
 
Percorso dottorale sviluppato con il sostegno finanziario di NextGenerationEU:  
Missione 4, Componente 1, Investimento 4.1, CUP B63C22001290001 

Borsa MUR exDM351/2022 Pubblica Amministrazione 
 
 
 
 

Dipartimento di Economia Politica e Statistica 
Dottorato in Economics 

38° Ciclo 
Coordinatore: Prof. Simone D’Alessandro 

 
 

The Political Economy of Financial  

Subordination 

The Role of Currency and Sovereign Debt 

Hierarchies 

Settore scientifico disciplinare: SECS-P/01 Economia Politica 
 
 

 
Candidata 

Cinthia de Souza 
Università degli Studi di Siena   

Firma digitale della candidata 

 
Supervisore 

Riccardo Pariboni 
Università degli Studi di Siena  
 
 

Anno accademico di conseguimento del titolo di Dottore di ricerca 
2025/2026 



 
 

Universities of 
Florence – Siena – Pisa 

 

 

 

 

 

 

 

 

 

The Political Economy  

of Financial Subordination 

 

Cinthia de Souza 

 
 

 

 

 

 

 

 

Doctoral Programme in Economics of the 
Tuscan Universities 



Universities of Florence, Siena and Pisa 

PhD Programme in Economics of the Tuscan Universities 

Coordinator: Prof. Simone D’Alessandro 

XXXVIII Cycle 

 
 
 

Thesis Presented for the Degree of  

Doctor of Philosophy in Economics 

 

 

The Political Economy  
of Financial Subordination 

 
 

 

Cinthia de Souza 
 

 

 

 

Supervisor 

Riccardo Pariboni 
Università degli Studi di Siena  
 

 Thesis examination committee 

Annina Kaltenbrunner  
University of Leeds 

Bruno de Conti  
University of Campinas 

Piero Mazzarisi  
Università degli Studi di Siena  

 
 

Academic Year 2025/2026 



  



 

Acknowledgements 
 

Three years ago, I left my home country, Brazil, to begin my PhD in Italy. Settling in 

a new country is not a simple process, nor is completing a PhD. Now that this thesis is 

finished, I realize that it reflects a broader challenge I have faced over the past few years: 

the challenge of building a bridge from the Atlantic to the Mediterranean, connecting 

two very different worlds. Along this journey, I was fortunate to have the support of 

many people. 

I am deeply grateful to Prof. Riccardo Pariboni, who has been an exceptional 

supervisor and professor. I sincerely thank him for his constant support and for the 

invaluable academic guidance I received in writing this thesis, as well as in my overall 

academic development. 

I thank Professors Annina Kaltenbrunner, Bruno de Conti, and Piero Mazzarisi for 

their participation in my thesis defence. I thank Prof. Ana Cordeiro Santos for hosting 

me as a visiting researcher at the University of Coimbra and for her important comments 

on chapters 1 and 2. I thank Prof. Annina Kaltenbrunner for hosting me at the 

University of Leeds and for her valuable suggestions on chapter 2. I thank Prof. Bruno 

Bonizzi for his insightful comments on chapter 3. I am grateful to Giuliano Yajima for 

his very helpful advice on chapter 2. I am grateful to Francesco Zezza for discussing my 

work in Pontignano, his suggestions contributed to the improvement of this thesis as a 

whole. I thank Prof. Simone D’Alessandro, coordinator of our PhD programme. 

This thesis was largely inspired by the education I received as a master’s student at 

the University of Campinas (Unicamp). I thank the professors of the institution, 

especially Alex Palludeto, Bruno de Conti, Daniela Prates, and Lucas Teixeira. I also 

thank the professors at the Federal University of Santa Catarina (UFSC) who sparked 

my interest in Political Economy: Lauro Mattei, Nildo Ouriques, and José Martins (in 



memoriam). I thank Prof. Irineu Manoel de Souza for being an academic and political 

inspiration. 

I thank my classmates from cycle 38. A special thanks goes to my friend Megha for 

all the good times we shared; to Edo Rappa for a friendship that grew even while we 

were in Siena; and to Ngoc and Nandu, with whom I miss having lunch at our usual 

Chinese restaurant. 

I am grateful to Vinicius for his support since my PhD application and for becoming 

such a great friend. I thank my dear friends Paulo, Annaelena, Lorenzo Pinna, Luzie, 

Antonella, David An, and Haomiao for the great moments together. To my hermana-

sorella Maria Josefina, thank you for adventures that crossed oceans. I thank the 

Riccardians: David Cano, Francesca, Mohib, and Guilherme, for making this journey 

more pleasant and intellectually stimulating.  

I thank my friends from Brazil whom I met along this journey, those I had the 

pleasure of meeting in Europe and on my trips back to Florianópolis and Campinas. 

Especially Leo, Pupella, Bia, Lari, Cintia, Edu Dallabrida, Edu Coelho, Nath, Elisa, 

Gabi Florêncio, Porto, Murilo, Gabriel Shiozawa, Marcus Pessoa, Vini Horstmann, 

Renan, Ricardo Gonçalves, Adri, Bella, César, Gabi Couto, Marcela, Jana, Thais, 

Diógenes, Vini Fernandes, Victor (in memoriam). Every time I met you, I was reminded 

a little more of who I am. 

I am especially grateful to Lorenzo for all the love, for making life here feel more like 

home, for traveling with me from Italy to Brazil, for every forró danced in and out of 

rhythm, for sharing so many joyful moments and being my support in the difficult ones. 

I thank my mother and father for all their love, and for supporting me throughout 

this journey despite the many times we had to say goodbye. Each time we met again, 

every hug carried the comfort and warmth of home that gave me the strength I needed. 

 
 
 
 



 

Agradecimentos 
 

Há três anos me mudei do meu país, o Brasil, para iniciar o meu doutorado na Itália. 

Reconstruir-se em outro país não é uma tarefa simples, tampouco o é um doutorado. 

Neste momento, ao ver a tese finalizada, percebo que ela reflete um desafio mais amplo 

com o qual me deparei nos últimos anos: o de traçar uma ponte do Atlântico ao 

Mediterrâneo, de conectar dois mundos tão diversos. Ao longo dessa trajetória, tive a 

sorte de contar com o apoio de muitas pessoas. 

Sou profundamente grata ao Prof. Riccardo Pariboni, por ser um orientador e 

professor excepcional. Agradeço verdadeiramente pelo constante apoio, pelo grande 

suporte acadêmico que encontrei não só para a escrita desta tese, mas também para a 

minha formação mais geral enquanto economista e pesquisadora. 

Agradeço aos professores Annina Kaltenbrunner, Bruno de Conti e Piero Mazzarisi 

por participarem da discussão desta tese. Sou grata à Profª Ana Cordeiro Santos por me 

receber na Universidade de Coimbra como pesquisadora visitante e pelos seus 

comentários, que ajudaram a aprimorar os capítulos 1 e 2 desta tese. Agradeço à Profª 

Annina Kaltenbrunner por me receber na Universidade de Leeds como pesquisadora 

visitante e pelas suas valiosas sugestões para o capítulo 2. Agradeço ao Prof. Bruno 

Bonizzi pelas importantes sugestões para o capítulo 3. Sou grata a Giuliano Yajima pelos 

seus conselhos que auxiliaram a realização do capítulo 2. Sou grata a Francesco Zezza 

pela discussão de meus trabalhos em Pontignano, seus comentários contribuíram para o 

aprimoramento desta tese como um todo. Agradeço ao Prof. Simone D’Alessandro 

enquanto coordenador do programa de doutorado. 

Esta tese foi amplamente inspirada pela formação que recebi como aluna de mestrado 

na Universidade de Campinas (Unicamp). Agradeço aos professores da instituição, 

especialmente Alex Palludeto, Bruno de Conti, Daniela Prates e Lucas Teixeira. 



Também agradeço aos professores da Universidade Federal de Santa Catarina (UFSC) 

que despertaram meu interesse pela Economia Política: Lauro Mattei, Nildo Ouriques e 

José Martins (in memoriam). Agradeço ao Prof. Irineu Manoel de Souza por ser uma 

inspiração acadêmica e política. 

Agradeço aos meus colegas de turma do ciclo 38. Um agradecimento especial vai para 

minha amiga Megha, por tantos bons momentos que compartilhamos juntas; a Edo 

Rappa, pela amizade construída mesmo que estivéssemos em Siena; e a Ngoc e a Nandu, 

com quem sinto falta de almoçar no nosso restaurante chinês de sempre. 

Sou grata ao meu amigo Vinicius por toda a parceria e pelo apoio desde a minha 

candidatura ao processo seletivo do doutorado. Agradeço aos meus amigos Paulo, 

Annaelena, Lorenzo Pinna, Luzie, Antonella, David An, Haomiao, pelos ótimos 

momentos juntos. Agradeço a minha hermana-sorella Maria Josefina, pelas aventuras 

que cruzaram oceanos. Agradeço aos Riccardians: David, Francesca, Mohib e Guilherme, 

por tornarem esse percurso mais prazeroso e intelectualmente estimulante.  

Agradeço aos amigos do Brasil que reencontrei ao longo destes três anos na Europa 

e nas minhas viagens de volta a Florianópolis e Campinas. Especialmente Leo, Pupella, 

Bia, Lari, Cintia, Edu Dallabrida, Edu Coelho, Nath, Elisa, Gabi Florêncio, Porto, 

Murilo, Gabriel, Vini Horstmann, Marcus Pessoa, Ric Gonçalves, Adri, Bella, César, 

Renan, Gabi Couto, Marcela, Jana, Thais, Diógenes, Vini Fernandes, Victor (in 

memoriam). Cada vez que nos encontramos, eu lembrei um pouco mais de quem eu sou. 

Agradeço especialmente ao Lorenzo por todo o amor, por me fazer sentir em casa, 

por embarcar comigo da Itália ao Brasil, por cada forró dançado dentro e fora do ritmo, 

por ser a companhia de tantas felicidades e o suporte nos momentos difíceis. 

Agradeço à minha mãe e ao meu pai por todo o amor e por me apoiarem nesta 

trajetória mesmo que ela tenha implicado em uma dolorosa ausência. Em cada 

reencontro, em cada abraço, encontrei o aconchego com sabor de casa que me trouxe a 

força que eu precisava. 



 
 
 
 
 
 
 
 
 
 
 

 
 
 

 
 
 

To three generations of women: 
my grandmother, 

my mother, 
and my niece.  

 
A três gerações de mulheres: 

minha vó, 
minha mãe, 

e minha sobrinha.  



