The Pattern of Change in Latin
American Banking: An Overall View ”

That part of the world, extending from the Rio Grande to the
Magellan Straits and referred to, geographically, as Central and
South America and culturally, as Latin America, is striking for the
community of her problems and aspirations as well as for the
varicty of her underlying characteristics. While ‘the Iberic civi-
lization impressed an indelible mark on the Continent, some fringe
areas retain the imprint of other cultures. The Latin influence fell
on pre-existing ethnical and social structures, different in the degree
of their advancement toward otganization, arts and techniques.
The result was that in some parts indigenous and extrancous ele-
‘ments merged in forming new nations, in other parts they came to
coexist as separate entities; and in still others immigrants from the
outside prevailed upon native peoples, Thus, in panorama, one
may note striking differences from country to country, with 'some
of them presenting a uniform social structure along European lines,
others showing sharp contrasts between most primitive and most
advanced patterns of society.

To these differences in ethnical and social characteristics cor-
respond differences in physical resources and the ways people meet
the struggle for daily life, The great variety of agricultural products
and cattle, raised in tropical and temperate climates and on high
plateaus and Jowlands, and of minerals from the underground and
resources from the surrounding seas witness to the opportunities of
the future. The contrast between a well developed coastal strip,
circling the entire continent, and the untapped wealth of its heart-
land is witness to the fact that the exploitation of resources was for
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long related to foreign initiative and reflects the vicissitudes of a
daily life dependent on forcign needs and demand.

The political upheaval, which in the past century brought to
Latin American countries their independence, coincided with newly
emerging attitudes toward freedom and nationalism. In this cen-
tary, their path toward economic and social progress is character-
ized by efforts to accclerate beyond any normal rate of growth the
development of a country’s OWn resOLrces and of its basic and
industrial processes. All Latin American countries have at last
entered the era of industrialization. Several among them have
ceached a level at which they can no longer be considered under-
developed. In the latter natiops, primitive practices of subsistence
living, co-exist with the technological processes of the most advanced
enterprises,

In this environment of political and economic change, the
central banks of Latin America have outgrown their formative
phase, reflecting in their development the pervasive effects of
internal and external influence, Their contribution to the changing
pattern of the cconomics has been reflected in the promotion of

" new ways and instruments of financing, the support of new types
of fnancial institutions in public and private fields, and the
assumption of intermediary roles between the government and the
financial community at home, and between these and the foreign

and international institutions. In the coursc of their history, these .

central banks have not limited themselves to adapting to their own
needs the practices and instruments that had been evolved by their
counterparts in Europe and the United States; they have also forged
ahead with new tools for shaping policics in unprecedented situ-
ations, striving toward the objective of monctary stability under
continuing pressure of rapid economic and social changes.

The lmpact of Change on the Financial Structure

Fconomic development and social changes, through their
impact on incomes and consumption and the redistribution of
wealth, have pervasive effects on processes of savings formation
and on financial systems. There are, in the first place, shifts in
market relations whenever improved transportation facilities Jead
to the opening of new sources of supply; these bring about a con-
traction in hand-to-hand transactions and an increase in the use
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of money. ln the second place, a more widely monetized econom
fmd increasing time-lags between production and distribution res 1};
in new needs for credit transactions that did not exist before li
the third place, the growth of trade and the formation of m d "
industries call for concentration. of funds in amounts lar éro‘tﬁrﬁ
any family or closc groups could provide, as in the past; t%lis lea?:ls
to the need for new instruments suitable for attracting :the savin
of those classcshof the population — skilled workers and mana eri%si
.and' burca}ucratl'c officials — whose potential to save is risin, : idl
in line with their rising incomes. B Py

Thc pressure to expand resources, and the enticement of new
lcn'dl.ng opportunities, induces banking institutions to spread their
activitics out of the leading cities into smaller towns and rural
areas, 'Also, the need for longer term financing and for specialized
aperations, growing to a point exceeding the facilities that com-
mc'rmal banks may offer, opens the way for new financial insti-
tutions and the beginning of an investment market. The processes
by Whl.Ch the financial structure has evolved in the various countries
of Latin America, side by side with the economic transformation
reflect differences in habits and forms of saving formation thé
experience and practices of financial institutions, and the initiative
of businessmen and bankers, An understanding of the processes
of monetary policy and the functioning of instruments of credit
control cannot be obtained out of the context of the existing finan-
cial system; while there are many similarities, there also exists a
great number of differences,

In ge:nera}, commercial banking is an established tradition in
all countrics of Latin America, and with few exceptions (such as the
b:%nkmg of Costa Rica and some individual banks in other coun-
tries) the commercial banks are privately owned, Within each
country, commercial banks are usually well organized and operate
on dePartmental bases, with savings, mortgage, trust and foreign
zgs;ztéo?hse depar.tmi:nt'.‘ Thcy. also maintain branches and offices
putsice the principal cities, which cnable them to conduct operations
. ational, regional and local levels. In several countries, United
su?;,t;fj iz?i(is Eurgzca{x; ban-ks participz}te through their branches and
e locallnb e financing of fore1gn_ t;adc and investments, and
e s usiness, Very .fcw Latin’ American banks, on the

t hand, maintain offices in other countries of the region and

thei i i u
| Ir correspondent relations are still limited, though they are
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in process of making their contribution to closer relations between

various countrics.
Traditionally, the Latin American commercial banks concen-

trate on fnancing the current needs of business with loans for an
initial term no longer than ome year (generally coming under the
heading of © commercial banking ” aperations). Although the
portfolios of these banks include credits to all sectors of the eco-
nomy, the greatest part arc related to commerce, inventories and
the working capital of diverse enterpriscs, among them. particularly
those engaged in industry, agriculture and mining. There is little
evidence, on the other hand, of credit being extended for long
term or investment purposes. In some Cases this restraint may be
atiributed to the fact that demand for Joans to cover current business
requirements absorbs all their available funds, but in other cases
it may be attributed to a rather conservative attitude of the banking
community and 2 seluctance of its members to part with established
customs. Nevertheless, the long-cstablished practice of commercial
banks to maintain }ines of credit to their clients, once established,
and to grant rencwals on their loans makes it difficule to draw
any clear demarcation as to credit use, on the basis of indicated
purpose or maturity schedules,

