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Abstract 

This paper is meant to commemorate the thirtieth anniversary of Carlos Díaz-Alejandro’s 

classic article, “Good-Bye Financial Repression, Hello Financial Crash” (1985).  Writing in the 

wake of drastic financial blowups in the Southern Cone, Díaz-Alejandro nonetheless argued that 

“a believable alternative system could be designed, avoiding many of the inefficiencies of 

financial repression…and blending both public and private financial agents” (18). It would take 

nearly three decades since the publication of this prescient work, but there are credible signs that 

such an arrangement is now emerging within some Latin American emerging economies (EEs).  

We track the thinking on financial repression from the early 1970s up to the current period and 

note how this concept has come to encompass interventionist financial policies in both OECD 

and EE settings. We then turn to the era of financial liberalization in Latin America from the 

1980s up through the 2000s, with an emphasis on Argentina, Brazil, and Mexico. We suggest 

that Latin American EEs like Brazil and Mexico have indeed proved capable of implementing 

the more “macro prudential” financial policies that have been much-discussed in the wake of the 

global financial crisis; on the other hand, the Argentine case confirms that the bad old days of 

financial repression, replete with credit allocation, exchange controls, and the inflation tax, are 

not entirely behind us. We close by noting that while achieving better financial balance and 

intermediation is key, the real goal for all three countries should be to address the structural and 

political economy challenges that limit investment, growth and a more equitable distribution of 

income. Fortunately, the sort of pragmatic and eclectic approach Díaz-Alejandro called for is a 

useful guide for the bigger challenges ahead.  



Page | 0  

 

Introduction 

Our title is obviously a play on words and meant to infer how financial policy-making in 

Latin America has come full circle since the publication of Carlos Díaz-Alejandro’s (1985) 

classic article, “Good-Bye Financial Repression, Hello Financial Crash.” While financial 

repression has many meanings, from the early days of McKinnon (1973) and Shaw (1973) up 

through the recent work of Reinhart and others (2011), “financial repression” generally denotes 

strong ties between government, domestic banks, and the central bank and a cluster of policies 

(below-market interest rates, high reserve requirements, taxes on securities transactions, and 

regulations on cross-border capital flows) meant to channel funds away from borrowers and into 

government hands. Prior to the current crisis, most of those concerned with the negative effects 

of financial repression had pointed a finger at the developing economies, with the argument 

made that tinkering so extensively with the market allocation of capital would tend to slow 

economic growth. 

Díaz-Alejandro issued two warnings in his classic piece.  The first was simply that 

liberalization, if poorly done, could provoke its own sort of growth-wrecking crisis.  The second 

was to caution against attempts by developing countries to adopt purist financial liberalization 

measures.  He pointed to the liberalization lag within the OECD bloc, ostensibly the defender of 

financial laissez-faire since the establishment of the Bretton Woods system, where some 

countries still resorted to considerable government intervention in the way of interest rate 

ceilings, directed credit, capital controls, and restrictions on the activities of banks under the 

aegis of Bretton Woods (Díaz-Alejandro 1985, 5; Reinhart 2012, 39).   
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Indeed, although the 1990s saw some policy streamlining, Table 1 shows that financial 

regimes across the G7 are hardly as open as the liberal rhetoric that, for example, underpinned 

policy debates surrounding the passage of the 1999 Financial Services Modernization Act in the 

U.S. (Roubini and Mihm 2010, 74-75).  Moreover, tools commonly associated with financial 

repression have been widely embraced in response to the 2008-09 global financial crisis (GFC) – 

and not by just the usual “culprits” in emerging economies (EEs) but by key OECD central banks 

in England, Japan, and the U.S. (Fawley and Neely 2013).   

In fact, financial repression, once anathema to the likes of the International Monetary Fund 

(IMF) and the U.S. Federal Reserve Bank, has been the order of the day since December 2008 

when the Fed reduced the federal funds rate to zero (Bernanke 2013, 101-102). As Table 2 

shows, emerging markets in Latin America have taken their cues from the U.S. Fed and the 

generally interventionist policies of the U.S. government since the onset of the GFC.  Even the 

IMF, once the lead advocate of financial liberalization and capital account convertibility, 

acknowledged in a recent background paper that capital controls could be warranted under 

certain circumstances (IMF 2011; Pasricha 2012, 293).  Moreover, the Fund conceded that 

capital account liberalization may “only be optimal after a nation has reached a certain threshold 

of financial and economic development, one that many emerging market and developing 

countries have not yet reached” (Gallagher and Ocampo 2013, 10). 

In this paper we explore the efforts of three Latin American EEs ---Argentina, Brazil, and 

Mexico---to survive the GFC. We argue that the ability of each to resist financial contagion was 

rooted in the substantial macroeconomic and financial sector reforms that all three governments 

undertook in the wake of severe financial crises during the 1990s.  Luck played a role as well: all 

three countries were riding a steady five-year growth wave due to the commodity price boom 
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that took off in 2003. Thanks to this boom, Argentina and Brazil were already running an 

expansionary fiscal policy when the GFC erupted in 2008.  But once the crisis struck in full force 

a timely rebound was also supported by the implementation of counter-cyclical policies in all 

three countries, something none had accomplished during previous crises.  

Yet another factor – and the one most important for this paper – was that policy pragmatism 

trumped the kinds of ideological rigidities that held sway during earlier times. Old labels used to 

describe market-based (“neoliberal”) versus state-oriented (“structuralist”) strategies gave way to 

policy responses that combined both state and market approaches in coping with the GFC.  Of 

course, bringing the state back into finance (or poverty reduction) has its risks – and 

unfortunately, Argentina, since rebounding strongly from the GFC, has lost its macroeconomic 

footing and is rapidly becoming a caricature of its own inflation-prone and populist past. 

Nevertheless, in his 1985 article Díaz-Alejandro argued that “a believable alternative system 

could be designed, avoiding many of the inefficiencies of financial repression…and blending 

both public and private financial agents” (Díaz-Alejandro 1985, 18). It would take some thirty 

years, but there are credible signs that such an arrangement is now emerging within some Latin 

American countries, including Brazil and Mexico.   

