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The Role of Foreign Banks
in Emerging Countries.
The Case of Argentina, 1993-2000

MARIO TONVERONACHT*

INTRODUCTION

In the last decade, the increasing presence of foreign banks in many emerging
countries has heightened the debate on the factors that induce international
banks to enter those markets; the net gains the host countries expect to
attain with the opening of their financial markets; and the actual effects on
those markets and economies from the entry of foreign banks.'
Traditionally, international banks’ entry was linked with their interest in
being able to support the foreign operations of their domestic multinational
clients. This however does not explain why, as the more recent expetience
shows, foreign branches should cover local customers, especially if not
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large. It has then been argued that the sheer overall size of international
banks presents many scale and scope advantages that counterbalance the
problems of operating in countries with different culture and language and
competing with local banks’ superior market information and socio-political
connections.

Recently, many emerging countries have relaxed previous barriers against
the entry or the operational limits posed on foreign banks. These moves have
been justified in many ways, ranging from the desire to increase the stability
of the banking system to the need to recapitalize it, especially after having
suffered serious bank crises.

The resulting increased foreign banks’ presence has focused the
debate on its actual effects. The dominant interpretation in the economic
literature associates many advantages to this presence: better technology
and management, especially for evaluating and treating risks; wider asset
diversification, hence better risk diversification; easier and more stable access
to international funding; increased competition, with consequent gains for
families and firms; higher and more stable credit growth; decreased probability
of government intervention for general bail-outs; less corruption; and the
support by the home parent bank especially in case of financial ctisis.?

Recently, the more optimistic version of this position has attracted
increasing criticism. In particular, foreign banks’ entry has not made it easier
for small and medium sized firms to finance themselves (Clarke ez a/., 2002).
Moreover, in many cases, and Argentina is one of these, the parent banks
may legally or de facto not accept the obligations deriving from the bankruptcy
ot closure of their foreign branches and subsidiaries, partly because of the
unwillingness of their home country’s central bank to operate as lender of last
resort of the host country (Del Negro and Kay, 2002). The resulting localistic
nature of foreign banks lessens rating differences with private domestic
banks (Crystal ¢f al., 2001), consequently taking away much of the funding

2 Arguments and results substantially favourable to the presence of foreign banks may be found
in Claessens ¢# al. (2001), Clarke e al. (2001), Crystal ef al. (2001), Dages e al. (2000), Hawkins and
Mihaljek (2001), Peek and Rosengren (2000).
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costs advantage. Some have questioned the assumption that the presence of
foreign banks increases competition or that competition is based on efficiency
and risk management (Calderon and Casilda, 2001; Penido de Freitas and
Magalhies Prates, 2000). Some, rather boldly questioning the established
consensus, assert the positive role of well-managed public banks.’

The general impression from this literature is that cross-countries
studies tend to produce overall results that are more favourable to the
presence of foreign banks than studies focusing on the experience of a
specific country. This is not counterintuitive. The institutions (particularly
the financial ones) of emerging countries are particularly heterogeneous,
which makes generalisations difficult. Moreover, often large cross-country
studies cover time periods when substantial changes may have affected
one or more countries. This is the case for Argentina, for which analyses
that comprise years before and after 1991 (as in Claessens ez /., 2001) are
strongly affected by the changes in the regulatory regime and the general
economic framework: the 1989-1990 hyperinflation extends its effects at
least up to 1991-1992 when an extensive state reform and a currency board
regime were introduced.

Our reference is then the Argentine expetience from 1993 to 2000,
looking at the effects of foreign banks’ tendency to dominate the host
market. This dominance has its roots in the adoption of a xenophilous
stance by the government, and appears as a probable outcome given the
vertiginous increase in the share intermediated by those banks in many
Latin American countries. The 1993-2000 period is particularly significant
for the Argentine economy, as it was characterised by a macro-monetary
stabilisation obtained with the help of the convertibility regime (a version
of currency board with the peso pegged 1 to 1 to the us dollar). During
these years, there was a complete financial opening, extensive privatisations
(including the banking sector), a strong growth of bank intermediation,
a substantial increase in the share intermediate by foreign banks and the

3Penido de Freitas and Magalhdes Prates (2000). The opposite view is expressed in La Porta e# al.
(2000).
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creation of the Mercosur. These profound changes were unfortunately
accompanied by several external shocks. In December 1994, the Argentine
economy started to be affected by the Mexican crisis, the ‘tequila effect’,
which was to have heavy negative real and financial repercussions. As a
consequence, the regulation of the banking sector, already channelled in
the path traced by the Basel Accord, was strengthened and a us model
of banking supervision was apparently adopted. The Asian and Russian
crises of 1997 and 1998 seemed at first to have few repercussions, but at
the end of 1999 the Brazilian crisis (characterised by a heavy devaluation
of the real) plunges the Argentine economic system in a recession, which
becomes more and more profound in the following years. The recession
exposes clearly the systemic weaknesses of the economy, in particular its
scarce competitiveness and the strong increase of its foreign debt. Our
study does not embrace the crisis started in 2001 that has de facto frozen the
operations of the financial system.

The present work is mainly based on banks’ balance sheet data that have
been reconstructed starting from the monthly information transmitted to the
central bank (Banco Central de la Republica Argentina, BCRA), and following
the methodology adopted by the Organization for Economic Cooperation
and Development (OECD).* As far as possible we have tried to overcome

4We refer to the methodology adopted by OECD in its Bank profitability. Given the differences in the
months when balances are closed, we have operated their harmonization at the end of the calendar
year. Differently from oEcD, all stocks are annual averages of monthly values (month-end). An analysis
of monthly data has shown very frequent adjustments, especially in the income statement, that have
convinced us of their scarce usefulness to construct time series with frequencies higher than the
annual one. Furthermore, total assets and total liabilities have been computed net of operations
of equal value. The latter include repurchase agreements (pases) with the BCra, that were utilised
to cover minimum liquidity requirements, and those items registered as forward contracts in both
assets and liabilities whose end month values derive from the lag between buying and selling of
securities on customers’ account. Finally, independently from official communications, we date the
birth of a new bank from the availability of the first balance and that of the closute from the last
one available. The long and demanding work of data collection and reconstruction was made possible
by the generosity of the friend Roberto Dominguez who put at the disposal of the project the
resources of his Consultancy located in Buenos Aires. Thanks go to all the members of the Estudio
but in particular to Luis Alberto Bavestrello and Marisa Fernandez without whose competence and
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the limits inherent to the use of balance sheet data supplementing it with
further information.”

In what follows we adopt the traditional Argentine distinction among
the institutional categories of public national banks, public provincial and
municipal banks, private domestic banks, cooperative banks, subsidiaries
of foreign banks and branches of foreign banks.” Where not otherwise
specified, we do not include in the analysis the Banco Hipotecario, which was
a public national bank up to its privatisation in 1988; besides not possessing
the full attributes of a commercial bank, it presents two large balance sheet
adjustments that, given its dimension, would distort the series. Furthermore,
since the Caja Nacional de Ahorro y Seguros was privatised at the beginning
of 1994 and the Banco de Inversién y Comercio Exterior (BICE) never acted
as a commercial bank, we generally reduce the group of public national
banks to the Banco de la Nacién Argentina. The group of the provincial
and municipal banks is dominated by the Banco de la Provincia de Buenos
Aires. Therefore, while discussing the role of public banks we will often
refer to these two institutions.

In section 2, we present a synthetic analysis of the evolution of Argentina’s
economy and banking system. In the subsequent sections, we consider
some of the aspects discussed by the above cited literature: the net external
position, the financing of the private sector, the competition due to the
presence of foreign banks and its supposed influence over efficiency and risk
management. Section 7 discusses other features of the presence of foreign
banks in Argentina. The last section is devoted to our conclusions.

enthusiastic collaboration it would have not been possible to overcome the many difficulties inherent
in a work of this type.

% Since we are dealing with information that is received but not verified by the supervisory authority,
its reliability must be considered with caution. We must also consider that foreign banks, in
particular the branches of foreign banks, often operate according to a logic of regional banks,
with the consequence that some item may be distorted by attributions coming from or going to
other branches of the same group in the same region (see Demirglic-Kunt and Huizinga, 2001
and Raffin, 1999).

® Working with annual series we have adopted the criterion to register changes of category in the
subsequent solar year.
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THE EVOLUTION OF THE ARGENTINE BANKING SECTOR

After countless vicissitudes, at the beginning of the 1990s the Argentine
banking sector regained almost ‘ordinary’ features following a series of
reforms that interested the State and the whole of the financial system. As
shown in table 1, starting from 1993 the banks benefited from a satisfactory
macroeconomic stability, particularly in its monetary components. Notable
is the growth of bank intermediation.

TABLE 1

Macroeconomic indicators

Percentage 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Real GpP growth 0.1 106 9.6 57 58 29 55 81 39 -34 -08

Inflation (retail prices) 2314 841 175 74 39 16 01 03 07 -18 -07

Loans to the private

. 142 169 179 17.8 18.8 21.2 227 21.7
non financial sector/GDP

Deposits/GDP 148 173 164 188 21.8 254 28.7 30.1
Real interest rates
Deposits in pesos* =311 =59 28 42 104 73 67 69 99 9.0
Loans in pesos (average) 1.7 174 228 245 313 283 264 264 283 259
Deposits in us$* -726 98 -11 18 65 60 56 57 82 77
Loans in us$ (average) 33 91 11.8 183 17.8 16.0 16.7 17.7 16.5

* Time deposits from 30 to 59 days. Average annual values.
Sources: IMF, International Financial Statistics (1rs), Instituto Nacional de Estadistica y Censo (INDEC), Banco
Central de la Republica Argentina (BCRA).

