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Resumo

O artigo analisa as experiéncias do Brasil e ddeGlum bancos estrangeiros entre 1878 e
1913. A partir de uma nova base de dados de lmdaingividuais, procura-se avaliar o
impacto da entrada de bancos estrangeiros em cadios dois paises. O comportamento
comparativo dos bancos estrangeiros e domésticdsremys de um conjunto de indicadores
financeiros revelou que as diferencas entre ambagupos foram menos pronunciadas no
caso chileno. Além deste resultado mais geralfrgyaontos especificos emergiram dos
estudos de caso. Primeiramente, no caso do Bnasihdicios de convergéncia por parte dos
bancos domésticos, na direcdo das melhores praatasngeiras. Em segundo lugar, a
entrada de bancos estrangeiros no Chile esteveiadaaa sinais de crescente competicao
naquele mercado. Em terceiro lugar, os bancosargmiros tenderam a apresentar
indicadores de liquidez relativamente maiores eranos paises. Por fim — e este resultado
foi mais visivel no caso brasileiro — 0s bancosaegkiros aparentemente desempenharam
uma funcéo estabilizadora em épocas de crise fm@ncDe modo geral, portanto, é razoavel
afirmar que os bancos estrangeiros tiveram um itopagsitivo em ambos 0s paises, mas
especialmente no Brasil, cujo mercado era comparagnte menos desenvolvido.

Palavras-ChaveBancos, Brasil e Chile, Belle Epoque

Abstract

This paper analyzes the experiences of Brazil amtk @ith foreign banks between 1878 and
1913. Using a new individual bank balance sheetldese, we attempt to assess the impact of
foreign bank entry into each country. Comparisbfoceign and domestic bank behavior in
terms of several financial indicators revealed théerences between both groups of banks
were less pronounced in the case Chile. As welthe&s more general result, four main
specific points emerged from our country studidsirst, in the case of Brazil, there are
indications of convergence on the part of domebtioks toward foreign (best) practice.
Second, in Chile foreign bank entry is associaté&ti some signs of increased competition
within the local banking industry. Third, foreigmanks tended to display comparatively
higher liquidity indicators in both countries. Kty — and this was more evident in the
Brazilian case — foreign banks appear to have pedd some stabilizing role in times of
crisis. Overall, then, it would be fair to saytti@reign banks tended to have a positive role
in both countries, and especially so in Brazil, sdonarket was relatively less developed.
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Introduction

The period from the 1870s to 1914 involved the magtin American economies in the great wave of
globalization that swept the world. During thigipd, Latin America was a destination for laborpital

and manufactured goods, while exporting raw mdtersad foodstuffs to industrialized economies.
Although the macroeconomics of this experience I@sn largely documented, key microeconomic
aspects remain insufficiently studied. This is tlase for the process of foreign bank penetratioredr

by British and German banksAlthough foreign bank presence varied from coumdr country, it was
quite significant in all major countries of the i@y Circa 1913, the combined number of branches of
the major foreign banks in Latin America approaché@, with overseas banks after 1900 attaining a
market share of nearly 50% in places like Brazil.

The analysis of this episode could shed light om ¢hrrent process of banking penetration in Latin
America and other emerging economies. We arguetlieamodern literature dealing with the current
trends could gain substantially by incorporatingstins from the past. The first wave of foreign bank
penetration provides us with a natural experimieat ts more extended than current evidence of relsea
on modern experiences. Besides, it deals withrimgbhén which banking regulation was very light {no
only in Europe but even more so in Latin Ameridays potentially allowing to control for regulation
effects that could be affecting some modern lessons

This paper analyzes the experiences of Brazil ahitk@vith foreign banks between 1878 and 1913.
Using a new individual bank balance sheet databasduilt for each country, we attempt to answer
similar questions to the ones the modern literaa® dealt with. Did foreign banks increase conipeti

in the domestic banking industry? Were there nthdiBferences in the financial behavior of locatsies
foreign banks? Did they behave differently towask? Did bank display different patterns of ctedi
expansion during periods of financial distress?r&\ereign banks better capitalized than their detioe
counterparts? And, finally, if foreign and locahrtks behaved differently, is there any evidence of
convergence?

The remainder of the paper is organized as follov&ection 1 briefly discusses the main results of
modern research. Section 2 presents an histoneaview of foreign bank penetration in both cowsdri
Section 3 tests for differences in the financididegor of foreign banks as well as for their impaotthe
native banking industry. The final section concludes and draws possiblEyamplications from the
historical experiences and indicates paths foréutasearch.

1. Lessons from the Present

Goldberget al (2000) summarize the main pros and cons of farbank entry into developing countries
found in the recent literature. On the pros sidgythrgue that foreign banks can: i) increase fupdin
available to domestic projects by facilitating ¢apiinflows; ii) increase the stability of lendingi)
improve the quality, pricing and viability of finalal services directly or through competition witical
banks and iv) improve financial system infrastroetby means of the introduction of “best practice”.
Among the cons, they list: i) the charge that fonebanks constitute a potential avenue for cafitdit

in times of crisis; ii) that these banks “cherrgigi the most lucrative domestic customers; and iii)
concerns over the challenges to local supervisioseg by the entry of highly complex financial
institutions.

A large number of recent empirical studies havedttb evaluate these arguments. A first set expltre
contribution of foreign banks to financial stalyiland the occurrence of financial crises. The ewdds
mixed, particularly in cross-country studies. Mamgand Strahan (2003) find no evidence of foreign

! Notable exceptions are Triner (2000; 2002) fordase of Brazil.
2 Unless indicated otherwise in the present papankb” will be taken to refer to retail banks.



contribution to either financial stability anstability, while Demirguc-Kuntet al. (1998) show that
foreign banks appear to be associated with a Igsaability of crisis. Country-specific studies sho
that foreign banks do not appear to cut and rumguimes of financial distress (Peek and Rosengren
2000). Besides, they appear to reduce insolverstywithin the native banking industry (Levy-Yeyati
and Micco, 2003).

Another group of studies has tested for differenoesveen foreign and domestic banks focusing on
relevant financial indicators. Mian (2003) findsathforeign banks in developing countries maintain
higher shares of liquid assets than native bankgstél et al. (2001) report similar findings for Latin
America during the 1990s. These authors also atigaieforeign banks had higher risk-based capital
ratios, relied less on deposits as source of fumas better screening and were more concernedassét
quality deterioration. Moreover, foreign bankspiisyed higher loan growth and lower volatility e&dit

than local banks in Latin America (Crys#dlal, 2001; Dagest al, 2000). Some very recent results for
Latin American countries go in the opposite directi Foreign banks appear to have higher leverage
ratios and insolvency risk (Levy-Yeyati and Mic@03), while in Brazil they often lag behind local
banks in such indicators as net income/employég;r@n equity and return on assets (Paula, 2002).

Finally, a third family of studies has investigatda competition and efficiency-enhancing effects o
foreign banks. Once again, the approach adoptediest for differences between local and foreignks

for a few key competition variables. The resuilts mixed in some regards. Claessehal (2001)
conclude that foreign banks earn more than domésinks in developing countries. The authors also
find that foreign banks increase competition, lodemestic bank profitability and reduce interese ra
margins. Clarkest al (1999) reached a similar conclusion for the aaisArgentina during the 1990s.
Foreign banks also appeared to reduce overhead, dostrease the efficiency of domestic banks
(Demirglic-Kuntet al, 1998), improve management and introduce newntdofies into local markets
(Levine, 2003; Calomiris and Powell, 2001). By tast, Mian (2003) finds no significant difference
between the earnings profile of foreign and domoelséinks, and Levy-Yeyati and Micco (2003) argue
that foreign banks in Latin Ameriakecreasecompetition through market differentiation.