We develop these ideas as follows.  We begin with a brief review of the thinking on financial 

repression from the 1970s-on and note how the term itself has evolved from a concept specific to 

the developing countries to one that more generally encompasses interventionist financial 

policies in both OECD and EE settings. We then turn to the early era of financial liberalization in 

Latin America, largely carried out in the context of IMF lending and World Bank structural 

adjustment programs in the 1980s and then the “Washington Consensus” in the 1990s, and 

suggest that financial liberalization without financial deepening (better bank regulation) and with 
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inconsistent macro policy (targeted exchange rates) helped to provoke a series of meltdowns. We 

then review how each country dealt with the GFC; while we account for various lucky 

background factors, such as more favorable terms of trade and a prior record of accumulating 

reserves, we suggest that at least some of the success has to do with a new willingness to 

intervene selectively. We note, however, that economic growth is slowing while structural 

challenges continue with regard to addressing both the business environment and social policy. 

We conclude by recalling that Díaz-Alejandro was quite pragmatic in his own approach and 

suggest that this could be a good guide to moving ahead in the years to come. 

 

Financial Repression: Evolution of the Definition 

“By the 1950s…it was clear that in South American countries 

experiencing inflation the development banks created to solve one form of 

perceived market failure...had led to another, i.e., a segmented domestic 

financial market in which some obtained (rationed) credits at very 

negative real interest rates…’Financial repression’ became an obstacle to 

domestic savings and their efficient allocation, and financial 

intermediation languished.”  Díaz-Alejandro (1985, 7) 

As the financial correlate to the import-substitution industrialization (ISI) model in Latin 

America, financial repression was in full swing by the 1950s.  The early literature mainly 

identified this phenomenon as specific to “lagging economies” and asserted the benefits of 

financial deepening/liberalization as the main antidote (McKinnon 1973; Shaw 1973, 10-11).  

Yet, the statist/structuralist position on financial repression would remain embedded in planning 

ministries and central banks across the region up through the 1980s (ECLA 1964).   As the latter 

saw it, financial repression was the least-worst way to:  1) guard against the imposition of 

usurious rates on domestic borrowers; 2) empower the monetary authorities to control the money 
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supply through strict regulation of the banking system; and, 3) ensure the government’s say in 

the optimal allocation of savings and the kinds of investments to be made. In a more cynical  

vein, financial repression also offered governments across the region ready access to easy 

resources to help fund the public budget and reduce the costs of debt servicing (Roubini and 

Sala-i-Martin 1991, 11).  

Whereas earlier definitions of financial repression focused on the entire range of price and 

policy distortions mentioned in the introduction, efforts at financial sector reform mainly 

centered on freeing interest rates and credit allocation. As such, financial repression came to be 

closely associated with directed credit, negative real interest rates and the inflation tax.  Indeed, 

up through the 1980s inflation consistently outpaced interest rates in all three of the Latin 

American EEs we focus on here. Financial liberalization experiments in the Southern Cone 

(Argentina, Chile, and Uruguay) during the 1970s thus sought, for example, to free interest rates 

and the government’s control over financial intermediation.  However, these efforts resulted in 

little financial deepening.  In all three countries, despite higher interest rates, there was no 

increase in domestic savings or clear signs of improvement in the magnitude and efficiency of 

gross domestic investment (Díaz-Alejandro (1985, 14-15).  The bottom line: few institutional 

mechanisms or regulatory stops were put in place to prevent newly minted private intermediaries 

from engaging in high-risk short-term endeavors.   

The rapid integration of Latin American EEs into international capital markets in the 1970s 

rendered financial sector reform urgent when external debt shocks hit the region in the early 

1980s.  Yet, the pattern of reform was stop-and-go at best, with financial liberalization measures 

written into IMF stand-by accords that often fell apart in their first year. By the mid-1980s 

reform fatigue and policy incoherence had given way to populist stabilization programs in 
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Argentina and Brazil, replete with capital and import controls, wage and price freezes, and 

mandatory bond purchases (Dornbusch and Edwards 1991).  With inflation running rampant in 

both countries into the 1990s, financial sector reform was all the more imperative.  Even Mexico, 

traditionally a lower-inflation economy due to its stabilizing development model and tight 

integration with the U.S. market, saw inflation peak at 160 percent in 1986.   A key part of the 

“lost decade” in Latin America was the continued treatment of the financial system as an 

instrument of the national treasury.   

The advent of the Washington Consensus (WC) in the late 1980s put financial reform back at 

the top of the policy agenda.  Now armed with a convincing literature on endogenous growth 

which empirically documented the negative effects of financial repression on GDP growth 

(Roubini and Sala-i-Martin 1991, 8-10), the 1990s saw a more comprehensive definition of the 

financial liberalization tasks at hand and the need to deepen financial markets and private sector 

participation in them.  In practice, however, WC financial reforms focused mainly on freeing 

interest rates and credit allocations and opening up the capital account.  The need for regulatory 

oversight and overhaul of the underlying institutional foundations of the financial sector 

continued to receive short shrift and several experiments, including in Mexico and Argentina, 

exacerbated the inherent risks by coupling an opening to capital flows with a fixed (or nearly 

fixed) exchange rate.   

These risks were seen clearly with the eruption of the Mexican peso crisis in 1994 and then 

with the Argentine meltdown in 2001 (both of which are discussed later).  With a new string of 

regional financial crises or near-crises in a new era of securitized capital inflows (Edwards and 

Naím 1998), policymakers had little choice but to undertake banking sector reforms and the 

institutional modernization of the financial system.   
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By the 2000s, although measured progress had been made with EE financial liberalization, 

regional paths were quite divergent.  The first column in Table 1 shows how each country fared 

on a financial policy openness index, constructed as the mean of three measures tracking de jure 

capital controls, foreign bank entry into the domestic retail banking market, and domestic 

financial liberalization, especially the absence of barriers to entry for new banks. Unsurprisingly, 

the G7 countries were the most financially open, Latin American countries were not far behind, 

and the Asian emerging economies were the least liberalized. What is not shown in the table is 

that the liberalization of domestic financial markets has been relatively steady, while capital 

account openness has been more variable.  Up until the eve of the GFC, the mean for the top 

seven Latin American EEs on a financial policy openness index was .59 (1=completely open), 

compared with a mean of .41 for the top seven Asian EEs; the G7 mean was .69.  Within the 

region, the differences in financial openness were more exaggerated, with Argentina dipping 

down to a mean of just .32 on the financial policy openness index, Chile markedly outpacing the 

G7 with a mean of .88, Brazil near the mean at .54, and Mexico achieving a regional second-best 

at .72.  Mexico, at least on this measure, has joined step with the G7, falling only behind Great 

Britain. 

