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Abstract

This paper focuses on non-financial corporations under the intensification of the
regime of maximizing shareholder value. It highlights aspects of macroeconomic instability
in emerging economies arising from this process. It is argued that the microeconomic logic
that guides big corporations in their search for earnings, including non-operating gains, do
not differ significantly between economies. However, given the different forms of
international insertion in a context of deregulation of financial and foreign exchange
markets, the behavior of these corporations makes emerging economies more unstable. This
fact could be observed during the recent economic crisis, through the impacts of losses
incurred by companies with foreign exchange derivatives operations. On the one hand, it
was noticed that many corporations have exhibited Ponzi financial behavior. On the other
hand, it has shown how the macroeconomic impact of their operations increases the
systemic financial fragility. The study is divided into two sections. First section presents the
theoretical basis of the logic of maximizing shareholder value within the dynamics of
corporations. The second section investigates the weaknesses to which emerging economies
are exposed within the logic of financial dominance. Finally, the study reinforces the need
for regulatory mechanisms that mitigate the financial instability inherent in capitalism.
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Introduction

In recent decades, especially since the 1970s, there was a trend towards the
expansion of financial flows and stocks. It is argued that such dynamics are associated with
the development of deep and articulated financial markets, the emergence of numerous
financial innovations particularly securitization and derivatives, the participation of new
economic intermediaries like institutional investors, as well as the reorientation of other
agents’ dynamics and the increasing adoption of liberal policies by national States. Banks,
other financial institutions, governments, non-financial corporations and households are

! The authors wish to thank Maryse Farhi for her special commentaries. They also take full responsibility for
any remaining errors.

2 Master’s Student in Economics of the State University of Campinas (Unicamp), Brazil -
robertoazborghi@yahoo.com.br.

% Master’s Student in Economics of the State University of Campinas (Unicamp), Brazil —
igorlr3@yahoo.com.br.



mailto:robertoazborghi@yahoo.com.br
mailto:igorlr3@yahoo.com.br

even more involved in this logic of maximizing wealth through choices that focus on short-
term liquidity and profitability.

With the end of the Bretton Woods system, the intensification process of
deregulation and liberalization of domestic and international financial markets as well as
increasing capital mobility, characteristics of the financial globalization process®, have
contributed to an expansion of financial assets in the private portfolio composition. Thus, as
pointed out by Coutinho and Belluzzo (1998, p.138), the economic agents “began to
subordinate their spending, investment and saving decisions to expectations about the pace
of their financial enrichment”.

In the case of non-financial corporations, emphasized in this paper, a growing
dominance of the financial sphere over the productive one® was observed. This was
represented either by raising holdings in financial assets — proportionally bigger than the
increase in productive assets — or by the financial flows volume turning higher than
productive investment. Although controversial®, the “financialization” concept covers the
process of financial globalization, the “revolution” in favor of shareholder value and the
rise of revenues derived from the Stock Exchange capital. These all lead to a greater
financial dominance in the economy.

“[...] the financial sphere represents the capital spearhead, where
operations achieve the highest degree of mobility; where the gap between
the priorities of operators and the needs in the world reveals itself more
acute” (CHESNAIS, 1994, p.206).

For the corporations, the macroeconomic and financial changes, that began in the
1970s’ and accelerated towards greater liberalization and deregulation of financial markets
and flows, have manifested themselves in the shareholders’ strong preferences for profits
distribution and, in general, for capital gains. Their quest for liquid and profitable options
of wealth application and the enterprises’ pursuit of alternative forms of leverage, including
for financing, guided them into a new and vast range of financial resources. These in turn
came to dictate rules for management and profits allocation.

As pointed out by Cintra (1997), one of the central dimensions in the new wealth
standard management is the presence of institutional investors as major shareholders. This
helped to change the management rules inside the capitalist firm, encouraging executives to
run the corporation with the ultimate goal of “creating shareholder value”, i.e. increasing
the company’s value in the Stock Exchange to maximize the shareholder wealth®.

This change in the corporate behavior resulted from the transformations already
mentioned in the financial field. In other words, it was attempting to limit the
administrative discretion in favor of the interests of the representatives of financial capital.

* For details, see Chesnais (1998) and Carneiro (1999).

5 Further analysis on this point is offered by Chesnais (1994, 1998 e 2005), Duménil and Lévy (2000),
Guttmann (2008), Orléan (1999) and Braga (1997), among others.

® For a broad concept definition, see Epstein (2005) and Palley (2007).

" Transition period from “golden age” to “financialized” capitalism or financial dominance capitalism — “a
capitalism form inherently unstable” (Bresser-Pereira, 2010, p.54).

® Throughout the 1970s, investors were the first to take actions in order to influence the corporate governance
mechanisms and practices. The purpose was to mitigate the power of bureaucratic body within the
corporation, since it represented a low investors’ power in the company’s decisions and therefore little
influence on the profits distribution.



Due to the new dynamics of wealth management and composition focusing on financial
assets, real variables became susceptible to more complex fluctuations caused by the
excessive volatility in macroeconomic prices, particularly interest and exchange rates®.
This pattern was mostly reflected in the macroeconomic dynamics of both central countries
and emerging economies, that engaged in financial globalization™.

Instabilities in these economies are aggravated by the contagion effect, resulting
from different transmission channels, i.e. from multiple interdependencies between
emerging and developed economies. In the 1990s, the destabilizing effects of capital flows
and new trends of international financial markets revealed themselves through several
financial crises faced by emerging countries during the implementation of neo-liberal
reforms (Prates, 2002). In the recent international financial crisis, the contagion effect
involved both the current account and the capital account. The current account experienced
a fall in commodities prices and global demand and an increase in profits remittances by
companies and banks. At the same time the capital account was affected through lower
direct investment inflow, the portfolio investments outflow, the interruption of trade credit
lines, and the sharp credit crunch (Prates et al., 2009, p.13).

