
B a n k i n g  i n  a  D e v e l o p i n g  E c o n o m y  
L a t i n  A m e r i c a n  P a t t e r n s

Although U. S. bank involvement in international 
finance has surged rapidly in recent years, it is 
not widely recognized that a substantial propor
tion of this financial activity has been conducted 
with Latin American countries. For example, 
as of June 1970, Latin American countries 
accounted for nearly 30 percent of U. S. bank 
short-term claims on foreigners and 42 percent 
of U. S. bank long-term claims on foreigners. 
Moreover, of 459 overseas branches of U. S. 
member banks, 203 were located in Latin 
America at the end of 1969, although the region’s 
share of total overseas branch liabilities and as
sets was considerably smaller than its share of 
overseas branches. In the Sixth District, the lion’s 
share of international transactions of commercial 
banks is conducted with Latin American coun
tries, as might be expected from the geographical 
proximity of Sixth District banks to the region. 
Thus, Latin American countries account for over
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half of District banks’ short-term claims on 
foreigners and an overwhelming proportion of 
short-term liabilities to foreigners (the two major 
categories of activity).

Despite the contacts with Latin American 
banks entailed by the international financial ac
tivity of both U. S. and District banks, relatively 
little is known in the United States about the 
characteristics of banks and related financial in
stitutions in the region. The purpose of this 
article is to describe in broad terms the structure 
and regulation of Latin American banking sys
tems and how they are shaped by the economic 
context in which they operate.1 The term “bank
ing system” in this article includes a number of 
deposit-accepting institutions, distinct from com
mercial banks, that typically fall under the regu
latory control of regular banking authorities.

’Because of limited space, it has not been possible 
to describe in greater detail specific types of financial 
practices and institutional structures or to take note of 
specific variations among individual countries in the region. 
Moreover, because of the lack of information on recent 
changes and on the international activity of Latin American 
banks, these topics have been entirely excluded from discus
sion.
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Sixth District banks have close ties with Latin 
America.
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E co n o m ic  Env ironm ent

Although considerable economic diversity exists 
among Latin American countries, they typically 
share certain common characteristics which dif
fer markedly from the economic environment 
familiar to United States residents. These 
characteristics directly affect the nature of Latin 
American banking systems through market 
forces. Because of their influence on national 
goals, such as the acceleration of economic de
velopment, they also shape the particular set of 
laws and regulations under which banks operate 
in countries throughout the region.

Per capita incomes in Latin American coun
tries, ranging from $200 to $800 annually, are 
much lower than in most industrialized nations. 
At these income levels, per capita savings tend to 
be quite low. Moreover, individuals do not utilize 
the banking system nearly as much for effecting 
economic transactions as they do in more in
dustrialized countries. For example, in most 
Latin American countries, the supply of currency 
equals or exceeds the amount of outstanding de
mand deposits in banks; in contrast, the ratio is 
about one to four in the United States. Hence, 
in the absence of capital flows from abroad, Latin 
American banks have more limited access to fi

nancial resources than banks in highly developed 
nations.

In contrast to the scarce supply of funds avail
able to the banking system, the demand for bank 
credit is quite large. For example, commercial 
firms in Latin America have larger needs for 
working capital than do firms in more industrial
ized countries. The practice of maintaining large 
inventories, partly attributable to deficiencies of 
transportation facilities and to hedging against 
inflation, accounts to a significant degree for the 
large working capital requirements. Moreover, 
the high cost of capital goods typically requires 
greater capital investments per unit of output 
than in more developed countries. Although com
mercial firms have a greater need for financing, 
internally generated funds tend to meet a smaller 
portion of these needs than in more developed 
countries. Consequently, commercial firms must 
frequently resort to borrowed funds. But because 
the poor development of capital markets makes it 
difficult to raise capital directly, commercial 
firms must depend more heavily on the banking 
system to satisfy their credit needs than do their 
counterparts in more developed countries.

Governments also depend heavily upon the 
banking system for financing their expenditures. 
On the one hand, pressing needs for economic 
development have accelerated government de
mands for funds to be used for basic social and 
economic investment. For these and other rea
sons, governments have found it difficult to re
strain expenditures. On the other hand, low in
comes and inefficient tax systems are the major 
factors tending to inhibit the growth of tax reve
nues. In addition, the limited development of 
money and capital markets restrains the placing 
of government securities with the nonbank public. 
As a result of this combination of factors, the 
banking system is usually called upon to fill the 
gap in governmental budgets.