It should also be noted that, as a general rule, the loans granted
by banks are required to be destined for productive rather than for
commercial purposes, and, under certain conditions, banks do, in
fact, finance industry and agriculture at somewhat. longer term.
For example, in most countries, banks are authorized to grant
loans for intermediate terms (beyond one year and up to, say, five
years) for purchase of equipment and cxpansion and improvement
of business and agricultural plants. The granting of such loans is
frequently related to rediscount facilities made available for that
purpose by the central banks, and to exemptions from reserve requi-

rements. However, commercial banks have seldom shown inde-
pendent initiative in these types of operations.

In many Latin American countries commercial banks have
participated actively in real estate financing. The traditional interest
of wealthy families in farm or urban properties, the ptomotion 0
better housing facilities in the past decade, and the habit of lending
on mortgages, all bave given simulus to the introduction of spe-
cialized institutions and instruments in this field. By and large,
commercial banks conduct their mortgage operatiofls through. spe-
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cialized departments, in competition with other private instituti
and government agencies expressly set up for theppur O‘S{: Fations
One instrument that has gained great populari[; -

borrowers, institutions and investors alike in Latin A¥ne i
Fhe morigage ce.rtzﬁcczrc (cedula hipotecaria). Although a ﬁ;;_t;nf:
ing instrument in its origin and legal nature, this certificate never:
theless has been brought within the system by the banks themselves;
thc. practice is for the banks to advance funds to borr vor
against mortgage certificates and to offer these, in turn, OECI:S
depositors as investments. Although the ﬁnan(,:ial instit-:ltigns 311'
not, as 4 rale, endorse the certificate they handle, they fre uel:ttl0
give informal and unwritten commitments to rcpilrchzse thcém )
demand. In some countries, in fact, these certificates are I)(.) 1::
actually transferred, but sales or repurchases between instituti .
and customers are simply noted in passbooks, thus giving this O'Irlls
strument the appearance of a savings account. The pop%larit 10E
the mortgage cert.iﬁcate as a savings instrument may be attriblztcd
to t.he property lien by which it is guaranteed, the special fiscal
p‘n\r%le'ges it enjoys, the higher interest rate i;: carries, and the
liquidity provided by the intermediary financial instituti(,)r;s Las
bqt'not‘lcast, its success arises from practices of central banks, h?b;;
utilize it as an instrument in their monetary operations wit’hwcc:fn—

~ mercial banks and other savings institutions

Another important instrument for raising mortgage i
'g:ltc mohrtgczg.e bond (bono hipotecario) issued bgy comr%e%ciafugs;k;s
through their mortgage departments, and by specialized mortga o
Itr;ztcltt}mons, both public and private. These bonds finance the cgongs—
pruc 51(;;1 Sand tPurich:ilsc of not only residential, but also public
aent] g EinIz;H 1}(1:11' arly of local governmental entities. They fre-
e y find their resting place in the portfolic of commercial

ks (as investment for part of their reserves) and of the central

bank i iti i
_ itself. In addition, other private savings and loan institutions

SU “ soci
£a ;?al?zsati Oss?;dﬁdcs de ahorro y prestamos » and “ sociedades de
mortgage activitic:swc Tr}c:coux:sc to various means for promoting their
hicy B activitles. ese mcludc.tlc-m savings and loan contracts,
avings sccornt. o her a commitment for a loan whenever his
combined o lotti: es a dce1'-ta1n amount, and savings accounts
savings and. in som ry and insurance 1nc'cntivcs to attract new
Finally, in ’a e f:ascs, to circumvent interest rate limitations.
growing number of countries low-cost housing is
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recognized as a social function requiring the contribution of public
funds by means of budgetary allocations and the investment of
reserves of social security systems, as well as loan funds obtained
from international institutions and forcign governments. In various
countrics these initiatives have been connected with the promotiom.
of new cooperative-type institutions (along the lines of savings and
loan associations common in the United States or the Refleisent
cooperatives of German origin), in order both to foster the habit
of systeratic savings and to provide a basis for sclf-Anancing
of bomes.

This combination of commercial banks and specialized institu-
tions, making use of Widely—accepted instruments, has contributed
to the formation in most countries of adequate facilites for real
estate financing, such as do not exist for other activities. In Latin
America, agricultural financing is a special problem, because the
technical level of farming and cattle raising may vary, within the
same country, from the most primitive Indian culture to modern.
plantation-type enterprises, and differ even more, i size of enter-
prises and type of operations, between country and country. In
general, commercial banks finance the movement of commodities
and cattle through middlemen as part of their regular operations..
In practically all countries, they are also pressed by their govern-
ments to participate — by assignment of credit quotas and allocations
of reserve funds — in providing working capital and improvement.
loans jointly with official banks and agencies, especially established
for the purpose of providing easier and cheaper credit to agriculture.

