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FOREWORD

The Plan of Act10n of the 1994 Summit of the Americas underscored

the need to develop Latin Americ~s f1nanc1al markets to help • •• reduce the

cost of cap1tal by enhanc1ng depos1tor and 1nvestor confidence". Respond1ng

to this call to action, and to further its goal of promoting broad-based
econom1c development 1n the Hemisphere, USAID's Bureau for Lat1n America and

the Car1bbean commissioned the preparation of this background Report on
financ1al policy in the reg10n. The Report serves as an important input for

the des1gn and implementation of the Bureau's Hemispheric Free Trade Expansion

Project.

This Report identifies and summarizes the key constraints that
block the development of financial markets in the Hem1sphere. It consists of
three chapters Chapter One portrays an overview of how far the region has
advanced in reforming its financial markets. It also highlights key problems
that st1ll constrain the development of f1nancial markets which, in fact, are
common to the entire region. The second chapter is descr1ptive. It details
the fundamental character1stics of the overall f1nanc1al policy, banking

sector and cap1tal markets in each country. For convenience, the countries
are grouped reg10nally: Central Amer1ca, the Andean countr1es, Mercosur, and
the Car1bbean The th1rd and final chapter prov1des recommendat10ns for
prior1tizing USAID assistance 1n the development of financ1al markets in the

Hem1sphere.

In essence, this Report should be taken as a first cut analysis of
the status of financial reform and of the primary constraints that hinder the

expansion of financial markets in Lat1n America and the Caribbean. It was
prepared in a three-month period in the Spr1ng/Summer of 1995, relying heavily
on a reV1ew of the literature and on interviews with experts from Wash1ngton­
based mult1lateral f1nanc1al ent1t1es, academia, and pr1vate banks. These
interv1ews were fac1litated w1th the preparation of a questionnaire that was
subm1tted 1n advance. This questionna1re 1S 1ncorporated in the Annex of this

Report.
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EXECUTIVE SUMMARY

1. The crisis of the 1980s brought into sharp reality the sorrowful state of

the financ~al markets of Latin American and the Car~bbean. W~th the

cooperation of multilateral donors, governments set about design~ng and

Lmplementing a major overhaul of f~nanc~al systems. Well into the 1990s,

there is no doubt that the scope of reform has been impressive. Nevertheless,

as long as severe ~nst~tut~onal and econom~c constraints are not properly
addressed, it w~ll not be not possible to ascertain w~th certa~nty that the
reform is conduc~ve to establish~ng the foundations of solid f~nancial markets
which can add to and facilitate the task of econom~c development in the

Hem~sphere.

2. The reg~on is economically fragile because of its vulnerability to external

shocks. Persistently adverse terms of trade have been a historical constant,

and they bear s~gn~f~cance for f~nanc~al markets through the Lmpact they exert
on the fiscal accounts. When fiscal deficits rise rapidly as a result of a
severe deter~oration of the terms of trade, government authorities in Latin
America and the Car~bbean have traditionally resorted to d~spensing implicit
or explicit taxation on f~nancial intermediation as a way of buffering this
shock.

The vulnerability of the region to external shocks is nowhere more
v~vidly demonstrated than ~n the dependence on foreign cap~tal In fact,
another h~stor~cal constant of the reg~on is over-borrow~ng ~n ~nternat~onal

f~nanc~al markets, followed by severe econom~c trauma when foreign loans dry
up or when the flow of funds turns negative. In recent t~mes, th~s has been

pa~nfully revealed w~th the emergence of two maJor fore~gn debt crises (in
1982 and 1994) This vulnerability can take a dramatic turn when countries
opt to embrace an all-out opening of their cap~tal accounts Severe
overvaluat~on of domest~c currenc~es usually follows per~ods of short-term

cap~tal inflows and th~s poses ser~ous dangers for the stab~lity of banks when

drast~c balance-of-payments adJustment becomes ~nev~table.

3 In the past, Lat~n American and Car~bbean countr~es have appl~ed

development strateg~es that contr~buted to the marg~nalizationof vast parts
of the~r populat~ons. The consistent application of policies of exclusion
ultLmately resulted ~n the emergence and strengthen~ng of so-called dual
econom~es This dual economic structure underscores an uneven income
d~stribution and affects the development of f~nanc~al markets in at least two
ways. First, ~t underl~nes an acute segmentat~on of markets which ult~mately
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proh1b1ts the advantages that result from spec1a11zat10n and economies of

scale. Second, an uneven 1ncome d1str1bution aggravates social and economic

1nstab111ty. A V1C10US c1rcle ensues since the more soc1ally and econom1cally

unstable the country, the more prone are wealthy groups to diversify their

1nvestments, which includes cap1tal f11ght, without a doubt one of the maJor

1mpediments for the development of Latin Amer1can economies.

4 The region is characterized by high cost of capital, which is largely
explained by the large intermediation margins that permeate the bank1ng
sector. This is a serious problem that endangers free trade policies because
f1rms find that high financ1ng costs undermine their competitive position v~s­

a-v~s fore1gn rivals This problem is very serious in Latin America and the

Car1bbean, as evidenced in several countries in which some local firms have
found 1t cheaper and more conven1ent to seek f1nancing from foreign lenders

Th1s option, naturally, has not been ava11able for the vast majority of local

firms whose only alternat1ves have been to either absorb the finance costs or

s1mply shelve any 1nvestment plans.

5. The development of f1nanc1al markets in the region is impeded by faulty
government intervention. The presence of state banks is a case 1n p01nt. At
present, and considerable as they still may be in some countries, the
principal problem does not pr1mar1ly lie w1th the losses that these ent1t1es
incur. Far more important 1S the fact that in most countries, the state banks
are sources of 1mportant d1stortions, as they pr1ce their products
capr1c10usly and are not subJect to the reserve requirements that are applied
to the private banks M1sgu1ded state 1ntervent10n 1S also manifested in the
enactment of high reserve requirements wh1ch, naturally, are closely
assoc1ated w1th the overall macroeconom1C frag1l1ty that the reg10n endures
Whether they serve the purpose of f1nancing f1scal deficits, of fund1ng
central banks' red1scount cred1t 11nes, or stemming a flight to other
currenC1es, high reserve requ1rements contr1bute to the segmentation of
financ1al markets This is evidenced by the emergence of parallel or informal
markets where these restrict10ns do not apply and where a vast number of
f1nanc1al transact10ns are carr1ed out.

6. Ineff1c1ent legal and jud1c1ary systems constitute perhaps one of the major

constra1nts for the development of financ1al markets. In several Latin
Amer1can countries the rights of lenders are not properly protected In
general, the law implicitly favors borrowers because actions to exercise

guarantees in the event of loan defaults are often tedious and costly.

Another problem 1S that legal and regulatory frameworks in several countries
do not protect customers because they do not ob11gate banks to disclose



relevant 1nformation to the public. Last, but not least, there is lack of

enforcement of prudential norms and regulat10ns, including cap1tal adequacy

ratios and the provis1on of reserves aga1nst loans of doubtful recovery

7. As s1gn1ficant as the losses from the Sav1ngs and Loan f1asco 1n the United

states were, under no circumstances can they be compared, in relative terms,

w1th the major financ1al debacles that some Latin Amer1can countr1es have had

to shoulder. F1nancial crises occur in the region because of the the

tendency for banks to undertake r1sky behavior, expressed in substantially

above-market rates on deposits to cover liqu1d1ty needs, and also by decisions
to offer loans to risky borrowers at above-market interest rates. The reason
banks undertake this risky behavior is that there are incentives for them to
do so. These incentives are basically expressed in the presence of three
cond1t10ns: undercap1talization of banks, ~plic1t deposit insurance, and lack
of adequate supervision of financial entities.

8 While supervisory agenc1es 1n several countries have susta1ned major
reforms or are currently in the process of ~provement, focus must be placed
on three important changes. The first is to shift from a trad1tional
auditor's approach to superv1sion toward one wh1ch embraces the complexities
inherent in today's financial markets. The banking industry has sustained a
rad1cal transformation in the last twenty years, the result of a generalized
process of deregulat1on, globalizat1on, faster communication and product
1nnovation. The tradit10nal auditor's approach, which relies on financial
rat10 analys1s and examinat10n of financial statements, is thoroughly
1nadequate Today, superv1sors must be well versed in bank1ng techniques as

well The second improvement 1n supervision recognizes that a system that
prov1des early warn1ng signals would be of immense value in a reg10n in which

superv1s10n has h1stor1cally been ex post. Indeed, colossal bank failures in
large and small countries alike could have been prevented if supervisory
agenc1es had adopted more effic1ent systems to detect bank m1smanagement
Finally, permanent training programs to upgrade skills and better pay are

necessary requirements for effective financial superv1sion.

9. Governments should intervene 1n f1nanc1al markets only when they have the
capacity to do so effectively and when there is reasonable certa1nty that
soc1al returns w1ll outweigh the costs of 1ntervention. One area that needs
part1cular attention relates to the open1ng of the cap1tal account. After the

long pursu1t of restr1ctive po11cies, many Lat1n Amer1can countr1es, since the
late 1980s, reversed d1rection and embraced external l1beralizat10n,

purportedly to attract capital inflows. They largely succeeded 1n d01ng so,

but the nature of the 1nflows were generally short-term. In the largest
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countries, stock markets flour1shed, yet little attention was g1ven to the

fact that the result1ng currency overvaluat1on establ1shed a serious conflict
between the goals of fore1gn 1nvestors and those of long-term development

10 In the Central American region, the reform process of capital markets is

far from completed The maJor constra1nt relates to the frag1le macroeconom1C
situation in these countries. Costa Rica must bring its large fiscal deficit

under control, whereas the econom1es of Honduras and Nicaragua are crucially

dependent on help from fore1gn donors Guatemala and El Salvador seem to be

recovering, but the decision to adopt the dollar as legal tender in El

Salvador, probably starting 1n mid-l996, raises concerns. Wh1le th1s decision
will probably boost 1tS capital markets, it offers no guarantees that faster

economic development will follow.

By far, El Salvador exh1b1ts the most advanced banking sector of the

region, w1th the lowest intermediation marg1ns. In Costa Rica, Honduras,

N1caragua, and Guatemala spreads still rema1n very h1gh. State banks largely

dom1nate the banking sector 1n N1caragua and, to a lesser exten€, in Costa

R1ca. These ent1ties are thoroughly ineff1cient and the source of important
distortions. In Nicaragua, the state banks have preferential access to

rediscount l1nes from the Central Bank, while in Costa Rica, the private
commerc1al banks benef1t handsomely from their inefficiencies. Yet, these
countries have no plans for their liquidation or pr1vatization.

H1gh reserve requirements in Honduras, COsta Rica and Guatemala explain
the acute market segmentation that character1zes the banking sector in these

countr1es. A prol1feration of 1nformal f1nancial entit1es (f~anc~eras) and

offshore bank subs1d1ar1es that escape regulat10n and superv1s10n are the

logical outgrowth. These ent1ties mobilize substantial resources. On the

other hand, bank1ng 1n the ent1re reg10n 1S highly concentrated in urban areas

and 1n selected economic act1v1t1es. Concentration also appl1es to the
beneficiaries of credit. In this regard, substantial volumes of so-called

prestamos relac~onados permeate bank1ng operat1ons in Honduras and Guatemala.

Though these operat1ons probably face more effic1ent restrict10ns in the rest
of the countr1es, 1t is not uncommon for banks' owners in the entire reg10n to

have 1nterlocking bus1nesses w1th other f1nanc1al ent1t1es and even somet1mes
with non-financ1al concerns Consequently, inside lend1ng escapes detection
This fact dramat1zes the urgency for adequate prudential norms and efficient

bank superv1s1on. To a h1gh or low degree, all countr1es need to 1mprove

the1r bank superv1sory systems

Cap1tal markets in Central America are poorly developed. The main
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instrument that is traded is government debt Trad1ng of corporate equ1ty is

almost unheard of due to the unw~ll~ngness of f~rms, mostly fam~ly-owned, to

go publ1c.

11. Financial markets in the Andean region feature sharp contrasts
Venezuela, one of the largest economies in the Hemisphere, is enduring its

most severe crisis in decades. The f1scal deficit is too high and inflat10n
is repressed by subs1d1es and pr1ce controls of doubtful efficacy. These
measures are not conducive to rapid recovery. The unstable economic and
po11t1cal s1tuat10n threatens to unravel another banking collapse Colombia,
in sharp contrast to Venezuela, has enJoyed econom1C stab1lity S1nce at least
the 1960s This country has been blessed by consistent application of sound
fiscal policies but still faces the problems of how to keep inflation under
control and how to conta1n the tendency for currency overvaluation Peru has
eng1neered a remarkable turnaround but, like Colombia, it suffers from severe
currency overvaluation The greatest challenge in th1s country is to maintain

fiscal d1sc1pline in the upcom1ng years, espec1ally when the revenues from
privatization of state companies cease The macroeconom1C situation in
Ecuador is slowly improv1ng, but in Bolivia, the poorest country of the region
and the most dependent on fore1gn donors, 1t w1ll take years to achieve

susta1ned econom1C development.

Colomb1a, Bolivia and Peru have made great str1des w1th respect to the
privat1zat10n of state banks. Ecuador 1S mov1ng very slowly, if at all, in

this regard, whereas the sell-off of banks is unthinkable in Venezuela at this
t1me H1gh 1ntermed1ation marg1ns character1ze bank1ng operations in this
reg1on. These are bound to be reduced in Peru, Ecuador and Colombia, where
new entrants w1ll hopefully 1ntroduce more competit10n. In Boliv1a, where
half of the banks are probably insolvent, the government has yet to recognize
th1s issue

In general, the average matur1t1es of both loans and depos1ts are short

term in the ent1re reg~on, and these serV1ces are, 1n pract1ce, den1ed to the
vast marg1nal1zed clientele of Peru, Boliv1a and Ecuador. Regarding
superv1s10n, all countr1es need some degree of techn1cal assistance. In
Venezuela, a maJor overhaul of the superv1sory agency is a matter of utmost

urgency.

The regulatory frameworks that govern cap1tal markets have been
modern1zed only 1n Ecuador, Colombia and Peru, but enforcement of regulations
that protect 1nvestors 1S problemat1c, especially 1n Peru. Trading of all
f1nanc1al 1nstruments is expected to keep grow1ng in colombia and probably
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less rap~dly ~n Peru, where the market ~s dom~nated by fore~gn part~cipants.

In Venezuela, the market suffered a debacle because the collapsed banks were

act~ve players ~n ~t and no recovery ~s ~n s~ght. F~nally, very slow growth

~s expected in Ecuador and Bol~via, s~nce their econom~es are still small and

character~zed by heavy concentrat~on of ~ncomes.

12 The Mercosur countries concentrate the largest and most dynamic economies

of the Hem~sphere outside NAFTA. For several consecutive years, Chilea has

posted strong econom~c performances and this has clearly benefited its banking

~ndustry and ~ts cap~tal markets One of the cornerstones of this success has

been a pragmatic monetary policy that has prevented a real apprec~ation of the

peso. The country also boasts the h~ghest sav~ngs rat~o of the Hemisphere.

These two factors account for the relat~ve ease w~th wh~ch the country managed

the cr~sis unleashed by the collapse of the Mexican peso. Overall, the

bank~ng sector seems to be profitable and has h~gh quality assets. In recent

years, the expansion of its cap~tal markets has been impress~ve In this

regard, the introduction of private pension funds has played a big role

through investments in bonds and corporate equ~ty.

Argent~na, unfortunately, faces econom~c recess~on ahead, and this is

bound to negat~vely affect ~ts bank~ng sector. The authorities are wedded to

the rules of the Convert~b~l~ty Plan wh~ch has clearly benefited the economy,

but wh~ch may not survive if a severe bank l~qu~d~ty or solvency crisis forces

the Central Bank to ba~l-out the bank~ng system. Even before the cr~sis, the

bank~ng sector was h~ghly ~neff~c~ent, characterized by large ~ntermediat~on

marg~ns, high concentrat~on and poor quality of portfolios. The system should

contract in the near future w~th the privatizat~on or l~quidation of

prov~nc~al banks and w~th mergers or l~qu~dat~on of a large number of small

pr~vate commerc~al banks. The cap~tal market rema~ns undeveloped, a vehicle

for speculat~on more than for rais~ng cap~tal.

Brazil will continue to wrestle w~th the obstacles that have impeded a

thorough publ~c sector reform and that expla~n the h~gh ~nflat~on rates posted

for so long At t~e of this wr~t~ng, the outcome rema~ns uncertain. The

fact that very l~ttle progress has been made w~th respect to the restructuring

and/or pr~vat~zat~on/l~qu~dat~onof state banks does not bode well for the

future. Pr~vate commerc~al banks resemble Ch~le's more than Argent~na's. they

are dynam~c and modern, and yet poorly superv~sed. The country also boasts

the largest stock market of the Hem~sphere outs~de the Un~ted states, but

aThis country ~s not a formal member of Mercosur. It is included in this
category for reasdns of conven~ence
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trad1ng is heav1ly concentrated 1n government securit1es. This deprives many

small and med1um s1zed f1rms of 11qu1d1ty. In add1t1on, h1gh corporate

taxat10n fuels tax evaS10n 1n th1s country. Th1s is a factor that makes firms

wary of g01ng publ1c, for then they would be forced to release accurate

financ1al 1nformation.

Econom1c cond1t1ons in Argentina and Braz11 largely determ1ne the
dynam1sm of the economy and of the banking sector 1n Paraguay and Uruguay.

Banks in Paraguay are owned by powerful economic groups of the country,
whereas in Uruguay, foreign-owned banks, wh1ch operate under a framework of

offshore bank1ng, predom1nate Lack of effect1ve superv1s10n is a big problem

in Paraguay, wh1le the ma1n constra1nt in Uruguay lies in the distortions that

are transm1tted by 1neff1c1ent state banks. As regards stock markets in these

countries, they are very small and for all pract1cal purposes undeveloped.

13. Not unlike the Central American region, the expans10n of financial markets

in the Caribbean is constrained by severe macroeconom1C imbalances.
Widespread poverty in Dominican Republic, Guyana, Haiti and Jamaica, as well
as the fresh memories from severe bank failures 1n Barbados and Trinidad &
Tobago, constitute 1mportant constraints. Firms in these countries obtain
cap1tal ma1nly from bank loans. In general, though, loan terms are very
costly for borrowers, due to high reserve requ1rements but also to large bank
overhead. Overall, there 1S acute market segmentat1on, w1th the private

commerc1al banks being unw1111ng or unable to handle small S1ze loans.

There are four stock exchanges in the reg10n, 1n Barbados, Jamaica,

Tr1n1dad & Tobago and Domin1can Republ1c. The exchanges of Tr1n1dad & Tobago

and Barbados are the most 1mportant, pr1mar1ly act1ve 1n the trad1ng of

government secur1t1es. None of the four stock exchanges report much offering

of corporate equ1ty and th1s w111 rema1n so until firm owners are wil11ng to

dilute control, 1ncomes are ra1sed, and 1nvestor conf1dence 1S rega1ned

14 USAID's Bureau for Latin America and the Car1bbean has a role to play 1n

foster1ng f1nanc1al pol1cy reform in the Hem1sphere. For better

effectiveness, techn1cal assistance programs must be properly coordinated with

Wash1ngton-based multilateral banks. The follow1ng recommendat10ns can be

made:

First, the Bureau can fac1litate a successful beg1nning for the Council

of Securities Regulat10ns of the Amer1cas (COSRA), by carry1ng out a study, in

close coord1nat10n w1th the Inter American Development Bank, 1n order to
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unveil informat10n on what needs to be done to move forward the harmonizat1on

of rules of cap1tal markets By the same token, the Bureau should propose

stud1es a~med at harmon1z1ng bank regulat10n and superv1s~on norms. Th1s task

can be f1rst approached reg1onally, probably the Central Amer~can reg10n would

be an appropr1ate starting po~nt.

Second, the Bureau can contribute by undertaking complementary tasks
that must accompany financ1al reform ass1stance packages. For example,

techn~cal ass1stance to reform legal systems is sorely needed in several
countr1es. As regards the bank~ng sector, the Bureau can offer resources to
coord~nate efforts a~med at strengthening the capab1l1t1es of superv1sory
agenc~es Programs of th~s nature prom~se very h~gh returns, given the

procliv1ty of banks to participate in so many pr~stamos relac~onados, to
overstate assets, and to w~thhold or doctor information that is vital for

customers. Overall, the Bureau must contemplate offering Hem1sphere-w1de

sem1nars on the most modern and updated techn~ques of bank superv1sion

S~ilar sem1nars can also be offered on advanced techniques for the

supervis10n of cap1tal markets

Third, if scarce resources force only one alternat1ve, either

strengthen~ng the bank~ng sector or moderniz1ng cap~tal markets, the Bureau
should unequ~vocally support the former One prom~sing area for ~ntervention

relates to spec~al programs on m1croenterpr1se lending that private commercial
banks are 1mplementing. S1nce th~s is very ~ncip1ent, the Bureau can

comm~SS1on a study on "success stor1es", and offer Hem1sphere-w~de sem~nars on
the cond1tions that make them possible Another area that prom1ses high

returns relates to the f~nanc1al susta~nab1l1ty of commercial banks in times

of econom1C trans~t10n and the des1gn of adequate depos1t insurance schemes

Stud1es that p1npo1nt causes and cond1tions that tr1gger maSS1ve bank failure
can be d~ssem~nated; 1n th~s regard, a good case study could be made out of

the Venezuelan exper1ence. By the same token, 1t 1S worthwh~le to undertake
comparat1ve stud~es on the issue of depos1t ~nsurance, an area, we would

emphasize, has not been adequately investigated by other donors.

Fourth, the Bureau can make a lasting contribut10n in f~nancial policy
reform through pol~cy d~alogue. Three spec1f1c areas stand out: (1) Regard1ng

state banks, the Bureau can help governments redefine the role of these

ent1t1es through country-spec1f~c reports If the dec~s10n is to l1quidate,

the Bureau can ass~st 1n preserv1ng the state banks' customer files by setting

up cred1t informat1on mechanisms that can be used by other entities on one

hand, and, on the other, in assess~ng the v~ab1l~ty of transferring prof1table

branches in the countryside to cooperatives or rural entrepreneurs.
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(2) Regarding the l1beralization of depos1t rates, the Bureau can assist
countr1es 1n f1nd1ng eff1c1ent mechan1sms to ensure that these rates remain
pos1tive 1n real terms but, above all, stable. (3) In coord1nation with the

Treasury Department and w1th the other Washington-based donors, the Bureau can

contr1bute 1n f1nd1ng ways to avo1d the p1tfalls from external liberalization.
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CHAPTER ONE

Overv1ew of FUlanc1al Reform J.n Lat1n Amer1ca and the Car.Lbbean

I Introduct10n

The literature on f1nanc1al markets accurately recogn1zes Latin
Amer1ca and the Car1bbean as a region that has trad1tionally relied on a

d~r~g~ste approach to matters of f1nancial pol1cy. At least unt1l the 1980s,

most of the countr1es of the Hem1sphere st1ll adhered to the notion that state

act1v1sm was fru1tful for the development of the economy 1n general and of
f1nanc1al markets in part1cular The underlying prem1se was that f1nanc1al

markets were 1mperfect. On the supply s1de, g1ven the low levels of income,

there was a perpetual scarc1ty of sav1ngs On the demand s1de, cred1t, a

v1tal input of product10n, was normally designated by pr1vate bankers to

relat1vely r1sk-free act1v1t1es, mostly related to export and 1mport
transact10ns of well-known customers. As a consequence, accord1ng to this

V1ew, vast numbers of producers w1th substant1al econom1C potent1al were de

facto marg1nal1zed from the supply of f1nanc1al serV1ces, wh1ch reinforced an

econom1cally and soc1ally unacceptable d1str1but10n of 1ncome

This scenar10 created the need for state act1v1sm, or1ented

towards the el1m1nat10n of key bottlenecks. For example, the government would
play a role 1n 1ncreas1ng sav1ngs by impl1c1t and explicit taxation, or by
acqu1r1ng ownership and control of large enterpr1ses that were depos1tor1es of

substantial revenues and fore1gn exchange Another role would be played in

the des1gn of cred1t programs a1med at channel1ng loans to the benef1t of
agr1culture, small industry, housing, and other act1v1ties that were
trad1t10nally shunned by pr1vate lenders In order to achieve this objective,
governments would resort to a myr1ad of 1nstruments, the most 1mportant of

wh1ch were (1) h1gh reserve requ1rements on bank depos1ts, (2) 1nterest rate
ce111ngs on deposits and loans, (3) red1scount fac1l1t1es from the Central
Bank to commerc1al banks for on-lend1ng to targeted sectors, and (4) creation
of spec1alized cred1t agenc1es, such as state development banks.

In fa1rness, there 1S no reason to suggest that state act1v1sm 1S

ult1mately destruct1ve to f1nanc1al markets. Joseph St1gl1tz has conv1ncingly

demonstrated recently that the state must play a construct1ve role in
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f1nanc1al markets. 1 In pract1ce, all countr1es, whether fully developed,

sem1-1ndustr1al1zed or less developed, present features of state intervent10n
1n financ1al markets. Newly 1ndustr1al1zed countr1es, in particular those 1n

AS1a that have been w1dely applauded as hav1ng ach1eved 1mpress1ve econom1C

growth rates 1n the last two decades -- Ta1wan, South Korea, Malays1a,

Tha1land and Indones1a -- recogn1zed f1nance as a cr1t1cally 1mportant tool

for econom1C development These countr1es e1ther ass1gned the State the sole

respons1b1l1ty for the prov1s10n of f1nanc1al serV1ces 1n the economy, or

successfully comb1ned doses of state 1ntervent10n w1th measures a1med at

expand1ng the role of pr1vate commercial banks In so d01ng, these countr1es
made use of pol1cy 1nstruments such as maSS1ve lending from state-owned banks,
targeted and subs1dized cred1t, and government guarantee programs to ach1eve

development goals. These are prec1sely the same pol1cy 1nstruments which
permeated the f1nanc1al landscape of the Lat1n American and the Car1bbean

unt11 the 1980s, however, the results were rad1cally d1fferent. In fact, 1n
sharp contrast to the AS1an countr1es, state act1v1sm 1n Lat1n Amer1ca and the

Car1bbean led to and underl1ned a general1zed process of f1nancial

d1s1ntermed1at10n

A comparison of the rat10 of M3 to GNP 1n selected Lat1n Amer1can

and AS1an countr1es 1llustrates th1s p01nt. 2 A h1gh rat10 1nd1cates a large
real flow of domest1c loanable funds for new 1nvestments Dur1ng the per10d
1960-1985, the mean rat10 for Argent1na, Braz1l, Ch1le and Colomb1a was 0 213,
o 171, 0 168 and 0 228 respect1vely. In the same per10d, the rat10 for South

Korea was 0.320 In Ta1wan and S1ngapore, the depth of f1nanc1al
1ntermed1at10n was even h1gher. By 1985, the ratio of M3 to GNP was 1 264 for
Ta1wan and 0.788 for S1ngapore. In add1t10n, several emp1r1cal stud1es have

demonstrated that there 1S a pos1t1ve correlat10n between the growth of real

f1nanc1al assets -- def1ned as the sum of monetary and quas1 monetary depos4ts

w1th the bank4ng sector, corrected for changes 4n consumer pr1ce 1nd1ces -­
and growth of real gross domest1c product. In th1s regard, AS1an countr1es,

w1th super10r growth rates of real f1nanc1al assets for the last th1rty years,

by far surpass the performances of Lat1n Amer1can and Car1bbean countr1es.

If not state act1v1sm per se, what accounts for the d1smal
performance of f1nanc1al markets 1n Lat1n Amer1ca and the Car1bbean? Of
several plaus1ble explanations, four stand out. F1rst, 1ntervent10nist

1st1g11tz (1992).

2Th4s 41lustrat10n 4S taken from McK4nnon (1991) M3 is defined as money
plus quas1-money plus depos1ts outs4de commerc1al banks.
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pol~c~es 1n f~nanc~al markets were ~mplemented w~th~n a context of severe
f~scal and monetary ~mbalances. The log~cal consequence of these imbalances

was ~nflat10n, the curse of f~nanc~al markets Second, as opposed to As~an

countr~es where 1ntervent~on~st pol1c~es such as targeted and subs~d~zed

cred~t were part of an overall, coherent development strategy that greatly

enhanced econom~c growth, 1n Lat~n Amer1can countr1es these pol~c~es were used

as ~nstruments to d~spense econom1C rents to the benef1t of special groups

Th1rd, Lat1n Amer1can c1v~l serV1ce, 1n general terms, showed ne1ther

techn1cal and managerial sk1lls nor freedom from polit1cal interference, both

of wh1ch are necessary cond1t10ns for an eff1c1ent ~mplementat10n of complex
pol1c1es. Moreover, in many Lat1n Amer1can countr1es, the C1V1l serV1ce is
v1ewed as an employer of last resort -- not as a prestig10us vehicle for

profess10nal advancement. Th1s, 1n comb1nat10n with low salar1es and long
per10ds of pol1t1cal and econom1C 1nstabil1ty, contr1butes to the format10n of
a C1V1l serv~ce w1th low profess10nal standards The most able usually leave
and the rema1nder can be eas1ly man1pulated and coerced by special groups to

the1r advantage Finally, the appl1cation of targeted and subsid1zed credit
was extens1ve, const1tuting a large percentage of total cred1t portfolios.
Inadequately managed and poorly mon1tored, these pol1c1es, 1n the end, led to

w1despread abuse, 1neff1c1ency and fraud.

By the early 1980s, the severe econom1C recession 1n the
1ndustr1al~zed countr~es, coupled w1th the squeeze on output and income that
was transm~tted by the fore1gn debt cr1s1s, unve1led the fragil1ty of the

econom~es of the reg10n by exacerbat1ng f1scal and monetary 1mbalances These

1mbalances, 1t must underl1ned, were a constant 1n many countr1es of the

reg~on, espec1ally 1n those where pers1stent attempts at effecting large

red~str1butions of 1ncome and assets, were f01led by policies that introduced

severe econom1C d1stort10ns that ult1IDately choked growth By the mid-1980s,

many countr1es exh1b~ted runaway 1nflat10n and fal11ng outputs All th1s

forced academ1c~ans, public off1c1als and pr1vate investors to reassess the

role that the government had tradit10nally played ~n Lat1n Amer1ca

Stab1l1zat10n pol1c~es a1med at correct1ng macroeconom1C d1sequ1libr1a were

1mplemented In the specif1c realm of f1nance, the cr1S1S brought 1nto sharp
rea11ty the sorrowful state of the f1nanc1al markets of the reg10n. Aga1nst

th1s backdrop, 1t was ObV10US that the f1nanc1al sector in most of the

countr1es was ~n need of a maJor overhaul. W1th the cooperat10n of
mult1lateral donors, governments set about des1gn1ng and 1IDplement1ng this
very amb1t1ouS task.

A summary of the current status of f1nanc1al reform 1n the
hem~sphere follows. After th~s, we catalog the exist1ng economic and
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1nst1tut1onal constra1nts to f1nanc1al markets 1n the reg10n. Econom1C

constra1nts 1nclude overall macroeconom1C frag1l1ty, inequal1ty, and the h1gh

cost of cap1tal. The 1nst1tut10nal constra1nts h1ghl1ghted compr1se state

1nterference, 1neff1c1ent legal and Jud1c1ary systems, exceSS1ve bank r1sk­

tak1ng, and 1nadequate superv1sory systems

II. status of Financial Policy Reform:

The expans10n of f1nanc1al markets 1S pred1cated upon

macroeconom1C stability, pos1t1ve real interest rates on bank deposits,

enforcement of adequate prudent1al regulat10ns, and eff1c1ent superv1s1on of

f1nanc1al ent1t1es. Implement1ng f1nanc1al pol1cy reform enta1ls the adoption

of several measures a1med at l1beral1z1ng the domest1c market and at freeing

1nternat1onal cap1tal flows. These measures 1nclude the reduct10n of reserve

requ1rements, market determ1nat1on of 1nterest rates on loans and deposits,

the el1m1nat1on or reduct10n of targeted and subs1d1zed lines of credit, the
pr1vat1zat1on of state-owned banks and last, but not least, the removal of
all barr1ers to entry that smother compet1tion. 3

These measures come out of a larger reform effort that has been
launched 1n the reg1on. Accompl1shments to th1s date have been extremely

s1gn1f1cant. In fact, Westley's recent study, in wh1ch 1988 (for reasons of
conven1ence) 1S the base year for reform, unequ1vocally shows. 4

(1) Market determ1nat1on of depos1t rates have been 1ntroduced 1n Peru,
Venezuela, Bol1v1a, El salvador, N1caragua, Ecuador, Guatemala,

Dom1n1can Republ1c, Braz1l, Paraguay, Costa R1ca and Guyana. If other

countr1es -- Colomb1a, Uruguay, Argentina, Mex1co, Tr1n1dad & Tobago,
Ch1le, Honduras, Panama, The Bahamas, Barbados and Sur1name -- where
market rates on depos1ts eX1sted pr10r to reform period are included,
the number of countr1es 1n which depos1t rates are market-determ1ned is

23

3In large part, these measures subscr1be to the standard pol1cy
recommendat1ons that have evolved from the "f1nanc1al repress10n" approach to
cap1tal markets. Th1s approach was an answer to the d~r~g~ste pol1cies that
preva1led 1n the 1960s and was p10neered by McK1nnon and Shaw 1n 1973. The
theoret1cal foundat1ons of th1s approach have greatly 1nfluenced both the des1gn
and lmplementat10n of f1nanc1al pol1cy reform 1n Latin Amer1ca

4see Westley (1995)
Report

Th1s study has made 1nvaluable contr1but10ns to our
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(11) Market determ1nat10n of loan rates have been 1ntroduced 1n Peru,

Bol1v1a, El Salvador, N1caragua, Mex1co, Guatemala, Dom1n1can Republ1c,

Braz1l, Ecuador, Paraguay, Costa R1ca, Honduras and Guyana The

follow1ng countr1es ab1ded by a market determ1nat10n of loan rates

before the start of reform per10d Uruguay, Tr1n1dad , Tobago, Panama,

The Bahamas and Suriname.

(111) The following countries managed to reduce their reserve

requ1rements on local-currency denom1nated bank depos1ts: Colomb1a,
Peru, Venezuela, Bol1v1a, Uruguay, EI Salvador, N1caragua, Argent1na,
Mex1co, Ecuador, Guatemala, Dom1n1can Republ1c, Paraguay and Guyana.

(1V) The countr1es that lowered their reserve requ1rements on dollar­

denom1nated bank depos1ts are: Colomb1a, Peru, Uruguay, EI Salvador,
N1caragua, Argent1na, Mex1co, Ecuador and Tr1n1dad & Tobago.

(v) The record on the reduction or el1minat10n of targeted 11nes of

cred1t is encourag1ng Peru and Guatemala have el1m1nated them
altogether, whereas Colomb1a, Venezuela, Bol1via, EI Salvador,
N1caragua, Argentina, Mexico, Dom1n1can Republic, Jama1ca, Tr1n1dad &
Tobago, Braz11, Paraguay, Costa R1ca, Honduras and Guyana have reduced

them e1ther moderately or substant1ally.

(V1) Progress has also been reported 1n the process of pr1vat1zation or

11qu1dat10n of state-owned f1nanc1al concerns. The follow1ng countries

effected s1gn1f1cant d1vest1tures of some of these f1rms Colomb1a

(1991-1994), Peru (1992-1994), Bol1v1a (1989-1991), El Salvador (1990­

1993), Tr1n1dad & Tobago (1990-1993), and Guyana (1991 and 1994).

Mex1co, 1n early 1994, completed the repr1vat1zat10n of all of the banks

that had been taken over by the State follow1ng the 1982 debt cr1S1S
On the other hand, the privatizat10n effort in Argent1na, Costa R1ca,

Uruguay, Braz11 and N1caragua has been generally very m1ld

(v1i) Greater central bank 1ndependence has been reported 1n the
follow1ng countr1es Colomb1a, Peru, Bol1v1a, El Salvador, N1caragua,
Argent1na, Mex1co, Ecuador, Guatemala, Jama1ca, Tr1nidad & Tobago,

Ch1le, and Costa R1ca.

(v1ii) A new and modern cap1tal markets law or set of regulat10ns has

been 1ntroduced in Colomb1a (1993), Peru (1993), Venezuela (1993), El

Salvador (1994), N1caragua (1993), Argentina (1991-1994), Mexico (1989),

Ecuador (1993), Jama1ca (1993), Braz11 (1989) and Ch11e (1994)
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(1X) A new and modern bank law or set of regulat10ns was 1ntroduced 1n

colombia (1990 and 1993), Peru (1991 and 1993), Bo11via (1992), Uruguay

(1993), El Salvador (1992), N1caragua (1993), Argent1na (1992-1993),

Ecuador (1994), Guatemala (1992), Dom1n1can Republ1c, Jama1ca (1993),

Tr1nidad & Tobago (1991), and Barbados (late 1980s)

(x) Systems for commerc1al bank superv1s10n underwent maJor reforms 1n
Peru, Uruguay, Bo11v1a, Tr1n1dad & Tobago and N1caragua. Some

1mprovements have been reported 1n Argent1na, Ecuador, Guatemala and
Guyana On the other hand, Colombia, El Salvador, Ch11e, Braz11,5

Belize and Bahamas are countr1es that allegedly d1d not need reforms in
th1s area g1ven the pr10r eX1stence of adequate systems of bank

supervis10n.

In all, wh11e recogn1z1ng that bank superv1s10n systems are 1n need of major

or some overhaul 1n f1fteen countr1es of the reg10n, and not1ng that several

countr1es need to set more reasonable cap1tal adequacy standards, westley, 1n

h1s survey, unamb1guously concludes that the reg10n has made 1mpress1ve
ach1evements 1n financial reforms Furthermore, the survey also concludes
that forthcom1ng policy changes w111 be in the pos1t1ve d1rect10n, towards
1nst1tut10nal strengthen1ng on one hand and, on the other, away from the
1mp11c1t and exp11c1t taxation mechanisms, trad1t10nally forced upon the
reg10n's f1nanc1al systems in order to f1nance f1scal disequ111br1a The
survey ha11s Colombia, Peru, Bo11v1a, Uruguay, El Salvador, N1caragua and

venezuela6 as the maJor reformers In a second category, of substant1al

reformers, are 1ncluded Argent1na, Mex1co, Ecuador, Guatemala, Dom1n1can
Republ1c, Jama1ca, and Tr1n1dad & Tobago. The next class of reformers

1ncludes Braz11, Paraguay, Costa R1ca, Honduras, Guyana and Ch11e 7 F1nally,

Bel1ze, Panama, The Bahamas, Barbados, Ha1t1 and Sur1name are s1ngled out as

countr1es where practically no reform has been undertaken

Scontrary to westley's f1nd1ngs, th1s Report argues that Braz11's bank
superv1s10n system needs 1mprovement

6venezuela's 1nclusion among maJor reformers must be based -- at least as
far as bank superv1s10n 1S concerned -- on how reasonable the new laws looked 2rr
paper In pract1ce, as 1994 pa1nfully demonstrated, superv1s10n was extremely
weak

7Ch1le 1S 1ncluded 1n th1s group not because 1t 1S a m11d reformer, but
because most of the reforms were 1mplemented before 1988, the base year for
reform that 1S used by the survey
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III Ex~st~ng Constra~nts·

There is no doubt that the scope of reform has been impress~ve.

