WORLD FINANCIAL CRISES:  LESSONS OF THE PAST AND CONSEQUENCES FOR LATIN AMERICA (19TH, 20TH, 21ST CENTURIES)
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In the present essay we propose a general historical (and theoretical) framework in order to attempt to better understand the sequence of major financial crises over the last century and a half. We combine this with analysis of the cycles of indebtedness of the Latin American nations from the first epoch of financial globalization (1870-1914) to the second and most recent age of global finance (1970-2008), and conclude with comments on the nature of the changing international financial architecture in different eras. 

Our first hypothesis is that given the depth and breadth of the devastating financial crisis which broke out in late 2008, it is important to call attention to historical antecedents and to look again with care into the business cycle literature. More specifically, it is useful to distinguish between major and minor financial crises, since the impact of the former is so much greater. As is well known, until the 1930s, both financial crises and debt cycles were understood in terms of the cycles of classic capitalism, as described in the vast literature on business cycles developed by many authors, such as Clement Juglar, Nicolai Kondratiev, Wesley Mitchell and Joseph Schumpeter, among others. From the 1960s, however, the economics profession increasingly ignored the contributions of this important analytical and empirical tradition. At the same time, a majority of economists lost interest in an historical perspective with regard to finance, and many argued that the old business cycles had come to a close after Bretton Woods (1944), under the apparent presumption that major crises were unlikely in the future. However, the explosion of the Latin American debt crises in the 1980s led a considerable number of researchers to focus their attention on international finance and a minority to look again to banking and monetary history to analyze past crises, in particular the crash of 1929 and the Great Depression. 
 

Nonetheless, this interest in explaining financial trends in the long-run, was completely overshadowed in the 1990s by the fascination with the dynamics, volatility and impacts of the liberalization of global finance. The literature produced by economists in academe and in bank research departments grew exponentially.  However, it was infrequent to find new studies which focused on the usefulness of distinguishing between major and minor financial crises. This can be even observed in the recent paper by Carmen M. Reinhart and Kenneth S. Rogoff, “A Panoramic View of Eight Centuries of Financial Crises” (NBER, Spring 2008) in which they affirmed that their historical review shows that “the recent US sub-prime financial crisis is hardly unique”. They noted that “crises frequently emanate from the financial centers with transmission through interest rates shocks and commodity price collapses”, but surprisingly their overview missed the essential point which is that there are significant differences in the dimensions and consequences of minor or major financial cataclysms. As is now altogether too evident, the crisis that exploded in 2008 has already been recognized to be altogether on a larger scale than any other since the 1930s and will not pass away quickly.  

Additionally, in this essay we argue that it is wise to review the history of the major changes in the institutional frameworks of financial markets both on a national and international level. This is important at a time when there is much talk of future reform of the international financial architecture.  In this respect, it is essential to ask big questions such as:  What have been the major changes over the last century of such structures?  Do such changes take place regularly and/or systematically or do they tend to be the result of major, global trauma?  The recent literature by economic historians has provided some important avenues for exploration and understanding of these transformations. 

In brief, we argue that until 1929 it is possible to consider the gold standard system as the most significant feature of an incipient “international financial architecture”, as a large body historical literature suggests. In practice there were no multilateral financial institutions and few formal rules on the management of international financial transactions.  This was reflected in numerous financial crises, particularly in the 1920s in which there was relatively, little cooperation among central banks or among the government treasuries of the more powerful nations.  In this early age of globalization, laissez-faire was indeed dominant, but the crash of 1929 and the Great Depression destroyed that existing financial order. After the end of the Second World War and the financial and monetary agreements ratified at Bretton Woods (1944), it is possible to speak of a new era of capitalism in which there was much greater regulation of finance, both nationally and internationally. The economic history textbooks now speak of this as a golden age of economic expansion. Indeed, this was an era when there were not only less financial crises (and less severe, as well), but also more stable and sustained growth trends on a world scale for several decades. 

Nonetheless, the financial system that has come to be known as Bretton Woods I came to its end after the abandonment of the dollar standard by Richard Nixon and the United States authorities in the early 1970s. Stability was reduced as global capital flows increased and so did financial and monetary volatility. In this essay we argue that some important aspects of the dynamics of a new financial regime can be found in  the foreign debt boom in Latin America of the 1970s. According to Barry Eichengreen and Albert Fishlow, the age of bond finance which had largely characterized classic capitalism until 1929 as well as during the Bretton Woods I period was replaced in the early 1970s by a short era of predominance of bank finance, as the largest United States, European and Japanese banks began directly channeling huge amounts of capital abroad, in many cases recycling petrodollars. It is possible to argue that the contemporary era of financial globalization began then, although it acquired new and much more complex characteristics in the 1980s as new portfolio capital flows grew in importance, managed by a variety of financial intermediaries, pension funds, money market funds, and so forth.   From the mid 1980s, the financial sector and capital markets in the United States and Europe, especially, experienced an age of enormous expansion: in London the origins of this financial liberalization were described as the Big Bang. While the outlines of the old financial architecture of Bretton Woods I appeared to be still partially in place, in practice they had largely dissolved.  The enormous, unregulated expansion of financial markets and instruments led to successive financial surges and ever greater speculation until 2008, accompanied by huge capital accumulation by international elites and financial firms. 

While many bankers and economists considered liberalization of financial markets a great step forward,  the new age of increasingly unregulated global finance proved extremely costly in terms of volatility for Latin America from 1982 onwards and in other Third World regions, particularly Africa, and later Asia during the late 1990s. Massive inflows and outflows of capital led to abrupt economic cycles and major crises in most of these nations. The even more massive and global crisis of 2008 has made painfully clear the errors of unregulated global finance and all too evident that a major transformation must take place in coming years to allow for a more stable and just world economic order.  But such a reordering does not necessarily or simply imply a return to the principles of Bretton Woods. The developing nations have paid too high a price in recent decades in successive financial crises during the 1980s and 1990s –not to speak of the impact of the crash of 2008 and 2009– to simply accept a return to the past. 
Financial Theories, Business Cycles and Historical Analysis 

The present world crisis underlines the need to refocus attention on economic and financial cycles and studies on crises in historical perspective.  During recent decades many mainstream economists appeared to believe that the financial crises of classic capitalism were a thing of the past. They paid little attention to economists like Hyman Minsky who underlined the intrinsically volatile dynamics of financial markets.  They also avoided paying much attention to more critical economists in many countries who emphasized the distortions and mistakes of market fundamentalism.  Equally grave was that in most economics departments (of the United States, Great Britain and  elsewhere) financial history tended to be considered peripheral to the preoccupations of a great number of economists engaged in the analysis of finance. This trend dominated despite the publication of classics like that of Charles Kindleberger, Manias, panics and crashes (1978) and numerous works that clearly linked the past to the present. Similarly, the more traditional and rich literature on business cycles and financial crises was frequently neglected.   