Table 1 summarizes the main conclusions reachethdéymodern literature. All in all it appears that
foreign banks tend to have some positive effecttherbanking sector of the host countries by pramgot
risk aversion, bringing greater stability, and thgh increasing competition.

Tablel: The Modern Literature on the Impacts of Foreign Bank Penetration



Proposition Study . Overall impact in
Main Results
tested (Sample) the host country
Demirgiig-Kunt et. al. 1998 X . " - N . .
” (80 countries 1988-1995) More financial stability and lower probability of financial crisis.
Q
(%2}
= Peek and Rosengren 2000 . . . . L
% (Argentina, Brazil, Mexico, 1994-1999) Foreign banks do not pull back in response to economic problems in the host country. Positive
k3] ) )
c Levy-Yeyati and Micco 2003 . . . . L -
g (8 Latin American countries, 1994-2002) Foreign banks induce lower levels of insolvency risk whithin the local banking industry.
i
Morgan and Strahan 2003 . . N . -
(100 countries during the 1990°s) No conclusive evidence on more financial stability. Neutral
Dages et.al. 2000 . . ” .
T . X . Higher loan growth for foreign banks and lower volatility of credit.
B -5 (Mexico and Argentina, 1994-1998)
(S
g g Higher loan growth for foreign banks even during periods of local economic difficulty.
= © @ Crystal et.al. 2001 Foreign banks rely less on deposits, have higher shares of liquid assets, higher risk- Positive
£ E o (7 Latin American countries 1995-2000) | based capital ratios. They have sounder managerial practices through better screaning
22 E and take more agressive action to deal with asset quality deterioration.
[SERCANC
S o
g -2 = Mign 2003 Foreign banks hold less assets in the form of loans and have more liquid assets.
L3 (100 countries, 1992-1999)
0Gg , ) — ‘ ‘ ,
o Levy-Yeyati and Micco 2003 Higher Ieyerage ratlo_s and hlgher insolvency r_|sk for foreign banks but they induce lower] Neutral to positive
levels of insolvency risk whithin the local banking industry.
Claessens et.al. 2001 Forelg_n banks earn more (Iess)_t_han domestic banks in develgplng (develo_ped_)_
N countries. They Increse competition upon entry, lower domestic banks profitability and
(80 countries 1988-95) R N
reduce interest rate margins.
Clarke et.al., 1999 . - . — . .
" (Argentina during the 1990's) Foreign bank competition reduces domestic bank profitability and interest rate margins.
° .
(<] Levine 2003 . . L . . Positive
E (47 countries, 1995-1999) Impediments to foreign bank entry exert a positive impact on bank net interest margins.
c
.g Calomiris and Powell 2001 Foreign banks heighten competition, improve management and allow the introduction of
(Argentina,1992-1999) new technology.
aQ
S Demirgiig-Kunt et. al. 1998 Foreign panks increase the efficiency of domestic banks and lower their overhead costs
O and profits.
Mian 2003 No diference on average profits. Foreign banks earn more through service fees and neutral
(100 countries, 1992-1999) domestic banks through higher lending rates.
Levy-Yeyati and Micco 2003 Foreign banks reduce competition through market differentiation. negative

Source: See text.

2. The Historical Experience

Our understanding of the impact of foreign bankyemito developing countries could gain substaltial
as “modern” lessons are complemented with pasbhsssShe analysis of natural experiments suchas th
ones of Brazil and Chile during the first wave tdlmalization we undertake in this paper pointshis t
direction. The case is relevant because of: i)itligortance foreign banks achieved in these emerging
economies; ii) the good quality and relative longet coverage of the banking datae were able to
collect and iii) the existence of light banking uégion allowing us to control for regulation eftedhat
could affect some of the modern findings. In stadyihese cases we adopt the approach followedeby th
bulk of the current literature and test for diffieces in the financial behavior between foreign and
domestic banks. A brief account of foreign bankrnermn both countries will provide the necessary
historical background to the discussion and furdrealysis.

2.1- Foreign Bank Entry into Brazil and Chile

The history of foreign banks in Latin America be&faVWI is mainly the history of British and German
banks. In Chile they were the sole foreign act@mazil was also a destination for banks from other
countries, such as France, Belgium, Portugal angetma, but British and German banks were
unquestionably the major foreign playérs.

The British were the first to establish foreign keum Latin America and throughout the pre-WW!I pédri
they remained the major foreign player in the regideyond Britain’s desire to finance the growing
trade between Latin America and Europe (Joslin3L9e timing of their arrival during the 1860s exiv
more to conditions in Britain. The first wave cacharing the stock company boom leading up to the

% Nevertheless, it should be noted that contempdratgnce sheets are intrinsically limited comparechodern-day financial statements.
This is due, among other things, to the very aggeegature of the accounts that were published/attie of common standards to be
followed and, most of all, the absence of indepahdaditors attesting to the veracity of the infation being disclosed to the public.

* Throughout the period under study here British @edman banks accounted for at least 80% of depusitsby foreign banks in Brazil.
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Overend Gurney crisis of 1866 and was made pos&ipléhe Companies Acts of 1858-62, which
extended the privilege of incorporation with lindtkability to banks (Cottrell 1991, p. 26; Jon€¥93, p.
23)>

Table 2: Timing of British and German Bank Entry into Brazil and Chile, 1862/1913

Year Bank Country of Origin ~ Host Country
1862 London and Brazilian Bank Great Britain Brazil
1863 English Bank of Rio de Janeiro Great Britain adir
1887 Brasilianische Bank fur Deutschland Germany azir
1888 Anglo-South American Bank Great Britain Chile
1891 London and River Plate Bank Great Britain Brazi
1895 Bank fir Chile und Deutschland Germany Chile
1896 Deutsche Uberseeische Bank Germany Chile
1906 London and River Plate Bank Great Britain Chile
1910 Deutsch-Sidamerikanische Bank Germany Chile
1911 Deutsch-Sidamerikanische Bank Germany Brazil
1912 Deutsche Uberseeische Bank Germany Brazil

Source: Hurley (1914); Joslin (1963); Sheppard 139@nd Young (1988, 1991).

The London and River Plate Bank (Argentina and Uayy 1862) led the way, soon followed by the
London and Brazilian Bank (1862), the British BastkSouth America and the English Bank of Rio de
Janeiro (1863). These banks were later joinedhieyAnglo-South American Bank (1907), itself the
result of the amalgamation of (British) institutsofounded earlier in Argentina. From 1870 to 1@ t
combined assets of these banks had grown fromuptr£€ 9 million to more tharf 66 million? By
1913 they had established a wide network in Br&ifille, Argentina and, to a lesser extent, in Uaygu
counting 54 city-branches (Table 3).