Nevertheless, ~t ~s not poss~ble to declare w~th certa~nty that all these

measures are conduc~ve to establ~sh~ng the foundat~ons of sol~d f~nanc~al

markets wh~ch can add to and fac~l~tate the task of econom~c development.

For one, str~ct adherence to the tenets of f~nanc~al

l~beral~zat~on espoused by McK~nnon and h~s followers offers no guarantees for

success. To the contrary, the ~n~t~al exper~ents w~th th~s approach to

reform ~n Ch~le, Argent~na and Uruguay, ~n the m~d- to late 1970s, resulted ~n

colossal fa~lures In response, much was done ~n subsequent years to ref~ne

the theory, w~th part~cular emphas~s on the des~gn of a blueprint for a

successful sequenc~ng of financ~al liberal~zat~on. For example, it was

postulated that domest~c reform should precede the open~ng of the cap~tal

account, and that the l~beral~zat~on of interest rates should ne~ther be

undertaken before correct~ng macroeconom~c ~mbalances, nor w~thout the

presence of eff~c~ent bank regulat~on and superv~s~on However, g~ven the

~nst~tut~onal weaknesses and frag~le econom~c structures that character~ze the

Hem~sphere, not even an appropr~ate sequencing of reforms can fulf~ll the

prom~ses of f~nanc~al l~beral~zat~on.S

Inst~tut~onal weaknesses and frag~le econom~c structures underl~ne

the presence of ~mportant constra~nts. In Lat~n America, each country

exh~b~ts a part~cular conf~gurat~on of soc~al, pol~t~cal, econom1C and even
cultural character~st~cs that cond1t1on the behav10r of f1nancial markets and

wh~ch, to some degree, def1ne ex~st~ng f1nanc~al pol~cy and 1tS feas~b~l~ty

for substant1al change For th~s reason, ~t ~s v~rtually imposs~ble to

~dent~fy a set of constra~nts on f~nancial markets that ~s common to all the

countr1es of the region S~~larly, ~t ~s unreasonable to arr~ve at

conclus~ons and recommendat~ons that can be appl~ed region-w1de

Nevertheless, the reg~on offers some d1stinct features w~th

relevance for f~nanc~al markets that d~ffer markedly from those ex~st~ng ~n

~ndustr~a11zed and As~an countr~es, where the degree of soph~st1cation and

depth of f1nanc~al ~ntermed~at~on ~s far super~or. What follows,

consequently, ~s an attempt to condense such reg~onal features into styl1zed

facts and to show how they const~tute ~portant ~mped1ments for the expans~on

SA cr~t~que of the McK~nnon school, the rul~ng parad~gm of f~nanc~al pol~cy
reform, l~es beyond the scope of th1s Report For a succ~nct, penetrat~ng

~ns1ght ~nto th1s 1ssue, see Akyuz and Held (1993)
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and development of fLnancLal markets Although they overlap, these

LmpedLments fall generally Lnto two categorLes, econom~c and LnstLtutLonal

A EconomLc ConstraLnts

FLnancial markets Ln Latin America and the CarLbbean are hampered

by the followLng economLC constraLnts:

1. Overall MacroeconomLC Frag~lLty

The dynam~sm and solLd~ty of countrLes' financLal systems are

d~rectly related to the strength of the~r economLes. On the whole, the Latin

AmerLcan and CarLbbean economLes are not stable and exhLbLt glaring

weaknesses

WLth the exceptLon of Ch~le and poss~bly ColombLa, the regLon is

permeated by econom~c frag~l~ty ch~le, follow~ng the consistent applLcation

of far-reach~ng and comprehensLve reforms ~n the 1980s, seems to be on its way

towards sustaLned economLC growth ColombLa, Ln spLte of a pervasLve clLmate

of socLal and polLtLcal v~olence, has grown stead~ly SLnce the 1960s by

avoLdLng fLscal and monetary Lmbalances. Recent events underscore the tenuous

atmosphere Ln the rest of the regLon. To WLt, MexLco, Ln one year, wLll

endure a drop Ln domestLc demand by 11 percent and a fall in GDP by 5 percent

ThLS LS the prLce to pay for a dracon~an econom~c adJustment program that

calls for a reduct~on of the current account def~c~t from 8 percent of GDP to

2 percent. This brutal contractLon of the economy wLll have severe

consequences for MexLco's bankLng sector. ArgentLna, followLng the aftermath

of the MeXLcan crLSLS, suffered bank runs and capLtal flLght and LS also

headed for a severe econom~c recessLon after four years of steady growth

BrazLl also suffered the fallout from the ntequLla effect" and was forced to

devalue the real Ln an effort to halt a growLng trade defLcLt Venezuela,

SLnce the emergence of the banking crLSLS, LS Ln a downward spLral, and it LS

only the substantLal oLl revenues that prevent the economy from unravelLng

In Central Amer~ca, Costa RLca LS headed for a sharp receSSLon, whLle no

sLgnLfLcant recovery LS expected Ln NLcaragua, and Honduras wLll probably

repeat LtS d~sappoLnt~ng economLC performance of 1994

The regLon LS economLcally fragLle because of LtS vulnerabLlLty to

external shocks In fact, th~s LS a hLstorLcal constant. UnlLke the recently

LndustrLalLzed countries of ASLa, the LatLn Amer~can and CarLbbean countrLes

have not been very successful at dLversLfyLng theLr export base Their export
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products, ~n the ma~n, cons~st of raw mater~als wh~ch, s~nce the late 1970s,

have not enJoyed strong demand ~n ~nternat~onal markets. Pr~mary goods, ~n

fact, const~tute the slowest grow~ng market in the world. Not surpr~singly,

the terms of trade for the reg~on have deter~orated, w~th the Un~ted Nations

Econom~c Comm~ss~on for Latin America and the Car~bbean (ECLAC) est~mating

that, ~n comparison w~th 1980, the terms of trade in 1994 worsened by 29

percent

Pers~stently adverse terms of trade bear s~gn~f~cance for

f~nanc~al markets through the ~mpact they exert on the f~scal accounts. In

weak econom~es, ~t ~s not at all uncommon that f~scal defic~ts r~se rap~dly as

a result of a severe deter~orat~on of the terms of trade. Under the usual

c~rcumstances, ~n wh~ch the deter~orat~on is unexpected, it is very tempting

for the government author~ties to d~spense implic~t or explic~t taxation on

f~nanc~al ~ntermed~at~on as a way of buffer~ng th~s shock. The typ~cal method

of impl~c~t taxat~on ~s to ~ncrease the level of reserve requ~rements. By

th~s measure, banks are forced to "park" funds at the Central Bank which, in

some countr~es, earn l~ttle or no ~nterest, thus restr~cting the banks from

channel~ng funds ~nto h~gher-yield proJects To compensate, banks usually

resort to ~ncreas~ng effect~ve loan rates and reduc~ng depos~t rates, wh~ch

d~storts ~nterest rates Th~s, ~n turn, crowds out the pr~vate sector ~n the

real economy. Another type of impl~c~t taxat~on is to force banks to acqu~re

government secur~t~es that y~eld below-market returns, a method currently

pract~ced ~n Venezuela. In truth, th~s measure was more common ~n pre-reform

t~es ~n most countr~es Presently, as illustrated by the cases of Braz~l and

Costa R~ca, governments seek to f~nance the f~scal def~c~t by offering banks

very h~gh y~elds on the purchase of government secur~t~es. Banks do th~s

voluntarily, but there ~s potent~al for over~nvestment ~n these securities

wh~ch, ult~mately, also crowds out the pr~vate sector ~n the real economy

The vulnerab~l~ty of the reg~on to external shocks ~s nowhere more

consp~cuously demonstrated than ~n the dependence on fore~gn cap~tal In

fact, another h~stor~cal constant of the reg~on ~s over-borrow~ng in

~nternat~onal f~nanc~al markets, followed by severe econom~c trauma when

fore~gn loans dry up or when the flow of funds turns negative In recent

times, th~s has been pa~nfully revealed w~th the emergence of two maJor

foreign debt cr~ses (~n 1982 and 1994) The root of the problem ~s the poor

gross sav~ngs rat~o.9 On average, the reg~on saves the equivalent of 17

percent of GDP, wh~ch compares poorly w~th the 38 percent that As~an economies

9For a deta~led explanat~on on why sav~ngs rates are low in Lat~n America,
see Edwards (1995).
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generate. Furthermore, trad1t10nally, fore1gn loans were not channeled to

h1gh-y1eld proJects To 1llustrate, dur1ng the 1970s, 1n many Latin Amer1can

countr1es the bulk of borrow1ng was captured e1ther by 1neff1c1ent state-owned

enterpr1ses or by a pr1vate sector that over1nvested 1n non-tradeables

act1v1t1es or s1mply stored vast f1nanc1al resources 1n fore1gn banks.

Indeed, while these countr1es were struggl1ng w1th hefty debt payments during
the 1980s, South Korea, as heav1ly 1ndebted as any of the large Lat1n Amer1can
countr1es, was spared from the negative effects of the cris1s due to pr10r,
1mpreSS1ve efforts at develop1ng 1tS export sector

The low gross sav1ngs ratio and ineff1cient 1nvestments are direct

causes of the relatively h1gh cost structures that plague the Lat1n Amer1can

econom1C landscape Increas1ng cost compet1t1veness 1S a must that requ1res

not only comm1tted efforts at 1nflat10n control, but also an all-out dr1ve to

1ncrease total factor product1v1ty through better health, 1mproved sk1lls and

susta1ned work effort of management and labor, upgraded primary educat10n and

adopt10n of techn1cal progress These are 1nvestments that have been
neglected 1n the reg10n and that largely expla1n the substandard performance

of the economies, S1nce at least the late 1960s. More 1mportantly, this
neglect, to a large extent, has caused the 1n-country d1str1but10n of incomes

to deter10rate s1gn1f1cantly. In effect, by deny1ng poor people access to

health serV1ces and upgraded pr1mary educat10n, the pol1c1es of exclus10n have

made all but 1mposs1ble the entry and product1ve part1c1pat10n of the vast

poor 1n domest1c and 1nternat10nal markets

Weak econom1C performances are also assoc1ated w1th the tendency

for real exchange rate apprec1at10n which, when severe and pers1stent, can
have profound effects for f1nanc1al markets 10 Dur1ng the per10d 1990-1994,

th1s tendency was exacerbated 1n Lat1n Amer1ca and the Car1bbean, while Asian
countr1es, on the other hand, experienced real exchange rate depreciation
notw1thstand1ng that both reg10ns benefited from the substant1al cap1tal

100ne unfortunate side effect is capital fl1ght. Another equally negative
poss1b1l1ty is currency speculation. For example, under a reg1me of a fixed
exchange rates, f1rms, 1n ant1c1pat10n of devaluat10n, w1ll 1ncrease the1r demand
for cred1t 1n domest1c currency to f1nance the bU1ld-up of 1mported goods By
the same token, 1nventory costs w1ll also be 1ncreased as f1rms delay the
sh~pment of exportables COnsequently, loan 1nterest rates w1ll 1ncrease. Th1s
trend 1S aggravated when bankers hedge aga~nst exchange rate devaluat10n by
charg1ng a prem1um on the loan rates. What usually happens ~s that loan rates
w~ll be pushed up even further, to some percentage p01nts above the estimated
overvaluat10n An alternat1ve procedure is for bankers to demand that borrowers
accept loans 1n domest1c currency wh1ch are 1ndexed to the value of the dollar
Th1S practice 1S currently common among commerc1al banks 1n Argentina.
Unfortunately, th1s opt10n 1S not r1sk-free, as borrowers may become insolvent
w1th a devaluat~on
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1nf1ows that dom1nated transact10ns 1n emerg1ng markets 1n that per10d Th1s

fundamental d1fference can be expla1ned by the percept10n of fore1gn investors

and, more s~gn~f~cantly, by the observed pattern of the~r ~nvestments. As a

rule, ref1ect~ng perhaps the cost compet~t~veness of the econom~es, the return

on real assets ~n Lat~n Amer~can countr~es ~s substant~ally lower than ~n

AS1an countr~es For f~nanc~a1 assets, attest~ng perhaps to the relat~ve

scarc1ty of domest1c sav1ngs, the reverse is true: Lat1n Amer1can f1nancial
instruments offer far h1gher 1nterest rates than Asian securit1es 11

Consequently, and not surpr1s1ng1y, up to 70 percent of the most recent

cap1ta1 1nflows 1n Lat1n Amer1ca took the form of portfo110 1nvestments in
equ1ty, bonds or loans, of wh1ch a good part corresponded to so-called "f1y­
by-n1ght" cap1ta1 and wh1ch largely contr1buted to the apprec1at10n of

exchange rates.

2 Glaring Inequality

In the past, Lat1n Amer1can and Car1bbean countr1es have app11ed

development strateg1es that contr1buted to the marg1na1izat10n of vast parts
of the1r popu1at1ons. The cons1stent app11cation of po11cies of exc1us10n
u1t1mate1y resulted 1n the emergence and strengthen1ng of so-called dual

econom1es cons1st1ng of (a) a formal sector, wh1ch operates 1n the "modern"
economy, where impersonal exchange and market inst1tutions generally prevail,
and (b) an 1nforma1 sector, character1zed by underdeveloped market

1nst1tutions and where personal relat10nships are normally the rule. The

formal sector, w1th substant1a11y h1gher levels of product1v1ty and 1ncome,

determ1nes the overall pattern and dynam1sm of econom1C development

Th1s dual econom1C structure underl1nes an uneven 1ncome

d1str1but10n The consequences for the bank1ng sector could be qu1te severe,

espec1a11y when, as 1S the case of Latin Amer1ca, 1ncome d1stribut10n is

h1ghly skewed To see why th1s 1S so, cons1der a process of trade
11bera11zat1on wh1ch opens opportun1t1es for local f1rms to upgrade production

techn1ques by way of enab11ng them to 1mport cap1ta1 and 1ntermed1ate goods
Banks and other financ1a1 ent1t1es w111 naturally grav1tate towards these
f1rms However, a w1despread process of 1ndustr1a1 reconversion 1S suspect in
econom1es character1zed by an exc1us1onary pattern of econom1C development, as

the benef1ts of trade are mu1t1p11ed out The vast number of producers 1n the

informal sector face h1gh costs of market entry, and they are generally

11Th1s p01nt, as well as others related to compar1sons between AS1a and
Latin Amer1ca, were elaborated by the World Ban~s Ur1 Dadusch, at the Summ1t of
the Amer1cas, celebrated 1n M1am1 1n December 1994
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constra~ned by outdated technolog~es. Hence, the most dynam~c firms bypass

these local producers as a source of ~nputs and look to the ~mport market

~nstead Th~s tr~ggers an over rel~ance on ~ports, exacerbated by the fact

that the preva~l~ng ~ncome d~str~but~on ~n Lat~n Amer~ca and the Car~bbean

g~ves way to a demand prof~le dom~nated by h~gh and m1ddle 1ncome groups who

have h1stor1cally 1ndulged 1n the over consumpt10n of fore1gn products or

local goods w~th h~gh-1mport values. The over-reliance on ~mports leads to

persistent, large trade def~c~ts. When governments try to rectify the ensuing

balance of payments cr~ses by devaluations, many banks suffer because so many

borrowers then f~nd themselves unable to meet debt payments

Th1S econom~c structure affects the development of f1nancial

markets 1n other ways. First, the acute segmentat~on of markets ultlffiately

proh1b1ts the advantages that result from spec1al1zat1on and econom1es of

scale. For example, the informal sector 1S hand1capped by the lack of

~nst1tutional ~nfrastructures wh1ch are cr1tically ~portant for the

development of f1nance, such as mass-based 1nformat~on-shar1ngnetworks, and

rel~able, pred1ctable mechan~sms for the enforcement of cred1t contracts.

Under these c~rcumstances, lenders grav~tate towards personal1zed transact10ns

and str~ve to locate borrowers 1nd~v1dually. However, this is very costly and

1neff1c~ent Moreover, f1nance in the 1nformal sector does not prov1de for a

safe, conven~ent, and susta~ned process of sav1ngs mob1l~zat1on G1ven the

lack or 1nadequacy of physical fac1l1t1es, such as road and transportat10n

networks, comb1ned w1th a shortage of banks themselves and a restr~ct1ve flow

of ~nformat10n, the bulk of sav1ngs that the sector generates takes the form

of non-f1nanc~al assets F1nally, 1t must also be emphas1zed that the

1nformal sector, generally speaking, rema1ns separated from the well­

establ1shed, pr1vately-owned f1nanc1al ent1t~es wh1ch comfortably earn

substant1al rents from operat~ons ~n the formal economy These ent~t~es have

developed f~nanc~al products that are supplied on the bas1s of costly proJect

appra~sal techn1ques and collateral requ1rements, factors wh1ch l1m1t the

cl1entele they are w1ll1ng to serve. In comb1nat10n w~th the d1ff~culty ~n

assess~ng the cred~tworth1ness of potent~al "1nformal" customers, these

procedures, when appl1ed w1th1n the context of the marg~nal~zed cl1entele,

render loans and other f1nanc~al products proh~b1t1vely expens1ve and

unprof1table. Th1s emphas~zes and re~nforces an unpleasant real1ty in the

Lat1n Amer1can context, f1nanc1al transact10ns seldom contr1bute to the

~ntegrat~on of markets

In add~t10n, an uneven 1ncome d1str~but10n aggravates social

and econom1C ~nstab1lity A V1C10US c1rcle ensues S1nce the more soc1ally and

econom1cally unstable the country, the more prone are wealthy groups to
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d~vers~fy the~r ~nvestments, wh~ch ~ncludes cap~tal fl~ght, w~thout a doubt

one of the major ~mped~ments for the development of Latin Amer~can econom~es

In the past, Lat~n Amer~can countr~es have tr~ed to contend w~th the problem

of cap~tal fl~ght by enacting exchange controls wh~ch have proven to be

largely ~neffectual Past, ~ll-conce~ved attempts at ~ncome red~str~but~on

also fa~led because they fueled h~gh ~nflat~on. As a consequence of h~gher

~nflat~on, speculat~on increased, as did cap~tal flight from the well-to-do,

wh~le the underpr~v~leged developed the tendency to save ~n the form of non­

f~nanc~al assets.

3 H~gh Cost of Cap~tal 12

A h~gh cost of cap~tal ~s a ser~ous problem that endangers free

trade pol~c~es because firms f~nd that high f~nanc~ng costs underm~ne their

compet~t~ve pos~t~on v~s-a-v~s fore~gn r~vals Th~s problem ~s very ser~ous

in Latin Amer~ca, as ev~denced in several countries in which local firms have

found ~t cheaper and more conven~ent to seek f~nanc~ng from fore~gn lenders.

Th~s opt~on, naturally, has not been ava~lable for the vast maJor~ty of local

firms whose only alternat~ves have been to e~ther absorb the finance costs or

s~ply shelve any ~nvestment plans.

Two factors help ma~nta~n the relat~vely h~gh cost of cap~tal in

Lat~n Amer~ca F~rst, ~t reflects the fundamental fact that the process of

macroeconom~c adJustment has not been completed. 13 Unt~l public sector

def~c~ts are re~ned ~n, ~nterest rates w~ll rema~n h~gh and inflation will

pers~st. Th~s problem ~s moll~f~ed ~n countr~es like Argentina and Peru,

where substant~al revenues generated by the d~vest~ture of state-owned

concerns keep the fiscal accounts in surplus. Countr~es l1ke Bol~v1a and

N~caragua can f~nance large f~scal defic1ts in non-1nflat10nary ways due to

the cooperation from fore~gn donors. However, the percept~on that public

sector reform has only barely started in most of Lat~n Amer~ca translates ~nto

12we are thankful to Hemant Shah, Sen10r F1nanc~al Econom~st of The World
Bank, who prov~ded valuable ~ns1ghts on th1s constra~nt.

13Nowhere is there stronger eV1dence of th1s point than 1n the trend for
dollar~zat~on that ~s so v1s~ble 1n several countr1es. In essence, the process
of dollar~zat10n underscores the rea11ty that the government has lost cred~b~lity

~n the eyes of econom~c agents. Dollar1zat~on serves the purpose of assur~ng

people that they w~ll not be pena11zed v~a ~nflat~on tax In the best of all
poss~ble scenar~os (as opposed to the "Panamazat~on" of the economy, i.e, the
surrender of monetary pol~c1 to the U S. Federal Reserve), dollar1zation serves
to hold the economy over unt~l there is suff~c1ent trust ~n the country that
warrants conf1dence ~n the local currency Dollar~zat~on is part~cularly severe
~n countr1es w~th a memory of h1gh 1nflat~on
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~nflat~onary expectat~ons. Furthermore, th~s ~s worsened by the evolut~on of

current account def~c~ts, wh~ch lend credence to the fact that the adJustment

process ~s not f~n~shed. In the most recent per~od of econom~c growth, from

1990 through 1994, liab~l~t~es to foreigners rose faster than exports in the

largest Lat4n Amer~can countr4es. 14

The expectat~on for future ~nflat~on, comb~ned w~th the

expectation for exchange rate depreciation (grounded on grow~ng current

account def~c~ts), ~s ev~denced ~n the prem~um that bankers charge on loan

rates An even more ~portant factor that expla~ns the h~gh cost of cap~tal

l~es ~n the large ~ntermed~at~on marg~ns that character~ze Lat~n Amer~can

bank~ng. In fact, abnormally h~gh spreads are a feature ~n these markets w~th

the unfortunate consequences that (a)f~nanc~al systems do not make the best

use of scarce domest~c sav~ngs and (b) some potent~ally benef~cial uses of

~nvestment funds are discouraged. H~gh ~ntermediat~on marg~ns are intimately

assoc~ated w~th h~gh operat~ng costs -- resulting from over-branching, h~gh

reserve requ~rements, and h~gh loan losses -- as well as w~th ol~gopolistic

market structures In fact, high ~ntermed~at~on marg~ns s~gnal the existence

of econom~c rents and, consequently, of f~nanc~al market structures that

s~gn~f~cantly depart from the compet~t~ve ~deal. The presence of

ol~gopol~st~c market structures ~s prec~sely one of the maJor problems that

affects the f~nanc~al markets of several countr~es of the reg~on. Desp~te the

recent advances made by the reg~on ~n the adopt~on of modern bank laws, ~n the

sell off of state-owned f~nanc~al concerns, and in the promot~on of entry of

new part~c~pants, there ~s the latent poss~b~lity that the regulatory

frameworks that govern f~nanc~al act~v~t~es may be enacted to deny, ~n

pract~ce, a cl~mate of open compet~t~on.15

14Ur~ Dadusch has est~mated that th~s problem was part~cularly severe in
Mex~co and Argent~na, but less so ~n Ch~le and Braz~l, the star export performers
~n the Hem~sphere. Even those two countr~es, however, could not match the
performances of the As~an countr~es.

15In several countr~es, banks act as cartels and exerc~se powerful
~nfluence ~n econom~c dec~s~on mak~ng. In Honduras, for example, the Bankers'
Assoc~at~on res~sted the approval of a new law of financ~al modern~zat~on for
quite some t~e. After much prodd~ng from mult~lateral donors, the law is
expected to be approved soon by Congress, but there ~s concern that the
regulatory framework w~ll not promote more compet~t~on ~n the ~ndustry Huge
rents accrue to the bank~ng sector of th~s country· ~n 1994, wh~le the economy
contracted by 1.5 percent, the f~nanc~al sector reg~stered a 4 percent growth
rate
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B. InstLtutLonal ConstraLnts

The followLng instLtutLonal constraLnts Lmpede fLnancLal markets

in LatLn AmerLca and the Caribbean

1 MLsguLded Government InterventLon.

The development of financLal markets Ln the regLon is Lmpeded by

faulty government Lntervention The presence of state banks is a case in

pOLnt. OrLginally established as conduits for the delLvery of targeted,

subsLdLzed credLt, these entLtLes seldom performed well. In the end, they

merely acted as vehLcles for handLng out credLt from central banks. They

became hopelessly decapLtalized as the LnflatLonary process that normally

accompanLes the unlLmLted use of redLscount prLvLleges eroded the real value
of theLr loan portfolLos.

At present, and consLderable as they stLll may be Ln some

countrLes, the prLncipal problem does not prLmarLly ILe wLth the losses that
these entLtLes Lncur. Far more Lmportant is the fact that Ln most countrLes,
the state banks are sources of Lmportant dLstortLons, as they prLce theLr

products capricLously, and are not subJect to the reserve requirements that
are applLed to the prLvate banks The role, if any, that state banks should
play, needs to be redefLned Ln almost all countrLes of the regLon Ideally,
especLally Ln those countrLes wLth Lmportant regLons that are perpetually

shunned by the largest prLvate commercLal banks, state banks could playa

developmental role as long as they are properly managed and free from

polLtLcal Lnterference What currently eXLsts Ln the HemLsphere, however, is

hardly conducLve to the better health of fLnancLal markets In BrazLl, for

example, the state banks are a vehicle for the dLspensing of polLtical
patronage, and the Central Bank is mandated by law to keep the banks afloat
through unlLmLted redLscount lLnes. Such lLnes have now been suspended to
ArgentLna's provincLal banks but, Ln a bLd to obtaLn funds, some of them are

competLng to capture deposLts from the publLc -- wLth the consequence of

dramatLcally LncreasLng deposLt rates. In NLcaragua, the BND (Banco NacLonal

de Desarrollo), whLch LS the largest state bank, was recently restructured,

yet there are no sLgns that Lt LS operatLng more effLcLently Moreover, LtS

new management has allegedly adopted a profLt maXLmLzatLon phLlosophy,
consequently, the BND may tend to neglect actLvitLes traditLonally Lgnored by

the prLvate banks. FLnally, in Costa Rica, two large state banks stLll
domLnate the market TheLr explLcLt LneffLcLencLes are of great benefLt for

the prLvate banks whLch operate along sLde them: the prLvate banks can capture

deposLts and make loans at the same rates prLced by the state banks but, SLnce
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they are much more eff~c~ent, they can earn substant~al rents.

M~sgu~ded state ~ntervent~on also man~fests ~tself ~n the

enactment of h~gh reserve requ~rements whLch, naturally, are closely

assocLated w~th the overall rnacroeconomLC fragLl~ty that the regLon endures

Whether they serve the purpose of fLnanc1ng fiscal defic~ts, of fundLng

central banks' redLscount credLt l~nes, or stemming a flight to other

currenc~es, hLgh reserve requLrements contrLbute to the segrnentatLon of
financ1al markets Th1S ~s eV1denced by the emergence of parallel or informal
markets where these restrLct10ns do not apply and where a vast number of
f~nanc~al transact~ons are carrLed out In Honduras, for example, the volume

of transactions 1S h~gher in informal markets than in the formal market.

Offshore bank1ng, a w1despread practLce 1n Central Amer~ca, the Caribbean and

Venezuela, also represents attempts to avo~d the Lrnpl1cLt taxes that h1gh

reserve requirements ~mpose. F~nally, it is worth ment10ning the case of

BrazLl In thLs country, there are dLfferent types of reserve requirements,

accord1ng to regLon, type of bank and type of deposLt. ThLs system creates

~mportant dLstort~ons at the macroeconomLC level S1nce banks, Ln a bLd to
avoid the LrnplicLt taxat~on, move funds from a reg~on where reserve
requ~rements are h~gh to a branch Ln another reg10n where these are low.

This, in comb1natLon w~th the changes from one type of depos1t to another,
creates shLfts Ln the money mult1pl1er and therefore makes effect1ve conduct

of monetary pol1cy more compl1cated.

2. Ineff1c~ency of Legal and Jud1cLary Systems

Th1s LS perhaps one of the maJor constra1nts for the development

of fLnanc1al markets In several Lat1n AmerLcan countr1es the r1ghts of

lenders are not properly protected. In general, the law Lrnpl1cLtly favors
borrowers because actLons to exerCLse guarantees 1n the event of loan defaults
are often ted10US and costly 16 Even when foreclosLng is enshr1ned 1n law,
however, exerc1s1ng th1s rLght ~s vLrtually 1mposs1ble, S1nce the Jud1c1ary 1S
Lncompetent, 1neff1cLent, unpredLctable, and usually corrupt Therefore, 1t
LS not unusual for fLnanc1al ent1t1es to charge a premLum on loan rates that
would cover poss1ble losses As a result, the cost of cap1tal 1S increased
further For these reasons, act10ns a1med at reform1ng these systems are of

utmost urgency

The 1nadequacy of the legal and JudLc1ary systems also relates to

160ne extreme case is prov1ded by Uruguay
prohLbLts banks from foreclos1ng collateral
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two other ~mportant problems The f~rst ~s that legal and regulatory

frameworks ~n several countr~es do not obl~gate banks to d~sclose relevant

~nformat~on to the publ~c. The second ~s that there ~s lack of enforcement of

prudent~al norms and regulat~ons, ~nclud~ng cap~tal adequacy ratios and the

prov~s~on of reserves aga~nst loans of doubtful recovery Many experts

~nterv~ewed agreed that "there ~s no teeth ~n enforcement." Th~s ~s expla~ned

not only by ~nherent ~nstitut~onal weaknesses, but also by the log~c of local

pol~t~cs. In Bol~v~a, for example, there ~s concern that if prudent~al norms

were enforced str~ctly, many banks would collapse, thus poss~bly unleash~ng a

system~c cr~s~s that would be pol~t~cally costly for the government In

add~t~on, pol~tical cons~derations played a big role 1n the faulty approach

that the Venezuelan government adopted to tackle the banking crisis.

3. Tendency of Banks for R~sky Behav10r:

Lat~n Amer~ca, in recent years, offers a r1ch sample of bank1ng

systems 1n d~stress. In fact, as reported by the World Bank: 17

(1) In the early 1980s, follow1ng the failure of a large pr1vate

bank, Argentina l1qu~dated almost a f~fth of its financial

ent~t~es.

(~i) Also 1n the early 1980s, as much as 80 percent of Ch~le's

total f~nanc~al assets were e1ther l1qu1dated or taken over by the

state, follow~ng the collapse of pr1vate cornmerc1al banks The

Central Bank took over uncollected rece~vables from these

ent1t1es, for an amount equ1valent to 19 percent of GOP

(i11) In Colomb~a, ~n 1985, the losses of the ent1re bank1ng

system amounted to 140 percent of cap1tal plus reserves. The

Central Bank had to 1ntervene 1n S1X banks whose assets totaled 24

percent of the system.

(1V) In Bol~v~a, 1n 1987, the Central Bank l~quidated two private

banks, wh~le 1n 1988, arrears of the pr1vate cornmerc~al banks

stood at 92 percent of the~r net worth.

Th~s l~st does not exhaust the cases of maJor f1nanc1al crises

17see World Bank (1990).
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that have struck the reg~on 1n recent years. The Uruguayan bank~ng system

collapsed 1n the early 1980s. In Peru, 1n 1992, the M~n1stry of F~nance had

to rescue a large number of banks and other f1nanc~al ent1ties F~nally, two

recent events should not go unnot1ced the f~rst is the catastroph~c bank1ng

collapse 1n Venezuela 1n early 1994, w1th reported losses equ1valent to 16

percent of GDP, and still r1s~ng The second, and most recent, ~s the Mexican

cr1S~S of late 1994 Although the ~nformat10n 1S sketchy, rel1able sources ~n

th1s country are already po~nt~ng to huge losses 1n many banks

In fa~rness, 1t must be stated that bank1ng cr1ses are a natural

and, to a l1m~ted extent, healthy, part of a market soc1ety. They emerge ~n

developed and less developed countr1es al1ke due to a variety of reasons.

exogenous econom~c shocks, sudden downturn of the economy, balance of payments

cr~ses, poor management dec1s10ns, fraud, and so forth However, ~n the Latin

Amer1can context, two features seem to be of particular relevance. the first

~s the magn~tude of the cr1ses. As s~gn1f1cant as the losses from the Sav~ngs

and Loan f1asco ~n the Un~ted states were, under no c~rcumstances can they be

compared, 1n relat1ve terms, with the maJor f1nancial debacles that some Latin

Amer~can countr~es have had to shoulder. In th1s reg~on, losses must be

measured not only by the~r we~ght 1n GDP and by the econom1C opportun1ties

lost as a result of m1sgu~ded 1nvestments, but also by the unavo~dable breach

of publ1c trust that cr~ses engender Far from be1ng a s~mple matter, publ1c

trust 1S of enormous relevance for a reg~on that, 1n general terms, has not

d1st~ngu1shed 1tself e1ther for the promot10n of domest1c sav1ngs, nor for the

adopt10n and enforcement of rules a1med at safeguard1ng the l~qu1d~ty of the

ent~re f1nanc1al system and at protect1ng the safety of depos~ts The second

feature 11es 1n the propens1ty for maJor f1nanc1al cr1ses to recur the

Mex~can state, 1n 1982, took over the banks after a maJor cr1S1S, repr1vat1zed

them 1n the early 1990s, only to see them totter aga1n 1n 1995, the bank~ng

system 1n Argent1na, presently, 1S "cl1ng1ng by 1tS f1ngerna~ls".

What then accounts for these two part1cular features? Wh1le the

above-stated character1st1cs are ~mportant factors, the tendency for banks to

undertake r~sky behav~or 1S perhaps the most v~tal cause. 18 Th~s is ev~denced

~n the substant~ally above-market rates on depos~ts to cover 11quid~ty needs,

and also by dec~s~ons to offer loans to r~sky borrowers at above-market

1nterest rates. The reason banks undertake th1s r1sky behavior ~s that there

are ~ncentives for them to do so These ~ncent1ves are bas~cally expressed ~n

the presence of three cond~t~ons The f1rst ~s low cap~tal adequacy rat~os

18K1m Stak1ng, an Inter Amer1can Development Bank off1cial, prov~ded useful
~ns~ghts on th~s p01nt
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~f banks are undercap~ta11zed, owners and managers feel that they have nothing

to lose and, therefore, w1ll not necessar~ly exerc~se prudence in lend~ng

dec~s10ns. The second ~s the ex~stence of Lmp11c~t depos1t ~nsurance wh~ch

encourages moral hazard on part of banks In other words, banks are conf1dent

that 1f they make bad loans, the government will ult1mately bail them out

Finally, many econom1es are character1zed by the lack of a system that can

guarantee adequate supervis~on of f~nanc1al ent~t1es.

4. Inadequate Superv1s10n Systems:

In several Lat1n Amer1can countr1es, supervisory agencies of
f1nanc1al ent1ties are over-staffed and under-budgeted It is not uncommon

for the staff of these agencies to be underpaid, wh1ch breeds the potential

for corrupt10n. Furthermore, many staff lack adequate tra1n1ng As a result,

the entire superv1sory system may be permeated w1th a lack of mot1vation and
overall demoral1zation.

Wh~le superv1sory agenc1es in several countries have sustained

maJor reforms or are currently 1n the process of 1mprovement, focus must be
placed on three 1mportant changes. The f1rst 1S to shift from a trad1t10nal

aud1tor's approach to superv1s10n towards one wh1ch embraces the complex1t1es
1nherent in today's f1nanc1al markets The bank1ng ~ndustry has susta1ned a
rad1cal transformation in the last twenty years, the results of a general1zed
process of deregulat1on, global1zat10n, faster commun1cat10n and product

1nnovat1on The trad1t1onal aud1tor's approach, which rel1es on f~nanc1al

rat10 analys1s and exam1nation of financ1al statements, is thoroughly

inadequate. Today, superv1sors must be well versed in bank1ng techniques as

well. The second 1mprovement 1n superV1S10n recogn1zes that a system that

prov1des early warn1ng s1gnals would be of ~mmense value 1n a region in which
superv1s10n has h1stor1cally been ex post Indeed, colossal bank fa1lures, in

large and small countr1es a11ke, could have been prevented 1f superv1sory
agenc1es had adopted more efficient systems to detect bank m1smanagement.

F1nally, permanent tra1n1ng programs to upgrade sk1lls and better pay are

necessary for effect1ve f1nanc1al superv1s~on.

Supervis10n is a matter of utmost 1mportance espec1ally when

regulatory frameworks of f1nanc1al systems enable commerc1al banks to invest
1n other f1nanc1al act1v1t1es -- such as broker1ng, 1nsurance, 1nvestment

bank1ng, leas1ng, and factor1ng -- or even 1n 1ndustr1al concerns Several
Lat1n Amer1can countr1es, such as Argent1na, Peru, Bo11v1a, Ecuador, MeX1CO

and Venezuela, for example, allow for this type of bank1ng When faulty,

1nadequate superV1S10n is the rule, and when banks are undercap1talized, the
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dangers for the f~nanc~al system are monumental because banks can ult~mately

take depos~ts from the publ~c to f~nance the~r ~nterlock~ng bus~nesses In

Honduras, for example, the average banker enters the bank~ng bus~ness not for

bank~ng prof1ts, but in order to f1nance h1s other bus1nesses Not

surpr~s~ngly, ~n th~s country, as much of 1,300 percent of average banks'

cap1tal is tied ~n the so-called prestamos relac~onados 19 Th~s compares very

unfavorably w1th the 25 percent that preva1ls 1n El Salvador, a country w1th a

much more adequate superv~s~on system. The problem ~s compounded w~th the

presence of impl~c~t deposit insurance, for when the Central Bank steps in,

the publ1c funds are used to cover not Just depos1ts from banks, but losses

from the other ent~t1es that belong to the hold1ng as well Th1s happened 1n

Ch1le 1n 1983, 1n Venezuela ~n 1994 and 1t could probably happen ~n Mex~co.

IV. Summary

Wh~le the pace of pOl1Cy change has been ~mpressive, the reform

effort is far from over. The development of f1nancial markets in the

Hem~sphere w~ll remain an illus10n unless governments take dec~s~ve steps to

overcome the aforement~oned econom~c and ~nst1tut~onal constra~nts

As regards f~nanc1al markets ~n part~cular, governments should

~ntervene only ~f they have the capac~ty to do so effect~vely and ~f there ~s

reasonable certa~nty that soc~al returns w~ll outwe~gh the costs of

~ntervent~on. Adm~ttedly, these cond~t~ons are very d~ff~cult to ascerta~n

ex-ante. Indeed, the serious excesses of past, faulty ~ntervent~ons in the

Hem~sphere taught many pa~nful lessons Today, these lessons serve as a base

from wh~ch efforts a~med at a better des~gn and ~mplementat10n of f~nanc~al

pol~c~es can be undertaken

Above all, governments should embrace pragmat~sm, all the more

necessary g~ven that the adopted convent~onal f1nanc~al policy reforms w~ll

have per force a l~m~ted 1ffipact because of the presence of the constraints

More ~mportantly, a pragmat~c approach w~ll enable pol1cy makers to realize

that un~ntended, unwelcome consequences may result from a careless appl~cation

of these pol~c~es. To ~llustrate, cons~der the poss1ble 1ffipact from the

l~beral~zat10n of ~nterest rates on depos~ts. As noted before, emp~r~cal

stud~es for a number of countr~es ~n d1fferent reg~ons demonstrate that there

1S a pos~t~ve correlat~on between the growth of real f~nanc~al assets and

19prestamos relac~onados refers to loans made to banks' owners, and their
relat~ves and/or bus~ness assoc~ates
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growth of real gross domest~c product

rate l~beral~zat~on has not ~ncreased

has spurred borrow~ng for speculat~on

~ncreased consumpt~on.20

Yet, ~n Lat~n Amer~ca, often interest

~nvestment, contrary to expectat~ons, ~t

~n f~nanc~al and real assets, and

F~nally, a po~nt that must be stressed ~n l~ght of recent

developments. nowhere ~s the need for pragmatism more v~v~dly expressed than

in pol~c~es pursued w~th respect to the capital account. After the long

pursu~t of restr~ct~ve polic~es, many Latin Amer~can countries, s~nce the late

1980s, reversed d~rect~on and embraced external l~beralization, purportedly to

attract cap~tal ~nflows. They largely succeeded ~n do~ng so, but the nature

of the ~nflows were generally short-term. stock markets flour~shed, yet

l~ttle attent~on was g~ven to the fact that the result~ng currency

overvaluat~on establ~shed a phenomenal confl~ct between the goals of foreign

~nvestors and those of long-term development 21 Mexico, for one, was unable

to avo~d th~s brew~ng cr~s~s The Ch~lean economy, on the other hand, which

exh~b~ted str~ct controls dur~ng the same period in order to prevent the

cap~tal ~nflows from underm~n~ng real exchange rate compet~t~veness, emerged

from the cris~s largely unscathed.

