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Abstract

This paper discusses the hierarchic features of the international monetary and financial system and
the implications these hierarchies have for macroeconomic conditions in Emerging Capitalist
Economies (ECEs) using the example of the Covid Shock in March 2020. In particular, it draws
attention to two key macroeconomic implications: first, the existence of external vulnerability and
adverse exchange rate dynamics, increasingly independent of economic conditions in ECEs; second,
the external constraint on monetary policy in ECEs. Analytical emphasis is placed on how recent
changes in the global financial system, such as the rise of non-bank financial institutions (NBFIs)
and the general move to market-based financial systems, might affect those international monetary
and financial hierarchies and their consequences.
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Jerarquias monetaria y financiera a nivel
internacional: implicancias
macroeconomicas para economias
emergentes

Annina Kaltenbrunner
Escuela de Negocios de la Universidad de Leeds, Reino Unido

Resumen

Este documento analiza las caracteristicas jerarquicas del sistema monetario y financiero
internacional y las implicancias que tienen para las condiciones macroecondmicas de las Economias
Capitalistas Emergentes (ECE), utilizando el ejemplo del shock Covid de marzo de 2020. En particular,
se destacan dos implicancias macroeconémicas clave: en primer lugar, la existencia de vulnerabilidad
externa y una dinamica cambiaria adversa, cada vez mas independiente de las condiciones
economicas de las ECE; en segundo lugar, la restriccion externa de la politica monetaria en las ECE.
Se hace hincapié en el analisis sobre la forma en que los cambios recientes en el sistema financiero
mundial, como el peso creciente de las instituciones financieras no bancarias (IFNB) y el avance
generalizado hacia un sistema financiero basado en el mercado, podrian afectar a estas jerarquias
monetarias y financieras internacionales y sus consecuencias.

Clasificacion JEL: F31, F32, F36, F38, F62.
Palabras clave: economias capitalistas emergentes, instituciones financieras no bancarias (IFNB),

politica monetaria, sistema financiero internacional, sistema monetario internacional, vulnerabilidad
externa.
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The presentation at the 2021 Jornadas Monetarias and Bancarias of the Argentinean Central Bank
discussed the hierarchic features of the international monetary and financial system and the
implications these hierarchies have for macroeconomic conditions in Emerging Capitalist Economies
(ECEs). The international monetary hierarchy refers to the dominant role of the US Dollar in the
international monetary systems and the existence of a global currency hierarchy, in which currencies
assume different ranks depending on their ability to fulfil international money functions. Financial
hierarchies are reflected in the nature of cross-border capital flows and the agglomeration of financial
activities in financial centers in Advanced Capitalist Economies (ACEs). The presentation drew
particular attention to two key macroeconomic implications of these monetary and financial
hierarchies: first, the existence of external vulnerability and adverse exchange rate dynamics; second,
the external constraint on monetary policy in ECEs. In addition, analytical emphasis was placed on how
recent changes in the global financial system, such as the rise of non-bank financial institutions (NBFIs)
and the general move to market-based financial systems, might affect those international monetary
and financial hierarchies and their consequences.

A large literature has pointed to the dominant role of the US dollar in the international monetary
system (e.g. Kenen, 2002; Aldasoro and Ehlers, 2018; Gourinchas, 2021). Indeed, despite the US’
declining economic power with regards to international trade and foreign direct investment, the
Dollar remains the dominant international medium of exchange (vehicle and trade settlement
currency), unit of account (vehicle and funding currency), and store of value (investment currency)
(e.g. Cohen and Benney, 2014; Belfrage et al. 2106)." According to data compiled by the Bank for
International Settlements, in 2019 the Dollar denominated more than 80% of international foreign
exchange transactions, around 50% of international trade, and more than 40% of international debt
securities (BIS, 2020).

At the same time, ECE currencies continue to assume a very limited international — and indeed
sometimes domestic — role, and are situated at lower ranks of the international currency hierarchy
(e.g. Prates and Andrade, 2013; Kaltenbrunner, 2015; Bonizzi, 2017). The rise of market-based
finance and NBFIs have further accentuated these monetary hierarchies. This is so because the
Dollar is the currency of denomination of most investment vehicles, collateral requirements, debt
that is used to leverage investments, as well as the required base currency for most NBFIs’ clients.
This raises the demand for the dollar and — as a flipside — latent depreciation pressures on those
currencies less able to fulfil international monetary functions. At the same time, although some ECE
currencies have seen increased demand by non-residents/non-nationals, this demand has been
biased towards potentially destabilizing short-term investment currency internationalisation, rather
than more sustainable forms of internationalisation such as trade invoicing/settlement and funding
currency internationalisation (Belfrage et al. 2016; Orsi, 2019).