The present world financial crisis makes altogether evident how important it is to include sections on the history of finance in any economic curriculum, including analysis of the interpretations of classic economists in this field. This inevitably requires attention to be paid to the history of economic thought and analysis of the origins of serious empirical work with time series. For instance, it is possible to identify Thomas Tooke, as the first economist to have systematically worked on price history and cycles, already in the 1830s, followed later by Clement Juglar, who published detailed empirical studies on cycles and crises from the 1860s, Michel Tougan Baranowsky who published in the early 20th century, and Nicolai Kondratiev  in the 1920s.   In the case of the United States, the pioneering work of Wesley Mitchell from 1913 in this field led directly to the creation of the National Bureau of Economic Research in the 1920s and later to the multiplication of the work of influential, empirical economists –with whom Mitchell collaborated– such as Arthur Burns, Simon Kuznets and Wassily Leontieff. In a similar vein, it is important to note that the research of Joseph Schumpeter was heavily marked by the analysis of the relation between business cycles and technological innovation. 

Within the field of study of business cycles, special attention was devoted by some authors to the analysis of financial crises. Perhaps the economist  who did most internationally to raise the issue of the difference between major and minor crises was Kondratiev, who presented a theory on the importance of  distinguishing those great crises of capitalism that were followed by deep and prolonged recessions in various countries, as opposed to relatively minor financial crises, which had less lasting impacts.  From this perspective, it was commonly accepted that the major crises of classic capitalism were those of 1846, 1873 and 1929, the latter two being followed by long periods of international recession. 

While this literature waned after World War II, from the mid 1980s a number of economists interested in the history of finance began to publish important papers and books that began to renovate the field. The explosion of the literature on global finance took off shortly after the outbreak of the debt crises of the 1980s in Latin America. Among the issues debated by analysts were practical problems of how to deal with the debt crises that began in 1982 and whether the principal debate was on whether the crisis was the result of illiquidity or insolvency. A further area of analysis and debate in the mid 1980s focused on possible solutions to the crisis including: fiscal adjustment and policies to “grow out of the crisis” by promotion of exports; partial debt forgiveness; debt moratoriums and/or outright repudiation. 

It became increasingly clear that the use of time series was useful to the analysis of international finance and as a result there began a return to history, impelled by a considerable number of economic historians and economists interested in the trajectories of financial markets in the long run. Among economists with a more historical bent, who focused on Latin America, and who sought to see if there were lessons to be learnt from past debt crises, some names stand out:  Carlos F. Díaz-Alejandro wrote a pioneering essay, and was followed by Albert Fishlow, Peter Lindert, Barry Eichengreen, Jeffrey Sachs, and a number of Latin American economists, including Óscar Ugarteche, who continues to be at the forefront of this field. 

Subsequently, monetary economists such as Michael Bordo and Barry Eichengreen, among others, began to deepen and broaden research on comparative study of financial crises over time and their anatomy. They and a growing number of colleagues have analyzed major crises and dozens of lesser crises, 1826, 1837, 1857, 1866, 1882, 1890, 1902, 1907, 1920/21, etc., in a succession of papers which constantly enrich the field and can be read online regularly as they are produced.  At the same time, a few macroeconomists like Ben Bernanke and Christina Romer began to publish detailed analyses on the relation between finance and the real economy during the early years of the Great Depression of the 1930s. This literature is particularly pertinent to help explain the historical parallels and contrasts between financial major crises of the past and present.

In the pages that follow we offer a brief overview of the major financial crises in modern capitalism by drawing both on the classic literature on business cycles and crises and the new literature on the subject of global, financial and monetary history. We complement and illustrate with some of the research on the history of Latin American finance. 

The first world financial crisis?  The widespread impact of the panic of 1873

While there many banking panics and financial crises during the first seven decades of the nineteenth century, most of them did not lead to an international financial collapse. Financial crises such as those of 1837 in the United States and those of 1857 and 1866 in London and Paris had an impact on international trade but were not long lasting. On the other hand, the crisis of 1873 had much broader consequences and many economic historians consider that it led to a long period of recession in a number of countries. The collapse began with a bank panic in Vienna, which soon spread throughout Europe and was transmitted to the United States where there was a stock market panic. This resulted in a wave of bankruptcies. In the United States, the most powerful engine of growth –railroad projects– were suspended and there was a recession lasting five years. At the same time, the financial crisis led to a decline in international trade on a global scale and to a series of debt crises in the Ottoman Empire and in many nations in Latin America.

Why was this crisis so widespread and intense?  One answer is that by the 1870's the international monetary and banking system had become more complex and closely interrelated. World finances were no longer under the sway of just one or two dominant money markets (London and Paris) but now could be better described as a constellation of various primary and secondary financial centers, all of them interdependent. Thus, in contrast to previous nineteenth century financial debacles, which had been ignited by panic on the London or Paris money markets, in the case of 1873 the crisis was triggered by financial distress in Central Europe and the United States. This development reflected the rapid process of integration of capitalism on a global scale. Severe banking problems in one corner of the world were now transmitted with considerable speed to distant financial centers, thus producing a generalized economic short-circuit.