Apart from pressures arising from short sup
plies and heavy demands for funds, the banking 
sector in Latin America must also cope with con
siderable inefficiency or, in some cases, even the 
virtual absence of money and capital markets. 
These problems may be traced to several under
lying factors. First, the smallness of the domestic 
economy and of the domestic market for funds 
in most Latin American countries restrains the 
expansion and diversification of banks and other 
financial institutions. Secondly, the issuance and 
transfer of financial assets are inhibited by 
periodic or continual inflation in many cases and 
limited public knowledge about securities trans
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actions and institutions issuing debt securities. 
Finally, governmental or central bank regulations 
that limit the rate of interest payment on various 
types of financial assets, particularly government 
securities, have reduced the desirability of pur
chasing or holding such assets, especially under 
inflationary circumstances.

The In stitu t ion a l Fram ew ork

The economic environment just described has a 
strong influence on the structure of Latin Amer
ican banking systems and on types of banking 
activities. Three distinctive features of Latin 
American banking are (1) the dominance of the 
central bank within the total financial structure, 
(2) the greater importance of commercial banks 
relative to other financial institutions ('excluding 
central banks) than in more advanced countries, 
and (3) the significant role of official banking 
and credit institutions designed to channel credit 
to selected sectors of the economy.

The Central Bank

The importance of the central bank is illustrated 
by financial resources of the central bank either 
equaling or exceeding the resources of all com
mercial banks in 9 out of 17 Latin American 
nations. Moreover, in 12 countries, the resources 
of the central bank accounted for at least one- 
third of the resources of the banking system and 
in three others, over one-fifth.2

The dominance of central banks in the financial 
structure reflects the many responsibilities these 
institutions have tried to fulfill. Apart from the 
traditional tasks of monetary policy—including 
the regulation of the supply of money and credit 
and the maintenance of smoothly functioning 
financial markets—many Latin American central 
banks have also became deeply involved in fi
nancing economic development, in actively foster
ing the growth of financial institutions, and in in
fluencing the flow of credit to meet national 
priorities.

Latin American central banks have had to take 
on a substantial part of the burden of financing 
economic development because of the insufficient 
development of other financial institutions. Much 
of this task consists of financing governmental

The central bank plays an extremely large
role in the financial activities of most Latin
American countries.

C e n t r a l  B a n k  S h a r e  o f  T o t a l  B a n k i n g  

A s s e t s
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2The banking system includes the central bank, official banks, 
commercial banks, and other banking institutions, as defined 
in the introduction.

Note: 1969 figures, except for Brazil, Colombia, and Mexico: 
1968; and Peru and Uruguay: 1967.
Panama has no central bank.

deficits, often magnified by attempts to accelerate 
economic development. Although some of this 
financing is done through direct advances made 
to the government, central banks more normally 
fulfill this task by purchasing government securi
ties. Unfortunately, private individuals and in
stitutions tend to find interest rates on these 
securities unattractive. Therefore, many central 
banks, acting as residual buyers, have often 
added excessive amounts of these securities 
to their own portfolios, hence contributing direct
ly to inflationary pressures. However, some cen
tral banks have attempted to broaden public
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holdings of government securities through meth
ods such as: allowing or requiring banks to meet 
some of their reserve requirements through pur
chases of government debt, selling participa
tions in their own portfolio of government debt 
to the public, and supporting the existing mar
kets for such securities to enhance their liquidity 
and reduce large fluctuations in their value.

Many Latin American central banks also fi
nance development by supporting public financial 
institutions created for specialized types of ac
tivities. Support may involve subscribing to part 
of the capital of an institution, buying its securi
ties, or providing loans, discounts and advances. 
Other types of development lending include the 
financing of agricultural price support programs 
and the financing of important categories of 
foreign trade. A few central banks also have com
mercial departments that deal directly with the 
public.

Besides financing specific economic sectors, 
some central banks have also tried to influence 
the flow of bank credit to priority areas and re
strict credit to other areas through regulatory 
methods. For instance, they have formulated re
serve requirements to channel commercial bank 
credit toward preferred sectors, such as agricul
ture or industry. As previously mentioned, cen
tral banks have also made use of reserve require
ments to increase commercial bank purchases of 
government securities. At times, they have placed 
quantitative limits on certain types of bank lend
ing to restrict credit to sectors considered of 
low priority. They have also employed differ
ential discount rates, based on class of borrower 
or type of underlying paper, to influence sectoral 
flows of credit.

The active role in financing development, in 
promoting the growth of money and capital mar
kets, and in influencing the allocation of credit 
has in a number of cases led central banks to 
neglect their responsibilities for controlling ag
gregate money and credit. Moreover, central bank 
participation in development financing and their 
support of security markets have directly contrib
uted to inflationary pressures. To some extent, 
however, the inflationary impact of direct central 
bank financing of development has been miti
gated when the funds have been obtained from 
central bank profits, foreign borrowing, or 
through the running-down of foreign exchange re
serves. But often these noninflationary sources 
of financing have been far too inadequate to meet 
the overall credit demands on the central banks 
affected.