International financial asymmetries can be characterized from a spatial and from an institutional
level. Concerning the former, financial activities remain highly concentrated in a few financial centers

T The analysis of currency internationalisation and currency dominance according to the degree a currency assumes
international money functions draws on an established body of literature both in Economics (e.g. Kenen, 1983) and
International Political Economy (e.g. Cohen, 1971). This literature normally distinguishes between the demand for
international money by private and public actors. For simplicity, we abstract from public actors here.
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predominantly in ACEs (e.g. Wojcik, 2013). From an institutional angle, ACE institutions remain key
players and sources of cross-border capital flows. For example, Fichtner (2017) shows that in 2014
more than 50% of external deposits of all BIS reporting banks were held by Anglo-American
institutions. This dominance of ACE institutions in the global financial system is likely to be
exacerbated by the rise of NBFls, at least in the short to medium term. Indeed, the asset manager
industry, to a much greater extent than global banks, is concentrated in the US: among the 20 largest
asset managers 14 are US institutions (Thinking Ahead Institute 2021).

These monetary and financial asymmetries have severe implications for macroeconomic conditions
in ECEs. As indicated above, the presentation focused on two: first, external vulnerability, that is the
risk of sudden and large withdrawals of non-resident financial flows, and adverse exchange rate
dynamics; second, the external constraints on monetary policy.

The sudden and large withdrawal of cross-border financial flows has been a long-standing policy
concern of ECEs (e.g. Griffith-Jones, 1998). In the wake of the ECE exchange rate crises of the 1990s
and early 2000s, the traditional literature located the reasons for these withdrawals largely in
domestic policy failures. These included the mismanagement of macroeconomic fundamentals (e.g.
the monetary financing of fiscal deficits), and the distortions created by strongly managed (pegged)
exchange rate regimes (e.g. current account deficits and currency and maturity mismatches in
domestic actors’ balance sheets) (e.g. Krugman, 1979; Radelet et al. 1998; Sarno and Taylor, 1999).
More progressive authors pointed to the inability of ECE actors to fund themselves in domestic
currencies, their “original sin” (e.g. Eichengreen et al. 2003). Policy recommendations to overcome
these vulnerabilities included further removal of discretionary government interventions, including
increased macroeconomic discipline, the adoption of floating exchange rate regimes, and in many
cases inflation targeting as the primary aim of monetary policy. Domestic financial fragilities in the
form of currency mismatches were hoped to be addressed by further developing domestic financial
markets, ideally with the presence of long-term (institutional) foreign investors.

However, as recent experiences in the Global Financial Crisis and most recently in the Covid shock
showed, these policy measures have not reduced ECEs’ external vulnerability and the risk of large
and sudden exchange rate depreciations. To the contrary, as highlighted in the growing literature on
the global financial cycle (e.g. Rey, 2015), these risks have become exacerbated over recent years
and have become even more uncoupled of domestic economic conditions. For example, the IMF
shows that in the first quarter of March 2020, when fears about the virus first spooked international
financial markets, currencies like the South African Rand, the Mexican Peso, and the Brazilian Real
lost around 25% of their value (IMF, 2020a). Moreover, evidence seems to indicate that rather than
stabilizing domestic financial markets, non-resident institutional investors with a longer investment
horizon such pension and insurance funds contributed to ECEs’ external vulnerability — in particular
during moments of significant liquidity squeezes on global financial markets (Bonizzi and
Kaltenbrunner, 2018).

The presentation located this sustained external vulnerability in the structural monetary and financial

asymmetries of the global financial system. Non-resident financial investors, even if they have a
longer investment horizon, remain firmly embedded in ACE/Dollar funding markets, which leaves
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them vulnerable to international market and funding conditions. An increase in international risk
aversion and/or tightening of global dollar funding, can force those investors to sell their ECE assets
largely independent of domestic economic conditions. Moreover, as highlighted by Kaltenbrunner
and Painceira (2015) as “new forms of external vulnerability” and the BIS as “original sin redux” (e.g.
Hofman et al. 2020), though some ECE actors, in particular sovereigns in large ECEs, have managed
to reduce their original sin and borrowed in domestic currencies, this has not reduced their exposure
to sudden and large capital outflows. This is so because ECE local currency borrowing from non-
resident investors, funded in ACE currencies on international financial markets, shifts the currency
mismatch from the domestic agent to the non-resident investor. This currency mismatch in non-
resident investors’ balance sheets, in turn, makes them more vulnerable to (expected) exchange rate
changes, potentially exacerbating the volatility of financial flows.