Based on these observations, the aim of this paper is to address the behavior of non-
financial corporations under the intensification of the regime of maximizing shareholder
value, highlighting aspects of macroeconomic instability arising from this process in
emerging economies. The paper is organized into two sections, besides this introduction
and the concluding remarks. The first section discusses the logic of maximizing shareholder
value and the main changes that have occurred in the corporations’ dynamics since the
1970s. The second section presents macroeconomic instability aspects in emerging
economies derived from this new regime. In a subsection, the study analyzes the case of
financial losses arising from foreign exchange derivatives operations incurred by non-
financial corporations from emerging economies in 2008. This is done in order to
exemplify that such financial posture by the corporations transformed these economies into
more unstable ones.

1. Maximizing shareholder value and the corporate dynamics

From the 1970s and 1980s onwards, the liberalization and deregulation processes of
financial and foreign exchange markets, both national and internationally, were diffused.
This has allowed the intensification of the “financialization” process in the economy (Farhi
and Borghi, 2009, p.181). For the capitalist corporation, “financialization” refers mainly to
the dominance of maximizing shareholder value as the main corporate goal. This change
has occurred with the emergence of different types of funds (pension funds, mutual funds
and hedge funds) that bring together small investors, in order to achieve economies of scale
(better diversification, more information, lower transaction costs etc.), and has been marked

% It is assumed that wages are also affected by this logic. According to the Keynes approach (1936), it may be
thought in a market hierarchy for determining employment and income. In a monetary economy, capitalists’
decisions in relation to wealth allocation are crucial. Decisions come from the monetary and financial
markets, pass through the goods market, to reach the labor market, contrary to the (neo)classical view.

10" According to Prates (2002, p.104), they correspond to “peripheral countries that have got into the
international monetary and financial contemporary system since the late 1980s through the liberalization of
their financial systems and their capital accounts [...]”.



by increasing institutional investors’ participation as shareholders in large companies
around the world (Guttmann, 2008, p.12).

The new financial view about the capitalist corporation is strengthened by the
concept of shareholder value. When companies started to focus more on the financial
results, shareholders realized that the returns previously offered were relatively low.

“The 1980s reflected a shift in the dominant conception of control from the
finance to the shareholder value conception of the corporation for large U.S.
corporations. Finance CEOs were more likely to observe the new conception of
control and steer their firms toward the shareholder value point of view”
(FLIGSTEIN, 2002, p.166-167).

In this sense, a shift inside corporations occur, leading them to seek a growing
shareholder value through higher prices of their shares traded on the Stock Exchange all
around the world. As stressed by Carneiro (1999, p.62, emphasis in original), “[...] the
central goal of companies is now supporting high and increasing relationships between
price and profit. Thus there is a set of operations that aim to directly maintain or rise the
stock market prices, such as, certain types of mergers and acquisitions or, mainly,
repurchasing processes — leveraged or not — of shares on the Stock Exchange”.

Moreover, in this context, corporation managers focus on core business
investments®?, rejecting unprofitable products and promoting also a reorganization in the
capital structure. At times, the movement of maximizing shareholder value'? has prompted
booms of mergers and acquisitions in stock markets of central countries as company
executives try to increase company value even if moments later they were to sell them off
again. This process has been strengthened by the significant concentration of private wealth
in the institutional investors’ hands.

“In the name of ‘creating shareholder value’, the past two decades [we could say
three decades] have witnessed a marked shift in the strategic orientation of top
corporate managers in the allocation of corporate resources and returns away
from ‘retain and reinvest’ and towards ‘downsize and distribute’” (LAZONICK
and O’SULLIVAN, 2000, p.18).

Froud et al. (2000) contrast two stereotypes of the corporations’ logic. According to
them, productive logic is characterized by competition for products and processes, as well
as focus on smaller production times, lower inventory and higher quality. The U.S.
company led financial logic, in its turn, would be based mainly on the universal
competition for financial results. The return on investment of one firm would be compared
to others, independently of their operating segment.

However, both logics are not contradictory. They tend indeed to strengthen each
other and shape the corporations’ logic under the financial dominance regime. Either in the
productive sphere or in the financial sphere, corporations are guided by flexibility and
profitability required by shareholders and imposed by the competition movement,
especially in an environment of higher capital mobility. As presents Braga (1997), the

1 Term generally used to highlight the strongest areas and strategic performance of a particular company.
Mainly in the 1960s, companies from the central countries grew and expanded internationally under the
Fordist accumulation regime, diversifying their activities in a wide business range often not correlated.

12°As pointed out by Lazonick and O’Sullivan (2000), DiMaggio (2001), Crotty (2002) and Froud et al.
(2000), there are several weaknesses in this financial logic. This model would seek immediate shareholder
profits, i.e. short-term gains at the expense of long-term vision in corporations.
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representative objective function for a large capitalist enterprise can be summarized in the
following expression:
F: f (Fi, Ipt, X)

The Fi term represents finance, increasingly present in the corporation’s logic. The
Ipt term symbolizes investment in technological progress, i.e. innovative investment that
enables them to face the competitive process and/or create new competitive advantages.
The X term corresponds to tradable production or simply commercial activities conducted
within or between corporations. For instance, intra-firm trade became a fundamental
strategy in large corporations, due to the decentralization of production around the world.

Although all this manifests more clearly in transnational corporations, even those
whose operations are restricted to domestic markets incorporated the financial dimension
into their decisions, either because they are publicly traded and their shares are quoted on
the Stock Exchange or because it involves financial assets and liabilities. Braga (1997,
p.195-200) also shows that in “Money Manager Capitalism™*® the quest for capital
appreciation becomes increasingly less dependent on production cycle. This appreciation
can be satisfied in other fields, especially under the fictitious capital form™*, because the
diffusion of financial globalization process has removed the existing barriers to the capital
circulation. Chart 1 shows the recent evolution of global financial assets and Gross
Domestic Product (GDP). It can be observed the distinct expansion rhythms between
financial and productive activities.