20There are other poss~ble consequences from the l~beral~zation of depos~t
rates wh~ch may exacerbate the aforementioned constra~nts. F~rst, free~ng

depos~t rates may aggravate ~ncome d~str~but~on and market segmentat~on. Th~s

would happen ~f, for example, l~beral~zat~on results ~n abnormally h~gh ~nterest

rates wh~ch cause a severe econom~c depress~on Furthermore, ~t ~s ent~rely

plaus~ble for lenders ~n the ~nformal sector to ~ncrease depos~ts ~n formal
f~nanc~al ent~t~es and thus decrease lend~ng and/or ~ncrease loan rates to the~r

informal customers Second, ~f ~nterest rate l~beral~zat~on takes place ~n an
economy character~zed by overall allocat~ve ~neff~c~ency, large ~nvoluntary

defaults may follow The unfortunate consequence would be prec~sely to aggravate
the sever~ty of one of the plagues of f~nanc~al systems of the Hemisphere, the
h~gh spreads Th~s happens because banks normally pass the cost of bad loans to
customers. Last but not least, a dramat~c ~ncrease ~n ~nterest rates may unleash
a war to attract deposits Th~s may well ~nduce banks to acqu~re h~gh y~eld

assets -- ~nclud~ng stocks and secur~t~es w~th volat~le pr~ces -- of doubtful
qual~ty and/or to enter new bus~nesses on wh~ch they have little or no
exper~ence Akyuz and Held (1993) prov~de an interest~ng analys~s of these and
other scenar~os

21 Th~s confl~ct was dramat~cally expressed ~n the Mex~can cr~s~s The more
f~nanc~al resources fore~gn ~nvestors poured into peso-denom~nated stocks and
bonds of th~s country, the more they tac~tly demanded a "strong" peso to realize
prof~t expectat~ons Apparently, the econom~c author~t~es d~d not ser~ously

cons~der the fact that the ensu~ng overvaluat~on underl~ned an irrational
structure of relat~ve pr~ces As a str~k~ng example, ~t actually became cheaper
to ~port tort~llas and tacos than to produce them domest~cally, wh~ch naturally
hand~capped small domest~c producers
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CHAPTER TWO

F1nanc1al Markets 1n the Hem1sphere: Strengths and Weaknesses

Th1s chapter descr~bes the bas~c features of f~nanc~al markets in

the Hem1sphere. The most cr1tical 1ssues related to pol~cy, the bank~ng

sector and cap~tal markets w1ll be analyt~cally d1scussed w~th the purpose of

h~ghl1ght~ng the strengths and weaknesses of these markets. For matters of

conven1ence, countr~es are grouped 1nto four reg~ons: Central Amer1ca (Panama,

Costa R1ca, N1caragua, Honduras, El Salvador, Guatemala and Belize); the

Andean countr~es (Venezuela, Colomb~a, Ecuador, Peru and Bol~v~a), Mercosur

(Braz~l, Argent~na, Uruguay, Ch~le and Paraguay), and the Car1bbean (the

Dom1n~can Republ~c, Ha~t1, Tr~n~dad & Tobago, Guyana, Jama~ca, The Bahamas and

Barbados).

I. Central Amer1ca

In th~s reg~on, El Salvador clearly stands out as a maJor reformer

and may be taken as a model for other countr~es In recent years, Guatemala

has 1ntroduced pos~t~ve measures. N~caragua has also made 1ffiportant reforms,

but these are ~mper~led due to pol~t~cal d~sarray and to a structurally weak

economy that shows no s~gns of s~gn~f~cant recovery from the devastat~on of

war and the m~sgu~ded pol~c1es of the last decade. Honduras and Costa R~ca

seem to have regressed, wh~le the f~nanc~al markets ~n Bel~ze, to th~s date,

seem to be very weak Due to ~ts character~st~cs as a ~nternat10nal bank1ng

center, Panama 1S a special case.

A. POl1Cy Issues

These ~nclude macroeconom1C stab~l~ty, the comm~tment to

pr~vat1zat~on of state banks, determ1nat~on of ~nterest rates, and red~scount

fac~l1t1es.

1. Macroeconom~c Stab~l~ty·

The macroeconom~c s~tuat~on has deter10rated s~gn~f~cantly 1n

Costa R~ca The f1scal def~c~t soared from 1 5 percent of GDP ~n 1993 to

approx~mately 8 percent ~n Apr~l 1995 In order to f~nance 1t, the government

has ~ssued bonds that are bought voluntar~ly by commerc1al banks because the
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~nterest rates they pay are very h~gh One problem ~s that the matur~ty of

these bonds ~s very short term Th~s, ~n comb~nat~on w~th the stab~l~zat~on

bonds that the Central Bank ~ssues to contract liquidity, has sent interest

rates skyward 22 The economy, consequently, now suffers the class~c problem

of crowd~ng out Severe recess~on and f~nanc~al d~stress lie ahead, s~nce

large f~rms are be~ng squeezed by h~gh f~nanc~ng costs. There ex~sts a strong

poss~b~l~ty that some of these f~rms may f~nd themselves unable to meet debt

serv~ce payments, w~th the consequence that commerc~al banks may see the~r

loan portfol~os deter~orate.

H~gh ~nflat~on and an overall cl~mate of pol~t~cal and econom~c

uncertainty have ~ncreased the trend for the dollar~zation of the economy

The government author~t~es have establ~shed a 100 percent reserve requirement

on dollar accounts. Given the present c~rcumstances, th~s may be a sens~ble

course of act~on, s~nce ~t bars banks from using these funds to ~ncrease r~sky

lend~ng. Very h~gh reserve requ~rements on demand depos~ts and on t~me

depos~ts for less than 30 days have also been ~mposed to stem a fl~ght to the

dollar and to f~nance quas~-f~scal def~c~ts of the Central Bank that date back

to the 1980s These reserve requ~rements const~tute a heavy ~mpl~c~t taxat~on

on banks.

To sum up the overr~d~ng pol~cy pr~or~ty ~n Costa R~ca ~s to

substant~ally reduce the f~scal def~c~t. A recently s~gned pol~t~cal pact

between the two dom~nant part~es has paved the way for auster~ty measures If

progress ~s made on th~s, total government expend~tures will be contracted.

It w~ll consequently be feas~ble to reduce reserve requ~rements and, as a

result, f~nanc~al markets could plaus~bly ~ncrease ~ntermed~at~on to the

benef~t of the real economy In the m~d- to long-term, however, ~t ~s

~mperat~ve that the country undertake cred~ble publ~c sector reform a~med at

exercis~ng str~ct controls on ~ts f~scal accounts. In the past, th~s urgency

was not apparent, g~ven the substant~al flows of fore~gn a~d that Costa R~ca

rece~ved. Today, however, the country no longer enJoys th~s benef~t.

N~caragua and Honduras also exh~b~t severe f~scal frag~l~t~es By

the end of 1994, the~r f~scal def~c~ts, measured as a percentage of GDP, were

8 percent and 7 percent respect~vely In N~caragua, the def~c~t ~s f~nanced

almost ent~rely w~th foreign a~d In the long-run, the def~c~t ~s not

susta~nable The s~tuat~on ~s compounded because the product~ve structure of

the country rema~ns very weak and generally uncompet~t~ve v~s-a-v~s other

22 In m~d-May of 1995, depos~t rates were 10 percent ~n real terms, wh~le
those on loans were above 20 percent.
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countr~es of the reg~on w~th slugg~sh growth (the accumulated growth rate of

real GDP was 1 9 percent ~n the per~od 1991-1994, and -12 4 percent ~n per

cap~ta terms), tax revenues cannot be ~ncreased s~gn~f~cantly. W~th respect

to expend~tures, a dec~s~on to enact large cuts would def~n~tely ~ncrease

soc~al unrest, poss~bly unravel~ng the currently tenuous pol~t~cal peace.

In the case of Honduras, a decl~ne of fore~gn a~d ~n 1994 forced the

government to ~ntroduce severe auster~ty measures ~n order to reduce the

f~scal def~c~t, wh~ch by m~d-year had ballooned to 11 percent of GDP. A

reduct~on of current expend~tures and contract~on of publ~c ~nvestment,

however, were not suffic~ent, so the government had to resort to direct

monetary expans~on to f~nance part of the def1c1t As a consequence,

~nflat~on rose to 28 percent and a fl~ght to the dollar followed. The

government tr~ed to stem th~s by ra~sing reserve requirements to 34 percent,

wh~ch earn no ~nterest and thus const~tute a heavy tax on the bank~ng system

The large f~scal def~c1ts that these two countr~es exh~b~t

def~nitely h~nder the expans10n of f~nanc~al markets. However, proposals that

call for the~r rad~cal el~m~nat~on ~n a short tlme frame are slmpl~st~c A

rad~cal downs~z~ng of the state ~n these small countr~es could well trigger

pol~t~cal v~olence, soc~al unrest and econom~c chaos Unfortunately, the

ex~st~ng f~scal def~c1ts are more than the express~on of macroeconom~c

m~smanagement they also reflect the pol~t~cal 1nfluence of powerful econom~c

groups wh~ch thr~ve ~n rent-seek~ng act~v~t1es and wh~ch must be reconc~led

w~th the cla~ms of all those wh~ch, Justly or unJustly, feel they are de facto

marg~nal~zed by an overall development strategy wh~ch condones an unacceptable

d~str~but~on of ~ncome. In all, th~s ~s a del1cate balanc~ng act, w~th the

government oversee~ng not a process of econom~c growth, but overall econom~c

deter~orat~on, ~n wh1ch soc~ally des~rable investments are not the rule.

Under these c~rcumstances, large fiscal def~cits, seen as a recourse to freeze

soc~al tens~ons temporar1ly, are symptoms of the lack of viab~l~ty that the

present socio-econom~c structures of these two countr~es feature 1n the long

run. The development of f~nanc~al markets w~ll follow once these cond~t~ons

of pol~t~cal economy change.

Guatemala and EI Salvador are two countries that ~n recent years

have cons~stently av01ded large and unsusta~nable f~scal and monetary

~mbalances Guatemala has launched an ~mportant tax reform that w~ll lead to

h~gher revenues through 1ncreased income taxes and value-added taxes, wh~le

~mprov~ng the mechan~sms for tax collect~on. These measures, ~n comb~nat~on

w~th expend~ture cuts, w~ll dr~ve the f~scal def~c~t down to 0 5 percent of

GDP in 1995, follaw~ng the trend observed ~n 1994. W~th reduced claims on
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economLc resources, the government managed to lower reserve requLrements Ln

1994 by seven and a half percentage pOLnts whLch, Ln turn, helped to reduce

lendLng rates by 6 percent.

El Salvador, wLth a fLscal defLcLt of Just 1.5 percent of GOP,

does not present sLgnLfLcant fLscal dLsequL1LbrLum eLther. But the move

towards the implementatLon of a CaJa de Convers~6n, whLch would sLgnal the

complete dollarLzatLon of the economy LS, at thLs pOLnt, a source of concern.

The plan for a proposed "PanamazatLon" of the Salvadoran economy wLll be

Lmplemented allegedly Ln mLd-1996, though the exchange rate of the converSLon

has not yet been determLned The problem is that the colon, for some years,

has been overvalued due to substantLal capLtal Lnflows 23 Even Lf the

converSLon LS effected at a fLxed exchange rate of 8 colones per dollar, whLch

presumably would spare exporters from overvaluation, real appreciation may

loom ahead, partLcularly Lf local LnflatLon surpasses that of LtS main trading

partners. In terms of the future evolutLon of the Salvadoran economy, one

observatLon should be noted NotwLthstandLng LtS LmpressLve achLevements in

recent years, the export sector has been laggLng. The value of total exports

Ln real terms stood at 77 percent of what was obtaLned Ln 1980 Imports, on

the other hand, have been steadLly growLng The resultLng substantLal

defLcLts Ln the trade balance and Ln the current account can be fLnanced by

borrowLng and by the sLgnLfLcant remLttances from Salvadorans livLng abroad.

If Lmplemented, the Plan de Convers~6n would probably underlLne the drLve to

turn El Salvador Lnto an LnternatLonal fLnancLal center that would rLval

Panama. Nevertheless, thLs would be built upon a very weak economy, basLcally

constraLned by an undeveloped productLve structure and, consequently, utterly

dependent on foreLgn capLtal Lnflows.

El Salvador LS the country that has advanced most Ln thLs area

Between 1990 and 1993, Lt managed to prLvatLze or lLquLdate as much as 95

percent of the total loan share held by publLc fLnancLal entLtLes NLcaragua

lLes at the other extreme. In thLs country, three state banks hold as much as

75 percent of the total credLt portfolLo of the system Of these, the BND LS

the largest and was recently restructured, but Lt LS clearly Ln trouble

Total arrears approxLmate 30 percent of the portfolLo, a conservatLve estLmate

23 By the end of 1994, the colon/dollar real exchange rate applLcable to
Salvadoran exports had apprecLated by 17.2 percent SLnce 1990 WLthin the
Central AmerLcan regLon, Guatemalan exports also suffered from overvaluatLon,
whLle there has been a real undervaluatLon Ln Honduras In Costa RLca and
NLcaragua, the real exchange rate was stable durLng the same perLod.
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accord1ng to 1ndependent observers. When the present government assumed

off1ce 1n 1990, the dec1s10n not to pr1vat1ze the BND was Just1f1ed on the

grounds that most of the lend1ng resources of the economy were concentrated

there, and also that the newly estab11shed pr1vate banks were too small and

unw1ll1ng to offer f1nanc1al serV1ces to a vast number of a customers. But

the va11d1ty of th1S rat10nale, over the years, has become suspect, as the BND

has aggress1vely moved to compete for customers that can be served by the

pr1vate banks. In add1t10n, th1s state bank enJoys preferential access on the

red1scount cred1t l1nes that the Central Bank offers, allowing it to offer
better loan terms to the public than its private competitors. Therefore, it
is far from certain that the presence of the BND is one of an econom1cally

eff1c1ent un1t in the serV1ce of the pub11c good.

Desp1te the negat1ve 1IDpact on the economy from the operat10n of

the BND and two other state banks, no privat1zat10n act1v1ty is env1saged in

N1caragua th1s year. The same outlook holds for Honduras and Costa R1ca. In

Honduras, one state bank, BANADESA, controls, merc1fully, Just 5 percent of
the loan market. Th1s ent1ty, for many years, was ut1lizing red1scount cred1t
l1nes from the Central Bank as 1tS own cap1tal. In 1994, the Central Bank
dec1ded to suspend these l1nes, although the enormous debt rema1ns unpa1d.
The danger now 1S that BANADESA w1ll compete aggress1vely for depos1ts from
the publ1c, w1th the consequence that depos1t rates may be pushed up
substant1ally H1gher depos1t rates are needed in Honduras, but they should
be offered by econom1cally eff1c1ent and solvent f1nanc1al ent1t1es.

BANADESA, w1th arrears est1IDated at 65 percent of 1tS loan portfol10 in 1994,

1S not the appropr1ate cand1date. In Costa R1ca, pr1vatizat10n seems to be

out of the quest10n for pol1t1cal reasons. Three state banks dominate the

market. together they hold approx1mately 60 percent of total assets and

depos1ts. They have become hopelessly 1neff1c1ent, w1th very h1gh

1ntermed1at10n marg1ns Of the state banks, Banco Nac10nal 1S 1n the worst

shape, plagued by large arrears and by h1gh operat1ng costs.

Pr1vat1zat10n 1S not an 1mportant 1ssue 1n Be11ze, whose one
pub11c bank, the Development F1nance Corporat10n, is a source of development

loans and equity investment Pr1vat1zat10n 1S also a m1nor issue 1n Panama,
where there are three state banks of wh1ch the Banco Nac10nal de Panama holds

10 percent of total system assets. By the end of 1991, th1s bank was

techn1cally solvent, although over-branched and over-staffed 24 In Guatemala,

the four state-owned banks are in d1re f1nanc1al shape. Fortunately, the

24see de VeZ1n 011v1er (1992).
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weight of these banks on total assets and depos1ts 1S small and pr1vate banks
are ten t1mes as large 25 There are prospects for the l1qu1dation of two of

them 1n the upcoming months, the Agr1culture Bank and the Hous1ng Bank, wh1ch

comb1ned hold Just 2 percent of total loan share of the system

3. Interest Rates

W1th the except10n of Belize and some loan rates in Costa R~ca, in

the Central Amer1can reg10n all depos1t and loan rates are market-determ1ned
The use of rnarket-dr1ven rates 1S one of the most 1mportant changes that were
1ntroduced by the reforms that swept the financ1al landscape in the late 1980s
and early 1990s. However, th1s change is not necessar1ly of tremendous

s1gn1f1cance for the health of f1nanc1al systems of these countr1es The

dec1s10n to allow for market determ1nat10n of 1nterest rates bears no pos1tive

1mpact when 1mplemented 1n f1nanc1al markets dom1nated by a handful of state

or pr1vately-owned banks that exh~b1t h1gh operat1ng costs As stated above,

the presence of large state banks 1n Costa R~ca and N~caragua const1tutes

sources of 1mportant d1stort1ons. On the other hand, 1n Honduras, bank1ng ~s

largely concentrated in pr1vately-owned ent1ties wh1ch, for all practical

purposes, operate by the rules of a bank cartel. When 1nterest rates were

l1beral1zed 1n the late 1980s and early 1990s, the l1beral1zat10n, 1n

pract1ce, was appl1ed to the loan but not the depos1t rates. Th1s enabled
banks to 1ncrease the1r 1ntermed1at10n marg~ns substant1ally Guatemala
presents another very 1nterest1ng case In the late 1980s, interest rates

were also l1beralized, but the h1gher returns on overall investment that the
government sought d1d not mater1al1ze: banks, wh1ch hold equ1ty shares of many

1ndustr1al concerns, refra1ned from ra1s1ng loan rates to the1r most 1mportant
customers, usually the1r own f1rms S1nce many of these f1rms stayed in

bus1ness due to the shelter that exceSS1ve protect~on offered 1n the past, the

banks' pol1cy, 1n effect, const1tutes an expl1c1t subs1dy that ult1mately
delays a badly needed process of 1ndustr1al reconverS10n

4 Red1scount Fac1l1t1es

Under 1deal cond1t10ns, central banks should offer cred1t

fac1l1t1es for two purposes (1) as a lender of last resort to banks that

confront l1qu1d~ty problems, and (2) as an act1ve trader 1n open market

operat10ns, trad1ng government secur1t1es at market 1nterest rates However,

monetary control 1S comprom1sed when central banks also offer red1scount
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cred~t l~nes as tools to channel targeted and subs~d~zed f~nanc~ng to selected

act~v~t~es

Guatemala, El Salvador and Costa R~ca are countr~es where open

market operat~ons are used as act~ve monetary pol~cy. In N~caragua, the

Central Bank ~s reportedly try~ng to develop th~s pol~cy It ~s not used at

all ~n Panama (where there ~s no central bank) or Bel~ze, wh~le ~n Honduras ~t

~s largely ~neffectual because a secondary market for the trad~ng of

government secur~t~es ~s undeveloped In N~caragua and Honduras, red~scount

fac~l~t~es are st~ll act~ve pol~c~es In N~caragua most, ~f not all, of these

fac~l~t~es are captured by the state banks w~th the purpose of d~rect~ng

cred~t to farm~ng, ~ndustry and commerce, wh~le ~n Honduras the pr~vately­

owned commerc~al banks are act~ve users of these cred~t fac~l~t~es There,

strong ev~dence suggests that the red~scounts are used not to f~nance

act~v~t~es st~pulated as preferred by the econom~c author~t~es (for example
agr~culture), but are channeled ~nstead to other more prof~table sectors

Moreover, s~nce the~r efforts to mob~l~ze depos~ts ~s so weak, banks do rely

on the ava~lab~l~ty of red~scount fac~l~t~es as a source of funds

Nevertheless, there ~s a pos~t~ve ~nd~cat~on that over recent years the volume

of red~scount fac~l~t~es has decreased ~n real terms

In El Salvador, red~scount fac~l~t~es for targeted cred~t have

decl~ned ~n s~gn~f~cance There are st~ll some cred~t l~nes d~rected towards

the f~nanc~ng of small agr~bus~nesses and trad~t~onal agr~culture A move

towards less targeted cred~t or even ~ts total el~m~nat~on, as occurred ~n

Guatemala, ~s expected ~n forthcom~ng years The reverse ~s happen~ng ~n

Costa R~ca, as the present government contemplates the creat~on of a new

development bank ~n order to channel subs~d~zed cred~t to the benef~t of

m~croenterpr~ses.

B. The Bank~ng Sector

In general, banks ~n Central Amer~ca are small, reflect~ng the

s~ze of the econom~es. Pr~vate, domest~cally-ownedcommerc~al banks dom~nate

the market ~n El Salvador, Guatemala and Honduras, wh~le ~n Costa R~ca and
N~caragua, the state banks predom~nate Panama, an ~nternat~onal bank~ng

center, ~s a magnet for fore~gn banks. In Bel~ze, the bank~ng sector plays a

small role ~n the economy.

1 Structure of the Bank~ng Sector

By far, the most developed bank~ng sector ~n the reg~on ~s that of
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El Salvador. Seventeen pr~vate banks operate ~n th~s country, of wh~ch three

capture 60 percent of all the depos~ts ~n the system. Wh~le seem~ngly

ev~dence of concentrat~on, th~s ~s offset by law wh~ch st~pulates that no

shareholder can hold more than 5 percent of equ~ty shares of any bank. There

are no v~s~ble restr~ct~ons to market entry for Salvadorans, wh~le the severe

restr~ct~ons on fore~gn bank operat~ons that were ~plemented ~n 1981 are

be~ng rap~dly phased out Fore~gn banks can open subs~d~ary off~ces to

d~sburse loans, capture depos~ts, and trade ~n the fore~gn exchange market.

In El Salvador, banks were taken over by the state ~n the early

1980s, only to be repr~vat~zed a decade later 26 The Salvadoran banks are the

largest among the pr~vate banks of Central Amer~can countr~es, and some may

even be larger than the state banks of Costa R~ca. They are ~n good f~nancial

health and are very compet~t~ve, wh~ch is ev~denced by low intermed~ation

marg~ns 27 The banks are expand~ng rap~dly and are engaged ~n operat~ons that

offer trade f~nance, loan guarantees, cred~t cards and horne mortgages There

~s one ~mportant caveat, however In the recent past, Salvadoran banks have

engaged heav~ly ~n mortgage lend~ng, espec~ally ~n f~nanc~ng hous~ng

construct~on for the upper and m~ddle classes. There is concern that too much

cred~t may be concentrated ~n th~s sector.

In Honduras, the structure ~s very concentrated. There are

twenty-four banks, but four of them dom~nate the market, w~th assets and

depos~ts equ~valent to over 65 percent of the total ~n the system. Two of

these four banks belong to the same owner. Th~s structure reflects underly~ng

cond~t~ons of h~gh concentrat~on of wealth and ~ncomes In th~s regard, the

largest banks, wh~ch are owned by ~nd~v~duals w~th t~es to powerful econom~c

groups, effect~vely v~e to prov~de f~nanc~al serv~ces to Just 90 cl~ents In

general, the banks operate w~th very h~gh ~ntermed~at~on marg~ns, on average

26There ~s anecdotal ev~dence that po~nts to lack of transparency ~n the
pr~vat~zation process ~n El Salvador Banks, allegedly, were sold off to
entrepreneurs w~th strong t~es w4th the government. It must be stated that
crony~sm and nepot~sm are features ~n the reg~on and have not been erad~cated by
market reforms Even ~n a country as successful as Ch~le, the pr~vat~zat~on

process ~n the m4d-1980s was cr4t4c4zed as be~ng unfa~r and ~plernented w~th lack
of transparency. The same cr~t~c4sm has been vo~ced w4th respect to the
repr~vat4zat~on of Mex~can banks 4n the early 1990s In th~s country,
~ndependent observers cla~ that the process turned 4nto a "sweetheart deal", one
~n wh~ch the owners, before the purchase, rece4ved loans from the banks that were
later transferred to them These examples suggest that rent-seek~ng behav~or and
pol~c4es of exclus~on d4e hard ~n the reg4on, and that the road to more equitable
development w~ll be pa~nfully slow.

27Mr • Kurt Focke, an Inter Amer4can Development Bank off~c4al, has
est~mated that the rat40 of operat~ng costs to total assets ~s 3 percent for
maJor banks
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above 9 percentage po~nts, wh~ch ~s expla~ned by the h~gh reserve requ~rements

and also by h~gh operat~on costs.

The law does not establ~sh barr~ers to entry, ne~ther to Hondurans

nor to foreigners. But the h~gh concentrat~on of wealth and the poor econom~c

outlook const~tute an effect~ve deterrence for the entry of new part~c~pants

~n the market. In add~t~on, the market ~s character~zed by acute

segmentat~on. In th~s regard, almost all banks have established their own

f~nana~eras wh~ch operate as banks but w~th the advantage of escap~ng the h~gh

reserve requ~rements and superv~s~on. It ~s h~ghly plaus~ble that the

f~nana~eras ~ntermed~ate a h~gher volume of financial resources than the

banks S~nce the f~nana~eras are part of hold~ngs which include other

commerc~al and ~ndustr~al concerns, they are veh~cles to channel deposits from

the publ~c to the f~rms of the hold~ng Banks can do l~kew~se w~th impunity,

g~ven the lax superv~s~on system.

In N~caragua, of the n~ne pr~vate banks, two concentrate 40

percent of assets and depos~ts, exclud~ng those in the hands of the state

banks, which largely dom~nate the market. N~caraguan private commerc~al banks

were establ~shed follow~ng the dem~se of the Sandin~sta government ~n 1990

They are st~ll very small and, as such, cannot engage ~n large scale lend~ng.

At present, ~ntermed~at~on marg~ns are large, on average approx~mately 8

percentage po~nts. These banks are not expand~ng aggress~vely and choose

instead to concentrate the~r lend~ng operat~ons in fore~gn trade and

commerc~al act~v~t~es ~n urban areas Agr~culture, the backbone of the

N~caraguan economy, ~s largely neglected by these banks However, there are

good prospects that they may enter lend~ng ~n the area of l~vestock.

N~caragua has no barr~ers to entry for new banks. Banks can be

establ~shed w~th a m~n~um cap~tal of US$ 2 m~llion But, l~ke Honduras, the

sorrowful state of the economy makes ~t unappeal~ng to ~nvest ~n bank~ng

In Costa R~ca, there are twenty-three pr~vate commerc~al banks, of

wh~ch f~ve largely concentrate the bus~ness wh~ch ~s not under the realm of

the state banks These banks prof~t handsomely from the ~neff~c~enc~es of

state banks. Of the rest, many are too small and undercap~tal~zed, wh~ch

suggests that mergers are a d~st~nct poss~b~l~ty ~n the future In order to

be establ~shed, banks requ~re twenty unrelated ~nvestors, each w~th no more

than 5 percent of total equ~ty Some observers po~nt out that th~s ~s an

effect~ve barr~er to entry, espec~ally for fore~gn banks, since ~t is

d~ff~cult to meet th~s requ~rement.
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The market structure ~n Costa R~ca ~s as segmented as ~n Honduras

Th~s segmentat~on ~s attr~buted to h~gh reserve requ~rements and also to a

h~ghly d~scrLmLnatory regulatory framework For example, leverage for prLvate

cornrnercLal banks ~s specLfLed at 10 1, for fLnanc~eras 7 1, and for state

banks 30.1. The pr~vate banks are forb~dden from access~ng the red~scount

facilLtLes of the Central Bank Only the state banks can have access to these

fac~l~t~es. In add~t~on, sight depos~ts and checkbooks are offered only by

the state banks. At present, however, a new law govern~ng bank operat~ons ~s

be~ng d~scussed and it ~s qu~te poss~ble that pr~vate banks w~ll be allowed to

offer these serv~ces. In the meant~rne, the severe market segmentation caused

by these pol~c~es has mater~al~zed ~n the prol~ferat~on of so-called offshore

bank~ng. Every bank ~n Costa R~ca, ~nclud~ng state-owned f~nanc~al ent~t~es,

has an offshore un~t These un~ts mob~lize more resources than the local

banks and are not scrutin~zed by the superv~sory ent~t~es Although in the

past the offshore un~ts captured depos~ts ~n colones, presently they offer

s~ght accounts only ~n dollars, on which they pay ~nterest. The ex~stence of

these totally unregulated, unsuperv~sed un~ts also reflects the penchant of

Costa R~cans to save abroad, the memor~es of a fore~gn exchange reg~me that

until the early 1980s penalized dollar-denom~nated accounts and finally, the

compet~t~on for Costa R~can customers from offshore un~ts of M~am~-based

banks

In Guatemala, there are 33 pr~vate cornrnerc~al banks of wh~ch the

top three hold one-th~rd of all cornrnerc~al bank~ng assets Reserve

requ~rements are st~ll h~gh (17 percent), both on demand and t~me depos~ts,

regardless of recent reduct~ons Th~s expla~ns the presence of an acute

market segmentat~on, wh~ch was expressed unt~l very recently ~n the ex~stence

of numerous ~nformal lend~ng ent~t~es. Largely unsupervLsed, these ent~tLes

were effect~ve compet~tors of formal banks but, at the same t~me, were prone

to fraudulent behavior. For th~s reason, more str~ngent controls and capital

adequacy requ~rements have been recently ~ntroduced. Though these measures

alone are unl~kely to el~m~nate market segmentat~on, the econom~c author~ties

are mak~ng other efforts For example, the requ~rement of pres~dent~al

approval to establ~sh new banks has been el~m~nated

Guatemalan banks are generally very ~neff~c~ent, w~th large

~ntermed~at~on marg~ns. Yet, ~n recent years, the bank~ng sector has been

expand~ng rap~dly, wh~ch suggests that exogenous sources of funds, more

concretely from ~llegal drug trade, fuel th~s boom Another problem ~s that

of concentrat~on, which is ev~denced by a handful of powerful econom~c groups

wh~ch control the banks, and by substantial volumes of prestamos relac~onados
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Be1~ze and Panama are countr~es where fore~gn banks dom~nate

the market In Be1~ze, ~n the early 1990s, the system cons~sted of only f~ve

fore~gn-owned commerc~a1 banks Panama ~s an ~nternat~ona1 bank~ng center

w~th more than 120 banks of wh~ch most (80 percent) are fore~gn-owned. The

maJor~ty of banks conduct both offshore and domest~c bank~ng Banks that

conduct Just offshore operat~ons are barred from tak~ng local depos~ts and

from mak~ng local loans, the share of these offshore banks on total bank

assets ~s approx~mate1y 25 percent The structure of the market is fa~rly

compet~t~ve and there are no barr~ers to entry.

2. Some Important Features of the Bank~ng Sector:

In f~ve Central Amer~can countr~es -- Guatemala, E1 Salvador,

Honduras, N~caragua and Costa R~ca -- the bank~ng sector presents some

~mportant common character~st~cs These are the fol1ow~ng:

(~) The f~nanc~a1 ~nstrument that has expanded most

cons~derably ~s the cred~t card However, ~t ~s offered

ma~nly to upper and m~ddle class customers Small and

med~um s~zed entrepreneurs, whose access to formal cred~t ~s

in pract~ce den~ed, could potent~ally benef~t from access~ng

cred~t cards because these are effect~ve veh~cles to

substant~ally reduce transact~ons costs.

(~~) In general, w~th the except~on of El Salvador, where 70

percent of loans have matur~t~es of over one year, the

average matur~ty of loans and depos~ts ~s short term. Long

term loans w~th matur~ty of two to three years are offered

very rarely, and only when the customer "k~cks ~n" money

and/or puts up sol~d guarantees w~th the except~on of El

Salvador, volat~l~ty of ~nterest rates prevents the

expans~on of home mortgage loans.

(~~~) It ~s not uncommon for banks to have t~ght ownersh~p

and/or bus~ness relat~ons w~th other f~nancial and non­

f~nanc~al ent~t~es w~th the except~on of E1 Salvador and

probably N~caragua, systems are prone to excess~ve,

unsuperv~sed ~ns~de lend~ng wh~ch pushes out small and

med~um s~zed bus~nesses from the cred~t sector and wh~ch,

ult~mately, can endanger the safety of depos~ts.

(~v) In general, banks do not f~nd ~t prof~table to launch
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programs a~med at handl~ng small s~ze loans. Most of the

lend~ng ~s concentrated ~n urban areas

(v) Fore~gn trade ~s the preferred econom~c activ~ty for

banks F~nanc~ng trad~t~onal exports ~s cons~dered to be

almost r~sk free Other preferred act~v~t~es are commerce,

construct~on and large bus~nesses ~n urban areas

(v~) Legal systems are ne~ther exped~ent nor rel~able to

order the execution of foreclosures in the event of non­

repayment of loans.

(vii) Procedures to follow in case of bank insolvency are

implemented arb~trar~ly and are politically ~nfluenced

(v~~~) Impl~cit deposit ~nsurance from the central bank

ex~sts ~n Costa R~ca and N~caragua but only covers depos~ts

placed in state banks. In Guatemala, the establ~shment of a

pr~vate system of deposit insurance has just been approved,

wh~le ~t ~s st~ll under cons~derat~on in El Salvador. In

Honduras, as of Apr~l 1995, th~s ~ssue was be~ng d~scussed

as part of a modern~zat~on law of f~nanc~al systems.

(~x) Procedures for the d~sclosure of ~nformat~on on banks'

health are more advanced ~n Guatemala, El Salvador and

N~caragua. In these countr~es, banks must publish their

f~nancial statements at least tw~ce a year, wh~le the

supervisory ent~ty must d~vulge information on r~sky assets

and net worth for every bank. Information d~sclosure

procedures are ~nadequate ~n Costa R~ca and Honduras. w~th

the except~on of El Salvador, none of the regulatory

frameworks obl~gates banks to publ~sh ~nformat~on on

arrears. In add~t~on, ~nternat~onally standard account~ng

pr~nc~ples are not cons~stently appl~ed w~th~n countr~es

The adopt~on of such standards is a crit~cal first step to
promote the reg~onal harmon~zat~on of bank~ng superv~s~on 28

(x) The development of the banking sector ~s constra~ned by

weak efforts of sav~ngs mob~l~zat~on. As a general rule,

28see de Vez~n Ol~v~er (1992) and also Camacho and Gonzalez Vega (1994)

34



there 1S no culture of sav1ngs 1n the Central Amer1can

countr1es Incomes are h1ghly concentrated and the

result1ng soc1al unrest does not encourage sav1ngs. In

sp1te of the fact that 1n countr1es such as El Salvador and

Honduras there 1S a vast network of bank branches 1n the

countrys1de, rural sav1ngs are not mob1lized at all because

of w1despread 19norance or because, as specifically

eV1denced 1n the case of Honduras, banks keep very low

depos1t rates. In add1t1on, the sav1ngs effort was hampered

by the process of pol1t1cal and econom1C deter1orat10n that

permeated the reg10n in the 1980s

3 Bank Regulat10n and Qual1ty of Superv1s1on:

The adequacy of these systems varies by country. With respect to

bank1ng system regulat1on, El Salvador, N1caragua, Guatemala and Costa R1ca

exh1b1t reasonable (Basel) cap1tal adequacy standards. Honduras and Panama

are except10ns L1kew1se, there is reasonable provis10n for bad loans in El

Salvador, Guatemala, Costa R1ca and Panama. Such is not the case, however,

for N1caragua and Honduras W1th respect to the ent1t1es 1n charge of

commerc1al bank superv1s10n, the follow1ng observat1ons can be made 29

(1) Quant1ty of personnel 1S reasonably good 1n N1caragua,

needs some upgrad1ng 1n El Salvador, Costa R1ca, Honduras

and Bel1ze, and needs maJor upgrad1ng 1n Guatemala and

Panama

(11) Qual1ty of personnel 1S sat1sfactory 1n Bel1ze, wh1le

1n El Salvador, N1caragua and Costa R1ca 1t needs some

upgrad1ng. Guatemala, Honduras and Panama still need maJor

upgrad1ng.

29The source of th1s evaluat10n 1S Westley (1995) He uses f1ve cr1ter1a
for evaluat10n. quant1ty of personnel, qual1ty of personnel, salary levels,
organ1zat10n of the superv1sory un1t and freedom from pol1t1cal 1nterference
All these, w1th the except10n of the organ1zat1on of the superv1sory un1t are
self explanatory Westley 1S not expl1c1t 1n expla1n1ng what organ1zat1on means,
but we presume th1s refers to 1mportant attr1butes such as the overall qual1ty
of top management, ongo1ng personnel tra1n1ng programs and updated 1nformation
systems

To these f1ve cr1teria, Westley appl1es one of three "grades" reasonably
good (adequate), needs some upgrad1ng, and needs maJor upgrad1ng (overhaul) In
our d1scuss10n we have mod1f1ed the "grad1ng" of freedom of pol1t1cal
1nterference and use 1nstead three categor1es reasonably autonomous, m1ld
1nterference and maJor 1nterference
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(~~~) Salary levels are reasonably good ~n Costa R~ca and

Bel~ze, whereas they need some upgrad~ng ~n EI Salvador and

N~caragua and substant~al upgrad~ng ~n Guatemala, Honduras

and Panama

(~v) In terms of organ~zat~on, the superv~sory ent~ty ~s

reasonably good in El Salvador, Guatemala and Belize, but

needs some upgrad~ng ~n N~caragua and Costa Rica. It needs

maJor upgrad~ng ~n Honduras and Panama.

(v) In terms of freedom from pol~t~cal interference, the

superv~sory ent~t~es are reasonably autonomous ~n N~caragua,

Guatemala, Belize and Panama. They suffer m~ld interference

~n El Salvador and Honduras 30 MaJor pol~t~cal

~nterference occurs in Costa R~ca.