By contrast, real interest rates do not show any tendency to fall, if anything
to increase, which points to unsolved problems in both the banking sector
and the economy in general.

Over all this period, the banking sector is affected by a strong structural
trend that leads to a drastic reduction in the total number of banks but
not of their branches (table 2). Such scaling down is due only in small part
to closures (only 24 banks from 1993 to 2000), being mainly the result of
mergers and acquisitions. In the same period, 17 banks, mainly provincial
ones, are being privatised.
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TABLE 2
Number of banks and branches

1993 1994 1995 1996 1997 1998 1999 2000

Banks 166 165 126 120 110 104 92 88
Public national 4 3 3 3 3 3 2 2
Provincial and municipal 30 28 25 18 15 13 12 12
Private domestic 62 05 57 61 48 46 39 33
Foreign subsidiaries 14 14 13 14 22 21 19 20
Foreign branches 17 17 17 16 16 17 18 19
Cooperatives 39 38 11 8 6 4 2 2

Branches 4093 4241 3988 4015 3775 4343 4324 4238
Public national 599 550 551 553 552 563 580 596
Provincial and municipal 1076 1061 1003 842 764 778 773 780
Private domestic 1180 1359 1562 1798 1016 1395 1062 771
Foreign subsidiaries 255 253 228 316 938 1073 1357 1438
Foreign branches 133 138 154 155 171 307 327 425
Cooperatives 850 880 490 351 334 227 225 228

Year-end values. Includes Banco Hipotecario. Own calculations based on data from BCRA.

The Argentine banking system has for a long time been characterised by a
non-marginal presence of foreign banks. Table 3 contains the set-up date
of the foreign banks having the longest presence in the country.

TABLE 3

Date of first entry in Argentina

Lloyds Bank 1863  Santander 1964
Banco Sudameris Argentina 1912 Banco B.I. CreditAnstalt 1976
ABN Amro 1914  wssBc Roberts 1978
Citibank 1914  Banco do Estado de Sao Paulo 1979
Europeo para América Latina 1914  Banca Nazionale del Lavoro 1980
BankBoston 1917  Banco Exterior 1980
Bank of Tokyo 1956  Banco Itad 1980
Banco do Brasil 1960  Chase Manhattan Bank 1980
Deutsche Bank 1960  BNP Paribas 1981
Société Générale 1963 Banco de la Republica Oriental

1983
de Uruguay

Source: BCRA.
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Therefore, the novelty of the 1990s is not the appearance of foreign banks,
but the substantial increase of their weight in total intermediation, mainly
resulting from their acquisition of the largest private domestic banks. Among
the largest banks, only Banco Galicia remains under the control of domestic
private capital, although with a substantial foreign participation. Other two
characteristics of the 1990s are the bold entrance of the two largest Spanish
banks (Banco Santander Central Hispano, scH, and Banco Bilbao Vizcaya,
BBVA), and the increasing attention paid to the retail market. Table 4 shows
the evolution of the shares according to institutional groups. Note that the
presence of foreign banks at the beginning of the period is far from being
immaterial.

TABLE 4
Market shares
(percentage)

Banks 1993 1994 1995 1996 1997 1998 1999 2000

Total assets 22.6 19.5 20.8 188 173 163 131 123
Deposits 174 145 136 140 145 146 151 151
Provincials and Total assets 26.7 235 225 187 172 164 162 16.6
municipals Deposits 264 251 255 226 208 195 190 185
Total assets 27.8 33.1 33.0 374 204 200 21.7 193
Deposits 311 345 345 383 21.8 209 189 16.0
Total assets 163 163 182 21.8 419 445 472 499
Deposits 16.0 157 200 21.1 39.0 41.8 451 483

Public national*

Private domestic**

Foreign total

Foreign Totalassets 7.4 68 71 88 283 275 285 323
subsidiaries Deposits 79 70 82 91 265 264 282 328
Foreign Totalassets 88 95 111 131 136 170 187 17.6
branches Deposits 81 87 119 121 125 154 169 155

Total assets 6.6 7.6 5.5 3.3 3.2 2.7 1.8 1.9

Cooperatives
Deposits 9.1 102 6.4 4.0 39 32 2.0 2.1

* Includes Banco Hipotecario up to 1998.
** Includes Banco Hipotecario starting from 1999.
Annual averages. Own elaborations on data from BCRA.
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The financial turmoil following the Mexican crisis of December 1994
accelerates existing trends, not least because encouraged by the supervisory
authorities. They are the increase in the number and weight of foreign banks
(mainly due to subsidiaries), several privatisations of provincial banks and
the loss of market share by all classes of domestic banks.

THE EXTERNAL POSITION

Most of the literature cited in the introduction asserts that the presence of
foreign banks benefits emerging markets in relaxing the international finance
constraint and favouring the stability of international capital flows.

For Argentina, we must take care not to refer to absolute values of the
external position given the increase in the period of the funds intermediated
by foreign banks, due in large part to acquisitions of private domestic banks.
In order to assess the propensity to net external funding we use a relative
measure, the ratio between the percentage participation to the total net external
position and the percentage share of total assets. When this ratio is higher than
unity, the participation to the external position is above the system’s average.
Table 5 shows that from 1993 to 2000 private domestic banks and foreign
banks normally present values of the index higher than unity.

TABLE 5
Share of the net external position/
share of total earning assets

Bantks 1993 1994 1995 1996 1997 1998 1999 2000
Public 0.67 0.63 0.60 0.56 0.40 0.55 0.51 0.50
National* 0.87 0.86 0.90 0.72 0.52 0.66 0.47 0.34
Provincial and municipal  0.52 0.45 0.34 0.39 0.28 0.44 0.53 0.63
Private domestic** 1.32 1.35 1.40 1.32 0.96 0.96 1.06 1.28
Foreign 1.69 1.49 1.37 1.27 1.51 1.36 1.28 1.18
Foreign subsidiaries 1.71 1.60 1.44 1.04 1.53 1.46 1.36 1.24
Foreign branches 1.66 1.42 1.32 1.42 1.45 1.20 1.17 1.06
Cooperatives 0.10 0.30 0.28 0.24 0.37 0.35 0.24 0.27

*Includes Banco Hipotecario up to 1998.
** Includes Banco Hipotecario starting from 1999.
All over the period the net value is negative for all groups. Annual averages. Own elaborations on data from BCRA.
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Note the decreasing trend of the index for foreign banks, for both
subsidiaries and branches. The fall in the index for private domestic banks
between 1996 and 1997 is due to the migration from this group to that
of foreign banks of seven banks, of which four of medium and large
dimensions. In later years, this effect is mitigated in part by the privatisation
of Banco Hipotecario. The value of the index for these seven banks and of
their share on total assets is presented in table 6.

TABLE 6
Seven banks migrated to the group
of foreign banks in 1997

1993 1994 1995 1996 1997 1998 1999 2000
Index of the net external position ~ 1.54  1.67 155 1.69 177 1.62 138 1.25
Share on total earning assets 13 14 15 18 20 21 20 22

Annual averages. Own elaborations on data from BCRA.

Figure 1 shows that during the most difficult period of the tequila effect
(January-May 1995) private domestic banks did not fare differently from
foreign subsidiaries, while foreign branches markedly lowered their exposure.
The Banco Nacion helped to support the financial system during the first
impact of the crisis.

FiGure 1
Monthly evolution of the next external position
(million us dollats)
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During the tequila effect foreign banks helped the financial system as much
as domestic banks. However, more than domestic banks, foreign banks
show in later years a clear tendency to decrease their exposure, as did also
the seven banks after their migration to the foreign camp.

LOANS AND DEPOSITS

Given the small dimension of the Argentine capital market, the private sector
is crucially dependent on banking loans. Figure 2 shows the evolution of the
shates of loans to the private non-financial sector on total earning assets.

FIGURE 2

Loans to the non-financial private sector/

total earning assets
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Annual averages. Own elaborations on data from BCRA.

Since over the period provincial and municipal banks suffered many crises,
reorganisations and privatisations, we restrict our attention to the Banco
de la Provincia de Buenos Aires, the dominant bank of the group. For
public national banks we only consider the Banco Nacién, which as we
have already seen is the only one in this group with all the attributes of
a commercial bank and by far the largest and with the best geographical
coverage of the system.
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Foreign banks show a negative trend in line with the rest of the system.
It is evident for all bank groups a strong tendency towards homogeneous
strategies. Also during the tequila effect foreign banks do not seem to behave
differently from the rest.” It is useful to examine more closely the behaviour
of the differentinstitutional groups during the tequila effect since, in contrast
with other Argentine crises, this crisis comes from external causes in a context
of general acceptance of the existing economic ‘model’.

The financial difficulties start in December 1994 and improve by June
1995, after a re-financing agreement with the International Monetary Fund
(iMF) and the re-election of Menem as President. As often happens in the first
moments of a crisis, banks allow the private sector to substitute with bank credit
the deficit in funds from other sources. The strong fall of Gross Domestic
Product (GDP) in the first two quarters of 1995 (table 7) is accompanied at
first by an increase of bank loans to the private non-financial sector; in the
following months bank credit shows more modest falls than Gpp (table 8).

