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Summary

After the December 1994 devaluation of the Mexican peso Argentina experienced a
concentration of financial institutions. This paper examines the effects of that concentration on
the supply of credit. While the concentration process may have improved the efficiency of
domestic financial intermediation, it also may have contributed to the temporary contraction in
bank lending observed during 1995.

The concentration in financial intermediation activity would not have had any effect on total
lending to the private sector had expanding institutions substituted for shrinking institutions
on the credit side and the deposit side. However, an argument can be made, based on the
literature on asymmetric information, that large financial institutions are not able in the short
run to replace the credit provided by small institutions, particularly in circumstances such as
those prevailing in Argentina in 1995. Exchanging information on their customers’ past and
current situations is difficult in the short run and therefore financial institutions can not
properly evaluate their creditworthiness. This exchange is particularly restricted between small
and big institutions as the type of relationship-driven activities standard in a small bank are
difficult to replicate in the loan approval channels of a larger organization.

Evidence of this contractionary effect on loan supply is given. First, the likely relevance of
imperfect information in the Argentine credit market is analyzed by looking at the disparities
in portfolio holdings of different institutions, the significance of such disparities is
corroborated by a Simple Factorial Analysis of Variance. Second, an estimation of the effect
on credit of information destruction is given.

Although other factors (such as a change in the demand for loans, increased prudential
requirements, a more cautious lending behavior on the part of banks, or the worsening in the
quality of collaterals resulting from the recession) may have contributed to the observed
outcome, the evidence presented lends support to the hypothesis that financial concentration
and loss of information also played a role in explaining the decline in credit that took place in
1995. The paper concludes by discussing what could be expected for the Argentine credit
market from a longer-term perspective.



L. Introduction

This paper examines the process of concentration of financial institutions in Argentina
experienced after the December 1994 devaluation of the Mexican peso and its effects on the
supply of credit. While the concentration process may have improved the efficiency of
domestic financial intermediation, it also may have contributed to the temporary contraction in
bank lending observed during 1995. Information asymmetries in the market for loans may
explain this result.

Out of 173 private financial institutions, some 123 survived the withdrawal of deposits and the
liquidity crisis experienced between February and May 1995. Of the 50 banks that
disappeared, 24 were absorbed by other banks, 19 banks were merged in 4 banks, and 11
were liquidated. Small and medium-sized private institutions (i.e., private domestic banks,
cooperatives and credit unions each with less than 1.5 percent of total assets of the system)
were those most adversely affected by the financial crisis. The deposits of these financial insti-
tutions fell by about Arg$4.5 billion or 30 percent during 1995, while deposits of big private
banks increased by Arg$2.0 billion, or 14 percent (Table 1). > During the same period, loans
extended by small and medium-sized private financial institutions shrunk by Arg$3.5 billion, or
21 percent, while those of big private banks increased by Arg$1.4 billion, or 8 percent.

The concentration in financial intermediation activity that occurred in 1995 would not have
had any effect on total lending to the private sector if expanding institutions could have fully
replaced shrinking institutions on the credit side as well as the deposit side. However, an
argument can be made, based on the literature on asymmetric information, that large financial
institutions are not able in the short run to substitute for the decline in credit provided by small
institutions, particularly in circumstances such as those prevailing in Argentina in 1995. A
financial institution's knowledge about its customers' past and current situation is fundamental
for evaluating credit worthiness * and such knowledge is difficult to exchange between banks,
at least in the short run. These barriers are particularly important between small and big
nstitutions, as the type of relationship-driven activities standard in a small bank are difficult to
be substituted by the loan approval channels of a larger organization.* Or, as Williamson

*Minor differences could arise between the figures reported here and other aggregate data for
the financial system reported by the Central Bank, as the balance-sheet information may not be
updated for a few banks.

3Although information asymmetries also affect the deposit side, this paper addresses this issue
exclusively from a credit perspective.

*Similarly, foreign bank subsidiaries could also find difficult to offer loans in the same

conditions than medium and small domestic institutions do, as their contracts would probably

need to resemble those in more developed economies, demanding stricter accounting
(continued...)



argues, there are organization diseconomies in trying to manage transaction-driven and
relationship-driven loans within the same institution.” In this context, a process of bank
concentration that entails a loss of specific information about customers' creditworthiness
could contribute to a temporary decline in credit. Although the adverse consequences of
information asymmetries could be limited by the use of collateral, the public dissemination of
information about borrowers, and the strengthening of enforcement mechanisms, the
effectiveness of such tools is generally limited.

