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Abstract

Argentina is a Federal country and hence, although laws are national and the central bank has national jurisdiction as a regulator of the financial system, the 24 Argentine provinces have independent judicial authority.  In this paper we analyse how variations in the effectiveness of the legal system across the different provinces have affected the development of credit markets.  We find strong results.  Provinces with poor legal enforcement have less credit available to borrowers and banks' non-performing loans are higher.  We conclude that the effectiveness of the legal system remains a highly significant variable in conditioning the development of the Argentine credit market and that improvements in the legal system would result in a significant increase in the availability of credit.
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Introduction

In the 1990’s, Argentina set in motion a wide-ranging program of structural reforms involving privatisation, economic liberalisation and deregulation and the implementation of a currency board. These reforms resulted in tremendous achievements in terms of macroeconomic stability, economic activity and new investment. 

These developments also assisted the development of the credit market. Credit has grown substantially in Argentina, albeit from a very low base, and has become once again an important mechanism in the allocation of capital to the private sector.  However, the financial system remains small relative to GDP.  One view is that there remains a gap between the modern and market-oriented nature of many sectors of the economy and the country’s legal institutions and that this is holding back further development of the credit market. Survey data and other evidence points, in some jurisdictions, to judicial slowness, high legal costs (of procedures, lawyers as well as expert witnesses) and finally a high level of uncertainty regarding judicial sentences, extending, in the perception of some, to corruption.

The law and economics literature and more recently the law and finance literature have brought out the importance of effective contract enforcement for the performance of the economy.
 Our paper is strongly related to this emerging literature.  One idea in this literature has been that different legal systems in different countries have strong implications for credit market and, more generally, economic development.  Our paper, rather than presenting an international comparison, is only concerned with legal performance within Argentina.

More specifically, as Argentina is organised politically as a Federal country, its provinces have their own constitutions and governments that include independent judicial powers with judges, appeal courts and their own Supreme Courts of Justice.
 However, the majority of the provincial constitutions and laws follow closely the legal principles of the national Constitution and laws, thus assuring the legal and political integration of the nation. Within this organisation the banking operations of each province are ruled by identical or similar norms which are interpreted and enforced by the local judiciary.  So the laws or legal codes themselves do not differ across provinces, but the speed and cost of their judicial enforcement does.  At the same time, all banks in Argentina are subject to the Central Bank’s prudential regulations and operate in a common regulatory framework with homogeneous information.  Argentina is then a very interesting case to analyse the effect of institutions. Laws and banking regulations are essentially national but legal institutions are provincial.  Therefore we can identify the implications of legal enforcement as distinct from the effects of the laws themselves. 

In particular, in this study we focus on two hypotheses:

1. Since different judicial effectiveness translates into different transaction costs across provinces, we expect a negative association between judicial effectiveness and the size of the loan market in each province, controlling for other effects.

2. Assuming that inefficient judicial systems affect negatively debtors’ willingness to repay and/or discourage banks from making legal claims, we expect levels of arrears to be higher in those provinces with a poorer judicial performance.

We find strong results. Legal effectiveness appears to be a very significant determinant of both the development of provincial credit markets and the level of non-performing loans.  These results support the recent literature that advocates the importance of reforming the judicial system in order to enhance credit market performance and (hence) economic growth.

The paper is organised as follows. Section 1 describes the operation of the financial system under the Convertibility plan and its structure at the provincial level. Despite the profound restructuring of the banking system in the 1990s, there are still several obstacles that, we argue, limit the availability of credit in Argentina.  Section 2 refers to banking problems arising from “willingness to repay” factors in Argentina and claims that they are not necessarily connected to the design of legal instruments but to their effective judicial enforcement. Information on judiciary and legal costs at provincial level elicited for this study suggest that different judicial effectiveness can be regarded as one of the causes of limited credit market development.  Section 3 combines the two sets of evidence from the two previous sections into econometric exercises aimed at contrasting the hypotheses and Section 4 summarises the main conclusions.

1. The Argentine financial system: recent overall performance and provincial distribution of credit

In this section we provide a brief overview of the Argentina financial system.  We first outline the main developments since 1991 and then provide a description of the system today.  We also focus on legal characteristics such as the distribution of court cases and the provincial credit market structure that we will refer back to again below.

1.1.Overview: the financial system under the Convertibility Plan

A central feature of the 1991 Argentine reforms was the adoption of a new monetary scheme based on a currency board known as the  “Convertibility Law”. Under this scheme, the exchange rate was fixed to the US dollar and the Central Bank (BCRA) was constrained to back fully the monetary base with foreign reserve assets. This simple rule was aimed at eradicating inflationary expectations, gaining credibility and reversing the strong dollarization of the preceding years. As a second main step, a new Central Bank charter was enacted (September 1992) establishing its independence from the Executive Branch. According to the Law, the BCRA’s main objective is to preserve the value of the currency. Other objectives include financial stability through the regulation and supervision of the banking system. The Convertibility Law and the new Charter restrict the extent to which the BCRA intervene as a lender of last resort to the financial system.

Table 1 shows the evolution of key economic, monetary and financial indicators in the 1990s. The economy grew strongly although disruptions in international capital markets had strong effects, provoking recession in 1995 and again in 1999. Despite the international financial crises, the degree of monetization of the economy increased consistently and there was no capital flight from Argentina.
 Moreover, in particular since 1995, the banking system has undergone significant modernisation that included consolidation and entry by many foreign banks.

Despite the economic achievements and the strengthening of the banking system in 1991-94 (including capital and provisioning requirements above international standards), the December 1994 devaluation of the Mexican peso had a significant repercussion on Argentina.   The sharp fall of Argentine asset prices led to doubts regarding the solvency of certain (mostly small) institutions, some of which experienced runs in the context of no deposit insurance.  In 1995 the worsening fiscal position and increasing uncertainty about the outcome of the May 14th presidential election, caused a more systemic run from the system. This was only halted by a new agreement with the IMF (together with additional multilateral funds) in mid-March.  Deposits recovered strongly after the election. Loans grew, but lagged behind deposits due to the caution of both banks and potential debtors.
  Still, by the end of the year the financial system resumed its fast growth rate and embarked on an even faster pace of modernisation. 

The 1994 Tequila crisis had an important effect on the Argentine banking sector.  First, the crisis led to a considerable refinement of banking regulations.  Second, it accelerated the consolidation process that was already underway.  Third, the successful conclusion of the crisis had a significant effect on potential foreign entrants: although the banking sector was liberalised in the early 1990’s, it was in the post-Tequila period that it experienced massive entry by foreign capital. 

Through these distinct processes (consolidation and foreign entry), banking concentration continued to increase after the Tequila crisis.  During 1997, twenty banks accounted for 80% of loans extended through advances and document discounts and 100% of mortgages. Deposit concentration also increased approaching the figure for advances and documents discounted.  Moreover, some 40% of deposits are currently held in banks with a foreign controlling interest, with that figure rising to 69% if only the private banking sector is considered.
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These structural changes also affected bank performance.  Administrative costs fell, albeit from a very high level by any international comparison, and efficiency ratios improved significantly.  Nevertheless, profits remained low by international standards as spreads fell in line with costs.  Still, spreads and costs remain relatively high reflecting both the small scale of the banking sector and the legal and other administrative fees reviewed in this paper.   Moreover, as a result of economic stability and improved credit risk management and despite tighter reporting rules, there was a decline in the ratios of non-performing loans. But these ratios remain high by international standards.  Provisioning costs are therefore also a significant factor in explaining continuing relatively high spreads. 