TABLE 7
Annualised quarterly rate of change of pp at constant 1993 prices
11/ 94 111 1 1/95 11 111 I 1/96 11 111 1
2.1 0.2 1.2 -1.5 -3.6 —0.6 0.8 2.7 2.2 2.2 1.9

Source: INDEC.

TABLE 8
Loans to the non-financial private sector
1994 1995
11 12 01 02 03 04 05 06 07 08 09 10
System 100 101 102 103 100 98 98 97 97 96 96 97
Nacién 100 100 101 101 100 100 100 98 97 95 95 96
Prov. BA 100 104 107 108 106 107 106 108 108 104 108 111

Private domestic 100 102 102 101 95 93 95 99 97 97 99 99

dlargestprivate 00 403 105 106 100 100 101 103 102 104 106 106
domestic

Foreign subsidiaties 100 99 105 107 102 103 102 101 100 99 97 101
Foreign branches 100 102 107 114 108 111 114 115 116 116 117 120
Cooperatives 100 103 95 94 92 90 81 62 59 58 52 53

Based on month-end values. Own elaborations on data from BCRA.

7 Note that between 1995 and 1996 the mayor part of cooperative banks are interested by mergers,
acquisitions and closures.
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The trend of the four largest domestic private banks® is not much different
trom that of the subsidiaries of foreign banks, while the cooperative banks
begin a drastic and lasting contraction. Notably, the branches of foreign
banks behave as strong outliers (table 8). This divergent behaviour is mainly
related to the different pace in the loss of deposits, starting from December
1994 (table 9).

TABLE 9
Deposits
1994 1995 Maximum
17 12 01 02 03 04 05 06 07 08 09 10 change*
System 100 99 98 95 8 85 88 87 90 91 91 95 143
Nacién 100 100 98 105 86 100 99 92 106 108 99 103  -7.1
Prov. BA 100 98 109 106 101 102 109 114 113 113 116 119 1.8
Private domestic 100 100 97 92 83 78 83 8 8 89 91 94 —194
ziﬁ:itcpnwe 100 100 103 104 98 95 99 101 104 105 107 111  -3.6
Foreign subsidiaries 100 99 104 102 97 95 98 100 102 105 105 111  —4.3
Foreign branches 100 103 109 107 107 108 116 110 112 112 119 126 7.7
Cooperatives 100 96 8 78 066 58 54 44 45 46 44 46 381

Based on month-end values.
* Percentage change of the average for March-April 1995 over November 1994.
Own elaborations on data from BCRA.

In the period March-April 1995 the four largest private domestic banks
show a loss of deposits (3.6%) similar to the one of foreign subsidiaries
(4.3%).” In contrast, the branches of foreign banks, and to a lesser extent the
Banco de la Provincia de Buenos Aites, benefit from the flight to quality."’

8 Galicia, Rio de La Plata, Francés and Crédito Argentino, ranking among the first ten banks for
total assets. The attractiveness of these banks is such that after 1997 only the Banco Galicia remains
under the control of domestic capital.

? Many private domestic banks of small and medium size acted as wholesale banks with a limited
number of big clients that were ready to shift their deposits abroad. Between December 1994 and
March 1995 the fall of international reserves was 33 per cent.

1 This only partly confirms Kiguel (2001, p. 8) who asserts that after an initial flight to quality in
favour of the largest domestic banks, public and private, and of foreign banks, in the following
months a consistent general flight took place.
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The Banco Nacién suffers during all the decade from the competition of the
other largest banks, mainly due to the absence of a coherent strategy of
public banking;'' during the worst part of the Mexican crisis it helps only
occasionally in smoothing the downturn.

As shown in table 10, private domestic banks are not able to offset the loss
of deposits with other forms of funding, as can instead the other domestic
banks. Foreign banks suffer from a consistent loss of this type of funding
during the first months of the crisis.

TasLE 10
Costly liabilities net of deposits
1994 1995
11 12 or 02 03 04 05 06 07 08 09 10
System 100 93 94 100 106 110 111 109 110 113 116 112
Nacién 100 93 108 106 114 109 131 125 138 138 138 132
Prov. BA 100 107 111 116 125 122 121 119 112 116 122 124

Private domestic 100 98 91 93 100 102 104 104 102 105 111 108
4 largest private
domestic

Foreign subsidiaries 100 64 66 83 75 82 77 78 78 79 83 79

Foreign branches 100 71 70 90 8 94 93 110 103 114 115 100

Cooperatives 100 96 114 129 200 249 227 162 154 149 138 135

100 103 99 102 104 110 111 115 113 119 129 130

Based on month-end values. Own elaborations on data from BCRA.

In sum, only the branches of foreign banks are affected by the crisis
differently from the two public banks and from the largest private domestic
ones, mainly because they are the beneficiaries of a flight to quality. As can
be seen dividing the data of table 8 with those of table 9, their assets are not,

" On this weakness has weighted the ideological position of the people in charge of the central bank,
adverse to this type of banks. On the Banco Nacion poured heavy emergency directives, mainly of a
political nature (loans to small firms and to specific sectors at non market conditions, acquisitions of
the least profitable branches of troubled banks ended into the orbit of the central bank, absorption
of huge amount of public debt, etc.) that increasingly debilitated the bank; it was absent any sort of
long run strategy directed at stating the objectives and the boundaries of its public nature.
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however, worked morte to compensate.'* Moteovet, two broader comments
are suggested. First, the run was serious, but not dramatic. Second, without
a pervasive presence of foreign banks, well-run public banks would have
easily absorbed the flight to quality, as in part they did, while probably putting
some brakes on the flow of funds abroad.

The financial problems caused by the Mexican crisis leave profound
marks on the system: the share of loans to the non financial private sector
goes on decreasing (figure 2) and the composition of total assets uniformly
shifts in favour of secutities, mainly made up of public bonds (table 11)."

TasLE 11
Loans to the non financial private sector/securities

1993 1994 1995 1996 1997 1998 1999 2000

System 7.8 8.3 7.7 3.8 3.5 3.6 3.6 3.4
Public 3.6 8.0 6.3 3.6 3.0 2.9 3.9 4.7
Nacién 3.7 8.2 6.6 3.7 3.1 3.0 4.1 5.0
Prov. BA 4.8 8.8 8.3 4.1 3.0 3.7 4.2 4.9
Private domestic 7.8 7.2 7.3 3.8 3.2 3.5 3.2 3.5
Foreign 7.4 7.0 6.3 3.1 3.5 3.7 34 3.2
Foreign subsidiaries 153 138 104 5.3 4.0 4.8 4.1 33
Foreign branches 4.8 4.9 4.9 2.4 2.8 2.6 2.7 3.0
Cooperatives 16.6 179 133 4.3 4.3 4.9 3.6 2.8

Annual averages. Own elaborations on data from BCRA.

2Ramos (1998) finds that the performance of foreign banks was in this period significantly superior
to the one of the domestic banks. The difference with the results here obtained may depend on
Ramos putting together all domestic banks and all foreign banks.

BTonveronachi (2001) argues that this result strongly depends on the heavy requirements of minimum
capitalisation introduced by Argentine regulators in a context of a clear design by the authorities to
force the disappearance of small banks. Fearing that negative events, if only of a transitory nature,
would have given ammunitions to that strategy, many private banks, especially if of small size, shifted
towards what were considered more liquid assets, thus limiting loans, in order to produce excesses of
regulatory capitalisation over the minimum requirements. This strategy has been eased by the high
returns on Argentine public debt and by supervisors applying to it a zero coefficient. Guidotti and
Dujovne (2001) estimate at 60% the excess of capitalisation for the entire system; their interpretation
is however the opposite of the one offered by Tonveronachi (2001) as they affirm that “the low
profitability and the slow growth of banks’ total assets do not derive from excessive requirements
imposed by the authorities” (p. 187).
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The Banco Nacién and the Banco de la Provincia de Buenos Aires seem
to act as lenders of last resort, increasing their share of loans to the private
sector in petiods of systemic difficulties." In the period following the
Mexican crisis, with the strengthening of the prudential requirements on
capitalisation and liquidity of banks, the financing of the public non-financial
sector shows a dynamics similar to the one already seen for public bonds
(figure 3). Overall we note a tendency to the homogenisation in the asset
structure of the different typologies of banks; consequently, the distinction
among institutional categories starts to lose its usefulness.

FIGURE 3
Loans to the non-financial public sector/costly liabilities
(percentage)
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Annual averages. Own elaborations on data from BCRA.

Finally, we may ask if the increasing role of foreign banks leads to the
introduction or to the strengthening of some types of loan. This might be
relevant for our discussion since the efficiency in the allocation of risks and
funds is generally also related to the composition of loans. Classifying the loans
to the private non-financial sector according to five categories (commercial,

141994 is one of these periods, following the introduction of more stringent rules on risk management
that lead many banks, the foreign ones in particular, to radical asset ‘cleanings’ with a consequent
rarefaction of their loans to the private sector.
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mortgage, with other collaterals, consumer, others), we may look for the
existence and evolution of significant differences in the composition of
loans among the institutional groups. The results of an Analysis of Varianza
(ANOVA) analysis performed for the three main categories of loans are shown
in table 12.