The first attempts at setting up German banks itnLAmerica date from the early 1870sut the real
consolidation of this process began in the mid %88@ith the establishment of the Deutsche
Uberseeische Bank, in Argentina (1886), and thesiBaaische Bank fiir Deutschland (1887), in Brazil.
Later on they largely expanded to Chile and, tesaér extent, to Uruguay and Peru. In all, by 18&3
combined network of German banks in the region atsagd 41 city branches (Table®3)

The expansion abroad of German banks is genergdhgi@ed by their desire to take over the finanaihg
Germany'’s overseas commerce with the region amuidimote German exports at the expense of British
trade (Hurley 1914, p. 18, Young 1991, p. 89). @@t banks were by far the second most relevant
actors in the region. Although representing haéf size of the British banks in terms of indicateush

as total deposits, paid-in capital or profithey were far bigger than their continental coritpet, such

as the French, which were established later.

Although foreign bank entry into Brazil precededlI€lby a quarter of a century (1862, against 1888),
both cases the “golden period” of foreign banksarat the turn of the century (Figure 1). Givendize
of its economy, the earlier movement to Brazil pesbably to do with the greater potential gaindéo

5 Throughout banks will be referred to as Britishtba grounds that they were registered in Londahpagh often shareholders of such
companies were not themselves British. For exanipl#865 Portuguese and Brazilian citizens heldentban 40% of the share capital of
the English Bank of Rio de Janeiro (Jones 19772p. 2

® Jones (1977), Tables 1.1 and 1.3, based on ddtatgh (1915).

’ The first German banks, the Deutsche-Belgisché@lata Bank and the Deutsche-Brasilianische Bank, bsthblished in 1873, had to
close in 1875 because of imprudent loans advamcEduguay and Brazil, respectively.

8 The corresponding local names of German banks &ziBf Chile were: Deutsche Uberseeische Bank (Barlem#@o Transatlantico /
Banco Aleman Transatlantico); Deutsch-SiidamerikapisBank (Banco Germanico de América del Sur); Beassche Bank fir
Deutschland (Banco Brasileiro Alem&o); Bank fir Chitel Deutschland (Banco de Chile y Alemania).

91n 1913, the amount of deposits, paid-in capital profits of the German banks in Latin America wasivalent to 38%, 49% and 46% of
the British figures, respectively (Young 1991, Tablep. 81).



made in financing trade with the Brazilian EmpilNevertheless, in both Chile and Brazil, British and
German presence is associated with their home gesntole as crucial trading partnéfs.

Table 3
City Branches of the Major British and German Banksin Latin America, 1913

Brazil Chile Argentina Peru Uruguay Other TOTAL

Major British Banks 23 12 16 - 3 - 54
London and River Plate Bank 9 1 8 - - - 18
London and Brazilian Bank 11 - 2 - 1 - 14
Anglo-South American Bank - 11 4 - 1 - 16
British Bank of South America 3 - 2 - 1 - 6
Major German Banks 9 18 7 4 2 1 41
Deutsche Uberseeische Bank 3 9 6 4 1 1 24
Deutsch-Studamerikanische Bank 1 2 1 - 1 - 5
Brasilianische Bank fir Deutschland 5 - - - - - 5
Bank fiir Chile und Deutschland - 7 - - - - 7

TOTAL 32 30 23 4 5 1 95

Source: Adapted from Hurley (1914, pp. 12-16);i30d963, p. 98); and Young (1991, p. 81).
Figure 1
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Source: Authors’ database.

2.2- The Brazilian and Chilean Banking Markets in Ferspective

In understanding the process of foreign bankingepration into Brazil and Chile, it is useful to ghese
two markets in perspective in terms of their rekatlevel of banking development, their regulatory
framework and the macroeconomic and financial emvirent.

Banking Development in Brazil and Chile

As Table 4 indicaté§ in the period under consideration, the bankindugtry appears to have been
significantly more developed in Chile than in BtazAs a share of GDP, deposits were systematically
higher in Chile. In per capita terms, they amouritefi3.5 in 1880 and £6.0 in 1910 in Chile as camgpa

to £1 and £1.5 for Brazil. The latter appears &vehmuch to do with Brazil's relative economic
backwardness (as measured by per capita GDP) aiteisGiatching-up trend. Needless to say, banking
development figures for the UK were far higher tii@nthe remaining countries. Interestingly, todsr
the end of the XIXth century, the Chilean bankiggtem appears to be relatively more developed than

0 There is a positive correlation between the imgrure of British and German banks and the share dé'€lternational trade held by
Britain (40%, on average, between 1890 and 1910)Gardhany (20%). In the case of Brazil, the combisieare of foreign trade carried
out with Britain and Germany ranged from 60% in 18725% in 1913. According to Hurley (1914, p. $8xctically all of Brazil's export
and import trade was financed through foreign banks

M At least until 1900, deposit figures for Germampsld be interpreted with some care. Due to théiquaarities of German joint-stock
universal banks (see Fohlin, 1998), the proponibiineir deposits to total assets was half of the exhibited by British joint-stock banks.
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Germany’s. This pattern was reversed at the t@theocentury, offering a possible explanation thoe
(late) arrival of German banks in Chile.

Table 4: Banking Development in the UK, Germany, Cle and Brazil, 1880/1910

1880 1890 1900 1910
UK 15.3 (38%) 17.5 (45%) 219 (47%) 22.8  (47%)
Deposits Germany 1.4 (4%) 2.2 (5%) 48  (10%) 122  (20%)
[£ per capita ; (%GDP)] Chile 35 (14%) 33  (12%) 33 (11%) 6.0 (14%)
Brazil 1.0 (8%) 1.2  (10%) 0.7 (7%) 1.5 (9%)
UK 100 100 100 100
GDP per capita* Germany 58 62 68 75
(UK=100) Chile 44 42 42 52
Brazil 22 19 15 17

Source: Deutsche Bundesbank 1976, pp. 56-7 (degasitaany); Capie and Webber 1985, p. 40 (deposifs Blindreau and Zumer 2004
(GDP for the UK and Germany); Braun, Braun, Briorigigz, Luders & Wagner 2000 (deposits, GDP and jmu for Chile); Goldsmith
1986 (deposits, population and GDP for Brazil); ahaldddison 1995 (population for UK and Germany). 1990 Geary-Khamis Dollars
obtained from Maddison 1995.

Requlatory Framework

As in other Latin American countries, foreign barserating in Chile and Brazil were stand-alone
companies. Instead of demanding authorizatiohéddcal government to create an overseas braegh th
set up entirely new companies with their own spea#fpital. This meant that even if relying in the
prestige of their parent banks and reporting tenthia case of local bankruptcy their failure woulot
compromise the capital of their parent institutiovisung 1992, p. 33; Hurley 1914, p. 54; Subercasea
1922, p. 130).

Besides, banking regulation was light. Neither miali capital/cash provisions existed, nor restriction
the kind of operations banks could undertékdhese conditions were also extensive to foreiamkb.
While Chile had a specific banking law (the FreenlBag Law of 1860), the minor restrictions existing
were almost strictly conceived for note issuandeviéies.’* Brazil did not have a specific banking law at
this time. Instead, joint-stock foreign banks @pieg in Brazil — just like their domestic countar{s —
were expected to comply with the provisions sethfan corporate legislation (that is, the Commadrcia
Code of 1850 and the 1891 corporate law). Thegeeprto be very broad in nature and did not involve
government supervision of any sort over these comepaapart from the requirement that they pubhsh
the press a summarized balance sheet showingsitidas done by theth.