Some countries, such as Mexico, have a complete system of
lending institutions (of banks) each specializing in some specific
aspects  of farming, cattle raising and fsheries. 'These various
operations are concentrated in one or a few special banks in other
countries (such as Bolivia and Colombia), or handled elsewhere
(Ecuador, Venezucla and Brazil) through regional banks coordinated
by a central institution. In a few countries (as in Argentina and
Chile) there are pational and local public banks which combine
special agricultural financing with ordinary commercial bankipg_‘
operations, Usually, specialized institutions deal cxclusively with

agriculture or some aspect of it (such as land reform), but in some
others this financing is part of gencral development functions. It
i common practice for these imetitutions to be supported by the
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allocation of funds from the government and aided by the-
bank, through regulations and special credits. y the ccotral
An cxperitnent in this ficld, which has been spreading in re
years, is the “supervised credit” including, in ad-diti%n tr Cclfllt
financing of rur.al activities, technical assistan,ce trainin rocc:)e o
and Jocal zipprazsal of the productive value an:i risk o% fhe ISSCS,
gral?ttcd. This system, initiated by the Costarican banks fh'oan}i
spf:mal departments within their own organization and ruralmug
mittees sct up at the local level, has met with sufficient succcgom_
warrant its adoption, in one form or the other, by banks in ofs:ht0
countrics. Also in this field, the warchousing of agricultural suir
pluses and support programs for certain agricultural products ha :
been financed by official agendies or commercial banks through tlig
?110?at10n of public funds or under special regulations Durilzc;r the
cﬁft:;f" thes; opzr.ations were frequently a factor in t.hc inordginatc
i;;gatizz;lr ; P?;S ;iclzy central banks, thus aggravating then existing
In the field of industrial financing, the practice of most coun
tries since the war has been to assign this task to official organ !
Th(?y are referred to in some cases as development corporations éuc;
as in Venezuela), development banks (Brazil), finance companie
(Mexico), or industrial banks (Argentina and Peru), or 'ustp lairi
ba-nks. (Chile). Their performance has been, at bcst’irreg;ular pand
with fc.w exceptions they have failed to confirm ;hc high ilo es
placed in them. Their deficiencies, failing to provide cnofgh crc%it

or providing too much of it, may be attri
_ attributed to ‘
of several factors: e one or a number

- (2) Most of these institutions seem to have suffered from
i) ee:;ncquacy of resources; although the original capital might have
e regarded as adequa.tc, it was usually provided in the form of
gh ernment credits and its mobilization was possible only through
he centrall bank, thereby setting in motion or adding to the infl
tionary spiral; | v
-— g;)t Whiatever the amount of the capital, it became rapidly
mentq ” © as new financing activities were added by the govern-
s quiring the allocation of resources to purposes unrelated
original scope of the institution;
manpo(\;)e Most f)f thesc‘institutions suffered also from a scarcity of
o ski]lrs,’ f:tr;cultagly 1nd those arcas requiring operating and tech-
r than administrative i i
academic preparation;
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(d) Political pressures in the selection of loan risks and the
application of special interest rates prevented the institutions from
establishing their own credit standing, prestige, and independence
in domestic and in foreign markets;

(¢} All in all, the establishment of such institutions in the past
was often regarded by government and management as an casier
alternative than a genuine effort to promote private and public
initiatives, relying on « market  resources and striving to creatc a
« market ” environment and an investors’ CONSCIOUSNESS with respect
to industrial development.

Not all official organs for industrial financing or development
have, of course, been subject to these handicaps, or in a uniform
way. A few, ke the “Nacional Financiera” in Mexico, have
proved successful in attracting funds from the general public in
competition with private ‘nstitutions in the domestic market, and in
establishing their credit with the private lenders in foreign markets;
these have complemented the resources available from foreign and
nternational institutions. Most of the special organs set up in
various countries for developmental purposcs have been reorganized
in recent years, to include private participaticn and to separate the
programming from the financing functions. Their reorganization
was in most cases related to stabilization programs, which cut off
the recourse of these institutions to funds from the central bank and
obliged them to seck a greater flow of longer-term funds from other
internal or external sources. .

Side by side with the formation of official institutions has

been the emergence in certain countries, since the end of the war,
of private institutions specializing in industrial financing. Apart
from credits by commercial banks for current requirements and ip-
ventory needs and, to some extent, fixed equipment, the industrial
field in most Latin American countries has failed to attract private
savings and venture capital in any amount commensurate with the
rate of development pnder way or with competing fields, such as
construction and real estate, It may be said that so far only in a
few countrics has private initiative succeeded in bringing into
existence types of institutions and instruments appropriate for longer
term and industrial financing and in integrating them with the
commercial banking system. In other countries such institutions have
grown parallel to, but outside of the banking system; in some cases
and at times, they have been accepted as members of the financial
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communi ile i
comn: ngly, wl'n]f: n othef's barely tolerated, or opposed, as under-
instim%i ‘ elcmstmg banking order. In still other instances, new
instinn o!;sl have bCEin the manifestation of pioneering eﬁ‘oi‘ts b
% hua eadc.rs, without broader effect in the financial communit !
rivae cﬁmost important example of the first case is Mexico wthc:
nance companies have taken i i inan
: their place in the fi i
system.  Finance companies . a i © pendal
' .and hanks are linked th j0i
systemn. : : ‘ ed through joint
ﬁnandaiialg or ver?cz& o;vnel:smp, constituting about twclv% pgivate’
roups, half of which account f
i or the greater part of th
: e
E)nzn](;ljcl]i;tgofsﬁf; of F}ichointry. Each group includes, Ii)n addition
_ ercial bank, a number of other b
r banks, -and trust
nar i '
g :1.1?3, and mortgage companics. There is complcm,entarity 0’;'
; ge;;gnzn anl' mp?hty ofthfunds within each group, providing
liquidity at the same tme. T i
: : ; . 'Trust companies, for
;?Zti[}ll?’] are Izrllflarlly collectors of funds, while ﬁnancepcomf;anies
argest borrowers, and the commerci inci
are the arges! ; an ercial banks the principal
Fin. les 1 i i
o tz;ncc companies 10 Mexico raise funds by the issuance of
o 1;: ?}ll acieptances (En national and foreign currencies) and
e placement of finance bonds. The 1 i
theor ] ds. ¢ latter have gained
itself-})t?liuiiﬁy among sa;;crs, overcoming the mortgage ccrtgiﬁcatc
elf; panies use the proceeds for the i
existing industries and othe i e oy ot
r businesses, promotin
and acquiring control indivi bt B e tven enti
of individual enterpri ire
D heduing o - Crpriscs or even cntire
omic activity. The finance compani
age of their link with ¢ i D partoeat]
ommercial banks, their d
ige of thelr Jink , their departmental and
ganization, contacts with clientel i
: ) ele, and operat
rience, . i i , D ety owers.
o Codr:g ptérsycla th.elr ends with aggressiveness, not entirelygdevoli)d
o O:f (;1 nr1s ks in taking L'g) and supporting new ventures The
ance companies has been favored b iti i
on the part of the authoriti i i Y & potitive alitade
orities, which recognized £ inni
o the part ithoritics, wi gnized from the beginning
o top(ftcntlal contnbutl_on to development and directed thgr intg
" llonger term and investment operations, while. bringing them
g '111*1 y under their regulatory power i |
¢ development of simil nies i
follome o similar companies in other countries }
o panic es has
v vy e :1;; EgttFrn;, In Qolombla, since the late *fifties, banks
i o, the i iatwe in setting up industrial finance companies
companicn) dWltll other .domcsttc financial institutions (insurance
States o iztinwgh foreign interests from Europe, the United
me i
rican countries. To date, these companies