TABLE 12
Differences in loans composition
among institutional groups

Types of loans 1993 1994 1995 1996 1997 1998 1999 2000

1 lower

3>1 than all
3>4B the other None None None None None None

groups

1 higher 1 higher 1 higher 1 higher 1 higher

Commercial

Moron thanall thanall thanall thanall than all 11:435
origage other other other other other 1>4B None None

groups  groups ~ groups  groups  groups
2>4S 2>4S
2>4B 2>4B 2>4B
5>4B 5>4B 5>4S 2>4B 2>4B None None None
5>4B 5>4B 5>4B

Consumer

Notes: 1 = public national; 2= public provincial and municipal; 3 = private domestic; 4S = foreign subsidiaries;
4B = foreign branches; 5 = cooperatives. The ANOVA is performed on the percentage composition of loans with
a post hoc Tukey HsD test with p = 0.05.

The composition of loans follows the already mentioned tendency towards
an increasing uniformity of strategies among the institutional groups.
Moreover, foreign banks do not appear to exercise any significant pressure on
the other banks."” Individually, significant differences in loans composition

5These results confirm Dages eza/. (2000) in that “foreign banks generally engage in the same types of
broad lending activities as domestic banks” (¢iz p. 5), particularly as far as private domestic banks are
concerned. More doubtful is their suggestion that foreign banks “are more heavily weighted toward
relatively lower risk commercial, government and other lending” (I4id.). First, because the composition
of lending does not appear that different. Second, because if we accept that what matters are risks
not covered by appropriate interest spreads, we have no reliable information that for Argentina these
types of loans were considered less risky. Our results differ in many respects from those obtained
by Clarke e al. (1999), whose main thesis is that foreign banks exerted a competitive pressure on
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remain only for the Banco Nacién that goes on with a higher proportion of
mortgages. We may thus conclude that the increasing presence and weight
of foreign banks do not affect the allocative efficiency of the system as far
as this depends on the typology of loans’ contracts.

Since data for loans composition show different currency compositions
for the different typologies of loans, we also observe a strong relation
between the loan composition and the currency composition of the loans
portfolio. After the 1995 Mexican crisis the currency composition of the
loans portfolio tends to converge to a lower proportion of contracts
denominated in dollars. The Banco Nacién is the exception mainly due

to its larger exposure to mortgages.'®

Since the majority of the contracts
denominated in dollars concerns debtors with earnings in pesos, banks
implicitly transform currency risks into non-covered credit risks.

In sum, when financing the economy, all banks, with the partial exception
of the public ones, tend towards a higher homogeneity of operations
and results, at levels that benefit less the economic system. As a reminder,
similar results were found for the net foreign position. If we were to accept the
hypothesis that a pervasive presence of foreign banks stimulates competition,
at this stage of the analysis such competition seems to result in emulative,
defensive strategies, which produce equilibrium that are increasingly less
favourable for the Argentine economy.

domestic banks in the mortgage and manufacturing sectors, thus producing a significant negative
effects on interest margins for those domestic private banks that were mostly oriented towards these
lines of business. Clarke ez a/ associate the higher profitability obtained by banks more oriented to
consumer loans to the absence of pressure by foreign banks in this same segment, and the higher
foreign presence in mortgages and loans to manufacturing to the lower profitability of domestic banks
more oriented to this segment. Then they interpret these associations as validating their thesis. Our
data show that differences in consumer lending among institutional groups disappear just when the
increased foreign presence show its first results, and, more importantly, that these differences were
never statistically significant between private domestic and foreign banks. Since our indicators suggest
a rather different picture, the different results obtained by Clarke ¢z 2/ may derive from computing
the shares for the different types of loans with reference to total financing, and not to loans to the
residents of the private non financial sector; from not considering public banks; from not separating
cooperatives from domestic private banks and foreign subsidiaries from foreign branches; and from
ending their analysis with the year 1997.

!6'These data can be obtained upon request from the author.
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COMPETITION AND PROFITABILITY

Given the difficulties in directly measuring the degree of competition, most
research focuses on the effects of competition, particularly on profitability
and efficiency.

The heavy and prolonged reorganisation of the Argentinean banking
system we discussed before lead to an increased concentration, especially
visible in the medium and large dimension of banks (table 13).

TABLE 13
Concentration indexes

1993 1994 1995 1996 1997 1998 1999 2000

Deposits R3 29.2 26.8 31.2 31.6 34.3 35.2 35.0 35.8
R5 37.6 36.2 42.2 42.0 45.6 48.3 49.9 52.6
R10 50.8 49.8 58.2 58.2 62.3 69.6 71.7 73.5

Total assets R3 28.2 27.7 30.1 29.9 31.3 31.3 32.2 32.4
R5 38.2 37.2 40.5 39.6 424 45.0 46.9 49.1
R10 51.2 51.6 56.0 56.9 59.9 66.3 69.7 71.5
HHI 426 419 482 467 501 561 608 631

Loans R3 27.1 26.6 30.1 29.4 30.0 31.0 32.8 34.4
R5 37.3 36.5 41.7 40.8 41.4 44.7 47.9 50.6
R10 51.0 51.7 57.8 59.3 61.2 67.8 72.0 74.0

Year-end values. The Rs refer to the shates of the first 3, 5 and 10 banks. HH1 is the Herfindhal-Hirschman Index.
Own elaborations on data from BCRA.

Even if increasing during the period, the values of the indexes do not reach
high levels by international standards. They reflect, however, the situation
almost limited to the market in the Buenos Aires area, given that the
Argentine banking system is polarised between the conditions of the Capital,
where the wealth of the country is concentrated and most of the banks are
located, and the periphery, which is much poorer, less financially developed
and therefore less open to bank competition. The 50% increase of the
Herfindhal-Hirschman index is, however, far from being immaterial.

Let’s now consider profitability. For what seen just above, we can expect
that the local banks (such as the cooperatives, the provincial and the municipal
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banks) could enjoy higher margins. Table 14 presents the series for the
interest margin.

TABLE 14
Interest margin (net interests/total assets)
(percentage)
1993 1994 1995 1996 1997 1998 1999 2000
System 8.23 6.14 691  5.68 5.12 5.26 5.10 4.80
Public national 4.92 4.72 490 4.54 3.60 3.94 3.90 4.21
Nacién 4.48 4.68 496 453 3.49 3.83 3.76 4.04
Provincials and municipals 739 696 572 437 424 418 388 354
Prov. BA 6.03 6.80 487  4.64 3.90 3.38 2.96 2.79
Private domestic 9.81 6.19 732 6.32 5.98 6.06 6.29 5.11
Foreign 8.23 4.65 712 5.26 5.03 5.36 5.24 5.27
Foreign subsidiaries 7.21 4.84 6.57 458 5.61 5.76 5.80 5.31
Foreign branches 9.09 4.52 7.47 572 3.82 4.70 4.39 5.22
Cooperatives 1252 1049 12.04 7.72 8.04 7.85 8.27 6.70

Total assets as annual averages. Own elaborations on data from BCRA.

The level of the margin is well above the OECD average but not substantially
different from the Mexican one (table 15).

TaBLE 15
Interest margins for some oEcp countries
1993 1994 1995 1996 1997 1998 1999 2000

Belgium 1.35 1.27 1.23 1.22 1.07 1.12 1.09 1.01
France 1.33 1.27 1.17 1.01 0.84 0.74 0.80 0.99
Germany 2.12 2.18 2.02 1.89 1.73 1.56 1.48 1.31
Italy 3.05 2.74 2.93 2.78 2.45 2.32 2.25 2.36
Nethetlands 1.82 1.90 1.87 1.88 1.81 1.73 1.70 1.56
Portugal 3.19 2.63 2.28 2.30 2.22 2.10 2.05 1.84
Spain 3.29 3.06 2.76 2.01 2.52 2.40 2.23 2.18
United Kingdom 2.45 2.35 2.32 2.15 2.10 2.06 2.10 1.95
United States 3.90 3.78 3.72 3.73 3.67 3.52 3.52 3.43
Canada 291 2.79 2.56 2.48 2.19 1.93 1.88 1.88
Mexico 6.37 5.07 5.33 3.35 3.77 5.15 541 5.22
Japan 1.25 1.33 1.45 1.40 1.31 1.33 1.40 1.33

Total assets as annual averages.
Source: OECD, Bank Profitability.
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Brock and Rojas-Suarez (2000) confirm that high margins persisted in Latin
America even after sweeping reforms that liberalised the financial markets.
As we will see in the following paragraphs, Argentina shares with the rest
of Latin America the causes singled out in that study: at a micro level, high
operating costs, high provisioning and high liquidity requirements; at the macro
level, high uncertainty. The decrease in interest margins and the increase in
funds intermediated by foreign banks do not appear related since most of
the margin decrease happens in the first part of the period (well before the
substantial increase in foreign banks presence) and it concerns all types of
banks. A more satisfactory explanation of the fall of interest margins is
the gradual attainment of normal activity levels after the problematic 1980s
(when the main bank operations consisted in the intermediation between
depositors and the public sector) and 1989-1990 hyperinflation, and the
perception of a decreased degree of risk of the private sector.

A careful analysis of the different types of banks reinforces the
conclusion that the competition of foreign banks, which was potentially
increasing after 1996 due to the acquisitions of large and medium sized
domestic banks, was not focused on interest margins.