Banking Crises and the Economic Environment in Bear Chile

Barring two commercial and financial crises in 186a 1875 the first three decades of foreign bank
participation in the Brazilian market saw expandmgginess for most players. Yet, foreign banksestay
clearly away from advancing credit to planters aodcentrated, instead, in foreign trade, as well as
engaging in deposit and discount operations. Tdraahd for monetary expansion in the wake of the
abolition of slavery and the massive inflow of Huean immigrants led the government to extend note-
issuing rights to several private institutions 888, and to relax the requirements for the fornmatd
limited-liability joint-stock companies. The resulas inflation, exchange rate depreciation and a
speculative bubble known as tBacilhamentpwhich saw the number of banks in Rio de Jandoea

12 Neither British nor German banks were subject toimél reserve requirements at home in the pre-Wa'iog (Fohlin 1998, p. 41).

13 Chilean Banks started to issue notes circa 186@vbre forbidden from doing so in 1898. This perims been called the Chilean Free
Banking Era (see Briones and Rockoff 2005, for a suiymaAlthough foreign banks were not ruled by thew of 1860 (Subercaseaux
1922, p. 129), this did not give them an advantage native banks. Indeed, for all practical pwg®) the Law of 1860 was a non-binding
constraint.

1% In this respect, the legal framework in Brazil wasre akin to Germany's, where universal banks wargely unregulated by the
government except for laws applying to joint-steckmpanies in general. In England, on the othedhas of 1858 joint-stock banks were
allowed to obtain limited-liability charters, buhdhe condition that they would publish periodiatstments of their balance sheets and
submit to government inspection.



jump to 68 in the early 18905.Widespread bank failure followed, with the volusfedemand deposits
dropping by more than 50% in real terms betweeir {@ak in the third quarter of 1891 and 1893.
Stagnation ensued although successful stabilizationld only be achieved at the turn of the century,
following further fiscal and monetary contraction.

Deflation triggered a second wave of bank failumebjch left Rio with only 10 commercial banks
remaining in 1905. After 1906, three inter-relatedents combined to reorient both domestic and
international finance and usher in a new era okim@ndevelopment: coffee price support schemes, the
implementation of the gold standard, and the redpgdion of the failed Banco da Republica into the
(fourth) government-controlled Banco do Brasil (i 2000, p. 48). At the macroeconomic level,
several factors contributed to the economic sucoésa “tropical Belle Epoque™: the fixed rate of
exchange based on the Gold Standard, favorablestefrirade, increasing surpluses in Brazil's baganc
of payments and monetary expansion. As a resutk bativity expanded greatfyand favored a second
wave of foreign bank penetration, which involvedy@ntinean, French and Belgian banks, the London
and River Plate Bank in 1907 and the two new Gerbaanks installed in 1911 and 1912.

During the 1890s, when the first foreign banksugebperations in Chile, the country was in a preass
adhering to the Gold Standard and resuming theartibility of bank notes interrupted in 1878This

process resulted in a deep monetary contractiorghwd to financial difficulties and a major bangi
run in 1898.

What followed was the start of a long-lasting péraf State paper money, increasing inflation ared th
depreciation of the local curren&y. It was also a period of rapid economic growth amddit
expansiort? These combined factors resulted in a stock mdmideblé*with many Chilean banks (but no
foreign) holding large positions (both as creditarsl as stockholders) in companies that provedeto b
unsuccessful. In 1907 a severe financial crisisewith domestic stock prices collapstnand local
banks facing liquidity problems.

A significant expansion of banking credit aroseetius crisis was over. Loans grew from $410million
1908 to $780 million in 1910. Towards the end 811, the first signs of a new banking crisis appéar

In 1912, the State injected liquidity into the gyatby giving new notes to banks that were ablestmodit

its equivalent in gold in London or Santiago. Asidg earlier episodes, foreign banks were not ieav
touched by this crisis, probably in an indicatidvatt they were better managed or that, as argued by
Subercaseaux (1922, p. 140), they benefited fratertb&ccess to European credit markéts.

3. Did Foreign and Native Banks Behave Differentlyin Chile and Brazil? The
Historical Record

A wide range of qualitative narrative has pointedthe direction of foreign banks in Latin America
having sounder managerial and monitoring practibes their local counterparts. In Chile, several
contemporary observers who were critics of forddgnks in many respects (Ross, 1910; Espinoza, 1909;

15 The volume of bank deposits in the country, imfuncreased 77% and 44% during 1890 and 1891ecésply, and came to account for
three-quarters of the money supply, compared totatne-half two years before (Triner 2000, p. 44).

18 Calculated from monetary data in Pelaez and SuZ{t@F6, Table A.3), deflated by the wholesale piickex in Catéo (1992).

17 Overall, deposits grew more than three-fold betw&®@6 and 1913 and short-term credit multipliedabactor of four (Triner 2000,
Table A.2).

8 That year a severe crisis hit banks, which had laélewed by the Free Banking Law of 1860 to issates.

9The value of the Chilean Peso fell from 17 penc960 to 10 pence in 1913.

Between 1900 and 1907, banking loans augmenteddntar of almost four.

21 A growing number of new companies were createdrilyan the mining and agricultural sectors), pagsimm 81 entities quoted in the
Santiago Stock Exchange in 1897 to 140 in 1904coAding to Brauret al (2000) stock market capitalization grew by mdrant 100% (in
real terms) between 1897 and 1904.

22 The latter was reinforced by the collapse of tieevNork Stock Exchange in March 1907.

2 According to Conoboy (1976, pp. 253-254), by thd eh1913, some $34 million in currency notes wisseied against deposits of gold
by banks, of which $33 million were deposited imtdon and only $1.3 million in Santiago. Moreov&t?2 million were accounted for by
Chile’s largest bank (Banco de Chile) and less tham#lion by other native banks. The remainder vgssied through foreign banks,
especially the three German banks operating in Ghilke time.



Subercaseaux, 1922) nevertheless highlighted dositribution in terms of their managerial strengths
For instance, foreign banks regularly suppliedrtipgirent institutions with credit ratings and dieii
characteristics of local firms and individuals (Hy; 19147° From their home offices in Europe, they
were frequently required to stay away from holdiadilities of native banks with dubious reputati@n
practice that often made them unpopular amongadt& banking industry (Joslin 1963, p. 25). Besjde
foreign banks were explicitly committed to privieeghort-term credit and avoid long-term (for exmp
land securitized) loans (Joslin 1963, pp. 25-26un®» 1992, pp. 86-87). Finally, under no circumséan
should they lend against stocks, a situation whitved to be beneficial during stock market dowmsur
like the one that occurred in Chile in 1907.

Understanding whether foreign banks really behawditferently from local banks requires
complementing these qualitative accounts with qtativte evidence. This section seeks to do précise
this and is based on historical balance sheetfdatahile and Brazil. To the best of our knowledtigs

is the first time that such a series of balancestshkas been used in analyzing the banking historfie
Chile and Brazil in the pre-WW | peridd.