/6 Banca Nazionale del Lavoro

have raised their funds roainly by equity and direct borrowing, and -
have provided financing by extending loans, without excluding
participation in industrial companics, especially in new ventures. In
Argentina, the development of finance companies in the last few
years has taken place, with some notable exceptions, outside of the
banking system. It has reflected the pressure for credit from com-
mercial and industrial enterprises, in part to meet their needs for
working capital and inventories, but more gencrally to support the
distribution of their products. Comipanies specializing in consumer
finance, and the industrial companies themselves, have raised funds
by circulating short term paper, at interest rates considerably above
the maximum rates pcrmissiblc for commercial banlks; this bas
frequently diverted resources from productive investments, This
growth of institutions and instruments, not subject to the strict
Timitations impesed upon banks, has been of concern to the autho-
rities, which have been claborating normative rules designed to
restrain their expansion and to direct their activities to intermediate
and longer-term productive financing.

Al in all, the Latin American countries arc provided with
distinctive institutions and instruments characteristic of money
markets and appropriate for financing the movement of goods and
real estate. A foundation also is being laid down for specialized
institations, both private and public, designed to finance agriculture
and industry. More uncven is the record of the various countries
with respect to the formation of capital markets, in which invest-
ment requirements of business can be met by the placement of
bonds and shares in the portfolios of specialized institutions and
with individual savers directly. The European tradition, and the
more advanced stage that had been reached by banking institutions,
favored the growth of stock markets in such countries as Argentina,
Urnguay and Brazil prior to the war, until the combination of
inflation and controls stemmed their furtber development and
actually set them back after the war. Stock markets are fairly well
developed in some other countries, such as Colombia, Peru, and
Venezucla. In Mexico the rapid growth of the finance companies
has tended to institutionalize the flow of funds to industries by loan
“rather than equity financing; the liquidity provided by such com-
panies for their securities has tended to merge short and long teri®
saving instruments and to blur any demarcation between moncy
and capital marlkets. Efforts have been made in Central America

i
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:c})lc(;cv;:iz)p ca ;;Epltal glark.c; on a regional basis, but there as elsewhere
¢ confronted with resistance by fami
they ¢ il y family or closed groups
beCCt;I'lcgl to any spread in ownership and to opening their blg:l-sinel:s
lo Eu sfl e fpart1r:{patloﬂ. These cfforts have been obstructed also by
::d o‘c 11:{1 or;.)natlon and the distrust of savers for corporate bonds
marki;i ﬂsi,t . ynghe ;t.bielncc of intermediaries providing effective
and reliable quotations for k. iti
frcquenﬂy v bl . market securitics, and
» by legal provisions favoring traditi i ’
- ‘ 2 onal instruments (mott-
%:;%Z ;:;tlﬁifit'm) angl }ihscouragmg the introduction. of new secérities
entation with mutual funds in i j ;
: ‘ certain countries (such as
Mexico, Colombia, Venczuela and Argentina) has met so ’(Ear with
slow-to-moderate acceptance. :
bm}(r,I';?; g;(g;zt LO' whi{(lzh LazlindAmerican peoples have developed
, using demand deposits as means of
banking hab : of payments and
flollc.hng' liquid l:?alances in accounts with banks and oth}::r financial
1nst1tynogs, ‘Var}cs greatly from country to country. Some com-
garailvc indication of Sl‘lllfts in banking habits and the relative
..t 1;::: c};}pment of ngw facilities may be obtained from the changes
ave occurred over the years in i
] the ratio between the
: L ot ' out-
;s)tguzldmg (;il:mcncyd in circulation and the levels of demand deposits
«of the public, and in the distribution of iabilities 1
benking and ot distribu of current liabilities between
er financial institutions. B
. er fi _ . Between 1946 and 1960
%valllllllf d(;;f??w 131 c;lrculatmn expanded sharply in 9311 counng'icsj
sits and other institutional accounts te i ’
. s tended in the aggre-
gz;i:it; a-j;zntc}i still faster, reflecting both the effects of inﬂaticiilry
, e greater needs for money to su isi
. ‘ ort rising levels of
production and incomes. Al 4 - y «

. Also, both currenc dd i
produtiia ; y and demand deposits
iquaSi r;zl;i; )m(;nfciy :Ppply})l generally lagged behind other accgunts