Prudential regulations in Argentina : Prudential regulations in Argentina have been substantially overhauled since the inception of the 1991 and 1992 Central Bank charter.  In the 1992-94 period,  Argentina adopted capital and provisioning standards well-above international norms and started to improve supervision (basic minimum capital requirements for example reached 11.5% of assets at risk by the end of 1994).  At the time Argentina also had a very high level of reserve requirements on sight deposits which were thought of as liquidity reserves.  However, the Tequila crisis illustrated several weaknesses and afterwards several further reforms were introduced.  On the one hand, capital requirements were tightened, with the introduction of requirements for both market risk on the trading book and interest rate risk on the banking book.  Also, a set of explicit liquidity requirements replaced traditional reserve requirement system.   The main differences are that these requirements apply to virtually all liabilities with rates that depend only on the residual maturities and not on the type of liability, and that they are remunerated, thus lifting a substantial tax from the system.  Currently liquidity requirements amount to 20% of the deposit base on average.  More recently, in 1996-1997, a system known as BASIC banking oversight has been implemented
.  The central idea of BASIC is that traditional supervision (S) is complementary to market mechanisms (represented by B for bonds and C for credit rating).  The key however to both traditional supervision and market oversight is information (I) and the validation of that information through the auditing function (A).

Novel regulations then include the obligation that banks must issue a subordinated debt instrument to a minimum of 2% of their deposits each year (B for bonds) and that each bank must obtain at least one credit rating from an internationally active credit rating agency (C for credit rating).  These reforms have won praise from independent assessors with a recent World Bank report placing the Argentine regulatory regime second only to that of Hong Kong in a comparison and Moody’s citing the strengthening of the financial system as the main factor underlying a recent upgrade in Argentina’s sovereign rating. 

Here, it is worth explaining two policies in further detail, since they are relevant in what follows: 

a. Capital and provisioning requirements: basic minimum counterparty capital requirements in Argentina are 11,5% of risk-weighted assets. However, counterparty capital requirements also depend on the interest rate on each loan and also on the Superintendency’s CAMELS risk rating.  Moreover, on top of counterparty risk capital requirements the BCRA has imposed market risk and interest rate capital requirements.  Total minimum requirements then average over 14% for the financial system.  However, banks actual capital amounts to about 20% of assets at risk, measured according to a Basle methodology.   Provisioning requirements depend on the category of the loan and the Central Bank uses essentially 5 categories (from 1 for "normal" up to 5 for "non-recoverable").  There is an a compulsory provision of 1% on all new loans in category 1 rising to 100% for category 5.  The categorisation procedure depends on whether the loan is commercial (in which case the category is more akin to a forward looking rating) or retail in which case the category depends only on arrears.  Commercial loans of less than $200,000 may be treated as retail in this respect. 

b. Disclosure rules on borrowers. The BCRA collects and disseminates information, on virtually all retail and corporate borrowing. The entire database (some 6 million entries) is available on the internet at the Central Bank’s website
.  Banks and the general public have access to any company’s or person’s current credit status by searching the database using the name or unique identification (only punctual/individual inquiries are allowed).  For data on larger corporate loans (debts above $200.000) and on all non-performing loans greater than $50 (loans to individuals and small firms), the entire database can be acquired wholesale by the purchase of a compact disk at a very modest price.

1.2. Size, structure and performance of the credit market

The above discussion makes clear that the structure of the Argentine credit market has changed markedly over the recent period.  In the early 1980’s, the financial system was composed of 402 financial institutions and 5043 branches distributed all over the country. By the end of 1994, there were just over 200 institutions. In early 1996 in the aftermath of the Tequila crisis some 50 institutions were closed, most of them small and medium size private institutions (private domestic banks, co-operatives and credit unions).  BCRA (1997) distinguishes three stages in this restructuring process.  The first stage consisted of small bank mergers at the regional level while the second stage involved a smaller number of mergers between medium and large entities. Finally, the current third stage is characterised by the entry of foreign banks into the Argentine market through the purchase of leading domestic banks.
  In late 1998, the structure of the financial system was reduced to 127 institutions, whose breakdown by type is shown in Table 2.

Despite relatively low banking profitability, the financial system attracted a significant amount of foreign capital in recent years.  It is likely that these foreign entrants valued highly the potential growth of banking services in Argentina given low levels of bank penetration compared to other countries of similar per capita income. The existence of this “potential” market sparked a significant expansion of branches throughout the country.  In 1997 for example some 269 branches were opened in a single year out of 4060 functioning in December 1996.  In the same year, the deposits of the financial system grew approximately by  30%.

	Table 2



	Argentina: Financial System Structure

	December 1998



	
	Number Institution
	Share in Deposits

	All Financial institutions
	127
	100.0

	All Banking institutions
	104
	99.5

	      Public  Banks

          Nation

          Provinces/Local Governments
	17

3

14
	35.0

15.2

19,8

	      Private Banks

          Commercial banks

          Cooperatives

          Foreign Branch Banks
	87

66

4

17
	64.5

46.6

2.0

15.9

	All non-banking institutions

      Financial companies

      Credit Unions
	23

15

8
	0.5

0.4

0.1

	Source: FIEL based on BCRA




Concerning the allocation of credit, in 1997 the service sector continues to receive the greatest proportion (some 40% of total loans) although during this year there was a trend towards a greater participation of loans to manufacturing industry (18.1%) and households (23.9%).  From 1993, the housing mortgage market started to reappear after a long period when economic instability acted as a deterrent to its operation.   The mortgage market was one of the fastest growing in the years after the Tequila shock - albeit from a very low base.  Analysing commercial credit in greater detail, loans to the manufacturing sector were granted mainly to large companies. A breakdown of loans by amount indicates that 50% of their value consisted of loans greater than US$ 1.000.000. The ranking of borrowers of the consolidated banking system showed that the first 50 borrowers made up almost 10% of credit. 

Types of contracts and collateral. Although there is reasonably good information in Argentina on loan contracts and services offered by banks, information on the use of credit and the precise nature of credit relations is at times sketchy.  An approximate picture of the overall use of credit was developed in 1995 through a survey carried out in the manufacturing industry, classifying companies’ size both by number of employees and total sales.
 According to survey data, 25% of total firms did not use bank loans on average.
 This percentage runs from 36% in small firms to 0% in large firms. On average, each firm is related to 3 banks, small firms are related to only one bank and large firms are related to 14 or more. This feature is consistent with the prevalence of a “main bank” relationship for small businesses in the economy and is confirmed by Central Bank figures that show that some 15% of commercial borrowers operated exclusively with one bank.

In conjunction with the changes in banking structure in the 1990s, banks have also changed their business strategies.  For example, several banks have focused on lending to prime companies, a very competitive segment, whereas other banks have attempted to move down the corporate chain seeking higher margins and focussing on “customer relationships” with medium sized companies.   Powell et al (1997) develop a simple theoretical model of relationship banking where companies may face a search cost in moving to another bank.  Hence, banks may have some degree of local monopoly power. The authors argue that this may account for relatively high interest rates (especially on overdrafts), and the heterogeneity of interest rates (reflecting different search costs), even though competitive entry drives profits to low levels.

A second development in bank strategies is the development of specialised departments for pledges by product (such as automobiles, manufacturing machinery, agricultural machinery) and for housing mortgages. Several institutions have also shown interest in the development of warrants for agricultural producers, and leasing has also developed as a distinct product line. 