The kind of questions we try to “ask” the data &t as follows: Did foreign and domestic banks have
similar balance sheet structures in terms of dépamnd loans? Were foreign banks more or less
capitalized than their native counterparts? Whag e attitude towards risk in terms of the propor

of liquid assets they held as compared to locak&anWhich was the response of foreign banks during
times of crisis as compared to domestic banks? f@igign banks exert an influence in improving the

basic financial indicators of the native banks? atvabout the effects of foreign entry in terms of

competition and profits in the local banking inay3t

Data and Findings

For Chile, the analysis focuses primarily on theque1896-1913, when foreign banks entered thel loca
market?® However, in order to check for the possible intpat foreign entry on the previously
established banking industry, we also survey thiw@®anking sector from 1889.The data comes from
the balance sheets of all banks operating betwé&&nd8d 1913. This information was obtained from th
Chilean official gazette, th®iario Oficial, in which banks were required to publish their ficial
statements.

In the case of Brazil, balance sheet informatiorfaisless complete and a comprehensive series is
extremely difficult to obtaif® In the end, we base our analysis on balance gtifeetnation drawn from
a sample covering an average of 80% of total assdtse years 1878, 1888, 1895, 1900, 1901, 1904,
1906, 1908, 1910, 1911 and 1913. The figures thugined are, nevertheless, representative enaugh t
allow us to draw a reliable picture of the periothe data comes from the contemporary local prassl

24 For Subercaseaux (1922, p. 131) “foreign bankd)(hkaced at the head of their administration thgtdy very competent men, who have
seen to it that their functions are well performaudgl in this way they have not only given the coutite benefit of a good banking service,
but at the same time have set a good exampledardtional banks, the administration of which hatsatways been equally commendable”.
% According to Hurley (1914, p. 11), Latin Americhnsiness men calling upon banks at Hamburg have dmtenished at the familiarity of
bank officials with the character of their business

% For example, Joslin (1963, p. 196) states tha¢ Ahglo South American bank was fairly free fromjonarouble in the stock exchange
boom, as Head Office had forbidden its managergetoentangled with the risky business of lendinthvehares as collateral without
exacting a very wide margin of safety.

27 Once again, a notable exception is Triner (200&)pse study of the Brazilian experience draws orkHzalance sheets from 1906
onwards.

2 Setting 1896 as a starting point obeys two maisaes: i. while the first foreign bank in Chile wastablished in 1888, its first available
balance sheet is from June 1895; and ii. as of W896an count on balance sheets of the two Gebaaks created in 1895 and 1896.

2 setting 1880 as a starting point obeys four remsdfirst, the native banking system was alreadifjcintly developed at this time.
Second, 1880 appears to be placed far enoughlter*fihe natural drawbacks resulting from the mdjanking crisis that occurred in 1878.
Third, 1880-1895 and 1896-1913 are relatively simih length. Finally, until 1878 banks operatedlema convertible regime while,
between 1880-1895 and 1898-1913, Chile had a papeeyrsystem (thus making comparisons more accurate)

%0 This is because of the existence of major comrakmenters — with an important banking presenceitsige Rio de Janeiro and S&o
Paulo, such as Recife, Salvador, Juiz de Fora, Riod&rand Belém. Access to contemporary newspagadsifence, bank balance sheets)
published in those cities is limited.

31 For Rio de Janeiro (which accounted for more thafidf total deposits), data was collected fromdbmal do CommerciandGazeta da
Tarde (Rio’s two main newspapers) and from the Report hif Ministry of Finance Relatorio do Ministério da FazenylaWe
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was complemented with balance sheet informationséene points during the early XXprovided by
other researchefs.

We compare foreign and native banks in Chile analziBin terms of five categories of financial and
market indicators: i) balance sheet structuregdpital adequacys, iii) liquidity, iv) credit expaos and v)
competition and profitability (see Appendix for tetailed definition and data coverage). Becausts of
more comprehensive data, some figures are analybdrelatively more detail in the case of Chile.
The basic indicators are complemented with datebémks in Germany and the UK, which serve as a
benchmark. Although the different nature of theibess of foreign banks operating in Europe andabro
should caution us against attempts at direct coisgrarof their financial indicators, this benchmark
provides us with a proximate picture of the relatbackwardness of the Chilean and Brazilian banking
systems.

Balance Sheet Structure

In Chile, the share of deposits and loans to tadéakts appears not to have been affected by thenme
of foreign banks (Figures 2 and 3). Average valieegotal deposits (loans) to total assets dutime
period 1880-1895 were 62.3% (76.3%) as compar&d ¥ (72.8%) for the 1896-1913 period. Deposit
ratios were relatively similar to the German benatkn(50%), but far below the UK standard (80%).
Loans, in turn, stood above the UK (50%) and wetatively similar to the German benchmark (61%),
especially by the end of the period.

Moreover, between 1896 and 1913, neither the stfadeposits nor that of loans to total assets wtfe
significantly between native and foreign banks. ragee values for deposits (loans) were 61% (73%) and
57% (76%), respectively. Nonetheless, until 190¢ifjn banks appear to be more biased in favor of
loans, in an indication that they felt confidenttleir ability to redeem their deposits withoutamgg

the opportunity cost of holding more cash.

Figure 2 Figure 3

Chile: Deposits to Assets (%) Chile: Loans to Assets (%)
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Source: For Chile, authors’ database. Figureth®tUK and Germany (joint-stock banks), used asl@arks, are calculated
from Sheppard (1971, p. 116) and Deutsche Bundkgi&@a6, pp. 56-7), respectively.

In Brazil, a first important point is worth notinthe share of both deposits and loans to totat@ssas
far below the Chilean figures, in an indicationtsfrelative financial underdevelopment. Besidesgifyn
and Brazilian banks did not behave significantlfedently on both counts. Foreign banks tendectlp
more on deposits and were less biased towards thansnative banks during the XPentury but both
groups exhibited similar ratios during the 190@% interesting feature related to foreign bankshist
short-term credit always accounted for the intetyralf their loans, thus confirming qualitative dence

complemented this information with material obtainéor a few years, in the provincial pre€® Estado de Sdo Payl®iario de
PernambucpandGazeta da Bahja

32 \We are greatly indebted to Gail Triner for prowiglius with complete balance sheet data for 19016 89d 1913 and to Anne Hanley for
copies of balance sheets for Sdo Paulo banks ¥eraeyears in the 1900s.

% In the case of Chile, available data allowed usutp an OLS panel regression (with year fixed effecontrolling for bank size and
assuming that observations for each single bank wet independent from each other). We test fifer@inces during the period 1896-1913
between foreign and native banks. For each ofdlexted financial indicators we test the null hyyesis of foreign banks being “similar” to
local banks. Statistically significant results presented and discussed in the text.
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that foreign banks did not engage in long-term $0aBy the end of the period, domestic banks apizear
converge to the same, “safer”, criteria (Figure 4).

Figure 4

Brazil: Deposits and Loans to assets (%)
Native (N) and Foreign (F) Banks
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Source: Authors’ database.
Capital Adequacy

In Chile, until the 1907 banking crisis, foreigndamative banks behaved quite similarly in termsheir
capital standards, with figures for capital to &sstose to the German benchmark during the e@0p4
(28%). The picture is quite different afterwarddti{ough similar to the UK standard)Circa 1910,
foreign bank figures represented only 1/3 of thesoexhibited by local banks, with capital attainjast
10% of their total assets and covering 20% of teposits.