Contemporary writers, as well as theorists of a later age, attributed the economic calamities of the 1870's to two principal factors. For Juglar, Kondratiev and Lewis, the prime force underlying the breakdown was found in the decline of primary and industrial commodities on a world scale; this trend produced a drop in the profit rates of key economic sectors in both the more advanced and the less developed nations.
 For Giffen, Schumpeter and Rostow, on the other hand, the ultimate cause of the crisis sprung from the slowdown in the most powerful and "internationalized" branch of economic activity namely, railroad construction.
 The advances achieved in the years preceding the crisis of 1873 had been nothing less than spectacular: in the United States rail mileage had doubled since the end of the Civil War from 55,000 to over 100,000 miles; in Russia over twenty thousand miles had been built from the late 1860's; and throughout Europe, the railway mania continued to incite investors to pour their savings into dozens of new companies, both at home and abroad. Subsequently, the stock market slumps produced a dramatic fall in the companies' paper profits and an equally abrupt decline of investment in the field. As a result, railway magnates and contractors around the globe froze construction in progress, laid off workers and cancelled supply contracts with metallurgical and mining industries. 

But the downturn in commodity prices and the drop in railroad construction were not the only catalysts of depression. The financial tidal wave caused by the Franco/Prussian War of 1870 also played a critical part. Following Bismark's unforeseen and stunning triumph over the army of Napoleon III, the new French government, headed by Thiers, had been obliged to pay a huge indemnity of 5 billion francs (200 million sterling) to Germany. The leading banks of both London and Paris organized a massive rescue operation, raised the money in a remarkably short time-span, and shipped the gold off to Berlin. These indemnity loans –the largest of all financial transactions of the nineteenth century– channeled a massive flow of capital into the economies of Central Europe, yet also spurred an unexpected degree of speculation, thereby destabilizing the financial markets of Western Europe. 

Although the contemporary economic upheaval had its roots in the financial and commercial fluctuations of the industrial nations of the North Atlantic, its impact soon made itself felt with particular virulence in the non-industrialized regions of the Near East and Latin America. In these regions the depression of 1870's can best be defined as a "debt crisis" since the overriding cause of the economic turmoil there stemmed from an excessive accumulation of foreign debts by governments. By 1876 the Ottoman Empire, Egypt, Greece, Tunisia and eight Latin American states had defaulted, and the prospects of repayment appeared bleak. As a matter of fact, the resolution of the Turkish and Egyptian bankruptcies would lead to direct intervention by European powers –most notably Britain and France– in the Mideast and inaugurated the most intense period of colonization in modern history from the early 1880s in Asia and Africa. To begin with, the British and French financiers obliged the Egyptian khedive to sell the Suez Canal, and in 1880 the British government stepped and established colonial rule in Egypt. At the same time, the French and British financiers pressed the Sultan and other leaders of the Ottoman Empire to hand over control of fiscal revenues to a special administrative agency (in which European representatives had a dominant role) and placed Turkish finance under the sway of the Imperial Ottoman Bank, over which the French and British bankers had control. Thus was inaugurated the era of classic imperialism which led to a carving up of the greater part of the globe by the major Western powers. 
In Latin America the crisis caused commercial and fiscal crises and, finally, the default of the largest state debtor which was Peru. Most Latin American states had become heavily indebted in the 1860s and early 1870s as they expected to benefit from the international trade and financial boom. But the Peruvian government was most profligate and took close to 50 million pounds sterling of loans, which it eventually found it was not in a position to repay as commodity resources and prices declined. Although Peruvian guano, nitrate and sugar exports continued fairly strong in 1873 and 1874, by 1875 there soon came  collapse and this led to a stark drop in fiscal receipts and an inevitable default on foreign debt.  

Figure 1
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Source: Carlos Marichal, A Century of Debt Crises in Latin America, 1820-1930, Princeton University Press, 1989, chapter 3. 

Did  the gold standard  provide an international financial architecture? 

From the 1880s, there was a renewal of international capital flows particularly to nations with great agricultural and ranching frontiers such as the United States, Canada, Australia, Argentina, Brazil, Mexico and Russia. The period has been frequently baptized as the first age of financial globalization, and it ran until 1914 when it was cut short by the outbreak of the First World War. The reconstruction of British portfolio capital exports has proved extremely important for comparative financial history, since they were the largest before 1914 flows and the data is good.  The cyclical trends are well reflected in the following graph on portfolio capital exports to Latin America and they are indicative of the effect of the lending booms that preceded the crises of 1873 and  1890.  The comparison with information on international commerce indicates that financial collapse preceded the trade declines and was much more volatile in quantitative terms. This is important because it suggests the key role of finance in unleashing most economic crises.  

Figure 2
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Source:Irving Stone. The Global Export of Capital from Great Britain, 1865-1914: A Statistical Survey.  Palgrave Macmillan, 1999, Table 3.1. 

It may be noted that the crisis of 1873 caused a very large and abrupt fall in capital flows from London (the largest international capital market) to Europe and the Americas. But the same occurred in the crisis of 1890 which has been dubbed as the “first emerging markets crisis” by economists engaged in financial history. The Baring Panic of 1890 was an intense but relatively short-lived crisis. It reflected a temporary weakening of commercial, industrial and banking activity in different parts of the world but it was not the harbinger of a prolonged international depression as had been that of 1873. It is in this sense that contemporaries were partially correct in arguing that the financial storm of 1890 can be defined essentially as an Anglo/Argentine crisis.
 Nonetheless, there are several aspects which lend it a broader significance and demonstrate the growing complexity of the financial markets and the possibility of contagion between  states of Latin America.

In Brazil, during the extraordinary stock exchange boom of 1889-91 known as the "Encilhamento", the position of the Banco do Brasil was weakened by increasing competition with two large banks that obtained note-issue privileges from the government. The rivalry intensified as of December, 1890 when the two rival banks –the Banco dos Estados Unidos do Brasil and the Banco Nacional– proceeded to fuse into one giant financial enterprise called the Banco da República.  Nonetheless, the fusion also reflected the increasingly unstable economic situation and the need to pool resources in order to avoid a panic. In 1891 bankruptcies began to multiply in Rio de Janeiro in the midst of an orgy of speculation. A generalized financial collapse came in 1892 as dozens of old and new companies toppled. 

At about the same time, in Chile there came a banking crisis that followed the civil war of 1890-91 and the downfall of the Balmaceda administration. In this case also –and in a surprisingly similar fashion– the government intervened to force the fusion of the three largest banks into one, dominant institution, the Banco de Chile, which was to assume many of the functions of a government bank, even while continuing as a privately-owned firm. And then in 1893 there was a minor financial crisis in Mexico, which was linked to the financial crash in New York that year. 