The difficulties of dealing with asymmetric information in the Argentine banking system are
well described in statements during 1995 by executives of the large banks on the subject of
lending to small and medium enterprises: .. A great deal of analysis is needed to grant a credit
to small and medium size companies, because in this sector accounting figures are not as
important as the bank’s knowledge of the company and their owners..” (Manuel Sacerdote,
Bank of Boston); or, “.Independent small and medium size companies are very difficult to
evaluate. In general, we face managerial, technological and scale problems to carry such an
evaluation..”, (Domingo Stamati, Banco Rio de la Plata); and, “.There is a problem of
guarantees with respect to small and medium size companies..”, (Daniel Llambias, Banco de
Galicia)®.

Evidence of a link between banking concentration and credit supply has been recently
reported for the United States. For example, A. Berger et al (1995) find evidence that the
increase in the proportion of banking industry assets controlled by the largest banking
organizations in the 1990s, due to the liberalization of geographic restrictions on banking in
the United States, may have been responsible for part of the credit crunch observed in 1989-
92. In addition, J. Peek and E. Rosengren (1996), combining a single cross-section data on
lending businesses in the New England states for 1994 with some information on mergers and
de novo entry, find that after larger banking organizations merged with smaller organizations,
the consolidated organization typically reduced the amount of small business lending that was
conducted earlier by the acquired mstitution. And, A. Berger and G. Udell (1996) find that
large banks not only tend to have a smaller proportion of their loans made to small borrowers,
but also tend to charge lower average prices than other banks to small borrowers, indicating
that large banks only issue business loans to higher-quality credits, which usually can be
evaluated through analysis of financial ratios.

“(...continued)
procedures and more credit guarantees.

*Besides Williamson (1988), see Petersen and Rajan (1994) for evidence of the importance of
relationship lending. See Berger and Udell (forthcoming) for evidence that small banks engage
in more relationship lending than do large banks.

SAll appeared in Diario Clarin, September 24, 1995, Argentina.



Information difficulties tend to affect more credit provision in countries with a weak legal
framework and an inefficient judicial system that preclude strong enforcement mechanisms;
inadequate accounting practices; and where there are no credit rating agencies. Such was the
case in Argentina through 1995. Moreover, small Argentine financial institutions, which
suffered the largest contraction in deposits in 1995, usually had a much higher share of
unguaranteed loans extended on the basis of personal relationships. In contrast, foreign banks
and large Argentine financial institutions, which tended to expand their intermediation
activities in 1995, generally demanded stricter accounting procedures, more credit guarantees,
and other requirements that normally only few relatively big firms could meet.

The paper proceeds as follows. Section II provides a first insight into the likely relevance of
imperfect information in the Argentine credit market by looking at the disparities in portfolio
holdings of different institutions. Also in this section, these disparities are found significant
using a Simple Factorial Analysis of Variance. An estimation of the effect on credit from
information destruction is attempted in Section III. Based on lending functions for different
types of loans to the private sector, estimated for the period 1993-94, a projection of loan
supply is provided for 1995. The results obtained are in line with the expectations raised in the
previous section as a large asymmetry in the lending behavior between expanding large
institutions and contracting small and medium domestic institutions is observed. Although
other factors (such as the worsening in the quality of collaterals resulting from the recession or
a change in the demand for loans) may have contributed to the observed outcome, the fact
that a strong asymmetry is estimated between institutions, and that this asymmetry is
particularly important in personals loans in a period when interest rates for these loans actually
increased, lends support to the hypothesis that financial concentration and loss of information
played a role in explaining the decline in credit that took place in 1995. Section IV concludes,
discussing what could be expected for the Argentine credit market from a longer term
perspective.

II. Financial Institutions' Portfolios

Table 1, presenting the changes in balance-sheets of private financial institutions during 1995
by groups of institutions, provides a first insight into the likely relevance of imperfect
information in the Argentine credit market. Although total assets of those institutions as a
whole increased by about Arg$5.1 billion during 1995, this really entailed different situations;
large banks experienced an increase of Arg$5.8 billion while total assets of medium and small
institutions, drained by the run on deposits, shrunk by Arg$0.7 billion. The concentration
process was accompanied by a reduction in the supply of credit to the private sector of
medium and small institutions by Arg$3.5 billion, while large banks were increasing theirs by
only Arg$1.4 billion. In particular, the type of loans most reduced were personal loans and
advances (credit lines not backed by any guarantee). This is what would be expected if
information asymmetries were important, as lending through these lines of credit is probably
based more on informal knowledge that other credit operations.