 

 

Contents 

 

Introduction ................................................................................ 1 

Part I: The Global Periphery 

Chapter 1: Financialisation of the Peripheral State .................................. 9 

1.1. Introduction ............................................................................................... 10 

1.2. Financialisation as an organic development of capitalism .......................... 13 

1.3. State financialisation: empowering and being disciplined by finance ......... 16 

1.4. Subordinated state financialisation in the periphery .................................. 22 

1.4.1. The international hierarchy of currencies and sovereign debts ........... 22 

1.4.2. Financialisation of the state in the periphery ..................................... 25 

1.5. Brazilian state financialisation: governance, financial discipline, and the 

post-2014 neoliberal deepening .............................................................................. 30 

1.5.1. The Brazilian Treasury’s entanglement with financial markets .......... 31 

1.5.2. The Brazilian Central Bank’s role in managing risks and reshaping 

subordination ..................................................................................................... 37 

1.6. Conclusion .................................................................................................. 42 



References .............................................................................................................. 45 

Chapter 2: New and Traditional Forms of External Financial 

Vulnerability ......................................................................................... 554 

2.1. Introduction ............................................................................................... 55 

2.2. Metamorphosis and Persistence of External Vulnerabilities ...................... 58 

2.2.1. External Vulnerabilities and the Currency Composition of Foreign 

Debt  ............................................................................................................ 58 

2.2.2. The Root Causes of External Financial Vulnerabilities ...................... 62 

2.2.3. The role of the global financial cycle and its interplay with the 

domestic economy .............................................................................................. 67 

2.3. The OS-OSR Model ................................................................................... 73 

2.3.1. Balance sheet and transaction flow matrices ...................................... 74 

2.3.2. Behavioural and accounting equations ................................................ 77 

2.3.3. Baseline scenario ................................................................................. 95 

2.3.4. Foreign liquidity preference shock ...................................................... 98 

2.3.5. Policy responses to the foreign liquidity preference shock ................ 106 

2.3.6. Overview of main results .................................................................. 120 

2.4. Conclusion ................................................................................................ 123 

References ............................................................................................................ 126 

Appendix ............................................................................................................. 132 

2.A Simulation parameters .............................................................................. 132 

Interlude: The Core-Periphery Framework Goes to Europe ............. 137 



Part II: The Eurozone Periphery 

Chapter 3: The Eurozone’s Contradiction ............................................. 145 

3.1. Introduction ............................................................................................. 146 

3.2. The Eurozone Institutional Framework and the Single-Currency Sovereign 

Debt Hierarchy .................................................................................................... 149 

3.3. Sovereign Debt Hierarchy and Financial Flows Asymmetries .................. 152 

3.4. The Eurozone’s Contradiction .................................................................. 156 

3.5. The Management of the Eurozone’s Contradiction in the Debt Crisis .... 161 

3.5.1. The Financial Rescue Programmes ................................................... 163 

3.5.2. Monetary Policy Shifts and Strict Fiscal Policy ............................... 165 

3.6. Further Managing the Eurozone’s Contradiction in the Pandemic .......... 167 

3.6.1. Monetary Policy ................................................................................ 169 

3.6.2. Fiscal Policy ...................................................................................... 170 

3.7. The Post-Pandemic: Reinforcing Financial Discipline ............................. 173 

3.8. Conclusion ................................................................................................ 175 

References ............................................................................................................ 177 

Chapter 4: Sovereign Bondholders and the Eurozone Core-Periphery 

Divide .................................................................................................... 183 

4.1. Introduction ............................................................................................. 184 

4.2. The power of sovereign bondholders in the Eurozone .............................. 187 



4.3. Sovereign investor base in the Eurozone .................................................. 190 

4.3.1. Foreign banks and non-banks ........................................................... 190 

4.3.2. Foreign official holders and domestic central banks ......................... 192 

4.3.3. Domestic banks and domestic non-banks ......................................... 192 

4.4. Bondholders’ role in shaping asymmetries and ECB’s approach to 

government securities .......................................................................................... 193 

4.5. Investor groups’ risk-return sensitivity .................................................... 198 

4.6. Central bank outflows and foreign shocks on government debt holdings . 203 

4.6.1. The Quantitative Tightening: political and economic rationality ..... 206 

4.6.2. Framework and Scenarios ................................................................. 207 

4.7. Results ...................................................................................................... 213 

4.8. Conclusion ................................................................................................ 217 

References ............................................................................................................ 220 

Appendix ............................................................................................................. 225 

4.A Chi-square test .......................................................................................... 225 

4.B Further Details on Framework and Scenarios ........................................... 226 

 



 1 

 
 
 
 
 
Introduction 
 

Money and finance play a central role in structuring the geographical unevenness of the 

world economy. In contemporary capitalism, the growth and depth of international 

financial markets have historically been intertwined with the monetary hegemony of the 

United States. Power relations between states are thus imbricated with money and 

finance, everyday weapons of contemporary imperialism. 

Still, mainstream economics typically assumes that money is neutral and confines the 

role of finance to market imperfections. In this thesis, I rely on a range of plural 

perspectives in the field of heterodox economics that highlight the centrality of monetary 

and financial relations in shaping core–periphery dynamics. Specifically, this work 

bridges different theoretical perspectives, including post-Keynesian approaches, Latin 

American structuralism, and Marxist political economy. Building on these perspectives, 

I argue that global and regional asymmetries are fundamentally structured through the 

interconnections between currency and sovereign debt hierarchies. Specifically, I analyse 

the cases of the global periphery and the Eurozone periphery. 

The understanding of global capitalism as structured around two different poles, a 

core and a periphery, has its roots in Latin American structuralism and in its critique 

by dependency theories. Initially focused on the specific historical conditions of Latin 

American economies, this framework was later extended to analyse the case of other 

regions, including Asian and African countries, and also to explain divergences within 

advanced economies in Europe. These approaches highlighted how global and regional 
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inequalities are grounded in the international division of labour, in differences in 

productive structures, and in uneven technological progress. 

The role of the monetary and financial systems in shaping these inequalities was 

largely overlooked by early structuralists and dependentistas. This can be understood by 

taking into consideration the historical period when these theories were mainly 

developed. They were formulated largely in the context of the post-war “golden age” of 

capitalism, under the Bretton Woods system, when capital flows were subject to tighter 

regulation, exchange rates were fixed, and financial flows were relatively stable. Still, 

this perspective is fundamental to the present thesis because it provides the basis for 

understanding that uneven economic development is not an accident, nor a mere phase. 

Instead, the capitalist system endogenously reproduces global economic asymmetries, 

and the core–periphery divide is a structural outcome of this process. 

This is why I refer to peripheral countries in this thesis. The global periphery is more 

widely referred to in the literature as “emerging” and “developing” economies. However, 

these countries are not on a path towards reaching the same levels of development as 

advanced economies. For these countries, development has been portrayed as a path 

along which they are supposedly progressing, but in practice it has functioned more as 

a mirage that recedes as they walk towards it. On the other hand, asymmetries in the 

Eurozone are often described as a “North–South” or “Creditor–Debtor” divergence. 

These terms also do not capture the structural nature of these asymmetries, which are 

neither based on geographical position nor reducible to who borrows and who lends. 

Accordingly, I understand both global and Eurozone asymmetries as enduring 

manifestations of how capitalism operates, not as transient deviations from an underlying 

tendency to converge. 

After the 1970s, the collapse of the Bretton Woods system and the subsequent 

transformations in the global monetary and financial architecture ushered in a markedly 

different context, one that made the importance of money and finance for uneven 
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capitalist development increasingly evident. It was in this historical context that the 

process commonly described as the financialisation of capitalism took shape and gained 

momentum. The emergence of the fiduciary dollar as the key world currency, the 

liberalisation and deregulation of financial markets, and the exponential growth and 

internationalisation of finance reshaped the mechanisms through which the core–

periphery divide is reproduced. In this new context, the power relations embedded in 

monetary hierarchies, cross-border financial flows, and sovereign debt markets became 

crucial determinants of economic asymmetries. This has led many scholars to reinterpret 

uneven development by placing these dynamics at the centre of their analyses, with 

scholarship on international currency hierarchies and international financial 

subordination providing key foundations for this reinterpretation. 

The disciplinary power of capital exercised through financial markets assumes its 

more violent form on the global periphery. This was made evident by the debt crises 

these economies underwent in the 1980s and, since then, by every major economic crisis 

that has disproportionately penalised them, such as the global financial crisis and the 

Covid-19 pandemic. Peripheral countries are integrated into the international monetary 

and financial systems in a subordinate position, issuing currencies that do not function 

internationally as money and sovereign debts that do not perform the role of globally 

recognised safe assets. As a consequence, they depend on access to strong currencies and 

assets, such as the dollar and US Treasury securities, in order to integrate into 

international markets. They face procyclical capital flows and exchange rate instability, 

which shape their external vulnerability. Over the past decades, most of these countries 

have undergone important transformations: deepening domestic financial markets, 

engaging in financial innovation, accumulating large stocks of foreign reserves, and 

issuing foreign debt in local currency. Taken together, these transformations also reflect 

a broader strategy through which peripheral states have intensified their engagement 

with financial markets in an effort to manage and mitigate financial fragilities. Yet, 



 4 

despite these changes, international financial subordination remains a persistent reality 

for these economies. 

Monetary and financial relations also shape geographical inequalities at the regional 

level, taking different forms depending on local specificities. While the Eurozone is part 

of the global core and its single currency, the euro, is a strong international currency, 

the disciplinary power of finance within the region is uneven. The outbreak of the global 

financial crisis, followed by the Eurozone debt crisis, evidenced that sharing a strong 

currency did not prevent the emergence of financial asymmetries that penalised the most 

fragile countries. Within this particular institutional configuration, the Eurozone 

periphery faces a distinctive form of financial subordination to the Eurozone core. This 

subordination does not take the form of shortages of international reserves and exchange 

rate instability, as in the case of the global periphery. Instead, it manifests itself in the 

volatility and procyclicality of capital flows, in sovereign debt spreads, and in the 

differentiated treatment of member states’ sovereign debt by foreign investors. In the 

euro area, a hierarchy of sovereign debts underpins the periphery’s regional financial 

subordination. 

This thesis comprises four essays, unified by a common concern: how monetary and 

financial relations subordinate global and regional peripheries. The first two essays, 

which form Part I of this thesis, analyse the international financial subordination of the 

global periphery; Part II brings together the third and fourth essays, which examine the 

case of the regional financial subordination of the Eurozone periphery. 

The first chapter examines state financialisation, emphasising the central role that 

sovereign debt plays in shaping it, particularly through its specific characteristics in 

peripheral economies. While the state actively fosters financial market development and 

relies on it for economic policy execution, it also empowers these markets in disciplining 

the state toward neoliberal policies. In peripheral states, financialisation is deeply shaped 

by currency and sovereign debt international hierarchies. The mutual dependence 
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between states and financial markets in the periphery creates a contradiction: financial 

deepening provides risk management tools but simultaneously strengthens global 

financial hierarchies. The argument is illustrated through the case of Brazil, showing 

how the Brazilian Central Bank and Treasury became increasingly entangled with 

financial markets as they sought to manage the additional risks attributed to the 

country’s currency and sovereign debt. At the same time, this pattern of governance 

facilitated new forms of external vulnerability. Following the reversal of the financial 

cycle in 2013, it further empowered financial markets to discipline the Brazilian state 

towards the deepening of the neoliberal agenda. 

The second chapter investigates the varying patterns of external financial 

vulnerabilities in peripheral countries and their interconnection with foreign debt and 

its currency denomination. It critically engages with debates in the literature on how 

traditional forms of external vulnerability – linked to the “original sin” – have evolved 

into new forms, related to the “original sin redux”. It is argued that the ability to borrow 

abroad in local currency does not represent a structural break in the patterns of external 

financial vulnerability in peripheral economies. These vulnerabilities remain structurally 

rooted in the monetary and financial hierarchies of the global system, while the 

interaction between the global financial cycle and domestic characteristics determines 

the specific forms they take. To analyse these dynamics, a stock–flow consistent model 

is developed that investigates how shifts in foreign investors’ liquidity preferences 

translate into external financial vulnerabilities, shaped by foreign debt dynamics and by 

the policy responses of the peripheral country. The model illustrates that increasing 

reliance on local-currency foreign debt gives rise to new channels of external vulnerability 

that may not only coexist with, but also feed back into, traditional ones. Results show 

that capital controls can stabilise investor behaviour and help to shield the domestic 

economy from foreign liquidity shocks. 
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The third chapter analyses the regional financial subordination of the Eurozone 

periphery, arguing that it is based on a regional hierarchy of sovereign debts, shaped by 

the European Economic and Monetary Union’s institutional configuration. It introduces 

a novel analytical framework centred on the “Eurozone’s contradiction”, a concept that 

captures the tension between the disciplinary power of finance and the perpetuation of 

the monetary union. When this tension increases and systemic risks emerge, institutional 

and policy interventions become necessary to safeguard the euro area. These measures 

can temporarily soften market discipline and flatten the regional sovereign debt 

hierarchy. Once systemic risks recede, discipline is reinforced, paving the way for the re-

emergence of financial asymmetries. These developments reshape the regional sovereign 

debt hierarchy and, through it, the variegated financial subordination of the Eurozone 

periphery. Policy and institutional developments during the debt crisis, the pandemic, 

and the post-pandemic period illustrate how this dynamic has operated, influenced by 

the specific ways systemic risks were triggered in each crisis. The argument is supported 

by an analysis of balance-of-payments flows, cross-correlations, ECB balance sheet data, 

government bond spreads, and the evolution of institutional and policy frameworks. 