Following the crises of the early 1890s, a new financial consensus became dominant throughout Latin America: in many countries there was a move to formally adopt the gold standard to avoid the financial instability of the very recent past as well as to attract new flows of foreign capital.  The turn to gold had begun in both Europe and the United States in the 1870s and subsequently gained strength elsewhere. By the turn of the century, the response of key sectors of financial elites in several major Latin American countries was to press for the adoption of the gold standard, accompanied by advocacy of maintaining high metallic reserves in relation to bank note-issues, in Argentina in 1899, in Brazil in 1906 and in Mexico in 1905.

 The gold standard was generally suspended in most countries around the globe during Word War I, although after 1919 many countries returned to orthodoxy as has been brilliantly demonstrated by Barry Eichengreen in his classic work titled Golden Fetters:  the Gold Standard and the Great Depression, 1919-1939.
  In most nations, however, it was the gold exchange standard that was set in place, offering somewhat more flexibility than the classic gold standard insofar as central banks could use hard currencies (such as the pound, franc or dollar which were tied to gold) to serve as reserves. 

In the case of Latin America, the impact of the First World War had proved contradictory as the initial negative impact was followed by a commodity boom from the late 1915s due to demand for minerals, oil and food products by the powers at war. This was cut short by the crisis of 1920/21 that proved to be one of the most severe ever suffered by Latin American economies.
 Moreover the crisis pushed Latin American political elites into the arms of the New York investment banks which promoted a rapidly expanding business in loans for governments, each carving out its own sphere of influence: Morgan and National City Bank were especially active in Cuba and Argentina while Dillon & Read specialized in the national loans for Brazil and Bolivia; J. and W. Seligman specialized in Peruvian bonds. 

It should be noted that many of the loans served to consolidate the power of dictators like Leguia in Peru (1919-1930), Ibañez in Chile (1927-1931) and Orellana in Guatemala (1922-1926) as well as to maintain neocolonial regimes in Nicaragua, Dominican Republic, Haiti, Honduras and Cuba. Not surprisingly, the alliance between bankers and authoritarian chiefs of state provoked acid criticisms, the brunt of which were directed against the corruption that the loan business stimulated among the ruling circles of the debtor states. As Seligman's agent in Peru observed: "The President was a dictator, and he spent what he chose and borrowed what he chose. The people had no way of checking." 

The 1920s were also a time of return to the gold standard in most  Latin American countries, and a time for the introduction of central banks and fiscal and financial reforms based on North American models. One of the first of international money doctors was then most active: Edwin Kemmerer, a Princeton professor of economics, led financial missions to Colombia (1923), Guatemala (1924), Chile (1925), Ecuador (1926-27), Bolivia (1927) and Peru (1931) and pressed for the adoption of the gold standard.
 Nonetheless, the return to the gold standard and monetary orthodoxy was short-lived and cut short by the world crisis unleashed in 1929

The end of classic capitalism: the crash of 1929 and the Great Depression of the 1930s

The crash of the New York Stock Exchange on October 24, 1929 was heard round the world and announced the end of a decade of prosperity and the beginning of the Great Depression of the 1930's. Black Thursday on Wall Street confirmed the severity of the economic catastrophe, but soon numerous signs pointed to the ominous instability of the international economy. As a result of the stock market collapse in New York (which was actually not as severe as that of October 2008) other financial markets –particularly in Europe– also began to confront problems, but these took longer in becoming critical. By mid 1930, credit markets began to close down with the result that international and national trade declined over four years. 

Figure 3.   Wall Street collapse, 1928-1932
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Stock market panics were accompanied not only by credit crunch and debt crises but also by bank runs and bankruptcies. In the years 1931-1933, there were several banking panics and bank holidays. These began with the Austrian credit collapse in May 1931, as a result of the bankruptcy of the formerly powerful Austrian Credit-anstalt. The run then shifted to Germany and provoked the fall of the even larger Danatbank. This was followed by a weakening of credit markets everywhere and a growing banking crisis in the United States that eventually caused the bankruptcy of several thousand local banks. By late July the London money market had begun to crack under the strain and on September 21 Britain went off the gold standard. 

Abandoning the gold standard was a means of gaining flexibility in the management of both trade imbalances and monetary policy. As is well known, the gold standard’s discipline required a general contraction as the only equilibrium solution for trade imbalances. To remain on the gold standard meant to choose manipulation of domestic interest rates instead of devaluation of the exchange rate in order to correct deficits in the balance of payments. The adjustment mechanism provided by increasing interest rates often resulted in falling economic activity, which in turn reduced imports from third countries. It was expected that the higher interest rates would attract gold from abroad. It was also expected that exports would increase and stimulate a positive trade balance and an inflow of gold or hard currencies, despite the temporary, overall output decrease. However, if a large number of countries were hoarding gold and international trade was disrupted, the expected effects would probably not function.  A number of economic historians, and particularly Barry Eichengreen, have argued that those countries which abandoned the gold standard as early as 1930 or 1931 generally were able to effect an economic recovery more quickly than those that remained wedded to gold. 

In 1931 and 1932 twenty-one countries followed the British example and exchange controls were established by the governments of thirty-one nations around the globe. Subsequently the diehards finally abandoned the gold standard, the United States in 1934 and France in 1936.  The end of the gold standard and the world economic collapse virtually marked the end to what may be termed as the era of classic capitalism. 

In a recent book  (2000)
, Ben Bernanke, present governor of the Federal Reserve Bank of the Unites States, has argued that to explain the causes and, above all, the consequences of the crash of 1929 is, in effect, the Holy Grail of macroeconomists. There are diverging opinions as to both causes and consequences. Many experts in this field of financial history have argued over the last thirty years that the crisis in 1929 was badly managed –among other things– because the Federal Reserve did not increase the money supply sufficiently, and therefore constrained credit markets. In addition, the United States authorities insisted on rigidly sustaining the gold standard which contributed to accentuate rigidities. A most important collective work published in 1998 and edited by financial historians Michael Bordo, Claudia Goldin and Eugene White called 1929 and the subsequent crisis “The defining moment…” of modern American capitalism. 
 Their study demonstrates that the 1930s was the period with the greatest drop in GDP in United States history as well as the period of highest unemployment. 

