contrihuthg to the dep& of the crisis. This phmommon has 
prompted some observers of these crises to argue for limiting or tmhg  
short-term borrawhg abroad as the Chileans have done.29 

'The Korean debt owerhang thus made the m vulnerable, as the peso 
had been h 1 994- The coilapse of the baht in July of 3997 cerf-aisliy did not 
help matters, as offjcials faced the very real possibility of contagion. 
However, them is widespread. evidence that the won had become cornid- 
erably overvalued even before 1997 (the real exchmge rate appreciated 
30 percent beheen 1987-97), and yet monetary officials chose to main- 
tain the value of the won-yen peg until after the w m  came under attack 
by currelncy speculators." Could Korean politicims have been worried 
that a won devaluation would. damage their credibility, as had been the 
case in Mexico? There is some evidence that K o ~ a n  politicians werl, in- 
creasingly facing political challe~nges similar to Mexican politicians. In 
1997, K m  Young Sam enjoyed, a legislative majosily but his administra- 
tion fell victim to divisions w i t h  tbe Party artd ultimately betwen exec- 
utive and legislature. In the 1,980~~ strong executive powers had allowed 
the Korean state to respond aggressively to potmtial crises." But waning 
executive power is only part of the story According to many expert ob- 
servers of the Korean economy, the problem that must be fixed are more 
microeconomic than macroeconomic, and involve the private sector 
mom than the public sectare3z 

In order to better understand the underlying nature? of the currt3mcy crises 
in Mexico and Korea and the implied failure of bank-led finance, we 
must look beyond the incentives facing state officials, because policy de- 
rives k m  the hterplay between the state and pocverful market actors, 
Monetary authorities certaislly could have devalued sooner h both coun- 
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tries, but in ordcr to fully understand why they did, not, it is importmt to 
h o w  who the powerful market actors werc., as well as what they stood 
to lose from deval~~ation of the currency? 

Chaptcr 1 laid the harmful efkcts of financial Ebedization in Mexico 
at the doorstep of bank-led firlance. Was the peso crisis in some way asso- 
ciated wi& bmk-led fi~zance as well? But Chapter 2 demonstrated that 
some forms of bank-led finance have actually promoted growth., as in 
Germany. Morltover, the Korean ecmomy fared quite well through fie 
initial stages of financial liberalization and emcrging banfc Leadesshjp. Xn- 
stead, the failurc of bank-led finance in Mexico, and eventually in Korea, 
had more to do with the concentrated and centralized character of the fi- 
nancial and hdustrial sectors than with bank leadership per see Prior to 
the peso crisis, the hope h d  been that NAFTA, by exposjng these sectors 
to competitive pressures, wodd evenhlally allow financid liberalizatim 
to work in Mexico. But while some spects of" t-he NAt;M agreement had 
already been implemented when the peso crisis began, little had been 
done with respect to foreip entry into the dmestic banking sector. 'This 
szxggests that we had not yet wih-ressed the ful effect of" competition on 
the Mexican financial sectoz In fact, a recent audit described Mexican 
banking, in the early 19911s, as an incestuous system in which ""a small 
bukness elite colztrols the banks as well as m n y  of- the companks that 
want to borrow horn them."s3 

The K o ~ a n  econorny also showed signs of increasing cmcctntratbn 
and lack of competitim prior to the aisis. The share ol GNP accounted 
for by the thirty laqest cjmehul rose from 13.5 percent in 1992 to 16.2 per- 
cent in 1995.34 Moreover, durkg fie 1994-1996 investment boom, large 
enterprises accounted for 45,7 percent of debt, while small and medium- 
sized enterprises accounted for only 17.7 percent,s5 The financial sector 
also showed s i p s  of increasing concentration with fie top eight nation- 
wide banks togelher accounting for two-thirds of the entire commercial 
banking sector, and three-quarters of total commercial bank assets.% 

The effwts of increasint;ly porverfcll finamid-industrid conglomer- 
ates vis-8-vis the state in Mexico and Korea can be observed in the form 
of overexposure to foreign debt, especially short-term debt, which dso 
exerted pressure on exchange rate poiicies.. In fact, both crises share a 
critical carnnrto~z factor: the mainte~zance of pegged exchange rate regimes 
for too long." 7:ln Mexico, exposure to foreign debt gave bankers an incen- 
tive to msist devaluation. In Asia, government policy and international 
credit market conditions encouraged extend borrowing, and led to ex- 
cesske exposure to foreign exchange risk in both the financial and indus- 
trial sectors." "'I'he same economic policies which were highly conducive 
to steady, Low-inflatio~z grocvlfn when capital f l w s  to develnging coun- 
tries were modest, encouraged speculative excesses wfsen large amounts 
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of external liquidity became available during the 1990s.3Urguably, this 
exposure, on the part of fims that were ""too big to fail,'" gwe Korean 
monetary officials a powcrM incewive to resist devaluation as well. 

The Mexicm fhancial sector had both the mems and the motive to in- 
Auence exchange rate policy in order to insurt. that a slow crawl, rather 
than a fast one, would prevail. As noted earlier, shce the early 1980s the 
percentage of financial market assets controlled by private banks had 
been increasing steadily, allowing them to exert a growing influence 
wit-;hin the Mexican economy Finmcial elites have often played a strate- 
gic role as political intermediaries between the government and the busi- 
ness community. Firms not associated with a finmcial-hdustrial gmup 
have had difficulty fhding adequate sources of fillancing for their activi- 
tics. Bankers also have exercised political in8umce through informal net- 
works, inwolving personal ccmnections and access to welf-placed state of- 
ficials. Tke Mexican Bank Associatio~~ (ABM), an hdependemt institution 
representing bankers?interests, has provided a mechanism for bankers to 
discuss their legislative and economic agenda with state officials. Its 
channels of communication have allowed members to rely on. behind- 
the-scenes negotiation as a principle method of influence rather than 
protest, or direct particigation in the poiitical process. In other words, the 
absence of public lobbyjng efforts or nunnerous high-pro& speeches es- 
pousing financial interests is nut evidence of political weakness on the 
part of bankers, the cmtrary, the close persona and pmfessitmal ~ l a -  
tions:fiips between Mexican bankrs and hi&h lcvel oMicials obviates the 
need for a more public exercise of political voice. 