Of course, as Díaz-Alejandro presciently noted, financial openness has its downside.  With 

average real interest rates in the OECD dropping from 6 percent in 1983, to two percent in the 

mid-2000s, and close to zero in 2012 (Giles 2014), EEs overall have worried about volatility in 

their local stock and bond markets in the 2000s and have thus sought to slow capital inflows 

(Aizenman and Pasricha 2013). Part of this is that financial repression is no longer a developing 

world phenomenon: with the U.S interest rate running in basically negative territory, “financial 
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repression” is now a global trend and the policy tasks facing central banks in North and South 

have now become complementary (Reinhart 2012, 38).   

With high levels of public and private debt in the OECD bloc, negative real interest rates and 

massive asset purchases (quantitative easing) by the U.S. Fed have helped contain the costs of 

debt-servicing. Latin American EEs, in turn, have had to cope with yield-seeking capital inflows 

in creative ways.   Related concerns over inflationary pressures, currency overvaluation, asset 

bubbles, and the volatility related to shorter-term capital inflows prompted Brazil and Mexico, 

for example, to place limits on capital inflows in response to the GFC (see Table 2). 

In sum, it is this more universal resort to financial repression that has influenced the greater 

acceptance of associated policies such as negative interest rates and central bank asset purchases 

within international financial institutions (IFIs) like the IMF.   More controversial policies like 

EE controls on capital inflows have been recast as “macro prudential regulatory” measures, the 

use of which is subject to explicit criteria put forth by the IMF and even then to be used as a last 

resort. While in the case of Latin America, Pasricha (2012, 295) has found that since 2009 

measures to reduce net capital inflows are mainly “pure capital controls measures, rather than 

prudential type measures,” it is nonetheless clear that financial repression and EE capital 

controls, in particular, have won some tepid support within the international financial 

community.  

This is a remarkable turn from the disdain with which financial repression and controls were 

viewed in the past. Díaz-Alejandro, who worried that the turn to liberalization could be excessive 

and risky, might be pleased to see the pendulum swinging back to a more balanced perspective 

on the ways in which markets, institutions, and policies could better interact in the quest to 

secure long-term growth and economic development. 
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Latin America: From Financial Repression to Financial Opening in the 1990s 

“One can imagine a world in which all financial intermediation, including 

the payments system, is private and without any direct government 

regulation. The information imperfections may be partly offset by 

investments in information gathering by lenders and depositors; with the 

passing of time reputations would be built up…..No industrial country has 

come close to (this) laissez-faire vision, at least since the 1930s.” Díaz-

Alejandro (1985, 3-4)         

 

The Great Moderation, or period of steady and stable U.S. growth from roughly 1986-2006 

(Bernanke 2013, 38-39), left Latin America standing on the sidelines, partly because the early 

years still involved recovery from the debt crisis and the middle years saw various experiments 

in macroeconomic adjustment go up in flames. Figure 1 shows the erratic GDP growth for our 

three countries, which has been especially bumpy in the case of Argentina. On the financial side, 

hyperinflationary blowouts in Argentina and Brazil of the late 1980s had ruptured the “logic” of 

old-fashioned financial repression and dissipated the long-standing ability of powerful elites to 

access credit lines, investment permits, and cheap goods and services provided by state-owned 

enterprises (SOEs).   As both countries had undergone a transition to democracy in the mid-

1980s, newly enfranchised citizens were much less willing to tolerate the burden of the inflation 

tax.   

By the early 1990s, both Argentina and Brazil had embarked on exchange rate-based 

stabilization (ERBS) programs which included financial sector liberalization as a main pillar.  

Mexico had embraced this same ERBS strategy in the late 1980s and was similarly on board with 

an ambitious program of trade and capital account opening.  In Mexico’s case, a more abrupt and 

simultaneous liberalization of the current and capital accounts was the prelude to its joining 
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negotiations with Canada and the U.S. in 1991 toward the completion of the North American 

Free Trade Agreement (NAFTA), which was implemented in 1994.       

 A rich literature has emerged on the effects of financial liberalization in Latin America 

during the 1990s. The points of debate are considerable and the findings quite diverse (Kaminsky 

and Reinhart 1999; Demirguc-Kunt and Detragiache 2001).  Our purpose is not to review these 

debates in their entirety or to argue in favor of any one viewpoint. Rather, we approach this 

question from the standpoint of the three country cases.  First, we note that the timing and degree 

of financial liberalization varied significantly across the three countries: Mexico moved quickly 

in the opening of its capital account, as did Argentina; Brazil moved more gradually and 

cautiously and, as Table 1 shows, has yet to liberalize on par with the opening of Mexico’s 

financial sector.   

Second, all three countries struggled with the coordination of tightly pegged exchange rates, 

surges in imports and capital inflows, and adverse shifts in relative prices; as a result, each 

experienced its own version of the “twin” currency and banking crises, Mexico in 1994, Brazil in 

1999, and Argentina in 2002. Third, the nature and quality of domestic institutions in all three 

countries, both public (regulatory oversight, banking supervision) and private (capital markets, 

stock exchanges), were simply not up to the sophisticated tasks called up by financial 

liberalization policies as they were implemented in the 1990s.       

By the turn of the millennium, the effects of liberalization and financial sector reform on 

these three Latin American EEs were variable.  Mexico and Brazil exited the twin crises with a 

formidable set of banking sector reforms, greater central bank independence, more regulatory 

oversight, and stronger legal frameworks for stock and capital markets. Each had also shifted 

from fixed exchange rates to a managed float, inflation targeting, and more transparent 
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management of monetary policy. Mexico was second only to Chile in terms of its commitment to 

financial openness and Brazil was, at noted, close to the regional mean.   

Argentina, perhaps as usual, had embarked on its own path. Having launched its 

Convertibility Plan in 1991, which tightly pegged the currency one-to-one to the U.S. dollar, by 

the late 1990s Argentina had developed a framework for bank supervision and consolidated the 

domestic banking system to the extent that it was ranked among the most sophisticated in the 

region (EIU 1998).  However, the difficulties of maintaining a fixed exchange rate in an era of 

high capital mobility and the failure to maintain fiscal discipline across the federal and provincial 

governments led to the collapse of the Argentine peso in 2002 and the country’s default on some 

US$100 billion in external debt.  The ensuing economic chaos invoked a domestic backlash 

against market reforms and a return to the kinds of populist macroeconomic policies that had 

characterized Argentine economic management for much of the post-World War II period.   