All these eminently historical studies have been enormously influential in recent months in shaping the way policy makers consider responses to the current financial collapse. This is underlined by the fact that one key figure who is most familiar with the research on the crash of 1929 and on the Great Depression is –as we have noted– Bernanke, the individual most directly responsible today for monetary and banking policy and strategy in Washington D.C. 

In any case, by 1932 it had become evident that the United States and the world economy had already entered a Great Depression and that profound financial reforms were needed and that governments would have to intervene much more actively and step up spending. In the United States, however, it would not be until the election of Franklin Delano Roosevelt in 1932 and the approval of the New Deal, that the government began putting in place sweeping reforms, including more government spending, social security, deposit insurance, new banking legislation, including the Glass Steagall Act, agricultural legislation for relief to farmers,  and mortgage credit reforms, including the establishment of Fannie Mae, as well as a housing authority.  

But these measures took a long time in having an effect. At the blackest moment of the international crisis the major powers resolved to gather at an international economic conference in Lausanne in 1932 in order to shore up the European and, in particular, the German banks. At this meeting the countries entitled to war reparations payments from Germany (which originated from the First World War) renounced further claims upon assumption by the German government of a much-reduced sum; the nominal value of the German war-debt was pared down from $ 31 billion to less than $ 1 billion. At the same time, the same nations which had renounced German reparations now demanded relief on their own financial obligations to the United States. The so-called "allied debts" (which also had originated from the war) surpassed $ 10 billion. Of this total, 42% was owed to the United States by Great Britain, 34% by France, 16% by Italy and 4% by Belgium. Under great pressure the United States financial authorities accepted a debt holiday with duration of one year. Despite this relief, the German government pushed for more concessions, and all the more so after the 1932 elections which brought Adolph Hitler to power. In addition, the Nazi government soon began to take measures to counter the crisis both politically with vicious attacks on all opponents as well as with economic policies that were increasingly oriented to building up a huge military industrial machine, capable of invading all neighbors. In Japan, meanwhile, the economic crisis also pushed the government into imperial ventures; it had already control of Taiwan and several Pacific islands and, as of 1931, became engaged in the first stages of conquest of Manchuria. 

 Efforts to restore world economic order failed miserably. At the London International Economic Conference of 1933 an attempt was made to secure an agreement on currency stabilization by the great powers but failed as a result of the repudiation by president Roosevelt and United States representatives. Economic and political nationalism gained steam as each country attempted to control the enormous damage caused by the Great Depression. 

In Latin America, the international financial crisis also hit hard. From 1931 most Latin American nations abandoned the gold standard, after strenuous efforts to remain faithful in the first two crisis years of 1929 and 1930 when they were subject to severe bloodletting: the gold reserves of all central banks were severely diminished and could not be replaced by export earnings since world trade was falling precipitously. At the same, most governments in the region declared moratoriums on the service of foreign public debts. In January, 1931 Bolivia became the first Latin American state to formally declare a unilateral moratorium on its foreign debts. It was followed by Peru in May and by Chile in July.  Then, in October, the largest Latin American debtor, Brazil, announced a partial suspension of payments on its debts. The partial suspensions soon became effective defaults that would last in most cases until the end of the Second World War. 

Table 1. Latin American debts and defaults, 1931–1950

	Country
	Date of Initial Default
	Funded Externala Debt in 1933 (U.S.$)
	Renegotiations

	Argentina
	No default
	864,000,000
	Interest and amortization paid regularly until final liquidation of foreign debt in 1946.

	Bolivia
	January 1931
	63,000,000
	Default continued until 1948, when negotiations began to cancel interest in arrears but not capital.

	Brazil
	October 1931 (partial default)
	1,239,000,000
	Renegotiations in 1933, 1940, and 1943. By last agreement, a portion of capital reduced in value.

	Chile
	July 1931
	343,000,000
	During several years, partial resumption of interest payments. In 1948, settlement with bondholders.

	Colombia
	February 1932 (partial default)
	164,000,000
	Partial payments until 1935; subsequent total default. Renegotiations in 1940, 1942, 1944, and 1949 for reduction of interest payments.

	Ecuador
	July 1931
	23,000,000
	Debt remains in total default until mid- 1950´s.

	Mexico
	1914
	684,000,000
	Renegotiation of debt in 1930, but terms not fulfilled. Final settlement of national external debt in 1942 and of national railway company debt in 1946. By these accords, capital and interest reduced by 90%.

	Peru
	May 1931
	114,000,000
	In 1934-37, renewal of part of interest payments. In 1947 Peru offers settlement on basis of reduced interest payments. Final readjustment plan in 1951.

	Venezuela
	No default
	–
	Had extinguished external debt by 1933.


a. Includes long-term external bonds still unredeemed. Does not include short-term or “floating” external debts.

Sources: A. Kimber, Kimber´s Record of Government Debts (London, 1934); Corporation of Foreign Bondholders, Annual Reports (London, 1930-52); Foreign Bondholders Protective Council, Annual Reports (New York, 1934, 1936-50): for complete chart see  Carlos Marichal,  A Century of Debt Crises in Latin America, 1820-1930 Princeton University Press, 1989, table viii, p. 212-213.

The new international financial architecture after Bretton Woods 1944

By the mid 1930s as a result of nationalist financial policies implemented in different nations  there was no longer any truly, effective international financial architecture. Nationalism dominated until the II World War. From the early 1940s, however, different groups of economists began to publish studies on the future reconstruction of the world financial and commercial order. And from 1942 meetings were held between representatives of the US and British government to plan the structuring of international finance after the war.  In 1944 delegates of the allied governments and of many countries (including all Latin American states) met in Bretton Wooods, New Hampshire. Among the economists and spokesmen present were John Maynard Keynes for Britain and Harry Dexter White for USA, each of them responsible for the presentation of the so-called White Plan for financial reconstruction (USA) and the Keynes plan (U.K.). But there were also representatives present from France and Canada who presented alternative proposals. The young delegate from Mexico, Victor Urquidi, had published the drafts of these four plans in the Mexican journal El Trimestre Económico, in late November, 1943, so Latin American economists were aware of the ongoing debate quite early; this was not an unimportant fact, since Latin American countries actually represented the largest block of countries at Bretton Woods (some eighteen of forty-four countries present).  