The fourth chapter analyses the role of sovereign investor groups in shaping 

financial instability and asymmetries within the Eurozone and their interaction with its 

institutional framework. This chapter has two main goals. First, it investigates how 

regional asymmetries are reflected and reinforced by these investor groups, from the 

Eurozone debt crisis to the post-pandemic period, highlighting how their behaviour is 

interconnected with developments in the regional institutional approach to sovereign 

debt. This involves a descriptive and statistical analysis of the Eurozone countries’ 

investor base, government bond yields, and monetary policy. The second objective is to 

assess the potential impacts of QT on financial fragility in the Eurozone by proposing a 

framework for evaluating its effects under varying scenarios, specifically investigating 

whether these impacts are likely to differ among member states. The findings indicate 



 7 

that foreign investors play a potentially asymmetrical role in the Eurozone, exhibiting 

destabilising behaviour towards peripheral government debt. This uneven role can be 

exacerbated by a market-based institutional approach to public debt or mitigated by 

appropriate support for these state liabilities. By combining the impacts of QT with the 

potential re-emergence of foreign flow asymmetries in sovereign markets, the analysis 

highlights that such dynamics could further deepen the Eurozone’s core–periphery 

divide. 
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Chapter 1 
 

Financialisation of the Peripheral State  

The Brazilian Case 
 

Abstract 

This paper investigates state financialisation, emphasizing the central role that sovereign 
debt plays in shaping it, mainly through its unique characteristics in peripheral 
economies. While the state actively fosters financial market development and relies on 
it for economic policy execution, it also empowers these markets in disciplining the state 
toward neoliberal policies. In peripheral states, financialisation is deeply shaped by 
currency and sovereign debt international hierarchies. This mutual dependence creates 
a contradiction: financial deepening provides risk management tools but simultaneously 
strengthens global financial hierarchies. The argument is illustrated by analysing the 
case of Brazil, evidencing how the Brazilian Central Bank and Treasury became 
entangled with financial markets by managing the additional risks attributed to its 
currency and sovereign debt. Conversely, this pattern of governance facilitated new 
forms of external vulnerability. After the reversion of the financial cycle in 2013, it 
empowered financial markets in disciplining the Brazilian state toward the deepening of 
the neoliberal agenda. 
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1.1. Introduction 

The end of the Bretton Woods system and the subsequent rise of the floating dollar 

standard are historical milestones often linked by the literature to the emergence of 

financialisation (Alami et al., 2023; Fine, 2013; Fine & Saad-Filho, 2017; Ivanova, 2013; 

Lapavitsas, 2014). Financialisation is deeply tied to U.S. monetary power, with global 

financial markets structured around a hierarchy of currencies and debts – anchored by 

the dollar and U.S. Treasury securities. It is also closely linked to the rise of 

neoliberalism, marked by the ascendancy of Reagan and Thatcher and the global 

diffusion of economic liberalization policies (Bonizzi, 2013; Fine, 2013; Saad-Filho, 2021; 

Tridico & Pariboni, 2018). Neoliberal reforms enabled the worldwide expansion of 

financialisation, enacted through national states according to specific regional and 

institutional contexts. 

This article examines the process of state financialisation, with a focus on its 

specificities in peripheral economies. It analyses how this phenomenon manifests in 

practice through a case study of Brazil. Karwowski (2019) defines state financialisation 

as the growing influence of financial logic, instruments, and accumulation strategies on 

state activities. Santos (2023) refines this as a mode of governance where financial tools 

and markets serve as instruments of statecraft, reinforcing the financial sector’s power. 

A deeper understanding of state financialisation requires examining how the state not 

only empowers financial markets but is also disciplined by them. Building on 

Sotiropoulos, Milios, and Lapatsioras (2013), Alami (2018), and Vasudevan (2025), this 

article highlights the central role of sovereign debt as both a means of strengthening 

financial markets and a channel through which states are constrained by them. It 

demonstrates that financial market governance largely operates through government 

debt, serving as a crucial bridge between financial systems and public finance in the 

execution of monetary and fiscal policies. 

Research theorizing state financialisation often lacks a robust analysis of its dynamics 
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in peripheral countries. A key exception is Santos (2023), who argues that state 

financialisation in the periphery takes a subordinated form. This paper builds on that 

perspective by further engaging with the literature on currency hierarchy (Andrade & 

Prates, 2013; Palludeto & Abouchedid, 2016) and extending it to sovereign debt 

hierarchies. It underscores the crucial role played by sovereign debt in shaping a 

subordinated pattern of state financialisation in these countries. By bridging different 

strands of literature, it is argued that peripheral state financialisation follows a dual 

process shaped by subordination: while states promote financial market development to 

mitigate currency and sovereign debt risks, financial markets impose constraints that 

entrench neoliberal policies, further deepening these states’ peripheral position in the 

global financial system. 

The concrete manifestations of state financialisation in the periphery are also 

underexplored by the literature. Empirical studies on state financialisation focus 

primarily on European countries – for instance, its interconnections with sovereign debt 

and asset management in Europe (Schwan, Trampusch, & Fastenrath, 2021; Trampusch, 

2019); the relationship between the state, the real estate market, and social housing in 

Italy (Adisson & Halbert, 2022; Belotti & Arbaci, 2021); and the role of sovereign credit 

default swaps in the Southern European debt crisis (Massó, Fernández-Casal, & 

Taboadela, 2022). Research extending this analysis to other regions remains limited, 

with efforts examining countries such as China (Pan, Zhang, & Wu, 2021; Wang, 2015) 

and countries in East-Central Europe (Karas, 2022; Mikus, 2019). 

The present paper contributes to filling the aforementioned gap through an analysis 

of the Brazilian case, particularly in the context of the severe crisis the country faced 

from 2014 to 2016, as well as the state-finance nexus in the years preceding it. Brazil 

was chosen for two main reasons: first, because of the distinctive nature of Brazilian 

financial subordination, which persists even after overcoming traditional forms of 

external vulnerabilities (Kaltenbrunner & Painceira, 2015); and second, due to the even 
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more pronounced lack of empirical research on state financialisation in Latin American 

countries. 

More precisely, the present article originally contributes to the literature by 

evidencing how state financialisation has played a key role in shaping new forms of 

external vulnerability in Brazil. This was expressed more intensely after the 2013 

reversion of the financial cycle. In this sense, the paper adds to the broader debate on 

the factors behind Brazil’s economic downturn and the subsequent reinforcement of 

neoliberalism. While orthodox perspectives attribute the downturn to fiscal 

mismanagement and correlated inflationary pressures (Barbosa, 2017; Holland, 2019), 

heterodox interpretations vary. Studies emphasize the role played by the decrease in 

domestic aggregate demand caused by the government’s economic policy choice (Arestis 

et al., 2022; Serrano and Summa, 2015); the importance of domestic political conflicts, 

as the existence of a “profit squeeze” in the years preceding the crisis (Martins & 

Rugitsky, 2021); and others highlight the emergence of new forms of external 

vulnerability in the years preceding the crisis (Akyuz, 2017; Biancarelli, Rosa, & 

Vergnhanini, 2017; Kaltenbrunner & Painceira, 2018). This article primarily engages 

with the latter literature strand, contributing to it by foregrounding the role of the state-

finance nexus. 

Specifically, this article relies on an empirical descriptive analysis of the Brazilian 

Treasury and the Brazilian Central Bank (BCB) governance through financial markets, 

mediated by efforts to shield against domestic currency and sovereign debt fragilities. 

These efforts included improving public debt composition while accommodating 

bondholders’ interests and hedging financial investors against the risks associated with 

domestic assets. In turn, this pattern of governance empowered financial markets to 

discipline the Brazilian state – primarily through assessments of sovereign and exchange 

rate risks – leading to a deepening of neoliberal policies after 2014. 
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The article is structured as follows: The second section discusses financialisation as 

an organic development of capitalism. The third section develops the concept of state 

financialisation, framing it as a dual process in which states both empower and are 

disciplined by finance. The fourth section examines the specificities of state 

financialisation in peripheral economies, emphasizing how it is shaped by international 

monetary and financial hierarchies. The fifth section analyzes the case of the Brazilian 

economy. The sixth section concludes. 

1.2. Financialisation as an organic development of capitalism 

While financialisation is a widely accepted concept linked to both the collapse of Bretton 

Woods and the emergence of the neoliberal era, significant divergences exist in the 

literature. A key debate within heterodox studies on financialisation concerns whether 

finance has a “parasitic” relationship with capital and production or is a fully 

constitutive element of capitalism. The parasitic view is defended by Carcanholo and 

Nakatani (2019) and Hudson (2021). Similarly, Magdoff and Sweezy (1987) and Foster 

and Magdoff (2009) argue that finance operates in opposition to production, leading to 

stagnation. This paper takes a different approach, asserting that finance is an organic 

and constitutive dimension of the capitalist economy. 

As claimed by Bryan, Martin, and Rafferty (2009), Braga et al. (2017), and Prado 

(2014), financialisation is an organic development of capitalism rather than an external 

or parasitic force. Rather than opposing production or representing a capitalist 

distortion, in financialisation, capital appears as finance. In contemporary capitalism, 

“finance is the everyday mask of capital”, and financial markets play a crucial role1 in 

disciplining economic agents to ensure the reproduction of the capitalist system 

(Sotiropoulos, Milios, & Lapatsioras, 2013, p. 139). This disciplinary mechanism operates 

 
1The power of capital is expressed in many other spheres, as the military one. Here, the focus is 
to examine the specific channel of discipline through finance, which in financialised capitalism 
gains particular importance. 
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primarily through the pricing of financial assets and the associated risk assessments 

embedded within them. 

Palludeto and Rossi (2022) explain that the price of financial assets is determined by 

capitalists’ evaluations of the expected income flow these assets may generate, 

discounted to present value using a risk-adjusted interest rate.2 Such expectations are 

not based on neutral interpretations of reality; rather, the valuation process is embedded 

in power relations. The expansion of financial markets has reinforced financial asset 

pricing as a key disciplinary mechanism, contributing to the alignment of diverse 

economic agents with the neoliberal ideology (Alami, 2018; Sotiropoulos, Milios, & 

Lapatsioras, 2013). In other words, “the valuation process carried out by financial 

markets has important consequences for the organization of capitalist power relations” 

(Sotiropoulos, Milios, & Lapatsioras, 2013, p. 2). Since financial asset prices are based 

on expectations about the future, risk assessment plays a central role in shaping both 

asset values and their disciplinary function. 