Nevertheless, inadequacies of general monetary 
policy cannot be entirely attributed to central 
bank administration; instead, these inadequacies 
may result from characteristics of some Latin 
American economies which may frustrate central 
bank action. For instance, in those countries 
where the external sector is quite substantial, 
large cyclical or seasonal fluctuations in the 
balance of payments may alter commercial bank 
reserves beyond the central banks’ ability to con
trol them adequately. Furthermore, large govern
ment deficits often place a severe strain on mone
tary policy. In addition, the tendency of commer
cial banks to maintain relatively high liquidity 
ratios often inhibit central bank efforts to control 
bank credit through discount policy, whereas 
open market operations are often limited by the 
inefficiency of money and credit markets. Hence, 
to help overcome these obstacles to their control 
over bank credit, Latin American central banks 
have resorted to less traditional measures such as 
prior deposits on imports, quotas on bank lending, 
and marginal reserve requirements. The success 
of these additional measures has varied con
siderably among Latin American countries.

Commercial Banks

Latin American commercial banks also differ 
from their U. S. counterparts in several respects. 
For example, as is characteristic of countries in a 
lower stage of development, commercial banks 
account for a larger portion of assets in the total 
financial system than in more advanced nations. 
Moreover, branch banking in Latin America is 
widespread, and in several countries, banks and 
other financial institutions form closely inter
related financial groups. Nevertheless, few Latin 
American banks maintain branches or offices 
outside their respective countries. On the other 
hand, Latin American branches or subsidiaries of 
European and American banks participate signifi
cantly in the financing of foreign trade and in
vestments and to some extent in local business 
as well. Nevertheless, in some Latin American 
countries, especially Mexico, the activities of 
foreign-controlled banks are closely limited.

Latin American commercial banks depend prin
cipally upon demand deposits as a source of 
funds and, in some countries, may pay interest 
on such deposits. To a lesser degree, they obtain 
additional funds from time and savings deposits. 
In many Latin American countries, banks also 
accept deposits denominated in foreign cur
rencies, but normally these deposits have not
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Latin American banks typically rely more
heavily on demand deposits than on time and
savings deposits.

D e m a n d  D e p o s i t s  a s  P e r c e n t  of 
D e m a n d  a n d  T i m e  D e p o s i t s

0  2 0  4 0  6 0  8 0

Note: 1969 figures, except for Brazil, and Colombia: 1968; 
and Peru and Uruguay: 1967.

been large. Moreover, regulations governing these 
deposits have usually been stricter than for de
posits denominated in domestic currencies.

Mortgage departments of commercial banks 
also issue mortgage bonds to the public and loan 
the proceeds for construction and acquisition of 
buildings. The use of these instruments in central 
bank monetary operations has enhanced their 
popularity with the public in countries that have 
not suffered high, chronic rates of inflation.

Commercial banks channel a major portion of

their funds into short-term lending to commercial 
and industrial firms. These borrowers, in turn, use 
the funds for inventories, working capital, and 
financing sales to customers. The emphasis on 
short-term lending is derived largely from bank 
management’s desire to maintain a comfortable 
position of liquidity and, in some cases, from 
central bank regulations that restrain the grant
ing of long-term credits. In addition, private 
firms in Latin America depend more heavily on 
short-term bank loans than firms in more ad
vanced countries, thus reducing the supply of 
bank funds for long-term purposes.

This large demand for short-term funds stems 
partly from the practice of maintaining large in
ventories as a hedge against inflation and as a 
way of mitigating some of the drawbacks of less 
efficient transportation and distribution systems. 
Moreover, many Latin American firms need 
greater amounts of working capital to provide 
credit to customers who may have limited access 
to other forms of credit. Finally, the less de
veloped character of money and capital markets 
restricts the availability of alternative sources of 
funds to firms. Despite the indicated short-term 
character of bank lending, however, the wide
spread practice of renewing credits effectively 
provides more medium- and long-term lending 
than is apparent.

Latin American commercial banks typically 
carry a smaller proportion of securities in their 
investment portfolio than do banks in the United 
States, largely because of unattractive interest 
rates and the more common incidence of infla
tion. Moreover, in some Latin American coun
tries, central bank regulations have directly con
strained commercial bank investments in securi
ties. Of long-term investments that are made, a 
substantial portion of funds are placed in long
term government securities, often in response to 
reserve requirements designed to regulate credit 
or to obtain resources for financing governmental 
needs. Furthermore, the selective discount and 
reserve policies of the monetary authorities pre
viously described stimulate some long-term 
loans to agriculture and other specified sectors. 
Other long-term investments include mortgage 
loans and investments in chattel securities.