In addition to its access to the policymaking procew, the Mexican 
banEng cmmunity has also had a vested hterest in exchmge rate pol- 
icy State officials were not alone in their short-term desire to mahtaist 
the crawfhg peg, and hence overvaluation. 'rhe Mertican financial corn- 
mul-rityp consisting of private as well as state-owned banks, beneftted 
fPom the overvalued exchange rate, at least in the short-run, because they 
owed millions in dollar-denominated loans to fureign banks, Between 
19888 m d  19994, bmks-external short-term debt had nearly tripled from 
$8.6 billion to $24.8 bilXion in U.S. dollars. Because this outstanding debt, 
denomirrated in dollars, would inerease in peso terms as tbr peso's value 
feu in relation to the dollar, Mexican bankers faced a pokverful incentive 
to prcssure against rapid devaluation, Given this, it is reasonable to as- 
sume that overvaluation was probably not. simply a result of election 
year pressures facing the governing party. 'This is not to diminish the ar- 
gument that the Salinas dministratim stood to benefit politically from 
resisting devaluation. However, this anaiysis does underscore another, 
and perhaps more perirasive, dimension to the story. It suggests that 
p ~ s s u r e  against devaluation exists even when an election is not immi- 



150 From Bratlk-led Finance fa  Nlarkct-led Ctaisis 

nent, and that this pressart. d y  increases as financial sector dominance 
grows. 

Debt exposure made the Korean economy vulnerable to external 
shocks as well, Sime the early 1990s, Korean dependence on foreign bor- 
rowing has grown steadily4me relimce of the chebol on bank bormw- 
ing-as opposed to equity or bond fhmcing-has hcreased leverage ra- 
tios ancl has made the chaebol highly susceptible to bankmptcies when hit 
with shocks. In turn, the health of the bankkg sector has become greatly 
dqendent- on the viability of: Che chcachol, since such a high fraction of 
bank assets is in the form of lendlng to these enterprises." Korean finan- 
cial institutions were wer-exposed to forcrip-exchange risk and a high 
proportim of foreign li,abi%ities had relatively short maturities. Thus the 
Korcan economy, similar to Mexico" in the early 1980s, has incrclasixrgly 
suffered from problems associated with the erctensive wedding of finance 
m d  hdustry. 

Ucrregulation of the financial sector in the early 1990s together with on- 
going featurns of the gave t-hmhg-chaehr,I relationship increased 
Korea" vulnerability to capital flows."" Financial deregulation 
created the incentive for indebtedness and short-term debt structure. The 
liberalization of the co e ~ i a l  paper market led to the rapid expansim 
of short-term fhancin ms m d  banks were allowed to borrow &road 
m d  international isrvestors to invest in Korean assets, Between 19911, and 
1996, foreip bank lmding to Korea went from $52 to $1118 billion. About 
$60 b a r n  of debt outstmdhg i,n 1997 was used by the chaebol to fhance 
direct investments Labroad.. Korean banks invested in foreign assets with 
funds bormwed from foreign banks in the range of $23 billion.43 

The lack of suMicient- oversig%l,t was in part due to loophotes buiit into 
the reform, process. Whik the Business Specialization Plan called for the 
chnebol to part- down to core businesses, the gowe ent offered return 
exemptions from credit and equity invest~ment co~~trols-44 Also, the gov- 
ernrment converted twenty-four financidy weak short-term, financing 
companies into merchant banks in two separate rounds: nine in 1994 and 
fitteen in 1986. These mrchant bank proceeded to emga,ge h risky for- 
eign exchange transactions. Among the banks whose licences were re- 
voked in 1998, five were new entrmts from 1994, and ten were from 1996. 
'This suggests that- even governmeld refclrms aimed specifically at curbing 
the influence of powerful cqlomerates instead had the effect of encour- 
aging gre"tedd"bt exposure in an almady ovemxposed financial system. 

There is fairly widespread agreement that- the mllover of short-term 
foreign currency denominated debt eventually becme the catalyst be- 
hind +e curmncy crisis in Korc.a.3' Yet the volatility of short-term maturi- 
ties has politicd, or pobcy, as well as economic consequences. Just as was 
the case with Mexico, the more exposed. to foreign debt powerful finan- 
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cial conglomerates a=, the more incentive financial i_nstitutions have to 
resist devaluation. "I~US in order to avoid major finmcial crises, the inilu- 
ence of pokverful financial industrial conglomerates, who if atlowed to 
will take on excessive risk portfolios, must be curbed.. 

Sacietal Pressures 

One of the most effec"cive ways to control the power of the chacl-lol in Ko- 
rcla and the grupos in Mexico is through the coun.t.erbalance of other soci- 
etal pressures on ecmmic  policy These pressurcls, which can come from 
market actors in competing sectors or from orgmized labor, can serve to 
either reinforce the plicy prefe~rzces of fhancid-industrial congltlmer- 
ates or to comterbalmce them. 