- , reflecting the increased populari it
o reased popularity of the latter in
re é)cni)iltli?n to chc assurances of liquidity and the more favorable
o inciu?]' ered in their respect by the various financial institu-
Lo ,W n ing the banks themselves. In 1946, currency in circula-
Breuit G ;ﬁ){:fbizd (Ij)gstdcglland deposits in ten countries (Argentina,
o om ,U a Rica, Cuba, Chile, Honduras, Peru, Domi-
public, Uruguay) and by aggregate iabiliti
the financial system in two others (E d ; M i oo
! s (Ecuador, Mexico). In th
ine . ' , . In the follow-
cu%reyncysjc ;hc expansion of deposits and other accounts overtook
rrene feﬁng)n;mn in most couniries, and by 1950, the level of
bl zverall el 'OE j:}_lat c.)f dcn_*land deposits in twelve countries and
iabilities in thirteen. There was a setback in the
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ratio of demand deposits to currency in the following decade, as the
number of countries in which such deposits exceeded currency
declined again to ten by 1955 and to nine by 1960 (Brazil, Colombia,
Costa Rica, Chile, El $alvador, Mexico, Peru, Uruguay, Venezuela).
On the other hand, the aggregate current liabilicies of the financial
system rose above currency ‘0 fiftcen and sixteen countrics, respec-
tively (that is all, except for Bolivia and Paraguay).

A few examples may round out this picture. The expansion of
currency overtook deposits in Argentina between 1946 and 1955,
when the concentration of banking liabilities in the central bank
minimized the incentive of commercial banks to attract funds and
accounts from the general public; .and also in Bolivia and Paraguay,
where rampant inflation and inadequacy of banking facilities enhanc-
ed the public’s reference for currency in lieu of bank accounts. In
Mezxico, on the other hand, aggregate liabilities leaped forward over
both currency and demand deposits, in line with the more rapid
growth of finance companies as compared with commercial banks,
and of the use of accounts as compared with that of currency.
All in all, it may be said that the post-war era has witnessed a
relative expansion of banking habits and a rise of competitive
institutions in most countries, despite the monetary and economic
Jisturbances that beset them at one time or another.

The Place and Role of Central Banks

Born in the aftermath of the First World War, the central
banks of Latin America may look back to their formative years in
the ‘twenties as a period of stability and confidence that has never
ceturned. The depression of the ’thirties, the Second World War
in the 'forties, the developmental strains in the following decade,
and the last stabilizing efforts have represented an uninterrupted
sequence of trying experiences. The central banks have held to
their objectives of a balance hetween internal and external factors,
and the pursuit of monctary stability and sustained economic growth.
In many countries, the central banks have been intermittently con-
fronted with political pressures, from autocratic governments disre-
garding any rule of law, or from parliaments making their own
laws according to the circumstances of the moment or as a means
for escaping their own responsibilities. Operating through great
upheavals and against great odds, they have been able nevertheless
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to strengthen their intermal organizati .
influence in t ; gflnlzatlon, to gain a siti
forei;ncz ;ﬁ kflea:l:gn'kmg community at home an%l of rcslfgct aomnor?;'
cipating role in thclrflftemat;m-ml institutions, and to attain a_part-
own governments ‘Itoqu ation 0.f .the economic policies of their
banking in Latin Amc . 1}0t surprising that the bistory of central
SN rica has l')ccn one of trials, errors and successes
their instr nim; lor(lis of theu: structures, shifts and adaptation oi
of chaneir S, an rea.ppralsal_s of their functions in the light
i Ilgifl nil)tlo_nal and international attitudes, &
" draftingt t}i'c i:ég‘;r:néllllgg lcgw]ators and technicians, who cooperated
recognized the need ;;r < T;P the central banks of Latin America,
framework that would cosnpfcgriléntadailénlstrativc and institutional
Plans f 7 and support monetary poli
P o xpating ol bk e e, i v
ehactmen v O \ of the currency standar :
Supcrinzlridzliclgaﬁimg lcglslat.lon, the establishmcnz of a b;llljkg'l];’
o trols. over ﬁ,s cale mtroc‘Iuctlon of administrative procedures and
institutions broa deni(:lpel‘atlons, and the organization of mortgage
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org'ﬂi_s Wr;?f maintained and stre‘;ig{bf:négc dmioistrative and policy
no f .
central barﬁ(sai:{);zzt tﬁf significance in the early organization of
facilitics, Mgt f thf: concern about the adequacy of banking
conduct operations w'tlc }farly central banks were authorized to
fnancial etiromon ith the general public directly (i.c., not through
monetary or issueods) and a number retained, together with a
ing and specialized cpartment, other departments for general bank-
tions with the bl.OPeratlons. I'he purpose of these direct opera-
banking ope public was threefold: namely, to set standards fe;r
operation pefations i gcn?i:a.l’ to supplement banks in
: s where their facil : in areas or
their own facilitie acilities were inadequate, and to extend
With the expansi S t(}f private fields of recognized public interest
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tion of more appropriate credit policies, the central banks have been
withdrawing graduaﬂy from dealing directly with the public, except
whete a fatiopal ingerest is involved. Most dcpartmental central
panks have since been reorganized, by the separation of their
monetary or issue departments as new central banks, and the other

departments continuing to conduct indcpcndcntly commercial and
other banking business.

From an opposite point of view, the earlier legislation contained
provisions restricting any lending by the central banks to their
treasuries, and in some €ascs prohibiting cuch lending altogether.
The more severe the limitation, the Yess applicablc it provcd in
practice, being honored in some countries more by exceptions than
by compliance. Thus, central banks were frequently required, by
executive orders of special Jegislation, to grant temporary drafts to
the treasurics which, as they could not be repaid, remained as -
permanent advances, to which others were added from time to
time. 'This situation, and the difficulty encoutered by the treasuries
in obtaining alternative sources of funds, finally Jed to recent legisla-
tive changes allowing them to obtain swing credits from the central
banks, in accordance with seasonal budgetary patteris.

