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Figure 5 Financial Indicators for Mexico
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Mexico

The case of Mexico is, in some aspects, similar to that of Brazil. As
mentioned before, after the Tequila crisis, the domestic banking
sector has been involved in a costly process of restructuring. Despite
the good growth performance from 1996 onwards, lending to the
private sector in US dollars declined significantly from 1994 to 1997
(Figure 5a). In addition, from 1994 onwards, there was not only a
substantial decline in lending to the private sector as percentage of
GDP, but also this percentage stagnated at very low levels (less than
20 percent) until recently (Figure 5b).

As regards the cost of borrowing (Figure 5c), even though the
spreads are still very high (around 12 percent) they have declined
substantially from 1995 onwards. But the fact is that, despite all the
restructuring and increased competition (coming especially from the
entry of new foreign banks), spreads remain high and show no clear
tendency to decrease since 1999.

At first sight, this seems paradoxical given the rapid decline of past
due loans from 1998 onwards. But this paradox vanishes once one
takes into consideration that the Mexican economy is again facing a
deterioration of its growth performance.

From: Financial Stability and Growth in Emerging Economies
FONDAD, September 2003, www.fondad.org



Rogério Studart 35
Chile: An Exception?

Out of the four cases, Chile seems to have performed best in the
1990s. As explained above, this had to do with the fact that its
macroeconomic performance was barely affected by the Tequila
crisis, and that the Chilean banking system had already gone through
major changes in supervision, regulation, and structure.

Total lending and lending to the private sector have increased
almost steadily from 1991 onwards, both in dollar terms and as a
percentage of GDP. Private lending almost equals total lending and
increased from USS$15 billion in 1993 to around US$40 billion in
2000 (Figure 6a). Figure 6¢ shows a significant reduction of lending
rates, while the spreads remain impressively stableuntil the end of
1998, increasing slightly after 2000.

Despite this good performance in the 1990s, Chile is also
suffering from credit stagnation from 1999 onwards (Figure 6a).
Furthermore, even though the default rates are still remarkably low,
they are rising as a result of increasing unemployment.

Figure 6 Financial Indicators for Chile
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4 Concluding Remarks

Banks are in the business of intermediating deposits and other types of
liabilities to fund their assets — which in the case of most Latin
American economies are composed of loans to the private sector, very
few private bonds and government bonds. As intermediaries, they
manage the risks related to the potential changes in the quality of their
assets and the maturity and currency mismatches implicit in the
process of intermediation.

Changes in bankers’ expectations and in the structure of their
liabilities tend to change their preferences in terms of the maturities
and composition of their assets — and there is a good deal of evidence
that banking activity is highly pro-cyclical. Changes in the macro-
economic environment affect both potential access to liquidity and the
structure of bank liabilities. Finally, financial regulation sets the limits
of banks’ risk-taking behaviour — which is directly related to the
maturity and exchange rate mismatches between their assets and
liabilities.

The story of the Latin American banking sector in the 1990s can
certainly be explained by the set of variables described above. The
significant surge of capital flows to developing countries in the first
half of the 1990s was facilitated by capital account liberalisation and
domestic financial liberalisation. This surge of capital flows reduced
the external constraints to macroeconomic expansion and permitted
the adoption of different types of successful price stabilisation
programmes, often anchored on more-or-less rigid exchange rate
regimes and trade opening. The improvement of growth performance
and the achievement of price stability created a self-fulfilling process
of rising expectations.

"This rise of expectations, stimulated by optimism of international
markets and by economic recovery (and often the loss of inflationary
gains), also affected the behaviour of domestic banks. In the four
economies under analysis, similar processes of credit expansion took
place. Credit expansion combined with high lending interest rates,
poor macroeconomic performance (particularly if associated with
high and increasing unemployment rates) and poor regulation and
supervision are a recipe for bank crises — Argentina, Brazil and Mexico
demonstrated the recipe works well.