Keynes insisted on support for British recovery and therefore pushed for the International Bank for Reconstruction and Development (later World Bank) while  White pushed more for the IMF and renewal of multilateral trading, with most currencies to be basically pegged flexibly to the dollar. This story has been recounted on numerous occasions and in recent times several detailed books and articles have analyzed the details based on new found archival materials. 

In short, after World War II, a new international financial architecture was put in place which attempted to conciliate national economic interests with international financial supervision: the creation of the IMF was the most important example of the latter. Furthermore, many other multilateral and national financial innovations began to be put in place, including the establishment of multilateral development banks, with headquarters in the United States; the creation of state banks (export/import banks, development banks) –in Europe and Latin America, in particular– and a much more active financial role of all governments in many kinds of national development programs.  Increased coordination among central banks began to be more frequent  as well as the promotion of an increasing number of official and unofficial of financial/political instruments for coordination among creditor states and banks: for example, the Club of Paris (established in 1956) and the G-7 (1970s). Actually, as is well-known, the G-7 was simply the ratification of the outstanding framework of agreements of the treasuries of the most advanced industrial nations established from the 1950s, which subsequently became fairly standard practice amongst them. 

In the postwar world, the role of the United States was clearly hegemonic in the financial sphere, a fact reflected in the key role of the dollar as international reserve currency. In terms of international financial transactions, the role of the United States government was fundamental, for example in the finances of its military forces on a world wide scale, transferring a huge and sustained volume of funds to bases in Western Europe, Japan, Korea, the Philippines and various points in the Caribbean, for decades.  Complementary was the Marshall Plan which implied the transfer of some 12 billion dollars to Europe after 1947. In addition, it may be noted that loans provided by multilateral financial agencies were in dollars, although in the case of IMF, more flexible monetary instruments were increasingly used in the case transaction based on Special Drawing Rights. Later in the 1960s and 1970s, the hegemony (at times almost monopoly) of the dollar began to cede as many more international debts were contracted in pounds sterling, marks, francs and yens, and as the circle of major financial powers broadened. 

There have been many books and hundreds of articles written about international finance in the postwar world, stressing the stability and growth achieved, despite a numerous series of relatively minor financial and currency crises in different nations. As a result of the multiplication of international financial actors, a political analysis of the financial architecture and dynamics in this period becomes quite complicated. In this regard, it is worthwhile keeping in mind that for several decades, there was no real questioning of the postwar Bretton Woods consensus on the need to maintain low domestic, interest rates, convertibility to the dollar (at a fixed parity of $35 dollars to the ounce of gold), and bank stability, all of which were tied, in a varying degree, to protectionism for trade and industry. Yet by the 1960s, with increased trade competition among the United States, Japan and Europe, accompanied by the expansion of multinational enterprises and later multinational banks, the development of the eurodollar markets and a rising complexity of international transactions on leading capital and money markets, this consensus began to break down. The huge deficits of the United States government during the Vietnam War were also major factors which led to the breakdown of the Bretton Woods architecture, and attacks on pegged exchanged rates began to be common. 

The result was that in the early 1970s the postwar monetary agreements came tumbling down, and so began a new period of increasing financial instability, rising interest rates and rapidly expanding international capital flows. There is consensus that the Vietnam War, plus rising commodity prices in the late 1960s, led to marked inflation in the United States. An additional factor which had begun to undermine the old norms and practice of the Bretton Woods I regime were increased international capital flows. In the early 1970s, the Nixon administration decided abandonment of the dollar gold parity and went for floating rates. This was the effective end of classic Bretton Woods I. 

The changes that began to become visible from the late 1960s and early 1970s presaged the so-called age of financial globalization that was to follow. Some authors have designated this period as that of Bretton Woods II, although others would argue that it was not until the 1980s that the brave new world of global finance would really come into its own, provoking an enormous increase in financial volatility and also political instability, particularly in the indebted countries of the Third World. 

It was from 1973 that a huge, international loan boom was ignited in Latin America, signaling a first phase of the new financial globalization, led by big international banks. The loan boom of the 1970s has been attributed to various causes, the most important being the recycling of petrodollars, as bankers sought new investment outlets as result of the drop in international demand for credits caused by economic recession in Europe and  the USA. It should be noted that in this decade in most other regions of the world demand for external finance was either limited or not feasible: in Japan and Korea, for example, domestic banks financed industrialization; in the nations of the socialist bloc –the USSR, Eastern Europe and China– domestic state-controlled finance was the agency of industrial development; in Sub-Saharan Africa, the volume of external financial flows was reduced, although there was a rising current of official credits.   In summary, during the 1970s, there was much pressure by bankers and other private financial actors to invest the rapidly accumulating petrodollars preferably with public guarantees on repayment. It is therefore not especially surprising (although no one predicted it) that the bulk of the loans should have gone to Latin American governments, state enterprises and banks.

 The supply side explanation of the lending boom has been emphasized by Robert Devlin who argued that the excess sums of petrodollars in Western banks stimulated a ferocious competition among United States, European and Japanese banks to obtain clients who would take loans.
  On the other hand, the lemming-type behavior of all Latin American governments in seeking loans has yet to be adequately explained in theoretical terms, which suggests that the demand sides of the equation needs further exploration.  In any case, any explanation also requires a political component (or more precisely a political economy component) to be able to clarify why different types of regimes in Latin America all became engulfed in the financial frenzy.
In the case of Argentina the expansion of the foreign debt took place basically during the bloody military dictatorship of 1976-1983, although it had begun on a small scale before. In 1975 the Argentine foreign debt stood at 7,900 million dollars ($7.9 billion) but rose to 45,000 million dollars ($45 billion) by 1983. A review of the bond issues of those years indicates that a large part was guaranteed by state companies such as YPF, the state-owned water, electrical and telephone companies. Great sums were expended in hydroelectric projects, highways and an unknown amount in military expenditures. Private corporations also took debt abroad, although these debts were mostly absorbed by the state by means of exchange rate coverage schemes in the years 1982-1983.  