As argued by Sotiropoulos, Milios, and Lapatsioras (2013), financialisation is 

intertwined with the emergence and diffusion of an interpretation of reality from the 

viewpoint of risk to several economic agents. The development of financial innovations, 

such as derivative instruments, made it possible to assess and turn different events into 

risks that can be quantified, priced, and traded. This pricing is based on a particular 

comprehension of events that is embedded in the capitalist ideology (Sotiropoulos, 

Milios, & Lapatsioras, 2013, p. 161). Supposing an increase in the perceived risk 

attributed to a financial asset, it negatively impacts its price by increasing the interest 

rate which adjusts the expected flow of income associated with that asset. If this asset 

is a bond issued by an economic agent, for example, it means that the agent will face a 

 
2In the Marxist framework, the value of the fictitious capital is determined by bringing to present 
value the expected future inflow discounted by the risk-adjusted interest rate attributed to it. 
This process is referred to as capitalization, which coincides with the formation of fictitious 
capital itself (Marx, 1992). 
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higher cost of funding, which will discipline the specific agent to act toward improving 

the risk attributed to its liabilities. In other words, “finance is not so much about 

forecasting the future but about disciplining the present, even if this passes through the 

estimation of future outcomes” (Sotiropoulos, Milios, & Lapatsioras, 2013, p. 113). 

Since this study focuses on how financial discipline affects a specific economic agent 

– the state – it is important to clarify the relationship between financialisation and 

neoliberalism. Fine (2009) argues that financialisation is embedded in neoliberalism, 

which in turn is rooted in the ideology of non-interventionism and free markets, shaping 

the “cultural making” of financialisation. This cultural making affects all economic 

agents, including the state, by fostering a form of self-discipline, conducting them to 

“voluntarily insure against perceived risks (…) through the mechanisms of the financial 

markets” (Langley, 2004, p. 552). Despite its ideological emphasis on minimal state 

intervention, neoliberalism in practice involves strong state intervention “to promote the 

interests (…) of capital in general and of finance in particular” (Fine, 2013, p. 58). 

Neoliberalism is expressed through a set of economic policies that weaken public 

pension systems, public healthcare, and education, increasing reliance on financial 

markets to access these services. It also “flexibilizes” labor markets, allowing precarious 

employment contracts and reducing workers’ benefits, imposes rigid controls on public 

debt and government deficits, leading to austerity and privatization, and promotes 

financial market liberalization and deregulation, granting finance unprecedented freedom 

and power (Duménil & Lévy, 2001; Fine, 2009; Fine, 2013). In sum, “neoliberalism is 

the expression of the new hegemony of finance” (Duménil & Lévy, 2001, p. 601). 

By forecasting the future and quantifying risk, the expansion of financial markets 

has provided a powerful means of imposing capital’s discipline across society. The state 

plays a fundamental role in this process, not only as an agent that suffers the 

consequences of financial discipline but also as an active promoter and enabler of 

financial market expansion and dominance. 
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1.3. State financialisation: empowering and being disciplined by 

finance 

Aiming to reach a more delimited and deeper understanding of state financialisation, 

this section draws upon several contributions from the literature, integrating different 

approaches (Alami, 2018; Braun, Gabor, & Hübner, 2018; Santos, 2023; Sotiropoulos, 

Milios, & Lapatsioras, 2013; Vasudevan, 2025), and emphasizing the centrality of 

sovereign debt to the phenomenon. State financialisation is understood here as a 

reciprocal relationship between the state and financial markets: on the one hand, the 

state supports the development and empowerment of financial markets; on the other 

hand, financial markets discipline the state toward the reproduction of neoliberal 

economic policies.  

In financialised capitalism, states and financial markets are deeply interdependent: 

finance relies on the state to sustain its power, while the state depends on financial 

markets to implement economic policy. The development and empowerment of finance 

are propelled by how states are directed toward a new mode of governance, increasingly 

carried out through financial markets (Santos, 2023), acting as financial agents seeking 

to manage risks (Schwan, Trampusch, & Fastenrath, 2021). Braun (2020) describes this 

process as “governing through financial markets”, where public policy goals are pursued 

via financial instruments. This dependence empowers finance,3 as the state becomes 

invested in financial markets’ stability to achieve its policy objectives. Conversely, the 

empowerment of finance, particularly through the pricing of sovereign risk, disciplines 

the state toward executing the neoliberal policy agenda. 

This interconnection between state and finance is illustrated in how the state sets 

and pursues economic policy goals, such as fiscal and monetary policy. Fiscal policy has 

 
3Braun, Gabor, and Hübner (2018) denominated “infrastructural power” the process that 
“operates via policymakers’ expectation that curtailing markets will curtail the effectiveness of 
their own, market-based policy instruments”. 
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become increasingly intertwined with financial markets, influenced by the growing 

importance of risk management related to the state’s assets and liabilities. As argued by 

Streeck (2014), fiscal policy has become dependent on sovereign debt issuance due to 

decreasing revenues exacerbated by tax cuts and low economic growth in contemporary 

capitalism. To manage risks and reduce funding costs, it became essential to create and 

deepen primary and secondary markets for government securities, as well as promote 

financial innovations. The shift from non-marketable to marketable public debt 

instruments4 also empowered the financial sector, as states may5 become dependent on 

the continuous market validation of their liabilities to finance expenditures at sustainable 

costs. By contrast, loan-based or non-marketable debt does not involve the same ongoing 

market validation, as borrowing conditions are typically negotiated through contracts 

and not continuously priced in financial markets. Consequently, sovereign debt 

management is grounded in reducing the cost of the debt portfolio, leading the state 

toward sophisticated financial techniques and innovations, such as derivative 

instruments, contributing to the liquidity and depth of these markets (Schwan, 

Trampusch, & Fastenrath, 2021; Trampusch, 2019).  This dependence on modern finance 

makes the state interested in improving its risk profile, thus shaping fiscal policy toward 

austerity measures, privatization, and the transformation of public goods into tradable 

financial assets.6 

Monetary policy also reflects how state and private finance are intertwined. In 

contemporary capitalism, Central Banks (CBs) have emerged as key institutions in the 

financialisation process, with their independence from the government coinciding with 

 
4See Fastenrath et al. (2017) for an empirical demonstration of the growing importance of 
marketable (e.g., treasury bills, notes, and bonds) relative to non-marketable government debt 
(e.g., loans). 
5This depends crucially on the institutional arrangement of each country and its position on the 
monetary and financial international hierarchies. Depending on them, the Central Banks can or 
cannot be able or willing to contrapose the pressure of financial markets over public securities. 
6As examples of the turning of public goods into financial assets, Karwowski (2019) evidences 
the cases of the pension funds and the social and physical states infrastructure. 
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increasing dependence on financial markets (Lapavitsas, 2014). Over time, the tools used 

by CBs have evolved from interest rate controls and credit ceilings to indirect 

instruments relying on financial markets as intermediaries (Braun, Gabor, & Hübner, 

2018). Repurchase agreements, where CBs lend to banks against collateral, have become 

particularly significant (Ban & Gabor, 2016). Government securities, due to their high 

quality as collateral, play a crucial role in monetary policy, including repos, open market 

operations, and unconventional monetary policy. The CBs’ reliance on the financial 

system to conduct and transmit monetary policy enhances the power of finance, as 

disruptions in these markets can undermine policy effectiveness, shaping the action of 

CBs (Ban & Gabor, 2016). In this process, CBs adopt a risk management perspective, 

selecting eligible collateral, applying haircuts, and deciding on asset eligibility for 

unconventional monetary policies (Gabor, 2016). Although legally tasked with price 

stability, CBs effectively function as financial policymakers, reflecting the broader 

influence of finance on state governance (Braun, 2020). 

The execution of monetary policy – through the importance of government securities 

as high-quality assets for collateral – and fiscal policy – through financing via debt 

issuance – evidences the centrality of government securities in the interconnections 

between the state and private finance. The market for government securities plays a key 

role in state financialisation since, simultaneously, they are the backbone of the entire 

financial system, and through the evaluation of solvency, states are disciplined. The 

public debt market acts as “the anchor and the basis of expansion of the contemporary 

capitalist financial system”, linking not only the state and domestic finance but also 

connecting the two with international finance (Vasudevan 2025, p. 2). This explains why 

the public securities market “provides a most likely location for the operation of financial 

market pressures” (Mosley, 2003, p. 17). 

Through the assessment of each state’s insolvency risk, financial markets price 

government securities, potentially impacting their cost of funding. A higher perceived 
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risk, unless offset by an action from the Central Bank, will result in a decrease in the 

price of government securities, thus increasing the cost of rolling over or issuing new 

debt. Regardless of how assertive expectations about the solvency of each government 

may be, they are potentially powerful enough to discipline the state through impacts on 

the cost of debt. A rise in borrowing costs can effectively shape state actions by 

pressuring it to reduce the risk of insolvency, thereby disciplining it to implement 

neoliberal reforms (Sotiropoulos, Milios, & Lapatsioras, 2013). Another possibility is the 

default on debt, prompting states to turn to supranational institutions, such as the IMF. 

In such cases, institutional mechanisms attached to the rescue – the conditionalities – 

also effectively direct national states toward neoliberal economic policies in favour of 

financialisation. 

The discipline imposed by financial markets on the state is also grounded in an 

ideological interpretation of reality. When a specific event is translated into higher 

sovereign risk – such as an increase in a government’s social expenditure – it reflects a 

market’s perception shaped by neoliberal principles. Sovereign risk is not based on 

neutral interpretations of parameters per se, such as a country’s deficit or debt-to-GDP 

ratio. Sotiropoulos, Milios, and Lapatsioras (2013, p. 203) illustrate how, for instance, a 

fiscal deficit resulting from an increase in social expenditure might not be priced the 

same way as a similar deficit resulting from a reduction in taxation benefiting financial 

capitalists.7 Therefore, what matters most “is not fiscal prudence in general, but a 

 
7A reduction in taxes that benefits financial capitalists is not always well received by financial 
markets. Liz Truss’s attempt in the UK to cut taxes for high-income earners, followed by the 
negative reaction from financial markets, is a good example of how complex these dynamics can 
be. What’s important to note here is that the rationale behind fiscal austerity is ideologically 
driven to favor financial capitalists. 
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particular form of fiscal prudence: a prudence appealing to the interest of capitalists” 

(Sotiropoulos, Milios, & Lapatsioras, 2013), and, particularly, to the interests of finance.  

If the state conducts its economic policy in a way that does not align with the 

demands of the neoliberal agenda at a given point in the financial cycle, markets can 

raise the perceived solvency risk. The latter may be translated into higher financing 

costs, forcing governments to revert to or deepen neoliberal policies. This process has a 

cyclical dimension, and during the downward phase of the financial cycle it is likely that 

discipline is reinforced. Since government securities are at the core of both fiscal and 

monetary policy, it impacts the entire economy. Through the assessment of government 

debt risk, financial markets exercise their power by pressuring governments to implement 

policies that align with their interests, often at the expense of the broader population, 

making it a priority for governments to ensure the quality of public credit is deemed 

adequate by investors (Streeck, 2014). Therefore, the interrelationship between the state 

and financialisation fundamentally revolves around the issuance and management of 

public debt.8 

Figure 1.1 illustrates and summarizes the process of state financialisation. To achieve 

its economic policy goals, the state engages in financial markets primarily through 

government debt, fostering liquidity and depth in these markets. The figure shows that 

this engagement occurs across three main levels: the primary sovereign debt market, 

where new bonds are sold via auctions to primary dealers; the sovereign derivatives 

market, where instruments such as interest rate swaps and credit default swaps reprice 

or hedge the risks embedded in those bonds; and the secondary debt market, where debt 

circulates as collateral in repos and is traded in open market operations by CBs. While 

the state pursues fiscal and monetary goals through these markets, their development 

 
8To address particularly how government debt management has been shaped by financialisation, 
the literature also refers to the “financialization of sovereign debt management” and 
“financialization of government bond market” (Fastenrath, Schwan, & Trampusch, 2017; Hardie, 
2012). 
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and expansion may – depending on institutional factors, financial regulation, and the 

degree of financial liberalization – transform into a mechanism of discipline over the 

state via sovereign risk assessment. The result of such discipline is a reshaping of 

economic policy, either by reducing the state’s autonomy or by shifting economic policy 

goals toward a neoliberal direction. These policy shifts, in turn, reinforce the power of 

financial markets and, consequently, their disciplinary role. 