Tables 16 and 17 show the trend of Return on Assets (Roa) for the
different institutional categories and for some OECD countries in the period
1993-2000.

TABLE 16
ROA (pre-tax profits/total assets)
1993 1994 1995 1996 1997 1998 1999 2000

System 228 020 -0.10  0.79 1.11 0.68  0.62  0.38
Public national 032 044 023 0.5 .02 -027 010  0.41
Nacién 027 035 017 054 083 -052 -014  0.12
Provincials and municipals  0.60 -0.43 -3.86 -1.44  0.35 032 -0.03 -0.15
Prov. BA 2.65 234 1.31 1.67 095 058 014 007
Private domestic 3.99 1.05  0.57 113 078  0.89 1.23 1.56
Foreign 220 -1.35 1.09 071 119 063 049 097
Foreign subsidiaries 0.68 207 023 -0.45 1.18 0.26 0.13 1.17
Foreign branches 349 083 1.93 1.50 1.21 1.22 .03 0.59
Cooperatives 2.08 1.05  -0.81 1.34 1.69 1.13 117 0.66

Total assets as annual averages. Own elaborations on data from BCrA.
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TABLE 17
ROA for some OECD countries

1993 1994 1995 1996 1997 1998 1999 2000

Belgium 0.37 0.34 0.33 0.39 0.38 0.44 0.45 0.69
France 0.12 0.02 0.15 0.18 0.28 0.35 0.47 0.67
Germany 0.58 0.52 0.57 0.53 0.47 0.71 0.38 0.32
Italy 0.86 0.32 0.42 0.56 0.38 0.91 1.01 1.27
Netherlands 0.68 0.70 0.75 0.78 0.74 0.01 0.78 0.75
Portugal 0.98 0.71 0.65 0.77 0.88 0.83 0.80 1.03
Spain 0.36 0.78 0.82 0.86 0.94 0.95 0.96 0.96

United Kingdom  0.76 1.15 1.17 1.14 1.15 1.23 1.37 1.30

United States 1.76 1.73 1.81 1.85 1.93 1.81 2.03 1.81
Canada 0.77 1.04 1.09 1.21 1.23 0.99 1.11 1.14
Mexico 2.28 0.76 0.49 -0.63 0.13 0.15 0.95 1.14
Japan 0.18 0.11 -0.17 0.03 -0.50 -0.76 0.28 —-0.03

Total assets as annual averages.
Source: OECD, Bank Profitability.

Note that the generally negative results for 1994-1995, in some cases lasting
up to 1996, derive from the more severe regulations on risk management on
top of the tequila effect. The following years see the continuation of the
crisis for the provincial and municipal banks, the gradual weakening
of the Banco Nacién and the Banco de la Provincia de Buenos Aires,
and generally better results for the private domestic banks compared with
the foreign ones: an average of 0.99 against 0.82 with respective standard
deviation of 0.21 and 0.32. These values must however be taken with
caution since, on the one hand, foreign banks incur in substantial costs
of acquisitions and reorganisation, and, on the other, the private sector
gradually looses some of its best companies. The results in terms of ROA
are in line with the international ones only for the private domestic and
foreign banks.
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COMPETITION AND EFFICIENCY

In table 18 we show how, starting from a gross income much higher than
the international average, the Argentine banks obtain a ROA more or less
in line with those of the developed countries. We have taken as reference
1997-1998, as this was a period of good economic growth without significant
problems for the Argentine financial system.

TaBLE 18
Composition of Roa and efficiency, average 1997-1998
M G1/TA oc/TA PR/TA ROA  GI/(0c+PR)

Argentina System 5.19 8.84 6.38 1.59 0.88 1.11
Nacién 3.67 6.04 4.81 1.11 0.13 1.02
Prov. BA 3.62 7.76 6.06 0.95 0.75 1.11
Private domestic 6.02 9.56 7.14 1.59 0.84 1.10
Foreign subsidiaries  5.69 9.01 6.53 1.79 0.70 1.08
Foreign branches 4.34 7.57 5.36 1.10 1.21 1.19
Cooperatives 7.95 15.73 12.07 2.88 1.41 1.10

Europe* 1.80 2.81 1.81 0.34 0.67 1.31

United States 3.60 5.97 3.69 0.41 1.87 1.46

Mexico 4.46 6.32 4.67 1.46 0.19 1.03

* BEurope is the average of the European countries in table 17.

1M is the interest margin; GI is the gross income; 0c/TA are the operating costs/total assets; PR/TA are provisions/
total assets.

Own elaborations on data from BCRA and OECD.

Table 18 shows that, to obtain satisfactorily levels of ROA and global efficiency
(last two columns), Argentine banks must start with a gross income that is
almost the double of that for the Us and three times that for Europe. This
stems from the high operating costs and provisions common to all types of
institutions operating in Argentina, apart from the cooperative banks."”

7The level of operating costs for these banks appears completely out of line. If it is true what
is rumoured in the City of Buenos Aires, this is not particularly due to their small dimension or
operating inefficiencies, but to the outsourcing made to firms that are more friendly to the managers
than to the banks.
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Claessens ¢ al. (2000) assert that it is foreign banks’ entry by itself and
not the growth of their share in intermediation that pushes up efficiency.
Since the presence of foreign banks in Argentina dates well before the period
here considered, our data show that those benefits did not materialise. As
we will discuss in detail later, those improvements that are observable in the
1990s derive from the more favourable institutional and macroeconomic
framework. This suggests that the levels of operating costs and provisions
depend mainly on systemic features and that it is in this direction, not by
increasing the presence of foreign banks, that the solution to the high
margins should be sought.

Operating efficiency

If we adopt a narrow definition of efficiency, the first point to examine is
whether the trends of operating cost are somehow linked to the competition
stemming from the increasing presence of foreign banks.

Figures 4 and 5 show that the increase in operating efficiency does not
appear to be related to the bank typology but if anything to the initial level
of operating costs and to the increase in intermediation characterising the

petiod.

FIGURE 4
Operating costs/total assets
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Own elaborations on data from BCRA.
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The correlations between the rates of change of the average bank size and of
unit operating costs for the period 1994-2000 are computed in table 19.

TABLE 19

Annual rates of change of unit operating costs
and of the average bank size, 1994-2000

v, 1994 1995/ 1996/ 1997/ 1998/ 1999/ 2000/ Corr
1993 1994 1995 1996 1997 1998 1999 wouff
System OC/Th —728 467 —1494 740 —193 535 —7.06 269
) TA/NB 2099 1882 3351 2155 2592 1598 849 046 2038
3 oc/ta 188 —667 364 -817 385 -782  6.80 220
Nacién
TA/NB 1698 744 139 764 888 782 -312 -018 67
Provincials oc/ta —143 272 936 787 611 -7.59 —9.30 63
and municipals  TA/NB 1235 476 20.14 2706 3144 1723 -349 —022 169
—_— oc/ta 1072 -854 —1135 819 —565 -320 -11.96 55
TA/NB 072 1265 1287 2119 1685 782 440 053 109
o domegie OC/TA 723 0BT 1511 018 486 112 1915 83
Private domestic /b 3442 691 3153 2656 2819 415 1478 067 133
Foreign OC/TA —2.55 380 2087 —1540 899 —400 -12.83 )
subsidiaries TA/NB 10.85 860 3451 14996 1269 2182 977 —046 355
Foreign oc/Ta —977 -872 —1773 937 —11.85 059 11.56 65
subsidiaries TA/NB 3142 2036 3774 2256 4073 455 -978 —095 211
. oc/Ta —1858 625 —2436 —029 177 -222 —10.08 73
Cooperatives _
TA/NB 4334 3739 8082 3127 1944 7957 1318 038 435

oc=operating costs; TA=total assets; NB=number of banks.

Own elaborations on data from BCRA.
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The correlation coefficient computed for the average rates of change of the
different groups is —0.54. The high correlation coefficients, especially those for
the fastest growing average banks, indicate a relevant influence of dynamic
economies of scale on operating costs.'®

All over the period, data on unit operating costs do not suggest the
existence of significant static economies of scale, especially when we
consider that the small dimension includes many wholesale banks. With
reference to the first and to the last year of our period, figures 6 and 7 show
that X inefficiencies remain systematically dominant in the segment of small
banks, with their reduction substantially depending on the disappearance
of almost all cooperative banks."

FIGURE 6
Unit operating costs, 1993
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Own elaborations on BCRA data.

' The strong dimensional growth of cooperative banks is due both to the disappearance of the
smallest ones and to mergers and acquisitions, contributing to their reduction from 39 to 2.
¥ For the years 1992-1994 Dick (1996) finds significant X inefficiencies especially for small banks;
for the 1996-1999 period Guala (2002) offers some evidence for static economies of scale.
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FiGure 7
Unit operating costs, 2000
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Own elaborations on BCRA data.

The previous one is however a rather narrow interpretation of the concept
of efficiency. In particular, if labour costs were positively related to the
quality of human capital, we could hypothesise a direct relation between
costs and value added. Table 20 shows the values for unit labour costs and
gross income per employee.