In Mexico, the Pizcto =presents one instihttional arrangement betwem 
the government and society that formalized the government's incentive 
to avoid. inflation. As a part of the carporatist-style goverment-labor 
pact, official labor unions agreed to a strict wage policy that would tame 
inflationary pressures. But as a means of prolecting real wages .from se- 
vere drops, wage conkacts were made contingent upon exchange rate 
stabiiity. In short, if the slowly downward crawling peg crawled faster 
than expeckd, wage coMracts wodd be adjusted to =fleet the decreased 
purchasing power of the peso, t r i g g q  inflation. Thus, because a cen- 
tral goal of the Mexican government was to control inflation, the ine;tiht- 
tionai arrangement. hvith labor m d e  policyrnalting officials resistant to 
more rapid &valuation. On the other hand, some ana2ysts have argued 
that the Mexican gcrvemment was able to act decisively in the wake of 
the peso crisis because the PR1 still dominated Mexican politics. m e  rea- 
son for this is that Mexico" s i o n s  remain considerably weaker than Ko- 
rea s.6 

Pressures from K m m  unions have grokvn stronger with increashg 
democratization. This has had two mah  effects. Firstl~ it has weakened 
the state in the sense that the state has been less able to fulfil1 a develop- 
mental agenda, Secondly, in part because Korean labor costs had been 
rising since the mid-1.980~~ the competitiveness of the export sector has 
been steaeiily declining. Despite strong export gmwth, fndicators of Ko- 
rea's international competitiveness show a deterioration in cost factors 
from 199S94, with prices of major exports fallhg and relathe ranit labor 
costs fncreasing." "us, labor indirectly served to reinforce the apprecia- 
tion of the real effczctive exchange rate in both Mexjco and Korea 

While the overvalued-exchange-rate policy was, in part, a result of a 
confluence of interests betvvem state officiats, priwate bankers, and to a 
certain extelzi: labor, these were not the only market adors affected by ex- 
change rate policy. Exporters in both countries should have been com- 
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plainixrg bitterly about this policy, which significantly diminished their 
competitiveness, as Mexico" exchange rate appreciated by nearly 41) per- 
celnt in real, terms between 1%8-1993 and Korea" seal exchmge rate ap- 
p~cia ted  30 percent between 1987-1997." Yet exporters voiced surpris- 
ingly Little displeasure concerning thc. overvaluation of the peso. In 
Mexico, this may have been the reswlt- of exporters not being as polikally 
powerful or economically dominant as their financial counterparts. h 
K m a  this certain@ was not the case. A mom likely ercplanation is that in 
both countries, exporters are wed to banks through ownership ties evi- 
dent in the domixlance of the grtdps and the chaebul, fn other words, ex- 
porting industrialists wear two hats: tbry are exporters, but they arc. also 
fhanciers, and as such their interests are mixed. In the short-term, the 
pmfits involved in bmkhg, or rather the losses involved in foreign-debt 
exposure, dwarf those inwolved in exporting. In addition, indush-ialists 
in hport-competinf5 industries also fwor overvaluation. So it makes 
sense that Mexican grtlyos and Koman cktwebol wodd comprise a more 
powerhl lobby agai~~st devaluation t-han for it. 

But the Mexican economy is now e~n~oyhg a spectacular recobrery from 
the financial collapse and recession which followed the peso devaluation 
of late 3994. Ironically, the dramatic reaction of international curwncy 
markets, follocving Ihe initid dcva%uation (the peso evcntrxalLy k11 by 50 
percent), has contributed. to :Mexico's recovery by way of an export 
boom. But even more than t-he initial peso plunge, the peso" ccontinued 
weakness, and the tendelcy on the part of Mexican poljcymakers to re- 
hain from peso-promoting intervention, has resulted in boosted export 
earnings. After cmtracting by 6.2 percent during 1995, outyut p w t h  re- 
vived to 5.2 percent during 1996 and 7A percen.t. in 1997. Tbc clnrrelrt ac- 
count deficit feI1 from $29.7 billion during 199.2 to only $1.6 billion during 
1995 as a result of exports increap;% 33 percent while imports decked 
13 percelnt. 

Since the peso" plunge, representatives of the nontradable sectors in 
Mexico have voiced displeasurcz with what t - h q  perceive to be an explicit 
poliry of dervdual ion .  For example, Roberto Salinas-Leon, executive 
director of the center for Free Enterprise &search in Mexico City, sees re- 

ent policy as "a dangerous obsession with kcompetitivekx- 
change rates and export-led growth . . . hmnting Mexico's efforts to re- 
gain stability ""," Ch the other hand, exporters have begun to promote the 
idea that there is excessive appre"iation of the real exchange rate and 
thereby loss of external competitiveness.~~ 

Such observations might suggest that the underlying pofiticd pres- 
s u ~ s  for overvaluation have charlged. The selecticm of Guillemo Ortiz 
as the new governor of- Bwurcr de Mcxlc.0 continues a clear signal that the 
admixlistration is  committed to avoidjng the real appreciation of tlne cur- 
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rency Ortiz has been vocal about his belief that the peso collapse of 1994 
resulted from ""an excessively overvalued currencyf%d in pcrint of fact, 
the peso has been, one of the world's xnosl. stable currencies among 
econmks with Boating exchange-rate regimes in the past two yearst and 
has survived the "dragcm'hnd ""samba" effects in Asia and Brazil nearly 
unscalhed. For no.cv, Mexican exchange-rate rhetoric is f r a sh t  witfi c m -  
m i t m t s  to a competitive exchange rate, But as ahays, Mr. Or&% fer- 
vent commitmcmt to a competitive exchange rate policy must be counter- 
balmeed wi& the desire for low inflation and peso stability.51 

Une can also point to institutional changes that now guard. against a 
repeat of 1994. The most significant change is that the exchange rate 
regizne is now floating as opposed to a crawling peg. It: now takes a 
greater act of policymaking will to intervene in capital markets in order 
to bolster the peso's swalue. Moreover, a co on view from within Mexi- 
can policy circies is that speculative attacks on fixed exchange rate sys- 
tems are the main causes of crises, as was the case in Also, be- 
cause Mexican monetary authorities are. now required to share financial 
informatim in a more timely manner, asld because mrltets delnand a 
hi&er fireshold of certainty as a result of having been caught off guard. 
b e f o ~ ,  there are fewer benefits to be gained from attempting to protect 
the value of thc currency under a pegged exchange-rate rclgimc. 