The shift in the ownership of central banks and the regulariza-
tion of their Jending to the governments ceflect the universal reco-
gnition that central banks are public organs autonomous  within,
but not independent of, the governments by which they are created.
In all countrics of Latin America nowadays the executive power
participates in the formulation of monetary policy: it is empowered
to appoint the high officials of the central bank, it is represented 0B

¢he boards charged with formulating policies, and it retains the
right to veto, approve or concur in key decisions. Concurrently, the
central banks have moved toward theit governments, and most of

them are DOwW represcnted on national economic councils. However
mote than any written rule, are the informal ways by which they
have gained the right to be “heard” by their governments. The
process of exchange of information, vicws and consultation betwees
the central banks and the ministries of finance or economic affairs
has gained ground consistently at the policy and staff levels, an
has become in some countries a regular and ordinary proccdurc-
In some respects, this exchange has been facilitated by the reserve

powers of the government to approve or to
decisions, which has induced a practice of advanced consultatio?

veto the central bank’s .
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The Development of Monetary Instruments

" The changes in the organization and position of the Latin
American central banks have been reflected in the adaptation of their
policy ipstruments from the original to new uses. By and large
major, of almost exclusive reliance has been placed on gencral instru-

ments of monectary policy — namely, cediscounts, operations in
securities, and reserve requirements. From the beginning, however,
i ends,

the central banks have adapted these instruments o selective
in line with. their changing objectives over time.

Rediscount, the classical instrument of central banking, was
inherited -as such from the practices of European commercial and
central banks. From the beginning, all central banks of Latin
America have made use of it in Aexible ways respect to its traditional
aspects, namely the maneuverability of the rate and the cligibility of
the paper. The multiple rate system has been the prevailing practice,
applied with the object of favoring, with Jower rates, productive
transactions and discouraging, with higher rates, cornmercial and
other transactions not considered  essentially productive. Until
recently, control over the rediscount rate had been applied so as
to bold down, or decrease, the cost of money to ultimate borrowers;
in recent years the ¢ hasis on stabilization has spread the use of
higher rates, above those applicablc in the market, as penalties for
banks incutring deficits in their reserve requirements. :

The eligibility of the paper for rediscount has also been adapted
in accordance with special criteria.  Originally, the type of paper
was specified in order to encourage banks to move away from
personal lending towatds loans related to effective underlying
transactions, and to improve bank portfolios by inclusion of mark-
ctable paper, as distinguished from direct non-marketable loans.
These “ sound banking” purposes were later on combined by the
central banks with preferred treatment for agricultural and industrial

paper, especially of longer maturities, so as to divert credit from

commercial to productive activitics and to diversify the portfolios of
banks. From the beginning, commercial banks were granted ceil-
ings (usually related to t
could rediscount cligible paper; in the course of time, these ceilings
became in effect credit fAoors, above which were added special lines

for those particu

favor. These practices, however, were ended in later years, in line

heir capital accounts) under which they -

lar types of loans that the central bank intended to.
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ness to meet 1ts conditions, finds further confirmation in the adap-
tation by the Latin American central banks of the mortgage certifi-.
cate as a monetary instrument. ' The interest rates, repurchase
agreemcents, and fiscal exemptions applied to such certificates made
them attractive to Investors and cnabled many central banks to
purchase or sell them in adjusting the liquidity position of financial
institutions and of their markets in general.
The instrument most generally used to offset any credit expan-
son resulting from rediscount and purchases of securities by the
central banks has been the reserve requirement. Introduced for the
Grst time in Mexico in 1936, shortly after its application in the
UInited States, it has since been adapted by the Banco de Mexico as
the key instrument of its credit policy — both for quantitative and
for qualitative purposes. "The basic principle of this technique is the
application of the maximum reserve requirement (one hundred per
cent on deposit increases from a certain date), and the waiving of
such requirement for any stipulated proportion of assets beld in
specified types of productive loans and investments. The system is
based on the orthodox concept of a fxed minimum percentage to
be held as reserve il cash or deposit at the central bank; moreover
2 builtin Aexibility is maintained by allowing a (uota for free
disposition by Gnancial institutions, by making available to them
rediscount facilities, and by providing for automatic purchases and
sales of securities to adjust the level of reserves. The ceatral bank
also refrains from interfering with the loan process hetween bank
and customer or with the determination of individual interest rates
and other conditions in their operations. The system is clearly
designed to achieve two cesults: in the short run, to assure a minimal
provision of credit to sectors previously without, or with limited
access to the banking system, and in the longer run to spur the
initiative of the banks and the banking habits of peoples in establish-
ing bank-to-customer contacts, upon which a more permancnt
relationship might be built.
"The effectivencss of the system in Mexico induced its applica-
tion in Colombia (where it was at first superimposed upon 2
complicated rediscount system and then sabstituted by direct control
over the composition of bank portfollos) and in certain other Latin
American countries. Another interesting innovation in reserve &
quirermnents, by t
been their seasonal use in lieu of rediscounts, by lowering the ratios

he central banks of Colombia and Ecuador, has.
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held in the central bank by other banks may reflect changes in
their primary reserve requirements, and the trend of currency in
Greulation may provide an indication of the expansion of the money
sapply and, hence, a prima facie evidence of the relative success
or failure of the central bank in controlling it. The central banks’
statements, however, do not reveal how nor 0 what extent reserve
requirements might have heen used for qualitative purposes, DOF
do they reveal the application of limits of expansion to market
institutions and instruments.
With these qualifications, an examination of the balance sheets
of the Latin American central banks, between 1946 and 1960,
indicates that the distribution of assets and liabilities has been
subject to wide variations, from central bank to central bank, and
any one institution. For instance, currency