C Cap~tal Markets

The ma~n ~nstrument that ~s traded ~s government debt, e~ther treasury b~lls

or stab~l~zat~on bonds from central banks. Generally, these ~nstruments are

short-term, w~th matur~t~es that vary between 30 and 180 days. They are

compet~t~vely pr~ced ~n Guatemala, Costa R~ca, Panama and El Salvador.

Commerc~al paper from pr~vate f~rms ~s also traded ~n some

countr~es because of the tax-sh~eld advantage that th~s ~nstrument affords

In Costa R~ca, for example, pr~vate f~rms issue commerc~al paper that ~s sold

at the Bolsa, on wh~ch they pay 29 percent, ~nstead of the 49 percent that

banks presently charge for loans. The advantage for the ~ssuers ~s that the

~nterest rate charges are tax deduct~ble. W~th the proceeds of the issue, the

f~rms can buy stab~l~zat~on bonds from the Central Bank - wh~ch offer much

h~gher y~elds and on wh~ch they pay Just 8 percent tax.

Corporate equ~ty and bonds are not developed ~n the reg~on The

most ~mportant reasons are as follows

(~) As a reflect~on of the h~gh concentrat~on of wealth and ~ncome

that character~zes the reg~on, the largest and most dynam~c

bus~nesses ~n each country are fam~ly-owned and normally unw~lling

30w~th regard to Honduras, we take ~ssue w~th Westley's analysis We
strongly bel~eve that bank superv~s~on in th~s country suffers from major
pol~t~cal ~nterference
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to go publJ..c

(~~) F~rms are also reluctant to go publ~c because ~f they do,

they would be forced to release informat~on that they would

otherw~se not d~vulge This s~tuat~on appl~es to f~rms wh~ch

evade tax payments, apparently an ~mportant problem ~n most, ~f

not all, countr~es of the reg~on.

(~~~) The long h~story of governrnent-~posedeasy and cheap cred~t

gave f~rms an ~ncent~ve to rely on bank borrow~ng and not on a

w~der equ~ty base.

(~v) Corporate equ~ty and bonds are not eas~ly accepted by

populat~ons whose f~nanc~al culture ~s very poor.

(v) Some countr~es, most notably Costa R~ca and Honduras, suffer

from volat~l~ty of ~nterest rates At present, in Costa Rica, for

example, ~nterest rates on deposits are too h~gh -- 33 percent

wh~le the ~nflat~on rate ~s 20 percent -- open~ng a convenient way

for people to earn returns w~thout purchas~ng equ~ty

(v~) Since at least the late 1950s through the late 1980s, w~th

the except~on of Panama, the ent~re reg~on long suffered from the

expectat~ons of currency devaluat~ons 31

(v~~) Systems for the d~sclosure of ~nformat~on on the f~nanc~al

health of f~rrns wh~ch could potent~ally trade stock are e~ther

nonex~stent or untested

(v~~i) W~th the except~on of El Salvador, regulatory frameworks

must be ~mproved to protect ~nvestors from fraud and ins~der

lend~ng They must also be broadened to g~ve m~nor~ty

shareholders more r~ghts In Costa R~ca, for example, m~nor~ty

shareholders are not accepted on the boards of f~rms S~m~lar

restr~ct~ons ex~st ~n Guatemala and Honduras

31Th~s, of course, is not appl~cable to Panama. Ne~ther would ~t be
applicable ~n El Salvador, start~ng the second semester of 1996, if the
government makes do on ~ts recent prom~se of replac~ng as legal tender the colon
by the dollar Th~s announcement was greeted w~th approval by mult~nat~onal

lenders It ~s qu~te conce~vable, therefore, that Salvadoran cap~tal markets
w~ll exper~ence rap~d growth ~n the near future Whether th~s move w~ll spur
rap~d and equ~table growth ~n the real economy ~s another matter.
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F~nally, pens~on funds could provide a s~gnif~cant boost to

cap~tal markets, but not unt~l they undergo a maJor overhaul In Costa R~ca,

the government forces the state-owned CaJa Costarr~cense del Segura Soc~al and

other pr~vate, spec~al~zed pens~on funds to buy government secur~t~es

Guatemala presents a s~~lar case the government proh~b~ts the Instituto

Guatemalteco de Segur~dad Soc~al (the country's largest pens~on fund) from

~nvest~ng ~n the securit~es market. Instead, funds from this entity as well

as from lesser un~ts are used to f~nance the f~scal def~c~t S~ilarly, bank

depos~ts and government secur~ties have been the ma~n assets of Honduras's

several pens~on funds In Panama, the range of ~nvestments from the wholly

government-owned soc~al secur~ty system and the small pr~vate pens~on funds is

restr~cted as well. EI Salvador's predom~nantly state-owned pens~on fund

system ~s on the verge of undergo~ng a maJor transformat~on There ~s, in

fact, a l~vely debate on the details of such a reconstruct~on, though

w~despread agreement about ~ts necess~ty Meanwh~le, N~caragua has not yet

developed pens~on funds.

D Summary

The reform process of f~nanc~al markets ~n the Central Amer~can

reg~on ~s far from complete. The maJor constra~nt relates to the fragile

macroeconom~c situat~on ~n these countr~es. costa R~ca must br~ng ~ts large

f~scal def~c~t under control, whereas the econom~es of Honduras and N~caragua

are cruc~ally dependent on help from fore~gn donors. Guatemala and EI

Salvador seem to be recover~ng, but the dec~s~on ~n EI Salvador to adopt the

dollar as legal tender, probably start~ng ~n m~d-1996, ra~ses concern While

th~s dec~s~on w~ll probably boost ~ts cap~tal markets, ~t offers no guarantees

that faster econom~c development w~ll follow.

By far, EI Salvador exh~bits the most advanced banking sector of

the reg~on, w~th the lowest ~ntermed~at~on marg~ns. In Costa R~ca, Honduras,

N~caragua, and Guatemala spreads st~ll rema~n very h~gh. state banks largely

dom~nate the bank~ng sector in N~caragua and, to a lesser extent, ~n Costa

R~ca. These ent~t~es are thoroughly ~neff~c~ent and the source of important

d~stort~ons. In N~caragua, the state banks have preferent~al access to

red~scount l~nes from the Central Bank, wh~le ~n Costa R~ca, the pr~vate

commerc~al banks benef~t handsomely from the~r ~neff~c~enc~es Yet, these

countr~es have no plans for the l~qu~dat~on or pr~vat~zat~on

H~gh reserve requ~rements ~n Honduras, Costa R~ca and Guatemala

expla~n the acute market segmentat~on that character~zes the bank~ng sector ~n

these countr~es ~ prol~feration of ~nformal f~nanc~al ent~t~es (f~anc~eras)
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a banking

The

and offshore bank subs1d1ar1es that escape regulat10n and superv1s10n are the

log1cal outgrowth These ent1t1es mob1l1ze substant1al resources On the

other hand, bank1ng in the ent1re reg10n 1S h1ghly concentrated 1n urban areas

and 1n selected econom1C act1v1t1es Concentrat1on also appl1es to the

benef1c1ar1es of cred1t. In th1s regard, substant1al volumes of so-called

prestamos relac~onados permeate bank1ng operat1ons 1n Honduras and Guatemala

Though these operat10ns probably face more eff1c1ent restr1ct10ns 1n the rest

of the countr1es, 1t 1S not uncommon for banks' owners in the ent1re region to

have interlock1ng bus1nesses w1th other f1nanc1al ent1t1es and even somet1mes

w1th non-f1nanc1al concerns. Consequently, 1ns1de lend1ng escapes detect1on.
Th1s fact dramat1zes the urgency for adequate prudent1al norms and effic1ent
bank superv1sion. To a high or low degree, all countr1es need to 1mprove

the1r bank superv1sory systems

F1nally, capital markets are poorly developed. The main

1nstrument that 1S traded 1S government debt. Trad1ng of corporate equity is

almost unheard of due to the unw1ll1ngness of f1rms, mostly fam1ly-owned, to

go publ1c

II. The Andean Reg10n

Th1s sect10n d1scusses the f1nanc1al markets of the f1ve Andean
countries. Venezuela, Colornb1a, Ecuador, Peru and Bol1v1a. Colomb1a is

character1zed by a steady comm1tment to f1nanc1al reform and stands out as one

of the countr1es 1n the ent1re reg10n where much has been ach1eved 1n the last
ten years Peru has exper1enced a spectacular turnaround of 1tS pol1cy

framework 1n a very short t1me Between 1991 and 1994, maJor reforms were

1ntroduced 1n th1s country, cons1dered to offer the most l1beral reg1me 1n
f1nanc1al markets Bol1v1a l1kew1se offers a case of a country that has
managed 1mportant reforms follow1ng long per10ds of pervas1ve government
1ntervent1on 1n f1nanc1al markets Ecuador has also been very effective 1n

the 1mplementat1on of f1nanc1al reform, but, unl1ke Peru and Bol1v1a, the

process has been slow Spared from the ravag1ng effects of hyper1nflat1on

that bes1eged Peru and Bol1v1a 1n the m1d-e1ght1es, Ecuador seldom felt the

same urgency to move dec1s1vely 1n the d1rect10n of rad1cal reform Although

the comprehens1ve reforms enacted last year will probably result 1n a dramatic

change of f1nanc1al markets, th1s 1S not yet a certa1nty. In fact, a volatile

pol1t1cal s1tuat10n 1n th1s country has ra1sed concerns about the
susta1nab1l1ty of the reform process. F1nally, Venezuela must be

character1zed as a tragedy. The country was shaken 1n early 1994 by

collapse that has resulted 1n losses equ1valent to 16 percent of GDP
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collapse occurred on the heels of one the most amb1t10US and comprehens1ve

reforms ever undertaken by a Lat1n Amer1can country If anyth1ng, the

Venezuelan cr1S1S offers valuable lessons for other countr1es on the 1nherent

dangers posed by hasty 11bera11zat10n w1thout adequate superv1s10n, on the

preem1nence of pr1vate 1nterests over the pub11C good, and on the consequences

from an unplanned, pan1c-r1dden management of the cr1S1S.

A. Po11cy Issues:

1. Macroeconom1C Stab111ty

S1nce the emergence of the bank1ng cr1S1S, the econom1C s1tuat10n

1n Venezuela has gone from bad to worse The f1scal def1c1t has 1ncreased
from 3 5 percent of GOP 1n 1993 to 7 percent 1n 1994 But 1f f1nanc1al

transfers from the Central Bank and the sky-h1gh f1nance charges of the
1nternal debt that preva11ed unt11 m1d-1994 are 1ncluded, th1s def1c1t could

well surpass 16 percent The roots of the cr1S1S can be traced, 1n general,

to the pa1nful shocks caused by a d1ff1cult trans1t10n from an economy

dependent solely on 011 revenue to a d1vers1f1ed one 1n wh1ch other product1ve

sectors must surV1ve compet1t10n 1n an open economy Th1s transformat10n,

1n1t1ated 1n the m1d-e1ght1es when 1t was clear that 011 pr1ces would not

recover, and accelerated from 1989, was thwarted by deeper econom1C 1nequa11ty

and soc1al str1fe The succeSS1ve bloody coup attempts that rocked the country

1n 1992 and 1n 1993 are eV1dence of th1s S1nce then, the economy has been 1n

a ta11sp1n: 1n 1994, total output plummeted by 4 percent and 1nflat10n

exceeded 70 percent

Unfortunately, no recovery 1S yet 1n s1ght. From a pre-bank1ng

cr1S1S per10d of t1ght monetary po11cy that drove 1nterest rates on depos1ts

40 percentage p01nts above the 1nflat10n rate, the Central Bank has reversed

course and 1nJected too much 11qu1d1ty 1n the system At the same t1me, the

government has 1ntroduced fore1gn exchange and pr1ce controls. In comb1nat10n

w1th negat1ve real depos1t rates, th1s po11cy framework prov1des the rec1pe

for Venezuelans to speculate on fore1gn exchange. In fact, 111egal cap1tal

f11ght 1S rampant. W1th the economy m1red 1n receSS10n, the surv1v1ng banks
f1nd the purchase of government secur1t1es the only 1nvestment opt10n, but

even th1s 1S not terr1bly attract1ve because h1gh 1nflat10n erodes the real
returns of these 1nstruments Th1s unhealthy s1tuat10n can be ma1nta1ned as

long as the government, wh1ch captures 85 percent of the 011 revenues, has the

wherew1thal to f1nance the huge subs1d1es 1t has 1ntroduced to cush10n the

1mpact of the cr1S1S on r1ch and poor a11ke Moreover, any dec1s10n to

1mplement econom1C adJustment po11c~es could br~ng, ~n the short term, very
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unwelcome consequences For example, an 1ncrease 1n real 1nterest rates will

def1n1tely endanger the repayment capab1l1t1es of many borrowers wh1ch, 1n

turn, would 1mper1l the health of the surv1v1ng banks. W1th th1s in mind,
another bank collapse 1S not an imposs1b1lity

Peru 1S the opposite of Venezuela GOP grew by 12.4 percent in

1994 and conservat1ve estLmates suggest that the rate of growth th1s year w1ll

reach approx1mately 10 percent. From a record h1gh of 7,600 percent in 1990,

1nflat10n dropped to 17.5 percent 1n 1994 and may well fall to below 10

percent th1s year, a level last ach1eved 1n the early 1960s. In add1t10n, for

the f1rst t1me 1n over three decades, the country posted a substant1al surplus
1n its f1scal account 1n 1994, a phenomenon attr1butable in large part to the

extraord1nary revenues generated from the sell-off of state-owned concerns

The f1scal st1mulus furn1shed by those revenues has been the catalyst of an

econom1C dynam1sm that will make Peru the fastest grow1ng economy in the

reg10n aga1n th1s year. However, there are two important caveats that must

not be 19nored The f1rst 1S that the current f1scal expans10n would not be
cause for alarm 1f the PerUV1an treasury had the capac1ty to cont1nue to

generate equ1valent revenues 1n the future Unfortunately, th1s does not seem
to be case, S1nce, were 1t not for pr1vat1zat10n, all 1nd1cat10ns suggest that

the f1scal account would be negat1ve. Indeed, tax revenues as a percentage of

GDP st1ll hover around 14 percent, a proport10n far too low to cont1nue to
f1nance the amb1t10uS publ1c programs undertaken S1nce the second half of
1993 If tax revenues do not 1ncrease, at some p01nt Peru w1ll have no choice

other than pa1nful f1scal adJustment.

The second problem l1es 1n a frag1le external sector. The trade
def1c1t more than doubled from 1993 to 1994, wh1le the current account def1c1t

now stands at 5.6 percent of GDP. Th1s 1S very h1gh by any standard and

espec1ally dangerous 1n the wake of the devaluat10n of the MeX1can peso The

magn1tude of these def1c1ts also suggests that the sol is overvalued. In

fact, notw1thstand1ng the 17.5 percent 1nflat10n rate, the nom1nal exchange

rate bas1cally rema1ned unchanged 1n 1994 Cons1der1ng that a real

overvaluat10n of 30 percent had been calculated for the per10d 1990-1993,
there are grounds for leg1t1mate concern on the evolut10n of the external
accounts Most worr1some 1S the fact that exports have performed poorly In

th1s regard, the 1994 value of exports, in nom1nal terms, barely surpassed
that of 1980 wh1le, 1n per cap1ta terms, 1t approx1mated the value reached in

1950.

In the past, the standard response to balance-of-payments

d1sequ1l1br1a has cons1sted of sharp reduct10ns of publ1c and pr1vate
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expendLtures and steep deprecLatLons of the sol, whLch Ln turn have trLggered

lower output, fallLng Lncomes, and hLgher LnflatLon. Should one or more of

Peru's current sources of external fLnancLng dry up Ln the near future, the

Central Bank has adequate foreLgn exchange at LtS dLsposal to head off a maJor

balance-of-payments crLSLS for a couple of years. In the longer term,

however, the sLtuatLon suggests the possLbLILty of a crLSLS of great

proportLons -- especLally if the country contLnues to fail to expand exports
sLgnifLcantly.

After sufferLng from hyperLnflatLon Ln the early to mLd-eLghties,
BolLv1a has enJoyed two succeSSLve years of sLngle-d1g1t Lnflation In terms
of output growth, Bo11vLa has not performed as spectacularly as Peru, and the

economy exh1b1ts s1m1lar, 1f not deeper, macroeconom1C frag111ties The

f1scal defLcLt Jumped to 6.4 percent of GOP Ln 1993. In 1994, it fell to 4 5

percent, but LtS f1nanc1ng LS stLll very dependent on the avaLlabL11ty of

fore1gn aLd. 32 Most worr1some LS the fact that the current account defLcLt is

very h1gh, approx1mately 10.5 percent of GOP by the end of 1994. In all,
BolLvLa's economy LS the weakest among thLs group, vulnerable to the vagaries
of foreLgn aLd and to adverse changes Ln the prLces of LnternatLonal

commod1tLes On the other hand, the macroeconomLC situation showed marked

Lmprovements in Ecuador. In 1994, an Lnflat10n rate of 25 percent was

reg1stered, whLch compares very favorably wLth rates that oscLllated between
50 and 60 percent Ln the per10d 1989-1992 The fLscal defLcLt was 0.5 percent
of GOP Ln 1994 wh1ch LS entLrely cons1stent w1th macroeconomic stab1lLty

Importantly, thks has been ach1eved at 11ttle cost to econom1C act1vLty (GOP
grew by 4 percent Ln 1994) But there are two Lssues that cloud the
macroeconomLC outlook 1n Ecuador The fLrst LS that the 1mprovements Ln

LnflatLon could have been engLneered by the eLght percent revaluat10n of the

sucre in 1994, whLch underlLnes a dangerous trend Ln the perLod 1990-1994,

the real exchange rate applLcable to Ecuadorean exports apprecLated by 22 4
percent. The second Lssue relates to the unfortunate border war that was

waged agaLnst Peru early Ln 1995. SLnce thLs confl1ct 1S far from resolved,

1t 1S reasonable to suggest that further ga1ns for 1995 1n 1nflat10n and 1n

the f1scal defLcLt will be all but Lmposs1ble

F1nally, Colombka has had a strong reputatLon of macroeconom1C

320f the 6 4 percent of GOP that the f1scal def1c1t measured 1n 1993, 5 4
percent was covered by external f1nanc1ng and 1.0 percent was accounted for by
1nternal f1nanc1ng (See World Bank, 1994a) Although no fLgures are yet
ava1lable for 1994, 1t is reasonable to assume that the external sources were the
ma1n source of f1nanc1ng the 1994 f1scal def1c1t, in V1ew of the fact that the
government has yet to 1mplement profound f1scal reforms
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stabLlLty SLnce the early 1960s FLscal defLcLts, as a rule, have been always

kept Ln check and fLnanced Ln non-LnflatLonary ways There LS a problem,

though, relatLng to the dLff~culty ~n keep~ng monetary aggregates ~n target

For Lnstance, Ln the last e~ght years, 1nflat~on has osc1llated between 22 and

32 percent per year. ThLs problem LS Lnt1mately related to the fact that the

country absorbs maSS1ve Lnflows of fore1gn exchange wh1ch, when monetLzed 1n

pesos, help to sustaLn strong growth of domestLc demand. Short-term capLtal

1nflows as well as proceeds from 1llegal exports are two very ~mportant

sources of such 1nflows Ln ColombLa A related problem LS that of currency

apprec1at1on, wh~ch has been a constant in the Colomb1an economy since at

least the early to mLd-1970s More recently, Ln the per~od 1990-1994, the

real exchange rate appl~cable to ColombLan exports apprecLated by 23 7

percent Not surpr~s~ngly, the econom~c author~t~es have contLnually resorted

to ster1l1zat1on, Ln the form of open market operatLons and increases in

reserve requ~rements on bank deposits, as an Lnstrument to exercise better

control of monetary aggregates 33

2. PrLvat~zat~on'

The bank~ng collapse ~n Venezuela forced the government to take

over eleven banks At present, close to 50 percent of total assets of the

bankLng system are under state control Given the volatLle polLt~cal

s~tuat~on, the severLty of the econom~c cr1sLs, and the palpable lack of

~nterest from domest~c and pr~vate Lnvestors, there ~s no chance that those

entLtLes wLll be reprLvatLzed anytLme soon Costly restructur~ng and clean-up

processes must be undertaken f~rst. In add~tLon, the government LS sens1tLve

to the fact that any future resale of all or some of the banks w1ll be

scrut1n~zed closely by a d~senchanted publ~c.

The record of Peru LS quLte LmpressLve By the end of 1994, a

total of 40 percent of the total loan portfolLo held by state banks had been

33ster1l1zat~on, though, LS very costly Reserve requ~rements on demand
deposLts are very h1gh, at 41 percent ThLs measure, ~n comb1natLon w1th open
market operatLons (exchange of central bank bonds for foreLgn exchange), sends
1nterest rates skyward. Indeed, ~n 1994, depos~t rates 1n Colomb~a reached 13
percent 1n real terms Ult~mately, thLs 1S self-defeat~ng because the hLgh
1nterest rates, 1n turn, attract more short term cap~tal Lnflows There are two
add~t~onal problems. One LS the fact that ster~l~zat1on normally carr1es quas1­
f1scal costs, wh1ch, Ln Colomb~a, reached 0 8 percent of GOP Ln 1991. The second
LS that the hLgh real Lnterest rates choke growth Ln the real economy. For these
reasons, Ln the last two years ColombLa has been tryLng to rely less on
ster~l1zat1on and more on other measures, specLf1cally, the LmposLt1on of
controls, taxes and other 1mped~ments to cap~tal inflows, on one hand, and the
el~~nat1on of restr1ct1ons on cap1tal outflows, on the other (See Schadler, et
al, 1993).
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e~ther pr~vat~zed or l~qu~dated, includ~ng four state development banks that

were hopelessly decap~tal~zed The trend has cont~nued ~n earnest ~n 1995

w~th the successful d~vest~ture of one of the largest banks ~n the country,

Banco Cont~nental, wh~ch was purchased by Spa~n's Banco B~lbao V~zcaya ~n

early May. The sell-off of Banco Mercant~l ~s expected ~n the near future.

In add~t~on, two Ch~lean-owned banks opened ~n early 1994. These events are

of great s~gn~f~cance, for the pr~vat~zat~on of those state banks had been

res~sted by powerful domestic bank~ng concerns who saw new entrants,

spec~f~cally fore~gners, as a d~rect threat to the~r shares of the market

Bol~v~a also managed to close state-owned banks ~n the per~od 1989-1991,

includ~ng Banco Agricola de Bol~v~a (BAB), Banco Minero (BAMIN) and Fondo

Nac~onal de Explorac~6n M~nera (FONEM), the three of wh~ch held 19 percent of

the system's bank assets, 25 percent of all bank branches, and 19 percent of

all staff employed by the bank~ng sector. Pr~vat~zat~on, consequently, ~s no

longer an ~ssue ~n th~s country, s~nce what ~s pend~ng ~s Just the f~nal

l~qu~dat~on and clean up of these concerns

The case of Ecuador, however, ~s d~fferent There are no

prospects ~n the near future for the pr~vat~zat~on of the three state-owned

banks, the Corporac~6n F~nanc~era Nac~onal (a second t~er bank), the Banco

Nac~onal de Fomento (the state agr~cultural bank) and the Banco Ecuator~ano de

la V~v~enda (a mortgage bank), wh~ch together hold 20 percent of the banking

system loan market Generally, these ent~t~es are not managed properly, which

~s reflected ~n the~r h~gh operation costs and ~n the poor qual~ty of the~r

portfol~os The Banco Nac~onal de Fomento ~s part~cu1arly ~neff~c~ent It

has trad~t~onally allocated loans at below-market interest rates, largely to

the benef~t of pr~v~leged borrowers. It has also been very unsuccessful ~n

attract~ng depos~ts, as rates pa~d on the~r sav~ngs ~nstruments have been

cons~stently below those offered by commerc~al banks and sav~ngs and loan

assoc~at~ons Last but not least, loan recover~es have fallen dramat~cally ~n

recent years Not surpr~s~ngly, th~s ent~ty has been forced to rely on

external sources of funds for lend~ng, namely the Central Bank and loans from

the lOB and The World Bank 34

In Colomb~a, there ~s an ongo~ng process of pr~vat~zat~on of

f~nanc~al concerns wh~ch dates back to 1991 Ent~t~es that have been

pr~vat~zed or l~qu~dated ~nclude Banco de Colomb~a, Banco de los Traba)adores,

Banco Tequendama, Banco de Comerc~o, Corporac~6n F~nanc~era de Desarrollo,

34In the per~od 1981-1988, fore~gn loans from these mult~lateral f~nancial
ent~t~es ~ncreased from 2 percent to over 20 percent of total source of funds
In recent years, however, loans from these donors have d~m~n~shed s~gn~f~cantly
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corporac~6n de Ahorro y Viv~enda Popular, Banco Cafetero and Banco del Estado

There are four rema~n~ng publ~cly-owned f~nanc~al ent~t~es -- Inst~tuto de

Fomento Industr~al (~ndustrial development bank), Banco Central H~potecario

(mortgage bank), CaJa Agrar~a (agr~cultural bank) and Banco Popular (a bank

wh~ch prov~des financ~al serv~ces to small cl~ents) -- wh~ch together hold

e~ghteen percent of total assets of the bank~ng system. Of these, the Banco

Central H~potecar~o and Banco Popular may be pr~vat~zed soon. Ne~ther the

Inst~tuto de Fomento Industr~al, which has recently benefited from recent

loans for restructur~ng from The World Bank, nor the CaJa Agraria, which

accord~ng to government plans w~ll be recap~tal~zed, are ~n the pr~vat~zat~on

scheme. CaJa Agrar~a represents close to 10 percent of total assets of

commerc~al banks Its maJor ~neff~ciencies ~nclude h~gh operating costs,

mass~ve loan reschedulings, and a polit~cally-determ~ned allocation of funds

Th~s bank ~s not solvent at all, and ~ntroduces d~stort~ons ~n the f~nancial

system 35

3. Interest Rates, Reserve Requ~rements and Targeted Cred~t

In Peru and Bol~v~a, commerc~al bank ~nterest rates on loans and

depos~ts are market-determ~ned In Ecuador, the Monetary Board still

exerc~ses power to set ~nterest rates on loans and depos~ts It must be

stressed, however, that as opposed to the pract~ces of the 1980s, the Monetary

Board, ~n recent months, has been allow~ng f~nanc~al ent~ties to adJust their

rates ~n closer accordance to preva~l~ng market cond~t~ons. In Colomb~a,

depos~t rates were l~beral~zed ~n the 1980s, wh~le some commercial bank

~nterest rates, most notably those on loans from state banks, are set by the

government In Venezuela, there has been a complete reversal of the previous

l~beral~zat~on of ~nterest rates, as a result of the bank~ng collapse. At

present, the government sets both the loan and depos~t rates, which are

negat~ve in real terms.

demand and t~e

on fore~gn currency

Although th~s ~s st~ll

reserves further. It

Local currency reserve requ~rements on bank

depos~ts have been lowered to 9 percent ~n Peru Those

t~me depos~ts have been reduced from 51 to 42 percent

very h~gh, the government ~s reluctant to reduce these

35rn 1993, the government forced the CaJa Agrar~a to reschedule ~ts large
overdue portfol~o and to extend subs~d~zed loans to its cl~entele While this
measure ~p~nges ~nto the f~nanc~al health of the ent~ty, it also does l~ttle to
uphold the cred~t culture of a large cl~entele to the h~ghest standards. In
add~tion, the last restructur~ng plan contemplated the dec~s~on to have the Caja
Agrar~a compete aggress~vely to capture depos~ts. The consequence could well be,
as ~n the case of Argent~na's prov~nc~al banks, to push depos~t rates way up.
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fears that addLtLonal short term capLtal Lnflows and the ensuLng apprecLatLon

of the already overvalued sol would brLng unwelcome consequences. Far from

sLgnalLng renewed Lnvestor confLdence, the Lnflows of short term capLtal Ln

recent years have been a dLrect consequence of tLght domestLc credLt policLes

that have been Ln effect SLnce August 1990 Another consequence has been

dollarLzatLon. at least two thLrds of total system deposLts and loans are

effected Ln dollars, whLch ult~ately reflects a contLnuing dLstrust in sol­

denomLnated fLnancLal Lnstruments. As regards targeted credLt, all programs

have been el~Lnated wLth the exceptLon of one a~ed at provLdLng credLt to

farmers ThLs program, though, LS small and LS not channeled through the
fLnancLal system 36

The fLnancLal system of BolLvLa LS also hLghly dollarLzed -- as
much as 90 percent of banks' assets and liabilLties is made up of dollar
accounts -- but foreLgn currency reserve requLrements on time deposLts are
comparatLvely low, at Just 10 percent Reserves requLrement on local currency
demand and time deposLts are also very low, 10 and 4 percent respectively 37
Reserve requLrements, consequently, are not crLtLcally ~portant Lnstruments

of monetary polLcy. More often, monetary polLcy relLes on open market

operatLons, prLmarLly by way of tradLng of short term Central Bank
certLfLcates of deposLts, most of whLch are denomLnated Ln dollars or Lndexed

to the greenback. However, the effLcLent conduct of monetary polLcy LS
compromLsed by the eXLstence of numerous targeted credLt lLnes whLch are

offered by foreLgn donors -- the lOB, USAID, and the CorporacLon AndLna de

Fomento (CAF), among others -- and admLnLstered by the Central Bank. ThLs LS
but another expressLon of how foreLgn assLstance exerts influence on the

BolLvLan economy.

NeLther ColombLa nor Ecuador exhLbLt dollarLzed fLnancLal systems

In ColombLa, as stated above, local currency reserve requLrements on demand

deposLts are very hLgh, at 41 percent, but those on tLme deposLts for both
local and foreLgn currency are low 2 percent for local currency deposLts

above SLX months, 1 percent for those above 12 months, and 5 percent for all
those Ln foreLgn currency The LntentLon to Lncrease substantLally the

36ThLs LS called FONDEAGROS and was establLshed to fLll the vacuum left by
the demLse of Banco AgrarLo, the old state agrLcultural bank FONDEAGROS LS run
by the MLnLstry of AgrLculture and LS fLnanced by revenues from agricultural
~port surcharges The program LS taLnted by polLtLcal patronage and has a poor
record of loan collectLon In fact, Lt has been estLmated that as much as 50
percent of LtS loan portfolLo LS overdue.

37NO reserve requLrements are Lmposed for t~e deposLts wLth maturLty dates
of over 12 months
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volumes of cred~t l~nes that are targeted for agr~culture does not bode well

for the future More than sound econom~cs, th~s dec~s~on reflects the

pol~t~cal imperat~ves of the moment, for Colombian agr~culture has suffered

from low ~nternat~onal pr~ces, natural d~sasters, and also ~ncreased

subvers~ve act~v~t~es

In Ecuador, on the other hand, local currency reserve requirements

on demand and t~me depos~ts were reduced s~gn~f~cantly last year, from 25 to

10 percent Those for fore~gn currency t~e depos~ts have been also set at 10

percent. As a result of th~s act~on, ~t ~s expected that ~ntermed~at~on

marg~ns w~ll be reduced cons~derably. There ~s a strong comm~tment to abandon

reserve requ~rements ~n favor of open market operat~ons as the key ~nstrument

of monetary pol~cy Targeted cred~t l~nes are only ~n effect for the state­

owned banks and they are expected to be reduced further ~n the near future

F~nally, ~n Venezuela, targeted cred~t l~nes are offered for

hous~ng and agr~culture. The volumes are not large. Reserve requirements on

demand and t~me depos~ts are 12 percent. No dollar-denom~nated depos~ts are

formally allowed. Nevertheless, the sever~ty of the cr~s~s has signaled an

~nc~p~ent and steady process of dollar~zat~on A proposal by steve Hanke to

~ntroduce a CaJa de Convers~6n wh~ch w~ll make the dollar the legal tender

(s~m~lar to that announced ~n El Salvador), ~s reportedly ~n advanced stages

of d~scuss~on among pol~cy makers 38

B The Bank~ng Sector

w~th the except~on of Venezuela, and to a lesser extent, Bol~v~a,

the bank~ng sector of the Andean countr~es appears to be more solvent than ~n

the 1980s. It ~s rap~dly becom~ng more compet~t~ve ~n Ecuador, while Peru and

Colomb~a are mov~ng more slowly

1 Structure of the Bank~ng Sector

In Peru, there are twenty pr~vate commerc~al banks ~n operat~on

Some banks -- most notably Banco de Cred~to and Banco W~ese -- are perform~ng

extremely well. However, these two banks now hold 51 percent of all depos~ts,

up from 32 percent in 1990, wh~ch suggests that substant~al market

38Th~s suggest~on reflects despa~r and, ~f ~ntroduced, the predom~nance of
pol~t~cal exped~ency at the expense of sound econom~cs prax~s It def~es reason
to cons~der the v~ab~l~ty of such a proposal ~n a country that presents severe
econom~c d~stort~ons and f~nanc~al ~mbalances.
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concentrat~on has taken place. Other banks are saddled w~th h4gh proport4ons

of loans of doubtful recovery, and most banks have h4gh un1t operat4ng costs

Typ1cally, banks deal w1th th1s problem by ra1s1ng loan rates Th1s 1S a

feas1ble opt1on due to both the ol4gopol1st~c structure of the market and the

h4gh floor that 4nternational lenders -- ever sens4t1ve to perce1ved country

r1sk -- 1mpose on domest1c rates. The bottom 11ne 1S that sol-denom1nated

1nterest rates cont~nue to be very h~gh, and act as a deterrent to domest4c
1nvestment.

Peruv1an marg1ns of 1ntermed1at1on are among the h1ghest in the
reg10n On average, the f1nancial marg1n is 10 percentage points, explained

by h1gh loan-loss prov1s1ons and h1gh payroll costs High f1nanc1al marg1ns,

however, are not susta1nable, as fore1gn banks no longer face barr1ers to

enter the market. In th1s regard, Spa1n's largest financ1al ent1ty, Banco

Santander, 1S reportedly clos1ng negot1at1ons for the acqu1s1t1on of the

pr1vately held shares of Banco Mercant1l Obv1ously, fore1gn ent1t1es enJoy

the benef1ts of un~mpeded access to funds from the1r home off1ces and other
banks abroad, of h1ghly eff1c1ent, computer1zed systems, and fewer low-qual1ty
portfol1os It rema1ns to be seen 1f, armed w1th these advantages, the
entrance of fore1gn entit1es w~ll threaten the eX1stence of the domestic

bank1ng system, or 1nstead force 1t to be more compet1t1ve

Market expans~on 1S constra1ned by a relat~vely large def1cient

loan portfol1o. As a percentage of total outstand1ng loans, average arrears

have been decl1n1ng stead1ly, from 8.4 percent 1n March 1994, to 7 25 percent
1n December 1994, to 6.37 percent 1n March 1995 Yet, 1n compar1son w1th

1nternat1onal standards, th1s 1S st1ll very h1gh Poverty 1n rural areas, the

eX1stence of many prov~nces under state of emergency and 1ns1gn1ficant

agr1cultural lend1ng are also factors that deter market expans10n Provision

of cred1t to the agr1cultural sector, 1n part1cular, 1S hampered by the fact
that of the 5,022 comun~aaaes campes~as39 that are off1c1ally recogn1zed,

only 1,004 are t1tled Nevertheless, there 1S eV1dence that banks have been

more aggress1ve recently 1n seek1ng new cl1entele For example, there is a

rush to offer consumer loans to m1ddle-to-low 1ncome groups that dwell 1n
urban areas Trad1t1onally, 1nformal lenders or cred~t un10ns served the

demand for f1nanc1al serV1ces from these groups. Sim1larly, there is eV1dence

that banks are study1ng ways to enter the market of m1croenterpr1se lend~ng.

In th1s regard, Banco W1ese has recently launched a spec1al program w1th the
purpose of handl1ng small S1ze loans to rural dwellers north of L1ma

39Th1s term refers to product1on units modeled after the ayllu, the type of
soc~al organ1zat10n that preva1led dur1ng the Inca per10d
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In Bol~v~a, there are n~ne domest~c banks and four fore~gn banks

~n operat~on. Of these, two banks are clearly the leaders, each hold~ng at

least 15 percent of all system depos~ts The market's ol~gopol~st~c structure

w~ll l~kely be strengthened by the probable l~qu~dat~on or merger of four

banks G~ven the small s~ze of the domest~c market, ~t seems ~nev~table that

the country's bank~ng system w~ll rema~n concentrated.

Not surpr~s~ngly, the lead~ng banks are not ~nterested ~n

expand~ng the supply of f~nanc~al serv~ces such as trade f~nance, home

mortgage and cred~t cards. They are by-and-large satisf~ed w~th the

exorb~tant returns from ex~st~ng operat~ons. As a rule, banks operate w~th

h~gh operat~ng costs and ~ntermed~at~on marg~ns wh~ch are even h~gher than in

Peru. To spur compet~tion, the country could conceivably wa~ve selected

fore~gn banks from the m~n~mal cap~tal requ~rement and allow them to establ~sh

branches allover the country. However, local banks would probably oppose

th~s opt~on on grounds of d~scr~m~nat~on.40

Apparently, Bol~v~an commerc~al banks are not ~nterested in

expand~ng operat~ons to the benefit of marg~nal~zed cl~enteles e~ther Here

l~es a large, potent~ally prof~table market One recently establ~shed

f~nanc~al ent~ty, Banco Sol, ~s currently test~ng an ~nterest~ng exper~ment,

wh~ch resembles the modus operand~ of Bank Rakyat Indones~a, perhaps the

lead~ng bank worldw~de for prov~d~ng f~nanc~al serv~ces to marg~nal~zed

customers dwell~ng ~n rural areas Banco Sol ~s regulated by spec~al

leg~slation and is being ha~led as a success Nevertheless, its

adm~n~strat~ve costs are bel~eved to be h~gh due to the fact that ~ts

operat~ons are labor ~ntens~ve In add~t~on, Banco Sol does not red~scount

~ts loans w~th the pr~vate commerc~al banks based ~n La Paz. Fa~lure to do so

underl~nes the acute segmentat~on of markets that character~zes the Bol~v~an

f~nanc~al sector.

Overall, the f~nanc~al health of Bol~via's banking system ~s

currently very frag~le Wh~le total bank cap~tal more than doubled between

1990 and 1993, l~ab~l~t~es rose even faster. Return to equ~ty decreased from

12 percent ~n early 1991 to 2 percent ~n early 1994. Experts from

mult~lateral banks are conv~nced that several banks present potent~al problems

of ~ll~qu~d~ty and/or ~nsolvency. Superv~sory agenc~es are reluctant to act

aga~nst these ent~t~es, know~ng that any change ~n the status quo could cause
half of the system to collapse.

40Th~s d~scuss~on greatly benef~ted from the ~nput of V~cente Fretes­
C~lb~s, World Bank country econom~st for Bol~v~a.
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In Ecuador, the bank~ng sector ~s dom~nated by powerful econom~c

groups. There are more than twenty private commerc~al banks of wh~ch seven

concentrate more than half of the assets not Just of the bank~ng system but of

the ent~re f~nanc~al sector as well. Moreover, the lead~ng banks have

ownersh~p t~es w~th other f~nanc~al entit~es and relate operationally w~th

them.