Chart 1 - Evolution of global financial assets and GDP
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Source: McKinsey Global Institute, in: Bresser-Pereira (2010, p.57).

13 Expression coined by Minsky and which characterizes the current capitalism phase (Wray, 2009).
¥ In fact, the strictly financial circuits of capital appreciation combine inviting features: liquidity and minor
concerns about management production, productive innovation and labor.



As highlights Chesnais (2005, p.54), in this system,

“the ‘administrative power’ inside the corporation is stronger than ever but sets
goals for itself very different from those of the previous period™. The
administrator molds itself through the finance and explores the freedom afforded
by its “virtuality’. He quickly rounded the control to which he was firstly object.
But his priorities are very different from those of the industrial administrator
which he has replaced. The groups are run by people for whom the trend in the
Stock Exchange is more important than anything else. The control over
corporate governance was in general frustrated, but the values of finance
triumphed”.

This represents an alignment between shareholders’ and managers’ interests. The
emergence of shareholders’ interests has been strengthened by the prevalence of stock
options and performance bonuses based on profits as important components of the company
remuneration for managers, who were clearly encouraged to generate the highest returns
(Guttmann, 2008, p.13). According to Lazonick and O’Sullivan (2000, p.27),

“[...] by the 1980s the deregulated financial environment and the rise of the
institutional investor as a holder of corporate stocks encouraged top managers to
align their own interests with external financial interests rather than with the
interests of the productive organizations over which they exercised control”.

All these dynamics have become the main form of wealth management, not only in
developed countries, but also in emerging ones. This microeconomic financial logic that
guides the search for profits, including non-operating gains, in big corporations does not
differ significantly between the economies. Obviously, its degree can vary from one
country to another. That depends on historical and specific institutional constraints and on a
very different way that each economy is inserted in the international context. High
executive’s remuneration, expressed in Chart 2, is one of the features of this financial logic.
Despite some important differences, noted, for instance, between remunerations in the U.S.
and China, the proximity of remunerations observed in developed and emerging economies
denotes the widespread character of this accumulation pattern.

However, as noted by Minsky (1982), sources of instability arise from this new
regime. They derive from bad credit assessments, uncontrolled degrees of leverage by
economic agents, financial innovations, flawed system of risk rating and payment practices
with highly aggressive bonuses that encourage taking risk and short term gains*®. These are
instabilities which may lead to crises, endogenous to the capitalist system. As stated in his
financial instability hypothesis, Minsky (1986) explains how the stability produces,
endogenously, destabilizing elements, through the leverage degree and maturities and rates
mismatch in the financial structures of different agents over the time, especially from
relative calm periods.

!> For an analysis of the capitalist firm evolution and its goals, particularly focusing on its growth and long-
term horizon, see Penrose (1959).
16 See also Bresser-Pereira (2010, p.61).



Chart 2 - Total Remuneration of Chief Executive Officer, 2000
(US$ thousands)
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Source: Own elaboration based on Tower Perrins Worldwide Total Remuneration Survey 2000, in: BECHT et
al. (2005, p.59).

Note: Data based on remuneration consultants’ estimate for a typical CEO in a large industrial company.
These values add: Basic compensation, Voluntary company contributions, Variable bonus, Perquisites,
Compulsory company contributions and Long-term incentives. In the U.S., variable remuneration exceeds the
fixed payment.

In these unstable financial dynamics®’, the participation of banks and institutional
investors concerning non-financial corporations and the creation of shareholder value is
decisive. Firstly, because they themselves, in their logic of wealth application, are
shareholders of the companies. Secondly, because the injection of liquidity into the system
by banks could become a speculation channel, since it can involve securities purchases and
even the finance for other investors, enabling them to increase significantly their leverage
capacity, operation capability and portfolio size. Thirdly, because financial institutions, as
Guttmann (2008, p.18) stresses, have become huge conglomerates that integrate different
services, instruments and markets, used by non-financial corporations. Therefore, through
the liquidity expansion provided by banks and driven, to a large extent, by financial
markets applications with speculative purpose, there is a procyclical appreciation
mechanism of asset prices in these markets, on whose fluctuations the companies have
become increasingly dependent. These movements are reflected in the more unstable
macroeconomic behavior, especially in the emerging economies, whose pattern of
international integration is different from the pattern of central economies.

2. Macroeconomic instability in emerging economies

The previous section discussed how the financial and short-term logic of
maximizing shareholder value strongly influences the decisions of non-financial

7 Such dynamics do not provide a basis for value creation in the long-term, since it negatively affects
productive investment. The profits are transferred primarily to shareholders, especially as dividends, instead
of being retained and reinvested as happened in the previous accumulation regime until the 1970s.



corporations around the world. It was argued that the microeconomic dynamics, underlying
the concept of maximizing shareholder value, are shared by corporations from different
economies. These dynamics are reflected in strategies of financial management through the
monitoring of cash flows, mergers and acquisitions operations, and the use of mechanisms
to hedge themselves and to exploit the possibilities of gains derived from the fluctuations in
the exchange and interest rates. This section however aims to show that, in the context of
the post 1970s financial and foreign exchange deregulation, this posture exacerbates the
macroeconomic instability in emerging economies. The extent of the instability depends on
the country’s different degrees of international insertion and their particularities, such as the
monetary inconvertibility. This section will also briefly consider the case of losses with
foreign exchange derivatives by non-financial corporations from emerging economies as an
important transmission channel of the international financial crisis to these countries.