from year to year in
in circulation represents between. 40 and 6o per cent of the labilities

of most central banks, but in some May be as low as 20 or 30 per
cent (as in Brasil, Ecuador, Mexico and Nicaragua) or as high as
=0 or even 9o per cent (as in the Banco Central de la Republica
Dominicana and the monetary departments of the central banks
of Bolivia and Urnguay), dependent upon the diversification and
overall level of operations of each institution. In a more direct
way, the balance sheet of the Banco Central de la Republica
Argentina between. 1946 and 1957 reflected the special arrangement
then prevailing, under which the deposits of commercial banks,
and their credits as well, were registcred on the books of the central
bank; the balance sheet for the years since 1957 reflects in turn the
release of funds from this arrangement. In other cases, such as
for the central banks of Chile and Peru, their balance sheets
between 1955 and 1960 show increases in the deposits of banks
and decreases in advances to banks, in line with the application of
stabilization measures. There are offsetting shifts between gold and
forcign exchange reserves, on the one hand, and between advances
and rediscounts, on the other hand, in the figures of various
central banks (Costa Rica, El Salvador, Guatemala, Mexico, Dotni-
nican Republic and Venezuela between 1955 and 1960), reflecting
fluctuations in the flow of their international and  domestic

payments
The figures for other accounts ™ (both. liabilities and assets)

disclosed the comparative importance of services and special oper#

tions performed by central banks, such as carrying the accounts 0

f
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applied by the Federal Rescrve Systermn. Among the Latin American
central banks themselves, any generalization requires qualification,
gnce cach inscrument has been adapted to the financial conditions

and structure prevailing in each countty.

The Framework of Monetary Policy: Development and Stability

Much of what has been written about problems and objectives
of monetary policy in the past, and about the interplay of monetary
and fiscal policies in recent years, seems to assume that the impulse
of these actions is transmitted, through the medium of the financial
system, to the underlying sectors of the cconomy. This assumption,
however valid as it might be for countries with organizc‘d and
settled money and capital markets, does not equally apply to coun-
tries whose markets, when they exist, are imperfect; nor in instances
where the resiliency of an emerging market may induce reactions
on its part tending to offset the actions of monetary and fiscal

olicies. In all cases, however, monctary policy cannot be made or
judged in isolation from the general framework of economic policies
and the financial system in which central banks and treasuries
operate. : : ‘
'The contribution of general measures of monetary and credit
policy in smoothing out cyclical swings and sustaining business
activity and employment at home has been the traditional preoc-
cupation of Federal Reserve authorities in the United States, at least
until recently, when concerft about the balance of payments equili-
brium - has caused a reconsideration of aims and means of policy.
Such a combination of internal and external forces, impinging upon
the economy of a country, has been the everlasting problem of
Huropean central banks, particularly the Bank of England; these

banks have resorted to both general and direct measures, in order

to make flexible and prompt adjustments in their domestic econo-
mies and in the international flow of funds. For the central banks
of Latin America, the pursuit of ‘nternal monetary stability has
been complicated by recurrent halahce of payments swings — of too
much or too little — combined with pressures from accelerated
development spanning over such swings, inadequacy of the fiscal
systems; and financial structures that, in general, failed to keep up
with rising and diversifying credit tieeds.
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monetary and fiscal measures. ln part, this debate — like any
other — has aspects of semantics, such as in the use of terms

“ policy 7, “ program » « development »_ “ gstabilization » The term
“ program ”, implies a forced rescheduling of economic and finan-
cial factors in such way as to Jlter the structure and working of
the economy; the term © policy ” carries a connotation of a progres-
sive influence exerted to guide the cconomy in a gradual way.
Recourse to a development prograbi is taken, by and large, as 4
sign of dissatisfaction with the effectivencss of general policies
pursued in the past, while the adoption of a stabilization program is
interpreted as a sign of confidence in such policies. One expert sees
merits in a dynamic course, while another may belicve that strength
lies in stability,

The sharp rejection of devclopment without stability, and the
immediate and critical preoccupation to bring the inflationary spiral
to an end, caused stabilization to be introduced in many countries
without any correlated programs ot policies for development. Two
points of view scem to have prevaﬂed, in Latin American countries,
as well as among international institutions cooperating with them;
namely, an implicit assumption that stability would by itself generate
new forces of development or, on the other hand, the assertion that
the resumption of development, whether on a programmed ot a free
basis, should await the attainment of stabiity. This “ wait and see”
attitude left a vacuum in the economic policy of certain countries,
which, combined with political pressures, cndangered both stabiliza-
tion and development.

The experience indicates that while a stabilization program is
necessary to stabilize — and the sharper and the quicker the
better — a development program should also be on hand to promote
rapid growth as soon as conditions permit, This implies recognition.
of coordinated and mutual support between development and sta-
bility.  The contribution, that monetary authorities may make in
development councils, is by their informed opinion as to the quan-
titative limits within which investment targets can be set, consistent
with internal and external stability; thereafter, acting on their own,
they may adapt their policies in ways that would contract overall
demand ot divert financing, or both, in accordance with the develop-
ment goals. A stabilization program may well end, but a stabiliza-
tion policy is a never-ending effort, as long as the nation is engage
in developing anddiversifying at an accelerated rate.
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specialized operations in their own organization or through affiliated
and related institutions. Several avenues arc open to them. They
may set up separaic departments with specialized functions (for
example for trust and investment business); of they may organize
subsidiarics, in which a bank or a group of banks may hold the
entire capital; they may participate in joint ventures with their own
government or other domestic or foreign investors. What matters 10
the continuing growth and diversification of these departments or
institutions is their reliance on the credit and the name they ‘may
establish in the “market”, at home and abroad, rather than on
any support from the government or assistance from the central
bank — except, of course, for such facilitics that are extended to
them in the normal course of fiscal and monetary operations.