Interest rates. Despite a marked decreasing trend after the Tequila crisis, the average lending rate in Argentina remains high by international standards.  As shown by Table 3, this reflects especially very high rates on personal loans and overdraft facilities.  Vicens (1997) concludes that high average rates could be explained by excessive administrative costs (including legal expenses) and high charges for default risk. He finds that the former diminished by 1996, due to bank restructuring. According to Buera and Nicolini (1997), the risk implicit in these lending contracts could explain the high spreads observed, though only approximately. Rates on loans secured on collateral (pledges), mortgages and loans advanced on documents (bill discounted) are all substantially below the average. Mortgage lending and pledges are associated with lower rates due to the presence of guarantees and in spite of the shortcomings of the Argentine judicial system analysed in detail below.

	Table 3

	Argentina: Interest rates and lending by type of contract

	1997

	Type
	Lending

Structure (%)
	Interest rates*

	
	
	in pesos (%)
	in dollars (%)

	Overdraft

Bill Discount

Mortgages

Pledges

Personal Loans

Others

Total /Average
	  17.0

  29.7

  17.7

   5.7

  10.5

  19.4

100.0
	26.0

10.7

14.6

16.4

35.4

n.a.

18.4
	13.5

10.5

13.1

14.1

20.1

n.a.

13.2

	Notes: *Annual average of monthly interest rates. Spread between lending rates in pesos and dollars reflects devaluation risk on loans and collateral.

Source: FIEL based on BCRA




Non performing loans and legal loan recovery: In December 1994 the non-performing loans net of provision accounted for 25.9% of banks' net worth. This proportion grew to 38% with the Tequila crisis and diminished to 23.6% as of July 1997. Public banks continue to have significantly higher non-performing loan rates than private banks. This reflects the pursuit of non-profit maximising objectives by public banks in their loan allocation decisions.   However, non-performing loan statistics remain high by international standards also for private banks. 

	Table 4

Argentina: Distribution of Credit by Central Bank Category and According to Guarantees

(December by 1997)



	Loan classification*
	Type of borrower
	Loans with collateral

	
	Commercial (%)
	Household (%)
	

	
	
	
	

	1- Normal

2- With arrears

3- Potential default

4- High risk of default

5- Unrecoverable

6- Technically unrecoverable1/
Total
	  89.5

   2.5

   2.1

   3.0

   2.6

   0.3

100.0
	 79.2

   6.2

   3.4

   5.2

   5.7

    0.1

100.0
	 97.8

  0.4

   1.0

   0.7

   0.1

  -

100.0

	*According to BCRA regulations borrowers are placed in one of  6 categories.

1/    Borrowers of bankrupt banks

Source: FIEL based on BCRA




Table 4 displays a breakdown of loans according to the standard classification of debtors established by the BCRA. Towards the end of 1997, some 11% of commercial debtors were faced with repayment difficulties or more serious credit risks (categories 2-6). This percentage was 21% in the case of household loans. For loans secured by some guarantee or collateral (which amount to about 38% of total loans), only 2% of these presented repayment problems.  This shows that the existence of guarantees clearly affects loan performance (see Table 4).  The value of the guarantees covered 39% of loans granted with guarantee and 12% of total loans.

The existence of guarantees also has a strong impact on banks’ loan recovery strategies.  There is no published evidence on this issue in Argentina and hence here we give details of a survey conducted specifically for this analysis. Table 5 details the distribution of court cases for loan recoveries by type of loans. The vast majority of court cases (almost 80%) involve non-secured loans. Banks, when consulted, confirm that when loans reach category 3 legal action is frequently threatened and taken at an early stage.  However, the percentage of these legal actions that end up as actual law suits is relatively low and clearly lower for loans with collateral, where ‘willingness to repay’ is probably higher. Among law suits regarding secured loans, pledges were the most significant (11% of total lawsuits). Most of these loans finance car purchases and here recovery rates on legal action are probably highest for any type of secured lending. 

	Table 5

Argentina: Distribution of lawsuit by type of credit instrument

(Selected banks, 1997)



	N° of cases as a % of total loans under legal claims
	Average

	Unsecured loans
	78.2

	      Personal loans

      Current accounts

      Credit cards

      Others
	21.4

24.4

26.4

6.0

	Pledges

Mortgage for housing

Other mortgage loans

Total debt claims in court
	11.0

6.9

3.9

100.0

	Notes: Banks provided the number of cases broken down by type. Total loans by bank and type were used as weights for aggregation.

Source: FIEL survey of selected banks, 1997.




It should be noted that the distribution detailed in Table 5 may differ across banks and locations with different credit structures. Banks reported considerable differences in their legal loan-recovery strategies.  Some appear more likely to use legal action, as a sign of toughness towards debtors in arrears, while others are more reluctant to bring legal action without first exhausting all other negotiation and refinancing instances.  Given the problems that banks reportedly face in their legal actions, many opt for strategies closer to the latter.

1.3.
Characteristics of the credit market at the provincial level

Argentina is a very large and extremely diverse country.  In terms of total land area, the country exceeds the whole of Western Europe and is probably more diverse in terms of climate and income levels.   The GDP of Argentine provinces differ markedly as do the composition of that GDP in terms of sectors and size of productive enterprises.  It is therefore not surprising that credit markets also differ substantially. 

Between 1992 and 1997, deposits as a percentage of GDP grew in all provinces with some experiencing increases of over 20% of GDP over the period.  Loans rose sharply in 15 jurisdictions and fell in 9, some with substantial falls.  In addition, during the same period there was a reduction in the non-performing loan portfolio nation-wide, although a group of 17 provinces recorded an increase in their non-performing loan ratios. Given the predominance of commercial loans in the overall portfolio, these loans exhibited the same pattern, while an analysis of loans to households showed a worsening in all provinces without exception.

Still, in mid-1998 several characteristics of regional credit remained rooted in the country’s history.   There was a high degree of geographical concentration of branches, deposits and loans in the Federal Capital (the city of Buenos Aires) and in the “Greater Buenos Aires” area.  This is undoubtedly linked to the income and demographics of the country, as the city of Buenos Aires alone accounts for 25% of GDP, 8.5% of total population and is the site of most large companies’ headquarters. 

At the same time, as discussed above, the economic reforms prompted important changes in the banking structure of half the provinces through the privatisation of their public banks. Since 1993 fifteen bank privatizations have taken place, including one national bank, 13 provincial banks and one municipal bank. These banks worked as provincial government financial agencies administering public funds as well as granting loans to the private sector. In general, this allocation of lending was highly inefficient and many of the projects financed were risky or simply economically unfeasible. Through this lending mechanism the local government provided subsidies to selected economic activities.

The regional banking structure exhibited a wide dispersion between provinces with regard to the number of head offices and branches per inhabitant.  For example, there were provinces with 0.4 branches per 10,000 inhabitants whereas the province, with the largest number, had almost 10 times as many (3.7 per 10,000 inhabitants). In some provinces the leading lenders were regional institutions
.  To give an idea of the importance of these regional lenders, in 1997 in 10 provinces, the regional banks’ participation in total financing exceeded 40%, and in 5 provinces it was over 50%. 

What is the significance of the strong presence of these “regional private banks”? First, it should be pointed out that these banks mainly operate within one province, expanding in some cases into other areas although remaining strongest in their base province. Secondly, these banks were not created and are not protected by any explicit regulation issued by the monetary authority. Some of them originated as banks belonging to the provincial states and privatised in recent years (1992-1996). The features of regional private and public banks can be summarised as follows. A larger proportion of their loans, particularly personal loans, is granted in local currency than in the rest of the system. They are heavily funded with current account deposits and borrow less from abroad than the remainder. They concentrate on consumer lending and hence ask for fewer guarantees. Their non-performing portfolios are larger. Public regional banks have non-performing portfolios in the order of 35%. Those that are private, record loan rates that are higher than those of their “non-regional” peers. They seem also to be less efficient than the rest of the financial institutions: administration expenses in relation to their assets are higher than average. On average such institutions are smaller than their peers, measured in assets per branch. Their customers are also smaller on average. However, rates paid on deposits are higher. This particular banking structure is significant for the allocation of credit for at least two reasons: it involves a closer client-bank relationship and, to a certain extent, it suggests a segmentation of the provincial financial market. 