TABLE 20
Unit labour costs and gross income per employee,
average 1993-2000

Thousands of pesos at 1993 prices

Unit labonr costs Gross income per employee
System 34.4 87.4
Nacion 27.2 429
Provincials and municipals 31.4 58.6
Private domestic 34.0 93.9
Foreign subsidiaries 40.5 106.3
Foreign branches 53.3 152.9
Cooperatives 27.9 77.9

Own elaborations on data from BCRA.
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The relation between unit labour costs and gross income per employee
across the different groups is substantial, with a positive correlation
coefficient of 0.94. Note that foreign banks are the ones with highest unit
labour costs and the highest gross income per employee. This situation
characterise foreign banks since the start of the period. As shown in figure
8, from 1993 to 2000 the trends of the different groups are not, however,
substantially different.

FIGURE 8
Gross income per employee
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Own elaborations on data from BCRA.

Furthermore, the notable improvement of the foreign subsidiaries in
1996-1997 and the simultaneous worsening of the private domestic banks
derives from the already discussed migration of seven banks from the private
domestic group. Taking out the seven banks from the foreign series (foreign
subsidiaries less the new 7) the dynamics of all groups appear similar, this
time with the cooperatives that present a more marked improvement.

To conclude on our cost analysis, foreign banks do not show better
results than the others. What seems to characterise them is the use of more
expert manpower that permits to obtain a higher gross income per employee,
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suggesting a distinct focus of their operations. However, as we can see from
figure 9, the supposed higher labour quality does not produce a higher gross
margin net of labour costs.”

FIGURE 9
Gross income less labour costs/total assets
(percentage)
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The two public banks remain for all the period on levels that are dangerous for
their survival, levels that should only be justified by taking very low risks.

Efficiency in risk management

For several reasons the data we can utilise in risk analysis are less reliable
than the ones considered up to now. Starting from 1994, Argentine bank
supervisors adopted very detailed, mechanical and even more stringent
procedures for the evaluation of provisions and of the risk categories
subject to different regulatory coverage. Table 21 shows the division in six
risk categories and the required coverage.

2 Between 1996 and 1997 foreign banks show again an upward step due to the incorporation of
seven ex private domestic banks.



44 MARIO TONVERONACHI

TABLE 21
Classification of debtors

Commercial credit

Credit to consumption

Coverage (%)

With

Without

preferential  preferential

Suarantee Suarantee
Situation 1 Normal situation Normal execution 1 1
Situation 2 With potential risk Inadequate execution 3 5
Situation 3 With problems Deficient execution 12 25
Situation 4 With high insolvency risk Of difficult recovery 25 50
Situation 5 Irrecoverable Irrecoverable 50 100
Situation 6 Irrecoverable for technical — Irrecoverable for technical 100 100

provision

provision

Source: BCRA.

Starting from 1994 risk provisioning reflects the increased stringency of
supervisory requirements. Despite that, the debtors’ database monthly
published by the BCrA in ¢D form shows non-occasional and non-marginal
disparities in the risk evaluation of the same debtor made by different banks.
Moreover, the provisions of the last years of our period, which as we have
already seen are characterised by a substantial fall of GDp, do not increase
in the measure we could have expected.

Tables 22 and 23 show two series of indicators of banks’ credit risks.

TABLE 22
Funds with irregularities 3-6/total funds
percentage
1993 1994 1995 1996 1997 1998 1999 2000
System 179 154 179 158 123 102 110 121
Public national 23.0 12.9 14.8 18.0 17.2 16.8 199 237
Nacién 11.7 133 155 191 187 180 21.1 251
Provincials and municipals 27.0 27.4 31.8 253 211 17.3 17.5 19.5
Prov. BA 142 164 158 139 135 139 175 188
Private national 6.9 84 110 126 109 7.8 7.9 6.5
Foreign subsidiaries 7.4 9.5 9.7 8.6 7.9 6.7 7.5 7.5
Foreign branches 4.1 4.5 5.2 5.9 5.0 4.5 5.6 6.9
Cooperatives 115 107 178 194 136 133 11.0 115

Annual averages. Own elaborations on data from BCRA.
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TaBLE 23
Provisions/loans to the private non financial sector
percentage
1993 1994 1995 1996 1997 1998 1999 2000
System 4.0 3.3 4.9 4.0 3.7 2.7 3.2 3.7
Public national 1.7 1.6 2.4 2.6 7.8 1.8 2.8 2.6
Nacién 1.5 1.8 3.5 3.0 3.1 2.5 2.8 2.5
Provincials and municipals 6.9 4.6 7.8 4.5 1.6 2.0 1.9 2.7
Prov. BA 3.4 1.9 1.1 14 13 1.4 1.1 1.7
Private national 3.6 3.0 4.6 4.4 3.8 3.1 4.1 3.2
Foreign subsidiaries 3.2 4.7 4.4 3.7 3.0 35 3.8 3.1
Foreign branches 3.5 3.2 33 4.7 1.9 2.3 3.6 3.9
Cooperatives 3.7 3.6 6.7 2.2 5.0 4.6 4.0 4.5

Provisions do not include here adjustments from previous years. Stocks are annual averages.
Own elaborations on data from BCRA.

Private domestic banks and foreign ones constantly show the lowest levels
of portfolio irregularities but among the highest percentages of provisions.
Given the character of Argentina regulation, this partly reflects the interest
rates policy adopted.”’ The implicit interest rates for the loans to the non-
financial sector seem to confirm this hypothesis (table 24).

TABLE 24
Implicit interest rates on loans to the non-financial sector
1993 1994 1995 1996 1997 1998 1999 2000

Public national 17.4 14.0 14.3 12.7 11.4 12.0 11.0 10.9
Nacion 13.9 13.8 13.9 12.2 10.6 11.3 10.4 10.0
Provincials and municipals 22.3 18.4 17.6 13.5 12.6 12.5 12.5 12.2
Prov. BA 16.0 14.9 13.6 12.9 11.6 10.7 10.8 10.8
Private domestic 20.8 18.8 19.5 15.2 15.2 16.6 16.9 16.7
Foreign 15.1 15.1 17.6 14.3 13.0 14.3 14.7 15.4
Foreign subsidiaries 14.4 14.1 17.0 13.3 12.9 14.6 14.7 15.0
Foreign branches 15.9 16.0 18.1 15.2 13.4 13.6 14.6 16.1
Cooperatives 30.2 25.6 27.2 18.0 19.3 19.2 18.3 17.3

Own elaborations on data from BCRA.

' Provisions requitements are in fact also linked to the level of interest rates applied on loans,
following the hypothesis that a higher rate incorporates a higher risk premium.

2 Por the average of the period, the correlation coefficient between provisions and implicit interest
rates on loans for the different groups is 0.65.
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However, the average interest rates on loans depend not only on debtors’
degree of risk (for which the share of loans to the public sector is relevant),
but also on market power. For public banks the level of the average rates
is strongly influenced by their exposure to the public sector, while for
cooperatives banks, especially in the first years, it seems safe to assert that
the market power is dominant.” The above data suggest that the public
and the cooperative banks assume the financing of the riskier part of total
portfolio, with public banks that do not cover the higher risks with adequate
mark-ups. Overall, and discounting the differences in operating conditions
and on market positioning, the risk management by foreign and private
domestic banks do not appear significantly different.

We can try to see if these conclusions may be confirmed by the
evaluation of bank risk made by their creditors, that is, in the banks’ cost
of funding, The literature is unanimous in finding a low market discipline
exercised by depositors. For Argentina we can expect a higher sensitivity
given its history of bank failures, and especially if we consider term deposits
for less than 59 days. Figures 10 and 11 show the series computed for the
implicit interest rates on deposits in pesos and in dollars.

FiGure 10
Implicit interest rates on deposits in pesos
14 4

1993 1994 1995 1996 1997 1998 1999 2000
—&— Public national —— Provincial and municipal
—&@— Private domestic —a&— Foreign subsidiaries
—2&A— Foreign branches —X— Cooperatives

Own elaborations on data from BCRA.

2 See also the previous figure 3 on loans to the non-financial public sector.
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FiGure 11
Implicit interest rates on deposits in us$

1119

1993 1994 1995 1996 1997 1998 1999 2000
—&— Public national —#— Provincial and municipal
—@— Private domestic —a&— Foreign subsidiaries
—2&— Foreign branches —¥— Cooperatives

Own elaborations on data from BCRA.

While for deposits in pesos the advantage of public national banks is evident,
for deposits in dollars the initial differences in favour of foreign banks tend
to disappear in the following years. However, since deposits rates differ for
different types of deposits, their composition determines the above result.
The percentage composition of deposits (table 25) and the implicit interest
rates for deposit typology (table 26) show that public banks are favoured
by the larger share of current accounts.

TaBLE 25
Percentage composition of deposits, 1993-2000
(averages)

Current Saving Term Other

accounts deposits deposits deposits

Pesos Dollars ~ Pesos  Dollars — Pesos Dollars — Pesos  Dollars

Public national 367 0.5 86 49 111 329 45 1.0 100
Provincials and municipals  20.0 0.1 11.1 45 202 360 6.1 2.0 100
Private domestic 129 07 115 81 17.8  46.3 1.6 1.0 100
Foreign subsidiaries 96 1.2 9.6 9.0 170 51.9 0.6 1.0 100
Foreign branches 94 1.7 82 118 19.0  48.0 0.6 1.2 100
Cooperatives 122 05 103 66 202 479 1.2 1.2 100

Own elaborations on data from BCRA.
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TABLE 26
Implicit interest rates for deposit typology, 1998-2000
(averages)
Current accounts Saving deposits Term deposits
Pesos Dollars Pesos Dollars Pesos Dollars
Public national 0.0 0.0 3.6 2.8 74 6.2
Provincials and municipals 0.0 0.0 3.2 2.2 8.2 5.6
Private domestic 0.1 0.2 2.8 2.4 9.1 7.0
Foreign subsidiaries 0.0 0.1 2.9 2.1 8.1 6.3
Foreign branches 0.4 2.3 2.8 2.2 7.3 5.5
Cooperatives 0.3 0.0 3.5 2.4 9.9 7.0

Own elaborations on data from BCRA.