The banking sector ~n Ecuador ~s rap~dly evolv~ng into an open and

compet~t~ve system. The government, though, ~s act~vely encouraging those who

would set up new banks to cap~tal~ze ex~st~ng banks ~nstead Th~s ~s a sound

measure, for ~ncreasing the number of banks may not be econom~cally wise,

g~ven the small s~ze of the domest~c market. On the other hand,

notwithstand~ng the impressive gains obta~ned s~nce the enactment in early

1994 of the new bank~ng law, the market is st~ll severely segmented. This,

w~thout any doubt, ~s a legacy of the pol~cy framework of the 1980s 41 In

add~t~on, the system ~s permeated by abnormally h~gh ~ntermed~at~on marg~ns,

over 10 percent annually

Not unlike Bol~v~a, pr~vate commerc~al banks in Ecuador have yet

to tap the market of small and med~um s~ze customers This lack of ~nterest,

~n comb~nat~on w~th the appalling ~neff~c~enc~es of the Banco Nac~onal de

Fomento (BNF), has opened opportun~t~es for private ~nvestors who are

succeed~ng ~n prov~d~ng spec~alized f~nancial serv~ces to the marg~nalized

cl~entele One such example ~s FINAGRO, a pr~vate ent~ty founded by 33

Ecuadorean pr~vate ~nvestors. In late 1992, the Inter Amer~can Investment

Corporat~on of the lOB prov~ded add~t~onal equ~ty. FINAGRO serves traders and

small farmers ~n the area of Babahoyo, a r~ch agr~cultural reg~on ~n southern

Ecuador. In fact, the company even out-competes the BNF. Wh~le the state

bank offers substant~ally lower loan rates, ~ts loan procedures are plagued by

vast ~neff~c~enc~es that result ~n proh~b~t~vely h~gh transact~ons costs for

customers. FINAGRO faces l~ttle competit~on from the informal lenders who

operate ~n the area, s~nce ~ts loan rates are lower and ~t can prov~de

techn~cal assistance to small farmers as well.

In Colomb~a, the bank~ng system has now recovered from the severe

41In that decade, the ma~n features of f~nanc~al repression preva~led in
Ecuador. In no other country of the reg~on was th~s problem as acute. For
example, reserve requ~rements were used ~neffect~vely and errat~cally, no
~nterest was pa~d on these reserves, and pr~vate lenders faced higher levels of
reserve requ~rements than the publ~c banks Furthermore, private banks were
penal~zed by the mandatory purchases of secur~t~es at face value, w~th negat~ve

y~elds ~n real terms Last, but not least, pol~c~es ~ncluded heav~ly subs~dized

and expl~c~tly d~scr~m~natory lend~ng
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cr~s~s of the m~d-1980s. Most of the banks that were taken over by the state

~n that per~od have already been sold back to the pr1vate sector. At present

there are 27 commerc~al banks, 23 f1nanc1al corporat10ns, 10 sav~ngs and loan

ent~t1es, 31 commerc1al f~nanc~ng compan1es and 2 spec~al cred~t agenc1es -­

the CaJa Agrar1a and the Banco Central H1potecar1o. Foreign part1c1pat1on in

the bank1ng sector was h~ghly restr1cted unt1l 1990, when most st1pulat10ns

were el1m1nated. S1nce 1987, the sector has been prof1table, due to the rap1d

expans10n of cred1t as well as due to large spreads

Not unlike Ecuador, a high degree of financial repression existed

1n Colomb1a unt11 the mid-1980s. 42 Although maJor reforms have been enacted,

reserve requ1rements must be reduced further 1n order to 1nduce faster growth

1n the system

In Venezuela, the bank1ng sector was compet1t~ve before the

cr~s~s. Now ~t is heav~ly concentrated, w1th two dom~nant banks, Banco

Prov~nc~al and Banco Mercant~l The f1nanc~al health of both of these

ent~t~es 1S suspect Intermed1at10n marg1ns are very h~gh, averaging

approx1mately 10 percent There are no barriers to entry and both domest~c

and fore~gn banks enJoy equal r~ghts and treatment. However, market entry

bears l~ttle s1gn~f~cance 1n an economy so paralyzed that bank1ng 1S

unappea11ng to domest1c and fore1gn 1nvestors a11ke.

Am1d th1s catastroph1c s1tuat10n, there 1S nonetheless one

pos1t1ve s1gn Banco Mercant11 offers extens1ve cred1t 11nes for

m1croentrepreneurs 1n urban and rural areas These loans are offered at the

h1ghest rate -- 47 percent -- that author1t1es approve. W1th an 1nflat10n

rate of 70 percent per year, however, th1s rate 1S negat1ve 1n real terms

2. Some Important Features of the Bank1ng Sector

The follow~ng features of the Andean reg~on are worth not1ng

(1) Peruv1an banks f1nd trade f1nanc1ng to be most

prof1table. In Ecuador, the cred1t card 1S the product with

the fastest growth rate and loan guarantees are also well

developed In Bol~v~a, banks do offer trade f1nanc1ng,

cred~t cards and loan guarantees, but the scope of these

serV1ces 1S very 11m1ted Colomb~an banks and the surv1v1ng

42See McK1nnon (1991)
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ent~t~es ~n Venezuela prov~de these serv~ces nat~onw~de.

(~~) For all pract~cal purposes, home mortgages are shunned

by pr~vate commerc~al banks ~n all the countr~es of th~s

reg~on.

(~~~) No s~gn~ficant long-term f~nanc~ng ~s prov~ded because

depos~ts are bas~cally short-term. Average matur~t~es of

loans are very short: 60 days ~n Bol~v~a, and 90 days ~n

Peru, Ecuador and Venezuela.

(~v) Colomb~a ~s more advanced than the other Andean

countr~es w~th regard to the capac~ty to attract long-term

fore~gn loans from private sources. In Peru, there is

l~~ted access to long-term loans from foreign banks because

the country-r~sk factor ~s h~gh.43

(v) Banks operate as mult~purpose banks ~n Peru, Ecuador,

Venezuela, Colomb~a and Bol~v~a In Peru, some restr~ct~ons

apply to ~nvestments ~n non-f~nanc~al concerns. No such

legal restr~ct~ons are appl~ed ~n Ecuador and Venezuela

(v~) In case of non-repayment of loans, legal systems are

exped~ent to order the execut~on of foreclosures ~n all of

these countr~es The problems l~es ~n the Jud~c~ary. In

Bol~v~a, ~t ~s slow and unpred~ctable. In Venezuela,

Ecuador and, to a lesser extent ~n Peru, the process ~s

ta~nted by corrupt~on.

(v~~) In case of bank insolvency, sound procedures are

st~pulated by law ~n ~, Ecuador, Bol~v~a and Colomb~a.

But these procedures, espec~ally ~n Bol~v~a, are not

enforced. In Venezuela, the system ~s ta~nted by

arb~trar~ness, as demonstrated by the case-by-case approach

that was followed dur~ng the cr~s~s

(v~~~) There are no legal constra~nts that ~mpede local

43Th~s ~s due to the fact that Peru's debt w~th fore~gn private commerc~al
banks has been ~n arrears s~nce 1984 At the moment, though, the econom~c

author~t~es are negot~at~ng a Brady Plan wh~ch w~ll probably be concluded before
the end of the year. Once th~s agreement ~s s~gned, the country-r~sk factor
should be reduced s~gn~f~cantly.
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sav~ngs mob~l~zat~on by banks 1n th1s reg~on. The problem

~s that, as a rule, banks offer Just a handful of sav~ngs

~nstruments, all of them ~nvar1ably w1th short-term

matur1t1es (normally no more than S1X months) In Bol~v1a,

where expectat10ns on future developments 1n the Argent1ne

economy play a large role, and Venezuela, the matur1t1es are

even shorter In all the countries but Venezuela the

depos1t rates are pos1t1ve 1n real terms In 1994, there

was an 1nflux of fore1gn sav1ngs in Colomb~a and Ecuador due

to very h1gh depos1t rates

(1X) In Venezuela, sav1ngs mob111zat1on 1S also constra~ned

by 1nflation F1nanc1al resources flow to real assets and

to the dollar. Lack of trust 1S another cr1t1cal

1mped1ment To a lesser degree, th1s factor 1S also present

1n Boliv1a. In th1s country, sav1ngs is also hampered by

the h1gh exp11c1t transact10ns costs of banks As a rule,

banks charge hefty fees for check1ng accounts and

cert1f1cates of depos1ts.

(x) In Peru, Bol~v~a and Ecuador there 1S persuaS1ve

eV1dence that large numbers of people, espec1ally those

dwel11ng 1n rural areas and 1n the per1phery of b~g c1t~es,

do save but in the form of non-f1nanc1al assets. To convert

th1s 1nto f1nancial sav1ngs w1l1 take t1me because, more

than the construct1on of branch fac11it1es, these countries

need better 1nformat1on networks. In add1t10n, educat10nal

systems must be 1mproved to ra1se the level of f1nanc~al

awareness of the d1sadvantaged sectors

3. Bank Regulat10n and Qual1ty of Superv1s1on:

Banks ~n Colomb~a, Peru and Ecuador currently exh1b1t Basel

cap1tal adequacy standards as well as reasonable prov1s1on1ng for bad loans

In Bo11v~a, the law st~pulates that banks ab1de by these norms, but they are

not enforced 1n pract1ce Venezuela does not even have these standards ~n

place

Superv~s~on, ~n the past, has been lax 1n Peru Just two years

ago, an unsuperv~sed f~nanc~era, CLAE, collapsed The est~mated losses borne

by depos~tors totaled US$ 400 m~ll~on W~th techn~cal ass~stance from the

IDB, the superv~sory capac~ty ~n th~s country ~s be~ng upgraded, however,
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(~~) In Colomb~a

reasonably good

maJor upgrad~ng

superv~s~on does not yet extend to ~nformal f~nanc~al ent~t~es. Th~s ~s also

source of concern ~n Bol~v~a, where not even cooperat~ves are superv~sed

adequately

W~th regard to the ent~t~es 1n charge of commercial bank

superv~s~on, Westley (1995) notes:

(~) Quant~ty of personnel ~s reasonably good in Bol~v~a.

Some upgrad~ng ~s needed ~n Colomb~a, Peru and Ecuador, and

~t needs maJor ~mprovement ~n Venezuela

and Bol~v1a qual1ty of personnel ~s

It needs some upgrad1ng 1n Peru and needs

1n Ecuador and Venezuela.

(~1~) Salary levels are reasonably good 1n Colomb~a and

Ecuador. By the beg1nn~ng of 1995, salary levels were too

low ~n Venezuela but recent ~nformat~on ind1cates that the

budget has been ~ncreased for the super1ntendency In

Boliv1a salary levels need some upgrad1ng, while ~n Peru an

unusual development 1S tak1ng place for the f1rst time 1n

almost th1rty years, the super~ntendency is attract1ng

capable profess~onals from the best, fore~gn-owned

account~ng f~rms This suggests that salary levels are very

compet~t1ve ~n th1s country.

(~v) In terms of organizat~on, the superv1sory un~ts of Peru

and Bol1v~a are reasonably good Colomb1a and Ecuador need

some upgrad~ng Venezuela's superv~sory un~ts need a maJor

overhaul.

(v) In terms of freedom from pol1t1cal 1nterference, all

superv1sory un1ts in these countries, w1th the exception of

Venezuela, are reasonably autonomous

C Cap1tal Markets

Equ~ty ~s the most traded ~nstrument 1n Peru. In sp~te of a

decl~ne attr~buted to the Mex~can cr~s~s and to ra~s1ng ~nterest rates ~n the

Un~ted States, L1ma ~s st1ll the most prof1table stock market ~n the reg~on

and one of the most attract1ve of the world's emerg~ng markets Unt1l late

1994, da1ly trad1ng averaged one thousand transact10ns for a total value of

54



US$ 8 m~ll~on per day An est~ated 70 percent of daily transactLons ~nvolve

fore~gn cap~tal. Overall return on cap~tal ~n 1992 was 138 percent, one of

the h~ghest ~n the world. Experts bel~eve that prospects for future growth

are good: the stock market exchange ~s worth only some 10 percent of GDP,

suggestLng great potent~al for development (w~tness Ch~le, where total stock

market cap~tal~zat~on ~s equ~valent to 80 percent of GDP) The market faces a

problem of concentrat~on· of the approx~ately 250 compan~es authorLzed to

operate, ten account for 80 percent of volumes transacted.

Bonds and commerc~al paper are also traded ~n the Lima stock

Exchange, but not government secur~ties. The pr~vate pens~on funds, launched

~n m~d-1993, have the potentLal to prov~de a s~gn~f~cant boost to the stock

market. So far, however, most of their investments are materialized in the

purchase of the Central Bank's cert~ficate of depos~ts and t~me deposLts in

lead~ng f~nancial entities, not in the acqu~s~t~on of shares of top firms

Managers of these funds compla~n that the regulat~ons on investment are too

restr~ct~ve 44

Unl~ke Peru, government bonds are the ma~n ~nstruments in the

cap~tal markets of Ecuador The market ~s very small ~n this country.

Pr~vate equ~ty ~s traded very l~ttle, ~f at all, ~n large part because most

busLnesses are fam~ly-owned. There are other hurdles as well, ~n particular,

a tax on capLtal ga~ns. ThLS tax, ~n comb~nat~on wLth the memor~es of the

t~mes of cheap and easy cred~t, t~lt the preferences of f~rms ~n favor of

debt. Another deterrent ~s that the min~mum cap~tal requ~rement to be a stock

broker ~s too h~gh

There are no pr~vate pens~on funds ~n Ecuador, and the government­

run soc~al secur~ty system ~s not f~nanc~ally viable At present, however,

there are d~scussions a~ed at overhauling the ent~re system, w~th two options

under cons~derat~on· e~ther the complete pr~vat~zat~on of the pens~on funds

system, or one that combines public and pr~vate funds

In BolLvLa, capital markets are very small. Government securit~es

and Central Bank cert~ficates of deposits are traded, but trad~ng is very

weak As ~n Ecuador, pr~vate equ~ty ~s not traded because fLrms are fam~ly­

owned The skewed ~ncome d~str~but~on also constra~ns the growth of the

44They and other spokespersons of the pr~vate pens~on funds also complaLned
that the government has not been lend~ng suffLc~ent support to the development
of the ~ndustry For example, by the end of 1994, the government had not
author~zed the issue of soc~al securLty cert~ficates, which would have
facLlLtated the transfer of employees' state pens~on funds to the private system
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cap1tal market. Furthermore, wealthy people hold more assets abroad than
1ns1de the country

A regulatory and legal framework 1S in the process of be1ng

drafted It 1S un11kely that th1s w1ll prov1de a not1ceable boost to the

market w4thout s1gn1f1cant econom1C development tak4ng place f4rst New

1eg1s1at10n regulat1ng pr1vate pens10n funds 1S un11kely to fuel more trad1ng

e1ther, S1nce the low proport10n of workers who are formally employed (15

percent) l1m1ts the S1ze of the system.

In Venezuela, the cap1tal markets were badly shaken by the bank1ng

cr1S1S In fa1rness, the problem was brew1ng long before the cr1S1S erupted,

and the bloody coup attempts that rocked the po11t1ca1 scene 1n 1992 and 1993
1ncreased the country r1sk dramat1ca1ly The collapse of the eleven banks

made matters far worse because they, through the ownersh1p of brokerage houses

and 1nvestment banks, were powerful players 1n the stock market

Venezuela has undergone a real reversal of fortune. Before the

cr1S1S, the country would place US$ 800 m11110n worth of Eurobonds 1n a s1ngle

year Now, th1s w1ndow 1S closed both for pub11c and pr1vate placements All

that remains are 60 to 90 day matur1ty pr1vate commerc1al paper and government
secur1t1es Banks do buy the stab111zat10n bonds that the Central Bank sells
to ster1l1ze 11qu1d1ty, because the only a1ternat1ves are to hold cash or
place funds 1n the Central Bank -- where they earn no return Overall,
however, there 1S little domest1c act1v1ty because of cap1tal f11ght Pr1vate
pens10n funds are non-ex1stent 1n the country, and there no concrete plans to
estab11sh a system in the near future, thus el1ffi1nat1ng th1s potent1al veh1cle
of support.

Venezuela lacks the basic pre-cond1tions for the development of

cap1tal markets The Com1s10n Nac10nal de Valores (the equ1valent of the

Secur1t1es and Exchange Comm1SS10n 1n the Un1ted states) 1S 1neff1c1ent and

poorly staffed Also, the over-regulated econom1C enV1ronment scares

1nvestors away In add1t10n, the long h1story 1n th1s country of cheap bank

f1nanc1ng, wh1ch prov1ded f1rms 1ncentives to rely on bank cred1t 1nstead of

cap1ta1 markets, rema1ns 1nf1uent1al. W1th respect to private equ1ty 1n

part1cu1ar, the poor outlook w111 rema1n so as long as a handful of fam11y­
owned f1rms control the stock market Indeed, in the pre-cr1S1S period, one

of the greatest 1mped1ments was prec1sely the pub11c's SUsp1c10n that a

handful of players speculated, dom1nated, and man1pu1ated the market to the1r

advantage
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In Colomb~a, a new cap4tal markets law was introduced 4n 1993

Very recently, the country approved the l4st4ng of and d4sclosure requ4rements

for the fore4gn compan4es that operate 4n 4ts domest4c market In add4t4on,

the Colomb4an author4t4es s4gned an informat4on sharing agreement w4th

Venezuela. 45 Relat4ve to the S4ze of the economy, the cap4tal market 4S well

developed, and almost all f4nanc4al 4nstruments are traded S4nce 1991, the

market has been grow4ng very fast, both 4n terms of total market

cap4tal4zat4on and volume of daily trad4ng. There 4S concern, however, that

compet4t4on 4S restr4cted. At present, a task force w4th techn4cal support
from The World Bank 4S undertak4ng a study to review th4s 4ssue. On the other

hand, the recently reformed pens40n funds system may prov4de a boost to the

market.

Other character4st4cs of cap4tal markets 4n th1s reg10n that are
worth h4ghl1ght1ng are the follow1ng

(4) The legal and regulatory frameworks 4n Ecuador, Peru and

Colomb4a protect 4nvestors aga4nst fraud and 4ns4der trad4ng.
However, these three countr4es, espec4ally Peru, st4ll face

problems of enforcement 46 In Bol4v4a, a superv4sory agency w4ll

be establ4shed once the draft of the legal and regulatory

frameworks 4S f4n4shed and approved In Venezuela, 4nvestors are

not protected at all, not even on paper

(44) The systems for d4sclosure of 4nformat4on on the f4nanc4al

health of corporat4ons wh4ch trade stock seem to be reliable and
comprehens4ve 4n Ecuador, Peru and Colomb1a. The problem,
however, 4S that they do not reach a w4de aud4ence. These systems

are nonex4stent 4n Bol4v1a and Venezuela.

(444) Colomb4a's market 4S far ahead of those 1n the other
countr4es 4n the prov4s4on and development of mechan4srns for r4sk

reduct40n

45un4ted states Treasury (1995).

46There 4S anecdotal ev4dence that 4n Peru one of the top f4nanc4ers of the
world was "taken for a r4de" last year
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D. Summary

F1nanc1al markets 1n th1s region contend w1th the presence of

1ffiportant macroeconom1C constra1nts Venezuela, one of the largest econom1es

1n the Hem1sphere, is endur1ng 1tS most severe cris1s in decades The f1scal

def1c1t 1S too h~gh and ~nflat~on ~s repressed by subsid~es and pr~ce controls
of doubtful eff1cacy. These measures are not conduc1ve to rap1d recovery

The unstable econom1C and pol1t1cal s1tuat1on threatens to unravel another

bank1ng collapse. Colomb1a, 1n sharp contrast to Venezuela, has enJoyed
econom1C stab1l1ty S1nce at least the 1960s. Th1s country has been blessed by

cons1stent appl1cat10n of sound f1scal polic1es but still faces the problems

of how to keep 1nflat1on under control and how to conta1n the tendency for

currency overvaluat10n Peru has eng1neered a remarkable turnaround but, like

Colomb1a, 1t suffers from severe currency overvaluat10n. The greatest

challenge in this country is to ma1ntain f1scal d1sc1pl1ne 1n the upcoming

years, espec1ally when the revenues from pr1vat1zat10n of state compan1es

cease. The macroeconom1C s1tuat1on 1n Ecuador 1S slowly 1ffiproving, but 1n
Bol1v1a, the poorest country of the region and the most dependent on foreign
donors, 1t w1ll take years to ach1eve sustained economic development

Colombia, Bol1via and Peru have made great str1des w1th respect to
the pr1vat1zat10n of state banks Ecuador 1S mov1ng very slowly, 1f at all,

whereas the sell-off of banks 1S unth1nkable 1n Venezuela at th1s t1me H1gh,
1ntermed1at10n marg1ns character1ze bank1ng operations 1n th1s reg10n These

are bound to be reduced 1n Peru, Ecuador and Colomb1a, where new entrants w1ll
hopefully 1ntroduce more compet1t10n. In Bol1v1a, where half of the banks are

probably insolvent, the government has yet to recogn1ze th1s issue

In general, the average matur1t1es of both loans and depos~ts are
short term in the ent1re region, and these serV1ces are, in practice, den~ed

to the vast marg1nalized cl~entele of Peru, Bol1v1a and Ecuador. Regard1ng

superv1s10n, all countr~es need some degree of techn1cal ass1stance In

Venezuela, a maJor overhaul of the superv1sory agency 1S a matter of utmost

urgency.

The regulatory frameworks that govern cap1tal markets have been

modern1zed only 1n Ecuador, Colomb1a and Peru, but enforcement of regulat10ns

that protect investors 1S problemat1c, espec~ally 1n Peru Trad1ng of all
f1nanc1al 1nstruments 1S expected to keep grow1ng in Colomb1a and probably
less rapidly in Peru, where the market is dom~nated by fore1gn part1cipants
In Venezuela, the market suffered a debacle because the collapsed banks were

act1ve players in 1t and no recovery 1S still d1stant F1nally, very slow

58



growth 1S expected 1n Ecuador and Bolivia, since the1r econom1es are still

small and character1zed by heavy concentrat10n of 1ncomes

III. Mercosur

Th1s sect10n d1scusses Chile, Argent~na, Braz~l, Paraguay and
uruguay. Chile47 has been widely recogn1zed as the star performer of the

Hem1sphere. Follow1ng a catastrophic bank collapse in 1982, it introduced
far-reach1ng reforms in the m1d-1980s As a consequence, the country exhibits
the h1ghest domestic savings ratio in the region. Its solid bank1ng sector
thr1ves from the pos1t1ve effects of a fast-grow1ng economy. In add1t10n,

cap1tal markets are dynam1c and expand1ng rap1dly Argent1na's future is

st1ll uncerta1n The 1IDpressive macroeconom1C reforms introduced 1n 1991

launched the country on a path of spectacular econom1C growth, only to be

halted in the aftermath of the collapse of the Mexican economy Greatly
constra1ned by low domestic savings and by dW1ndl1ng pr1vate cap1tal 1nflows,

the econom1C author1t1es have subscribed to tough austerity measures that

guarantee severe deflat10n in the months ahead. Clearly, this will cause
d1ff1cult1es in the bank1ng sector in the upcom1ng months. Brazil also faces
uncerta1nty, revolv1ng around 1tS polit1cal s1tuat10n more than 1tS economy.

The cr1tical quest10n 1n th1s country 1S whether the pres1dent -- an avowed

modern1zer -- can muster the pol1t1cal w1ll and obtain approval from congress
to launch econom1C and f1nanc1al reforms that are long overdue. For many
years, 1nflat10n has been an intractable problem, due to the 1nab1l1ty to

reach pol1t1cal consensus on the need to reform and downs1ze the pUblic
sector F1nally, Paraguay and Uruguay are countr1es that exhibit the

class1cal character1st1cs of "buffer" states, w1th econom1es that cannot r1val

the two South Amer1can g1ants 1n e1ther S1ze or 1mportance Paraguay 1S

econom1cally dependent on Brazil, whereas Uruguay, since the late 1980s, is

purportedly evolv1ng 1nto a "f1scal parad1se" that w1ll attract, 1n time,
1ncreas1ng volumes of f1nanc1al and econom1C transact10ns from Braz1lian and
Argent1ne 1nvestors.

47c h1le 1S 1ncluded 1n th1s group for matters of conven1ence Formally,
th1s country 1S not member of Mercosur, for two reasons. F1rst, Ch1le's tar1ff
1S lower than the common external tar1ff that the Mercosur countries have
adopted. Second, Ch1le's foreign trade strategy strongly rel1es on efforts to
d1vers1fy and penetrate all markets. In th1s regard, wh1le the Mercosur
countries have agreed to negot1ate the free trade expansion for the Americas as
a group, Ch1le 1S already negot1at1ng with the Un1ted States, Mex1co and Canada
1tS entry 1nto NAFTA.
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A. Pol~cy Issues

1. Macroeconom~c Stab~l~ty:

F~scal d~sc~pl~ne and a pragmat~c approach to monetary pol~cy have

character~zed the econom~c stab~l~ty of Ch~le for many years. At least since

1985, the econom~c authorit~es have run s~zeable budget surpluses. w~th

respect to monetary pol~cy, the authorities ab~de by a central obJective to

keep the exchange rate competitive. For this reason, the peso is allowed to
float ~n a w1de band around a central rate that the author1ties try to hold
constant 1n real terms. As a consequence, br1nging down inflation to single

d1g1ts took longer than 1n countr1es that used a f1xed exchange rate as an

1nstrument to tame hyper1nflat1on (such as MeX1CO and Argent1na). The

strategy has clearly pa~d off, today, Ch~le boasts very low inflation rates by
Lat1n Amer~can standards and spectacular econom~c growth performance 48

Iron~cally, Ch1le 1S now paY1ng a pr1ce for th~s success. The

country attracts too much fore1gn capital, lmper~l~ng the compet~t~veness of

the real exchange rate. Yet, the Ch1lean econom1C author1t~es have proven to

be deft at hand11ng th1s problem First, they have stlmulated long-term

fore1gn d1rect ~nvestment, wh~ch has increased ten-fold S1nce 1986. But they
have not been as enthus1ast1c w1th respect to portfo11o 1nvestment. In th1s
regard, str1ct regulat10ns are app11ed to the 1ssuance of fore1gn bonds and
Amer~can Depository Rece~pts (ACRs) by Ch1lean compan1es, while fore1gn equ1ty

1nvestment must stay 1n the country for at least a year. In add1t1on, a 30

percent reserve requ1rement 1S appl~ed to fore1gn currency t1me depos1ts The

obJect1ve of these measures, clearly, has been to d1scourage "fly-by-n~ght"

cap1tal. The events that rocked f1nanc1al markets 1n MeX1CO and Argent1na

have underscored the Ch1lean author1t1es' presc1ence.

At present, the challenge l1es 1n f1nd~ng an alternat1ve to the
costs from too much ster1l1zat1on of cap1tal 1nflows. In effect, the Central

Bank 1S act1vely engaged 1n plac1ng bonds that are marketed w1th very
attract1ve y1elds Th~s results 1n losses, since the 1nterest rate that the

Central Bank pays on these bonds 1S h1gher than what 1t gets from 1tS assets
These losses are now substant1al, approx1mately US$ 1,500 m1ll~on est1mated

for 1995, and equ1valent to 3 percent of GOP.

48In the per10d 1991-1994, GDP grew by 28 percent 1n real terms, second 1n
the Hem1sphere only to Argent1na. In 1994, inflat10n was 8.9 percent, down from
18.7 percent 1n 1991. In 1995, inflat10n w1ll be even lower, while the economy
18 proJected to grow even more rap1dly.
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Argent~na was the country most negat~vely affected by the Mex~can

cr~s~s. Its most ser~ous man~festat~on was a spectacular run on bank

depos~ts. As a result, the monetary base shrank The Central Bank stepped ~n

to soften the deflat~onary blow by offer~ng banks red~scount lines, by

lower~ng the reserve requ~rements and, s~gn~f~cantly, by not enforc~ng reserve

requ~rements to many banks. If the monetary author~t~es had not acted

promptly, the cr~s~s would have taken catastroph~c dimensions, as activities

~n the real economy would have severely contracted. If anyth~ng, the cr~s~s

served to expose the frag~l~ty of the bank~ng sector, on the whole highly

~neff~c~ent, concentrated, and w~th scant capac~ty to assess r~sks

Follow~ng the reelect~on of Pres~dent Menem last May, there are

s~gns of improvement Recently released financ~al stat~st~cs ~nd~cate that a

third of the deposits that were withdrawn early in the year have now returned

to the system, but these are concentrated in a handful of banks. The problem,

however, ~s that bank lend~ng has become quite restr~ctive, as loans go

pr~mar~ly to selected customers Th~s ~s, ~n part, symptomat~c of the current

recess~on. It w~ll be m~ld ~f the econom~c author~t~es can ensure a real

deprec~at~on of the peso. But th~s ~s normally more d~ff~cult w~th a system

of f~xed nom~nal exchange rates. 49 Therefore, the burden falls on vary~ng

nom~nal pr~ces to ensure rap~d sh~fts in favor of the product~on of

tradeables. Th~s requ~res the removal of all restr~ct~ons that l~m~t downward

pr~ce flex~bil~ty of labor, cap~tal and publ~c util~ties, as well as measures

a~med at enhanc~ng total factor product~v~ty G~ven that the pos~t~ve effects

from such act~ons take t~me to mater~al~ze, the econom~c author~ties' only

act~on now ~s to apply stern f~scal measures to ensure the contract~on of

aggregate demand that the log~c of econom~c adJustment requ~res.sO

49In 1991, Argent~na approved the COnvert~b~l~tyPlan wh~ch bas~cally bars
the Central Bank from pursu~ng an "act~ve" monetary pol~cy. The plan mandates
an e~ghty percent fore~gn currency back~ng for each peso ~n c~rculat~on, with the
rema~n~ng twenty percent backed by government secur~ties Before the cr~sis, the
fore~gn currency back~ng was above 115 percent, whereas now it has reached the
e~ghty percent l~m~t.

In pract~cal terms, the Convert~b~l~ty Plan transfers the respons~b~lity

for the stab~l~ty of the peso to other central banks A modernized version of
the gold standard, ~t has acted as a "stra~ghtJacket," proh~bit~ng the government
from pr~nt~ng money to f~nance f~scal def~c~ts In add~t~on, since the
~mplementat~on of the Plan, the country has benef~ted from substantial cap~tal

~nflows due to renewed ~nvestor conf~dence The drawback of the plan ~s the
legacy of an overvalued currency that has penal~zed ~nvestment ~n tradeables
wh~le ~ncreas~ng econom~c vulnerab~l~ty ~n t~es when the cap~tal ~nflows dry up

sOIn the end, the success of the Argent~ne strategy will depend on enormous
f~scal d~sc~pl~ne. By this cr~ter~a, the country's ach~evements thus far have
been qu~te ~press~ve. whereas ~n the 1980s, f~scal def~c~ts on average reached
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The Research Department of Banco Frances has opt~m~st~cally

est~mated that Argent~na's GOP w~ll fall by one percent ~n 1995. However, the

f~scal surplus target that was accorded w~th the IMF early ~n the year w~ll

not be met, so that more f~scal contract~on w~ll be necessary Equally

~mportant ~s the fact that the fall of nom~nal pr~ces, to the extent that th~s

occurs, ~s slow and not general~zed. One ~mportant reason l~es ~n the

presence of wage r~g~d~t~es ~n profess~ons such as law, med~cine and

educat~on In some tradeable sectors where nom~nal pr~ces may be fall~ng,

such as the automob~le and electrodomest~cs industries, h~gher production for

exports is not mater~al~z~ng because these industries do not compete well in

world markets. The opportun~ty that recent econom~c reforms offered for the

modern~zat~on of these ~ndustr~es was, unfortunately, overlooked. To a large

extent, the h~gh cost of cap~tal that f~rms have faced throughout the ent~re

per~od of econom~c reform expla~ns th~s missed chance.

H~gh inflation has been the ch~ef problem ~n Brazil's economy for

the last forty years. S~nce 1987, ~nflation rates have been no less than 400

percent and they reached as h~gh as 2,500 percent ~n 1993. In order to

amel~orate the effects on f~nanc~al ~ntermed~at~on, a vast, complex system of

pr~ce ~ndexat~on appl~ed to f~nanc~al serv~ces was adopted ~n the early

1960s. 51 Reducing ~nflat~on to s~ngle d~g~t levels w~ll be not easy, for the

Braz~l~an Const~tut~on enshr~nes the obl~gat~on of the federal government to

d~spense tax revenues to the states Moreover, these funds are not always

spent for good purposes. One of the b~ggest rec~p~ents of federal funds, for

example, are the state banks, wh~ch funct~on more often as ~nstruments of

patronage of the state governments than as ent~t~es-for-development.

In July 1994, follow~ng an ~nflation rate of almost 50 percent

dur~ng the preced~ng month, the government announced a stabil~zat~on plan that

was based on s~gn~f~cant f~scal contract~on and on the ~ntroduct~on of a new

9 percent of GOP, ~n the per~od 1991-1994 healthy f~scal surpluses were obta~ned

It must be emphas~zed, however, that the successful process of
pr~vat~zat~on dur~ng the per~od 1990-1994 fac~l~tated the enforcement of f~scal

d~sc~pl~ne. At present, the state st~ll has assets to sell but overall revenues
w~ll be s~gn~ficantly lower Therefore, the burden w~ll fall on h~gher taxes and
lower expend~tures. The magn~tude of the f~scal adJustment w~ll have to be b~g,

g~ven the low domest~c sav~ngs and the d~ff~cult~es of f~nd~ng fore~gn buyers of
publ~c debt The comb~nat~on of all these factors, unfortunately, s~gnals the
unfold~ng of severe soc~al unrest. In th~s regard, recent events ~n Cordoba, the
th~rd largest prov~nce of the country and an ~mportant industr~al center, are
forebod~ng In th~s province, publ~c employees have revolted, ~n protest for
three months of unpa~d salar~es.

SlIt was abol~shed ~n early July of th~s year
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currency, the real. The LnLt~al results were ~mpressLve, as the monthly

Lnflat~on rate fell to 2 percent Ln December 1994. But th~s was ach~eved at

the expense of an overvaluat~on of the real In fact, the substant~al

surpluses ~n the trade balance were rapidly reversed Ln the months that

followed the LntroductLon of the plan. CognLzant of the large current account

defic~ts that tr~ggered the MeXLcan cris~s, the Braz~l~an authorLties have

opted to enact period~c devaluations of the real. But this decision has

created nervous tensLons among Braz~l's partners Ln Mercosur, espec~ally

ArgentLna, whose chances for recovery are t~ghtly tLed to ~ts capacLty to

export to the Braz~l~an market. 52

Unl~ke Argent~na, past ~ndexation and the recent apprec~at~on of

the real prevent the dollarLzat~on of the BrazL1Lan economy. Long-term

f~nanc~al contracts, however, are effected Ln dollars. Of more press~ng

concern ~s the Central Ban~s act~v~ty in open market operat~ons, with the

sale of government secur~t~es that offer compet~t~ve y~elds. Performed on a

grand scale, th~s results 1n strong upward pressure on ~nterest rates, wh~ch

ult~mately crowds out the pr~vate sector.

Inflation 1n Paraguay was 19 percent 1n 1994 Efforts to reduce

1t to s1ngle d~g~t levels are hampered by the purchase of dollars by the

Central Bank and by the 1ndexat~on of key pr1ces ~n the economy. In Uruguay,

~nflat~on was h1gher, 44 percent, also expla1ned by the 1ndexation mechanism

F1scal def~c1ts 1n both countr1es are not s1gn~f1cantly large and are f~nanced

~n non-~nflat~onaryways. In add1t10n, the apprec1atLon of the local

currenC1es, the guarani and the peso respect1vely, plays a role 1n hold1ng

1nflat10n down In Paraguay, there ~s a trend towards dollar1zat10n of the

economy but ~t has not reached the depth of Uruguay, where 75 percent of all

bank depos~ts and loans are transacted ~n dollars

52The Lmportance of the Braz1l1an market to Argent1ne exports ~s enormous
Accord~ng to the Research Department of Argent1na's Banco Frances, half of the
total 1ncrease of Argent~ne exports that have been reg~stered ~n the f1rst months
of th1s year (1995) come from h~gher sales to Braz1l, fundamentally expla~ned by
the fact that the real apprec~ated by 12.6 percent w1th respect to the Argent~ne

peso. The nom~nal devaluat~on of the real w1ll not be a problem for Argentina
as long as 1t does not surpass 25 percent a year, wh1ch would only occur ~f the
stab1l~zat~on plan in Braz~l collapses. Although analysts bel~eve that this
scenar~o 1S un11kely, the overall s1tuat~on negat1vely affects plans for long­
term ~nvestment. Th~s lends credence to the fact that Mercosur will not firmly
establ~sh 1tself as long as the ma~n partners do not properly coord1nate the~r

monetary pol~c~es
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2. Pr~vat~zat~on

Chile has one rema~ning state bank, the Banco del Estado, which

has ex~sted for 145 years and has functioned as a consolidated state bank

s~nce 1953 During the P~nochet Adm~n~strat~on (1973-1990), the bank was a

candidate for privat~zation. Allegedly, during the period of antic~pated

privatization, the bank went into a dormant per~od ~n wh~ch ~t implemented no

new programs or mechan~cal modern~zat~ons S~nce 1991, ~t has returned to its

role as the financial development tool for the Ch~lean government and,

consequently, is not expected to be pr~vat~zed W~th th~s renewed emphas~s,

the bank ~s caut~ously enter~ng programs to lend to smaller-scale farmers and

more marg~nal~zed clients. It recently modern~zed and implemented automated

systems for managing sav~ngs and cred~t accounts, and has the potential for

reach~ng a vast cl~entele due to ~ts network of branches throughout the

country, including extremely remote areas. 53

In Argent~na, The World Bank is act~vely engaged ~n an amb~tious

program that calls for the pr~vat~zat~on or liqu~dation of the prov~ncial

banks. The program demands the transfer of at least 51 percent of equ~ty and

the appo~ntment of new managers. The process ~s proceed~ng reasonably well,

although two of the largest prov~ncial banks, the Banco de la Provincia de

Buenos A~res and the Banco de Cordoba, wh~ch together account for 11 percent

of total bank~ng system assets, are not expected to go ~nto the pr~vat~zat~on

block G~ven the fact that the Central Bank has stopped f~nanc~ng them, some

prov~nc~al banks are reportedly captur~ng depos~ts from the publ~c and/or

enJoy~ng f~nancial support from the prov~nc~al governments However,

unl~m~ted financial support from prov~nc~al government was a viable option

only until 1994 Now, the federal government ~s ~ntent upon forcing those

governments to ~mplement tough auster~ty plans. 54 Therefore, if a provincial

government dec~des to support its prov~nc~al bank, ~t must e~ther raise local

53The bank has deep roots ~n serv~c~ng the Ch~lean pr~vate sector, but
unlike the exper1ence of other state banks in the reg1on, 1t benef~ts from
competent managers who nurture a very sol1d and conservative portfol~o. In
add1t~on, th1s state bank has made ~press~ve str1des w1th sav~ngs mob1l~zat10n

In fact, Banco del Estado has managed to capture 70 percent of Ch1le's sav1ngs,
or 7,000 out of 13,000 total sav1ngs accounts in the country. The bank targets
customers not cons1dered prof~table by other commerc1al f1nanc1al ent1t~es.