In an international monetary system characterized by a key-currency, like the dollar
(a financial, fiduciary and flexible currency), by strong (but not necessarily free) capital
mobility and by a floating exchange rate regime, the main macroeconomic prices (exchange
and interest rates) become more unstable and susceptible to more intense and frequent
oscillations, especially in emerging economies™® (Prates, 2002). Obviously, this tends to be
reinforced by the rhythm of financial and technological innovations which enable the
process and thus by the agents’ logic that compose the increasingly interconnected national
and international monetary and financial markets.

Nevertheless, the degree of an economy’s exposure to external movements in this
scenario depends on their forms of international insertion. On the one hand, there is the
commercial and productive dimension and on the other, the financial dimension. Both are
mainly considered here from the viewpoint of the previously stressed non-financial
corporations’ logic and behavior and are directly conditioned by the dynamics of
international economy in each moment of the economic cycle. Clearly, even between the
emerging economies, the degree of exposure varies™.

The productive-commercial insertion is related to the liberalization of Foreign
Direct Investment (FDI) flows and also to the degree of trade openness. This in turn is
conditioned by several factors, such as the exchange rate regime, the structure of foreign
trade (what is exported and imported) and the existence of tariff and non-tariff barriers to
trade®’. In the context of this study, it is observed that a decrease in the restrictions to trade

18 See also Guttmann (2008) and Tavares and Belluzzo (2002).

91t is not the aim of this paper to study particularities of international insertion — both productive-commercial
and financial dimensions — for the different emerging countries. Evidently, depending on the kind of historical
insertion, marked by governmental action and other economic agents relevant in the “integration” into the
international markets, the degree of exposure to external movements and instability varies. In the literature,
there are many works analyzing the international insertion cases of Latin American and Asian economies
which mostly represent the emerging economies. See, for instance, Akyiiz, Chang and Kozul-Wright (1998),
BIS (2008), Carneiro (1999 and 2007), Hiratuka and Sarti (2006), Lall (2004), Palma (2004) and Prates
(2002).

20 Authors, like Franco (1999 and 2006), argue that the external insertion of developing countries, considering
the processes of productive and financial globalization, is a necessary condition for them, in order to reach
economic development. Thus, the FDI inflows would make possible productivity gains that would result in a
larger material progress. Moreover, the economic openness would allow the population, in general, to obtain
better life conditions through external competition, eliminating the development model based on
protectionism and on the infant industry argument. Therefore, those industries which depend on the State
support to be competitive should be extinguished. Also according to this view, discussed by Laplane and Sarti
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and investment flows between countries and a consolidation of global productive networks
tend to lead to stronger interdependence between economies, with a higher degree of
exposure in the case of emerging economies. In general and in comparison to developed
economies they are associated to a lower technological dynamism, to an industrial structure
based on lower value-added products and also to an inferior degree of autonomy of
economic policy.

This movement influences and is influenced, at the same time, by the logic of non-
financial corporations?, that is, for instance, reflected in the type of competition and in the
relationship between headquarters and subsidiaries. When the productive and financial
transformations occurred, especially after the 1970s, the subsidiaries started to play a more
important role in the increasingly coordinated and internationally irradiated competitive
corporation’s strategy (Borghi and Cintra, 2009). As noted by Porter (1986), it moves from
a multidomestic competition to a global one. This means the nature of competition has
changed from one where what is happening in a certain national territory is relatively
independent of what is happening in other countries and regions, to another where the
competitive position of the firm in a country is largely affected by its positions in other
places and vice versa. This fact corresponds to the change in the relationship between
headquarters and subsidiaries. In other words, the relationship has changed from a stand
alone pattern where subsidiaries are similar to headquarters and have more independence,
to a more integrated pattern within the corporation® where subsidiaries are more
subordinated to headquarters in terms of strategic decisions, thus “intensifying the
productive, financial and technological flows” (Sarti, 2002, p.28).

For emerging economies, where many subsidiaries of transnational corporations are
located, these modifications towards strategic decisions centered in headquarters make
them more susceptible to the movement of profits and dividends remittances to the center

(1997), it would be crucial to the economic expansion the foreign capital, since it would finance the growth
and the transitory external imbalances, would participate actively in the industrial restructuration, supplying
the technological resources to the organizational and productive modernization, and would guarantee the
access to international trade channels. For different critical opinions about this process, see Dunning (1993),
Rodrik (2004) and Hausmann and Rodrik (2006). The last two works, for instance, emphasize the importance
of industrial policy to the economic development against the “free market” logic. Rodrik (2006) stresses the
need for combination of policies, such as, the exchange rate and the industrial ones, to reach a higher degree
of development. According to the author (ibidem, p.22), “without a relatively stable and competitive exchange
rate, it is practically impossible to induce investment and entrepreneurship in tradables of any kind. But
without more directly targeted industrial policies, exchange rate policies alone cannot be a very powerful tool
for promoting diversification. [...] The secret of the success of high-growth economies lies in a combination
of these two types of policies”.

2! This above all refers to the transnational corporations and also the exporting companies, even without
facilities abroad. However, it cannot be forgotten that all companies nowadays, even those not publicly traded
or operating only domestically, take into account in their strategic decisions the dominance of financial
dynamics. For the transnational corporations, the logic of maximizing shareholder value manifests itself in the
decision-making centers, i.e. the headquarters, and irradiates around their subsidiaries. This dimension
appears in the national companies mainly through the capital opening and the trade of their shares, often
acquired by foreign investors, on the Stock Exchange.

