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PREFACE

Credit supplied by the banking sector is the most
important funding source for firms and households
in Latin America and the Caribbean. Unfortunate-
ly, credit is scarce, expensive, and volatile. Without
deep and stable credit markets, it will be very dif-
ficult for the region to achieve high and sustainable
growth rates and combat poverty.

"The past few decades have been a period of con-
tinuous transformation in the Latin American bank-
ing sector. During the 1970s, much of the financial
system was repressed, and the government had a
prominent role in financial activity. After a brief pe-
riod of financial liberalization and some privatiza-
tion, in the 1980s most financial systems faced deep
crises that forced governments to intervene and in-
crease public ownership. By the late 1980s, great
concern about bank regulation and supervision had
spread worldwide, with an important impact in Latin
America. A new wave of financial sector reform and
privatization materialized once again, this time in a
context of stronger prudential regulation and super-
vision. By the mid-1990s, bank credit was growing
at historically remarkable rates, following a surge in
capital inflows. Nonetheless, crises hit again in many
countries during the second half of the decade. By
the beginning of the new century, banks remained
weak and credit stagnated. What went wrong? If
deep and stable bank lending was a priority, what
piece of the puzzle was still missing?

The stability of credit markets as well as their
size and accessibility have long been a concern of
the Inter-American Development Bank and its Re-
search Department. Throughout the mid and late
1990s, the Bank was a leading voice in the analy-
sis and understanding of banking crises. Views on
this issue have changed and much has been learned.
Both Bank research and operational experience have
led us to rethink how to integrate into the global
financial market, how to design appropriate pruden-
tial rules that deal with vulnerabilities that are spe-

cific to the region, and how to cope with external
shocks such as sudden stops in international capi-
tal flows, which were not incorporated previously
in the analysis of banking crises. The 2005 edition
of Economic and Social Progress in Latin America sum-
marizes many of those lessons, providing different
points of view that, hopefully, will be useful for bank
regulators and supervisors.

While coping with domestic and international
macroeconomic volatility is one of the main tasks
to achieve deep and stable lending, there are many
other institutional factors that are crucial as well.
One is the design of an adequate financial safety net
defining clear tasks for the central bank, the deposit
insurance agent, the market, and the banking sys-
tem’s regulators and supervisors. However, other in-
gredients in the institutional prescription go beyond
financial institutions. The effective protection of
property rights (particularly creditor rights in bank-
ruptcy procedures) is a key area where much still
needs to be done in Latin America and the Carib-
bean in order to better exploit the benefits of credit
markets.

A topic of great controversy regarding the char-
acteristics of the banking system is its ownership.
Latin America and the Caribbean has switched from
one extreme to the other several times in the past de-
cades, both in practice as well as intellectually. Banks
have switched from private to public hands and vice
versa repeatedly, and, recently, foreign banks have
become the main players. The intellectual debate in
this area has been extremely polarized. An objective
of this Report is to balance extreme views in order
to learn what can be gained from alternative sources
of ownership, and to understand the real trade-offs
involved, refraining from an ideologically driven
debate.

Small and volatile credit markets are harmful
to all. However, certain groups are more vulnerable
to credit restrictions. The Report emphasizes two
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of them—small and medium-size enterprises, and
households that require mortgage credit—that rep-
resent a segment of society that is crucial to attend to
in order to promote economic growth and increase
overall social welfare.

The 2005 Report contributes to the identifi-
cation of Latin America and the Caribbean’s main
challenges in the banking sector, and to the analy-
sis, understanding, and design of prescriptions for

financial sector policies that promote deeper, more
stable, and accessible credit. Far from being the last
word on a topic that generates much discussion, it
gives readers a better understanding of credit mar-
kets in Latin America and the Caribbean and of the
major sources of vulnerability in the region’s bank-
ing systems, and proposes new ideas regarding pol-
icy directions to improve the well-being of Latin
Americans.

Enrique V. Iglesias
President
Inter-American Development Bank
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