While it remains to be seen if the perceived undervaluation of the 
peso is a longer-term phenomenon, or if XVIexican officiais will opt to re- 
institute the crawling peg, it appears that for the time being poljcpmak- 
ers are satisfied with the prevailing exchange rate as determined bp 
market forces. In the imedia te  aftermath the peso crisis, exchange rate 
policy could have been a way of signaling to markets that another sad- 
den large devaluation was unlikely. Policymakers may now prefer the 
flodirng exchange rate because they arc. especially wary of faliing into 
the same exchange rate dilemma that proved so devastating to the Mex- 
ican economy under the crawling peg. And, although election cycle the- 
ories would hawe pmdicted a governing party dramatic run-up of the 
budget deficil: prior to the 2000 presidmtial election, no such run-up oc- 
curred. Moreover, the peso remained relativety stable throughout the 
election process, further reinforcing the pertleived benefits of the floating 
exchange rate regime. 

While it magi be the case that Mexican policymakess" short-tctrm, incen- 
tives and instituf;ional cclnstraints have changed, given the analysis of ex- 
change rate prefertnces leadilng up to the peso crisis offered here, we 
must question what has changed with mgard to underlying constituent 
prtrssum? Have bankers lost their traditional power base tct influence pol- 
icy at least insofar as Ihe state no longer sees its interests as compatible 
with the financial sectors%te.1-ests? &e factor that suggests an affirma- 
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tive answer to this question is the growing economic skength oi ex- 
porters in Mexico. Mertico ran a $7.4 billion trade surplus in 33%, as ex- 
ports rose 30 percent and imports fell 10 percent. Due lagely to prevail- 
ing exchange rates, the export industry cmtinues to expand atld prosper, 
makng it possible for Mexico to earn enoug11 forlrip exchange to pay its 
debts" Far this reason, the government has thus far supported the peso 
float. This, in turn, is mlcing exporters vital new alfies. 

To the extent that the emerging economic strength of exporters trans- 
lates into politicd i.nfluemce, the peso crisis can be see11 as a turni.ng point 
in Mexico" polkymaking balance. That is, newly empowered exporting 
interests have begun to mitigate the influence of financial-sectcrr interests. 
Mexico's eco~~amie policy m h  could be on. its way to lookkg more like 
that of South Korea, with a clear export-oriented bias, Xf so, the Mexican 
peso crisis has permanently altered state interests, and bolstered ex- 
porters' inRumce, challenging the long-dandjng coincidmce of kterests 
between monetary officials and Mexican bankers. 

Some analysts have noted that Mexico was well pokitioned for ~ c o v -  
ery because of its membership in the GATT and NAFTA which set the 
stage for significant restructuring of the economy from import-substitu- 
tion to exports. Clearly the data support such a contention. N a n d  export 
share w n t  up to nearly 30 percclrt during the mid-1990s compared with 
below 5 percent h mid-1980s. Yet the liberdization of Mexican trade 
merely brought Mexico to t-he same position that Korea was in a decade 
and a half ago. If: export cmgetitheness were the only criteria, Korea 
would not have suffered such a deep and prolonged crisis. 

Recovery and R e f o m  

The answer, similar to the one offered for the 19805, lies not in the trmsi- 
tion itself (Le., market liberalization), but rather within the context of the 
transition to market-determined finance. While there is no question that 
for both Mexico and :Korea, t-he bartking sector has been the weak link in 
the economic recovery, Mexican ofticids have recently implement.ed re- 
forms that appear to challenge the power of the private financial sector 
much more sipificantly than their Korean caunkrparts. Of the eighteen 
Mexican bmks that were privatized startkg in 1991, thirteen have eit;her. 
been taken over by the government or sold sisrce 1994 at a cost of more 
than 14 pertlent of M~exico's hotly cantested financial =form pack- 
age gives full control over exchmge rate policy to the Bmco de Mexico, 
gives more autmomy and power to the National Banking and. Securities 
Commission to supervise the banking i~~dustry, and removes all limits on 
foreip invcst~~ent in Mexican banks-" m e  rclform have also attempted 
to reduce moral hazard by elimixrating the bank rescue fund and mating 
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two separate bodies: one to protect depositors but mly up to $125,000, 
and one to sell off: the bailout assets.55 

It appears as though Mexico's attempt to stabilize its banKng system 
through a combination of government htemntion and relaxation of bar- 
riers to fortrlip hvestment in tbe financial services sector has achieved a 
measure of success. Only three of nineteen b a d s  that were privatized 
durlng 1991 still have the same managemnt. Some were taken over by 
the government and some were sold to foreign financial institutims. For- 
eign-controlled banks now account for nearly one-thisd of banlc assczt~.~b 
:In fact, the Mexican banking system seems to be showhg signs of health. 
Banks arc. creating hundreds of new loans, many of them for small and 
mediunn-sized businesses that. are bormwing in pesos h r  the first time in 
years, This after overall bank credit to business and government sectors 
had been contrac"cing over the previous thirty months. This credit revival 
is an important sign that Che controversial plan to restructrrrc the banlting 
system may have paid. off. It also provides the most tangible sign to date 
that ecmomic growth in Mexico is tricklirrg down to the grass roots level. 
In co~~trizst, although Korea's eexport-oriented firms are now more prof- 
itable as the devaluation of the won has made them mnre competitive 
than ever, many are unable tcr take advantage of new market opportuni- 
ties becausc the breakdowi~ of the bantcing system has severely con- 
strained, the availability of workirrg capital.57 