22 |In Unctad (1993), it is characterized two types of integration: the simple and the complex. In the first one,
the decision-making center of the enterprise’s main activities remains in headquarters, being the integration
headquarter-subsidiary restricted basically to productive and commercial flows. In the second one, there is a
stronger intra-corporation relationship, between headquarter and its subsidiaries and also between
subsidiaries, which assume more relevance on financial and technological flows. These integration modalities
are related to the different roles played by subsidiaries in the value chain where the corporation is inserted.
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rather than reinvestment in the subsidiary, when a reorientation to financial investments
does not happen. This is most likely to occur in the absence of outflow restrictions, in
moments of reversal in the international economic cycle, periods of domestic currency
appreciation and during changes in the strategy of wealth allocation by the corporation
around the world. In addition to the subsidiaries of foreign corporations, national
companies® also need to be considered, particularly those dependent on exports and
imports. All companies are exposed to currency fluctuations, assuming a floating or a
managed float (also known as dirty float) exchange rate regime. This exposure is linked not
only to revenues and costs of their activities, but also to possible debts in foreign currency,
which may increase significantly in the case of devaluation of the domestic currency.
Because of this, it is a common practice of exporting companies to engage in hedge
operations against exchange rate fluctuations in derivatives markets. However, embedded
in the logic of achieving high and immediate non-operating gains they also use those
instruments in a speculative way (Farhi and Borghi, 2009).

The financial dimension is interconnected to the previous process. However, before
discussing it, it is necessary to show a central feature of the international monetary system
that permeates both dimensions and reinforces the instability in emerging economies: the
monetary hierarchy. This hierarchy means that the arrangement of the international
monetary system is composed of different types of currencies, classified according to their
degree of convertibility. This, in turn, refers to the ability of a currency to fulfill the three
basic functions of money at the international level: means of exchange, unit of account and
store of value. This analysis characterizes three sets of currencies. At the top of monetary
hierarchy, is the dollar, the key-currency of the system with full liquidity and therefore full
convertibility. Beneath the dollar there are the currencies that are considered convertible —
issued by other central countries and used, albeit in a lesser extent, as store of value and
common denominator of some international contracts. They also have high liquidity, but
not the maximum. Finally, there are the inconvertible currencies that are issued by
emerging countries and are unable to perform the aforementioned functions (Andrade and
Prates, 2009).

This analogy is also presented by Cohen (1998), under the concept of a currency
pyramid, which makes it possible to classify the different currencies modalities. The author
stresses the fact that they should be understood far beyond their territorial space, because of
their varying importance at the international level. Assuming the degree of currency
internationalization and currency substitution, a sense of hierarchy can be established*:

“In effect, the virtual geography of money must be “morphed” from a simple
two-dimensional field of neatly divided spatial packages to something more like
a vast, three-dimensional pyramid: narrow at the top, where a few popular
currencies dominate; increasingly broad below, reflecting varying degrees of
competitive inferiority. We may call it the Currency Pyramid. The image of the
Currency Pyramid, based on flows rather than location, is the real key to
understand how currency spaces are organized today. [...] Both facts are

2% With the recent movement of productive internationalization by companies from emerging economies, the
implications of this phenomenon to their domestic economies can also be considered. This probably makes
them more vulnerable to the conditions in international markets.

2% For details concerning the seven categories listed by the author — Top Currency, Patrician Currency, Elite
Currency, Plebeian Currency, Permeated Currency, Quasi-Currency and Pseudo-Currency —, see Cohen
(1998, p.116-118).
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captured by the picture of a Currency Pyramid: the deterritorialization of
currencies as well as their stratification by relative status, both driven by market
forces as well as by government action” (ibidem, p.114-115, emphasis in
original).

This fragment also shows that the process of building the currency pyramid result
from the actions of several agents, in particular government, financial institutions (banks,
institutional investors etc.) and transnational corporations. The intention here is not to
discuss the movement of each agent over time, but only to stress that the very existence of
global networks conducted by transnational corporations has contributed to intensify the
trade and financial flows. Since they operate in different markets and currencies this has
contributed to the strengthening of finance in their dynamics. This was reinforced by the
post 1970s liberalization process and capital flows deregulation (Farhi and Borghi, 2009).

Prates (2002) emphasizes that, in the context of financial globalization, the
inconvertibility of currencies from emerging economies has become an important source of
fragility. In this system, the basic interest rate is determined in its core — i.e. in the United
States — and is the lowest, “because it remunerates an investment made in the strongest
currency of the system [the dollar] and which is seen as the safest by the capital owners.
The further from the core of the system the currency is, the higher the interest rates that
must be paid are as that currency becomes less safe. This phenomenon could also be
interpreted in another way, in other words that the capital owners require a greater return
for investing in less safe currencies. [Or,] it could be stated that the capital owners in the
periphery accept lower return rates to invest in the strongest currencies” (Carneiro, 1999,
p.65). According to this author, the interest rates in economies outside the center of the
system are determined by the rate associated to the strongest currency added by a country
risk established by rating agencies. Obviously, the assets risks in emerging economies,
including the degree of illiquidity, are considered greater and thus higher returns are
required in these countries in order to attract capital flows and/or avoid capital flight. This
in turn affects the relative prices between currencies and the measurement of wealth. The
higher premium paid in emerging economies in order to reduce the liquidity preference
becomes an attraction for foreign investors and also for the domestic agents. The companies
tend to diversify their applications, seeking the highest return in the shortest terms, in order
to meet the demands of their shareholders®.

The lack of a guarantee of continued capital flows to emerging economies, as occurs
in the central ones, makes it more difficult to establish a domestic interest rate below the
market rate, as this would trigger a capital outflow and even an uncontrolled devaluation of
national currency. The devaluation could continue without generating a resumption of
capital inflows, given the possible loss of interest in the country’s assets. This impacts
negatively on the degree of autonomy of economic policy in emerging economies
(Carneiro, 1999; Prates, 2002).