Further evidence of the importance of imperfect information in the Argentine credit market
could be found by examining the portfolios of different financial institutions. A Simple
Factorial Analysis of Variance (ANOVA) on the shares of different assets held by each
financial institution is done for that purpose. Table 2 presents the estimated average portfolios
(and their standard deviation) observed in 1993-94 by group of financial institution, exchiding
mstitutions closed as of end-1995 to avoid sample bias problem. The formal tests for
differences in average portfolio among those groups are reported in Table 3. The ANOVAs
reported there use two classifying variables (or factors): the institution size and type, as
defined in Table 1, and their effects are evaluated after controlling for the assets quality of
each bank.” The latter is done by using the share of normal debt in total assets as an
explanatory variable (or covariate), entered before the factor effects are evaluated.®
Moreover, foreign small and medium institutions are excluded from the analysis, as they,
according with the arguments presented above, may not represent the average small and
medium institutions in terms of information management.

Various results arise from the analysis of variance. First, in all types of institutions lending
with some form of guarantee is smaller than unguaranteed lending: on average, about

10 percent of assets are in guaranteed loans compared with more than 25 percent of total
assets in uncollateralized personal loans and about 17 percent in uncollateralized advances to
customers. This, together with the institutional weaknesses noted above, suggests that there
was room for information asymmetries to play a role in determining credit flows once the
concentration process accelerated.

Second, there are significant differences among financial institutions in the composition of
loan portfolios. These differences were found to be statistically significant at the 5 percent
confidence level for almost all type of assets, as reported in Table 3. The most notable
differences are the following: (1) Foreign and domestic commercial banks had similar shares
of loans to assets, while credit unions and cooperatives had higher shares of loans in total
assets. (2) Credit unions and cooperatives concentrated most of their lending in unguaranteed
loans; in contrast, foreign banks allocated a relatively high share of their portfolio to the
overnight inter-bank market--classified as other loans in the balance sheet. (3) Advances
comprised a relatively important share of the lending activities of credit unions and
cooperatives (27.8 percent and 19.7 percent, respectively). In addition, finance houses and
banks allocated an important share of their assets to the inter-bank market, while cooperatives
and credit unions only a limited proportion; cooperatives and credit unions had a larger share

"The sums of squares decomposition in the ANOVA followed the so-called experimental
approach. This approach evaluates factor main effects before factor interactions, adjusting
each kind of effect for the effect of the remaining factors.

8There is a classification for “normal debt” in the institutions’ balance-sheets that excludes all
loans with any performance problem.



of peso deposits and loans; and finance houses and cooperatives suffered from a significantly
higher share of nonperforming loans.

Third, portfolio differences among institutions of different size were also found to be
statistically significant. Some of these differences are suggestive. For example, large banks
had a lower share of personal lending than small institutions and much higher share of dollar
denominated lending. Also, large banks had a higher share of "other" loans (including those in
the interbank overnight market) than small institutions.

The above portfolio differences, together with the severe loss of confidence in (and disruption
of) the banking sector during the 1995 crisis, suggest that the restructuring of the financial
system could have had an important effect on credit provision. This is because unguaranteed
lending accounted for almost 85 percent of total lending, and because information on
customers' creditworthiness was likely lost with the disappearance of many institutions, and
the rebuilding of this information in remaining institutions would generally take time to
complete. Furthermore, the decline of deposits of cooperatives and credit unions not only
reduced their lending capacity, but also could have affected adversely that of the system as a
whole given their higher "propensity" to lend.

II1. Estimation Error of Bank Lending for 1995

Notwithstanding that total assets of private financial institutions increased by 10.1 percent,
credit to the private sector declined by 6 percent during 1995. A weaker demand for loans,
but especially a more cautious lending behavior on the part of banks and increased prudential
requirements that reduced the supply of loanable funds largely explain the decrease in
lending.” However, information destruction as a result of increased concentration also seems
to have played a role.

To estimate the effect of increased concentration of financial institutions on the supply of
credit, lending reaction functions are estimated for the period 1993-1994 and applied to 1995.
The estimated lending equations, explain the changes in each category of loan provided by the
different types of financial institution in terms of the changes in the source of funds, changes in
interest rates, and changes in the quality of the portfolio, which affects provisioning and
capital adequacy ratios.