Moreover, credit market size (loans as a percentage of GDP) differs significantly across provinces. Loans granted in the city of Buenos Aires represented 60% of its GDP – the highest percentage for the country.  The same ratio for the province with the lowest figure was just 4.4%. The proportion of lending made to households also differs widely between jurisdictions, ranging from a maximum of 55% to a minimum of 17.3%.  A slightly lower dispersion exists in the case of bank deposits, from a maximum of 46% of GDP to a minimum of 6.5% of GDP.

The proportion of non-performing loans was also extremely high in some jurisdictions.  Nation-wide, non-performing loans accounted for 13.8% of total loans in the year analysed, but in 15 of the 24 provinces, loans in arrears exceeded 20% of total lending rising to a maximum exceeding 35%!  Significantly, the non-performing portfolio showed a far greater dispersion in the case of commercial loans than in the case of loans granted to households. Thus, 5 provinces had a non-performing portfolio of commercial loans in excess of 40%. In the case of lending to households, the non-performing loan ratio was between 31.5% and 12.4% of total loans.  

To sum up, Argentina’s provincial credit markets display a marked heterogeneity.  Some provinces have relatively high levels of deposits as a percentage of GDP and relatively high credit penetration whereas others have very low levels of both deposits and of credit.  Over the period analysed, credit has increased in some jurisdictions while in others credit intermediation has actually declined, even though deposits have risen in all provinces. 

2. Creditor legal protection and effectiveness of judicial enforcement

2.1. The legal regime of creditor rights protection: brief overview

The operation of the credit market (volumes and costs) are influenced by legal regulations that define the credit contract and the rights and obligations of debtors and creditors.   In Argentina this contractual relationship has a solid grounding in law.   Many of these contracts, such as sureties, pledge loans, mortgages, warrants, letters of credit, etc. have a long history in Argentine legislation (since the end of the 19th century), although in some cases the laws governing them have been modified to ensure they are adapted to new market developments.  Others, such as trusts and leasing, have arisen in the context of recent economic reforms. 

Argentine legislation contemplates the application of specific actions to protect the rights of creditors.  Such rights are not absolute, as the Civil Code and corresponding legislation lay down that some of the assets held by debtors cannot be seized or sold. Examples include workers’ wages (in proportions established by the Employment Contract Law) and items considered being family property.  In addition, legislation includes legal actions to be taken by creditors to preserve their rights in the event of default, as well as special procedures for the execution of instruments in support of their rights. 

FIEL (1996) developed a comparative analysis of regulations on mortgage lending and consumer loans recovery in the United States and Argentina. Comparing the body of legislation on restrictions on loan agreements and creditor remedies in the case of debtor default in Argentina and the USA, it concludes that restrictions on remedies for default are not severe in Argentina compared to those in the US.
 

This result is encouraging, as it should imply lower costs for borrowers (in terms of lower explicit interest rates and lower potential for quantitative restrictions on loans) and for creditors.
  Therefore, collection problems in the financial sector should respond to other causes. Good candidates to be explored are high credit risk due to macroeconomic volatility; incentives for banks to take on excessive risk; and lack of judicial enforcement.  The first two aspects have already been considered in section 1.  The following section focuses on the analysis of judicial enforcement of creditor rights.

2.2. Length and costs of judicial enforcement of loan contracts at the provincial level.

In Argentina, bank loan contracts are defined and regulated by national codes and laws. As already mentioned, due to the federal nature of the country, enforcement of these regulations is in the hands of independent judicial powers. Different approaches by local courts can lead to differences in access to credit and in their cost if the parties anticipate difficulties in the resolution of conflicts arising out of the loan contracts.  Such difficulties can take the form of excessive costs of legal procedures, slow or partial debt recovery and/or a general increase in uncertainty regarding lawsuit results.

Regulations establishing legal costs by province are: 

a.
Basic national law containing procedural regulations is applicable in all jurisdictions covering matters such as general principles of creditor protection, bankruptcy and pledges (seizure or enforcement).  Divergences that might arise in any jurisdiction in relation to these matters will be a result of the criterion adopted by the judge in interpreting the law and will not be caused by the law itself, which is identical for all regions of the country.  

b.
Codes of procedure issued by the various provinces. Provincial codes of procedure do not substantially differ from that in force for courts in the Federal Capital.

c.
Laws on professional fees, which regulate the activities of lawyers, procurators, notaries, court, witness, auctioneers, etc., which differ according to jurisdiction. Judges award fees as a percentage of the lawsuit amount.  To do so, they take into account not only the lawsuit's amount, but the result achieved, the professional work, the social impact of the lawsuit, etc.  This regulation is applied in all provinces, with some placing emphasis on the amount claimed and others on the amount awarded when calculating fees. As a result, in several provinces high maximum limits are in force compared to the fees set by law in the Federal Capital and other provinces. The mandatory contributions to the Welfare Funds for professionals (mainly lawyers) represent an additional cost for plaintiffs. Certain court procedures (such as requesting the lifting of injunctions, or recovery of deposits in court) cannot be undertaken unless the contributions have first been paid.   

d.
Regulation on court taxes is also local, with wide disparity between provinces. 

Analysis of available information has enabled the classification of the provinces according to judicial costs established in their legislation (“mandatory costs”). 

Table 6

	Argentine provinces: Evaluation of mandatory legal costs on the basis of current legislation 

	Relatively less 
	Federal Capital, Chubut, Neuquén, La Rioja, Tierra del Fuego,

	Expensive 
	Santa Cruz, Tucumán, Chaco, Catamarca, Jujuy, 

	Jurisdictions 
	Corrientes

	
	

	Jurisdictions

where costs
	Formosa, Bs.As., San Luis, Río Negro, Santiago del Estero, Entre Ríos,

	are at an 
	Salta, La Pampa, Misiones, San Juan,

	intermediate level
	

	Jurisdictions
	

	where costs 
	Córdoba, Mendoza, Santa Fé

	are high 
	


                  Source: FIEL, based on local regulation and provincial laws.

Provinces exhibit wide differences depending on the type of court expense. Court costs vary not only across jurisdictions but also with regard to the basis for calculation, using either the amount of the claim, the nominal principal or the restated principal.  In the case of the seizure of pledges, there is no cost in some jurisdictions (7 out of 24) and in 3 cases it reaches a maximum of $90 when the court and filing costs are added together. Contributions to the College of Professionals vary according to jurisdiction. Some set no charge, others charge a fixed amount of between $4 and $17.50, and others charge percentage surcharges on the court tax or very significant direct percentages equivalent to an additional court cost of 2% on principal. In the case of property registry costs, not only is the cost significant in some jurisdictions but there are sometimes delays in the processing of registrations that run to several months. Publications of edicts in the Official Gazettes of each jurisdiction can cost between $120 and $600.  A similar range can be found in the case of publications of edicts in the newspapers. Lastly, on the matter of professional fees, there are considerable differences in the percentages applied in the various jurisdictions. In some provinces awards are made of up to 30% of the amount claimed, whereas in others there is a cap of 16% on the amount claimed. 