The main takeaway from this tale is that while financial liberalization may not have triggered 

these various macroeconomic crises, it received part of the blame.  Table 3 does show that, after 

China, Mexico, Brazil, and Argentina, respectively, were the top EE recipients of private capital 

inflows between 1990 and 1996. While there was clearly a lag between financial liberalization 

and financial crises (Broner and Ventura 2010) and between financial crisis and currency crises 

(Kaminsky and Schmukler 2003), the difficulty of liberalizing without an already deep, 

effective and well-regulated financial sector seemed to be associated with deterioration in loan 

quality and increased volatility in the markets.  Moreover, the long-run growth benefits of 

financial and nonfinancial sector reforms were generally much less than expected. The stage was 

set for a more balanced approach to financial reform. 
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Latin American Financial Policy Responses to the GFC 

“The prudential regulatory machinery could be used to discourage volatile 

international financial flows relying primarily on taxes or tax-like 

requirements, i.e., via special reserve requirements for certain types of 

unwanted international financial transactions…taxes would be expected to 

capture arbitrage profits from borrowing abroad and lending domestically, 

under ‘normal’ circumstances.” Díaz-Alejandro (1985, 22) 

 

Initial Responses 

When the GFC hit the emerging economies in early 2008 policy makers in Argentina, Brazil, 

and Mexico drew down international reserves, loosened fiscal policy, lowered reserve 

requirements for domestic banks, and placed some controls on capital inflows (Brazil and 

Mexico) and capital outflows (Argentina) (see Pasricha 2012 and Aizenman and Pasricha 2013). 

Although implemented with considerable variation across countries, this cluster of counter-

cyclical policies effectively cushioned these economies from the full wrath of the GFC.  While 

international financial contagion seriously threatened these three countries (and other EEs) in 

2008-09, none suffered a financial meltdown or a notorious “twin crisis” of simultaneous forced 

currency devaluation and domestic banking collapse—despite widespread fears that this would 

happen.  What accounts for this relative success? 

First, all three countries had put their respective macroeconomic houses in order by the early 

2000s, even if Argentina has subsequently fallen off the wagon. As Table 4 shows, average 

annual inflation rates in Brazil and Mexico were running in the single-digit range from 2005-09; 

here, we are using the “official” Argentine inflation figures although when we consider the real 

interest rate later, we try to account for the true inflation figures since the gap between the two 



Page | 12  

 

has been widening considerably in recent years (particularly since 2007). In terms of the external 

debt burden, having peaked region-wide in the late 1980s, this was now down to its lowest level 

since 1980.  In the case of Brazil and Mexico not all of this debt was actually retired, as both 

governments sought to substitute foreign for domestic debt as a means of reducing their foreign 

exchange risk.  As mentioned earlier, Argentina defaulted on some US$100 billion in 

government-held external debt in 2002; in 2005 the government managed to reschedule 

approximately 75 percent of its outstanding debt on take-it-or-leave terms, which represented 

substantial write-downs for the country’s private bond holders.  This ploy reduced Argentina’s 

debt service burden from 8 percent to 2 percent of GDP and set the stage for an average annual 

growth rate of 7 percent from 2003-2011. 

 Second, although macroeconomic stability may have been a necessary condition for 

surviving the GFC, all three countries also benefitted from the commodity lottery that struck 

beginning in 2003.  A surge in Chinese demand for those raw materials which both Argentina 

and Brazil hold in abundance has meant a favorable shift in the terms of trade for both over the 

past decade (see Figure 2); Mexico benefitted from the strength of global oil prices, also driven 

partly by Chinese demand, even if it exported little of its own oil supply to China. Although the 

shocks that hit the region in 2008 were financial in nature, the recovery was trade-led and China 

was largely the leader.  For all three countries, the combination of China’s annual average 

growth rate of 9-10 percent during this period (partly because of its own counter-cyclical 

response) and the increase in capital inflows due to high global liquidity provided the stimulus 

for strong aggregate growth and an impressive accumulation of official reserves (see Figure 3). It 

was the resulting combination of a fiscal surplus, banking sector reform and a large foreign 
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exchange cushion that positioned policy makers within all three countries to respond to the GFC 

with counter-cyclical policies that eased the pain of adjustment (see Table 5).   

Also facilitating adjustment was the world-wide shift to lower real interest rates. Figure 4 

shows the pattern of real interest rates in Argentina, Brazil and Mexico, with the benchmark 

comparative interest rate being that on money market deposits (as reported in International 

Financial Statistics, or IFS) minus the rate of inflation (with those figures also from IFS with 

adjustments in Argentina from 2007 on to account for what is widely viewed as official 

misreporting of the inflation rate).  We start the figure in the mid-1990s in order to avoid 

spurious rates taken from hyperinflationary episodes in each country. Even then, such real 

interest rates are notoriously difficult to calculate (because of financial market segmentation) so 

it is the general pattern that is of most concern:  while all three countries had to react to previous 

crises (the Mexican peso crash, the late 1990s Brazilian crisis, and the early 2000s Argentine 

meltdown) by jacking up real interest rates to prevent capital outflows, authorities had the 

leeway to keep real interest rates low (as well as the incentive to do so to prevent excess capital 

inflows, one factor that was also relevant to the measures noted in Table 2). 

Two patterns in interest rate behavior deserve brief mention.  One is the extraordinary 

negative real rates in Argentina in recent years; while this is partly an artifact of the benchmark 

interest rate we choose to feature, this is one of the reasons why portfolio investment flows have 

collapsed (even as they have been on the rise, for example, in Mexico); for the pattern, see 

Figure 5. The Argentine data are also consistent with a populist approach to macroeconomic 

management that was moderately successful in the earliest years of the GFC – and certainly 

reflected a widespread rejection of economic orthodoxy – but is now wandering into deep trouble 

on both economic and political fronts. 
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The second pattern to note, not apparent in the data we show, is the extraordinary spread 

between deposit and lending rates in Brazil; as Segura-Ubiergo notes, despite a commitment to 

inflation-targeting, real interest rates and spreads have been unusually high in Brazil.  While 

lower savings rates in Brazil explain a large part of the puzzle (see Figure 6 on gross savings as a 

percent of gross national income, with data taken from World Development Indicators, arranged 

to cover the same period as the real interest rate data above, and Chile included as a point of 

comparison), this is not a complete explanation. Both the spread and the real interest premium 

suggest continuing problems and intervention in banking, an issue we explore below. 