Tn any modern financial system, the central bank is the reservoir
of liquidity for institutions and the market as a whole, but s in
turn subject to the limitations of its own and its country’s liquidity

in terms of interpational reserves. As a rule, the market (that is,

financial institutions, business and individuals)y holds liquid asscts

(in the form of bank deposits or other short term claims) in some
propostional celation to current needs (in terms of current payments,
working capital and financial transactions): these cannot be drawn
down normally without a corresponding contraction of business.
Whenever excess liquidity is activated in the form of credits and
investments, the role of the central bank consists in taking offsetting

monetary actions in order to restrain the effects on internal and

external stability. A problem arises whenever intermediate and

long term financial assets, created to finance investraents and held
‘n the market over and above current liquidity needs, are made
convertible on demand into bank deposits or other monetary assets
by rule, contract, or practice. This places the central bank on call
by financial institutions, whenever their own liquidity is jeopardized
by such conversion. Such situation, which has prevailed in certain
Latin American markets, may confront the central bank with a
Jifficult and dubious choice. That is, its unrestricted monetization
of financial assets would impair confidence in the currency and in
its own international liquidity, but its refusal to honor an implied
commitment would impair confidence in the financial institutions
and their instruments and precipitate a crisis of solvency, as well as
of internal liquidity. This dilemma may represeht a real and im-
minent danger where no clear distinction is made in the practices
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c Pattern of Change in Latin Ametican Baoking: An Overall View
103
of instituti P . '
o ﬁntau;i?nls and in the m1.nd of the public between monetar
degres, bur .a(li .ﬁassets. Such distinction may well be a matter 13%
dclicat; bal;ull Cr;:nces in degree are important for maintainin tl?e
st Taioht ::ce ctween the cxtent to which holders of ﬁnfncial
the marg%n 0? C;A:ES?[ th?l‘ gptlon of shift into monetary assets and
arc Q t @ H . A 2
demand. y central bank in acquiescing to such
The formati .
orter and léitmn of a ﬁnangal market, including facilities for
more than th ger term operations in savings and investments, i |
o e tes.tablﬁsllmen.t of institutions and the introductioni ;E
‘ : it is the acceptance of :
short s 4 | practices separatin i
of in;ﬁtl}qmd gmm what is long and fixed, not OE;lly ongth‘:}tl)at lis
recoumiti ions, but above all in the mind of investors: and Oohs
Pficf‘s‘ 1 iﬁn of the need to restrain, by the interplay of ’ields ;nf{
'rorr;(?)t‘l nc ;onvert}bll}ty of financial into monetary asthf; Th
51 o OC; ) (;)_E ?}ew institutions and practices, along market li;;es ang
the L ftm Ant eir own policies and national objectives, is notr new t
nerican central banks. They may claim to their cr d'(:
: edit

“the introducti i
ction of nmew banking practices, the estabishment of a

mortgage aolnni
rc-dircgct%on o?llj::;kﬂzfegibtgigt{gijf ltlnsfi sccu;itges Iiransactions, and the
In thei on of banking facilities.
cipated soc;';re Oggnthvgays’ central banks of Latin America have anti-
parts of the world: }2:1(1?:12:';1;);1; aciir(:Ptthd by central banks in other
the Banc ' €, 1 the partici ating certifi
- o(E tchfiéltcrraé ?c la ch}lbhca Argentina onlz me:o; see thiiatfeor?zf
central banks of Baelm'rl and issuance of special instruments, by the
operations to su Orflum: Denmark and Germany, for open market
policies, The u}:’g " management of their public debt and monetary
the central banks of EJGSTIVC fequirements for seasonal purposes b
by the Reserve Bar?k i? ?\Tmbla and Ecuador has found "J‘PPHC'&tiOIBi
(with respect to itsr li 9 idi v anlz.md and by the Bank of France
limit to the eXPansiolr?mf v Coefﬁcmnts)i The setting of a deﬁnité
Mexico, has been ‘foundo fa t}l’PC of credit, so cffectively applied BY
ing forcign financing b ; bva1 ue by the Federal Reserve for restrain-
tations. And finall g by h_ankmg and non-banking financial insti-
co, aimed at sync}f;oi‘m't er policy pursued by the Banco de Mexi-
maturities of Habiliti izing and projecting into longer terms the
terpart in measurcslf:kirllld f(j:eﬁ:;sfmﬁna%ce flilOmpanies, has a coun-
I . ) 3 15 ce :
€spect to intermediate term financial ir;stityuttio;sBaélclﬁ{mzf cit;gie‘zith
: es




104 . Ranca Namionale del Lavora

' Latin America also have counterparts in those of other central
banks in different parts of the world, old and new, which have ope-
rated to promote NEW :nstruments and practices (such as the bankers’
acceptance, Treasury hills, foreign banking operations, and Federal
funds’ market in the United States), to broaden the market for go-
vernment securitics (by the introduction, for cxample, of Treasury
bills in Belgium and [taly), and to creatc new financial systems
(including development institutions and a market for securities, 10
Australia).

"The contribution that central banks can make to market for-
mation is paramount in developing countries. They may attract
private savings, dispersed in the economy or held abroad, into
domestic financial institations; they may oped to industries and
other enterprises access tO such savings, at appropriate tesms, market
rates and competitive conditions; and they may provide mobility
of funds by diversifying credit instruments and savings oppor-
cunities. ‘This task of market formation is not an isolated process;
it complements the other responsibilitics incumbent upon the central
hanks, which, jointly, are designed to support the development of
their cconomies in a framework of internal and external stability.

‘ Frang M. TamacNa
The American University,
Washington, D C.