Official Banks

Another important banking institution present in 
most Latin American countries is the official 
credit institution, including the development 
bank. These institutions often play an important
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role in providing funds for specific economic sec
tors (e.g., agriculture, government-owned indus
tries, transportation) that are given high priority 
in development efforts. Alternatively, they may 
finance a wide variety of projects that often have 
difficulty in obtaining funds elsewhere but that 
are generally considered beneficial to the econ
omy. Those serving specialized sectors often pro
vide technical assistance and, at times, partici
pate in management in addition to supplying 
capital. Their financing activities include making 
available short- and long-term credit, mortgages, 
and investments in fixed and variable securities. 
Normally, their portfolios consist of a much 
higher proportion of long-term investments than 
do the portfolios of commercial banks.

These institutions are usually capitalized en
tirely or in large part through direct govern
mental contributions and often have access to 
central bank credit. They may also issue their 
own fixed interest or variable return obligations— 
backed either by governmental guarantee or by 
secured credits and loans—or sell participations 
in their loan portfolios. The status of some of
ficial credit institutions has also enabled them 
to obtain credits from foreign commercial banks 
or foreign official sources that are not normally 
available to private domestic credit institutions 
or firms. In some cases, these institutions have 
floated long-term securities in international 
capital markets. Finally, their importance in fi
nancial intermediation, combined with official 
status, has frequently enabled these institutions 
to play an effective role in fostering the growth 
of domestic money and capital markets.

Private Investment Banks

In addition to the institutions described above, 
a variety of institutions that may be collectively 
referred to as “private investment banks” are 
found to a greater or lesser degree in individual 
Latin American countries. These include mort
gage banks (bancos hipotecarios), finance com
panies (financieras), savings banks (bancos de 
ahorros), and other selected institutions. The 
institutions within each of these groups vary 
considerably from country to country and some
times within the same country as well. Hence, 
they can only be described generally.

Perhaps the most important of the private in
vestment banks is the mortgage bank. These in
stitutions obtain funds primarily through the is
suance of their own bonds and certificates or, al
ternatively, by accepting savings deposits and

channeling them mostly into construction. To 
satisfy regulatory requirements, they also pur
chase government securities to some extent. Mort
gage banks tend to place the major portion of 
their funds in long-term assets. Severe inflation
ary pressures in a number of Latin American 
countries and the long-term nature of their opera
tions have tended to restrict the growth of mort
gage banks. To help offset some of these diffi
culties, mortgage banks in several instances have 
been permitted to adjust the value of the prin
cipal of outstanding mortgages in accordance 
with a specified price index. In order to continue 
attracting funds, they similarly adjust deposits 
and, in some cases, allow depositors to share in 
profits.

Savings banks and savings and loan associa
tions can be found in some Latin American 
countries. These institutions are of recent vintage 
and have not yet developed on a large scale. 
Typically, their basic source of funds is savings 
deposits from individuals who have future plans 
of obtaining a home mortgage from the institution 
receiving the deposit.

Mortgage banks and savings and loan associa
tions have also become actively engaged in mak
ing loans against privately issued mortgage certif
icates (cedulas hipotecarias) and then offering 
these certificates to their customers as an invest
ment. The practice of offering an informal guaran
tee to repurchase these instruments on demand, 
coupled with their widespread use in monetary 
operations by central banks, has made them 
quite popular in some countries.

Private finance companies, of which there are 
two basic types, have achieved notable impor
tance in a number of Latin American countries. 
In Argentina and Brazil, financieras mainly fi
nance the purchase of consumer durables, espe
cially automobiles. They operate on their own 
capital, by accepting time deposits, and by issuing 
commercial paper. In other countries, such as 
Mexico and Colombia, financieras function more 
as private development banks. Hence, they invest 
in and underwrite corporate securities, make 
short- and medium-term corporate and commer
cial loans, and carry out other activities outside 
the usual scope of commercial banking. They ob
tain funds through time deposits, issuance of 
their own certificates and bonds, sale of their 
own stocks to banks and other institutions, 
foreign borrowings, and especially in the case of 
Colombia, through central bank credits. The 
financieras channel a larger portion of their re
sources into longer-term assets than do commer
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cial banks, but the majority of their portfolio, 
nevertheless, consists of medium- and short-term 
assets.

In many instances, these private investment 
banks, particularly the mortgage banks and fi- 
nancieras, have close ties with commercial banks. 
In fact, these ties have been stimulated by com
mercial banks eager to enter into new activities 
restricted by commercial bank legislation and 
regulation. In recent years, regulatory authorities 
more cognizant of these ties, have extended and 
tightened up regulations covering the various 
types of private investment banks, some of which 
are strangers to American finance.

As noted, these and other functional and opera
tional differences between Latin American bank
ing institutions and their counterparts in the 
United States and other economically advanced 
nations can be traced, to a considerable degree, 
to a dissimilar economic environment. Thus, the 
institutional framework that has steadily evolved 
in these countries reflects efforts to cope with 
the many difficult problems associated with 
economic development efforts.

J o h n  E. L e i m o n e
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