This structural external vulnerability of ECEs is likely to be deepened by the rise of NBFIs and market-
based finance. As discussed above, the rise of NBFIs has further cemented the role of the US Dollar
as the system'’s key funding currency. At the same time though, these institutions have less stable and
secured access to dollar funding (including lender of last resort activities of the FED), which raises the
risk of fire sales and sudden withdrawals of capital. Moreover, recent evidence shows that the use of
index and exchange-traded funds by NBFIs can lead to quasi-automatic adjustments in investment
decisions, as countries are in/excluded in the index and/or country compositions change (e.g. Petry et
al. 2021; Aramonte et al. 2022). Redemption calls by global clients of NBFIs can further contribute to
these pressures, largely independent of conditions in ECEs and often against the own assessment of
fund managers (Kaltenbrunner, 2018; Naqgvi, 2019).

The second macroeconomic implication of the global monetary and financial hierarchies highlighted
in the presentation is the constraint these impose on monetary policy making in ECEs. Indeed,
arguably much more so than in ACEs, monetary policy in ECEs is geared towards securing the
smooth integration into the global economy, at times at the expense of domestic considerations.
This external constraint on monetary policymaking refers to both the management of
macroeconomic prices, in particular the interest rate and the exchange rate, and the provision of
liquidity through reserve accumulation and lender of last resort activities. Whereas macroeconomic
prices constitute a crucial part of returns for non-resident financial investors, foreign exchange
liquidity is essential to provide (a) the security of macroeconomic price stabilization (e.g. through
exchange rate interventions), and (b) the possibility for non-resident investors to withdraw their
investments at any time and no/little loss of value.

Again, these constraints are likely to be deepened with the rise of NBFIs and market-based financing.
In US dollar dominated, market-based financial systems, where financial returns are predominantly
based on trading gains, the stabilization of asset prices and the provision of (US Dollar) liquidity
becomes arguably even more important than in bank-based system. The stabilization of asset prices
might require interventions in capital markets directly, rather than only in money and foreign
exchange markets. At the same time, more volatile financial markets might require more frequent
provision of foreign exchange liquidity to secure investor exit. This increased role for central bank
liquidity operations has spurred some commentators to argue that we observe a transformation of
central banks from lenders of last resort to market makers of last (daily) resort (Hauser, 2027,
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Mushtag, 2021). Overall, interventions are becoming more complex due to the rising
interconnectedness between sophisticated financial instruments, diverse financial actors — which
frequently don't have direct access to central bank liquidity — and traditional dealer banks.

ECE central bank interventions in the Covid shock are a good example of both, the external constraint
imposed on monetary policy making in ECEs, and the increasingly complex and changing role of
those central bank operations. For the first time, ECE central banks didn't only intervene in the foreign
exchange market to smooth the impact of the large external shock, but also engaged in direct asset
purchases mainly in secondary government bond markets (Arslan et al. 2020; IMF, 2020b). In some
countries, such as Chile, Colombia, and Brazil, central banks even intervened in corporate bond
markets. According to results from the IMF, these interventions were aimed at stabilizing bond
markets, provide liquidity to the financial sector, and strengthen monetary policy transmission at
longer maturities (IMF, 2020b). Only in a few countries (e.g. Ghana, Guatemala, Indonesia, and
Philippines), they were aimed explicitly at budgetary financing.

Interestingly, even countries with interest rates well above zero (e.g. India, Philippines, and South
Africa) engaged in direct asset purchases. This shows that rather than just domestic economic
policy concerns, fears of portfolio outflows and ineffective policy transmissions were a key concern
for ECE central banks in their interventions. Indeed, according to Arslan et al. (2020) bond purchase
programs in ACEs were “designed to provide credit support for firms, keep bond markets functional
and support monetary accommodation more generally as policy rates have reached their effective
lower bound. By contrast, EM BPPs do not explicitly seek to provide monetary stimulus or credit
support. Instead, they address market dislocations arising from investor risk aversion. By launching
them, EME central banks signal that they are taking the role of dealers and buyers of last resort in
the bond market, to reassure investors” (pp. 2).

In sum, this essay —and the presentation it is based on— have shown the severe macroeconomic
complications the hierarchic international monetary and financial system brings for ECEs. It discussed
particularly the risk of external vulnerability and adverse exchange rate dynamics, and the substantial
external constraints international monetary and financial subordination imposes on monetary policy
making in those countries. These adverse macroeconomic dynamics and external constraints, in turn,
substantially constrain development and developmental policies. Only an at-least partial de-coupling
from international financial markets will be able to reduce some of the worst implications of these
international hierarchies. This would entail, on the one hand, a careful development of domestic
financial markets with the participation of long-term oriented (institutional) investors and, on the other
hand, the revival of state-backed financial institutions such as development banks. However, given the
structural causes of these monetary and financial hierarchies, national policy measures will ultimately
not be enough. Stemming the power of private finance on the global level and reducing its spatial and
national concentration will also be essential to mitigating the adverse consequences of ECES’
international monetary and financial subordination.
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