 While the data suggest some of the outcomes, how did Argentina, Brazil and Mexico 

actually tweak financial policy to respond to the crisis? Table 2 describes the actual financial 

sector policies that were embraced by these countries in response to the GFC.  Per our earlier 

discussion on the evolution of thinking about financial repression in Latin America, the 

“ECLA/structuralist” versus “IMF/neoliberal” positions have sparred over the most efficacious 

way to promote higher growth and welfare gains in this region.  In terms of financial sector 

policies, the former champions state banks, capital controls, the accumulation of large foreign 

exchange reserves, and the arrangement of bilateral or multilateral currency swap lines.  The 

latter favors international and domestic liberalization, financial deepening, a reduction in non-

performing loans, and harmonization toward those global and financial regulatory norms 

embodied in international agreements such as the Basel accords on Bank Regulation.   

Despite considerable differences between the three countries discussed in this paper, we 

would argue that financial policy making in Brazil and Mexico now occupies the middle ground 

between these two conceptual poles, with Brazil leaning more toward the ECLA/structuralist 

side of the continuum and Mexico the opposite side.  Or, to recall Díaz-Alejandro’s (1985, 18) 
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vision of a more viable approach to financial sector reform, both are “avoiding many of the 

inefficiencies of financial repression…and blending both public and private financial agents” 

(18).  Argentina, as noted earlier, has wandered back into the woods of credit rationing, 

segmented financial markets and negative interest rates (see Figure 4).    

The Quick Rebound 

Given its high ranking on the financial policy openness index in Table 1, Mexico was the 

most vulnerable of the three countries that we consider here. This situation was compounded by 

Mexico’s strong integration with the U.S. economy, with roughly 80 percent of Mexican exports 

destined for the U.S. market and the bulk of Mexico’s FDI of U.S. origin.  Nevertheless, the 

local authorities took comfort in the fact that the country’s financial sector had been overhauled 

and modernized in the wake of the 1994-95 peso crisis.  Fiscal discipline, inflation targeting and 

a floating exchange rate had all subsequently been managed on par with OECD standards.  

Because Mexico’s financial institutions were fairly far removed from the toxic mortgage-backed 

assets that underpinned the U.S. financial crisis, policymakers turned their attention to 

inflationary pressures that were mounting due to the commodity boom and rapid rise in food 

prices (Esquivel 2014).   

 Remarkably, during the summer of 2008 the Central Bank of Mexico raised the interest rate 

on three occasions, even as the U.S. Fed and other central banks around the world were slashing 

rates. This obviously widened the interest rate gap between Mexico and the U.S., prompting a 

surge in foreign portfolio inflows into the economy. The stage was set for a sudden reversal of 

capital flows following the collapse of Lehman Brothers in September 2008 (see Figure 5).   In 

the end, Mexico’s tight trade and financial integration with the U.S. market meant that it was one 

of the most adversely affected EEs and the delay of monetary officials in responding further 
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exacerbated this shock.  As Figure 1 shows, GDP growth was -5 percent in 2009; interest rates 

were reduced over the first two quarters of 2009 (see Figure 4) and measures were taken to slow 

capital inflows and halt currency appreciation. Mexico’s fiscal stimulus amounted to about one 

percent of GDP (see Table 4), although most of the negative effects of the global crisis had 

already worked their way through the Mexican economy.  

In short, the Mexican authorities misread the chaotic events that were unfolding on Wall 

Street in mid-2008; however, once the monetarist blinders were lifted, policy makers moved 

more pragmatically. Development banks in Mexico intervened to provide liquidity and to 

maintain fully functioning credit markets following the collapse of Lehman Brothers. The Banco 

de México also sold off more than US$10 billion to avoid a large and costly depreciation of its 

currency, which could have generated serious inflationary pressures (Esquivel 2014).  By 2010, 

Mexico’s growth was back up to 5 percent of GDP. 

Brazil, too, was quickly back in business with an even higher growth surge than Mexico 

registered in 2010.  Interestingly, in spite of being less open than Mexico on the financial policy 

openness index in Table 1, Brazil has out-performed Mexico in terms of the depth of its financial 

sector, the provision of credit to the domestic private sector, and its lower percentage of non-

performing loans.  However, if Mexico has erred on the side of running an overly tight monetary 

policy and the channeling of too little credit to the domestic private sector, Brazil has been too 

heavily weighted in the other direction.   

Government policy had been expansionary since the commodity lottery struck Brazil in 

2002-03.  With the inauguration of the avowedly leftwing Labor Party to the executive office in 

2002, Brazil’s longstanding statist impulses wrestled with the imperative to control inflation.  

The result was the generation of a number of state-sponsored programs (e.g., the Productive 
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Development Policy and the Program for Accelerated Growth) that were designed with an eye 

toward inducing greater private sector investment and participation in the Brazilian economy. 

Fiscal policy was expansionary while monetary policy was tight; the stated goals were to spur 

higher growth rates, lower real interest payments and achieve a fiscal surplus by 2013 (Fishlow 

2011, 78).  Up until 2007 net portfolio inflows were booming, FDI was pouring into the country 

and growth was running at 6-7 percent of GDP.      

When the GFC hit Brazil with a vengeance in mid-2008 these stated macroeconomic goals, 

as well as the expectations for the domestic private sector to step up to the plate, were eclipsed 

by the necessity to control inflation, slow capital inflows, and counter the steep currency 

appreciation that booming commodity prices had fostered.  Interest rates were eased, the 

“financial operations tax” on incoming portfolio inflows was raised to 6 percent, and the 

Brazilian Development Bank became the institutional conduit for channeling credits to both 

private and public entities. In all, Brazil’s fiscal stimulus amounted to roughly 0.5 percent of 

GDP.  Brazil, being much less integrated with the U.S. economy, did not suffer the same erratic 

capital outflows (see Figure 4) or drop in growth (see Figure 1) that Mexico had experienced in 

the throes of the GFC.  Like Mexico, Brazil’s banking sector had not engaged in the toxic 

mortgage-backed securities that triggered the U.S. crisis.  By 2010 Brazil’s growth had 

rebounded to 7.5 percent of GDP.       