 

Figure 1.1. State financialisation. 

The capacity of financial markets to exert such discipline depends heavily on each 

country’s political and economic context. A state’s ability to implement policies that 

diverge from the neoliberal agenda is not technically determined but fundamentally 

shaped by power relations. Globally, this capacity is also affected by asymmetries 

between nations reflected in sovereign debt markets. While U.S. Treasury bonds are 

considered “risk-free” assets, thereby mitigating capital discipline through sovereign risk, 
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peripheral government bonds are more heavily exposed to it. The international financial 

and monetary system is asymmetrical, based on a hierarchy of currencies and debts, 

which shapes state financialisation unevenly in the core and the periphery. 

1.4. Subordinated state financialisation in the periphery 

Financialisation is a variegated process that exhibits significant geographical 

particularities, with a key distinction emerging between core and peripheral countries. 

Building on the currency hierarchy literature and extending it to encompass sovereign 

debt, this section examines how state financialisation is shaped by these hierarchies. The 

mutual relationship between the state and financial markets in the periphery is sui 

generis: on the one hand, the state supports the development and empowerment of 

financial markets. This support is mediated by the higher risk attributed to its currency 

and debt, which leads to a state-supported deepening of market liquidity to facilitate 

trade and protect against such risks. On the other hand, financial markets discipline the 

state toward the reproduction of neoliberal economic policies, which can reinforce the 

position of its currencies and debts at the bottom of the international hierarchies. 

1.4.1. The international hierarchy of currencies and sovereign debts 

International monetary asymmetries are reflected in what is referred to by the literature 

of Post Keynesian inspiration as currency hierarchy (Andrade & Prates, 2013; Conti, 

Prates, & Plihon, 2014; Palludeto & Abouchedid, 2016; Prates, 2005). Domestic 

currencies have different degrees of capacity to perform the functions of money globally,9 

and based on this emerges a hierarchy of currencies among them (Palludeto & 

Abouchedid, 2016). Since the dollar is the currency that best performs the functions of 

money globally, the U.S. currency is at the very top of the hierarchy. Core currencies 

with a limited capacity of functioning internationally as money come right below the 

 
9Unit of account, means of payment and store of value. 
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dollar – the euro comes right after, followed by other strong yet less significant 

currencies, such as the yen, and the pound – while at the bottom of the hierarchy are 

the peripheral currencies, with no (or marginal) ability to perform their functions at the 

international level.  

Since peripheral currencies don’t function as money at the international level, the 

demand for financial assets denominated in these currencies depends on expectations 

regarding their future conversion into the world currency.10 In other words, the 

subordinated monetary positions of such currencies allow the formulation of an 

additional determination of risk, specifically the risk of illiquidity at the international 

level. The illiquidity risk of peripheral currencies is highly sensitive to the global financial 

cycle, decreasing during periods of boom and increasing during financial distress. 

Monetary asymmetry is closely related to the emergence of financial asymmetry. 

Andrade and Prates (2013) identify two key aspects of financial asymmetry: First, 

financial flows to peripheral countries are highly speculative, sensitive to risk aversion, 

and dependent on the monetary policy of core countries. As a result, the demand for 

peripheral financial assets assumes a more unstable and procyclical character. Second, 

peripheral countries’ financial assets constitute a small share of the global financial 

markets. While peripheral assets represent only a small portion of foreign investors’ 

portfolios, even a small reallocation of their assets can have significant consequences for 

peripheral financial markets due to their relatively small size (Kaltenbrunner & 

Painceira, 2018). In contrast, during crises, capital flows are redirected to assets 

 
10The literature (Andrade & Prates, 2013; Conti, Prates, & Plihon, 2014; Palludeto & 
Abouchedid, 2016) denominates “international liquidity” the levels on which a currency is able 
to perform money functions internationally. In this approach, international liquidity corresponds 
to the structural characteristics of the currencies. Another concept is the “market liquidity”, 
which corresponds to conjectural expectations of the liquidity of such currency. The market 
liquidity of each currency varies according to the financial cycle, while international liquidity is 
stable regarding the financial cycle and comprises the more solid characteristics of a currency as 
its ability to function as world money. 



 24 

denominated in top currencies, mitigating the impact on prices in core countries’ assets. 

These two aspects imply that a reversion in the financial cycle has a disproportionately 

disciplinary impact on the periphery (Alami, 2018). Therefore, capital flows become 

crucial to explaining the volatility of asset prices and the subordination of peripheral 

countries (Bonizzi, 2013; Bortz & Kaltenbrunner, 2018). The consequences of these 

financial asymmetries are reflected in higher interest rates and exchange rate volatility 

in these economies (Conti, Prates, & Plihon, 2014). 

An important element of financial asymmetry is highlighted by Alami (2018), who 

analyses the geographical unevenness in risk assessment. The global financial centers, 

primarily located in core countries, are “the leading sites of production of financial 

instruments and knowledge” upon which the risk assessment of assets is based (Alami, 

2018). Of particular significance is the highly concentrated market of risk agencies, 

mainly dominated by the Big Three – Moody’s, S&P, and Fitch. Based in the U.S. and 

London, these agencies rank governments, corporations, and agents worldwide according 

to their assessments of the risk associated with each asset group. The role played by 

sovereign ratings is particularly important, as “sovereign credit ratings form a 

benchmark indicator for the credit risk assessment of many other assets” (Ozturk, Namli, 

& Erdal, 2016). As noted by Basu and Sun (2022), these institutions wield “enormous 

influence and power”, acting as a reference for guiding the behaviour of investors and 

institutions globally, triggering the movement of international financial wealth based on 

their risk ratings. As previously mentioned, the risk assessment is embedded in a 

capitalist ideology that reflects class interests. Alami (2018) further shows that this 

process is geographically shaped, mirroring actual geopolitical power relations. The 

construction of the knowledge underlying risk assessment is permeated by “[w]estern- 

and capital-centric views of history and imperial/neo-colonial imaginaries” (Alami, 2018, 

p. 26), which influence the representation of peripheral assets as riskier. 
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The existence of monetary and financial asymmetries is also manifested in an 

international hierarchy of government securities. As discussed by Vasudevan (2025, p. 

3), the subordinated position of the periphery is “structured by sovereign debt and the 

interplay of public debt and global finance”. I argue that the hierarchy of sovereign debt 

depends on two main interconnected factors: first, the position of the national currency 

within the global currency hierarchy; and second, the capacity of national institutions – 

particularly the relationship between the treasury and the national central bank – to 

back and support government debt. Since U.S. Treasury securities are denominated in 

the world currency and the Federal Reserve (Fed) is capable of managing and supporting 

the market for government securities, they are at the top of this hierarchy. In contrast, 

the government securities of peripheral countries are at the bottom of the public debt 

hierarchy, as they are denominated in domestic, weak currencies or foreign currencies 

that they do not issue. While public bonds from core countries are considered safe 

havens, the heightened risk attached to peripheral debt becomes a structuring 

mechanism for their subordination. 

1.4.2. Financialisation of the state in the periphery 

In peripheral economies’ state financialisation, the interconnections between the state 

and financial markets are shaped by subordination in a dual process. On the one hand, 

the peripheral state actively fosters the development of financial markets, seeking to 

mitigate the additional risks associated with its currency and sovereign debt. On the 

other hand, financial markets exert significant disciplinary pressures on the state, 

reinforcing neoliberal economic policies that may further entrench the position of its 

currencies and debts at the lower tiers of the international monetary and financial 

hierarchy. These dynamics are influenced by the global financial cycle, as the procyclical 

demand for peripheral countries’ currencies and debts intensifies financial discipline 

during periods of economic distress. 
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As previously discussed, financial markets rely on the state to sustain their power 

and expand their influence, while the state depends on these markets to implement its 

economic policies. The particularity of peripheral state financialisation is evident in the 

specific nature of the relationship between the state and private finance in executing 

fiscal, monetary, and exchange rate policies. To achieve its economic policy goals, the 

peripheral state becomes dependent not only on financial markets but also on external 

factors, such as its access to international currencies and assets at the top of global 

hierarchies. 

Similar to core countries, peripheral states increasingly depend on sovereign debt 

issuance to execute fiscal policy, but this process takes on distinct forms. One clear 

example is when peripheral states rely on external debt to finance their expenditures. 

This situation represents not only the state’s dependence on financial markets but also 

its reliance on the availability of foreign reserves to service the debt. It constitutes a 

direct form of external vulnerability, as the inability of these states to issue the currency 

in which they are indebted undermines their capacity to respond to foreign outflows and 

exposes them to exchange rate depreciation. In the event of a sudden stop in capital 

flows, the state may find itself unable to service its debt in foreign currency due to 

depreciation pressures, and the mechanisms through which the state conducts fiscal 

policy can be directly undermined by higher funding costs. This constitutes a direct and 

intense form of state discipline, mediated by financial markets and the supranational 

institutions that bail out states based on strict conditionalities. The debt crisis in 

peripheral countries during the 1980s and the subsequent adoption of the Washington 

Consensus epitomized the strength of this disciplinary mechanism.11 It remains relevant 

 
11In Latin America, the debt crisis in the 80s was of particular importance to turn such countries 
to the IFM and the World Bank, which came together with the imposition of the Washington 
Consensus (Lapavitsas, 2014). Even if Asian economies did not suffered a sudden stop, during 
the 1980s it was also adopted a set of measures promoting financial deregulamentation and 
liberalization (Cho, 2010), which was deepened by the Asian crisis at the end of the 1990s, 
making countries turn to the IMF and disciplining the state towards neoliberal reforms. To the 
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today, as illustrated by the cases of Latin American countries such as Argentina since 

2001, Venezuela in 2017, and African and Asian countries such as Ghana and Sri Lanka 

in 2022. 

However, even when peripheral states succeed in issuing debt in their domestic 

currency, new forms of discipline via financial markets may emerge. If the state issues 

debt in domestic currency, bondholders’ expectations regarding exchange rate risks may 

also contribute indirectly to an increase in funding costs. The presence of foreign 

investors as holders of domestic currency assets, including government securities, can 

create an additional source of vulnerability for these states due to their strong procyclical 

demand (Arslanalp & Tsuda, 2014; Bortz & Kaltenbrunner, 2018). Exchange rate 

movements affect the value of financial assets in terms of the foreign investor’s currency, 

which can trigger capital outflows as foreign investors bear the exchange rate risk 

(Hofmann, Patel, & Wu, 2022). In this scenario, the Treasury could be indirectly affected 

by an increasing cost of rolling over its debt if currency depreciation, by threatening 

inflation targets, leads to monetary tightening (De Paula, Fritz, & Prates, 2025), or by 

the potential impact on medium to long-term government debt yields. Fiscal policy thus 

reveals a governance pattern that is mediated both by financial markets and global 

hierarchies, making the discipline imposed by them potentially more pronounced. 