54Until 1994, each prov1nce, on average, obta1ned 64 percent of its total
f~nanc~al resources e~ther from revenues collected nat~onally or from loans or
transfers from the federal government. In some prov~nces th~s measure even
reached 90 percent. Th~s meant a lack of correspondence between provincial
expend1tures and the~r abil1ty to collect local revenues. Not surpr1singly,
publ~c expend~turss 1n some prov1nces rose by 60 percent in nom~nal terms ~n the
per10d 1992-1994.
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revenues or curta41 local expend4tures. Th4s 4S prec4sely the root of the

problem 4n Cordoba, where the dec4s4on to keep the prov4nc4al bank afloat has

been made at the expense of the salar4es of publ4c employees

Two of the largest banks in Braz41, the Bank of Braz41, wh4ch is

the f4nanc4al agent of the Treasury, and the Nat40nal Bank for Econom4c

Development, are likely to rema4n 4n state hands for years to come. In

add4t4on, recent developments 4nd4cate that the poorly run bancos estaduales,

the equ4valent of the Argent4ne prov4nc4al banks, may not be privatized or
14qu4dated anyt4me soon. In general, these banks are not properly superv4sed
and the Central Bank 4S forced to cover the4r losses by renew4ng red4scount

fac414t4es In Paraguay, out of th4rty-four banks, S4X are state-owned and

control 30 percent of the bank4ng system loan market. One of these, the Banco

Nac40nal de Agricultura e Industr4a, is the largest bank 4n the country. None

of these S4X w411 be pr4vat4zed anyt4me soon F4nally, 4n Uruguay, two large

state banks, the Banco de la Republ1ca Or4ental del Uruguay (BROU) and the

Banco H4potecar1o del Uruguay (BHU), a mortgage bank, concentrate 40 percent
of total assets of the bank4ng system. The BROU 4S three t4mes as large as

the SHU. Both of these banks are h4ghly 4neff1c1ent, the1r spreads are very
large, and they offer cred4t only in pesos 55 Traditionally, these banks have

enJoyed spec4al pr4v4leges, such as wa4vers from reserve requirements on their
depos4ts, but recent measures demand that they ab1de by the same reserve

requ4rements as the pr1vate banks At present, the government has no plans to
pr4vat1ze or 11qu1date these two state banks However, the government 4S

mov4ng ahead w4th the f1nal 11qu1dat1on of the last bank (the CaJa Obrera)

wh1ch 1t 1ntervened as a result of the bank1ng cr1S1S of the early 1980s

3 Interest Rates, Reserve Requ4rements and Targeted Cred1t.

In Ch1le, all depos1t rates have been market-determ1ned S1nce
1985. Loan rates are subject to ce111ngs based on the average deposit rate.
Depos4t rates are also market-determ1ned 1n Argent4na, but there are ce1lings

on some loan rates. In Braz41, the recent el4m1nat1on of 1ndexat1on has paved
the way for the market determ4nat10n of both depos1t and loan rates In
Paraguay and Uruguay, both depos1t and loan rates are freely determ4ned by

55currently, however, these two banks are reportedly mak1ng prof4ts Th4s
1S because they capture depos1ts 1n dollars and make loans 1n pesos The loan
rate, 1nc1dentally, 4S t1ed to the m4n1mum wage, wh1ch lately has been r4s4ng
Th4s, 1n comb4nat10n w1th the apprec1at1on of the peso, largely expla4ns the
prof4ts st111, any ga1ns must be recogn1zed as temporary, S4nce a deprec4at4on
of the peso w111 probably reverse th1s trend. This 1ns1ght was offered by
Ernesto Feldman of the Internat10nal Monetary Fund.
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market forces

Reserve requ~rements ~n Chile for demand and t~me deposits in

local currency are 9 and 4 percent respect~vely, whereas those for fore~gn

currency are 30 percent In Argent~na, reserve requ~rements, although they

have been com~ng down, are st~ll very h~gh 33 percent on demand deposits and

3 percent on t~e depos~ts These reserves are not remunerated and bankers

contend that they largely expla~n the h~gh spreads that permeate the bank~ng

~ndustry. Th~s v~ew is h~ghly controvers~al, for some emp~r~cal stud~es

demonstrate that the marginal contr~bution of reserve requ~rements to spreads

~s just one-tenth of one percent. 56 In any event, the econom~c author~ties

bel~eve that the h~gh level of reserve requirements is entirely just~fied

because Argent~ne banks have normally been undercap~tal~zed, and also because

the Convert~b~l~ty Plan bars the Central Bank from act~ng as a lender of last

resort In Brazil, reserve requ~rements are even h~gher: 90 percent on demand

depos~ts, wh~ch are not remunerated, and 30 percent on t~me depos~ts.

Clearly, these key ~nstruments of the ant~-~nflationary stab~l~zat~on plan are

unl~kely to be lowered as long as the f~scal s~tuat~on remains frag~le. One

b~g problem ~n th~s country ~s that the author~t~es change reserve

requ~rements too frequently Often, reserve requ~rements are ra~sed to ~nduce

~ncreases ~n ~nterest rates. Another problem, as stated in Chapter One, ~s

that they vary by state, by type of f~nanc~al ent~ty and by type of depos~t

In Paraguay, reserve requ~rements for both local and fore~gn currency demand

and t~me depos~ts are h~gh 30 percent -- but they have come down in recent

months and there are plans to reduce them further ~n the near future

F~nally, ~n Uruguay, they are not h~gh 10 percent for demand and t~me

depos~ts ~n local currency,57 and 10 percent on fore~gn currency denom~nated

depos~ts w~th maturit~es by less than 30 days, but 4 percent on those w~th

matur~t~es beyond 180 days.

Regard~ng targeted cred~t, Ch~le's Banco del Estado offers spec~al

programs for hous~ng. These, as well as other programs for the benef~t of

small m~ners (offered by another state ent~ty), are gradually be~ng reduced.

Not so, however, for the spec~al programs adm~n~stered by INDAP, a government

agency ~n charge of prov~d~ng technology transfer and cred~t to small farmers

560ne of these stud~es was conducted by Serg~o Galvan, former Central Bank
employee and currently the head of the Research Un~t of Sud Invers~ones &
Anal~s~s, a Buenos A~res based consult~ng f~rm Mr Galvan bel~eves that the
large spreads are expla~ned by h~gh f~xed costs and by the poor quality of loan
portfol~os.

57Th~s rate refers to those deposits wh~ch mature ~n less than 30 days; ~t
~s 2 percent for tbose w~th matur~t~es beyond 180 days
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w~th 12 hectares or fewer of non-~rr~gated land. These farmers are cons~dered

to be marg~nal~zed and outs~de of ava~lable commerc~al cred~t. Normally,

INDAP offers cred~t at subs~d~zed rates and ~ts ma~n role ~s to organ~ze and

select the rural ~ncome fam~l~es w~ll~ng to part~c~pate ~n the program In

Argent~na, Braz~l and Paraguay targeted cred~t l~nes have been decl~n~ng

stead~ly over the years. What rema~ns are small programs that are dev~sed to

f~nance agr~cultural activ~t~es Uruguay, on the other hand, offers no such

programs

B The Bank~ng Sector.

Ch~le and Brazil exh~b~t bank~ng systems that are generally

modern, dynam~c, and h~ghly compet~t~ve. G~ven the s~ze of ~ts economy, the

bank~ng system ~n Argent~na ~s backwards, h~ghly concentrated and plagued by

glar~ng ~neff~c~enc~es In Paraguay, banks are small and ~neff~c~ent, whereas

the pr~vate banks ~n Uruguay, not unl~ke those ~n Costa R~ca, greatly benef~t

from the ineff~c1enc1es of the state banks.

1 Structure of the Bank~ng Sector:

In Ch~le, there are th~rty-three banks, of wh1ch n1neteen are

fore~gn, th1rteen are locally-owned and one, the Banco del Estado, is state­

owned By December 1994, the local banks had 834 branches and employed 23,149

people, the network of Banco del Estado 1ncluded 214 branches nat~onw~de with

a total payroll staff of 8,728, and the fore~gn banks had 177 branches w1th a

total of 4,888 employees. Both the number of branches and total employment

have been gradually 1ncreas~ng S1nce December 1990 58 Overall, the sector

seems to be prof~table, w1th h1gh qual~ty assets In effect, the percentage

of arrears on total bank1ng system portfol~o was 1 02 percent by December

1994 In th1s regard, the local banks have the best percentage (0 74 percent)

aga1nst 0 80 percent of fore1gn banks and 2 77 percent of Banco del Estado

The turnaround of the Ch1lean bank1ng system ~s all the more

remarkable g1ven the system1c collapse that occurred 1n 1982 59 A

58By then, local banks had 550 branches and employed 20,756 employees, the
numbers for Banco del Estado and the fore1gn banks were 182 and 8,124; and 146
and 4,117 respect1vely Source: Super1ntendenc1a de Bancos e Inst1tuc~ones

F~nanc~eras de Ch1le

59Among the several factors that expla~n th1s collapse, 1t ~s worth
emphas1z1ng three (1) there was no scrut1ny of the "new" bankers who entered
the market 1n the m1d-1970s, mostly, the new entrants were buyers of state banks
and made the1r b1QS w1th loans granted by the state, (2) superv1sory agenc1es
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comprehens1ve, well-des1gned ba11-out program was 1mplemented It was costly

though, as the Central Bank covered the depos1ts and purchased the overdue

loans from the banks To f1nance the rescue, the Central Bank issued debt

notes wh1ch y1elded 7 percent 1n real terms. Once the banks were

repr1vat1zed, they bought debt 1nstruments from the Central Bank w1th real

term y1elds above 7 percent In comb1nat10n w1th a cheaper exchange rate

offered to pr1vate debtors to pay the1r fore~gn debts, th~s amounted to losses

that the Central Bank had to assume, equLvalent to 2 percent of GOP for

several years.

Entry of new banks must be approved by the SuperLntendencia de

Bancos e Inst1tuc1ones F1nanC1eras Th1s ent~ty issues l~cences every t1me a

person or a corporat1on wants to purchase at least 10 percent of the equLty of

a bank. New approval or l1cences have not been granted S1nce 1988, perhaps a

s1gn that there are effect~ve barr1ers to entry. On the other hand, high

off1c1als 1n the Super1ntendencia bel1eve that the entry of new banks cannot

be Just1f1ed, g1ven the size of the market. They bel~eve that the trend in

the market 1S the Oppos1te, expect1ng the merger of eX1st1ng banks. 60

Ch1lean banks offer a w1de array of f1nanc1al serv~ces, such as

trade f~nance, cred~t cards, home mortgages, loan guarantees, and so forth.

In the lead1ng banks, the qual1ty of these serV1ces ~s reportedly very good

and offered w1th low spreads All banks are allowed to operate as

mult1purpose bank1ng, so that they can undertake every type of f1nancial

operat10n -- 1nclud1ng factorLng, leas1ng, insurance, brokerage, and

investment bank1ng They can undertake these operat1ons either through the

banks themselves or through aff111ates There ~s a ceil1ng correspond1ng to 5

percent of total cap1tal on the maX1mum amount of cred1t that can be granted

to an 1nd1v1dual. In case of cred1ts granted to groups that own the bank, the

l1m~t LS one-t1me cap1tal plus the reserves for the ent1re group. As regards

depos1t Lnsurance, there 1S a small state guarantee program, which only

appl1es to 1ndLvLduals and not to corporatLons The guarantee covers 90

made no adequate assessment of qualLty of loan portfol1os; and (3) substant~al

volumes of cred1t were destLned to the so-called grupos relac~onados, 1.e ,
1ns1de loans.

By way of compar1son, these three factors were also beh1nd the severe
cr1S1S that unfolded 1n Venezuela and MeX1CO 1n 1994 and 1995, respect1vely It
LS remarkable that the pa1nful, wLdely-known ChLlean lessons, well d~ssemLnated

by the med1a and by academLc stud1es, were Lgnored by po11cy makers 1n these two
countrLes

60Two of the largest local banks, Banco de SantLago and Banco 0'H1ggLns,
are reportedly negotLatLng a merger
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percent of the obl~gat~ons of the f~nanc~al system w~th depos~tors, for a

max~mum of US$ 3,000 per ind~v~dual.

In general, Ch~lean pr~vate commerc~al banks do not f~nd it

prof~table to handle small s~ze loans. One ~mportant exception, Banco de

Desarrollo, prov~des f~nanc~al serv~ces to small-scale, marg~nal~zed producers

not targeted by other pr~vate commerc~al banks Funded by the Cathol~c Church

as a development f~nance company ~n 1983, it has evolved to function not as a

development proJect, but as a for-prof~t bus~ness that serv~ces the

marg~nal~zed cl~entele. A venture cap~tal w~th a fore~gn bank has allowed

expans~on from e~ght to 34 branches. Programs include the promotion of

m~croenterpr~se development ~n agr~culture. Loan rates are h~gher than

commerc~al banks and Banco del Estado, reflect~ng bu~lt-~n transact~ons costs

and spreads Yet, Banco de Desarrollo ~s reportedly far more adaptable, less

r~g~d ~n requ~rements, and faster ~n loan process~ng and d~sbursement than

Banco del Estado Not unl~ke th~s ent~ty, Banco de Desarrollo also prov~des

sav~ngs serv~ces and techn~cal ass~stance to its customers.

Argentina has approx~ately 135 banks, but Just twenty of them

concentrate eighty percent of all assets and deposits Early in the year,

there were 170 but some th~rty-f~ve have folded or have been ~ntervened

follow~ng the run on depos~ts that deeply affected the ent~re system. The

World Bank ~s f~nanc~ng a program that calls for the consol~dat~on of the

pr~vate commerc~al banks through mergers or l~qu~dat~on Most of these are

small, ~neff~c~ent and fam~ly-owned, and are not even reg~stered in the stock

exchange They concentrate Just 15 percent of all depos~ts and have managed

to stay ~n bus~ness largely because they benef~t from the ~neff~c~enc~es of

the prov~nc~al banks 61 Unl~ke the pr~vat~zat~on of the prov~nc~al banks, the

process of consol~dat~on of these pr~vate banks ~s occurr~ng very slowly. One

of the ~ped~ments ~s that prospect~ve buyers (the larger banks) f~nd sale

pr~ces to be too h~gh. Another deterrent l~es ~n the fact that the Central

Bank has not shown dec~s~veness ~n forc~ng mergers, nor the w~ll~ngness to

~ntervene the ent~t~es for the~r eventual resale - probably because th~s

operat~on would enta~l losses that the state would ult~mately have to absorb

Experts bel~eve that the s~ze of the Argent~ne market does not

warrant more than 40 or 45 banks. The ~ssue, however, ~s not the

consol~dat~on of the system ~nto fewer un~ts, but how to ensure that the

61Th~s resembles the cond~t~ons of prof~tabil~ty of the Costa R~can pr~vate
banks that have been d~scussed before. Pr~vate banks ~n Uruguay, as discussed
below, face a s~m~lar s~tuat~on as well.
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result~ng market ~s more dynam~c and compet~t~ve Even before the crisis, the

system was character~zed by very large spreads and loan rates that were

proh~b~t~vely h~gh ~n real terms. Th~s could only be susta~ned by an

ol~gopol~st~c market structure and by the predom~nance of a bank cartel that

exerc~sed ~nfluence ~n the des~gn of the regulatory framework, thus ensur~ng

the insulat~on of market n~ches to the benef~t of the larger units. This

structure bas~cally determ~ned the poor development of the system, expressed

not only in slugg~sh depos~t mobilizat~on but also in poor services to

customers. 62

In fa~rness, the memories of h~gh ~nflat~on, comb~ned w~th past

confiscation of deposits and h~gh country r~sk, stand ~n the way of increasing

f~nanc~al deepen~ng to the level that ex~sts ~n Chile. The greatest challenge

~n the country is prec~sely to ~ncrease the low volume of f~nanc~al

~ntermed~ation w~th substantially reduced spreads. 63 Depos~ts have very short

matur~t~es, normally from one to three months Not surpr~s~ngly, loans are

also offered w~th very short maturit~es The most important banks offer most

f~nancial serv~ces but, as noted above, at very h~gh ~nterest rates. As long

as th~s s~tuat~on preva~ls, the Argentine economy w~ll not expand, suppressed

by the rent-seek~ng act~vit~es of ~ts bank~ng system.

One bank, Banco de Gal~c~a, has reportedly opened cred~t lines for

med~um s~zed bus~nesses. In general, though, small farmers cannot access

f~nancial serv~ces from the private commerc~al banks. Normally, the

prov~nc~al banks have served th~s n~che. How the pr~vatization or liquidat~on

of these banks will affect small farmers ~s uncertain Hopefully, the bank

cred~t records w~ll not be lost and thus fac~l~tate good customers' entry to

the market.

The gradual improvement of the superv~sory functions is a

s~gnificant development consider~ng that in the 1980s Argent~ne banks had no

62 For example, to carry a checkbook is more a cost than a benefit for
customers Banks charge hefty fees for the check~ng accounts of customers

63Th~s, naturally, is the goal ~n the long run In the immed~ate future
however, the country can only look towards bank surv~val The present recession
~ncreases banks' vulnerabil~ty, deter~orat~ng the qual~ty of the~r portfolios.
Ser~ous problems of ill~qu~d~ty or ~nsolvency could force the Central Bank to
rescue ent~t~es, but th~s would endanger the Convert~b~l~ty Plan If this
falters, and results ~n a devaluat~on, banks w~ll greatly suffer because they
have captured depos~ts in dollars and pesos but g~ven out peso loans "can
mantenLm~ento de valor", i.e. with values indexed to the dollar The entire
scenar~o, the reader should note, could evolve into a major systemic cr~sis
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superv~sory mechan~sm. Cap~tal requ~rements are now 11.5 percent and even

h~gher for banks w~th abnormally h~gh lend~ng rates Unfortunately,

procedures ~n case of bank insolvency are ~neffectual Lastly, a system of

depos~t guarantee has been ~ntroduced recently It covers depos~ts for a

max~um of US$ 20,000, but there is zero coverage if the y~elds on depos~ts

are above 12 percent

Braz~l counts approx~mately 260 banks, of wh~ch 30 are fa~rly

large. The system ~s somewhat compet~t~ve, although three banks clearly stand

out Mult~purpose banks are the most ~mportant f~nanc~al ent~t~es, but

~nvestment banks and entit~es that operate solely as commercial banks also

play a b~g role in the f~nancial system. S~nce 1988, there have been no entry

restr~ct~ons for domest~c banks. On the other hand, entry for fore~gn banks

has been h~ghly restricted s~nce the 1930s Th~s restrict~on takes the form

of l~m~ts to ownersh~p (fore~gners cannot own more than SO percent of equ~ty)

and to vot~ng r~ghts (fore~gners cannot hold more than one-th~rd of vot~ng

r~ghts) Nevertheless, a proposed const~tut~onal amendment prom~ses a good

chance that these restr~ct~ons w~ll be el~m~nated soon.

Commerc~al banks offer all types of f~nanc~al serv~ces w~th the

except~on of home mortgages Th~s product is not well developed because

mortgage loans do not adJust for inflation as rapidly as depos~ts. In general

all loans are short term, w~th average matur~t~es of 30 days, reflect~ng the

w~dely-felt presence of h~gh ~nflat~on as well as the bad exper~ences w~th

~ndexat~on The short matur~t~es negat~vely affect firms in the real economy,

wh~ch are forced to f~nance expans~on plans w~th loans from the state banks,

from reta~ned earn~ngs and from fore~gn sources

Banks operate ~n mult~purpose bank~ng through hold~ngs.

Prudent~al norms are adequate to prevent excess~ve concentrat~on of lend~ng

w~th~n the hold~ng, but they do not restr~ct lending by cr~teria of geographic

concentrat~on or type of econom~c act~v~ty. Furthermore, the prudential norms

apply only to the f~nanc~al act~vit~es of the hold~ng; the Central Bank does

not look ~nto the~r non-f~nanc~al act~v~ties because ~t does not have the

capac~ty to exerc~se proper superv~s~on of these act~v~t~es Procedures ~n

case of bank ~nsolvency are effect~ve, when appl~ed, to pr~vate banks 64 The

state banks, not surpr~s~ngly, are ~nvar~ably exempt from such procedures

Banks ~n Braz~l face the constra~nt that the public, in general,

640n occas~on, the government has intervened to force the Central Bank to
~nJect l~qu~d~ty ~nto troubled pr~vate commerc~al banks
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is unw~ll~ng to save long-term. The average matur1ty of t~me depos1ts 1S just
th1rty days. Th1s, of course, 1S one of the legac1es of so many years of h1gh

1nflat1on. W1th regard to the legal and Jud1c1ary systems, banks, 1n general,

do not contend w1th maJor d1ff1cult1es S1nce enforcement of guarantees is

fast, banks are not necessar~ly forced to factor 1n a prem~um on loan rates

for presumed delays and poor enforcement of foreclosures.

Of the th1rty-four banks 1n Paraguay, 21 are local and 13 are

fore~gn There are no restr1ctions on the ownersh1p of these ent1t1es, but

the locally-owned banks belong to maJor econom1C "groups" of the country.
There 1S also freedom of entry and no discr1ffi1nat10n between domestic and
fore1gn banks At least three new banks were establ1shed in 1994.

Consumer loans make up the maJor1ty of cred1t. Both trade f1nance

and home mortgages are relat1vely non-ex1stent In add1t1on, banks do not

f1nd 1t prof1table to handle small loans In general, all loans are very

short term, w1th a maX1mum matur1ty of 180 days. Depos1ts are also very
short-term In the past, depos1t mob1l1zat~on was constra~ned by low depos1t

rates, but th1s has changed now w1th the 11beral1zat10n of interest rates.

Experts bel1eve, however, that most Paraguayans save offshore, mostly in

Uruguay, the Cayman Islands, Panama and M1am1.

There 1S no mult1purpose bank1ng 1n Paraguay. Inadequate

prudent1al norms and superv1sory funct10ns pose a maJor problem. At present,
there are no m1n1mum cap1tal requirements for the establishment of new banks,
although the government is reportedly on the eve of announc1ng a Basel-type
regulatory framework The part1cularly weak super~ntendency cannot enforce

regulat10ns aga1nst 1ns1de lend1ng. Aud1tS of pr1vate commerc1al banks are a

rar~ty, and s1mply non-ex1stent 1n the case of state banks. Moreover, banks
are not requ1red to d1vulge 1nformat1on to the publ~c

Paraguayan banks face an 1nadequate legal system It can take

months or years to foreclose on a property. In add1t10n, the Jud1c1ary 1S
weak and enforcement is almost totally lack1ng Lastly, there are no
establ1shed procedures 1n case of bank 1nsolvency, for wh1ch the
super1ntendency has no legal bas1s to 1ntervene anyway.

In Uruguay, the bank1ng system 1S made up of the two large state

banks and twenty other commerc1al banks, all of wh1ch are fore1gn-owned

Peso-denom~nated f1nanc1al transact10ns are ma1nly the doma~n of the state

banks, wh1ch concentrate the bulk of their cred1t on mortgages and

agr1culture The private commerc1al banks concentrate mostly 1n dollar-
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denom~nated serv~ces and operate under a framework that has all of the

character~stics of offshore bank~ng Unl~ke Argent~na and Braz~l, there has

never been conf~scation of depos~ts ~n Uruguay, a fact that serves to expla~n

the conf~dence that local and fore~gn depos~tors have ~n the system The

private banks capture more than half of total domestic sav~ngs, but they take

substant~al volumes of depos~ts from abroad as well It ~s worth mention~ng,

~n th~s regard, that ~n the aftermath of the collapse of the Mex~can peso,

Uruguay was the only country ~n the reg~on that susta~ned capital inflows,

pr~marily from Argent~na and Braz~l.

True to the sp~r~t of offshore banking, the private banks can lend

anywhere and to anyone, on average at very short-term matur~ties Yet, unlike

current pract~ces of the state banks, pr~vate banks do not lend to local

borrowers in pesos from dollar-denominated deposits. This was not the case in

the years that preceded the cris~s of 1982, when many banks went under as a

result of large borrower defaults that followed currency devaluat~on.

Currently, fore~gn depos~ts are re-routed abroad.

The banks offer all types of conventional f~nancial products -­

trade f~nance, cred~t cards, loan guarantees, and so forth -- but the supply

of these services could potent~ally expand. Three factors ~pede the

realizat~on of th~s potent~al. The f~rst ~s h~gh inflat~on and overall

macroeconom~c ~nstab~lity. The second comes from the real~ty that banks are

not very dynam~c, apparently comfortable w~th the~r present prof~t marg~ns

This is related to the fact that the private banks clearly benef~t from the

~neff~c~encies of the state banks The two state-owned ent~t~es offer very

low rates on peso-denom~nated depos~ts, wh~le they charge h~gh rates on peso­

denom~nated loans Th~s underl~nes the presence of very large spreads. The

pr~vate banks benef~t because these spreads enable them to capture rents from

the relat~vely few peso-denom~nated operat~ons they control, which ult~mately

serves to bolster the sl~m marg~ns they obtain from the dollar-denom~nated

transact~ons.

The th~rd and f~nal factor l~es in the ser~ous ~nst~tut~onal

constra~nts that banks face For example, labor un~ons have a strong and

pervas~ve ~nfluence on the ent~re bank~ng ~ndustry According to Uruguayan

labor laws, banks are proh~b~ted from lay~ng off employees Another problem

relates to compl~cated procedures to recover debts ~n arrears The

government, true to the well-entrenched trad~tion of the welfare state ~n

vogue ~n the country s~nce the 1920s, does ~ts best to prevent f~rms from

go~ng under It normally demands that banks ref~nance loans to the benef~t of

troubled borrowers
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2 Bank Regulat~on and Qual~ty of Superv~s~on

As noted above, cap~tal adequacy standards have been sLgnLficantly

ra~sed in ArgentLna, where they are even more r~gorous than Basel standards

Although Paraguay's standards l~e at the other extreme, th~s problem should be

corrected soon. BankLng systems in ChLle, Brazil and Uruguay abLde by

reasonable cap~tal adequacy standards. As regards requirements for the

provLsLonLng of bad loans, they are reasonably good in Ch~le, Uruguay and

BrazLl, but Lmprovements are needed ~n Argentina and Paraguay.

WLth respect of the qual~ty of supervisory ent~t~es, according to

Westley (1995):

(i) Quant~ty of personnel LS reasonably adequate in Uruguay,
Ch~le and Paraguay, whLle Lt needs some upgradLng Ln BrazLl and Argent~na

(ii) With respect to the qualLty of personnel, it is
reasonably adequate Ln Uruguay and ChLle, Lt needs some upgradLng in

ArgentLna, and Lt needs a maJor overhaul Ln BrazLl and Paraguay.

(~L~) Wages are compet~tLve wLth prLvate sector salarLes Ln
uruguay, ChLle, Paraguay and BrazLl, but not Ln Argentina

(~v) In terms of organLzat~on, the supervLsory unLts are

reasonably efficLent in Uruguay, ArgentLna, BrazLl and ChLle, but need a major
overhaul Ln Paraguay.

(v) RegardLng freedom from PolLt~cal Lnterference, bank
superv~s~on LS reasonably autonomous Ln Uruguay, ArgentLna and BrazLl. It

suffers from mLld PolLtLcal Lnterference ~n Ch~le, but there 1S maJor

1nterference 1n Paraguay

C. CapLtal Markets:

In ChLle, capital markets have been expandLng rapLdly in recent
years Total stock market cap1tal1zat10n 1n 1992 was equ1valent to 82 5

percent of GOP, up from 34 percent Ln 1980. The most heav1ly traded
Lnstruments are fLxed-yield bonds, mortgage notes, letters of credLt and

promLssory notes of the Treasury, whLch combLned represent an annual trad1ng
of 63 percent of GOP 1n 1992. T1me depos1ts, commerc1al promLssory notes and

prom1ssory notes that can be redeemed at the Central Bank are also heavily
traded, for annual amounts equLvalent to 46 percent of GOP Ln 1992 Private
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equ~ty ~s not as dynam~c annual trad~ng reached 5 73 percent of GDP ~n 1992

Yet, the growth rate of equ~ty trad~ng has been ~mpressive, cons~der~ng that

~n 1984 trad~ng was equ~valent to Just 0 27 percent of GDP. 65

The dynamism of inst~tut~onal investors lies beh~nd this

~mpress~ve performance of cap~tal markets ~n Ch~le Insurance compan~es, for

example, have placed funds ~n real estate notes, for an annual equ~valent of

9 29 percent of GDP ~n 1992, up from 1.63 percent ~n 1980. Likewise, private

corporat~ons have ~ssued bonds for an annual equ~valent of 5.49 percent of GDP

in 1992, up from 0 18 percent ~n 1980 Most s~gn~f~cant, however, has been

the contr~but~on of the pr~vate pens~on funds (Adm~nistradoras de Fondos de

Pens~ones, or AFPs), wh~ch have grown tremendously. In fact, wh~le in 1981

the total f~nanc~al resources placed by these ent~t~es represented Just 0 93

percent of GDP, in 1992, th~s f~gure had ~ncreased to 34.5 percent. Roughly,

the AFPs d~v~de the ~nvestments ~nto f~xed-y~eld bonds (70 percent), pr~vate

equ~ty (24 percent) and time depos~ts in banks (6 percent).

A sound regulatory and legal framework also expla~ns the vitality

of Ch~lean capital markets. S~nce 1980, the set of regulations that governs

cap~tal markets has undergone constant rev~s~ons and mod~fications for

~mprovement. These have included, for example, stipulations that force board

members, maJor equ~ty holders and top execut~ves of publ~cly held compan~es to

d~sclose every equ~ty transact~on ~n wh~ch they are ~nvolved, as well as on

any event and/or operat~on that may s~gn~f~cantly affect the health of the

f~rm. In add~t~on, all f~nanc~al ~nstruments that are traded must be

class~f~ed accord~ng to r~sk. In the recent past, ser~ous problems ex~sted in

th~s area, because the f~rms that class~fied risks were owned at the same time

by the f~rms that ~ssued the t~tles Th~s const~tuted an unacceptable

conflict of ~nterest. A new reform of the cap~tal markets law has reportedly

corrected th~s anomaly

In Argent~na, the stock market ~s very small compared to other

countr~es w~th econom~es of equal s~ze. More than an veh~cle to raise

cap~tal, the stock market ~s ma~nly a venue for speculat~on. Its lack of

development and need for ~mprovement ~s ev~dent from a recent report from The

World Bank. 66

65For a deta~led descr~pt~on of the evolut~on of cap~tal markets ~n Ch~le,
see Arrau (1994). The statist~cs c~ted are drawn from th~s work. OUr d~scussion

has also benef~ted from the ~ns~ghts that ~t prov~des.

66World Bank (1994b).
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"Wh~le the stock markets are capable of generat~ng s~zable new
funds, the Argent~ne corporate populat~on ~s very small, and new
equ~ty ~ssuance even smaller The pr~nc~pal ~ssuer-related

problems are the owners' unw~ll~ngness to d~lute control, the
deeper problem of under-report~ng of assets and prof~ts by some of
the small and med~um bus~nesses, the lack of prof~tab~l~ty of many
~ndustr~es dur~ng the structural adJustment process, the unused
debt capac~ty of many corporat~ons, and the h~gh concentrat~on and
fragmentat~on among ~ssuers. The maJor ~nst~tut~onal and market­
related problems are the prevalence of ins~der trad~ng and
speculation, the consequent skept4c~sm about equ4ty as a source of
fund4ng and an 4nvestment veh4cle, the underdevelopment of
4nvestment banks, and lack of liqu~d4ty ~n all but a handful of
stocks. The pr~nc4pal regulatory problem remains the delay in
enactment of a modern ~ns4der trad4ng law•• n

The government 4ssues treasury b~lls and long term bonds wh4ch are

pr4IDarily purchased by banks. F~rms also ~ssue bonds and commercial paper,

but publ~cly offered secur~t~es offer tax advantages over pr4vate

placements. 67 A pr4vate pens~on funds system was introduced ~n 1994 but ~s

not develop~ng as rap~dly as Ch~le's.

Braz~l has two large stock markets, one in Sao Paulo and the other

~n Rio de Jane~ro. 90 percent of the Sao Paulo index corresponds to

transact~ons from mult~nat~onal corporat~ons and state-owned f~rms heav~ly

involved ~n o~l, m~n~ng, agr~bus~ness and manufacture. Trading of pr~vate

equ~ty, government secur~t~es and commerc~al paper ~s well developed

Corporate bonds, however, are not very developed Open market operat~ons of

government secur~t~es are heav~ly used, crowd4ng out the private sector as a

consequence. These are ma~nly short-term instruments, traded over-the­

counter; the process ~s superv~sed by the Central Bank and the Assoc~at~on of

Secur~t~es Dealers, a h~ghly soph~st~cated organizat~on

Pr~vate equ~ty and corporate bonds could develop faster were ~t

not for the fact that the government absorbs so much liquidity through

offer~ngs of state-owned or controlled corporat~ons In this regard, as much

as 70 percent of all secondary market trad~ng ~s concentrated ~n b~g state

corporat~ons Th~s leaves l~ttle l~qu~dity for small and med~um sized firms

H~gh corporate taxat~on, around 48 percent, also h~nders f4rms from go~ng

publ4c 68 Th~s rate prov~des f~rms w4th an ~ncent~ve to try to conceal

68Th~s ~s one of the unresolved problems that Mercosur faces Corporate
taxat~on ~s much lower ~n Argent~na, approx4IDately 30 percent. Consequently,
~nvestors may str~ve to establ~sh f~rms ~n Argent~na for exports of manufactur~ng

products to Brazil. Th~s could lead to trade imbalances, and hence, tens~ons

w~th~n the bloc.
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prof1ts

In the 1970s, the government underpriced 1ssues but th1s problem

has been largely corrected S1nce 1990. But 1t 1S st1ll not atyp1cal for

1nvestment banks to resort to th1s pract1ce currently. Wh1le the regulatory

framework reasonably protects investors against fraud and 1ns1der trad1ng,

enforcement 1S unfortunately problematic Requ1rements about disclosure of

health of banks and corporat10ns wh1ch trade stock and bonds are adequate but

appl1cable only to private f1rms 69 One problem is that this information does

not reach small and med1um s1zed 1nvestors.

Insurance, hedg~ng and futures markets are well developed in

Brazil. W1th respect to pens~on funds, a total of US$ 55 b1llion was raised

by corporate firms, state f~rms, banks and soc1al secur1ty ~n 1994. There

are, however, compl~cated restr~ct~ons for the ~nvestment of these funds.

In Paraguay, the stock market 1S v~rtually non-ex~stent A new

set of regulat~ons was passed ~n 1991, but ser10US 1nst~tutional and market­

related problems render them ~neffective. The most ~portant factor is that

f~rms are fam~ly-owned and reluctant to go publ~c because they enJoy prof~ts

from ~llegal operat~ons ~n the vast underground economy. In Uruguay, the

stock market 1S very small The ma~n instrument that is traded is government

secur~t~es, mostly denom~nated ~n dollars. Th~s country needs modernized

leg~slat~on and clear rules on property rights. In add~tion, the law

d~scr1m1nates aga1nst f1nanc1ng through equ~ty 1ssues as compared to bank

loans, because ~nterest payments are tax deductible.

D. Summary:

For several consecutive years, Chile has posted strong economic

performances and th1s has clearly benef~ted ~ts bank1ng 1ndustry and 1tS

cap1tal markets One of the cornerstones of th1s success has been a pragmat1c

monetary pol1cy that has prevented a real appreciat10n of the peso. The

country also boasts the h~ghest sav1ngs ratio of the Hem1sphere These two

factors account for the relat1ve ease w~th wh1ch the country managed the

cris1s unleashed by the collapse of the MeX1can peso Overall, the banking

sector seems to be prof~table and has high qual1ty assets. In recent years,

69state-owned f1rms, as a rule, do not release 1nformation to the publ1c,
unless they are try1ng to ra1se funds from fore1gn sources.
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the expans~on of ~ts cap~tal markets has been ~mpress~ve In this regard, the

~ntroductLon of prLvate pens~on funds has played a b~g role through

~nvestments ~n bonds and corporate equ~ty.

ArgentLna, unfortunately, faces econom~c recess~on ahead, and thLs

~s bound to affect ~ts bank~ng sector negat~vely. The author~t~es are wedded

to the rules of the ConvertLb~lLty Plan whLch has clearly benefLted the

economy, but whLch may not survive if a severe bank l~quLdLty or solvency

crLSLS forces the Central Bank to baLlout the bankLng system. Even before the

crLSLS, the banking sector was hLghly ineff~cLent, characterized by large

~ntermed~atLon marg~ns, h~gh concentration and poor quality of portfolLos

The system should contract Ln the near future w~th the prLvat~zat~on or

l~quidation of prov~nc~al banks and wLth mergers or l~qu~dat~on of a large

number of small pr~vate commerc~al banks. The capLtal market remains

undeveloped, a med~um for speculat~on rather than for ra~sLng cap~tal

BrazLl wLll cont~nue to wrestle with the obstacles that have

Lmpeded a thorough publLc sector reform and that explaLn the hLgh LnflatLon

rates posted for so long. At tLme of thLs wrLtLng, the outcome remaLns

uncertaLn The fact that very lLttle progress has been made w~th respect to

the restructur~ng and/or prLvat~zat~on/lLqu~dationof state banks does not

bode well for the future On the other hand, the prLvately-owned commercial

banks resemble those of Ch~le more than of Argent~na they are dynamLc and

modern, yet poorly supervLsed The country also boasts the largest stock

market of the HemLsphere outsLde the UnLted states, but trad~ng LS heavily

concentrated Ln government securLtLes. ThLs deprLves many small and medLum

sLzed fLrms of l~quLd~ty In addit~on, h~gh corporate taxatLon fuels tax

evas~on Ln thLs country. Th~s LS a factor that makes fLrrns wary of going

publLc, for otherw~se they would be forced to release accurate financ~al

LnformatLon.

Econom~c condLtLons Ln ArgentLna and BrazLl largely deterrnLne the

dynam~sm of the economy and of the bankLng sector ~n Paraguay and Uruguay

Banks Ln Paraguay are owned by powerful econom~c groups of the country whereas

~n Uruguay, foreLgn-owned banks, whLch operate under a framework of offshore

bankLng, predom~nate Lack of effectLve supervLsLon LS a b~g problem Ln

Paraguay, whereas the maLn constra~nt Ln Uruguay lLes Ln the dLstort~ons that

are transm~tted by LneffLcLent state banks. As regards stock markets in these

countrLes, they are very small and for all practLcal purposes undeveloped
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IV. The CarJ.bbean

ThLs sectLon dLscusses the followLng countries DomLnLcan

RepublLc, Haiti, The Bahamas, Barbados, Guyana, Jamaica and TrLnLdad & Tobago

The ECCB members were not Lncluded Ln thLs analysis. 70

A Policy Issues

10 general, fLnancLal markets LO thLs regLon are poorly developed

CapLtal markets, Ln partLcular, are quLte small, mostly concentrated in
tradLog government securLtLes and development bank bonds stock exchanges
eXLst Ln Barbados, JamaLca, TrLnLdad & Tobago and DomLnLcan Republic, but they

do not report much public offerLng eLther of prLvate commercLal debt or of

prLvate equLty Therefore, most fLnancLng of prLvate fLrms LS provLded by

commercLal bank lendLng and from retaLned earnLngs

The maLn problem of fLnancial markets Ln thLs regLon does not lie
as much Ln the mobLlLzatLon of domestic and foreLgn savLngs as Ln fLrms'

access to capLtal at reasonable cost. Furthermore, the region has yet to

Lmplement maJor polLcy reforms.