Interestingly, when one looks at the whole periaht 1880 (when no foreign banks existed in Chite),
appears that native banks held more capital dfeeentry of foreign banks. When measured either as
fraction of total assets or as percentage of th&at deposits, the paid-in capital of native baimkseased
substantially during the 1896-1913 period as coexbdo 1880-1895 (Figures 5 and 6). This suggests
that foreign competition could have forced natiemks to be better capitalized. If, indeed, fordignks
induced higher capitalization within the local bangkindustry, why did their own standards become
lower by the end of the period? Reputation coufdrod possible explanation for this observed patter
Everything happens as if foreign banks securedrtagket at the beginning by means of holding more
capital. Having been aware of the effects of theking crisis of 1898-99 and, especially the 198@iq
they gained in reputation and thus could lowerrtbapital afterwards.

60% —®— Native Banks

Figure 5 Figure 6
Chile: Capital to Total Assets Chile: Capital to Deposits
70% . '\T
\ 100% —

—@— Foreign Banks
50% ===-UK benchmark L' 80%

————— German benchmark —=— Native Banks
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Source: For Chile, authors’ database. Figurester WK and Germany (joint-stock banks), used as Hnaacks, are calculated from
Sheppard (1971, p. 116) and Deutsche Bundesbaiik,(pp. 56-7), respectively.
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For Brazil (Figure 7), when looking at the amouhtcapital covering deposits, two observations are i
order* First, domestic banks consistently held more tahphan foreign banks, with figures for the
former double foreign bank standards until 1906.ev@&theless, there are signs of convergence
afterwards, the gap between both groups of bamkestldisappearing by the end of the period. Second
capital adequacy thus measured is quite higherttte&hilean standard or the European benchmatk (bu
exhibits signs of convergence towards those figanesa 1910). Once again, the latter appears to be
consistent with Brazil's lower level of banking diep On the other hand, the figures for foreignksaim
Brazil are more in line with the way foreign barshaved in Chile. Interestingly, as a share dltot
assets, capitalization in Brazil was not dramalycdlfferent from the figures existing in Chile. h&
latter, combined with the aforementioned observatiat both deposits and loans figures were lower i
Brazil, suggests that the banking business waswbatedifferent in these two countries.

Figure 7

Brazil: Capital to Assets (%) and Capital to Deposits (%)
Native (N) and Foreign (F) Banks
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Liquidity
To some extent, liquidity can measure the riskifgafach bank decides to take. One expects thaiglur
times of financial disturbance, banks should decmdold more liquid assets in proportion to their

callable liabilities in order to avoid possibleulde. In comparing the ratio of cash to depositsGhile,
Brazil and the European benchmark, several iniagesésults emerge.

First of all, as depicted in Figure 8, in the ca$eChile the average value for this indicator (15%)
relatively similar to the German standard and alibeeBritish figure as reported in the classic wbyk
Capie and Weber (1985). This is not the case faziB with figures being two or three times higliean
Chile (Figure 9). The latter can be interpretechasndication of the more volatile environment kan
faced in Brazil at this time, thus forcing themhtald higher cushions of liquidity.

34 In the case of Brazil figures for social capitafrespond to the nominal capital presented in #larize sheets and, as such, they are
probably biasing upwards the true figures for gaidapital.
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Figure 8

Figure 9

Chile: Cash to Deposits
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Source: For Chile and Brazil, authors databaseuregyfor the UK are obtained from the classicallkifoom Capie and Weber
(1985 Table 5.3, p.40 and Table Il, pp.165-175). EEgdor Germany (joint-stock banks) came from DehasBundesbank
(1976, pp. 56-7), respectively.

In Chile, the amount of cash backing native bardeposits was not affected by foreign bank entry.
Indeed, the cash to deposits ratio exhibits aivelgt stable tendency from 1880 onwaftisThe same
observation holds if one considers the total amairiquid assets. Nevertheless, regression aisalys
reveals that native banks tended to hold lessdigssets than their foreign counterp&rthis situation

is particularly clear in the years around the 186@3is, with foreign banks holding cash equivalemt
nearly 25% of their deposits as compared to 15%nfdive banks. True, foreign banks tended to
diminish their reserve ratio until 1905 (althougteking similar levels as native banks). Neverdglm

an indication of their greater ability to recoveais (given a less risky portfolio), during thesizithey
secured the market by a huge increase in theirdityuposition. By the end of the period, foreignd
native banks exhibit roughly similar reserve ratidhe same picture arises when looking at the @t
cash to short-term deposits (Figure 10), with fgmedbanks covering significantly larger amountshairt
short-term deposits after the 1907 crisis.

For Brazil, the initial fall in the reserve ratietveen 1878 and 1888 is consistent with the upbeat
business climate leading up to tBecilhamento Beyond that, the increase in the cash/depdits is a
possible indicator of the retrenchment in lendiqpgrations (and, consequently, the decision to hold
greater proportion of banks’ assets as cash), wiagted until the first half of the 1900s. Up uritie
early 1900s, foreign banks maintained a higher cashion than their domestic rivals, in line withat

the literature suggests. Afterwards, as the bankector entered a phase of “normalcy”, cash/deposi
ratios would decline steadily, with foreign and destic banks exhibiting roughly similar ratios.

Credit and Deposit Expansion

A further question concerns the pattern of credd deposit expansion for both groups of bankshén t
case of Chile, our data shows that the rate of msipa for loans and deposits was relatively similar
among domestic and foreign banks. In real terrasyden 1900 and 1913, the average annual rate of
growth for loans (deposits) of native and foreigmks was 6.1% (6.3%) and 6.0% (4.2%), respectively.
In this respect, a pertinent issue is to checkci@dit growth in the years surrounding episodes of
financial distress (1898-99 and 1907-08).

During the years preceding 1898, while credit frdomestic banks was declining, foreign banks were
expanding their activitie¥. Moreover, foreign banks’ deposits were growingvadl, in an indication that

% |t should be noted that the huge increase thatroed during the late 1890s is due to the fact Huie-issuing banks (all native) were
forced by Law to accumulate gold in order to rede¢leeir notes.

38 Significant at 1%.

%7 Significant at 10%. In order to give a measuréhef“typical” Chilean bank, in Figure 10, we splie native bank sample into the Banco
de Chile (which represented nearly 35% of the mark&®08) and the rest (35% of the market). Notiwd until 1912, foreign banks appear
to hold more cash than a “typical” Chilean bank.

% This is the reason why foreign banks reached tmeximum historical market share (as measured pypsits, see next section) during
these years.
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they were probably perceived as a “safe haven’weéder, this possible stabilizing role played byeign
banks was not enough to fully counteract the domntf domestic banks. Between 1897 and 1899,
foreign banks were able to absorb only 40% and @®%he domestic banks’ loan and deposit loss,
respectively. As shown in Figure 11, the pattdroredit (and deposit) expansion for native ancbifgm
banks is strikingly similar after that crisis. Bogroups of banks expanded their credit at sinmddes
during the “boom” years ending in the crisis of T9IB and both groups of banks contracted during the
crisis. This pro-cyclical pattern would also haldien new difficulties began to appear by 1910sHart,
while foreign banks do not appear to have exaceddatisiness cycles, there is no clear evidencdipgin

in the direction of them having performed a cowatgslical role.