These propositions are linked to the asymmetry of the international financial
system, expressed through two channels: the exogenous dynamics of capital flows in

2 Although there are different degrees of capital markets development in emerging economies, this analysis
should consider the actions of transnational corporations installed in the country and also national enterprises
that are publicly traded and have their shares negotiated on the Stock Exchange. Their actions in the financial
markets, in general, and of other agents, including foreigners, in these markets, cannot be forgotten since they
are guided by a logic of flexibility and profitability in the positions assumed in relation to the wealth
allocation, which is conducive to a more unstable macroeconomic dynamics in those economies.
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relation to emerging economies and their relatively low participation in global flows. The
first concerns the fact that capital flows are determined, above all, by the economic cycle
and by the monetary policy in central economies. This makes them more unstable and
susceptible to abrupt reversals, such as in moments of higher risk aversion, resulting in a
“flight to quality”?®. The second refers to the concentration of capital flows between central
countries®” and to the still inexpressive, albeit increasing, participation of assets issued by
emerging economies and acquired by investors from those countries. This behavior is
destabilizing, mainly because of the important participation of foreign investors in foreign
exchange and financial markets of emerging economies, which are neither significantly
deep nor liquid. Therefore, the movements of foreign investors directly impact the price of
assets negotiated in these economies®® (Andrade and Prates, 2009). As noted by these
authors (ibidem, p.21-22):

“[...] in moments of higher uncertainty [the currencies of emerging countries] are
the first targets of the movement of flight to quality (i.e. to assets denominated in
the key-currency) of global investors. Only in periods of international liquidity
excess and high appetite for risk (when, generally, interest rates in central
countries are at low levels), the assets from peripheral/emerging countries
embed a high expected appreciation (which compensates their lower liquidity
premium [...]) and, thereby, become assets demanded by institutional investors”.

The monetary and financial asymmetries indicated characterize the basis for a
macroeconomic discussion of instability in emerging economies, given their implications
on the exchange and interest rates of these economies. This is an important element which
differentiates them from central economies and it should be thought in terms of the
economy’s degree of financial openness, i.e. the ease with which residents can acquire
assets and liabilities in foreign currencies and non-residents can operate in national
financial markets, including the enjoyment of market access by foreign banks (Akylz,
1992). Three types of financial liberalization may be distinguished: (1) permission to
residents for borrowing in international financial markets and to non-residents for entering
and lending in domestic financial markets; (2) permission to residents for transferring
capital and for holding financial assets abroad and to non-residents for issuing liabilities in
domestic financial markets; (3) permission of transactions in foreign currency among
residents, such as, bank deposits (Akylz, 1992; Prates, 2005-2006).

The depth of the process of financial liberalization carried out in a country and the
existence of some kind of control over capital flows provide elements to think about the
macroeconomic instability of the economies. In the case of emerging economies, the action

26 According to Akyiiz (1992, p.7-8), “[...] these [exchange rates, trade, balance of payments and the level of
economic activity] will all be influenced by financial policy abroad and by events at home and abroad that
alter expectations. This effect of openness is known as loss of policy autonomy; i.e. reduced ability of
governments to achieve national objectives by using the policy instruments at their disposal”. Furthermore,
“[...] most capital movements are motivated primarily by the prospect of short-term capital gains or losses,
rather than by real investment opportunities and considerations of long-term risk and return” (ibidem, p.8).

2" According to Obstfeld and Taylor (2002), the capital flows, especially in the 1990s, were characterized by
being a “rich-rich affair”, it means, a process of “diversification finance” rather than “development finance”.
28 «1..] the speculative element in the prospective return from financial assets is not only dominant but also
highly variable, capable of generating gyrations in exchange rates and financial asset prices by causing
sudden reversal in capital flows for reasons unrelated to the underlying fundamentals [...]” (Akylz, 1992,
p.9-10).
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of non-financial corporations, such as borrowing money or buying assets abroad, as well as
operating in the spot and futures®® domestic financial markets, exacerbates the instability,
especially in moments of reversal in the economic cycle. This also results from the action
of other agents in those markets — i.e. national agents, such as banks and other financial
institutions, as well as foreign agents®®, such as institutional investors. Given the high
volatility of capital flows into emerging economies, such moments of reversal in the cycle
and increase in risk aversion may lead to a fast outflow of speculative capital which has
gone there in moments of boom. It may also lead to outflows of capital to offset
corporation’s losses in other places, especially in headquarters. It means that they could
result in “mass movements”, with capital flight and devaluation of national currency, and
contagion effect among economies, causing problems in the balance of payments and/or
deflation of asset prices.

Another important consequence of the emerging countries’ integration in the
international financial system, marked by volatile capital flows, is on economic growth
(Akyuz, 1992; Singh, 1997). As pointed out by Akylz (1992, p.19), “sharp swings in the
direction of capital flows, and instability of exchange rates and interest rates associated
with them tend to increase risk, liquidity preference, and the interest rate, thereby reducing
investment”. Depending on the leverage degree and maturities and rates mismatch between
companies’ assets and liabilities, this trend of rising interest rates may increase their
financial fragility, imposing greater difficulties to the dynamics of domestic economy.
Singh (1997) stresses the instability of foreign exchange and financial markets in emerging
economies and highlights its negative impacts on productive investment and economic
growth, due to the reversal of firms’ expectations, what increases their liquidity preference,
and the reversal of wealth effect that characterized the previous expansion phase, thereby
reducing consumption.

“Faced with an economic shock the two markets [the stock and currency
markets] may interact with each other in a negative feedback loop to produce
even greater instability for the markets and the whole financial system.
Moreover, the gyrations in these markets may discourage aggregate investment
through various channels, e.g. depressing business expectations because of
greater uncertainty; greater instability in aggregate consumption because of
wealth effects caused by large fluctuations in stockmarket prices. These factors
contribute to the instability of the real economy and may also reduce long-term
economic growth” (SINGH, 1997, p.779).

2.1. The international financial crisis and the losses of non-financial corporations with
exposure to foreign exchange derivatives

In this subsection, the intention is to exemplify some aspects of the previous

% The use of foreign exchange derivatives has previously been mentioned. In this case, it is also possible to
operate abroad through non-deliverable forward contracts (NDF). Besides them, there are many other
derivatives instruments related, for instance, to interest rates and commaodities prices, which can be traded in
organized or over-the-counter markets, at national or international level, with different purposes: hedge,
speculation and arbitrage.