The Tequila crisis exacerbated the problems that were present
previously in the banking sectors of Argentina, Brazil and Mexico, and
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led to deep economic contraction, and thus higher unemployment
and higher levels of past due loans in Mexico, forced abrupt rises in
interest rates in Argentina, Brazil and Mexico and caused significant
devaluations in Mexico. The crisis was the last straw in a process of
mounting financial instability leading to a banking crisis.

The changes in regulation and supervision that followed the
Tequila crisis were a response to the problems of stability faced by the
bank sector in Latin America after 1994-95. They increased the
“potential stability”, but to be effective these changes also required a
certain stability of macroeconomic variables that directly affect
intermediation risks: exchange rate, interest rates and economic
growth. The stricter regulatory setting was implemented in a context
of a deteriorating macroeconomic environment, which was deeply
associated with the volatility of capital flows in 1997-98. As a
consequence, domestic banks increasingly assumed defensive
strategies as their capacity and willingness to expand credit were
significantly reduced. This seems to explain partly the expansion of
treasury activities (acquisition of short-term highly paid government
bonds), and the credit stagnation that is plaguing these economies —
including Chile.

In addition, the stricter regulation and supervision simply could
not avoid the bank crisis in Argentina. This has to do again with the
fact that financial regulation and supervision often serve as
mechanisms to reduce excessive risk-taking by banks — in a context
where the variables that determined such risks fluctuate within a
narrow band. In the Argentinean case, whereas the economic
recession and the high interest rates led to a rise in past-due loans (the
default risk) the mere possibility of collapse of its exchange rate
regime led to a simultaneous rapid increase of the liquidity risk (dollar
deposit drain) and the market risk. When the convertibility collapsed,
the process of financial instability that was mounting turned into a
bank (solvency) crisis.

Like the Tequila crisis, the Argentinean crisis has once again
sounded wake-up calls to Latin America. But this time it indicates the
limits of regulation and supervision to prevent crises in a context of
highly unstable macroeconomic settings and expectations.
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Appendix

Table Al Indicators of Concentration in the Banking Sector
(share in total deposits)

1994 2000
Number - = 5 Number - = 5
of Banks & 2 = ofBanks g 2 =
—~/8a A/ an H/R A/ an

Latin America
Argentina 206 39.1 73.1 7569 113 39.8 80.7 865.7
Brazil 245 499 78.8 12209 193 55.2 85.6 1278.6
Chile 37 395 791 8304 29 395 820 8579
México 36 483 80.8 10054 23 563 945 1360.5
Venezuela 43 439 786 9792 42 46.7 757 9231
Asia
Republic of Korea 30 528 869 1263.6 13 43.5 77.7 899.7
Malaysia 25 447 783 9189 10 434 822 1005.1
Philippines 41 39.0 803 8197 27 39.6 733 7899
Thailand 15 47.5 835 1031.7 13 41.7 794 8544
Central Europe
Czech Republic 55 720 97.0 210L.5 42 69.7 90.3 1757.8
Hungary 40 579 84.7 1578.8 39 51.5 80.7 12418
Poland 82 528 86.7 1263.6 77 43.5 77.7 899.7
Turkey 72 40.7 79.1 9572 79 359 720 710.2

Source: IMF (2001:11).
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Table A2 Foreign Bank Assets as Share of Total Bank Assets

(percentages)

1994 1999 2000
Latin America
Argentina 17.9 48.6 49
Brazil 8.4 16.8 23
Chile 16.3 53.6 54
Colombia 6.2 17.8 26
Mexico 1.0 18.8 24
Peru 6.7 334 40
Venezuela 0.3 41.9 42
Central Europe
Czech Republic 5.8 49.3 66
Hungary 19.8 56.6 62
Poland 2.1 52.8 70
Turkey 2.7 1.7 n.a.
Asia
Korea 0.8 43 3
Malaysia 6.8 1.5 18
Thailand 0.5 5.6 12

Source: IMF (2000: 153) for 1994 and 1999; BIS (2001: 25) for 2000.
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Figure A1 Some Indicators of Changes in Expectations Towards Latin
America in the 1990s
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Figure A2 Growth Volatility after the Tequila Crisis
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