To synthesise the previous cost data, two types of transaction have been considered: mortgage loans and seizure of pledges.  In the case of the former a value of $200,000 has been set, and in the case of the latter a value of $20,000 has been used.
  In both cases, court costs were calculated for selected jurisdictions.  This selection was related to the level of costs in each province.  For example the Federal Capital belongs to the group of jurisdictions with a lower relative cost, the Province of Buenos Aires belongs to an intermediate group, and Mendoza and Córdoba fall into the category of the “more expensive” provinces on the basis of their legal costs.  Results are tabulated in table 7.

Table 7

	Court costs in the enforcement of loans

	
	Case No. 1. Enforcement of

Mortgage

Amount of claim : 

US$ 200,000.
	Case No. 2. Seizure of pledge 

Amount of claim: US$ 20,000

	Selected jurisdictions

	Jurisdiction
	Total cost as % of claim
	Total cost as % of claim

	
	
	

	Fed. Cap.
	4.11%
	4.10%

	Prov. Bs. As.
	5.27%
	7.80%

	Córdoba
	5.93%
	8.83%

	Mendoza
	5.91%
	4.11%

	NOTE: Does not include cost of transfers, professional fees, judicial delays or interest rate caps administered by courts.

SOURCE: FIEL, based on own surveys.


If the auction costs are added to the above costs, total expenses as a percentage of the amount of the claim range between 8% and 13% in the case of mortgage enforcement and 16% and 21% in the case of pledge seizures.
 

Identification of costs on the basis of bank experience: A survey carried out among leading local banks, which included meetings with those responsible for their legal department, has provided a summary of the obstacles faced by financial entities in their role as creditor plaintiffs
:

a.
Delays in recovery (in most cases lawsuits are excessively drawn out).  This factor often leads to banks accepting settlement proposals involving high discounts rather than taking a legal path entailing considerable risk of dispossession or disappearance of the debtor that the length of such processes encourages.  In addition, in many cases, such as automotive pledges, guarantees become obsolete. In several jurisdictions the courts determine the initiation of trial proceedings for enforcement actions in the face of any delay action by the debtor, in spite of the fact that all procedural rules institute the right of either of the parties to subsequent trial proceedings.  The provinces are more likely than the Federal Capital to take a case to trial. Delays in the Property Registry have a direct impact on the security and collection of loans. Vacancies in some courts because of leaves, lack of appointments and resignations are further insoluble impediments to speedy resolution. 

b. Risks from rulings in the event of a defeat during the proceedings. This risk includes fees of the opposite parties’ attorneys and expert witnesses.  There can be several causes: proceedings can be declared null and void or total or partial payment exemption can be awarded. 

c. Legal cap on interest rate. In certain jurisdictions, magistrates set a cap on interest rates (a percentage that compensatory and punitive interest together cannot exceed), affecting the agreement between the parties.

d. Lack of legislation or jurisprudence to ensure new systems for trading in credit are covered by adequate procedural structures. Credit cards are a good example: in some jurisdictions,  legal proceedings to recover credit card debt are carried out via a lengthy and uncertain process

e. Technical difficulties in the treatment of matters of commercial banking law. Banks often indicate that judges are too cautious due to the financial complexity of the problems.  In some provinces, for example, admission of the procedure for automatic seizure of pledges has been relatively recent. More recent regulations on certain specific matters, such as the reform of the mortgage foreclosure regime or the changes to the regime for creditor protection and bankruptcy, have encountered resistance in provincial courts, particularly in the first instance. 

f. Political risk. In addition to the technical difficulties, during the FIEL survey, mention was made of other problems deriving from the political influence exerted on courts in certain jurisdictions. 

The following table shows the frequency of replies by banks referring to certain costs categorised as excessive in their opinion and judicial obstacles experienced in each province. Percentages measure the frequency of each item on total replies for the 24 jurisdictions.  Thus “fees and contributions to professional colleges” (excessive cost) heads the ranking - it is mentioned 8.7% of the time.  It is followed in importance by  “suspension of auction because the debtor files for creditor protection or bankruptcy”.  “Court costs” are also often considered to be excessive.

Table 8
	EXCESSIVE LEGAL COSTS / OBSTACLES BY PROVINCE
	TOTAL
	RANKING

	RELATIVE FREQUENCY 
	
	
	

	
	
	
	

	1- Court tax
	1.1 – ordinary
	7.5%
	3

	
	1.2 – enforcement
	7.5%
	4

	
	1.3 – Pledge seizure and application for bankruptcy 
	7.2%
	5

	2 – Other procedural costs 
	
	6.0%
	6

	3 – Fees and cont. to Professional colleges and councils
	8.7%
	1

	4 – Professional fees
	4.1 – Lawyers
	3.9%
	11

	
	4.2- Procurators
	3.6%
	12

	
	4.3- Auctioneers
	3.3%
	13

	
	4.4 – Expert witnesses
	3.3%
	13

	
	4.5 – Notaries Public
	3.6%
	12

	5 – Registry expenses 
	5.1 Property
	4.5%
	10

	
	5.2 – Pledges on vehicles 
	2.4%
	15

	
	5.3- Pledges on other movable property 
	2.1%
	16

	6- Edicts
	
	5.7%
	8

	7- Notary public fees for deed registration 
	1.2%
	17

	8 – Jurisdiction favouring trial proceedings for enforcement .
	6.9%
	7

	9 – Impossibility of enforcement on basis of third party guarantees 
	3.0%
	14

	10- Delays from court vacancy
	4.5%
	10

	11- Suspension of auction because debtor files for creditor protection or bankruptcy 
	8.4%
	2

	12- Possibility of enforcing loans under Law 24,441
	5.4%
	9

	13- Others
	
	1.2%
	17

	TOTAL REPLIES
	
	100%
	

	SOURCE: FIEL.
	
	
	


Lastly, in the following table there is a comparison between the provinces declared by the banks to have the “worst performance” and those considered to have the “best performance” with regard to time-frames and percentages of recovery of the amount claimed, net of court costs and fees. 

Table 9

Argentina: Characteristics of judicial performance by province

	
	AVERAGE

	
	A- WORST PERFORMANCE
	B- BEST PERFORMANCE

	PROVINCE
	TERM in Months
	
	TERM in Months
	

	
	
	
	
	
	
	

	
	Start to ruling
	Start to auction
	% recovery –net
	Start to ruling
	Start to auction
	% recovery –net

	Enforcement action (checks, discount bills, etc.)
	10.8
	21.8
	20%
	4.0
	11.8
	42%

	Pledge seizures 
	2.3
	8.6
	55%
	1.5
	4.7
	67%

	Housing mortgage f’closure 
	9.5
	18.4
	67%
	4.0
	9.8
	75%

	Enforcement of other loans 
	12.5
	24.0
	56%
	3.5
	11.5
	63%

	Others
	36.0
	48.0
	10%
	18.0
	24.0
	40%

	SOURCE: FIEL


The time involved in enforcement actions and commercial mortgage enforcement in the worst jurisdictions is three times that of the best jurisdictions, reaching almost one year from the initiation of the action until final sentence.  In the case of other forms of legal action, terms can be almost twice as long in one jurisdiction as in another. When the terms are measured from the start of proceedings to auction, they generally double compared to the previous column, in both “good” and “bad” provinces.  This means that on average more than two years can elapse in the worst performing provinces, compared to less than one year for legal proceedings in the best performing provinces. Although net recovery percentages are systematically lower in the provinces that record the worst performance (with greater costs and obstacles to full recognition of the rights of the creditor), differences are not as evident as in the previous instance, except in the case of enforcement actions.