Compared with Mexico, Korea has lacked kadership from the govert.1- 
ment leading up to the crisis and in its aAermath, and the private sector 
has not been eqrripped to perform that function. For example, the govern- 
ment historically has been the only eifec~ve mechanism of corporate dis- 
ciptine because of the underdevelopment of fimancial markets and we& 
intesnal discipline. During the period of rapid growth the gove 
riodicaly weeded out insolvent firms, but sir~cc 1980, it has not. In fact, no 
chaebul has failed since 1989.58 The reluctmce to close insolvent fhmcial 
institutions certahly added to the turbulence in fhmcial markets in the 

ediate aAermath of the crisis." m e  lack of effective leaeiershiQ on the 
part of the Korean government is both a result of historically high levels of 
state autonomy, and of mcently diminished state autonomy. b r h g  the 
period of rapid growth, eccmomic poky was conducted. firougb personal 
networks between banks, their clients, and poliicians, usuaily with the 
state directing the process toward. an overall goal of national develop- 
ment. 'l'be wvernment no longer has the abiliv to direct the process, but 
politics) relationships betwee11 banks, Cheir client-s, and politicians stj l  
dominate the policymakng process, The void left by previous govern- 
ment teadership also contributed to corfnorate finacid distress by way of 
a moral hazard probkm. Privakl firms, accustomd to signals of govem- 
ment-approved investment opportunities, took Korean Development 
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Bank lending as significant enough to constitute a signaI of gwe 
policy and comxniment," By most accounts, the government failed to re- 
spond to s i p s  of crisis becauw of the preoccupatinn with the upcon?ing 
electinn and ehe fragrmntation withirt the ruling party61 

As the recent: &xican experience demonstrates, the need for leader- 
ship rclrnains a constant for develnping country financial sectors, espe- 
cially in t h e s  of crisis. However, strong state I.ead.ership in Korea has 
truly begun to wane. The Kortran gowemmmt has not been very success- 
ful at restructuring the economy or mitigathg the dsmhance md rela- 
tive ineaciency of the chebol. Some anabsts are hopeful that the forces 
of global competiticm and deregulation will force tbr &who2 to =form on 
their own. 'The Sa11moq Group, for instance, is now negotiating to sell its 
money-losing automObile business to the Sarnsung Group, so it can con- 
centrate on areas like cement m d  oil where it is stronger.52 Others insist 
that the only way to mitigate the chaehab stronghold over the Korean 
econmy is to relax the rules against forejgn participatiun." This solutjon 
is wrtain1y consistent with the Mexican reform package. 

U'ltinnately this comparison of Korean and Mexican financial liberaliza- 
tion since the 1980s underscores the common and recurring underlying 
theme of competition. The argment presented in this chapter has s q -  
(jested that the longer-term solution to achieving healthy, robust 
economies h Korea m d  Mexico, as well as other NICs, must involve the 
introduction of cclmpetitive forces of a political, as well as an ecclnornic 
nature, capable of altering the policy prcfere12ces and relative power of fi- 
nancial etites. Unforh_lnately, one of the most common featuurs of late de- 
velopment has been top-heavy economic strucmes, in which even dur- 
ing periods ol rapid growth the rewards are shared by a priviileged few, 
Both Korean and Mexican economic development, as a result of con- 

ent policy has been in the hands of giant, family-dcrmi- 
nated co~~glomerates, This is what one popular accotmt has referred to as 
'"trickle-down economics with a vengeance."'h"t is simply too early to 
tell whether the limited. success achieved by R/fexico in the aftermath of 
the peso crisis will cmthue, and wheirher Korea, give11 enough t h e ,  will 
manage to mstructure the econonny successfu-ully or mitigate the d m i -  
nance and ~ l a t i v e  inefl"iciency of the dwebol. m a t  we can observe is that 
Taiwan, whieh has avoided the deep prolonged crisis suffered by other 
Asian NICs, practices trickle-up economics, where small and medium- 
size entrepreneurial businesses domirtate the economy These businesses 
have an avwage debt-equity ratio of f :l, Mlhereas in Korea the typical 
debt-equity ratio ranges from 4:1 to 8:1,6"1n the afiermath of the crisis, it 
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has become clear that as the state loses its abiljty to lead the development 
process, close business-gave ent ties can become a btueprint for cor- 
ruption.66 Clearly the combination of market oligopoliaation and close 
government-business ties tends to skew economic incentives, especially 
as ecmmies transitim toward market--detcrmh~ed prices. 
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Conclusion 

This book began with an exploration of the changes in Mexican financial 
politics over time. It contrasted econontir performance, the strueturc of 
the fjnancial sector, the orientation of fhacrcial policymaking, and the de- 
gree of concentration within financial markets irr the 1940-2960 with the 
1981)-I994 period. The mag~mitude and brcadth of the changes in these ar- 
eas undtrsscore a fundamental trmsformation in the politics of Mexican 
financial policy. The Mexican case demonstrates a causal link between fi- 
nancial syste~n structure and the character of financial policymaking. The 
shift in fhancial system structure from state leadership to bank leadcr- 
ship supporkd financial liberalization &er 1981). Moreover, the interven- 
tionist fjnancial poticies under state-led fjnance provided a basis for Mex- 
ico's extraordinary economic performance, whik fnancial liberalization, 
under cmditions of growing ecmomic concentration and centralization, 
cmtributed to the eeo~momic downturn and fhmcial crisis. Several puz- 
zles emanated from these initial hypotheses, which in turn motivated the 
analyses of the chapters that followed. 