Term deposits are the ones that most reflect explicit financial investment
decisions, hence best reflect the market’s evaluation of bank risk. From
the data in table 20, available only for the last three years, we derive a net
advantage for foreign banks, especially foreign branches, and for public
banks. The more modest differences for the average interest on deposits
depend therefore on the specific politics of deposit composition directed
at minimising the cost of funding.

We can easily image that for domestic banks the high cost of funding may
be related to country risk, which for Argentina never reached the investment
grade; in principle the same should not be true for foreign banks, especially
for foreign branches. We have however already argued that the localistic
nature of foreign banks concurs to diminish the differences in the ratings
of financial strength with obvious repercussions on cost of funding. For
example, while in 1998-2000 the country risk spread for Argentina averaged
5 percentage points, the implicit interest rate on term deposits was 6.4%
for Citibank, 6.8% for Banco Galicia (in 2000 the largest private domestic
bank for total assets), and an average 8.8% for the seven smallest private
domestic banks.

Considering together the results obtained for loans and deposits, we
cannot assert that foreign banks adopted aggressive policies using their
higher reputation and expertise to lower the cost of funding and loans’
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interest rates. There are on the contrary some indications that they exploited
their access to international markets to select the best clients (cherry-picking)
although not differentiating their internal interest policies from the rest of
the system.”

We can now see how much risk management affects the profitability
and fragility of Argentine banks.

Table 27 shows that the average share of gross income absorbed
by provisions is not significantly different for foreign banks and private
domestic banks. What it appears to differ is the policy of smoothing the
effects of provisions on gross income, with foreign branches following
more closely changes of GDP.

TABLE 27
Provisions/gross income
(percentage)
1993 1994 1995 1996 1997 1998 1999 2000 Average
Public national 186 160 252 21.7 144 208 257 208 204
Naciéon 124 163 249 223 150 219 267 221 202
Provincials and municipals ~ 25.0 22.0 49.1 30.7 104 111 147 188 227
Prov. BA 11.2 8.8 52 126 121 123 120 18.6 116
Private domestic 133 141 224 217 170 162 200 157 17.6
Foreign 136 211 181 183 160 192 239 208 189
Foreign subsidiaries 164 272 221 204 185 21.1 243 188 21.1
Foreign branches 11.6 160 154 170 98 157 232 247 167
Cooperatives 10.1 123 220 44 114 172 144 163 135

Own elaborations on data from BCRA.

2 Hawkins and Mihaljek (2001, p. 6) object to the arguments on the negative effects of cherry-picking
on domestic banks arguing that the latter are not at disadvantage with foreign banks because they
may balance the lower quality of clients with higher spreads. The authors seem to neglect portfolio
diversification that, in this context, would leave domestic banks with the only alternative to absorb
consistent doses of public debt, actually of a lower grade than the debt of many non financial firms.
Brock and Rojas-Suarez (2000) argue that the increased competition associated to weak supervision
induced many Latin American banks to expand their portfolios towards riskier assets.
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According to figure 12, the amount of capital that insures risks not covered
by reserves shows an increased dispersion in the tequila period, with a higher
stability by foreign banks, tending afterwards towards homogencous levels.
Public banks appear increasingly undercapitalised and being able to elude
the rigid regulatory capital requirements.”

FIGURE 12

Problem funds 2 to 6-reserves/capital

(percentage)
140 ~
120
100 A

80 +
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40 A
20 1
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1993 1994 1995 1996 1997 1998 1999 2000
—8B— Nacién —— Prov. BA
—&— Private domestic —a&— Foreign subsidiaries
—2&A— Foreign branches —X¥— Cooperatives

Annual averages. Own elaborations on data from BCRA.

Table 28 shows the series for the minimum margin, computed as the value of
the interest margin below which banks incur losses. High levels of unit non-
interest net income and low values of unit operating costs and provisions
lead to low values of the minimum margin. The lower is this margin, the
more breathing space a bank has in case of a fall in interest margin. Given
the complex interactions that the different operations induce in the items
making up the income statement, this is a useful index of banks’ fragility.

% Since as we have already seen that different banks make different evaluations of the same debtor, we
prefer to adopt the wider index of portfolio at risk (irregularities 2 to 6); the results do not however
change restricting the analysis to the irregularities 3 to 6.
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TABLE 28
Minimum margins
1993 1994 1995 1996 1997 1998 1999 2000

Public national 4.6 4.3 4.7 3.9 2.6 4.2 3.8 3.8
Provincials and municipals 6.8 7.4 9.6 5.8 3.9 3.9 3.9 3.7
Private domestic 5.8 5.1 6.7 5.2 5.2 5.2 5.1 35
Foreign subsidiaries 6.5 6.9 6.8 5.0 4.4 55 5.7 4.1
Foreign branches 5.6 5.4 5.5 4.2 2.6 35 3.4 4.6
Cooperatives 10.4 9.4 12.9 6.4 6.4 6.7 7.1 6.0

Own elaborations on data from BCRA.

Apart from cooperative banks, impaired by their high operating costs, the
strengthening of supervision seems to push the other groups towards a higher
homogeneity of the index. Non homogenous are however the operating

conditions facing the groups, with the consequence that the differences

between actual and minimum margins (table 29) show the increasing weakness
of public banks and the non brilliant situation of foreign banks.

TABLE 29
Actual margins-minimum margins

1993 1994 1995 1996 1997 1998 1999 2000
Public national 0.3 0.4 0.2 0.6 1.0 -03 0.1 0.4
Provincials and municipals 0.6 04 -39 -14 0.3 03 003 -02
Private domestic 4.0 1.1 0.6 1.1 0.8 0.9 1.1 1.3
Foreign subsidiaries 0.7 -21 -02 -05 1.2 0.3 0.1 12
Foreign branches 3.5 -0.8 1.9 1.5 1.2 1.2 1.0 0.6
Cooperatives 2.1 1.1 -0.8 1.3 1.7 1.1 1.2 0.7

Own elaborations on data from BCRA.

OTHER FEATURES OF THE PRESENCE

OF FOREIGN BANKS IN ARGENTINA

We may now supplement the previous quantitative analysis with the discussion
of some more general topics, capable of further clarifying the experience of
foreign banks in Argentina. We may ask whether their more pervasive presence
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helped banking regulation to be more effective; whether we may expect more
favourable net effects for the future; and whether some of the problems that
plagued the Argentine economy derived from the unconditional financial
openness rather than from the increasing dominance by foreign banks.

Itis useful to start evaluating the thesis put forward by Rojas-Suarez and
Wiesbrod (Rojas-Suarez and Wiesbrod, 1996; Rojas-Suarez, 2002) according
to whom a noticeable presence of foreign banks in emerging countries
leads to a higher efficacy of the prudential regulatory regime. Many emerging
countries are characterised by a high concentration of wealth, and by a
relevant contiguity between real and financial wealth. In these conditions
a regulation based on minimum capital requirements is not effective, the
financial system is more fragile (since the domino effect is amplified) and
during a general crisis it is very difficult to sustain bank capitalisation. Rojas-
Suarez and Wiesbrod argue that the presence of foreign banks could sever
this link, hence cancelling its negative effects. However, this requires strong
and well-designed incentives that push foreign banks to recapitalise their
local operations and not to use their dominant position in the local market
to impose the logic of the too big to fail. This is a crucial passage for the
validity of the Rojas-Suarez and Wiesbrod’s argument. Even if from what
we have seen up to now this passage appears rather doubtful, a more detailed
analysis of the general strategies of international banks and of their interest
for a consistent presence in a market like the Argentine one may help to
clarify the matter.

Looking at the conditions that in Argentina have contributed to lower the
barriers against the entrance and the strengthening of international banks,
it seems that bank crises have played an accompanying role, with a greater
relevance assumed by the combination of high capital requirements, the
favour granted by local authorities to their presence, and the propensity to
sell by domestic owners attracted by a sort of “wealth effect’ deriving from
the peso’s overvaluation (Kulfas ez /., 2002, p. 111). For what concerns the
strategies pushing international banks to enter into the financial markets
of emerging countries, strategies affecting the results presented in the
previous pages, it is perhaps sufficient to follow the general policies they



THE ROLE OF FOREIGN BANKS IN EMERGING COUNTRIES 53

have adopted with increasing determination during the 1990s. We refer
particularly to their increasing estrangement from credit risk in favour of
activities earning substantial, less costly and less risky fees and commissions.*
Worth mentioning is the role of many of these banks in the management
of public debt and of the funds of residents, often at foreign branches of
the same group. Another example is the management of pension funds,

that foreign banks seems to consider one of the more promising sector in
Latin America (table 30).”