Developing a judicial performance indicator: We constructed a “judicial performance indicator” on the basis of the information presented on costs and performance. This index is later used to test hypotheses regarding the importance of court effectiveness on the operation of credit market. The indicator was constructed in two stages. First, the information arising from the estimates of legal costs based on provincial regulations and laws was reconciled with the banks' opinion. Second, the frequency with which each province was mentioned regarding total costs and obstacles was taken as an approximate indicator of the costs and obstacles in that province. 

Regarding the first step, the analysis of mandatory legal costs had already allowed for a classification of provinces in broad groups of high, intermediate and low costs (Table 6). The information from the survey of banks allows us to check this classification and widen the scope of the analysis to include other judicial obstacles such as court delays, suspension of auctions because debtor files for bankruptcy, provinces favouring trial proceedings for enforcement, etc.

In order to compare the overall judicial efficiency of provinces, it was necessary to produce a ranking based on all costs and obstacles faced by banks. The construction of the judicial indicator was based directly on the frequency of banks' replies about the number of obstacles by province. No weights were applied to reflect the importance of each bank in the jurisdiction or the relative importance of each type of obstacle and legal cost. This simple method was preferred to the attachment of weights to the various items due to the lack of information about true legal costs by bank and type of obstacle.
 Finally, a bias toward the over-representation of provinces with larger financial activity was corrected by adjusting the ranking through alternative measures of credit market size (total loans by province and number of banks in each province).

Figure 1


[image: image2.wmf]JUDICIAL PERFORMANCE INDEX

0

20

40

60

80

100

120

CAP.FED.

T. DEL FUEGO

BS. AS.

CHUBUT

CHACO

SANTA FE

CORDOBA

MENDOZA

E. RIOS

FORMOSA

RIO NEGRO

NEUQUEN

SALTA

CORRIEN.

TUCUMAN

MISIONES

JUJUY

La PAMPA

SAN JUAN

S. CRUZ

SAN LUIS

La RIOJA

S. DEL ESTERO

CATAMARCA


Note: The Provinces have been ordered according to their degree of judicial effectiveness.

Higher values represent poorer judicial performance. Due to the lack of data for Tierra del Fuego, this jurisdiction has been considered similar to Capital Federal. 

Source: Survey by FIEL, 1997.
3. The banking system in the provinces: a study of judicial enforcement in the loan market

The previous sections have summarised two main developments in the Argentine banking system. First, economic liberalisation, stability and growth prompted a significant restructuring process in the banking system and significant increases in the levels of on-shore credit intermediation and decreases in the lending rates. Second, although levels of non-performing loans have declined, they remain high by international standards and “willingness to repay” issues clearly remain important.  However, we stress that such problems are not necessarily connected to the design of legal instruments themselves but, rather, to their effective judicial enforcement. In this section we present a more rigorous analysis using econometric techniques. Specifically, we develop indices of judicial effectiveness by province and using those indices data across Argentine provinces and over time, we use panel data models to test hypotheses concerning the implications of different judicial effectiveness for credit market performance. 

3.1.
The hypotheses

The evidence regarding banking regulations, loan contracts and the operating methods of financial institutions detailed in the previous sections provides a basis for the construction of the following hypotheses, as mentioned in the introduction:  

a. We expect a negative relationship between credit market (loans outstanding/provincial GDP) and judicial costs, since thesemay discourage the supply of credit.  Interviews with executives of nationwide banks confirm that costly and ineffective court enforcement discourages lending. Some banks report setting provincial targets on loans, based on their judicial experience. These targets are lower in provinces where recourse to courts proved unreliable once the normal recovery and negotiation process for loan repayment was exhausted.

b. We expect a positive relationship between legal transaction costs and the stock of non-performing loans. Legal effectiveness affects the non-performing loan portfolio in two distinct ways. First, low judicial costs give borrowers higher incentives to repay, knowing that non-performance is likely to meet with legal enforcement. Second, if courts are effective, arrears will be dealt with swiftly, thereby reducing the steady-state stock of non-performing loans on the balance sheet of banks.

c. Additional hypotheses relate to the structure of the local financial system. In particular we test whether the presence of a public provincial bank implies a greater stock of loans outstanding and a higher level of non-performing loans. Many public provincial banks essentially acted as treasuries that channelled loans for development purposes and in some cases towards politically favoured groups. This non-profit maximising orientation resulted in provincial public banks featuring a weaker financial situation and a larger fraction of non-performing loans than private banks. Thus the privatisation of provincial banks meant a drastic change in their market environment and prompted them to screen customers more accurately. In addition, their non-performing loan portfolios were "cleared out" before their privatisation. Therefore, the existence of public provincial banks should be linked to larger stocks of non-performing portfolios, while their privatisation should lead to lower levels of loans in arrears. In turn, the increased requirements for the granting of loans by privatised banks should imply a lower volume of financing to the private sector.  

d. Lastly, we test whether the existence of private regional banks implies greater availability of credit in the corresponding provinces.  This hypothesis is related to the idea explored above that in Argentina banks have increasingly sought to deepen customer relations.  According to this view, local banks should know local clients better and hence provinces with more local (private) banks should have more loans outstanding.  In contrast, provinces where only national banks operate, supposedly on the basis of poorer information, should exhibit more rationing and hence less credit.  Moreover, local banks may use their close client relationships to substitute for ineffective legal systems, thus increasing ‘willingness to repay’.
3.2.
Econometric results

We estimate two equations using a panel of provincial data for the period 1992-97. The first equation explains the behaviour of the stock of credit to the private sector granted by the banks and the second refers to the behaviour of non-performing portfolio.

3.2.1.
Definition of variables
The variables used in the econometric analysis are defined in Table 10. Table A-2 of the Annex presents summary statistics. Unfortunately, no data on interest rates by province are available.
 

	TABLE 10: DEFINITION OF VARIABLES

	

	Credit to the private sector as a percentage of Gross Geographic Product (CRP/GDP): comprises total credit given to the private sector, including loans in arrears, for the 23 jurisdictions and the Federal Capital for the period 1992-1997. GDP for the period 1996-1997 was estimated on the basis of electricity consumption of each province.

	SOURCE: Credit to the Private Sector: BCRA. Statistical Bulletin.  Various issues.

	GDP: Ministry of Domestic Affairs estimates.

	

	Loans in arrears as a percentage of total credit to the private sector (CRPA/CRP): both variables are available for the whole period (1992-1997) for the 24 provinces (including the Federal Capital).

	SOURCE: BCRA.  Statistical Bulletin.  Various issues.

	

	Public Provincial Banks (PUB): binary variable that equals 1 at the moment of privatisation of the Provincial Bank,and 0 otherwise. It is available for all 24 provinces (including the Federal Capital) for the whole period under analysis.

	SOURCE: Our estimate based on BCRA information.

	

	Unemployment Rate (DES): number of unemployed as a percentage of the whole active population (employed and unemployed).  It is available for all 24 provinces (including the Federal Capital) for the period analysed (1992-1997)

	SOURCE: Institute of Statistics and Census (INDEC).

	

	Interest Rates on interbank loans (CALL): interest rate charged for loans in national currency between banks for nominal monthly periods.  For 1992-97 it is available only at the national level, that is, it does not vary between jurisdictions.

	SOURCE: BCRA.  Statistical Bulletin.  Various issues.

	

	Participation of regional banks in the respective jurisdictions (RP95): share of loans by regional banks in each province's total loans.  The information available covers all 24 provinces (including the Federal Capital) but only for 1995.

	SOURCE: BCRA.

	

	Index of effectiveness of provincial judicial systems (JUSMR, JUS1 or JUS2): This index is constructed on the basis of a survey carried out among banks.  The replies were divided by the total amount of loans in each province (JUS1) or by the number of bank branches, including headquarters (JUS2). The indices JUS1 and JUS2 assume continuous values from zero (the province with the highest judicial effectiveness) to 1 (the poorest judicial effectiveness).  Both the index and ranking do not vary over time but only between provinces. JUSMR is the ranking of the JUS1 variable, 1 being the province with the best performance and 24 the province with the poorest performance.