With differences in emphasis and execution, Brazil and Mexico both combined statist and 

market-oriented financial policies in response to the GFC.   Argentina, on the other hand, has 

fallen back on a financial policy approach reminiscent of the 1960s and 70s in Latin America.   

With growth plummeting between 2000 and 2002 and a multi-billion dollar debt default in 2002, 

the country’s future could not have looked bleaker.  Then, suddenly, the commodity lottery hit, 
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with GDP growth averaging 8-9 percent from 2003 to 2007.  Further room to maneuver was 

obtained with the radical reduction of external debt payments due to the government’s unilateral 

settling of some 75 percent of its defaulted loans far below market value.   

These two factors together meant that Argentina had the opportunity to get back into the 

game of macro-stability with high growth.  Instead, the country’s foreign exchange earnings 

from high commodity prices, combined with a burst of FDI from China, has prompted a 

populist-style spending spree.  The county’s fiscal and current accounts have deteriorated, 

double-digit inflation is on the rise, and the government is now resorting to import and price 

controls, as well as strict controls on capital outflows.  Figure 5 shows the extent to which 

portfolio investors have exited the Argentine market (but also how foreign direct investment has 

continued to flow in). 

It is difficult to discern the amount that Argentina spent on its fiscal stimulus in 2009, versus 

the massive fiscal outlays that have been underway since 2003.  Prasad and Sorkin (2009, 5) 

estimate that the Argentine fiscal stimulus was about 1.3 percent of GDP.  As of 2010 the 

government began dipping into Central Bank reserves to cover its expenditures, the result being 

a precipitous US$12 billion drop in reserves between 2010 and 2012 (see Figure 3). Argentina’s 

rebound in 2010 was thus sharper, at 9.2 percent of GDP, although underpinned by one of Latin 

America’s more dramatic episodes of capital squandering.   

The Emerging Slowdown and Continuing Challenges 

In 2012 growth slowed in all three of our countries (see Figure 1) and the slump has 

continued into 2014.  The slowdown can be accounted for by any number of factors in the 

external environment, including the slowing of Chinese demand for Latin American 

commodities as China’s own growth has cooled from 10 percent of GDP in the 2000s down to 7-
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8 percent today.  The continued turmoil in world markets, including volatility in oil and 

commodity prices, and a much longer than expected recovery of the OECD bloc from the GFC 

has also been a damper on global demand.  However, as difficult as these external pressures may 

be, growth in Brazil and Mexico has also slowed rather precipitously due to the huge backlog of 

structural reforms still pending from the 1990s. For example, both countries have now been 

surpassed by China in the 2013-14 rankings from the World Economic Forum’s annual Global 

Competitiveness Report.  

It was on this very question of competitiveness and microeconomic restructuring that 

Washington Consensus reforms based on deeper liberalization and deregulation had stalled in the 

late 1990s in Argentina, Brazil, and Mexico.  A stark reality of this period was the failure of per 

capita growth and employment creation to keep pace with positive aggregate returns.  The 2000-

03 global recession exacerbated these trends until, seemingly out of nowhere, the commodity 

lottery struck; most pending reforms were placed on the back burner as China suddenly became a 

key intervening variable for all three Latin American EEs analyzed here.   

All three South American countries face the ultimate challenge of channeling incoming 

capital flows into domestic savings and much higher levels of productive investment.   For 

example, when comparing China and the Latin American region, the latter’s deficit in terms of 

Gross Capital Formation (GCF) is significant.  From 2000-2008, Latin America’s GCF rate 

averaged less than 19 percent of GDP; conversely, China’s average rate of GCF was more than 

double that figure. As Nassif (2010) argues for Brazil, “the country has sacrificed higher and 

more productive growth over the past twenty years due to the partial and incomplete nature of its 

microeconomic reforms.”  Moreno-Brid and Ros (2009) emphasize the same microeconomic 

reform lag for Mexico, which has been compounded by a tight monetary policy and more than a 



Page | 20  

 

decade of delays in the reform of the energy sector, labor markets and monopolistic ownership 

patterns in key industries.  

Where do these three cases stand on these issues of systemic reform, particularly with regard 

to creating a positive environment for investment?  In Figure 7, we borrow from the World 

Bank’s Doing Business indicators, which reflect a variety of key measures that are crucial for 

growth, investment, and competitiveness; we report the ranking of each country on the overall 

“ease of doing business,” then follow up with three features most relevant to financial policy--- 

obtaining credit, protecting investors, and resolving insolvency. Each country is ranked on each 

variable, with a higher score indicating worse performance; the maximum rank is 189, which 

illustrates that only Mexico has made it into the top half of business-friendly environments. 

Indeed, Mexico, in line with its more market-oriented development policy, has the best rank 

with regard to the overall ease of doing business as well as with regard to the three financial 

policy measures. Although Argentina is ranked abysmally on the “ease of doing business” 

indicator, it performs better than Brazil in terms of “getting credit” and “resolving insolvency.” 

In this respect, Brazil’s thick regulatory/bureaucratic overhang reflects the extent to which this 

version of the state capitalist model is still too much of a drag on growth.   

This Brazilian lag shows up in other data as well.  Whereas the average South American 

rate of government spending as a percent of GDP is about 26 percent, Brazil stands at 40 percent. 

The private banking sector, meanwhile, has made itself scare. In 2012, the private sector 

provided just 12.8 percent of long-term financing, while the state-owned development bank 

(BNDES) provided around 72.4 percent (Colby 2013).  Between 2000-2012 Brazil’s total foreign 

exchange reserves increased 11-fold and stood close to US$370 billion at the end of 2012.  

Capital is abundant but, as noted earlier, absurdly expensive; private domestic investment and 
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productivity are flat; and, bolstered by an overvalued exchange rate, domestic consumer 

spending is running at around 62 percent of GDP.  