ALoan, = F(A$Deposit, AUS$Deposit,ABorrowing ,AOLiabilities ,ACapital.,
interest rate,$Deposit,US$Deposit, Share of Performing Loans,) @)

’See L. Catao (forthcoming) for a broader analysis on bank credit in Argentina during 1995.



where 7 is for each type of loan . The regressions use annual data for the 123 private
institutions that continued operating through 1995. The different financing sources are
introduced as separate explanatory variables in the regressions recognizing the different
financing costs associated with each of them. This issue was particularly important in 1995 as
Central Bank rediscounts and borrowing from abroad, two relatively expensive financing
sources, increased the most. All variables are deflated by the GDP deflator. The estimation
results are presented in Table 4.

On the basis of the estimated lending equations, Table 5 presents estimates of the actual and
projected changes in the levels of credit by loan category observed in 1995 in the 123
institutions that continued in operation.'® The projections for 1995 are done afier adjusting
for the effects of changes in reserve/liquidity requirements introduced during that year, which
reduced loanable funds.

As indicated earlier, the decline in credit to the private sector from the institutions that
disappeared was not fully made up by the surviving institutions. But even among the latter,
the actual change in total private lending during 1995 fell substantially short of the projected
change. The projection indicated that lending was to grow by 18.1 percent, compared with an
actual increase of only 7 percent. Although, there are a number of factors that explain the
reduced pace of lending, there is evidence that financial concentration also contributed to this
result. The estimation error, i.e., the difference between the projected and actual expansion of
credit, is more pronounced for large banks than for small banks, both absolutely and as a share
of their assets. Similarly, once excluding operations in the interbank market, the estimation
error is relatively more important for foreign banks, than for domestic banks. These
statistically significant results imply that the banks that benefitted from the system-wide shift
in deposits lent out less of the new funds than what they would have done based on their
previous history. The loss of information resulting from concentration is likely to have
contributed to this result. Such a loss could, in theory, have been overcome by an increase in
the collateralization of loans, and a limited move in this direction actually occurred in 1995 as
interest rates on guaranteed loans fell slightly, while interest rate on personal loans rose.
However, a corresponding shift in credit was not detected and both guaranteed and personal
loans fell far short of projected levels in the lending equations estimated above.

Although other factors (such as the worsening in the quality of collaterals resulting from the
recession or a change in the demand for loans) may have contributed to the observed
outcome, the larger than expected asymmetry in lending between expanding and contracting
institutions lends support to the hypothesis that financial concentration and loss of information
played a role in explaining the decline in credit that took place in 1995. Besides, the fact that
this asymmetry is particularly important in personals loans, the type of loans more affected by
information destruction in a period when interest rates for these loans actually increased is

°The differences with Table 1 account for the assets and liabilities of institutions that
disappeared in the course of 1995.
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very suggestive (Charts 1 to 4). The ANOVA results on the projection errors presented in
Table 6 corroborate that these differences, between expected and actual provision of loans,
of large banks and medium and small institutions are significant.

IV. Conclusions

Factors like a more cautious lending behavior on the part of banks, increased prudential
requirements that reduced the supply of loanable funds, the worsening in the quality of
collaterals resulting from the economic recession, and a weaker demand for loans may largely
explain the decrease in lending observed in 1995 in Argentina. However, the analysis
presented above suggests that, due to the presence of information asymmetries in the banking
sector, the process of concentration of financial institutions experienced that year may have
also contributed to such a contraction.

There is a question whether this process will have permanent effects on the system. The
evidence from the American experience seems to indicate that credit to small and medium
firms, those more vulnerable through the asymmetric information problem, could be hurt even
in the long run. In the Argentine case, and according with the analysis of financial institutions’
portfolios presented above, the fact that Cooperative and Credit Unions were the financial
mstitutions that reduced their business the most may be also suggesting that these effects
could be of a long run nature. Nevertheless, it is to expect that market forces, probably
assisted by guidelines from the monetary authority, would tend to solve, in part at least, the
informational problem, generating the necessary institutional changes. For example, the
mtroduction of a Credit Bureau in Argentina in May 1996, the planned creation of a Financial
Court that would improve the legal framework for the use of credit guarantees and strengthen
property rights, and of a credit rating agency for small and medium enterprises are moves in
that direction. Moreover, financial concentration may be expected to result in efficiency gains
n the long run, strengthening financial intermediation activity and enhancing financial
deepening on a lasting basis.
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Chart 3
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