Monetary policy also serves as a channel through which the interdependence between 

peripheral states and financial markets is mediated by the hierarchies of currencies and 

sovereign debts. As noted by Braun, Gabor, and Hübner (2018), CBs conduct their 

monetary policy through financial markets, thus empowering finance as it is essential for 

the state to ensure the liquidity and proper functioning of these markets to meet 

monetary policy goals. In peripheral countries, monetary policy is closely intertwined 

 
African economies, the debt crisis during the 1980s also impacted the region and redirected 
countries to conduct the neoliberal reforms imposed by the IMF and the World Bank 
(Kvangraven et al., 2021). 
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with exchange rate policy. A relatively higher short-term interest rate compared to core 

countries is often adopted to attract foreign reserves and, in some cases, to avoid a 

depreciation of the domestic currency that could undermine efforts to control inflation.12 

Concerns about the evolution of the exchange rate redirect CBs toward operations in 

spot and future currency markets, which contributes to deepening these markets (Alves, 

2017; Kaltenbrunner, 2010). In seeking protection against vulnerabilities stemming from 

the risks associated with their liabilities, CBs act by accumulating reserves and 

promoting the liquidity of spot and future currency markets. 

Let us better understand the impacts of deepening foreign exchange derivatives 

markets and the accumulation of reserves, starting with the former. The state’s shift 

toward financial techniques, such as financial derivatives, a key aspect of state 

financialisation, occurs in a distinct manner here. The state promotes the depth and 

liquidity of such markets, aiming to mitigate exchange rate volatility by offering a hedge 

to investors against domestic currency fragility. The ability to hedge foreign exchange 

exposure helps to boost demand for domestic assets by foreign investors (Kaltenbrunner, 

2010), but it also introduces the potential for increased instability, as exchange 

derivatives markets can be used for speculative purposes.13 

Regarding foreign reserve accumulation, it is a state strategy to safeguard against 

foreign outflows and to manage the exchange rate. At the same time, it entails costs of 

accumulation that can compromise fiscal policy (Akyüz, 2021; Palludeto & Abouchedid, 

2016). Since these reserves are often invested in U.S. Treasury securities, they contribute 

 
12How the Central Bank conduct its operations in the foreign exchange markets will depend on 
its objectives and of the financial cycle. During periods of financial inflows, a tendency of 
domestic currency appreciation can be undesired, and the Central Banks can also act in the 
direction of avoiding an excessive appreciation of its domestic currency.   
13Farhi and Borghi (2009), for example, highlight how the foreign exchange derivatives markets 
contributed to heightened vulnerability by enabling substantial financial leverage during the 
2008 crisis in Brazil, Mexico, and South Korea. 
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to reinforcing the dominant international role played by the dollar as an international 

reserve currency and U.S. Treasuries as safe havens (Powell, 2013). 

 

Figure 1.2. Peripheral state financialisation. 

Figure 1.2 illustrates the dynamics of state financialisation in peripheral economies, 

encapsulating the argument presented here. Peripheral states engage with financial 

markets mainly through government debt to achieve economic policy objectives. This 

engagement encompasses the three levels outlined earlier (Section 1.3, Figure 1.1) – 

primary sovereign debt markets, sovereign derivatives markets, and secondary markets. 

And it also comprises three additional layers of state-finance interactions that are 

particularly crucial in peripheral countries: external sovereign debt issuance, 

accumulation of foreign reserves by domestic central banks, and FX derivatives and 

exchange rate management. This pattern of interaction stems from the state’s effort to 

govern through financial markets given its subordinated position in global hierarchies. 

Yet, the very tools deployed to hedge currency and sovereign debt risk end up deepening 



 30 

financial markets and binding the state even more tightly to core currency assets and to 

foreign investors’ demand. Within this mode of governance, the international illiquidity 

of peripheral currencies and sovereign debts converts into an additional layer of risk, 

intensifying financial discipline over the state – especially when global financial 

conditions tighten. Consequently, economic policy in peripheral economies is shaped by 

a dual process that contributes to reproducing subordination: it is both constrained by 

the global financial asymmetries and disciplined to follow a neoliberal direction. 

Concretely, the manifestation of peripheral state financialisation varies based on the 

specific characteristics of each economy and its patterns of integration into global 

finance. Furthermore, fluctuations in the global financial cycle can either intensify or 

ease financial discipline over these states, given the procyclical and speculative demand 

for their assets. The following section illustrates these dynamics by analysing the 

Brazilian case. 

1.5. Brazilian state financialisation: governance, financial 

discipline, and the post-2014 neoliberal deepening 

During the 2000s, many peripheral economies benefited from the upward phase of 

the financial cycle, coupled with a commodities boom. In Brazil, this period brought 

significant changes in the interconnections between the state and financial markets. With 

the favourable external environment, the government reconciled two often conflicting 

goals: managing the additional risks associated with the domestic currency and public 

debt while accommodating financial investors’ interests. As the country accumulated 

vast foreign reserves and reduced the share of government debt in foreign currency, 

traditional forms of external vulnerability – such as reserve shortages and fragilities 

associated with foreign currency debt – seemed to disappear. However, this governance 

pattern facilitated the emergence of new forms of external vulnerability, which intensified 

after the U.S. tapering announcements in May 2013. 
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Following the shift in U.S. monetary policy, the Brazilian economy faced a severe 

crisis, with unemployment rising from 6.6 to 12.8% between 2014 and 2017, and GDP 

contracting by 3.5% in 2015. The recession had multiple causes, including a decline in 

domestic demand linked to government policies (Arestis et al., 2022; Serrano & Summa, 

2015), political conflicts, growing distributive tensions (Martins & Rugitsky, 2021; 

Serrano & Summa, 2022), and the rise of new external vulnerabilities (Akyüz, 2017; 

Biancarelli, Rosa, & Vergnhanini, 2017; Kaltenbrunner & Painceira, 2018). This section 

argues that the financialisation of the Brazilian state also underpins this process. 

The Brazilian state’s connections with financial markets reveal a dual pattern 

consistent with the mechanism of peripheral state financialisation previously described. 

On the one hand, the Treasury and the BCB actively promoted the liquidity and depth 

of financial markets – such as the government debt and foreign exchange markets – to 

protect against the international illiquidity of the domestic currency and sovereign debt. 

The Treasury sought to improve the debt profile while adopting an accommodative 

approach to bondholders’ preferences. Similarly, the BCB managed the domestic 

currency’s fragility by hedging investors, accumulating reserves, offering liquid and 

profitable assets via repurchase agreements with treasury bonds, and assuming exchange 

rate risks through FX swaps. On the other hand, this financial market governance 

became a source of power for these markets in disciplining the state – an influence that 

intensified following the reversal of the financial cycle in 2013. This discipline manifested 

through sovereign and exchange rate risk assessments, impacting the state’s cost of 

funding and steering economic policy and structural reforms toward a more pronounced 

neoliberal trajectory post-2014. 

1.5.1. The Brazilian Treasury’s entanglement with financial markets 

In the 2000s, the Brazilian Treasury actively developed domestic government debt 

markets to manage the additional risks associated with its debt, aiming to improve debt 
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composition and minimize refinancing risks.14 This strategy was implemented only to 

the extent that it complied with bondholders’ interests, with the Treasury 

accommodating their demands throughout the financial cycle. However, the 2013 shift 

in liquidity conditions exposed the limitations of this governance model, revealing that 

the growing entanglement of the Brazilian state with finance introduced new 

vulnerabilities. Specifically, this entanglement empowered financial markets to discipline 

the Brazilian state through sovereign risk assessments, steering it toward deeper 

neoliberal reforms post-2014. 

Efforts to transform the debt profile focused on enhancing market liquidity and 

fostering a more resilient debt structure by reducing short-term, FX-linked, and floating-

rate sovereign debt. Debt improvements were achieved through financial incentives,15 

such as tax exemptions and assurances of exit options during financial distress. For 

instance, in 2006, the government exempted foreign investors from income tax on public 

bonds, aiming to encourage demand for longer maturities and fixed-rate debt (Dornelas 

& Terra, 2021). The Treasury also offered implicit hedges to investors by committing to 

regular early purchase and sale auctions for fixed-rate and inflation-indexed bonds, 

ensuring that investors would have an exit option in case of financial turbulence (Pedras, 

2009). These measures, combined with a favourable external environment and alignment 

with bondholders’ interests, improved Brazil’s debt structure: the share of government 

debt in domestic currency rose from 73% in 2002 to 96% in 2012 (IMF, 2023), the average 

 
14The development of a domestic government debt market followed fiscal and monetary reforms 
that assured investors of the government’s commitment to maintaining public creditworthiness. 
Key measures included the adoption of an inflation-targeting regime in 1999, which emphasized 
the Brazilian Central Bank’s (BCB) focus on price stability, and the Fiscal Responsibility Law 
in 2000, which set debt limits and primary balance targets as key budget anchors (IMF, 2023), 
thereby reinforcing the primacy of bondholders’ interests in the Union’s budget. 
15As part of the financial incentives, the primary dealer system was expanded in 2003 to include 
a select group of specialists who were required to meet performance criteria in government debt 
markets. In return, they received privileges such as exclusive access to secondary-round auctions 
(Amante, Araujo, & Jeanneau, 2007). 
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life of federal public debt extended from 4.6 years in 2005 to 6.6 years in 2014 (National 

Treasury Secretariat, 2022), and floating and FX-linked debt shares declined, while 

fixed-rate debt shares increased (Figure 1.3). 

 

Figure 1.3. Composition of Brazilian federal public debt. Data: Brazilian National Treasury 

However, most of these improvements were tied to the financial cycle.16 Given the 

international illiquidity of Brazil’s currency, the attractiveness of government bonds in 

domestic currency is sensitive to external conditions. The improvements in debt 

composition were driven by a rising share of foreign investors as bondholders, a 

participation that is particularly unstable in peripheral economies and tends to reverse 

during periods of instability. In fact, foreign investors sharply reduced their participation 

in Brazilian sovereign debt markets after 2015, amid rising debt-to-GDP ratios driven 

by economic contraction and increased interest payments (Figure 1.4). Combined with 

the strong preference of Brazilian domestic investors for short-term liquid assets 

 
16A context of expected declining interest rates makes floating-rate debt less appealing, while 
increasing investors’ appetite for fixed-rate debt, which will not incur losses from decreasing 
interest rates. Additionally, in the context of favourable external conditions and lower domestic 
interest rates, longer-term debt became a more profitable option due to its higher yields. 
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(International Monetary Fund, 2018), the reversal of the financial cycle contributed to 

imbalances in government debt markets and to the deterioration of the debt profile post-

2014. 

 

Figure 1.4.  Government debt as a share of GDP and foreign investor holdings of total government debt. Data: IMF 
– Sovereign Debt Investor Base for Emerging Markets and Developing Economies. 

Market distortions emerged in the fixed-rate, longer-term debt segment, prompting 

the Treasury to conduct repurchase auctions to offer investors an exit from these bonds 

(Dias, Pereira, & Neto, 2022). These purchases aimed to accommodate the market’s 

preference for more liquid domestic assets, shifting the debt profile back toward floating-

rate bonds. By 2018, floating-rate bonds had reclaimed the share seen in 2006, reversing 

previous improvements (Figure 1.3). Similarly, the average life of debt fell from 6.6 years 

in 2014 to 5.4 years in 2019 (National Treasury Secretariat, 2019), echoing 2007 levels. 

These shifts, combined with domestic monetary tightening, pushed the average cost of 

federal public debt from 11.3% in 2013 to 16.1% by late 2015 (National Treasury 

Secretariat, 2013; 2015). These changes reflected the Treasury’s accommodation of its 
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investor base’s liquidity preferences, with worsening liability structures acting as a 

disciplinary mechanism that made the cost of funding more sensitive to sovereign debt 

risk assessments. 