Figure 10 Figure 11

Chile: Cash / short term deposits Chile: Real anual growth rate for Deposits and Loans (%)
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Source: Authors’ database. Price index figuresrauB, Braun, Briones, Diaz, Luders & Wagner (2000).

In Brazil (Table 5), during the late imperial peti§1878-1888), real deposits increased by a small
fraction among domestic banks (1.4% p.a.) andhaglaer rate for foreign banks. This is consisteitih
contemporary demands for the expansion of the msopply before th&ncilhamentdbubble. During
the subsequent boom period of the early 18904, defzosits at banks operating in Brazil grew byadm
10% p.a. in inflation-adjusted terms, indicatingtthboth local and foreign banks benefited from the
euphoria. Yet, from 1895 to 1901 real depositsl il domestic banks dropped by almost two-thirds,
while foreign banks experienced (cumulative) depgeiwth of over 25%° This difference suggests
that foreign banks may have been perceived as suwi@ than their domestic counterparts, which, in
many cases, failed in the aftermath of the sevemeetary contraction of the early 1900s.

Table 5: Brazil: Real Deposit and Loan Growth, by Type of Bak (1878/1913)

(in average p.a. growth rates (%) in relation ®vus point in the series)

DEPOSITS LOANS
Year/type Domestic  Foreign Domestic  Foreign
of bank
1878
1888 14 4.7 9.8 -0.1
1895 11.0 6.6 -4.1 3.3
1898 -9.9 7.8 2.6 13.9
1900 -17.8 16.4 -19.0 -0.6
1901 -44.8 -25.4 -65.7 -24.3
1904 3.0 -7.0 15.1 12.2
1906 36.9 15.0 25.3 -0.1
1908 7.5 0.0 15 18.4
1910 25.4 40.9 8.2 32.0
1911 31.2 79.3 18.2 73.8
1913 2.3 -11.9 40.2 1.0

Source: Authors’ database

% This explains the peak in foreign banks’ shar®t#l deposits in 1904, at nearly 45%.
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In the same fashion, loans from domestic banksriEtby a staggering 75% in real terms between 1895
and 190%? while foreign banks expanded their credit by 108dthough the latter was far from enough
to outweigh the massive credit contraction fromaldzanks, it points in the direction of foreign karas
having performed a counter-cyclical role duringstbiisis. From then on — and as the economy ghigdua
recovered from the recession of the early 1900soth groups of banks moved in the same expanding
direction. Moreover — and as the result of a sdomave of foreign entry after 1906 (the number or
foreign banks jumped from 7 to 12 between 1906 X91P) —, deposit and credit expansion proved to be
higher in the case of foreign banks.

Competition Effects and Profitability

In searching for possible competition effects agsfrom foreign bank entry, ideally one would litae
have some measure of the evolution of interestmategins. Unfortunately, data constraints preclusle
from using this information, although we may infampetition effects from alternative indicators. A
first approximation is to look at the level of cemtration within the banking industries. In Chilke
period of foreign bank penetration is associatetth \&n important decline in the Hirschman-Herfindahl
index (of deposits), thus suggesting that foreignks could have increased competition in the ingldst
Interestingly, this pattern of diminishing conceibn is neither associated with an increase in the
number of native banks (as shown in Figure 12ctwrary actually happened between 1896 and 1904),
nor with foreign banks augmenting their numbergamtinuously expanding their market share (Figure
1) What actually happened after 1900 is that thecBate Chile, which, historically, held a dominant
position (nearly 50% of total deposits before 1900J maintained close relations with the Stateabeg
lose its market share and privileges.

All happened as if foreign banks were effectivebimeaking this dominant position. There are several
possible explanations for this. First, the sizehef foreign banks used to be well above that typacal
Chilean bank, making them more capable of compeditg by side with Chile’s biggest batikSecond,
after the banking run of 1898, foreign banks werea ivery solid financial position, allowing them to
expand their former operations at the expense ot8ae Chile, which was in a weak situation. Hinal
foreign banks rapidly negotiated loans and perfarmeeries of international financial operationstfe
Chilean Government, something that historically hadn the exclusive monopoly of the Banco de Chile.

In the case of Brazil, since the Hirschman-Herflidadex (of deposits) exhibited a very volatiletpan

it is difficult to assess whether foreign banks evassociated with a decline in concentration. Feom
maximum of .243 in 1878, the index dropped to a (@68 in 1900 (just before a string of bank fakur
cleared the market of the less solid institutioa$ier which it increased again, to an averagd®in the
years leading up to WWI. The latter trend can tigbated to the growing importance of the new,
government-backed, Banco do Brasil, establishe®06.

0 This period includes a second spat of bank fasluséthe turn of the century. For details, séeeFr(2000).

“ Needless to say, the Herfindahl-Hirschman inddarsf at best, an indication of the level of contjmet in a given industry, and it hinges,
crucially, on the definition of the relevant marketder examination.

42 As previously mentioned, the market share helddogign banks remained relatively stable from 1@®@vards. Besides, from three
foreign banks operating in Chile in 1900, only twdrants started their operations afterwards: thedoo and River Plate Bank, in 1907,
and the Deutsch-Studamerikanische Bank, in 1911.

43 On average, deposits held by a “typical” foreigmhk were 70% bigger than those of their Chilean tapart (excluding the Banco de
Chile). Measured by total deposits, in 1913 the Argbuth American Bank was the third largest banth@écountry (out of 29), lagging
just behind the native Banco Espariol de Chile. That&he Uberseeische Bank, the Bank fiir Chile undsbelaind and the Bank of
London and Rio de la Plata were the 8" and &' largest banks respectively, while the Deutsch-8iaté&anische Bank lagged behind as
the 13th largest bank in Chile.
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Figure 12

Chile: Hirschman-Herfindahl index of concentration
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A second way to analyze potential competition e¢ffantroduced by foreign banks is to compare the
financial indicators of the native banking indusbgfore and after the arrival of foreign banks.c@ese
of panel data constraints, this experiment is olysible in the case of Chile.

We find that foreign bank entry did not significgnimodify any of our selected financial indicators,
except for capitalization, which increased (as jgnesly noted). As shown in Figure 13, the latiar,
turn, resulted in a significant decline in the jrod capital ratio of domestic banks, includingiléls
biggest bank (Banco de Chile). During the 1880518€riod, Chilean banks obtained an average annual
return on their capital of around 15.1%, as congpaoel0.3% received between 1896 and 1913. This
figure was well below the return displayed by fgreibanks in Latin America (Table 6), including
Chile* The latter points in the direction of foreign karbeing more efficient than their native rivals.

However, foreign bank entry does not appear to ladfested the profitability profile of Chilean banin
relation to their total deposfts(Figure 14). Although this figure was similar iee one obtained by
British and German banks in Latin America (arouPtlfba., see Table 6), it indicates that the presenc
new foreign competitors was not enough to cut latal interest rate margins. In this respecteast,
the potential competition effect introduced by fgrebanks is not clear.

Figure 13

Figure 14
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Source: Authors’ database

4 Unfortunately foreign banks did not present thaiofits in the balance sheets of the countries wttbey operated but only at a

consolidated regional level.

Nevertheless, for Bank flur Chile und Deutschland, which had operation<hile alone (and where,

therefore, these figures coincide), rates of preéite not very different from the average valueioled by the remaining German banks in

the region.