In the case of Mexico, the reasons for increasing foreign indebtedness were linked to the strategy of the state political party, the PRI (Partido Revolucionario Institucional), to reinforce populist strategies that could guarantee the maintenance of an immense party bureaucracy and a continued political monopoly of power. One of the key instruments was the financing of state companies which provided jobs, bureaucratic plums and thousands of contracts.  In the 1970s, two public enterprises, Petróleos Mexicanos (PEMEX), the profitable state petroleum monopoly, and Comisión Federal de Electricidad (CFE), the state electrical consortium, took the greatest number of loans. The foreign debt of PEMEX had stood at barely $ 367 million in 1970 but by 1981 had surpassed $ 11 billion, representing 27% of total long-term Mexican public debt. Promoting electrical expansion was also a major government priority under the administrations of presidents Luis Echeverría (1970-1976) and José López Portillo (1976-1982), which led the external obligations of the public electricity corporation, CFE, to rise from $990 million in 1970 to over $8.2 billion by end of 1981. Throughout the rest of Latina America the loan boom was also based on state-led capitalism models impelled by alliances of international banks and local technocrats and generals, all blessed by the IMF. The oil export boom impelled the portfolio flows. Also important was reluctance of elites to carry out tax reforms and preference to rely on foreign loans to cover both revenue and development needs.

Latin American Debt Crises of the 1980s

The limits to these policies were reached in 1982 when the debt crisis broke. The spark that ignited the financial cataclysm did not originate in Latin America but rather can be found in the abrupt shift in interest rates in the United States. When the president of the Federal Reserve Bank, Paul Volker, decided in 1980 to cut inflation radically he did so by pushing interest rates sky high. The result was an enormous increase in short term interest rates which also pushed the debt service of Latin American foreign debts upwards at enormous speed and made a debt crisis virtually inevitable. The rise in interest rates can be seen in the annexed figure. 

Figure 4.


Source: The Federal Reserve Board. Historical Data. www.federalreserve.gov.

The suspension of payments by the Mexican government in August 1982 initiated a debt crisis which quickly spread: the Mexican default was replicated by other Latin American governments also heavily in debt, and as a result international financial markets and capital flows weakened. Emergency responses were soon sought. By  November 1982,  the key actors –Mexican technocrats, international bankers and U.S. Treasury Department officials–   reached agreement on an 8 billion dollar package (approximately the sum Mexico needed to service its debt in 1982 and early 1983): the IMF would provide 4,500 million dollars from its extended drawing facilities to help guarantee debt service payments on the Mexican debt; the Bank of International Settlements (BIS) would extend 1,850 million dollars in credits; and the Commodity Credit Corporation and the Stabilization Fund of the United States Treasury would each provide 1,000 million dollars in additional short-term funds. 
   

The debt crisis menaced many banks in the United States, Europe and Japan with possible collapse, given their heavy portfolio holdings of Latin American government bonds. The financial rescues organized by syndicates of international banks (with some IMF and US government support) from late 1982 onwards, and during several years, served to save the international banks from bankruptcy. However, most Latin American economies were driven into recession, accompanied by vicious bouts of inflation, bankruptcies, increased unemployment and reductions of government spending that caused reductions in the income of hundreds of thousands of public workers and employees in state administrations, hospitals, schools, universities and public utilities.

The debt crash of the 1980s led to the most severe economic downturn in the region since the depression of the 1930s.  This was accompanied and followed by a profound and radical process of political and economic restructuring that included not just debt renegotiation but privatization of hundreds of state enterprises, trade liberalization and other neoliberal reforms.  These became known as the Washington Consensus and were linked to the promotion of financial globalization on an unprecedented scale.  As a result of the Latin American debt crises and the introduction of neoliberal economic policies, economic departments of universities and in many central banks around the world began publishing a large number of studies on the new financial trends, some of which focused on explanations of the debt crises.
 Hence, as a result of the debt crises that began in Latin America from 1982, an extensive literature began to explore the comparative experience of monetary, debt and banking crises over time, returning in some sense to the preoccupations of the classic literature on business cycles and crises. 

Nonetheless, none of these studies could adequately explain why despite the apparent benefits of restructuring, the external debts of Latin America continued to rise and have done so, with a few exceptions,  until the present day.  

Figure 5
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After the end of the lost decade of the 1980s, there came an era of rapid expansion of global finance from 1990 onwards which was reflected in the rapid expansion of international capital flows and multiplication of new financial instruments as well as for speculation in commodity markets and the growth of derivatives. This process also impelled the expansion of financial markets on a global scale, particularly in Latin America, the MidEast and Asia. While most attention was focused on contemporary trends, a number of monetary and financial economists continued to focus on historical approaches. Particularly important were the contributions of Michael Bordo on the problems of analysis of the anatomy of financial crises and the variable nature of monetary crises over time and from country to country. Other researchers focused on the nature of financial contagion and of sudden stops that have been explored extensively in recent years. And important studies were published on the history of world monetary regimes and finance as can be seen in an important books by Barry Eichengreen.
 

Emerging markets crises, 1995-2001
Key to the restructuring of Latin American finance in the late 1980s were the so called Brady plan and Brady bonds issued in exchange for the old government bonds that had been issued in the 1970s and 1980s.  Mexico was the guinea pig and led the way, especially under the administration of Carlos Salinas de Gortari (1989-1994). The Mexican debt restructurings reflected the success of the alliance of the IMF, the U.S. Treasury, and the international private banks in guaranteeing continued debt service payments and at the same time impelling a dramatic restructuring of the Mexican public sector, including privatization of state enterprises and liberalization of foreign trade. The Brady plan thus became operative for Mexican debt in 1989, serving as the basic model for subsequent financial arrangements in most other Latin American nations.   Furthermore, it was a key in launching the age of equity finance in the Third World.  Much of the money that began to pour into Mexico in early 1990 was from pension and mutual funds now interested in so-called “emerging markets”, but a fair amount was also of Mexican plutocrats who had stashed away billions of dollars in the United States or in off-shore banking accounts. A major attraction for the return of these funds to Mexico was the privatization of numerous state-owned industrial and banking firms. 