	SOURCE: FIEL.


3.2.2  Structural differences between Argentina’s provinces

The large differences in the level of credit between different provinces may result from various factors.  Here we attempt relate it to judicial performance indicators of the province, controlling for certain macro-economic shocks and structural characteristics of the provincial banking market.  We find strong results in that the judicial performance indicators, which are constants for each province, are all highly significant.

However, as in any econometric analysis we do not provide a full explanation of regional variations in the size of provincial credit markets.  This is not surprising as we do not control for other factors that surely affect the dependent variable.  For example, we do not include variables to capture differences in the structure of production (some economic activities are more credit “intensive”) or population differences (age, inter-temporal preference rate, risk aversion, etc).

3.2.3. The effect of judicial performance on lending

In order to test for the influence of the judicial transaction costs on the size of the loan market in each province, the following reduced form was used:


(CRP/GDP)it = ( + (1PUBit + (2DESit + (3RP95i + (4CALLt + (5JUSi + (it ,

where JUSi  ( JUS1 or JUS2 or JUSMR.
Table 11 shows the results of the estimation of three different specifications, which use different variables to measure judicial performance in Argentine provinces.  In equation 1 credit behaviour (as a percentage of provincial GDP) is related to the JUSMR ranking of the judicial system and a series of variables that control for other significant effects.  Equation 2 differs from the previous one only by the JUS1 variable (index of judicial performance divided by the share of the total amount of loans for each province in the total amount of loans for the country). The index varies between 0 and 1, the highest value corresponding to the poorest judicial performance. Lastly, equation 3 relates the dependent variable with the alternative JUS2 judicial system index (similar to the previous one, but divided by the share of branches).

Table 11: Credit Equation

	Dependent variable is CRP/PBG

	Sample: 1992 – 1997, 24 Provinces

	White Heteroskedasticity-Consistent Standard Errors & Covariance

	

	Variable
	Equation 1
	Equation 2
	Equation 3

	
	Coefficient
	Coefficient
	Coefficient

	
	t-Statistic
	t-Statistic
	t-Statistic

	
	
	
	

	C
	0.3250
	0.3060
	0.2698

	
	7.5088
	7.5514
	7.1643

	PUB
	-0.0267
	-0.0320
	-0.0342

	
	-2.6283
	-3.0806
	-2.9941

	DES
	-0.0048
	-0.0044
	-0.0033

	
	-2.5893
	-2.4495
	-1.7866

	CALL
	-0.0500
	-0.0509
	-0.0463

	
	-1.8179
	-1.8228
	-1.6234

	RP95
	-0.0366
	-0.0413
	-0.0289

	
	-1.1481
	-1.2463
	-0.8555

	D95
	0.0211
	0.0198
	0.0161

	
	1.0919
	1.0084
	0.8149

	JUSMR
	-0.0049
	
	

	
	-3.8713
	
	

	JUS1
	
	-0.1190
	

	
	
	-3.7355
	

	JUS2
	
	
	-0.0661

	
	
	
	-2.5840

	R-squared
	0.2127
	0.1870
	0.1175

	Adjusted R-squared
	0.1783
	0.1514
	0.0788

	F-statistic
	6.1704
	5.2514
	3.0387

	Prob(F-statistic)
	0.0000
	0.0001
	0.0080


Note: the variance-covariance  matrix is estimated by White’s method to correct for heteroskedastic errors. 

The results are consistent with the view that poor judicial performance has a negative effect on the credit market (the first hypothesis outlined in section 3.1). When measured by the provinces' ranking (the variable JUSMR in eq. 1), judicial efficiency accounts for a difference of nearly 11 points in the loan/GDP ratio between the province with the best and that with the worst rating. It accounts for a difference of 5.6 points between the average province and that with the worst rating. Regression 2 is based on the JUS1 indicator, which takes into account not only the provinces' ranking, but also the level of their judicial performance. The results are consistent with those of regression 1.  If the worst province were to move to the position of the best in terms of legal performance, the resulting increase in credit market size would be virtually the same as that estimated by regression 1.  If it were to move to the average value of judicial performance, its loans outstanding are estimated to rise by some 7.7% points of GDP - a somewhat larger value than that obtained from regression 1.  Lastly, using the JUS2 variable the effect of judicial performance is slightly lower, as shown by the estimated coefficients of regression 3, but still highly significant.  If all Argentine provinces had the judicial performance of the best province, the increase in the level of credit in terms of national GDP would be close to 2%. If below-average provinces converged to the average level, total loans would increase by 0.3% of a percentage point of GDP.

   We conclude that judicial performance is a very important variable constraining credit growth in Argentina.

Moreover, the signs of the control variables suggest the following interpretations. A province that has privatised its provincial bank has a lower amount of private sector credit. In terms of GDP the effect is a decrease of between 2.7% and 3.5% (see variable PUB). Taking into account that in 1992-1997 average private sector credit in Argentine provinces was 16.5% of GDP, the privatisation of the provincial banks during this period can be considered as an important explanation for the change in total credit to the private sector. The coefficient of the unemployment rate variable (DES), used as a proxy for the level of local economic activity, indicates that an one percentage point increase in the unemployment rate implies approximately 0.45% less credit to the private sector in terms of GDP. The impact of the cost of credit on the amount of credit is captured by the coefficient of the interest rate for interbank loans, CALL. Its coefficient shows that an increase of one percentage point in interest rates reduces credit to the private sector by 0.5% of GDP. Contrary to expectations, the share of loans granted by regional banks (RP95) has a negative, albeit imprecisely estimated, coefficient.  Finally, the year 1995 (Tequila crisis) was not particularly different relative to other periods: the coefficient of the corresponding dummy variable (D95) is not significantly different from zero. The effects of that critical year may be captured by other variables, such as the interest and the unemployment rates.

3.2.4  . Judicial performance on Loan Portfolio Quality.

Next, we test the hypothesis that legal performance affects the stock of non-performing loans through ‘willingness to pay’ effects or otherwise (our second hypothesis in section 3.1). We estimate the following reduced form that relates the proportion of credit in arrears with the performance of the judicial system, again controlling for macroeconomic fluctuations and structural changes within the banking system. Moreover, to capture changes in the regulations regarding how non-performing loans are calculated, we include a dummy variable for 1992.
 

(CRPA/CRP)it =  ( + (1PUBit + (2DESit + (3RP95i + (4CALLt  + (5  D92 + (6JUSi + (it ,

where JUSi  ( JUS1 or JUS2 or JUSMR.
The results are shown in Table 12. As in the previous table, they are very robust. Using different indicators of judicial performance, one finds that the judicial performance indicator is statistically significant and has the expected sign.