The first of these puzzies-kvhy bank-domination proved so devastat- 
ing for Mexico but not 'for other countries with similar fhancial strrxc- 
tures-was taken up in Chapter 2, with a comparison of the effects of a 
bank-dominated financiat market structure on the politics of financial 
policy in Germany and Mexico, The analysis focused on two indepen- 
dent variables: thr degree of eccmomic competitiveness in the financial 
sector, and the extelrt ol state policyntaking credibility. Whereas Mexican 
policymakers have tended to adopt short-term oriented monetary poli- 
cies which toierated e x t ~ m e  currency over-valuation, German policy- 
makers have tended to favos competitiveness-conscio~s, stability-ori- 
ented monetary policies. The analysis concluded that the divergence in 
monetary policies can be attributed to the relathe lack of competiticln 
among Mexicm banks as compared wi& German banks, and the histori- 
cal lack of state policymakng cwdibility, based on the inability to control 
inflation, in Mexico as cclmpared with Germmy. 

Two major implications derived from this analysis of Mcxican financial 
liberalization: that financial liberalization c m  have harmful conse- 



quences, and Mexico liberalized because the state increasingly lost the 
ability to contrd private finance anyway. Hwever, as many scholars 
have noted, some countries have performed welti economically after li- 
nancial liberalization, m d  many countries liberalized at tho same t i m  as 
Mexico so fiat liberalization codd not be simply a functicm of Mexico's 
internal politics. These inconsistencies were tackled in Chapter 3, 
through an examination of Korea, a country that liberalized at the same 
time as Mexico and performed well economically in the process. The 
malysis foulzd that fhancial liberalization wi.lhin the cmtext of state au- 
tonmy was mom likely to prom& growth and fjnancial stability than 
financial liberalizaticm in the context: of declining state autonomy. The de- 
clining ahility of the Mexican state to dirwt finance-a consequence of 
bank leadcrship-first m d e  interventionist fjnancial, policies untenable 
and later made finmcial liberalization incompatible with growth and sta- 
bility. 011 the other hand, Korea liberdized w i t h  the confi~nes of state 
autonomy rather than bank leadership. As a result, Korean fhancial lib- 
eralization was more successfui in achieving ecmomic pdicy goals. 

The mdysis in Chapter 3 also suggests that comparisons of transitims 
from intervention to fhancial liberalization should focus more on issues 
of timing and damage cmtml. Financial liberalization may be inevitable, 
but its characteristics and ramificatio~zs are not. If this is the case, then the 
debate over states versus markets is becoming increasingly i r~levant .  
The relevant questim has &if ed from why Korea adopkd financid lib- 
eralization to why the Korean state was abie to pick and choose pieces of 
its financial liherafization program. The answer lies in the llature of Ko- 
rean state autonomy, that it remained relatively intact throughout the 
trmsition from heterodox financial policy to orthodox financial policy. 
Whereas Mcxico expesietnced the structural transition from state-led to 
bank-led finance and then had to liberalize, Korea pursued elements of 
financial li:berafizat.jon whjk the underlying strudtlre of thc finmcial 
system remained state-led.1 

Chapter 4 then genclralized from the Mexican case by looking at fie 
transition to liberalization as a strategic hteraction between market ac- 
tors and state actors in four divergent cases: Turkey, South Korea, FIong 
Kong, and Mexico. bcusing on the issue of policymakil~g leadership, 
this chapter demonstrated h t  economies exhibjting dear leadership 
roles, whether they are state-led or bank-led., are morc likely to expesi- 
ence successful policy outcomes than countries in which key players are 
vying for leadership. Nexico was been hurt by having simuJtancously a 
powerful state and a powerful private iinancial sector; Morea exhibited 
dear state leadership of the financial sector throughout the initial phases 
of financial libcrdizaiion in the 1980s and early 1990s; Hong Kong belle- 
fitted from a leadershlp-oriented private bmking sector and a state with 



a hands-off philosophy; and Turke~i, while it suffered in the past from 
conditims similar to Mexico's, later e n t w d  into a cooperative pwer -  
sharing relationship with a relatively efficient state-fostered exporting 
sector, which has challenged entrenched and relatively ineificient eco- 
nomic sectors, 

From Bank-Led Finance to Market-Based Finance 

Just as the Mexicm peso crisis raises questions about the harmful effects 
of bmkers' hegemony/ the rash of currency crises that began with Thai- 
land irr the s u m e r  of 1997 raise an ohwious question about state-led fi- 
nance. Was state-led finance, as practiced by the Asian tigers, deeply 
flawed after all? How can we understand the cofiapse of most of the 
Asian markets w i t h  such a short period of time? Are these currency 
crises similar to the Mexicm peso crisis of 1994? Chapter 5 argued that 
these currency crises, as in the Mexicm case, mark a transition to a new 
financial market structure, from bank-led finance to market-based fi- 
nance. Moreover, this trmsitian appears to be part of a more extensive 
developmental trajectory from state-led to bank-led fhance to market- 
based finance. Cross-national data, comparing private versus pubiic 
shares of the credit: market over time, hdicate that as corntries become 
richer the credit docation function of central banks becomes less i ~ o r -  
tant and private banks become m m  important.2 Also, private market 
firms, as opposed to state enterprises, increashg become the hemeiiciaries 
of bank credit as countries become richer." 