In "CarLbbean CountrLes PolLcLes for PrLvate Sector Development,"

The World Bank LdentLfLes common problems that act to retard the development
of fLnancLal markets Ln the entLre regLon 71

(L) HLstorLcally, the regLon suffers from severe macroeconomLC
imbalances. For example, by the end of 1992, budget defLcLts as
percentage of GOP were 5 0 percent Ln HaLtL, 3.9 percent in the

Bahamas, 2.3 percent Ln Barbados, 6 3 percent Ln Guyana and 3 6

percent Ln TrinLdad & Tobago. JamaLca was the exceptLon Ln that

year, wLth a surplus equLvalent to 4 4 percent of GOP. Budget

defLcLts are Ln part due to unproductLve publLc expendLtures, but

also to wLdespread tax evaSLon

(LL) Another Lmportant manLfestatLon of macroeconomLC Lmbalances
has been the tendency for overvaluatLon of exchange rates In
1992, for example, real exchange rates, as compared wLth 1985, had

70ECCB LS composed of the followLng countries: Anguilla, Antigua and
Barbuda, OomLnLca, Grenada, Montserrat, st KLttS and Nevis, st Lucia and St.
VLncent and GrenadLnes.

71see World Bank (undated).
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apprec~ated by 10 percent ~n the Dom~n~can Republic, by 3 percent

~n The Bahamas, and by 2.5 percent 1n Barbados In Guyana,

Jama1ca and Tr1n1dad & Tobago, th1S overvaluat10n was qu1te

severe, 63 5 percent, 29 percent and 40 5 percent, respectively

(111) The overvaluat1on of exchange rates creates 1ncent1ves for

cap1tal f11ght. The government tr1es to ame110rate th1S w1th very

h1gh domest1c 1nterest rates, wh1ch far exceed 1nternat1onal

rates Th1s, 1n turn, makes f1nanc1ng very costly.

(1V) Pub11c expend1tures are 1n part f1nanced by h1gh reserve

requ1rements on bank depos1ts By the end of 1994, these were set

at 20 percent 1n Dom~n1can Repub11c, both on demand and tLme

depos1ts; 25 percent 1n Jama1ca and 20 percent 1n Tr1n1dad &
Tobago, also on both demand and t1ffie depos1ts; in The Bahamas,

they were set at 20 percent on demand deposits and 15 percent on

t1ffie depos1ts; Barbados exh1b1ted the h1ghest level, 29 percent on
both demand and t1ffie depos1ts, whereas Guyana presented the lowest
levels, 11 percent on demand depos1ts and 9 percent on t1me
depos1ts 72

(v) H1gh reserve requ1rements contr1bute to h1gh bank spreads
Wh1Ch, 1n turn, expla1n the h1gh cost of cred1t. Spreads are
est1mated to be 10 to 12.5 percent 1n Jama1ca, 6 to 8 percent 1n

Tr1n1dad & Tobago and 6 percent 1n Barbados 73 In fa1rness,
reserve requ1rements are not the only factor Wh1Ch expla1ns h1gh
spreads. Large bank overhead seems to play an even b1gger role,

S1nce spreads have not been reduced even when reserve requirements
have been lowered 74

(V1) F1nanc1al 1ntermed1at1on by banks 1S also character1zed by
exceSS1ve rel1ance on overdrafts and emphas1s on collateralized

loans. Overdrafts const1tute f1fty percent of bus1ness loans, a

part~cularly dangerous s1tuat1on because ~t 1ncreases system1c

r1sks, espec~ally when used to f~nance long-term, non-amort1zable

loans. Emphas1z1ng collateral requ1rements, on the other hand,

72westley (1995).

73world Bank (undated) The report argues that these spreads are h1gh 1n
compar1son w1th North Amer1can standards.
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s~gnals banks' strong preference for well-to-do customers, and, as

a result, effect~vely excludes vast numbers of potential customers

from formal f~nanc~al serv~ces Th~s underlines acute market

segmentat~on and the lack of a cr~t~cal mass that would otherw~se

fac~l~tate a s~gn~f~cant reduct~on of ~ntermed~at~on costs.

(v~~) The development of the banking sector ~s also hampered by

lack of conf~dence that results from the recently severe bank

fa~lures ~n Barbados, Tr~n~dad & Tobago and Dom~n~can Republ~c,

all of wh~ch harmed depos~tors

(v~~~) Several important factors have slowed down the development

of the equ~ty market, ~nclud~ng, on the supply s~de, the

predom~nance of fam~ly-owned f~rms w~th propr~etors that are

reluctant to g~ve up control; the relat~ve abundance of bank

cred~t; and a tax reg~me that penalizes equity Demand has been

suppressed by low personal incomes; ~nvestor ~gnorance and fears

of market man~pulat~on by ~ns~der trad~ng; and strong preference

for bank depos~ts

(~x) Inadequate legal and regulatory frameworks have constrained

cap~tal market development in the reg~on. Some of the~r important

features are. (1) excess~ve fore~gn exchange regulat~ons, such as

government approval on equ~ty flows, borrow~ng and repayments, and

restr~ct~ons on domest~c borrow~ng by non-nat~onals; (2) differ~ng

tax codes and the absence of comprehens~ve tax treat~es, as well

as heavy (and enforced) w~thhold~ng taxes; (3) ~nadequate company

by-laws for example, d~sclosure requ~rements are ~nappropr~ate,

m~nor~ty shareholders are not protected at all, and new stock can

only be ~ssued at par; (4) no regulat~ons concern~ng the use of

~nternat~onally accepted accounting and report~ng standards, and

(5) ~nadequate clear~ng and settlement standards. 75

B. Part~cular Features of F~nanc~al Markets:

Guyana has seven commerc~al banks, two of wh~ch are fore~gn-owned.

There are no barr~ers to entry, w~th rules that apply equally to domest~c and

fore~gn ent~t~es.
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has the largest fore~gn debt among the countr~es

1991, GNP was US$ 233 m~ll~on, but the stock of
In per cap~ta terms, GNP was US$ 290, whereas

In general, the development of the bank~ng sector is constra~ned

by the small s~ze of the economy and by w~despread poverty. Therefore, loans

concentrate on trade f~nance and some consumer loans, but cred~t cards are not

developed poverty also expla~ns the low level of domestic sav~ngs The

matur~ty of these scarce depos~ts averages three months and loans are very

short term as well Interest rates on both loans and depos~ts are posit~ve in

real terms and market-determ~ned s~nce 1990

The legal system constra~ns the bank~ng sector, as ~t ~s not

rel~able to execute foreclosures ~n case of non-repayment of loans. The IDB

~s reportedly interested in strengthening this area, as well as in f~nding

ways to ~nduce banks to lend to small farmers However, the IDB has postponed

a program a~med at establ~sh~ng a depos~t insurance scheme.

Cap~tal markets have no chance of develop~ng ~n Guyana as long as

the economy does not grow Only ten compan~es have shares traded, and they

trade through advert~sements ~n newspapers. Clearly, the pr~or~ty ~n th~s

country ~s to ~mprove econom~c pol~cy. At present, the economy ~s paced by an

uncontrolled process of dollar~zat~on that could br~ng unwelcome consequences

~n the near future. However, no solut~on w~ll succeed unt~l the fore~gn debt

~s s~gn~f~cantly reduced. 76

The use of targeted credit has been a d~saster, only benefit~ng

the well-to-do. However, ~t ~s encourag~ng that the volumes have been

decl~n~ng lately Furthermore, pr~vat~zat~on of state-owned banks ~s

proceed~ng qu~ckly Whether this process w~ll end up allev~at~ng poverty

rema~ns to be seen

The Bahamas, w~th ~ts reputat~ons as a tax haven and an ~mportant

offshore f~nanc~al center, holds no barr~ers to bank entry. As of December

1992, there were 404 offshore banks and trust compan~es, of wh~ch one quarter

were branches or subs~d~ar~es of banks and compan~es based outs~de The Bahamas

and another quarter were Eurocurrency branches of fore~gn banks and trusts. 77

Both the locally-based and ~nternat~onal banks serve the domest~c market

There ~s one state-owned development bank that may be privatized ~n the near

future.

76Relat~ve to GNP, Guyana
~n th~s reg~on By the end of
debt reached US$ 2 b~ll~on.

fore~gn debt was US$ 2,400.

77The Econom~st Intell~gence Un~t, 1994-95
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Matur~ty of loans ~s somewhat longer than ~n the other countr~es

of the reg~on A good part of cred~t f~nances tour~sm. The ~nterest rate on

lend~ng ~s the lowest ~n the reg~on and fully market-determ~ned. Most

depos~ts are short-term. Only fore~gners can hold dollar accounts.

Baham~ans place much of the~r sav~ngs outs~de the country, probably because of

fears of currency devaluat~on 78

Ha~t~ counts n~ne commerc~al banks The two state-owned banks

concentrate close to 40 percent of all system assets and are up for

pr~vatizat~on Three banks are fore~gn-owned -- Bank of Boston, Cit~bank and

Bank of Nova Scot~a A state-owned agr~cultural development bank has folded

The d~st~ngu~sh~ng feature of this country's bank~ng system is its

concentrat~on 79 The n~ne banks v~e for the demand of Just 2,000 borrowers, a

close-kn~t, wealthy group whose compos~t~on has not changed much over the

years. The owners of banks and related part~es are ~ncluded ~n th~s group.

In fact, substant~al volumes of cred~t are dest~ned to owners. Th~s borrower

concentrat~on largely expla~ns why ~nterest rates show l~ttle sens~t~v~ty to

any l~beral~zat~on of ~nterest rates To w~t, lend~ng rates rema~ned

unchanged, at 14 percent, well ~nto the early 1990s

The embargo had l~ttle effect on th~s structure. Indeed, banks

reported a nom~nal r~se ~n the~r portfol~os by 74 percent ~n the per~od 1991­

1994 Most of cred~t ~n th~s per~od was probably dest~ned to f~nance fore~gn

exchange transact~ons and speculat~on by the well-to-do customers

The Ha~t~an economy as a whole must undergo a vast transformation

~n order to make f~nanc~al markets modern and more compet~t~ve. The current

bank law must be amended to ~nclude prudent~al norms and superv~s~on Any

dec~s~on on cap~tal adequacy must carefully we~gh the obJect~ve of expand~ng

the system as rap~dly as poss~ble w~th the need to prevent entry of groups

with no bank~ng exper~ence Th~s w~ll be diff~cult as long as the Central

Bank has no autonomy. Another maJor problem ~s that the Jud~c~ary ~s wholly

~neff~c~ent and corrupt, ~ndeed some observers suggest that a large proport~on

of Judges do not even hold law degrees In add~t~on, there is an urgent need

to modern~ze the publ~c reg~stry system, ~mprove land t~tl~ng, and des~gn

78The Baham~an dollar ~s the legal tender and has been f~xed at par w~th
the US dollar for a long t~me Many analysts bel~eve that the country would be
better off ~f the local currency were el~m~nated altogether.

79These ~ns~ghts are based largely on d~scuss~ons w~th Mark Flamming, of
the Inter American Development bank.
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clear and pred~ctable rules on foreclosures

Twenty pr~vate commerc~al banks operate ~n Dom~nkcan Republkc, of

whkch three are owned by US, Canad~an and Span~sh concerns There are no

plans for the pr~vat~zat~on of the two state-owned banks ~n the near future.

The structure ~s heav~ly concentrated. the top three banks control 62 percent

of all bank~ng system assets 80 Yet, barrkers to entry have been com~ng down,

and ~n Apr~l 1992, the system was reformed to allow for mult~purpose bankkng

In the same year, the Central Bank removed ~nterest rate controls which remakn

market-determ~ned to th~s day The maJor~ty of loan and depos~t matur~t~es

are short-term.

Banks offer a var~ety of f~nanc~al ~nstruments, letters of cred~t,

loan guarantees, cred~t cards and even small mortgage loans. Concekvably, the

system could expand further if the legal system becomes more expedient and

rel~able in order to execute foreclosures, and if banks show more interest ~n

explor~ng the vast market of small customers. Of course, caut~on is

necessary In the late 1980s, the system was rocked by maJor bank and non­

regulated f~nanc~al ent~ty fa~lures followkng an uncontrolled and unsuperv~sed

expans~on of lendkng act~v~ty The Central Bank was ordered to ba~lout the

banks, but the strategy left the management of the fa~led ent~t~es largely

~ntact. Desp~te th~s h~story, there are stkll no clear procedures to follow

~n case of bank ~nsolvency. Furthermore, no system of expl~cit deposit

~nsurance has been put in place

A small stock market has been ~n operatkon s~nce 1992 Private

equ~ty trad~ng ~s very l~ght most compan~es are fam~ly-owned, w~th neither

the expert~se nor the w~ll~ngness to go publ~c In add~t~on, a regulatory

framework ~s not ~n place yet; not surpr~s~ngly, many experts bel~eve that the

handful of transact~ons are not transparent

Trknkdad & Tobago has e~ght commerc~al banks, of wh~ch three are

subs~d~ar~es of fore~gn banks The market structure ~s heav~ly concentrated,

w~th two large banks hold~ng over f~fty percent of the system's assets After

Barbados, the bank~ng system ~n Tr~n~dad & Tobago features the hkghest rat~o

of bank depos~ts to GNP 81

80World Bank (undated).

81By the end of 1991, it was 46 7 percent, compared w~th 51 5 percent in
Barbados. Jama~ca came in th~rd ~n the reg~on, w~th a rat~o of 25 3 percent
Source World Bank (undated)
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In the m~d-1980s, the government forced the commercial banks to

prov~de cred~t to a~l~ng state-owned compan~es. The process of pr~vat~zation

has rendered th~s pract~ce less common Therefore, banks have more freedom to

develop f~nanc~al products such as trade finance, loan guarantees, cred~t

cards and even home mortgages. Tr~n~dad & Tobago is one of the few countries

in the Hemisphere where banks do offer long-term and medium-term loans.

Average matur~t~es are 7-10 years for the former and 2-5 years for the latter

The state-owned financial ent~ty, the Development Finance Limited,

was recently restructured and successfully pr~vatized.82 From 90 percent of

total equ~ty shares, the government now holds 28 percent. Local and foreign

investors are now the main shareholders and the qual~ty of ~ts portfolio has

been greatly ~proved. In f~nanc~al terms, th~s has been an unequivocally

spectacular turnaround, and net prof~ts have been increasing. The ent~ty

disburses loans and also makes investments in equity, not just in Trinidad &
Tobago, but also ~n other countries of the reg~on. Nonetheless, th~s entity

has not evolved ~nto a typ~cal development bank, one wh~ch would cater ~ts

serv~ces to marg~nal~zed customers. Its portfol~o cons~sts of only 100

borrowers and lend~ng ~n fore~gn currency has been on the r~se 83 There

rema~ns one state bank, the Agriculture Development Bank, wh~ch controls 10

percent of the total bank system loan market

Bank~ng is constra~ned by the fact that the legal system tends to

favor borrowers. Regarding solvency, banks were shaken when the oil boom

ended ~n the early 1980s and one, the Internat~onal Trust, went under At

present, procedures ~n case of bank ~nsolvency are sound It must also be

stated that there ~s a government-run, well managed and techn~cally

~ndependent depos~t ~nsurance corporat~on, establ~shed ~n 1989

The market for government secur~t~es ~s very active, and used as

~nstrument of open market operat~ons. Wh~le these secur~ties do offer

compet~t~ve y~elds, banks are forced to buy them (though they can use them as

part of requ~red reserves) The equ~ty market ~s very small, and heav~ly

concentrated ~n shares of s~x commerc~al banks and the three largest

conglomerates of the country The stock exchange ~s governed by the

Secur~t~es Industry Act, whose ma~n def~c~enc~es, accord~ng to a World Bank

report include: 84

82Ib~d.

83Ib~d.

84Ib~d.
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-overly strLngent lLstLng requLrements

-LnsuffLcLent LnformatLon dLsclosure

-lack of delLstLng crLterLa

-Lnadequate specLfLcatLon of bond Lssues

-low capLtal requLrements for brokerage fLrms

other Lmportant constraLnts to the development of the stock market include

lack of approprLate supervisLon and oversight, and unwLllLngness of owners to

dilute ownershLp. On a PosLtLve sLgn, pensLon funds are growLng fast and

could potentLally trLgger an expansLon of the stock market.

FLnally, wLth respect to polLcy Lssues, deposLt and loan rates

have been market-determLned SLnce the late 1980s, but the lendLng rates of the

AgrLcultural Development Bank have not been liberalLzed yet. Targeted lines

of credLt have been reduced lately, and there are plans to reorLent them away

from agrLculture Ln favor of rural proJects

In 1993, Barbados had 19 offshore banks, mostly branches of
CanadLan and BrLtLsh banks. There LS one maJor domestLc bank and two minor
ones. In this concentrated market structure, four foreign banks account for
70 percent of all bank system assets Banks that were establLshed before 1985
are not bound to meet the capLtal adequacy standards, but all newly formed
banks must abLde by mLnLmum capLtal requLrements.

LLke TrLnLdad & Tobago, banks Ln Barbados also offer long and

medLum-term loans Unlike this country, however, Barbados has failed to

prLvatLze LtS development entLty, the Barbados Development Bank (BOB), and the

Barbados NatLonal Bank (BNB), a publLc commercLal bank whLch holds thLrty

percent of total bank system loans. The maLn purpose of the BNB LS to offer
long-term credLt to resLdents at below-market Lnterest rates Not
surprLsLngly, Lt suffers from large losses, hLgh admLnLstratLve costs and a
large non-performLng portfolLo By the end of 1992 Lt had a negatLve net

worth 85 The IDB has offered technLcal assLstance to shut Lt down and replace

Lt wLth a leaner entLty. A merger wLth the BNB LS also a possLbLILty

BankLng Ln Barbados endures a legal system that favors borrowers.

Bank faLlures have also occurred Ln recent tLmes, but procedures Ln case of

bank Lnsolvency are adequate now The state LmplLcLtly guarantees deposLts of
domestLc banks, whereas foreLgn banks are presumably covered by theLr parent
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organ1zat1ons. 86

The stock market auct10ns short-term, h1gh-y1eld government

secur1t1es weekly. Long-term government secur1t1es have not been developed.

The stock market 1S sU1table for "15 quoted compan1es and relatively small

turnover". 87 But unlike Trin1dad & Tobago, Barbados has an adequate

regulatory framework In th1s regard, listed compan1es must undergo "strictW

report1ng and d1sclosure requ1rements as well as 1ndependent aUd1ts. 88

Nevertheless, the exchange rate, w1dely believed to be overvalued, penalizes
the expans10n of trad1ng.

F1nally, 1n terms of pol1cy, interest rates are free on loans and

depos1ts w1th the except10n of the loan rates of BDB and BNB Targeted cred1t

has been dropped formally, after negat1ve exper1ences w1th the hotel 1ndustry

L1ke Trinidad & Tobago, there is a capital ga1ns tax.

By the end of 1991, Jamaica had 33 commerc1al, merchant and
cooperat1ve banks, three of wh1ch were fore1gn-owned 89 There are two state­
owned commerc1al banks, the Industr1al Bank and the Agriculture Bank. There

are no plans e1ther for pr1vat1zat10n or l1qu1dat10n 90 In add1tion there 1S

a development ent1ty, the Trafalgar Development Bank (TDB), allegedly a true

success story that was set up w1th ass1stance from USAID. 9l

One of the most 1mportant constra1nts 1n bank1ng 1S the h1gh level

of reserve requ1rements Unfortunately, g1ven the h1gh 1nflat1on rate posted

1n 1994 (33 percent), 1t 1S unl1kely that they w1ll lowered anyt1IDe soon.

86Unless th1s coverage is exp11citly specif1ed, there is a chance that the
state may p1ck up the tab should fore1gn banks falter. Th1S is precisely what
happened 1n Uruguay 1n the 1980s w1th the fa11ure of fore1gn banks. They were
recap1ta11zed by the1r parent organ1zat10ns, but the 1nJect1on of funds was
charged as a loan to the Uruguayan government

87World Bank (undated).

88Ib1d•

89 Ib1d

90westley (1995).

91World Bank (undated).
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C Bank Regulat~on and Superv~s~on.

Accord~ng to Westley (1995), w1th regard to bank regulat10n

(i) Reasonable cap1tal adequacy standards eX1sts 1n Dom1nican

Repub11c, Jama1ca, Tr1n1dad & Tobago, Guyana and The Bahamas.

Barbados seems to be mov1ng 1n th1S d1rection, whereas Haiti still

has a long way to go.

(1i) Reasonable provis10n1ng for bad loans exists in Dom1n~can

Republ~c, Jama1ca, Tr1n1dad & Tobago, Guyana and The Bahamas.

Improvements are expected in Barbados Ha1ti's reform lies in the

d~stant future

(~~1) Mult1purpose bank~ng eX1sts ~n Dom1n1can Republ1c, Jama1ca,

Tr~nidad & Tobago, Guyana, The Bahamas and Barbados

W1th respect to the ent~t~es

1n Ha1t~ must start from the beg1nn~ng

countries are the follow1ng

1n charge of bank superv1s~on, reform

Westley's f~nd~ngs for the other

(1) Quant1ty of personnel 1S reasonably good 1n Tr1n1dad & Tobago

and The Bahamas It needs some upgrad1ng in Dominican Republic,

Jama1ca, Guyana and Barbados.

(11) In Tr1n1dad & Tobago and the Bahamas, qual1ty of personnel 1S

reasonably good It needs some upgrad1ng 1n Dom1n1can Republ1c,

Jama1ca and Barbados A maJor overhaul is needed 1n Guyana

(111) Salary levels are compet1t1ve in Jama1ca and The Bahamas.

Some upgrad1ng 1S needed 1n Dom1n1can Republ1c, Tr1n1dad & Tobago

and Barbados, but maJor improvement 1S requ1red 1n Guyana

(1V) Organ1zat10n 1S reasonably good 1n Dom1n1can Republ1c,

Jama1ca, Tr1n1dad & Tobago, Guyana, The Bahamas and Barbados

(v) W1th respect to freedom from polit~cal 1nterference, the

ent1t1es are autonomous 1n Jama~ca, Tr1n1dad & Tobago, The Bahamas

and Barbados In Dom1n1can Republ1c and Guyana, the entit1es

suffer from maJor pol1t~cal ~nterference.
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D Summary:

The expans10n of financ1al markets in this region 18 constrained
by severe macroeconom1C Lmbalances W1despread poverty 1n Dom1n1can Repub11c,

Guyana, Ha1t1 and Jama1ca, as well the fresh memor1es from severe bank

fa1lures 1n Barbados and Tr1nidad & Tobago const1tute important constra1nts.

F1rms 1n these countr1es obta1n cap1tal ma1nly from bank loans In general,
though, loan terms are very costly for borrowers, due to h1gh reserve

requ1rements but also to large bank overhead. Overall, there is acute market
segmentat10n, w1th the private commercial banks be1ng unwilling or unable to
handle small S1ze loans.

There are four stock exchanges 1n the reg10n, 1n Barbados,
Jama1ca, Tr1n1dad & Tobago and Dom1nican Repub11c. The exchanges of Trinidad
& Tobago and Barbados are the most important, pr1mar11y active in the trading
of government secur1t1es None of the four stock exchanges report much

offer1ng of corporate equ1ty and th1s w1l1 rema1n so unt11 f1rm owners are
w1ll1ng to d11ute control, 1ncomes are ra1sed, and investor conf1dence is
rega1ned.
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CHAPTER THREE

Recommendatl.ons

Properly l.mplemented fl.nancl.al market reform wl.ll contrl.bute to

economl.C growth and development Wl.thl.n the context of the Heml.sphere, this

remal.ns a dl.stant goal, not necessarl.ly due to lack of effort, but because of
the presence of economl.C and l.nstl.tutl.onal constral.nts that act to thwart the

l.ntended goals of reform.

Sustal.ned expansl.on of fl.nancl.al markets cannot take place under

condl.tl.ons of overall macroeconoml.C fragl.ll.ty. Obvl.ously, thl.s fragl.ll.ty l.S

lessened wl.th a fl.rm, coherent monetary and fl.scal poll.cy. For decades,

however, the governments l.n the Heml.sphere dl.d not act responsl.bly l.n thl.s

regard, whl.ch, consequently, severely underml.ned publl.c confl.dence l.n economic

poll.cy makl.ng The macroeconoml.C poll.cy reversal of recent years is

defl.nl.tely a step l.n the rl.ght dl.rection. However, poll.cy makers, perhaps
wl.th the exceptl.on of those l.n Chl.le, have not found answers to the
vulnerabl.ll.tl.es to external shocks, nor to the dramatl.c inequall.ty that
permeates the economl.C and Bocl.al landscapes of the Heml.sphere. It l.S

particularly worrl.some that many analysts bell.eve that l.nequality in several

countrl.es -- l.n the form of falll.ng real l.ncomes and/or l.ncreased unemployment
and underemployment among the socl.ally dl.sadvantaged -- has been worsenl.ng in

recent years.

As long as the problem of inequall.ty l.S not confronted dl.rectly,

no fl.nancl.al poll.cy reform wl.ll succeed Fundamentally, the cause is twofold
bUl.lt-l.n pressures for redistrl.bution can easl.ly foment inflatl.on, and,

l.nequality denies fl.nancial markets the chance of reaching a crl.tical mass
that l.S necessary to substantl.ally reduce l.ntermediatl.on costs Thl.s
unfortunate scenario naturally relates to two predominant economl.C features in

so many countrl.es of the Heml.sphere market segmentatl.on and the vast

margl.nall.zatl.on of economl.C agents. The eXl.stl.ng dl.strl.butl.on of productl.ve

assets plays an essentl.al role l.n affectl.ng the extent to whl.ch poor people in

Latl.n Amerl.ca and the Carl.bbean can take advantage of market opportunl.tl.es

Hence the need to address thl.S dl.strl.butl.on problem l.S all the more

pressl.ng. 92

The resolutl.on of these fundamental economl.C problems will take

92For a thorough dl.scussl.on of thl.s l.ssue, see USAID (1994).
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t~me. All countr~es, part~cularly w~th the benef~t of donors' techn~cal

ass~stance, could rap~dly enact the adopt~on of measures to ~ntroduce the

~nst~tut~onal ~ngred~ents of successful f~nance. As outl~ned ~n th~s Report,

such measures ~nclude adequate legal systems, requ~rements for the disclosure

of ~nformat~on, Basel-like prudent~al norms, and efficient superv~s~on of

f~nanc~al ent~t~es As th~s Report has demonstrated, many countr~es have

already made substant~al advances ~n these f~elds The problem, however, lies

~n enforcement. Generally, ~n almost all countr~es of the Hem~sphere,

enforcement ~s found want~ng, e~ther because the superv~sory agencies are

poorly organ~zed or staffed, or because they do not enJoy technical and

pol~tical autonomy. This area needs much improvement, but this is beyond the

scope of outs~de help, for ~t perta~ns solely to the doma~n of governments -­

to the~r w~ll~ngness and comm~tment to embrace a process that w~ll ult~mately

lead to ~nst~tutional strengthen~ng Th~s process w~ll require patience

In the meant~me, ~t ~s possible to p~npo~nt specif~c areas where

useful ass~stance can be prov~ded by USAID's Bureau for Lat~n America and the

Car~bbean. Such ass~stance stands a better chance for effect~veness if ~t is

properly coord~nated w~th that of other donors currently work~ng ~n many

countr~es of the Hem~sphere Donor coord~nat~on must be planned to m~n~~ze

the cumbersome bureaucrat~c deta~ls that could compl~cate the des~gn and

execut~on of techn~cal ass~stance programs. If there ~s no cooperat~on donors

could eas~ly have overlapp~ng programs w~th somet~mes contrad~ctory agendas.

Certa~nly a well-orchestrated all~ance could effect~vely pool the f~nanc~al

resources and techn~cal knowhow of The World Bank, the Inter Amer~can

Development Bank (IDB) and USAID

In pr~nc~ple, the reform of f~nanc~al systems, unfortunately,

requ~res the comm~tment of vast f~nanc~al resources. For example, lower~ng

reserve requ~rements may enta~l sudden f~scal ~mbalances. Countr~es,

therefore, need help to support f~scal budgets. The pr~vat~zat~on process of

state banks ~s also very costly because ~t normally enta~ls numerous stud~es,

the restructur~ng of banks pr~or to the~r d~vest~ture, and follow up.

Fortunately, both The World Bank and the IDB have the wherew~thal to f~nance

these programs of techn~cal ass~stance. Currently, the IDB ~s part~cularly

act~ve w~th a number of programs ~n several countr~es Some of these actions

~nclude the follow~ng

(~) Peru ~s one of the countr~es that enJoys substantial technical

ass~stance from th~s donor There ~s a mult~sectoral credit

operat~on ~n execut~on wh~ch cons~sts of a US$ 100 m~llion loan to

COFIDE, a second t~er bank There ~s also a m~croenterprise
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global cred~t proJect that w~ll be d~sbursed through COFIDE and

accessed by commerc~al banks, caJas rurales (small rural banks)

and probably non-governmental organ~zat~ons (NGOs) ~f they can

become quas~-f~nanc~al entit~es. The prov~s~on of technical

ass~stance to the caJas rurales ~s currently be~ng contemplated

F~nally, there ~s a grant to support the Secur~t~es Exchange

Comm~ss~on (SEC) equ~valent in Peru, ~n ~ts quest to meet G-30

standards for trad~ng and settlements.

(~~) For Venezuela, there are plans for a maJor techn~cal

ass~stance program that appl~es to all maJor overs~ght agencies ~n

the f~nanc~al sector, includ~ng the superintendency of banks,

~nsurance, FOGADE (the depos~t insurance entity), the Comisi6n

Nac~onal de Valores (stock exchange), and the Central Bank The

program ~ncludes stud~es, tra~n~ng, Buperv~s~on and supply of

computer equ~pment The program proposal is for a US$ 12-15

m~ll~on loan wh~ch will probably be approved ~n September.

(~~~) In Tr~nidad & Tobago, the lOB supports the restructur~ng of

the Agr~cultural Bank, the passage of a new secur~t~es industry

leg~slat~on and the creat~on of an SEC-type organ~zation. In

add~tion, it ~s ~nvo1ved in ass~st~ng cred~t un~ons.

(~v) In Barbados, th~s donor ~s involved ~n upgrad~ng the

government's secur~t~es market and second tier mortgage banks It

has been unsuccessful, so far, ~n persuad~ng the government to

shut down the Barbados Development Bank

(v) In El Salvador, there ~s a US$ 1.8 m~ll~on grant to support

bank superv~s~on There are also plans to offer a mult~-sectoral

cred~t of US$ 100 m~ll~on to follow through on pens~on fund reform

and strengthen~ng of cap~tal markets, US$ 390 thousand for

~nstitut~onal strengthen~ng of second t~er banks, and techn~cal

ass~stance to ent~t~es that prov~de f~nanc~al serv~ces to

m~croenterpr~ses.

(vi) In The Bahamas, a mult~lateral sector loan ~s currently ~n

execut~on One of the areas that ~s ~n need of techn~cal

ass~stance ~s the ~nsurance market, whose regulatory framework ~s

totally outdated.

(v~~) In Guyana, a f~nanc~al sector reform loan w~ll be presented
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to the Board ~n late August 1995. It ~ncludes reform~ng bank

laws, pr~vat~zat~on of state banks, strengthen~ng the regulat~on

of the secur~t~es market and develop~ng rural financ~al markets to

help small farmers

(v~~~) In Jama~ca, th~s donor ~s ass~st~ng cred~t un~ons.

(ix) In Costa R~ca, the lOB ~s runn~ng a microenterprise lending

program and a very large ~nvestment sector loan (US$ 100 million)

to support open market operat~ons and f~nanc~al deregulat~on

(x) In Honduras, a mult~-sectoral loan was approved in 1992, but

d~sbursement ~s on hold, pend~ng the passage of a law to modernize

the f~nanc~al sector.

(x~) In N~caragua, the lOB has a strong presence. It f~nanced the

restructur~ng of the BND and ~t has developed programs to promote

lend~ng to small customers

(x~~) In both, Guatemala and Dom~n~can Republ~c, there are

f~nanc~al sector reform loans that focus pr~r~ly on develop~ng

mechan~sms of long-term f~nance and on inst~tut~on bu~ld~ng.

The World Bank is also playing an important role For example,

(~) In Argent~na, ~t prov~des techn~cal and f~nanc~al support for

the pr~vat~zat~on of prov~nc~al banks and for the consol~dat~on of

pr~vate banks

(~~) In Venezuela, ~t plans to g~ve a techn~cal ass~stance package

or~ented towards the strengthen~ng of FOGADE and the bank

superv~sory agency Th~s ass~stance w~ll probably be coord~nated

w~th the lOB

(~~~) In Bol~v~a, there ~s a structural adJustment loan that

~ncludes ass~stance for the f~nal liqu~dation of the state banks

(~v) In Peru, an off~ce of The World Bank recently opened. There

are plans to offer techn~cal assistance for the promotion of rural

f~nanc~al ent~t~es.

(v) In Paraguay, The World Bank ~s involved in strengthen~ng bank
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laws and the superLntendency. Tra~nLng of executLves of the

super~ntendency has been emphasLzed It LS recommendLng the

pr~vatLzat~on of state concerns, but wLth no success so far.

(v~) In Guatemala, Lt is prepar~ng a financial sector loan and a

program of technLcal ass~stance that Lncludes the recommendatLon

for the pr~vatizat~on of BANDESA, the largest state bank.

(v~~) In Colomb~a, The World Bank part~c~pates ~n a task force

that LS revLewLng capLtal markets.

(V~LL) In JamaLca, Lt has plans to reVLew the fLnancLal condLtions

of development banks and to strengthen the legal and supervisory

frameworks.

What, then, are the specLfLc areas that look most promLsing for

the ~plementatLon of useful, hLghly effect~ve programs of technLcal

ass~stance by USAID? On the basLs of thLs Report, the followLng

recommendat~ons can be made:

FLrst, the Bureau can facLl~tate a successful begLnnLng for the

Council of SecurLtLes RegulatLons of the AmerLcas (CaSRA). ThLS was created

dur~ng the M~ami SummLt of the AmerLcas wLth the purpose of harmonLzLng

regulatLons of capLtal markets Ln the HemLsphere. In thLs regard, ~he Bureau

can JOUl efforts w~th the Inter Amer~can Devel.opment Bank and offer ~ts

resources to carry out a study that w~l.l. unve~l. ~ormat~on on what needs to

be done ~o move the harmon~zat~on forward. By the same token, the Bureau can

propose stud~es a~ed at harmon~zUlg bank regul.at~on and superv~s~on norms.

Th~s task can be approached reg~onal.l.y f~st; probabl.y the Central. Amer~can

reg~on woul.d be an appropr~ate startUlg pOUlt. 93

Second, the Bureau can contr~bute by undertak~ng the complementary

tasks that must accompany f~nancLal reform ass~stance packages For example,

technLcal assLstance to reform legal systems LS sorely needed almost Ln all

countr~es of the Hem~sphere As regards the bankLng sector, the Bureau can

offer resources to coordUlate efforts a~ed a~ strengthenUlg the capab~l.~t~es

of superv~sory agenc~es. Programs of thLs nature prom~se very high returns,

gLven the procl~vLty of banks to partLcipate Ln so many prestamos

93 In 1994, ClaudLo Gonzalez-Vega of ahLo state UnLversLty and Arnalda
Camacho of INCAE prepared a proposal to undertake th~s LnLtLatLve. The Bureau
could bULld from th~s proposal
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relaa~onados, to overstate assets, and to wLthhold or doctor LnformatLon that

LS vLtal for customers Almost all countrLes Ln the HemLsphere need help Ln

thLs area to some degree, though th1S necess1ty 1S part1cularly press1ng 1n

Guatemala, Honduras, Paraguay, Argent1na, Venezuela, Ecuador, Guyana and

Ha1t1. Another area of superv1s1on that 1S cr1t1cally 1mportant 1S the

tra1n1ng of personnel, S1nce the current qua11f1cat1ona of auperv1sors

resemble those of aud1tors more than of bankers G1ven the profound changes

that the bank1ng ~ndustry has sustaLned 1n the last twenty years, superv1sors,

1f they are to succeed, must be tra1ned as bankers. Therefore, the Bureau

must cons~der offer~g He1lU.sphere-w~de se1lU.nars on the most modern and updated

techn~ques of bank superv~s~on.

W1th respect to cap1tal markets, the ent1re Hem1sphere, in
general, suffers from severe Lnst1tutional shortcomLngs. The most important
of these are· faulty 1nformatLon and poor requirements on the dLsclosure of
1nformat10n, 1rregularLt1es such as 1ns1der tradLng and fraud, lack of access

for small and med1um-s1zed f1rms, lack of r1ghts for mLnor1ty shareholders,
absence of dynam1c inst1tut1onal 1nvestors and last, but not least,
populat10ns whose f1nanc1al culture 1S very poor. The Bureau, ~ th~s regard,

can o:E:Eer country-specu~c techn~cal ass~stance programs to correct these

problems. In add1t10n, not un11ke the programs for bank superv1sors, the
Bureau can also o:Efer Be1lU.sphere-w~de sellU.nars on the most advanced techn~ques

:Ear the superv~s~on of cap~tal markets.

Th1rd, 1f scarce resources force only one alternat1ve, either
strengthen1ng the bank1ng sector or modern1z1ng cap1tal markets, the Bureau
should unequ1vocally support the former, S1nce returns from strengthen1ng
commercial banks are much h1gher. This 1S because a modern1zed commerc1al
bank1ng system stands a better chance of reduc1ng segmentat10n 1n f1nance than
cap1tal markets. In fact, commercLal banks are unambiguously more useful
vehLcles than stock markets to foster the 1ncorporat1on of the vast poor 1nto

formal f1nanc1al markets. The ava1lable eV1dence clearly pOLnts out that

trad1ng 1n stock markets 1S heav1ly concentrated 1n a handful of local f1rms
most of wh1ch are fam1ly-owned Perhaps 1n t1me, th1s sLtuat10n wLll change
F1nally, as revealed by the Mex1can cr1S1S, 1n countr1es wh1ch have embraced
an all-out open1ng of cap1tal accounts, stock markets run the r1sk of
excess1ve, speculat1ve trad1ng by fore1gners w1th ensu1ng unwelcome
consequences

G1ven that the bank1ng system should take pr10rity over cap1tal
market development, what sort of technical ass1stance programs must be
offered? Two are recommended The fLrst 1S to publLcLze the v1rtues of
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f~nanc1al serv~ces -- cred1t and sav~ngs fac~l~t1es -- for m~croentrepreneurs

As 1nd1cated by th1s Report, some pr~vate commerc~al banks 1n a few countr~es

are already exper~ment~ng w1th small loan programs If th1s pract1ce is
general1zed 1n most countr1es, and if these programs also 1nclude sav1ngs

mob1l1zat10n, the ent1re Hem1sphere w1ll have a made a g1gant1c leap forward

to expand f1nanc1al markets, mak1ng them an 1mportant partner of econom1C

development. The Bureau, Ul th~s regard, can undertake a study on the

successful examples, and offer HeDllsphere-w~deSeDU.nars on the cond~t~ons that

make them posswle.