Meanwhile to speak of Argentina’s competitiveness or even a development model proper, is, 

at this juncture, a moot point. Macroeconomic populism, including financial repression, has 

thrived on a prolonged commodity price boom. Thanks to its growing economic ties with China, 

Argentina could muddle along with macro-profligacy, high inflation, and sub-optimal returns for 

some time to come (Fishlow 2013) – but this hardly bodes well for the country’s long-term 

progress. 

Finally, another challenge for all these cases involves underlying social pressures for more 

fairness in economic benefits and burdens. In all three of the cases we have examined, the Gini-

coefficient fell considerably in the 2000s (see Figure 8); while relatively high growth in the 

2000s was one of the driving factors, it is also the case that Brazil and Mexico adopted a more 

targeted approach to poverty reduction (while Argentina instead took a populist path that had 

some positive effect on distribution but is increasingly problematic for the macro-economy).  

The generalized improvements may mean that expectations are high: for example, recent mass 

protests in Brazil against bus fare hikes and bloated infrastructure spending on the upcoming 

World Cup games in 2014 and Olympics in 2016 suggests that the public expects more from 

their elected leaders and this will be a continuing pressure in years to come. 

Conclusions 

“In economies characterized by intractable market and informational 

imperfections, conglomerates and economic groups, even as they may 

correct government-induced financial repression imperfections, could 

exacerbate others, particularly via the creation of oligopolistic power. The 

close association of financial intermediaries with non-financial 
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corporations, frowned upon by United States regulations, can indeed lead 

to distortions in the allocation of credit . . .” Díaz-Alejandro (1985, 13) 

The Latin American debt crisis of the early 1980s unhinged the economic orthodoxy of that 

time.  On the one hand, traditional models of statist intervention were shown to have been 

problematic – but, as Díaz-Alejandro clearly pointed out, so too were models too ideologically 

fixated on financial liberalization.  Díaz-Alejandro thus called for a more pragmatic and data-

driven approach to financial design – and in the quote above, he also cautioned about the 

political economy of reform, noting how excessive financial liberation would interact with 

wealth, how this could lead to distortions in credit allocation, and the need to counter these 

challenges with the sort of financial regulations the U.S. once employed to better separate 

various forms of banking and finance. 

It is an eerily prescient analysis of the GFC as a whole.  After all, the weakening of U.S. 

banking regulations in the context of rising inequality and highly liberalized global capital 

markets surely played a role in producing the variety of financial instruments that eventually 

shipwrecked the global economy.  And policymakers in the U.S. responded to the financial crisis 

by abandoning their own traditional and rigid commitment to laissez-faire; instead, they adopted 

a modernized version of financial repression (or what economist Alan Blinder (2014) has gently 

termed “unconventional monetary policy”): sharply lower interest rates, large increases in the 

monetary base, and a rapidly rising debt-to-GDP ratios. European adjusters, while often quicker 

to come back to the idea of fiscal balance, also loosened the strings of both policy and ideology 

to grapple with the GFC. 

Policy makers in the emerging economies were forced to consider this new “Washington 

Consensus” as a background factor in their own decision-making, particularly given the impulse 

U.S. policy gave to capital inflows to the South.  Adjustment in the three cases we consider here 



Page | 23  

 

– Argentina, Brazil, and Mexico – was made easier by favorable terms of trade and a strong base 

of reserves – but involved the adoption of certain policies, such as capital controls, once 

considered anathema to a more modern approach to Latin American policy making. Díaz-

Alejandro’s call for pragmatism, in short, helped play a role in ameliorating the worst-case 

scenarios that could have resulted. 

But while the first few years were weathered relatively well, the current era is marked by an 

emerging slowdown and continuing long-term challenges. Mexico has better current growth 

performance and prospects than the others but Argentina is careening further into populism while 

Brazil remains saddled with a financial system in which real interest rates are too high and a 

business atmosphere where confidence is too low. All three face social challenges as well, 

particularly given the progress on income distribution that may be raising expectations in the 

years to come. 

To weave together the policies needed to meet the challenges ahead, it is useful to recall 

Díaz-Alejandro’s claim that “a believable alternative (financial) system” would necessarily be 

“eclectic.” Fortunately, the ideological battles about repression versus liberalization have waned, 

at least to a degree, especially given that the U.S. has itself shifted to looser money and 

historically low interest rates for nearly six years.  This unconventional monetary policy has 

opened up new opportunities for countries like Brazil and Mexico, but also new constraints. The 

recent slowing of growth in these countries has helped to highlight the kinds of structural 

reforms that remain to be tackled; to further delay the undertaking of these reforms would be to 

jeopardize the considerable growth and income gains that have been made over the past decade.      
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Tables and Figures 

Table 1.  Financial Liberalization, Depth, and Performance on the Eve of the GFC 

(2007) 

 
 Liberalization Depth Domestic Performance 

 

 

Financial 

policy openness 

index  

(0 = statist;   

1= open) 

Financial 

assets/ 

GDP 

 

NPLs/ 

total  loans 

 

 

Credit to 

private sector/ 

GDP 

 

Canada 0.66 4.93 0.7 1.57 

France 0.69 3.37 2.7 0.99 

Germany 0.69 3.34 2.6 1.05 

Italy 0.64 3.05 4.6 0.96 

Japan 0.69 6.77 1.4 0.97 

UK 0.85 4.70 1.6 1.74 

US 0.64 4.63 2.9 2.02 

G7 mean 0.69 4.40 2.4 1.33 

     

China 0.14 0.44 6.2 n.a. 

India 0.19 2.62 2.5 0.43 

Indonesia 0.60 1.28 4.1 0.23 

Korea 0.81 3.35 0.7 1.01 

Malaysia 0.45 4.66 6.5 1.01 

Philippines 0.31 1.92 4.5 0.28 

Thailand  0.36 2.98 5.7 0.83 

Asian 7 mean 0.41 2.46 4.3 0.63* 

     

Argentina 0.32 1.02 2.7 0.13 

Brazil 0.54 2.53 2.0 0.43 

Chile 0.88 2.42 0.8 0.80 

Colombia 0.49 1.15 3.3 0.36 

Mexico 0.72 1.22 2.7 0.20 

Peru 0.71 1.38 2.2 0.19 

Venezuela 0.40 1.29 1.9 0.18 

Latam 7 mean 0.59 1.57 2.2 0.33 

     