I'he following story describes the typicai progression from state-lead- 
ership to bank-leadership in abstract terms. A strong state desires ta use 
its capabjlities to promote growth. Finance constitutes the tool of cbolce 
in the state's efforts tcr promote in$ustrial invesment. Toward tkis end, 
the state engkeers an elaborate stat.e-led Hnancial system and directs pri- 
vate financial flows toward. hdustry. This strategy successfully mcour- 
ages growth. However, the process of state-directed finance systemati- 
cally empowms an emerging private fjnancial and/or industrid sector. 
Usually, this is a self-conscious policy m the part of the state in order to 
build up the domestic market so as to compete internationally. Thus, 
analogous to the prkciple underlybg hegelsonic stability theory, this 
pmcess is dynamic and, to a dteg~e, selt"regulating. The state hevitably 
creates its own monster. 

Yet there is ano.trher step in the trajectory beyond bank-led f;inance, ta- 
ward. market-led fjnmce, as capital markets and other nunbank financial 
institutions Rourish.We see this most clearly in Korea but also in other 
Asian countries, and increasingly in Mexico. The recent Asian stock mar- 
ket crises underscore not only the hc~asixlg prominence of capital mar- 



kets in newly industridizing economies, but also t h  vulnerahiljty of the 
real economy to the movement oE portfolio capital. The clearest indica- 
tion of the tsmsitio~n from bank-led to market-led finance is the handon- 
ment of various forms of currency pegs in favor of fhating exchange 
rates in virkally all of these ecommies. The Mexican peso crisis, there- 
fore, illrastrates not only t-he relationship between hartk-led finance and 
currency crises, but also the role of major currency crises in bringing 
about the transition from bank-leadership to market-based finance. 
Again the ramifications of this trmsition brary across corntries depend- 
ing upon the relative competitivmess within the financial sector and be- 
tween the financial sector and other competing state and market actms. 

'This book has ai-i;empted to bridge the gap between theory and practice 
by generating several broad policy prescriptions. First, devehping 
ecmomies slnould attempt wbrtrcr possible to liberatize financial markets 
in the context of state-led hance, cvhile the state still possesses rclative 
autonomy from the emerging private sector. The state's main responsibil- 
ity during the period of state-led finance should be to promote efficient 
induslrial grow& under a segmelnted fhmdal  market, and to ensure the 
eventual competitiveness of the emrging financial sector. As we have 
seen, a centralized and concentrated fh~ancial sector cm doom an econ- 
omy and become nearly impossible to regulate after the fact, as the Mexi- 
can case illustrates. This lesson applies to most devdoping economies, 
even though the vast majority do not fit into the strong state model in the 
first place. State-led finmce is still the most comrnnn fjfiancial structure 
a m g  late developers, and it is even more important to introduce com- 
petition to curb the pcrwer of financial elitee; in colantries with ""weakf" 
states. 

Second, while state autonmy goes a lmg way towad disthguishing 
among countries which fit the international trend toward fhmcial liber- 
alization, the state-centered approach is not by itself a sufficient explana- 
tion. Although the Korean, TaiMrmese and Japanese states all possess rel- 
atively greater autonomy from societal forces than the Mexican state, 
they as with the Mexicm state, have experielnced erosion of state auton- 
omy over time. This trend mderscores the main theme of this book: In- 
ternal domestic relations between states m d  markets change over time in 
rclsponse to finmeid strwture, wfiieh in turn also changes over time in 
response to state and market interaction, This dialectic or interplay ulti- 
matdy determimes the general character of fir~anciat policy. 

Third, this study warns against drawing overly general lessons cm- 
ceming financial liberafization from individual case studies because the 



political context in whirh a policy is pursued can be as important as the 
actual policy orientation chosen. Hence, there is consicierable danger in 
heralding the success of open market policies based on. the experiezzces of 
countries whicl-t, for political reasons, have managed to mitigate destmc- 
tive ~nt-seeking and sgedative behavior, such as H ~ n g  Kong. If such 
ke-market policies are ixnplemented in economies exh,ibiting a lack of 
competition and replatosy entbrcement, the results are likely to be dw-  
astathg. 

Finaily, this book has considered two circumstances under whjch 
bank-led finance did not have such devastating effects: (1) in an ad- 
vanced industrial country context where competitive banking developed 
withwt state interver~tion, as jn (;ermany; and (2) in a nekvly industrial- 
ized country context where banks plqed an active leadership role in the 
absence of state interventim, as in Hong Kong. There is also a third way 
for states that have practiced intervemlionist finance. State-led finance 
need not "create its own monster" h the f o m  of bankers' hegemony. Zf 
the state succeeds in creating a ~lat ively ccmlpetitive industriai and fi- 
nancial. scctos, the pcttential h r  a successful transjtion to bankcled or mar- 
ket-based, finance exists. A cove t i t he  market tempers the political and. 
economic power of prjvate market actors long enough to allow for a 
dower erosion of state autonomy wh,ieh, in twm, makes gradualism a vi- 
able policy option. And, perkaps m r e  important in the long-run, bank- 
led or market-based fh~ance can only be as efficient as t-he bartking or in- 
dustrial sector on which it is based. 