As a result of privatizations beginning the late 1980s, Latin America began to receive enormous flows for portfolio investments in the early 1990s. Mexico received over 90 billion dollars in hot money between late 1989 and early 1993.  However, the consequences were greater volatility when there was financial uncertainty, domestic or international.  The first major financial crash of an emerging market in the nineties started with a speculative attack against the Mexican peso and capital flights in late 1994, which led to a severe devaluation, followed by a huge banking crisis in 1995-1996 and a huge bailout for the banks (Fobaproa), which is still operative and provides huge amounts of public money as an annual subsidy to private banks and is still current at the present moment in 2009!  The crisis also led to a huge financial rescue, designed by the new Secretary of the Treasury of the United States, Robert Rubin, who in February 2005 put together a package of 13 billion dollars from the US Exchange Stabilization Fund and 17 billion dollars from the IMF to support the Mexican finance ministry and assure wealthy investors (mostly Mexican millionaires) that they would get paid back their investments, particularly in Tesobonos: they and foreign investors had bought 30 billion dollars Tesobonos during 1994 in predevaluation pesos at between 3 and 3.5 pesos per dollar but cashed them in at 6 to 7 pesos in 1995 with the money from Washington. Subsequently the petroleum receipts of the state-owned company, Pemex were used to pay back Washington. The financial rescue, however, did not rescue ordinary Mexicans: one million persons lost their jobs in 1995 and the economy was relatively depressed for much of the rest of the decade.

The Mexican financial crash was the first of the so-called emerging markets crises, but was followed by the equally grave financial tsunami in Asia 1997, the financial crises in Brazil and Russia in these years and, finally, the financial and economic collapse of Argentina 2001. These crises in the mid and late 1990s generated a new literature that combined theory and financial history and also important books by economists who reached a more general public.  Among the latter some of the best known are Joseph Stiglitz, who used his theories on imperfect information and imperfect markets as well his experience at the Clinton White House and later as vice president at the World Bank to produce general studies of the roaring finances of the 1990s as did another Nobel Prizewinner, Paul Krugman, who focused on the Asian crisis, as well as the speculator –sans pars– George Soros, who also wrote on the general characteristics of the new, global finance. Nonetheless, there proposals were not truly original but were based in considerable part on an extensive literature on finance and financial history which had multiplied from the early 1980s. 
Numerous economists in Latin America and elsewhere had long before called attention to the risks and growth of lending booms and financial crises, as well as to the ever growing external debt burden. In the case of Latin America, the work of researchers such as Cheryl Payer and Paul Drake, as well as many classic articles in NACLA constitute pioneering literature. More recently, Óscar Ugarteche and Eric Toussaint, among many others, have published major contributions.
   In any case, more work is needed to provide a solid groundwork for future proposals with regard to the political analysis and understanding of global financial dynamics and the possibilities of reform of international financial relations. But it should also be clear that neither the World Bank, nor the IMF nor central bank authorities paid any attention, engaged (and mesmerized) as they were in the financial booms of the 1990s and –after the technology bust of 2001-2001– in the financial boom of the first years of the twenty-first century. 

A new  and more political approach to analysis of global finance

While there have been many studies by economists of the financial booms and busts in recent history and particularly on emerging markets between 1995 and 2001, it is important to also note a burgeoning literature on the political implications of global financial trends.
 This is especially important for consideration of future proposals for a profound restructuring of the international architecture which can provide both more stability to the world economy and also a more balanced distribution of financial power and responsibility, allowing for the less developed but increasingly vocal and important nations of Latin America, Asia, the MidEast and Africa to participate as effective actors in what must be a new world financial order.

The first point that tends to be underlined is the failure of the institutions of Bretton Woods (I and II) to stabilize world finance in recent decades. On the contrary they acerbated financial and political asymmetries in behalf of the United States, Europe and Japan.  At the same time, they demonstrated incapacity to confront the full gravity of the new and enormous financial crises. In fact, the IMF virtually exhausted its resources when it organized similar bailouts to confront the subsequent financial crises of the late 1990s in Thailand, Indonesia, Korea, Russia, Brazil, and Turkey. 

But also important is to understand the way financial power was used on behalf of the political interests of the United States, in particular. Of special interest for our analysis is the case of the Mexican crash of 1995 because it bespeaks the extraordinary role assumed by the United States government, in particular the heads of the Department of Treasury in providing what they considered to be a necessary rescue mechanism for Mexican finance. Indeed, what this financial collapse (as well as other emerging makets crises of the late 1990s) demonstrates is that as financial markets have become more complex and integrated in recent decades, the role of governments has been crucial.  In this regard, it would appear that despite the rhetoric of official reports of the IMF, it is clear that the United States government in alliance with the IMF played an increasingly decisive role in the apparent regulation of financial markets, although the orthodox view is that the role of the IMF should act essentially as lender of last resort, in times of huge emergencies. In other words, it is argued that governments should not interfere with financial markets and speculation when they are on the up.  On the other hand, when they are on the down, then it is clear that they –and more particularly, the United States Treasury– are obliged to rush to the rescue to save capitalism. The metaphor –typical of the 1990s– was clearly that of the fireman rather than the policeman. The financial rescue operation organized in Mexico in February 1995 by then Secretary of the Treasury, Robert Rubin is a prime case in point.  The current global financial collapse of 2008 demonstrates that the government of the United States has no option but to intervene ever more deeply. However, the gravity of this crisis makes it evident that no longer can the IMF and the United States government operate as international financial policemen or firemen. 

In this regard, the final paradox of the global financial crisis of 2008 and 2009 is that after spouting an enormous amount of rhetoric in the past two decades on the virtues of financial liberalization and globalization, the elites of the United States and Europe have now had to accept the need for the most massive state intervention in the history in financial markets. They will also call for more regulation of financial markets. But since agreement on a new financial architecture will be difficult, given the different national interests, it is likely that there will be numerous proposals to return to some of the principles of the original Bretton Woods conference. Above all, there will be pressure to reestablish hegemony of the financial and monetary alliance of USA, Europe and Japan. And they will attempt to add China as a major partner. Whether they will successful in the latter objective is unknown at present. In any case, the central question is whether a return to the institutional framework of Bretton Woods and the power sharing agreements of the G-7 is an attractive option for the nations of Latin America, Asia, Africa and the Mid-East. Evidently this is not the case. Hence a key issue is what should the new financial architecture look like? The present book, which is the result of an innovative conference at the UNAM, and the many experts who have presented papers undoubtedly can provide some of the answers.
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