The second program 1S equally far reach1ng. It relates to the

f1nanc~al sustainab1l1ty of commerc1al banks 1n t1mes of econom1C trans1t10n

and the des1gn of adequate depos1t 1nsurance schemes Very often, as noted in

th1s Report, banks undertake r1sky behav10r e1ther because they thoroughly

lack the capac1ty for the valuat10n of and r1sk assessment of assets, or

because their owners and managers do not face the consequences from failure

Benef1ts from easy access to a lender-of-last resort facility and from either

1mpl1c1t or expl1c1t cheap depos1t 1nsurance are also 1ngred1ents that
contr1bute to r1sky behav10r. As past exper1ences have painfully
demonstrated, losses are enormous and are usually borne by the populat10n at

large For all these reasons, the Bureau should cons~der two opt~ons: (a)

d~sse~atUlg stud~es that PUlPOUlt causes and cond~t~ons that tr~gger mass~ve

bank fa~lure; Ul th~s regard, a good case study could be made out of the

Venezuelan exper~ence, and (b) undertakUlg comparat~ve stud~es on the ~ssue of

depos~t Ulsurance, an area that, we would emphas~ze, has not been adequately

Ulvest~gatedby other donors.

Fourth, the Bureau can make a last1ng contr1but10n 1n f1nanc1al
pol1cy reform through pol1cy d1alogue. Three spec1f1c areas stand out.
Regard1ng state banks, the Bureau can help governments redefUle the role of

these ent~t~es through country-specu~creports. If l1qu1dat10n is the
sovere1gn dec1s10n, the Bureau can ass1st 1n preserv1ng the state banks'

customer f1les by sett1ng up cred1t 1nformat10n mechan1sms that could be

useful for other part1c1pat1ng f1nanc1al ent1t1es In th1s aspect, the

1mportance of 1nformat1on on the cred1tworth1ness of customers to a f1nanc1al

ent~ty cannot be overemphas1zed If th~s 1nformat1on 1S lost, the surv1v1ng

f1nanc1al ent1t1es w1ll 19nore the state bank customers rather than
undertak1ng costly 1nvestments to assess them In add1t1on, 1f the state bank
1S l1qu1dated, the Bureau can ass~st Ul assessUlg the v~ab~l~ty of

transferrUlg prof~table branches Ul the countrys~de to successful cooperat~ves

or rural entrepreneurs.
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Another area relates to the l~beral~zat~on of depos~t rates.

Competit~on to attract depos~ts may result ~n a sharp ~ncrease of depos~t

rates, wh~ch could potent~ally ~nduce bank r~sky behav~or. Th~s, comb~ned

w~th volat~l~ty of ~nterest rates, must be avo~ded at all costs, otherw~se

f~nanc~al systems w~ll be unstable. For these reasons, the Bureau can ass~st

countr~es .1n f.1nd.1ng eff~c~ent mechan~B1IlB to ensure that .1nterest rates rema.1n

pos~t~ve .1n real terms and, above all, stable.

The th~rd area relates to external l~beralization. The insertion

into ~nternat~onal f~nanc~al markets has been undertaken ~n the Hemisphere

w~th such zeal that, in some countr~es, financial transact~ons grow at a

faster pace than trade transact~ons In other words, some countries probably

exper~ence a more rap~d ~ntegrat~on of f~nanc~al markets than of goods

markets Th~s ~s a cause for concern s~nce an all-out open~ng of the cap~tal

account may result in severe currency overvaluat~on, large current account

~alances, and a currency subst~tut~on process. These consequences may

endanger the stab~l~ty of the bank~ng system, as the recent cr~sis in Mex~co

has pa~nfully shown Therefore,.1n coord.1nat~on w~th the Treasury Department

and w~th the other Wash.1ngton-based donors, the Bureau can contrwute .1n

f.1nd.1ng ways to avo~d the p~tfalls from external lweral~zat~on.
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ANNEX A:

Quest1onna1re

1 Bank1ng Sector

(a) Is the bank1ng sector too compet1t1ve or too concentrated?

(b) If the bank1ng sector 1S concentrated, do all banks wh~ch meet

m1n~um cap1tal and management standards have freedom of entry? Does

th~s freedom or restrict~on apply equally to domest1c and fore1gn banks?
If entry 1S restr1cted, what accounts for this? What ~s necessary to do
in order to lessen barr1ers to entry?

(c) What ~s the potential for expanded use of letters of cred1t, cred~t

cards, home mortgages, trade f1nance, and loan guarantees? What are

the factors that block the expans10n of these loans?

(d) Are banks allowed to operate 1n the so-called mult1purpose bank1ng?
If so, do they do 1t through aff111ates or as part of a hold1ng? If
banks operate as part of hold1ngs, are prudent1al norms adequate so as

to prevent exceSS1ve concentrat10n of loans 1n f1rms w1th1n the hold1ng?
Do these prudent1al norms prevent exceSS1ve banks' exposures in
part1cular econom1C act1v1t1es or areas of the country? Do prudent1al
norms allow for warn1ng systems that flash poss1ble over-1ndebtedness of

the ent1re hold1ng group? Are these prudent1al norms enforced 1n
pract1ce?

(e) In case banks do not operate 1n mult1purpose bank1ng, does the

regulatory framework prov1de rules that l~1t banks from large

exposures? Are there any rules aga1nst 1ns1de lend1ng? Are these

enforced 1n pract1ce?

(f) What 1S the capac1ty of superv1sory ent1t1es to prov1de sound

superv1s10n and regulat10n, 1nclud~ng procedures to ab1de by generally
accepted account1ng standards, to perform aud1ts and to d1vulge
1nformat10n to the publ1c? Are superv1sory ent1t1es free from pol1tical

1nterference?

(g) How large and 1mportant are the f1nanc1al ent1t1es that are not

subJected to superv1s10n and prudent1al regulat10n?

(h) What is the average matur1ty of short, med1um and long-term loans?
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(1) How h1gh are banks' 1ntermediat1on margins?

(j) Is it prof1table for banks to launch special programs a1med at

handl1ng small size loans?

(k) Is the legal system expedient and rel1able to order the execut10n of

foreclosures in the event of non-repayment of loans?

(1) Are procedures that are to be followed 1n case of bank insolvency

sound?

2. Sav1ngs Mob1lization:

(a) What are the constra1nts that 1mpede increased local sav1ngs
mob1lization?

(b) Are there any restr1ct1ons to f1nanc1al ent1t1es allowed to engage
in sav1ngs mob1lizat1on?

(c) Are there any restr1ct10ns for the offer1ng of check1ng accounts and
cert1f1cates of depos1t?

(d) What 1S the average matur1ty of time deposits? Are interest rate
depos1ts flex1ble enough to perm1t pos1tive interest rates?

(e) Are there mechan1sms of deposit insurance? Are they implic1t or

expl1c1t?

3 Cap1tal Markets and PenS10n Funds:

(a) What are the pr1nc1pal f1nanc1al 1nstruments -- pr1vate equ1ty,

government securit1es, bonds and other types of private debt -- offered
in f1nancial markets? Of all these, wh1ch 1S (are) the most important

and dynam1c?

(b) Is the cap1tal market develop1ng fast? If not, why?

(c) Can you p1npo1nt spec1f1c factors that prevent f1rms from g01ng
"publ1c"? Is 1t because brokers and/or the government underprice

1ssues? Or 1S 1t because there are tax d1s1ncentives against
secur1t1es? Or is it because of inadequate laws and regulations?
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(d) On the demand s~de, can you ~dent~fy some factors that block the

rap~d expans~on of cap~tal markets?

(e) Does the regulatory framework protect ~nvestors aga~nst fraud and

~ns~der trad~ng?

(f) Are requ~rements about d~sclosure of health of banks and

corporat~ons wh~ch trade stock and bonds comprehens~ve? Are ~nformat~on

systems for d~sclosure rel~able? Does ~t reach a w~de aud~ence?

(g) What ~s necessary to expand the availab~l~ty of ~nsurance, hedg~ng,

futures markets and other mechan~sms for r~sk reduction?

(h) What ~s the relat~ve ~mportance of pension funds as veh~cles

to mob~lize sav~ngs? What ~s the regulat~on for the ~nvestment of

these funds? Is the regulat~on too restrict~ve or is it sound?

4 Po11cy:

(a) Are ~nterest rates market-determ~ned?

(b) How s~gn~f~cant are targeted l~nes of cred~t? What are the sectors

that are preferred? Have these l~nes been reduced over the years?

(c) Are government secur~t~es ~nstruments of monetary pol~cy, ~ e.,

veh~cles for the ~mplementat~on of open market operat~ons? How are

these traded? Do they offer compet~t~ve y~elds? Are banks forced to

buy these secur~t~es?

(d) Are reserve requ~rements too h~gh? Are there any other aspects of

monetary pol~cy that const~tute obstacles for the l~beral~zation of

f~nanc~al markets? Is the Central Bank free from pol~t~cal

~nterference?

(e) Is the country comm~tted towards the pr~vat~zat~on of the state

owned banks?

(f) Is the cap~tal account open? If not, are there any econom~c

constra~nts that retard the l~beral~zat~on of the cap~tal account? Are

regulat~ons too restrict~ve and ~practical?
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(g) Is there a trend for the "dollar~zat~on" of f~nanc~al assets and

l~ab~l~t~es? If so, do you foresee a negat~ve ~mpact for banks and

other f~nanc~al ~nterrned~ar~es?

(h) Is the current tax reg~e penal~z~ng the development of f~nanc~al

markets?

(~) Does the current stock and flows of foreign debt const~tute an

obstacle or an opportun~ty for the expans~on of f~nanc~al markets?

5 The Role of the Donor Commun1ty.

What are the current and future programs of your organizat~on ~n the

f~nanc~al sector? How m~ght USAID assistance best complement your

programs?
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ANNEX B:

TABLES
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TABLE 1 MACROECONOMIC INDICATORS

BELIZE COSTAlUCA ELSALVADOR GUATEMALA HONDURAS NICARAGUA PANAMA

GOP GROWfH AATPJ 18 1 215 196 168 141 19 31 1
(1991-1994)

INFLATION!. - 174 94 125 280 122 18
(1994)

fOREIGN' DEBT RATIOS (l993)2
Face ValuclExports 670 1480 1280 1360 3280 29340 2780
Debt Serville Due/Exports 84 215 172 346 426 610 296
L¢wl Qf Indebtwll¢$lI MILD MODERATE MILD MILD SEVERE SEVERE SEVERE

FISCAL DEFIClTl - 46 16 16 70 83 06
(al! petc(llll<lg¢ Qf ODP) (1994 (1st) (1994 (1st) (1994 (1st ) (1994 (1st) (1994 (1st) (1993)

REAL EXCHANGE RATE OF - 1019 828 846 115 9 1032 -
EXPORTS. 199411$t, (l990~ 100)1

TERMS OF TRADE, 1994 est - 95 57 96 126 5S 106
{1980"100)1

M2/GDP (percent) 3 - 370 305 233 28 1 10 84 537

SAVINGS RATIOS - 170 06 75 199 98 251

- mformatlon not available
1 ECLAC, Prehmmary Overview of the Latm Amencan lind Canbbean Economy, 1994
2 World Bank, World Debt Tables. 1994-1995
3 Data from InternatIOnal Monetary Fund, International Fmanclal Statistics, 1993 M2 IS the IIvemge ofM2 m yellrs 1991 lind 1992 GOP IS from 1992
4 StatistiCS for M2 from Central Bank ofNlcamgua, as Cited m Economist Intelhgence Umt Report. 1994-1995
5 CoeffiCient ofOross Domestic Savmgs Source Anuano Estadrstlco de Amenca Latma y el Canbe, CEPAL 1994
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TABLE 1: MACROECONOMIC INDICATORS

BOLIVlA COLoMBIA .EcUAPOR PERU VENEzVELA

GOt> GROWTH RATE1 165 162 152 185 115
(199t-1994)

INFLATION1 89 230 245 175 709
(1994)

FOREIGN DEBT RATIOS> (t~93)Z
Fl\~ VlIlue/Elqlorot 4890 1640 3660 4no 2080
Debt SelVlce DuelExportll 707 292 508 760 236
Level oflndebtedness SEVERE MODERATE SEVERE SEVERE MODERATE

FISCAL DEFICITI 40 02 OS 14 70
(as percentage of<JDP) (1994 est) (1993) (1994 est) (1993) (1994 est)

REAL.EXCHANGE RATE. OF 1263 763 n6 840 935
llXPORTS, 1994 cst (19.90==100)1

TERMS OF TRADEt 1994 est SI III 68 72 58
(1980=100)1

M2/GDP (percent) 3 21 g4 174 88 111 271

SAVINos :RATIoS 78 203 214 189 189

1 £CUC, Prehmmary OvervIew of the utm Amencan and Canbbean Economy, 1994
2 World Bank, World Debt Tables, 1994-1995
3 Data from InternatIOnal Monetary Fund, International Fmanclal StatIStiCS, 1993 M2 IS the average ofM2 In years 1991 and 1992 GDP IS from 1992
4 M21s the average ofM2 In years 1990 and 1991 GDP IS from 1991
5 CoeffiCIent of Gross DomestiC Savmgs Source Anuano Estadfstlco de Am~nca utma y el Canbe, CEPAL 1994
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TABLE 1: MACROECONOMIC INDICATORS

ARGENTINA BRAZll. CHILE PARAGT,JAY URUGUAY

GDPGROwrH RATE. 328 82 278 114 179
(1991-1994)

INFLATION! 36 12940 89 187 447
(1994)

FORErGN DEBT AATIOS (1993)Z
Face Vallle/Elq)Qrt$ 4380 3070 1570 960 302 0
Debt Service DuelExportll 959 404 224 156 299
Level of Indebtedness SEVERE SEVERE MODERATE MnD SEVERE

FISCAL DEFICITl 01 03 13 02 25
(as petcentage ofGDP) (1994 est) (1993) (1994 est) (1993) (1994 est)

REAL EXCHANGE RATE OF 763 962 950 945 730
EXPORTS, 1994 est (1990=100).

TERMS OF TRADE, 1994 est 63 87 79 131 91
(1980=100)1

M2/GDP (percent) 3 111 21 84 282 232 384

SAVINGS RATIoS 182 173 215 102 124

1 ECLAC, Prellmmary Overview of the Latm Amencan and Canbbean Economy, 1994
2 World Bank, World Debt Tables. 1994-1995
3 Data from InternatIOnal Monetary Fund, InternatIOnal finanCial StaltStICS, 1993 M21s the aversge ofM2 In years 1991 and 1992 GDP IS from 1992
4 Staltsllcs for M2 from Centrsl Bank of Brazil, stallsllcs for GDP from Inslltuto Brssileiro de Geogrsfia e £stallstlca, both as Cited In Econonust Intelligence Unit Report. 1994-1995
5 CoeffiCient of Gross Domesllc Savmgs Source Anuano Estadfsltco de Am~nca Latma y el Canbe, CEPAL 1994
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TABLE 1: MACROECONOMIC INDICATORS

BAHAMAS BARBADOS DOMINICAN REP OUYANA HAITI JAMAICA tRlNID &TOBAG

GDP GROwtH RATEl 01 50 143 325 -289 44 03
(199H994)

INFLATIONl - -06 114 - 393 326 64
(1994) (1993)

FOREIGN DEBT RATIOS (1993)2- -
Face- Value/Elq)Ql1$ 740 1790 571 0 1350 1630 1060
Debt ServIce DuelExportl 124 216 442 61 2S 4 279
l-eveloflndebledness MILD MODERATE SEVERE MILD SEVERE MILD

FISCAL DEFICrr1 - - 09 - 23 - -
(as percentage ofGDP) (1994 est) (1993)

REAL EXCHANGE RATE OF - - 959 - 1102 - -
EXPORTS~ 1994 est (1990""'100)l (1993)

TERMS OF TRADE, 1994 est - - 57 - 68 - -
(1980=loo)l

M2/GDP (percent) 3 442 559 193 595 3724 371 430

SAVINGS RAn04 - - 205 - - - -

- mfonnatlon not available
1 ECLAC, Prehmmary OvervIew of the Latm Amencan and Canbbean Economy, 1994
2 World Bank, World Debt Tables, 1994-1995
3 Data from International Monetary Fund, International Fmanclal StatIStiCS, 1993 M2 IS the average ofM2 m years 1991 and 1992 GOP 18 from 1992
4 CoeffiCIent of Gross Domestic Savmgs Source Annano Estadfstlco de AmeSnca Latma y el Canbe, CEPAL 1994
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TABLE 2 FINANCIAL POLICyl

BELIZE COsTARlCA :eL-SALVAOOR GUATBMALA HONDURAS NlC/.RAGUA PANAMA

INTEREST RATES NO YES3 YES YES YES YES YES
UARKEr DETERMINED

TARGETED LINES OF NONE RISING DECLINING ELIMINATED DECLINING DECLINING DECLINING
CREDIT

GOVERNMENT St:CURITIES - YES YES YES NO NO N/A
ACTIVELY USED FOR OPEN
MARKET Ol'ERATIONS

LEVEL OJ! RESERVE
REQUIREMENTS2 (1994)
~Demand Deposits 7% 30% 21% 17% 40% 10% 12%
...Time DepOll1t11 7% 30% 17% 17% 40% 10% 5%
-For Currency TIme Deposita 7% 100% 50% N/A 100% 25% 0%

COMMITMENT TOWARDS N/A NO N/A4 NO NO NO N/A
PRIVATIZATION OF BANKS

TREND FOR - YES YES6 NO YES YES YES5

DOLLARlZATION

CAPITAL ACCOUNT OPEN - YES YES YES YES YES YES

TAX REGIME PENALIZING - NOT NOT NOT NOT NO NO
FINANCIAL MARKJrrS SIGNlFICANTLY SIGNIFICANTLY SIGNIFICANTLY SIGNIFICANTLY

- information not avatlable
N/A = not applicable
1 As ofbegmmng of 1995
2 Westley 1995
3 Rates on some types of loans have not been liberalized
4 The pnvatlZlltion process of state banks has been completed There remainS one development bank that IS likely to remam In .tate hands
5 The U S dollar IS the legal tender
6 A currency board reportedly wIll be In operation In nud-1996
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TABLE 2 FINANCIAL POLICyl

BOLIVIA COLOMBIA ECUADOR PERU VENEZUELA

INTEREsT RATES YES YES3 NO YES NO
MARKET-DETERMINED

TARGETED LINES OF - RISING DECLINING ELIMINATED -
CREOIT

GOV~SECUJUTIES YES YES N04 NO YES
ACTIVELY USED FOR OPEN
MARKET OPERATIONS

LEVEL OF RESERVE
REQUlREMENTS2- (1994)

...Demand Dep~ta 10% 41% 10% 9% 12%
-Tllne Del'osrts 4% 3% 10% 9% 12%
~For Currency Time DePOSitS 10% S% 10% 42% don t eXist

COMMITMENT TOWARDS NlAS YES NO YES NtA6
PRIVATIZATION OF BANKS

TREND FOR YES NO NO YES YES
DOllAlUZATION

CAPITAL ACCOUNT OPEN YES NO YES YES NO

TAX REGIME PENAUZING NO NOT SIGNIFICANTLY YES NO -
FINANCIAL MARKETS

- Infonnatlon not 8v8dable
NtA = not 81'phcable
1 AI ofbegmmng of 1995
2 Westley, 1995
3 Except for loans from state banks
4 Government has announced mtentlon to develop thiS pohcy soon
S Process has been successfully completed
6 As 8 result of the 1994 cnsls SO % of total bank system assets has been taken over by the State As much 8S the government would hke to pnv8tJZe, eurrent economJc and pohtleal conditions

make thiS process unvisble
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TABLE 2: FINANCIAL POLICy1

AlWENtlNA lIRAZIL CHlL~ PARAGVAY :uRUGUAY

lNTEREST RATES YES' YES YES4 YES YES
MARKET-DETERMINED

TARGETED L'l:NES OF DECLINING DECLINING DECLINING DECLINING NONE
CRlIDIT

GOVERNMENT Sl!CURrI'IES N/A YES YES NO YES
AcrlVELY tJSEO fOR oreN
MARKET OPERATIONS

LEVEL-OF RESERVE
REQUIREMENTS2 (1994)
-Dem4ll4 b¢po$itll 43% 100% 9% 30% 10%
-TimQ OepQJlll1I 3% 15% 4% 30% 4%
~For Currency"TfIDc Pepostu 3% don't eXIst 30% 30% 10%

COMMITMl!NT TOWARDS YES NO N/A NO NO
I'RIV.ATIZA.TION OF BANKS

TRl!NDFOR YES NO NO YES YES
POl-LAAlZATION

CAPITAL ACCOUNT OPEN YES NO NO YES YES

TAX REmMe. PENALtzING NOT SIGNIFICANTLY YES NO - NOT SIGNIFICANTLY
FINANCIAL MARKETS

- Infonnatlon not available
N/A ... not applicable
1 As of beginrung of 1995
2 Westley, 1995
3 Cedlngs apply for some loan rates Deposit rate. arc IIUIrket-detemuned
4 Only depOSIt rate. Loan rate. arc IUbJcct to cel1lOgs based on average depOSit rate
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TABLE 2 FINANCIAL POLICyl

BAHAMAS BARBADOS DOMlNlCAN REP. GUYANA HAm 1AMAlCA TRlNID &TOlJAG

INTEREST RATES YES YES3 YES YES - - YES4
MARKET DETERMINED

TARGETED LINES OF - NONE - DECLINING - - DECLINING
CREDIT

GOVERNMENT SECURITIES - YES - NO NO - YES
AC7IVELY USED FOR OPEN
MARKET OPERATIONS

LEVEL OF RESERVE
REQUIREMENTS2- (1994)
-Demand DeposIts 20% 29% 20% 11% - 25% 20%
-TIme DepOSIts 15% 29% 20% 9% - 25% 20%
-For Currency 1ime DepOSItS 0% 29% 0% 0% - 22% 20%

COMMITMENT TOWARDS YES NO NO YES - NO YES
PRIVATIZATION OF BANKS

TREND FOR NO NO NO YES - - NO
DOLLARIZATION

CAPITAL /.CCOUNT OJ>EN' - NO YES - - - -

TAX REGIME PENALIZING NO YES NOT - - - YES
FINANCIAL MARKETS SIGNIFICANTLY

- mfonnatlon not .valiable
1 As ofbegmmng of 1995
2 Westley, 1995
3 Except for loans from the Agncultuml Development Bank
4 Except for loans from state banks
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TABLE 3 BANKING SECTOR

BELtZE COstAlUCA. ELSAl-VAOOR GUATEMALA HONDURAs NlC,4.RAGUA l'A.f'lAMA

BARRIERS TO ENTRY NO YES NO NO NO NO NO

HANDLING OF SMALL LOANS - NO NO NO NO NO -
BY PRIVATE COMMERCIAL
BANKS

MULTIPURPOSE BA.."'UaNG - YES NO NO NO YES YES

AVERAGE MATURITY OF - SHORT TERM MEDIUM TERM SHORT TERM SHORT TERM SHORT TERM SHORT TERM
LOANS -180 DAYS >1 YEAR -60 DAYS -45 DAYS -90 DAYS

AVERAGE MATURllY OF - SHORT TERM SHORT TERM SHORT TERM SHORT TERM SHORT TERM SHORT TERM
DEPOSITS 90-180 DAYS -180 DAYS -90 DAYS -90 DAYS

lNTElWEDIATION MARGINS - HIGH LOW HIGH HIGH HIGH -
CAPITAL ADEQUACY - ADEQUATE ADEQUATE ADEQUATE INADEQUATE ADEQUATE INADEQUATE
STANDARDS

PROVISIONING FOR BAD - ADEQUATE ADEQUATE ADEQUATE INADEQUATE INADEQUATE ADEQUATE
LOANS

SUPERVISORY SYSTEM NEED NONE MILD MILD MAJOR MAJOR MILD MAJOR
FOR lMl'ROVEMENT

PORTION OF FINANCIAL - SIGNIFICANTLY INSIGNIFICANT LARGE SIGNIFICANTLY - -
ENTITlES NOT SUBJEct to LARGE LARGE
SUPERVISION

LEGAL AND JUDICIARY - INADEQUATE INADEQUATE INADEQUATE INADEQUATE INADEQUATE -
SYSTEM

SOUND t>ROCEDURES fOR - INADEQUATE INADEQUATE INADEQUATE INADEQUATE INADEQUATE -
BANK INSOLVENCY

DEPOSIT INSURANCE - lMPUCIT lMPUCITl EXPUCIT lMPUCIT lMPUCIT NONE

- Infonnalton nol available
1 An expliCit system to protect small depOSitors Will be Implemented soon
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TABLE 3 BANKING SECTOR

BOUVIA COLOMBIA ECUADOR PERU VENEZUELA

BAIUtlBRS TO£NTRY - NO YESl NO NO

HANDLING OF SMALL LOANS NO - NO NoZ YES
BY PRIVATE. COMMERCIAL
BANKS

MUtTlPtJRl>OSE~ANJ{lNG YES YES YES YES YES

AVERAGE MATURITY OF SHORT TERM - SHORT TERM SHORT TERM SHORT TERM
LOANS -60 DAYS -90 DAYS -90 DAYS -90 DAYS

AVERAGE MATURITY OF SHORT TERM - SHORT TERM SHORT TERM SHORT TERM
DEPOSITS <90 DAYS <120 DAYS <120 DAYS <90 DAYS

INTERMEDIATION MARGINS HIGH HIGH HIGH HIGH HIGH

CAPITAL ADEQUACY INADEQUATE ADEQUATE ADEQUATE ADEQUATE INADEQUATE
STANDARDS

PROVISIONING FOR nAP INADEQUATE ADEQUATE ADEQUATE ADEQUATE INADEQUATE
LOANS

SUPERVISQRY SYSTEM NEED MILD MILD MILDIMAJOR MILD MAJOR
FOR IMPROVEMENT

PORnON OF FINANCiAL LARGE - - SMALL SMALL
ENTITIES NOT SUBJECT TO
SUl>ERVISION

LEGAL AND 1UDICIARY INADEQUATE - INADEQUATE INADEQUATE INADEQUATE
SYSTEM:

SOUND PROCEDURES FOR ADEQUATE] ADEQUATE ADEQUATE ADEQUATE INADEQUATE
BANK INSOtVENey

DEPOSIT INSURANCE IMPLICIT EXPLICIT - IMPLICIT EXPLICIT

- mfonnatton not available
1 Government tnea to discourage new entranlll and pressure. eXlstmg banks to raise capital
2 Reportedly only one commercial bank II IOvolved 10 thll

] Not enforced
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TABLE 3 BANKING SECTOR

ARGENTlNA BRAZIL CHILE PARAGUAY URUGUAY

BARRIERS TO ENTRY NO YES YES NO NO

HANDLING OF SMALL LOANS NO - NO NO NO
BY PRIVATE COMMERCIAL
BANKS

MULTIPURPOSE BANKING YES YES YES NO -
AVERAGE MATURITY OF SHORT TERM SHORT TERM SHORTTERMl SHORT TERM SHORT TERM
LOANS -90 DAYS -90 DAYS

AVERAGE MATURITY OF SHORT TERM SHORT TERM MEDIUM TO LONG TERM SHORT TERM SHORT TERM
DEPOSITS -90 DAYS -30 DAYS

INTE.RMEDIATION MARGINS HIGH - LOW HIGH HIGH

CAPITAl. ADEQUACY ADEQUATE ADEQUATE ADEQUATE INADEQUATE ADEQUATE
STANDARDS

PROVISIONING FOR BAD INADEQUATE ADEQUATE ADEQUATE INADEQUATE ADEQUATE
LOANS

SUPERVISORY SYSTEM NEED MILDIMAJOR MAJOR VERY MILD MAJOR NONE
FOR IMPROVEMENT

l'On..TION OF FINANcIAL INSIGNIFICANT INSIGNIFICANT INSIGNIFICANT - INSIGNIFICANT
ENTITIES NOT SUBJECT TO
SUPERVISION

LEGAL AND JUDICIARY INADEQUATE ADEQUATE ADEQUATE INADEQUATE INADEQUATE
SYSTEM

SOUND PROCEDURES FOR INADEQUATE ADEQUATE ADEQUATE INADEQUATE N/A
BANK INSOLVENCY

DEPOSIT INSURANCE EXPLICIT - EXPLICIT IMPLICIT NONE

- mfonnatlOn not avadable
NIA = not apphcable
1 Banks, though, have resources to offer medium and long term loons There are, however, very few takers of these producta
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TABLE 3 BANKING SECTOR

BAHAMAS BARBADOS DoMINICAN REP QVYANA HAm MMAtCA 11UNJD &.TOBAG

BARRIERS TO ENTRY NO YES NO NO - - -
HANDLING OF SMALL LOANS NO NO NO NO - NO NO
BY PRIVATE COMMERCIAL
BANKS

MUt-TIPURroSE :BANKING YES YES YES YES - YES YES

AVERAGE MATURITY OF MEDIUM TERM MEDIUM TO SHORT TERM SHORT TERM - - MEDIUM TO
LOANS LONGTERMl -90 DAYS LONGTERMl

AVERAGE MATURITY OF SHORT TERM - SHORT TERM SHORT TERM - - -
DEPOSITS -90 DAYS

INTERMEDIATION MARGINS - HIGH HIGH - - HIGH HIGH

CAPITAL ADEQUACY ADEQUATE INADEQUATE ADEQUATE ADEQUATE INADEQUATE ADEQUATE ADEQUATE
STANDARDS

PROVISIONING FOR nAn ADEQUATE INADEQUATE ADEQUATE ADEQUATE INADEQUATE ADEQUATE ADEQUATE
LOANS

SUPERvlSORY SYSTEM NEEi> NONE MILD MlLD2 MAJOR MAJOR MILD VERYMlLD
FOR IMPROVEMENT

PoRTION OF FINANCIAL - - LARGE LARGE LARGE - LARGE
ENTITlES NOT SVBIECTTO
SUPERVISION

LEGAL AND JUDICIARY - INADEQUATE INADEQUATE INADEQUATE INADEQUATE - INADEQUATE
SYSTEM

SOWD PROCEDURES FOR - ADEQUATE INADEQUATE - - - ADEQUATE
BANK: INSOLVENCY

DEPOSIT INSURANCE NONE lMPUClT lMPUClT NONE - - EXPUCrr

- mfonnatlon not available
1 Banks do offer ilgmficant volumcs of medium (average matunty 2-5 years) and long (avcrage matunty 7-10 years) term 104M

2 Bank supervl8lon docs suffer from major pohtlcal mterference
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TABLE 4 CAPITAL MARKETS

BELlZE COSTAIUCA :ELSALVAOOR GUATEMALA HONDURAS NICARAGUA "ANAMA.

DEVELOPMENT OF CAPITAL NONE SLOW SLOW SLOW NONE NONE SLOW
MARKETS!

PRINCIPLE TYPE OF - GOVERNMENT GOVERNMENT GOVERNMENT GOVERNMENT NONE GOVERNMENT
FINANCIAL INSTRUMENT DEBT DEBT DEBT DEBT DEBT

CORPORATE EQUITY - NO NO NO NO NO NO
ActIVELY TRADED

LAWS AND REGULATIONS - INADEQUATE ADEQUATE INADEQUATE INADEQUATE INADEQUATE INADEQUATE

INVESTORS :REASONABLY - NO YES NO NO NO NO
PROTECTED

AVAlLABILrrY OF RISK - NO NO NO NO NO NO
REDUCTION MECHANISMS

INFORMATION DlSCLOSmrn - INADEQUATE INADEQUATE INADEQUATE INADEQUATE INADEQUATE INADEQUATE
REQUIREMENTS

PENSION FUNDS PROMOTE - NO NO NO NO NO NO
EXPANSION OF CAPITAL
MARKETS

- mfonnatlon not avadable
1 In tenns of total market capltahzatlon and volume of dady tradmg
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TABLE 4 CAPITAL MARKETS

:BOLIVIA COLOMBIA ECUADOR PERU VENEZUELA

DEVELOPMENT OF CAPITAL VERY SLOW FAST VERY SLOW FAST VERY SLOW
MARKETS1

PRINCIPLE TYPE OF GOVERNMENT GOVERNMENT BONDS GOVERNMENT BONDS EQUITY GOVERNMENT
FINANCLAL INSTRUMENT SECURITIES SECURITIES

CORPORATE EQUITY NO YES NO YES NO
ACTIVELY TRADED

LAWS AND :REGULATIONS INADEQUATE ADEQUATE ADEQUATE ADEQUATE INADEQUATE

INVESTORS REASONABLY NO YES YES NO NO
PROTECTED

AVAILABILlTYOF RISK NO YES NO NO NO
REDUCTION MECHANISMS

INFORMATION DISCLOSURE NO YES YES YES NO
REQUIREMENTS

PENSION FUNDS PROMOTE NO YES NO NO NO
EXPANSION OF CAJ;>lTAL
MARKETS

1 In terms of total market capitalizatIOn and volume of daily tradmg
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TABLE 4 CAPITAL MARKETS

ARGENTINA BRAZIL CHILE PARAGUAY URUGUAY

DEVELOPMENT OP CAPITAL VERY SLOW SLOW FAST N/A SLOW
MAAKETSl

PRINCIPLE TYPE OP GOVERNMENT GOVERNMENT GOVERNMENT N/A GOVERNMENT
FINANCIAL lNSTRUMENT T BILLS SECURITIES BONDS SECURITIES

CORPORATB EQUITY NO YES YES N/A NO
ACTIVELY TRADED

LAWS AND REGULATJONS INADEQUATE ADEQUATE ADEQUATE N/A lNADEQUATE

INVESTORS REASONABLY NO NO YES N/A NO
PROTECTED

AVAILABILITY OF RISK NO YES YES N/A NO
REDUCTION MECHANISMS

INFORMATION DISCLOSURE INADEQUATE ADEQUATE ADEQUATE N/A NO
REQUIREMENTS

PENSION FUNDS PROMOTE NO NO YES N/A NO
EXPANSION OF CAPITAL
MAAKETS

NIA = not applicable
1 In tenns of total market capitalization aod volume of dally tradmg
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TABLE 4 CAPITAL MARKETS

BAHAMAS BARBADOS DoMtNICAN REP QOYANA HArrI IAMAlcA tRiNID &1'OBAG

DEVELOPMENT OF CAPITAL N/A SLOW VERY SLOW N/A N/A - SLOW
MARKETSl

PRINCIPLE. TYPB. OP N/A GOVERNMENT - N/A N/A - GOVERNMENT
FINANCIAL INSTRUMENT SECURITIES SECURITIES

cORPORATB EQUITY N/A NO NO N/A N/A NO NO
ACTIVELY TRADED

LAWS AND REGULATIONS N/A ADEQUATE INADEQUATE N/A N/A - INADEQUATE

INVESTORS REASONABLY N/A YES NO N/A N/A - NO
PROTECTED

AVAILABILITY OF RISK N/A NO NO N/A N/A NO NO
REDUCTION MECHANISMS

INFORMATION DISCLOSURE N/A ADEQUATE INADEQUATE N/A N/A - INADEQUATE
REQUIREMENTS

PENSION FUNDS PROMOTE N/A - NO N/A N/A - N02
EXPANSION OF CAPITAL
MARKETS

- mformatlon not available
NIA = not applicable

1 In terma of total market capitalizatIOn and volume of dally tradmg
2 In the near future, thiS IS a pOSSibility because pensIon funds are growmg fast
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Norys Aguirre Zambrano, former pres~dent of FOGADE, Venezuela
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M~chael Atk~n, Inst~tute of Internat~onal F~nance

Carlos B~anchett~, Banco Frances, Argent~na

Arnoldo Camacho, INCAE, Costa R~ca

Edna Camacho MeJia, Academ~a de Centro Amer~ca

Maur~c~o Carrr~zosa, The World Bank

Gu~llermo Coll~ch, Inter Amer~can Development Bank

Mar~lu Cortes, The World Bank

Jose Lu~s Daly, C~t~corp Venezuela

Juan Lu~s Daly, J.L Daly Management Consultants, Inc , M~am~

Oscar de la Cuadra, Forecast, Ch~le

Enr~que de la P~edra, Internat~onal Monetary Fund

Sant~ago Edwards, Adm~n~stradora de Fondos de Pens~ones Provida SA, Chile

Franc~sco J Faraco, Franc~sco J. Faraco R y Asoc~ados, Venezuela

Ernesto Feldman, Internat~onal Monetary Fund

Mark Flamm~ng, Inter Amer~can Development Bank

Kurt S. Focke, Inter Amer~can Development Bank

Cesar Fort, The World Bank

V~cente Fretes-C~lb~s, The World Bank

Serg~o Galvan, Sud Invers~ones & Anal~s~s S.A., Argent~na

Jorge Garcia-MuJ~ca, The World Bank

Valer~ano Garcia, The World Bank

Jorge Gomez, Adm~n~stradora de Fondos de Pens~ones Prov~da S A., Ch~le

Oscar Gonzalez, Super~ntendenc~a de Bancos e Inst~tuc~ones F~nanc~eras, Ch~le

R~chard Lynn Ground, The World Bank

Adr~an Gu~ssarr~, Sud Invers~ones & Anal~s~s S.A., Argent~na

Franc~sco de Paula Gut~errez, INCAE, Costa R~ca

Gunther Held, Un~ted Nat~ons/CEPAL, Sant~ago, Ch~le

Tamara Herrera Marrosu, Sintes~s F~nanc~era, Venezuela

Hunt Howell, Inter Amer~can Development Bank

Andres Ja~me, The World Bank

Esperanza Lasabagaster, Inter Amer~can Development Bank

Lu~s Liberman, Banco Interf~n, costa R~ca

Jose Lopez, The World Bank

C. Enr~que Martin, Banco de Gal~c~a, Argent~na

Patr~c~o M~llan, The World Bank (Argent~na)

Walter Ness, Un~vers~dad Catol~ca de R~o de Jane~ro, Braz~l

Jeffrey Poyo, Inter Amer~can Development Bank
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Carlos Robles, C~t~bank Venezuela

L~l~ana Rojas, Inter Amer~can Development Bank

Cr~st~an Sal~nas, Banco Central, Ch~le

Edward F. Sanchez, C~t~bank Venezuela

Claud~o Sapell~, The World Bank

Hemant Shah, The World Bank

Glor~a Sorensen, Banco Frances, Argentina

K~ Staking, Inter Amer~can Development Bank

Bob Traa, Internat~onal Monetary Fund

Thelmo Vargas Madr~gal, Academ~a de Centro Amer~ca

Waldo Vergara, Inter Amer~can Development Bank

Jesse W. Wr~ght, Inter Amer~can Development Bank

Mayra Zermeno, The World Bank
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