Rating agencies played a crucial role in intensifying these pressures. The first 

downgrade of both domestic and foreign Brazilian government debt was issued by 

Standard and Poor’s (S&P) in March 2014.17 S&P directors linked the downgrade to the 

need for major reforms, including social security and tax reforms (Cowley, 2014). The 

country subsequently lost its investment grade and was downgraded to junk status by 

S&P on September 2015. This was justified by three consecutive years of primary 

deficits, compounded by a revision of the government’s 2016 budget, which shifted from 

a 0.7% primary surplus to a 0.3% primary deficit (S&P, 2015). The loss of investment 

grade was described by Finance Minister Joaquim Levy as devastating for the private 

sector, and he argued it would “raise awareness” in Congress “about the need to meet 

more ambitious budget targets” (Leahy, 2015). In response, President Dilma Rousseff 

convened an emergency cabinet meeting to urgently address public spending cuts (Dias, 

Cruz, & Versiani, 2015). The immediate concern was capital flight, given the significant 

amount of government debt held by foreign investors (Leahy, 2015). Indeed, it was 

exactly after losing investment grade that in Q3 2015 the foreign investors started to 

decrease their participation as holders of the government debt (Figure 1.4). Other 

agencies, such as Fitch and Moody’s, followed with additional downgrades, and further 

rating cuts continued until 2018. 

As shown in Figure 1.5, sovereign risk assessments intensified sharply alongside these 

downgrades. The EMBI-Br, which measures risk attributed to the Brazilian economy 

via government bond spreads, spiked from 340 in August 2015 to 523 by December 2015. 

 
17“The downgrade reflects the combination of fiscal slippage, the prospect that fiscal execution 
will remain weak amid subdued growth in the coming years, a constrained ability to adjust 
policy ahead of the October presidential elections, and some weakening in Brazil’s external 
accounts” (S&P, 2014) 
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Despite efforts to regain market confidence by cutting public spending, the index 

continued to rise until the impeachment of centre-left President Rousseff, which began 

in late 2015 and concluded in August 2016. Her Vice-President, Michel Temer, assumed 

the presidency for the remainder of the term (2016–2018). 

 

Figure 1.5. Sovereign risks, political events and neoliberal reforms. Data: Ipeadata. 

Michel Temer represented the faction of the government allied with the centre-right, 

which was more inclined toward deeper neoliberal reforms. During his mandate, two 

important reforms were approved: the New Fiscal Regime and a labour law reform. The 

New Fiscal Regime amended the constitution to guarantee fiscal consolidation for the 

next 20 years by “freezing” primary expenditures in real terms.18 The labour law reform 

eased the regulation of work contracts, aiming to increase “flexibility” in the labour 

market, and was presented as a measure to boost employment. These reforms failed to 

achieve their stated goals of promoting growth and reducing unemployment, and the 

economy remained trapped in stagnation (Arestis et al., 2022). 

 
18Even in the context of growing revenues and GDP growth, government expenditure became 
limited by the previous year values corrected by inflation.   
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In conclusion, while the Brazilian Treasury aimed to reduce the vulnerability of its 

domestic currency and debt by actively developing financial markets, this approach also 

enhanced the effectiveness of sovereign risk assessments in influencing economic policy. 

This pressure, in turn, increased the fragility of sovereign debt, reinforcing its lower 

status in international hierarchies. Ultimately, this governance model facilitated the push 

for austerity and neoliberal reforms. 

1.5.2. The Brazilian Central Bank’s role in managing risks and reshaping 
subordination 

The deep entanglement between the Brazilian state and financial markets also 

manifested itself in the exchange rate and monetary policy. The Brazilian Central Bank 

(BCB), while formally committed to an inflation target, played a key role in managing 

the additional risks associated with the domestic currency. During the crisis, the BCB 

was instrumental in enhancing liquidity in government debt markets, protecting against 

sudden stops by accumulating foreign reserves, and intervening in FX markets to hedge 

investors and prevent excessive volatility. The BCB’s monetary policy, characterized by 

traditionally high interest rates, was often procyclical, counterbalancing the impact of 

exchange rate depreciation on inflation. As will be shown, these measures were closely 

related to government debt dynamics and contributed to the increasing pressure on the 

Brazilian state to improve its risk profile. 

After 2004, the BCB accumulated huge foreign exchange reserves (Figure 1.6), a key 

feature of financial subordination, as previously described. This measure, intended to 

buffer against capital flow reversals, also contributed to a fragile public debt composition. 

Purchasing foreign currency required sterilization operations to maintain the interest 

rate target. In Brazil, monetary policy relies heavily on open market operations through 

repurchase agreements with treasury bonds, which are considered part of the public 
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debt.19 Other mechanisms, such as compulsory and voluntary deposits or outright sales, 

are less significant for draining liquidity (Pellegrini, 2017). Since reserves were driven by 

short-term capital inflows, repo maturities shortened accordingly, transmitting this 

short-term orientation to the domestic economy (Painceira, 2010). As Figure 1.6 shows, 

this drove a significant rise in repurchase operations relative to GDP. The fiscal costs of 

this process are well-documented, given the interest rate differentials between low-yield 

reserves and high-yield liabilities (Kaltenbrunner & Painceira, 2018; Kappes, 2023). 

 

Figure 1.6. Repurchase agreements and international reserves. Data: Brazilian Central Bank. 

Repurchase agreements in Brazil provide a safe, liquid, and profitable investment for 

financial markets, making them not only a monetary policy tool but also an opportunity 

for portfolio diversification to mitigate risk. These short-term sovereign debt instruments 

become particularly attractive during financial distress (Lopreato, 2008). It also 

 
19It is worth emphasizing that the use of repos is widely conducted by central banks worldwide, 
but this instrument has acquired unusual importance in the Brazilian economy, even when 
compared with other emerging economies (Pellegrini, 2017).   
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contributes to explaining the rise in repos during the 2014–2016 period, showcasing the 

BCB’s accommodative role in the face of increasing liquidity preference. Due to its short-

term maturity, these operations worsened the debt composition during the period, 

adding further pressure on the government.  

 

Figure 1.7. Central Bank Swap Contracts and Exchange Rate, Brazil (2008-2009). Data: Brazilian Central Bank. 

Given the exchange rate depreciation pressures after 2013, the BCB also acted in FX 

markets to transfer exchange rate risk from financial markets to the state.20 The BCB 

launched a non-deliverable forward FX swap program to hedge private agents against 

excessive volatility (Macalós, 2023). As shown in Figure 1.7, BCB swap contracts surged 

 
20Before 2013, there were other important attempts to mitigate volatility in Brazil’s foreign 
exchange markets. As illustrated by Alami (2019), the instabilities in the foreign exchange 
markets caused by the Global Financial Crisis led policymakers to become concerned with the 
potentially negative effects of speculation in FX markets. When there was still pressure for the 
appreciation of the Brazilian currency, measures such as taxes on the FX market were 
implemented (Alami, 2019). However, the decrease in capital inflows after 2013 and the attempts 
to offset it led to the removal of such measures, highlighting the asymmetries in economic policy 
autonomy along the financial cycle.   
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between 2013 and 2015, accompanied by sustained currency depreciation. These 

contracts allowed the BCB to absorb exchange rate risk in exchange for a premium paid 

by private participants. Settled in domestic currency, the swaps avoided direct foreign 

reserve depletion but required reserves to backstop potential losses. As illustrated in 

Figure 1.7, the number of swap contracts surged from 2013 to 2015, while the exchange 

rate continued to depreciate. Studies suggest these swaps effectively reduced private 

sector risk exposure (Chamon, Garcia, & Souza, 2017; Macalós, 2023), emphasizing the 

BCB’s important role in managing currency risk. 

However, these FX interventions carried underlying fragilities. The BCB incurred 

losses21 equivalent to 1.7% of GDP in 2015, which were offset by capital gains on foreign 

reserves due to currency depreciation (Biancarelli, Rosa, & Vergnhanini, 2017; Macalós, 

2023). Macalós (2023) highlights an important consequence of these losses: while reserve 

gains remained on the BCB’s balance sheet, the losses were transmitted to the economy 

through payments to hedged agents, increasing reserves in commercial banks. To 

maintain the interest rate target, the BCB intervened once again through repurchase 

operations. As a result, FX swaps also contributed to inflating gross government debt 

and nominal deficits, deteriorating the public debt composition. These increases, often 

misattributed to fiscal laxity, actually stemmed from monetary interventions, yet still 

triggered market discipline pressures. 

Another important consequence of FX swaps is that expanding these derivative 

markets without complementary regulations or capital controls may inadvertently fuel 

speculative attacks and increase currency volatility. As Musthaq (2023) notes, such 

interventions create moral hazard, “paradoxically encouraging investors to take greater 

risks”. Macalós (2023) links Brazil’s heightened exchange rate volatility (2012–2020) to 

 
21These losses, despite being potentially harmful to the reputation of a peripheral country’s 
central bank and policymakers, are liabilities incurred in domestic currency by the only 
institution that emits such a currency. Therefore, there are no issues of solvency involved. 
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this self-defeating feature. Additionally, Painceira (2010) argues that these interventions 

created incentives for domestic banks to raise funds abroad to engage in arbitrage 

between lower offshore interest rates and higher onshore U.S. dollar rates. By shielding 

markets from domestic currency risks, the BCB accommodated speculative demand, 

favouring arbitrage operations and allowing traders to bet without bearing the risk. 

 

Figure 1.8. Sovereign risk-monetary nexus in the Brazilian economy. Data: Ipeadata and Brazilian Central Bank. 

The attempt to offset increased risk assessments on domestic currency and debt, as 

well as their impact on domestic inflation, also affected conventional monetary policy. 

The domestic overnight interest rate rose sharply after 2013 (Figure 1.8), reflecting 

Brazil’s financialisation hallmark – persistently high interest rates (Lavinas, Araújo, & 

Bruno, 2019; Bresser-Pereira, Paula & Bruno, 2020). Sovereign debt risk assessments 

may indirectly constrain monetary policy by affecting inflation through exchange rate 

movements. This illustrates the nexus between sovereign risk assessment, monetary 

policy, and exchange rate during 2014–2016 (Figure 1.8). According to the Brazilian 
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Central Bank (BCB, 2015), domestic prices evolved in line with risk assessments in 2015, 

and the exchange rate served as a transmission mechanism. In response, the BCB raised 

interest rates to mitigate the effects of exchange rate depreciation on domestic prices 

(BCB, 2015). In the years following the recession’s peak, the magnitude of the recession 

likely explains why further exchange rate depreciation did not trigger inflation. The link 

between sovereign risk, exchange rate depreciation, and inflation added further pressure 

on the Treasury, as the higher interest rates increased funding costs due to the large 

share of interest rate-linked debt. 

The BCB’s efforts to manage currency risk, such as accumulating foreign reserves 

and engaging in FX swaps, ultimately created new vulnerabilities in the country’s debt 

structure. The interplay between sovereign debt risk, exchange rate depreciation, and 

inflation became a key factor in shaping monetary policy. These measures led to higher 

interest rates and increased fiscal costs, which put further pressure on the government 

to attempt to improve its risk profile through austerity and structural reforms. 

1.6. Conclusion 

This article has further developed the concept of state financialisation, highlighting its 

manifestations in peripheral countries and demonstrating its concrete expressions in the 

case of the Brazilian economy. It has argued that state financialisation is rooted in a 

symbiotic relationship between the state and financial markets: while the state actively 

promotes the expansion and consolidation of financial markets, these markets, in turn, 

impose discipline on the state, steering it toward the deepening of neoliberal economic 

policies. In peripheral economies, this process is shaped by their subordinate position 

within the global hierarchy of currencies and sovereign debts. 