Conclusion 

Ultimately conventional ways of formulating research questions con- 
cerning financial liberalization art? becoming increasingly irrekvant. Ask- 
ing whether or not a particular country will or should choose to liberalize 
financial markets seems pojntless, in light of growing h t emt ima l  pres- 
sure for liberalization on a political level (folZowing the collapse of the 
Soviet: Bloc) as well as on. an ecoz~omic level based on the growhg hter- 
nationalization of capital). These pressures make financial liberalizatjon 
an undeniable reality. A more fruitful p s t i a n  to ask is how countries 
will mmage to implement liberalization: in. what political context: (state 
autonomy versus bank hegemmy), and in what economir context (mar- 
ke t strucbre)? 

Based on what we h o w  about the Mexicm ecmomy there are reasozls 
for cautious optimism. &cent evidence fPom Mexico suggests that recov- 
ery from the 1994 peso crisis has been slow to reach middle and lower in- 
come Mexicans. The government intervention i,n the banlcing sector w s  
expensive, reyuiring the conversion of banb; debt into puhlk debt which 



increased public debt from 27 percent to 40 percent of GDP.~ While Mex- 
ico's ecanomic recovery is being held out as a model for the crisis-ridden 
comtri,es of Asia because of boolning exports, grow-ing foreiw i,nvest- 
mmt, rishg retail sales, and. even the repayment of bailout loans, stan- 
dards of living have =mined low as c0nsumc.r prices have cclntinued to 
rise faster than salaries." the othcr hand, competitive political, forces 
hold out hope for the future, as the process of dermocratizatim has begun 
to penetrate the previously elitist sphere of fh~ancial policymaking. 'The 
bank rescue plan was the nnost fiercely contested Legislation in =cent 
Mexican histoq. h the past, the President" bbjs were rubber stamped by 
the legislaktre, which was controlled. by the PRI. In 1998, for the first time 
in seven decades, the 1'N lost control of Ihc lower house of congress (al- 
though it retahed the senate). When the government introduced. the fi- 
nancial reform hill (Ftlbaproa), which cdkd for a fund to rescue banks, to 
Cor~g-ress in April, it was s h ~ n e d  by the firestorm of protest. The PRQ 
Mexico's leftist partyr has been the driving force in turnhg the highly 
technical bank issue into a matter of street pmtests.7 

The danger, however, is to assume that Liberalization will automati- 
cally bring with it democratlization m d  increased economic efficiency. Xn 
fact, the popular view of the transitions taking place in NICs around. the 
world is that personal networks and huge familjes of linked companies 
am giving way to a more open system in which "busixress is allocated, not 
Zly loyalty hut by price."K This kind of thhking leads to calls for liberal- 
izdion without full consideration of the cmsequmces. The fact is that so- 
cial structures may shape economic structures more than the other way 
around. Under these cmditims, the results of rapid fh~anciai liberaliza- 
tion can be disastr~us, as we have witnessed not only in Mexico and 
Asia, but dso in Brakl. In financially underdeveloped clconomies, free ac- 
cess to foreign capital, particutarly short-term finance, is incompatible 
with kancial stability Poreig~z fu~~ding gives banks seeking to take on 
excessive risk m additiOnal way to lever their bets. Also, the= is wide- 
ranging ewidence that volatility of real exchange rates is typically higher 
under floding thnn u d e r  Hxed exchange rate regimes,' -The westion of 
how to involve the private sector in reform so as to p ~ v e n t ,  or at least 
mitigate financial crises is critical, and not yet fully =solved. Ircmically, 
the Mexicm state" position vis-h-vis the powerful Mexicm gvupus seems 
to he much less precarious now t h  it was a decade ago due largely to 
increasing democratization at the grass roots level. The Korean state has 
not fared so well in their atrt-empts to restructure Che chaebol, a reversal of 
the situation in the 1980s. 

The framework employed in this book, were it to be extetnded even 
more brody,  suggests that while strong state leadership can mitigate fi- 
nancial crises in the short-m, eventually state-leadership will give way 



to bank- and then market-leadership. The relative competitiveness of fi- 
nancial markts then becomes an important detcrminmt of economic 
welfarc for the entjrts economy. The devaluatio~z of" the Brazilian reid Jan- 
uary of 1999 demonstrates once again how th shift away from bank-led 
finanee toward market-led fhance tends to be acccrmpanied by financial 
crisis. The Brazilian bat-tking sector cloes not appear to suffer from heffi- 
ciency and lack of competiiriveness to the same extent that Asian banks 
have demonstrated, in part: because they hawe had to cut costs in order to 
adapt to Ihree st.rai,gM years of- low ir-tR&ion.lVor this reason, the Brazil- 
ian crisis may prove to be morc short-lived. FXowever, the leveX of short- 
term indebtedness is cclmparable, as Brazil needed to rouover more than 
$100 billion in debt in the late fall of 1998, 

The Russian crisis August 1998, on the other hand, demonstrates a to- 
tal lack of leadership, with the state unablc to provide even basic market 
il7lfratructure. It comes as no su,rprjse that wilhout: such leadership, 
crises will continue to plague the :Russian economy. But the frannework 
presented here may also suggest that given thc. pwssures cJf financial 
gllobalizatim, it is unlikely that any developing economy will be able to 
foster an oligopolized, protected financial sector in the way that Mexico 

ing in the 1940s. Illstead, fie development of finance in emerg- 
ing ecmomies is likely to involve vigorous competition among foreign 
banks, Ultimatdy, this will lead to a healthier more robust economy in 
which fie politia of fhance do not become captive to powerful domestic 
fhmcial interests. Certainly, an application of the kmecvork ernployed 
in this book, which models the mutual incentives facing state and market 
actors paying special attention to the d e g ~ e  of political as well as eco- 
nomic competition, to e~nerging economies which have recently gone 
through or have yet to go through the transition to market-led finance 
wodd contribute signikantly to our understanding not only of financial 
crises but of developmnt processes more generally- 
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