% Motivated by the logic of short-term gains, their strong presence in many segments of domestic financial
market — securities, stocks and derivatives — “has reinforced the transmission channels of the instability
created in international financial markets to the peripheral economies” (Prates, 2005-2006, p.150).
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discussions by means of the impacts observed after the losses with foreign exchange
derivatives reported by non-financial corporations from emerging economies during the
recent global economic crisis. The degree of financial exposure of several companies and
the relatively unawareness of the intensity of the problem by the regulators have turned this
episode into an important transmission channel of the crisis to these countries, due to the
macroeconomic effects resulted from such operations.

In September 2008, with the bankruptcy of the American investment bank Lehman
Brothers, the movement of capital flight from emerging economies towards “quality” was
intensified. As a consequence, there was a strong and abrupt devaluation of national
currencies of these countries. Several companies from different branches and sizes had
assumed large amount positions in the foreign exchange derivatives markets, especially in
the over-the-counter markets, betting on the continuity of the precedent movement of
intense appreciation of national currencies against the dollar®™. Many of them were
exporting companies, which frequently use this kind of instrument to protect themselves
against currency fluctuations. Nevertheless, the speculative nature of this trend was
emphasized by the large amount traded, which was much greater than their exporting
revenues, and the concentration of those operations in the over-the-counter markets instead
of organized markets, which are more transparent and have standard contracts.

“[...] the companies, traditionally productive and increasingly financial,
perceived a possibility of non-operating gain through these instruments, much
beyond what would be safe to avoid the volatility of prices. It means that, by
resorting to the high leverage made possible by the very existence of derivatives
— by means of which one can purchase in the future an asset one does not wish
to receive and short sell another asset one does not have beforehand —,
companies did not restrict themselves to hedge. They speculated by believing
that an asset would behave in the future in a certain way without having any sort
of collateral” (FARHI and BORGHI, 2009, p.172).

The positions in the derivatives markets were probably settled during the first
semester 2008, when the processes of devaluation of the dollar against the basket of
national currencies and of increase in the international commodities prices took place. As
mentioned by Minsky (1986, p.213), in another context, “the absence of serious financial
difficulties over a substantial period leads to the development of a euphoric economy in
which increasing short-term financing of long positions becomes a normal way of life”. In
the case of emerging economies, this scenario of tranquility had been reinforced by the
resumption of the international liquidity cycle after 2003*. In the specific case of
derivatives, this was built during the semester before the aggravation of the crisis.

31 Farhi and Borghi (2009) point out many cases of companies from Brazil, Mexico, South Korea, India, Hong
Kong and China, which have used different kind of instruments with the similar purpose. Some reported
losses overcame US$ 1 billion. It is estimated that the losses with derivatives in the fourth quarter 2008
reached US$ 4 billion in Mexico and US$ 25 billion in Brazil (BIS, 2009). According to a director of the
Brazilian Central Bank, the losses in the country would have reached US$ 10 billion (Romero and Ribeiro,
2009).

%2 See, for instance, Prates and Farhi (2009), Prates and Cintra (2009) and Prates et al. (2009). These highlight
the transition from the period of high international liquidity to the period of the beginning of the crisis,
manifested by the default on subprime mortgages in the United States, and its effects on emerging economies,
especially in what concerns the capital flows and the volatility of exchange rate.
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However, it was enough to expose the companies involved to situations of enormous
financial fragility.

The high losses arising from the operations mentioned above were observed in a
moment of aggravation of the international crisis and of a sharp increase in risk aversion,
what has meant a higher degree of liquidity preference by all agents. This movement has
resulted in serious macroeconomic impacts in emerging economies, as noted by Farhi and
Borghi (2009) and Freitas (2009). Firstly, the losses have exacerbated the volatility and the
process of national currencies devaluation. Secondly, due to the inaccuracy and lack of
transparency about which companies and banks were exposed to the derivatives
instruments, there was a strong movement of restricting liquidity in interbank operations.
This in turn provoked a significant and widespread credit crunch for firms and imposed
greater difficulties for them to refinancing. Thirdly, an aggravated factor of the previous
condition has consisted in the fact that, by performing such “unknown” operations in
opaque markets, companies have not only lost credibility in the banks’ eyes, but also
committed their future earnings to the payment of these debts, which has made it more
difficult to obtain new loans. Obviously, such elements of reversal in the economic cycle
have immediately contributed to a temporary interruption of investment plans which were
being conducted by many enterprises in emerging economies, like Brazil, further
decelerating the economy*®.

As a result, it can be stated, following the taxonomy of financial structures proposed
by Minsky (1986), that many companies have become Ponzi finance. Those which were
directly involved in the derivatives operations have registered huge losses that were much
greater than their operating revenues®. Even those which have not taken similar positions
in these markets were affected through the currency devaluation and the increase in their
debt in foreign currency. Furthermore, due to the domestic credit crunch, companies in
need of working capital, whether directly involved with the described speculative
movement or not, have reached a higher degree of financial fragility and have faced
liquidity risk. Consequently, some governmental measures were taken, sometimes in
partnership with private banks, such as the availability of credit lines to reestablish the cash
flows of companies in order to avoid a worsening situation. In some cases, the liquidity risk
has become an insolvency risk. For instance, the Controladora Comercial Mexicana has
gone bankrupt. In Brazil, some companies, like Sadia and Aracruz, were merged with
others (Perdigéo and Votorantim, respectively, creating BRF-Brasil Foods and Fibria®).