5 At the standard confidence levels we cannot refexhypothesis that this profitability ratio wie tsame between the 1880-1895 and the

1896-1913 periods.
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Table 6: Profits of British and German Banks in Lain America

Profits to Capital Profits to Deposits

British German British German
1890 3.5% 3.4%
1900 12.9% 4.2%
1910 23.5% 20.9% 4.2% 4.0%
1911 24.9% 22.8% 4.3% 3.6%
1912 23.2% 24.9% 4.7% 4.1%
1913 20.5% 24.8% 5.0% 4.6%

Source: Calculated from Young (1991, Table B and C80g81). British banks include the London and RiRkate Bank, the London and
Brazilian Bank, the British Bank of South America ahd Anglo-South American Bank. German banks inclisdeDeutsche Uberseeische
Bank, the Brasilianische Bank fiir Deutschland, the BankChile und Deutschland and the Deutsch-Sidameiskhe Bank.

Table 7 summarizes the main results of our cousmiglysis. Overall, we find that foreign banks appe
to have played some positive role in the host amemt Nevertheless, the financial differences fangp
foreign over native banks appear to be less mankechile than in Brazil. Interestingly, a pattesh
convergence between both groups of banks is odseriaBrazil at the eve of WWI. We also note that
in many regards Chile’'s general level of bankingedeoment was close to the European benchmark
while Brazil’s laid far behind.

Table 7: Foreign and Native Banks in Chile and Brazil Compaed

» No differences between foreign (FB) and local Higher deposit and lower loan ratios for FB during

Deposits and
|O§r)]g to total banks (LB). the XIXth century but convergence pattgrn
assets « Well above the Brazilian standard and afterwards.

relatively similar to the German one.

* No difference on average but FB had higherLB held more capital than FB but appear|to
capitalization than LB at the beginning and converge at the eve of WWI.

_ lower capitalization later. « Brazilian figures were higher than Chilean ones |but
Capital adequacy .« | B capitalization increased with the entry of converged at the end of the period.
FB. « Capitalization for FB in Brazil and Chile was

» Chilean figures lied between the British and relatively similar.
German standard.

* FB held more cash than LB, especially during FB held more cash during the XIXth century But

years of banking crises. declined and converged to LB standard afterwarfls.
Liquidity + Chilean figures were similar to the European Brazilian figures were higher than the Childan
standard. standard.

i ] « Although FB did not exacerbate the businessFB mildly counter-cyclical during times of crisis.
Credit expansion cycles, there is not clear evidence they have
played a counter-cyclical role.

* FB presence is associated with a decline in
concentration.

Competition and .« FB appear to earn more than native banks.

profitability Not enough data to test this dimension.

* FB entry did not decrease interest rates
margins but lowered the ratio of profits to
capital of LB.

Source: See text.
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4. Concluding Remarks

Despite mixed results, in general the modern liteeahas found that foreign banks tend to have some
positive effects on the banking sector of develgmauntries in terms of inducing risk aversionpdity,

and competition. The evidence we obtain dealind idareign bank penetration into Brazil and Chile
during the first wave of globalization is mixedwasll. Nevertheless, and this is a crucial point,deenot

find any indication of negative effects.

Comparison of foreign and domestic bank behaviopre¢WW | Chile and Brazil in terms of several
financial indicators revealed a very interestingnayal result: the differences between both groups o
banks were less pronounced in the case Chile. &Nevi that Chile’s relatively more developed bagki
sector — as shown by higher deposits per capitadapdsits/GDP ratios —, together with a more stable
political and economic environment, help explairywh

As well as this more general result, four main gaepoints emerged from our country studies. Fins
the case of Brazil, there are indications of cogeace on the part of domestic banks toward foreign
(best) practice. While best practice is consistdgttt the findings of the modern literature, corgece
is a novel result that deserves more attentiomithér research. Second, in Chile foreign bankyest
associated with some signs of increased competititimn the local banking industry. This is true i
terms of a decline in both concentration and pawility to capital ratios, though not in terms eflucing
interest rate margins. Besides, foreign banks apjpeobtain higher profitability than local banks,an
indication of their greater efficiency or their bifyito segment the market. Third, an area whecalland
foreign bank behavior clearly differed (both in {ehand Brazil) was as regards their (higher) ligiyiet
again, as the literature would predict. Fourtland this was more evident in the Brazilian casereiin
banks appear to have performed some stabilizireyirotimes of crisis (such as during the early 500
when both their deposits and loans expanded, pastlypensating a massive contraction of both amsvit
on the part of domestic banks. Overall, then,auld be fair to say that foreign banks tended teeha
positive role in both countries, and especiallyrsBrazil, whose market was relatively less devethp

Taken together, these results open an interestiegfér future research, which would attempt toldea
with the following hypothesis: the less financiatigveloped and more volatile the host country ntarke
the greater the differences in behavior betweenedtim and foreign banks — and, hence, a greater
“modernizing”/stabilizing role for the latter. Thetuition lying behind this proposition is simplereign
banks have more to gain in behaving differently ignprudently) in countries where these attributes a
more valued. This paper seems to lend suppottisoview. Yet, the robustness of our results would
definitely benefit from the inclusion of more ygadbservations for Brazil and additional countnydsés.
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Appendix
Description of selected financial indicators

1) Balance sheet structud/e measure the share of deposits and loans ticasgtats. In our estimates
of the amount of total assets, we exclude from tmitles of the balance sheets assets that were
received for safekeeping purposes only. For Bragilpresent disaggregation for short-term credit,
whereas in the case of Chile, unfortunately, badasieets did not provide such a division.

2) Capital adequacyFor each bank, we measure the ratio of total abmtdeposits and to total assets.
For Chile, our capital measure includes the effectapital of the banks (paid-in capital plus other
capital accounts). In the case of Brazil, balsstueets present nominal (authorized) capital ohlys t
overstating the true paid-in amounts.

3) Liquidity: We calculate the ratio of cash to total assetstamttposits. We define cash as the sum of
reserves in specie and notes. In the case of ,Ghitealso possible to compute the amount ofitiqu
liabilities (cash plus checks and short-term depdseld in other banks). Besides, from 1909 bank
balance sheets in Chile presented the breakdowmebattime deposits, short-term deposits and
current accounts (although they did not provideidlen overdrafts, short and long term loans), thus
allowing us to compute the ratio of cash to shertrt liabilities.

4) Credit expansioriVe calculate the real growth rate of both loans @eposits for native and foreign
banks. The latter is particularly important in etging whether foreign banks could have had a
stabilizing role during periods of financial distse

5) Competition and profitabilityWe calculate the degree of concentration withia tocal banking
industry in terms of the Hirschman-Herfindahl index deposits). In the case of Chile, competition
effects can also be captured by means of compaatige banks’ financial indicators before (1880-
1895) and after the arrival of foreign banks (1898-3). The latter exercise allows us to see whethe
the financial behavior of local banks could haveerbemodified by the presence of foreign
competitors. Finally, also in the case of Chilkejsi possible to look at the evolution of banks’
profitability. Unfortunately, foreign banks did nptesent such figures in their country balance tshee
Nevertheless, we use data on profits for foreignkbaat a consolidated level, which is then compared
with figures for native banks in Chile.
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