TaBLE 30

Market shares of pension fund administrators
linked to the reported foreign banks*

Situation at June 30, 2003

Costa E/
. . . . - '
Argentina Bolivia — Chile  Colombia Rica  Sahador Mexico Pern Urugnay

Santader Central
Hispano

BBVA 20.7 52.6 315 18.1 40.6 21.5 20.3
Citibank 16.7 24.2 15.4 3.7 324 23.0 6.6 5.7
HSBC 15.0 3.3

ING 12.8 19.1

2.0 11.2 12.1 9.0 272 179

Fleetboston
Financial 5.7
Corporation

Zurich South
America Invest LTD.

474

Corporacion
Financiera 23.2
Internacional

Total 744  100.0 79.7 68.8 3.7 73.0 56.8 732 293

* With controlling shares.

** On August 14, 2003, HsBC announced an agreement to acquire the 100% of capital of Afore Allianz Dresdner
(3.3% of market share).

Source: A10s, Asociacién Internacional de Organismos de Regulacién de Fondos de Pensiones.

% See for example The Economist (2003).
7 See also Calderén, Casilda (2000) and Kulfas, Porta, Ramos (2002).
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Some foreign banks operated in Argentina as universal banks, acquiring
directly, through the creation of financial holdings, or associating with
multinational firms and local firms, the control of non financial firms,
largely profiting from the favourable regime of foreign debt capitalisation
accompanying the privatisation of publicly owned firms.*® With regard to
activities external to their core business, these positions were subsequently
dismissed, at least in part, generally in favour of foreign banks’ associates,
sometimes also due to the necessity to return within the limits imposed by
the home country bank regulation.” Playing a relevant role in introducing
multinational firms to the Argentine market, foreign banks also benefited by
offering interesting opportunities of foreign investments to the liquidity thus
created. There is no doubt that many foreign banks directly or indirectly
facilitated the creation of privately owned foreign assets and, attracted by
nice fees, favoured the strong dynamics of the foreign debt.”” However,
also in this respect many private domestic banks did not pursue different
strategies from foreign ones.

The strong interest of foreign banks for activities different from those of
commercial banking is also confirmed in a cross section analysis by Dopico

% That regime consisted in the utilisation for those acquisitions of bonds of foreign debt accepted
at their nominal value, much greater than their market value.

» See Kulfas, Porta and Ramos (2002), where the rationality of these types of associations is analysed:
the multinational firm contributes its technological and management expertise, the local firm its
knowledge of the market and its lobbying capacity, and the bank the access to financial markets, in
particular for supplying foreign debt bonds for their capitalisation (pp. 28, 56).

30 Damill (cited in Fanelli, 2003) observes that in the 1990s the current account deficit substantially
equals the amount of foreign direct investments, so that the increase in public foreign debt in great
part served to finance the accumulation of foreign assets by the domestic private sector. At the
beginning of the 1990s John Reed, then at the head of Citibank, declared that the Argentines held
the 95% of their savings abroad (note the use of a precise percentage) and that Argentine deposits
at non Argentine branches of his bank exceeded the value of loans of his bank to Argentina. In the
following years Citibank Argentina did not change its policy, as it also appears from the results of
investigations conducted to clarify if it had facilitated international operations contrary to Argentine
and s regulations. For the previous quotations and an interesting reconstruction of the presence of
Citibank in Argentina see Zlotogwiazda and Balaguer (2003). For the mechanisms related to the
constitution of foreign assets during the crisis exploded in 2001 see the excellent Reporte Final de
la Comisién Especial Investigativa sobre Fuga de Divisas (2003).
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and Wilcox (2002), where a negative correlation is found between the share
of foreign banking and restrictions put to their operations on the securities
market and on the insurance and real estate sectors.

In the recent past, and probably even more in the future, it is a set of
complex typologies of operations that attract international banks determining
their entry into many financial markets, especially those of the emerging
countries where the competition by domestic financial institutions is
weaker.

We may expect that the new Basel Accord on bank capital requirements,
which should come into effect at the end of 2006 and whose more risk-
sensitive methodology will surely interest international banks, will strengthen
the tendencies just mentioned, rendering less relevant the traditional activity
of corporate lending, Given the relationship between finance and economic
development, all this leads to reinforce for the future the doubts expressed
in the present work on an eventual dominant role of international banks in
the Argentine financial market.

CONCLUSIONS

The well established and increasing presence of foreign banks in the
Argentine financial system does not seem to have produced that ample set
of positive results expected by a large part of the economic literature. The
evolution of the Argentine banking sector during the 1990s seems largely
the result of macroeconomic factors and of the numerous reforms aimed at
changing the economic and financial system radically. We may suppose that
among the desired effects of these reforms there was a higher homogeneity
amonyg the strategies adopted by banks pertaining to different institutional
groups.

Even the migration of the largest private domestic banks under foreign
control has not produced, after several years, those increases in resiliency and
efficiency expected by many analysts. Results similar to those here obtained
for Argentina, hence different from those in most of the literature on
emerging countries, are to be found for example in Brazil: absence of higher
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efficiency and profitability for foreign banks with respect to the domestic
ones, and the absence of significant systemic improvements attributable to the
increased presence of foreign banks (Carvalho, 2002; Guimaraes, 2002).

The more recent crisis in Argentina, exploded at the end of 2001 to which
a specific analysis should be devoted, seems to confirm the results here
obtained for the previous period. Until the crisis erupted, foreign banks had
a non secondary role in politically supporting the Convertibility regime, also
when it had become well apparent the impossibility to manage the system
without accumulating an unbearable public foreign debt, for which all banks
had oiled the not always transparent mechanisms that produced an impressive
net accumulation of privately owned foreign assets (Comisién Especial
Investigativa sobre Fuga de Divisas, 2003). It was out of the question that
at some point all this would have led to a breakdown. The way out from
that regime was certainly chaotic, with a crescendo of public interventions
badly devised and even worse implemented (asymmetric specification of
banks’ deposits and loans, the freezing of deposits, the abrupt default on
foreign debt, etc.). It was however equally clear the necessity of a prompt
and radical exit from the Convertibility regime. If partly understandable, the
hasty flight by Credit Agricole, the one a bit more composed by the Bank
of Nova Scotia, the more recent exit of Lloyds Bank, Société Genérale
and Banca Nazionale del Lavoro, the refusal to recapitalise by other parent
companies and news about the disengagement of some foreign banks,
among which ABN Amro and Citigroup, tend to confirm a secular pattern:
in period of serious difficulties, foreign banks in Argentina do not adopt
strategies different from the ones followed by domestic banks. There is no
denying that any bank operating in Argentina has to face many difficulties
and uncertainties deriving from severe weaknesses in the legal framework;
however, foreign banks have been keen to exploit these when they could
for their own benefit.

If we accept that the impoverishment of bio-diversity we have observed
in the Argentine banking system might be detrimental for growth and
development, it is open to doubts whether this is necessarily related to the
increasing dominance by foreign banks. Our analysis did not find clear
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indications to support this hypothesis. If on the one side it was the favourable
macroeconomic scenario of the 1990s and not the increasing presence of
foreign banks to produce the better results we can observe, on the other side
private domestic banks did not adopt different strategies; furthermore, there
are no signs that they could have not done so in the absence of foreign banks
pressure. In other words, the impoverishment of bio-diversity in Argentine
banking could have led to similar results if the role played by foreign banks
would have been taken on by private domestic banks.

The problem mainly rests on the system of incentives produced by the
Convertibility regime and by the actions taken by the Regulatory Authorities.
First, with an unrestricted financial opening we may not really expect private
domestic banks pursue different strategies from that of foreign banks.”!
Second, the diminishing attention paid by Argentine banks, both domestic
and foreign, to the financing of the economy appears to be strongly
influenced by the Argentine regulatory regime, with its dislike of local
and small banks and with its rather punitive capital requirements for the
financing of the private non-financial sector. Third, the authorities were
restrained from pursing a complete privatisation of public banks only by
political reasons. No serious thought was ever given to the approach, albeit
debatable, allowing only a residual but functional role for public banks in
emerging countries. When incapable of privatising them, the authorities’
action was in fact in the direction of not opposing, if not producing, the
weakening of public banks. *

3 Looking at the consequences of this opening, Soto (2000) confirms the existence of a significant
negative correlation between the inflow of capitals intermediated by banks and economic growth,
and Jeanneu and Micu (2002) find a pro-cyclical behaviour of international bank loans.

3 For example, Hawkins and Mihaljek (2001) favour at most a residual role for public banks in emerging
countries, and only in certain circumstances. On this point see also the previous footnote 3. In the last
years the Banco Nacion was repeatedly interested by less than clear manifestations by the government,
like the attempt to attribute its privatisation’s proposal to IMF’s pressures (Minsburg, 2003, p. 39). We
are tempted to interpret the ‘policies’ that provoked the weakening of Banco Nacién as an attempt
to be seen as afterwards obliged to sell it. Given the dimension of the bank, such privatisation could
mainly interest foreign capital. What it is certain is that the assets of Banco Naci6n are attractive to
those outsiders today interested in a new wave of Argentine foreign debt capitalisation.
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From this point of view, foreign banks appear as a willing instrument of a
policy that has finally deprived the Argentina’s economy of the heterogeneity
of strategies that would have dampened the negative effects deriving from
the exposure of private domestic banks to the incentives coming from the
international context.
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