The empowerment of financial markets by the state occurs through the latter’s 

dependence on financial markets to achieve economic policy objectives. This article has 

demonstrated that governance through financial markets primarily operates via 
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government debt, which serves as a critical link between private and public finance in 

the implementation of monetary and fiscal policies. Conversely, sovereign risk pricing 

emerges as a key disciplinary mechanism imposed on states, a process that is influenced 

by each country’s institutional framework – such as the relationship between the 

Treasury and the Central Bank – as well as its position within international financial 

and monetary hierarchies. 

For peripheral countries, additional layers of risk – such as currency illiquidity in 

international markets and the solvency risk of external sovereign debt – shape 

governance through financial markets and amplify their disciplining power over 

peripheral states. To pursue monetary, fiscal, and exchange rate policy goals, these 

countries are deeply dependent on access to top-tier international currencies and assets, 

particularly the U.S. dollar and U.S. Treasury bonds. 

This paper has illustrated how these dynamics manifested in the Brazilian economy. 

During the 2000s and 2010s, the engagement of the Brazilian Central Bank and Treasury 

with financial markets was shaped by the additional risks associated with the domestic 

currency and sovereign debt. In an effort to mitigate these vulnerabilities, the Brazilian 

state accommodated financial market interests, shielding them from those risks. The 

limitations of this mode of governance became evident following the reversal of the 

liquidity cycle in 2013. The financialisation of the Brazilian state enhanced the role of 

sovereign and currency risk assessments as disciplinary mechanisms, further reinforcing 

the country’s neoliberal trajectory.  

In summary, peripheral state financialisation reveals a dual dynamic: while 

accommodative governance through financial markets provides tools to manage the risks 

associated with domestic currency and debt, it simultaneously facilitates the discipline 

exerted by financial markets over the state. This discipline often drives countries toward 

neoliberal reforms, deepening financial fragility and stagnation, as exemplified by the 

Brazilian case. The findings suggest that overcoming financial subordination requires 
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peripheral states to move beyond passive and accommodative strategies in their 

interactions with financial markets. Future research should explore potential strategies 

that peripheral states could adopt to counteract financial subordination, such as regional 

monetary integration and capital flow controls. 
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Chapter 2 
 

New and Traditional Forms of External 

Financial Vulnerability 

A Stock-Flow Consistent Approach  

 

Abstract 

This paper explores the varying patterns of external financial vulnerabilities in peripheral 
countries and their interconnection with foreign debt and its currency denomination. It 
critically engages with debates in the literature on how traditional forms of external 
vulnerability – linked to the ‘original sin’ – have evolved into new forms, related to the 
‘original sin redux’. I argue that the ability to borrow abroad in local currency does not 
represent a structural break in the patterns of external financial vulnerability in 
peripheral economies. These vulnerabilities remain structurally rooted in the monetary 
and financial hierarchies of the global system, while the interaction between the global 
financial cycle and domestic characteristics determines the specific forms they take. To 
analyse these dynamics, I develop a Stock-Flow Consistent model that investigates how 
shifts in foreign investors’ liquidity preferences translate into external financial 
vulnerabilities, shaped by foreign debt dynamics and by the policy responses of the 
peripheral country. The model illustrates that increasing reliance on local-currency 
foreign debt gives rise to new channels of external vulnerability that may not only coexist 
with, but also feed back into, traditional ones. The results show that capital controls 
can stabilise investor behaviour and help to shield the domestic economy from foreign 
liquidity shocks. 
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2.1. Introduction 

The currency denomination of foreign debt has long been understood in the literature 

both as a source of, and as a means of overcoming, external vulnerabilities. The inability 

to issue foreign debt in local currency has been identified as a fundamental source of 

external vulnerability for peripheral countries, their “original sin” (Eichengreen & 

Hausmann, 1999). In recent decades, many governments in peripheral economies have 

increased their foreign liabilities denominated in domestic currency, yet external 

vulnerability has remained a persistent reality. This issue is described by the literature 

on international financial subordination as a shift from traditional to new forms of 

external vulnerability (Kaltenbrunner & Painceira, 2015; Isaacs & Kaltenbrunner, 2018). 

More recently, the persistence of external vulnerability in cases where countries 

increasingly rely on foreign borrowing in local currency has been coined by BIS 

economists as “original sin redux” (Carstens & Shin, 2019; Hofmann, Patel & Wu, 2022). 

This paper argues that the ability to borrow abroad in local currency does not 

represent a structural break in the patterns of external financial vulnerability of 

peripheral economies. Rather, it constitutes a new channel through which such 

vulnerabilities may manifest, a channel that may coexist with and feed back into 

traditional ones. The root cause of external vulnerabilities lies in global monetary and 

financial asymmetries that, under financial liberalisation, penalise peripheral countries. 

At the same time, the interplay between the global liquidity cycle and domestic 

characteristics shapes the specific manifestations of these vulnerabilities, determining 

whether they materialise predominantly in traditional or new forms. To analyse these 

dynamics, a Stock–Flow Consistent (SFC) model is developed, exploring the 

interconnections between the currency composition of foreign debt and the different 

channels through which changes in global liquidity preferences lead to external financial 

vulnerability. The model also analyses the impacts of different policy responses to the 

shock. 
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This article contributes to the literature in two main directions. First, it critically 

engages with the original sin and original sin redux debates and reinterprets the 

transformations underlying the currency composition of external liabilities in peripheral 

economies. Second, it develops a Stock-Flow Consistent (SFC) model to analyse how 

shifts in foreign investors’ liquidity preferences translate into external financial 

vulnerabilities shaped by foreign debt dynamics, and how these fragilities interact with 

alternative policy responses by the peripheral country. 

Building on the international financial subordination and currency hierarchy 

literatures, I reinterpret the persistence of external vulnerability in peripheral economies 

as a structural outcome of global monetary and financial asymmetries (Prates & 

Andrade, 2013; Kaltenbrunner & Painceira, 2018; Prates, Fritz & De Paula, 2023; 

Palludeto & Abouchedid, 2016). I argue that, even when peripheral economies increase 

the share of local-currency-denominated debt, their position at the bottom of the 

currency hierarchy persists, as their currencies and the assets denominated in them are 

demanded primarily as high-yield financial assets rather than for their monetary 

functions. My argument contrasts with the original sin redux framework and earlier 

versions of the original sin hypothesis, which emphasise the domestic characteristics of 

peripheral economies as the root causes of their external vulnerabilities (Eichengreen & 

Hausmann, 1999; Carstens & Shin, 2019; Hofmann, Patel, & Wu, 2022). Additionally, 

building on recent empirical work on the determinants of local-currency borrowing 

(Eichengreen et al., 2022; Devereux & Wu, 2022; Han, Lee, & Oh, 2024; Han, 2025), I 

argue that the specific forms that external vulnerabilities take depend on the interaction 

between the global liquidity cycle and domestic conditions. 

In the heterodox literature, an attempt to model the consequences of both original 

sin and original sin redux has been made by Dvoskin and Torchinsky Landau (2024), 

who propose a Sraffian supermultiplier model to analyse the balance-of-payments 

constraints on fiscal and monetary policy in a small open economy. Their focus, however, 
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remains on how external vulnerabilities manifest through real channels, while the 

financial mechanisms leading to original sin and original sin redux, such as the negative 

feedback effects of devaluations on capital flows and the balance-sheet effects on the 

lenders’ side, are absent.22 Another important analytical effort is provided by De Paula 

et al. (2025), who illustrate the varying vulnerability channels associated with original 

sin and original sin redux in a schematic balance sheet representation, although the 

authors do not provide a model to capture their dynamics. 

In the SFC modelling tradition, to the best of my knowledge, there are no models 

directly engaging with the OS-OSR debate. A few SFC models provide a useful 

foundation for this topic by considering economies that issue liabilities in both foreign 

and domestic currencies (Nalin et al., 2025; Nalin & Yajima, 2022; Bortz, 2014). 

However, the implications of foreign debt currency composition are treated only 

marginally rather than as a central focus of the analysis. A few models analyse the 

consequences of currency mismatches from the borrower’s side in the case of foreign-

denominated debt (Nalin et al., 2025; Nalin & Yajima, 2024), while vulnerability 

emerging from volatile demand for domestic currency assets is less explored. The model 

here developed builds on the approach of Bortz (2014) by assuming an endogenous 

currency composition of government debt that adjusts to investors’ demand, while 

adopting more refined portfolio allocations that are substantially interconnected with 

exchange rate expectations. The latter is done by endogenizing the liquidity preferences 

of foreign investors regarding the assets issued by the peripheral country. It also 

contributes to the heterodox literature on exchange rate expectations modelling, 

adopting the division between chartist and fundamentalist traders (Lavoie & Daigle, 

 
22In the model developed by Dvoskin and Torchinsky Landau (2024), a depreciation of the 
domestic currency has positive effects on reserve accumulation via the trade channel, and when 
debt is issued in domestic currency there is an additional positive effect of shrinking foreign debt 
when measured in foreign currency. The negative effects of a depreciation in further boosting 
capital outflows when foreign investors bear the exchange rate risk are not considered. 
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2011; De Grauwe & Grimaldi, 2006), and endogenizing the exchange rate target of 

fundamentalists, mostly considered exogenous in SFC models.  

This article has four sections beyond the introduction. Section 2.2 consists of a 

literature review and some empirical features regarding new and old forms of external 

vulnerability; Section 2.3 develops the theoretical SFC model and simulation results; and 

Section 2.4 concludes. 

2.2. Metamorphosis and Persistence of External Vulnerabilities 

This section revisits the literature and presents empirical evidence on how the currency 

denomination of foreign debt is related to different manifestations of external 

vulnerabilities in peripheral economies. I argue that recent transformations, which enable 

some countries to issue a significant share of foreign debt in domestic currency, do not 

constitute a structural break in the external vulnerabilities they face. These 

vulnerabilities remain structurally rooted in the monetary and financial hierarchies of 

the global system, while the global financial cycle and its interaction with domestic 

characteristics determine the specific forms they take. As a result, new and traditional 

forms of external vulnerability not only coexist but the former may also feed back into 

the latter, depending on the interactions between the global financial cycle and the 

domestic context. 

2.2.1. External Vulnerabilities and the Currency Composition of Foreign 
Debt 

The currency denomination of foreign debt has long been identified in the literature both 

as a source of, and as a possible means of overcoming, external vulnerabilities and 

financial fragilities. This relationship was most notably conceptualised through the 

notion of original sin, coined by Eichengreen and Hausmann (1999, p. 3) to describe 

countries where “domestic currency cannot be used to borrow abroad or borrow long-

term”. The concept gained prominence among mainstream economists during the 1990s, 
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following episodes of financial distress and sovereign defaults in Latin America and other 

developing economies (Eichengreen, Hausmann & Panizza, 2002; Jeanne & Zettelmeyer, 

2002). Financial fragilities emerge from debt denominated in foreign currency because it 

exposes indebted sectors to currency mismatches, making them susceptible to foreign 

shocks by increasing the debt stock and interest payments in local-currency terms. 

 

Figure 2.1. Share of sovereign debt in domestic currency, selected countries (1999 vs 2023). Data: IMF, Investor 
Base for Emerging Economies. 

Since the 1990s, most peripheral economies have undergone significant 

transformations. Many have implemented financial liberalisation measures and 

privatisation programmes, accumulated foreign reserves, and deepened their domestic 

financial markets. The following decades were marked by the growing importance of 

sovereign debt denominated in local currency (Figure 2.1). At the same time, several 

countries enhanced their capacity to issue domestic-currency debt in foreign markets, 

particularly in the case of government liabilities (Bertaut, Bruno, & Shin, 2022). 

Conversely, the corporate sector in these countries has remained predominantly subject 


