EE 14 mean 0.50 2.02 3.25 0.44* 

 
* Mean excludes China 

Note: Regional averages are unweighted means.  
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Sources:  Wise, Armijo, and Katada (2014); data explanation: our “Financial Policy Openness Index” is the mean of 

three measures (re-normed to a common scale,): a) the 2007 score for “overall restrictions [on international financial 

integration] index” from Schindler (2009); b) the 2005 figure for “fraction of the banking systems assets in banks 

that are 50% or more foreign owned” from Barth, Caprio, and Levine (2008); and, c) the 2007 score for “domestic 

financial liberalization” from Kaminsky and Schmukler (2003) as updated by WEF (2009). “Financial assets/GDP” 

is Beck and Demirguc-Kunt’s (2009) second measure of this concept (Col. AM). “NPLs/total loans” is from WDI 

online, accessed August 2011. “Credit to the private sector/GDP” is “private credit by deposit money banks and 

other financial institutions/GDP” from Beck and Demirguc-Kunt (2009). 
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Table 2. Financial Policy Responses to the GFC, 2008-2011 

Argentina 

-Reduction of reserve requirements in dollars and in national currency as well; 

-Provision of liquidity in national currency via the daily repurchase of bonds issued by the central bank, a 

tripling of credit lines to local banks, refinancing of the liability issued by the government and the launch of 

a new plan for mortgage credit;  

-Further provision of liquidity in foreign currency through swaps with China’s and Brazil’s Central Banks; 

-Imposition of measures to deter the sending of capital overseas; 

- Incentives for the repatriation of assets. 

 

Brazil 

- Reduction of reserve requirements and reduction of the interest rate spreads for public banks; 

- 2 percent “financial operations tax” (IOF) imposed on stock and bond market purchases; 

- IOF increased to 6 percent for fixed income investments and from 0.38 percent to 6 percent on margin 

deposits for derivative transactions; 

-Authorization for the Central Bank to lend to domestic banks with guarantees based on their credit assets; 

-Facilitation of rediscount operations with permission to purchase assets of small-and middle-sized banks; 

-Treasury credit transfer to the Brazilian Development Banks (BNDES) with reduced fees; 

-Greater flexibility on the rules for BNDES loans and release of credit lines to states; 

-Reduction of basic interest rates and BNDES’ loan fees; 

- Provision of liquidity in foreign currency through swaps to importers; 

-Dollar liquidity swap agreement with the US Federal Reserve and a partial easing of reserve requirements. 

 

Mexico 

 
-Interest rates reduced from 8.25 percent to 4.5 percent over seven months in 2009 (after being raised three 

times in 2008); 

-Provision of liquidity by development bank; 

-US$10 billion foreign exchange auction by Central Bank to halt currency appreciation; 

-Capital inflows diminished by 20 percent from 2.7 percent of GDP in 2007 to only 2.2 percent in 2009; 

-2010 restrict net capital inflows; 

-Dollar liquidity swap with the US Federal Reserve. 

 

Sources: ECLAC (2010; 2012); Reinhart (2012, 46); Esquivel (2014); Wise and Lins (2014). 
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Table 3. Financial Inflows and Major Financial Shocks 

 

Financial crises 

(country, year) 

Rank of recipients, by 

absolute volume of 

private flows, 1990-96 

Private capital flows 

1990-96, % GDP (in 

1996) 

FDI flows, 1990-96, % 

private capital flows 

 

Mexico 1994-95 2 33.0 42.8 

Thailand 1997 6 27.1 22.7 

Indonesia 1997 7 17.7 22.7 

Korea, Rep. of 1997 -- -- -- 

Malaysia 1997 5 62.7 47.2 

Russian Federation 

1998 

11 4.8 18.7 

Brazil 1999 (2002) 3 12.6 20.7 

Turkey 2000-01 10 12.1 22.1 

Argentina 2001-02 4 23.9 33.4 

China 1 25.2 68.2 

India  8 7.6 20.6 

Chile 9 39.4 37.2 

Source: Zhaga and Nankini (2005, 243).  
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Table 4.  Inflation in Latin America: 1980-2009 

(period means) 

 

 1980-4 1985-9 1990-4 1995-9 2000-4 2005-9 

Argentina 279 855 445 0 12 13 

Brazil 130 488 1674 26 10 7 

Chile 19 23 17 4 5 6 

Colombia 24 26 30 16 7 6 

Mexico 54 82 17 23 10 5 

Peru 82 725 1472 8 3 4 

Venezuela 13 31 37 50 27 20 

 

Source: WDI 2011 
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Table 5.  Macroeconomic Stimulus Packages 

 

 Policy Interest 

Rate Cut, % 

(to Mar 2009) 

Fiscal Stimulus 

USD $bn 

Fiscal Stimulus, 

% of GDP 

Canada 3.50 43.6 2.8 

France (ECB) 1.50 20.5 0.7 

Germany (ECB) 1.50 130.4 3.4 

Italy (ECB) 1.50 7.0 0.3 

Japan 0.40 104.4 2.2 

U.K. 2.00 40.8 1.5 

U.S. 3.50 841.2 5.9 

    

China 2.16 204.3 4.8 

Korea 2.00 26.1 2.7 

India 2.50 6.5 0.5 

Indonesia 2.50 12.5 2.5 

Malaysia 1.25 .. .. 

Philippines 0.50 .. .. 

Thailand 2.50 .. .. 

    

Argentina .. 4.4 1.3 

Brazil 1.00 8.6 0.5 

Chile  1.25 .. .. 

Mexico 0.25 11.4 1.0 

 

Sources: Interest rate cuts from Khatiwada (2009, 10, 12); Fiscal stimulus from Prasad and 

Sorkin (2009, 5). 
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Figure 1. GDP Growth in Argentina, Brazil and Mexico, 1980-2012 
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Figure 2. Evolution of the Terms of Trade in Argentina, Brazil and Mexico, 1980-2012 
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Figure 3. Official Reserves as % of GDP, 1980-2012 
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Figure 4. Real Interest Rates in Argentina, Brazil and Mexico, 1996-2013 
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Figure 5. Net External Investment Flows, Argentina, Brazil, and Mexico, 1994-2013 
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Figure 6. Gross Savings as % of Gross National Income, 1994-2012 
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Figure 7. Doing Business in Argentina, Brazil and Mexico 
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Figure 8. Income Inequality in Argentina, Brazil and Mexico (and the U.S.) 
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