To sum up, given the asymmetrical forms of insertion of emerging economies in the
international monetary and financial systems, the practices adopted by several non-financial
corporations, engaged in a short-term logic represented by the financialization of wealth
and maximizing shareholder value, resulted in serious macroeconomic impacts, through

% The economic resumption in Brazil, for instance, has depended, above all, on the adoption of
countercyclical policies by public banks and on consumption incentives, such as, the reduction of taxes on
many goods (Freitas, 2009; Carvalho and Souza, 2009).

3 According to Fundap (2009), a decrease in the profit of Brazilian non-financial companies was observed in
2008, compared to the previous year. This could be explained by more financial rather than operating reasons,
since the operating performance improved from one year to another. For companies in the services sector, the
fall in profitability resulted mainly from the high amount of commitments in foreign currency and for
industrial companies, from the losses in foreign exchange derivatives.

% See Valenti and Fregoni (2010) for the different financial situation of both companies at the end of 2009,
one year after the report of their losses.
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their speculative operations with foreign exchange derivatives. These effects have
constituted an important transmission channel of the international crisis to those countries.
Therefore, it is essential to implement mechanisms® that allow regulators to know the
positions assumed by the agents in these markets, as well as the amount traded, in order to
try to reduce the degree of systemic financial fragility*’.

Concluding remarks

This paper aimed to analyze the relationship between the logic of non-financial
corporations since the 1970s and the macroeconomic instability in emerging economies.
This increasingly financial logic, based on short-term gains and maximizing shareholder
value, an important feature both in central and peripheral economies, was strengthened by
the change in the international monetary and financial pattern in that period. This process
first manifested itself with the appearance of the Euromarket. It has become stronger,
however, with the process of financial globalization and the removal of national and
international barriers to capital circulation. The quest for maximizing shareholder value is
not only reflected in company behavior, but also in shareholder interests, frequently
represented by institutional investors. In terms of company strategy, it is expressed as a
search for the highest (operating and non-operating) profitability and liquidity as well as the
priority given to dividend payments instead of profit reinvestment. In terms of shareholder
behavior, it is expressed through highly leveraged funds which, by means of the processes
of financial and foreign exchange deregulation and liberalization, compose portfolios in
different countries and maintain liquid positions which can be rapidly undone, for example
in moments of reversal in the economic cycle.

Such aspects, which reflect the agents’ speculative dynamics, illustrate the
instability to which emerging economies are exposed. Above all, they face volatile capital
flows through the movements of companies and shareholders. Due to the different forms of
international insertion of these economies in the described context of globalization, in
comparison to the central economies, the new dynamics of non-financial corporations make
the behavior of emerging economies more unstable. On the one hand, the paper has
analyzed elements of productive and commercial integration, emphasizing profits and

% As stated Lessa (2008), “all those who had assets or liabilities in foreign currencies should register them in
the Central Bank. It is inconceivable that we should go to sleep one day believing that Sadia, Aracruz,
Votorantim and Vicunha are in good situation and wake up in the morning to find out that they themselves do
not know the extension of their losses”.

" “One result was a review of derivatives exposures across the region as policymakers realized that these
exposures could pose systemic risk. Looking forward, policymakers will need to balance financial stability
against market development in considering possible regulation of corporate derivatives risk” (BIS, 2009,
p.55). Some measures were taken in Brazil. “[...] the companies must register in local clearinghouses the
derivatives operations linked to external funding. The record should include the values and currencies
involved, terms, counterparts, clearing form and parameters used. [...] Other important measure was set by the
market, with the creation of the Central of Exposure to Derivatives [Central de Exposicdo a Derivativos —
CED], [...] an nonprofit enterprise controlled by the Brazilian Bank Federation [Federacdo das Associacfes de
Bancos — Febraban], which will unify in the same system the positions registered in Cetip [Brazilian
Organized Counter of Assets and Derivatives] and in BMF&Bovespa [Brazilian Mercantile and Futures
Exchange], [...] in order to share information and allow banks to know the consolidated derivatives position of
each client before conducting a new transaction. [...] The awareness of the consolidated position probably will
not avoid that banks take risks, but it surely will make them demand more collaterals, which should inhibit the
boldness of CEOs” (Valor Econémico, 2010). See also Lucchesi (2010) and Mandl (2010).
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dividends remittances, foreign trade and foreign direct investment, linked to the companies’
activities. This especially affects transnational corporations, although in the case of
exporting and importing flows it also hits domestic enterprises dependent on the
international dynamics. On the other hand, the paper considered the financial insertion of
emerging economies, showing a notorious exposure to portfolio investments, which tend to
exacerbate the price volatility of domestic assets and could lead to problems in the balance
of payments. Both dimensions of insertion were discussed in the context of a system like
the current one, in which the monetary hierarchy predominates. This contributes to explain
the cyclical movements in the international economy and their more pronounced
consequences to emerging economies, given their lower autonomy of economic policy
especially where processes of commercial and financial liberalization were deeper.

As a recent example of this relationship between the dynamics of non-financial
corporations and the macroeconomic instability in emerging economies the paper
considered the case of losses incurred by companies from these economies with foreign
exchange derivatives operations just after the aggravation of the international financial
crisis with the bankruptcy of Lehman Brothers. This episode has revealed both the
worsening financial situation of several companies, including some without positions in
derivatives markets, and the macroeconomic impacts resulting from these speculative
operations. This has constituted an important transmission channel of the international
crisis to those countries, increasing fragility and thus requiring an active role of the State in
order to minimize the adverse effects.

In the context of this event it is stressed that there is a need for regulatory
mechanisms which mitigate the financial and macroeconomic instability in these countries.
In the case of derivatives, the awareness by the regulators of the positions assumed by the
agents and the volume traded in the different markets is an essential condition to avoid it
becoming a recurrent channel of instability to these economies. In a more general context,
controlling volatile capital flows is an important alternative for those emerging economies
which have deeply “integrated” into the process of financial globalization, since it is a way
of reducing their exposure and the volatility of their exchange and interest rates.
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