 Table 12: Non performing Loans Equation

	Dependent Variable is CRPA/CRP

	Sample: 1992-1997, 24 Provinces

	White Heteroskedasticity-Consistent Standard Errors & Covariance

	Variable
	Equation 1
	Equation 2
	Equation 3

	
	Coefficient
	Coefficient
	Coefficient

	
	t-Statistic
	t-Statistic
	t-Statistic

	C
	-0.3771
	-0.3595
	-0.3213

	
	-3.5174
	-3.2935
	-2.7366

	PUB
	-0.0448
	-0.0385
	-0.0338

	
	-1.7236
	-1.4911
	-1.2181

	DES
	0.0016
	0.0014
	-0.0006

	
	0.5358
	0.4752
	-0.1790

	CALL
	0.9495
	0.9550
	0.9918

	
	5.3889
	5.3145
	5.0467

	RP95
	0.0315
	0.0410
	0.0196

	
	0.8356
	1.0654
	0.4468

	D92
	-0.7038
	-0.7063
	-0.7356

	
	-6.1238
	-6.0176
	-5.7390

	JUSMR
	0.0070
	
	

	
	3.8001
	
	

	JUS1
	
	0.1835
	

	
	
	3.4706
	

	JUS2
	
	
	0.0881

	
	
	
	2.2546

	R-squared
	0.2967
	0.2921
	0.2335

	Adjusted R-squared
	0.2659
	0.2611
	0.2000

	F-statistic
	9.6351
	9.4250
	6.9592

	Prob(F-statistic)
	0.0000
	0.0000
	0.0000


Note: the variance-covariance  matrix is estimated by White’s method to correct for heteroskedastic errors. 

Regression 1, which includes the ranking JUSMR as an indicator of judicial performance, shows that the worst province has on average a fraction of arrears 16% larger than the best province, and 8% larger than the average. The corresponding estimates in regression 2, which relates arrears to the variable JUS1, are 18% and 12% respectively.  But, in contrast with the results shown in the credit equation, the results of the judicial performance ranking (JUSMR) differ significantly from those obtained with the indices JUS1 and JUS2. This result appears to indicate that the absolute differences in judicial performance (and not only the ranking of provinces) affect the amount of arrears (whilst for the allocation of credit between provinces only the relative position is important).

The response of the fraction of arrears to the control variables is also interesting, though not directly relevant to the judicial system. The existence of a public provincial bank increases the proportion of the portfolio in arrears.  The PUB variable indicates that the privatisation of the bank implies a 4% reduction of the arrears (as a fraction of the total private loan portfolio).
  At the same time, contrary to what expected, the greater the importance of the regional banks in a province, the larger the fraction of arrears in that province.  The participation of regional banks in the local credit market (RP95) indicates that a province where regional banks have a 10% larger fraction of local credit has an incidence of arrears approximately 0.3% higher.  Nevertheless, the statistical significance of the relevant coefficient is low.

As to cyclical variables, the non-performing loan ratio is positively related to the unemployment rate (DES) and to the interbank interest rate (CALL).  While the coefficient of unemployment is imprecisely estimated, that of the interest rate is highly significant and indicates that a increase of 1 percentage point increase in the interest rate increases the fraction of arrears in total private sector credit by almost 10%.  This captures the increased difficulty that debtors confront in repaying their debts when the interest rate increases unexpectedly, because the rate of interest on bank loans is correlated to that on interbank loans. This coefficient may also capture some  adverse selection effect induced by the increase in the interest rate, even though this effect cannot be separately identified in the estimates.

To sum up, the statistically significant effects are:

a) the credit/GDP regressions suggest that loans outstanding are lower where judicial enforcement is less effective; 

b) the arrears regressions show that judicial ineffectiveness increases the fraction of non-performing loans, and so does an increase in interest.

c) the privatization of a provincial bank increases the availability of credit and reduces the fraction of non-performing loans. 

Table 13 summarizes the results in terms of the elasticities of credit and non-performing portfolio to the judicial performance. 

Table 13: Elasticities

	
	JUS Variable
	CRP/PBG
	CRPA/CRP
	Mean of JUS variable

	
	
	Coeff.
	Elasticity
	Coeff.
	Elasticity
	

	Eq. 1
	JUSMR
	-0.0049
	-0.3703
	0.0069
	0.3174
	12.5000 

	Eq. 2
	JUS1
	-0.1190
	-0.2518
	0.1835
	0.2327
	  0.3494 

	Eq. 3
	JUS2
	-0.0661
	-0.1401
	0.0880
	0.1119
	  0.3502 


According to these elasticities, the average province would benefit substantially from even relatively small improvements in judicial institutions.
 A 10% improvement in judicial efficiency is associated with an expansion of the credit-GDP ratio ranging between 1.4% and 3.7%, and  with a decrease in the fraction of non-performing loans between 1.1% and 3.2%.

4. Summary and main conclusions

In the 1990s the banking structure of Argentina has undergone substantial restructuring, featuring increased concentration and foreign bank participation. Banks have also changed their business strategies. Several banks have focused on lending to prime companies whereas others have forged closer relationships with small and medium sized companies. They have also developed product-oriented departments specialised in pledges by type of product (cars, machinery), housing mortgages and warrants.

Although interest rates decreased after the Tequila crisis, the average lending rate in Argentina remains high by international standards, especially on personal loans and on overdraft facilities. Loans secured on collateral (pledges), mortgages and loans advanced on documents (bill discounted) have interest rates well below the average. Small and medium firms face higher interest rates and often have no recourse to credit. According to a 1995 survey, 25% of firms in Argentina did not use banking loans.

The operation of the credit market is affected by legal regulations that define credit contracts and the rights and obligations of debtors and creditors.   In Argentina these contractual relationships have a solid grounding in law. According to FIEL's (1996) comparative analysis of regulations on mortgage lending and consumer loan recovery, in Argentina remedies for lack of payment are not weaker than in the US. 

However, the enforcement of creditors' rights is costly and ineffective in Argentina. In July 1997, commercial and consumer debt in arrears accounted for 11.1% of total loans granted by the system.  Of this percentage, 32.1% were secured loans. It is widely known that only a small portion of them can be recovered through legal enforcement. Unfortunately, estimates on the total amount of lawsuits and their distribution by type of contracts are not available. For this study, an approximated distribution by type of contract was attempted through a bank survey, showing that lawsuits are concentrated in unsecured loans rather than in pledge and mortgage loans.

There are also marked differences in loan recovery strategies.  Some banks are much more likely to use legal action as a sign of toughness towards debtors in arrears, while others are more reluctant to bring legal action without first exhausting all other negotiation and refinancing instances.  Given the cost and delays involved in legal actions, many banks opt for the latter strategies.

In Argentina, bank loan contracts are defined and regulated by national laws.  In contrast, because of the federal nature of the country, legal enforcement is in the hands of independent judicial powers in each province (24 in total and a federal jurisdiction for inter-provincial matters), set up according to the respective Provincial Constitutions. Naturally, the efficacy of contractual regulations depends not only on the norms they contain but also on their interpretation and application by the courts. Both legal costs and judicial effectiveness vary greatly among provinces. A comparison of legal costs included in provincial laws and regulations applied to mortgage loans and seizures of pledges shows that legal costs range between 4,1% and 8.8% across provinces. If the cost of liquidating assets via judicial auctions is added to these costs, total expenses as a percentage of the amount of the claim range between 8% and 13% in the case of mortgage enforcement and 16% and 21% in the case of pledge seizures. 

Finally, we use a province-level panel data set to test various hypotheses concerning the effects of differences in judicial effectiveness on credit market performance.  We find strong results. Judicial effectiveness appears to play a significant role in the total amount of credit available and in the stock of non-performing loans. For example, according to our estimates, if the effectiveness of legal enforcement were brought to the level of the best performing province (the city of Buenos Aires), credit could grow by some 2% of GDP at the national level. For the worst performing provinces, the improvement would be up to 11% of provincial GDP. Our overall conclusion is then that improving the effectiveness of the legal system remains an important challenge for Argentina and one that could yield significant economic benefits.
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Table A-2: Definition of Variables

	VARIABLE
	AVERAGE
	STANDARD DEV.

	CALL
	                           0.702 
	                    0.241 

	CRP
	                   2,136,921 
	            5,819,687 

	CRP/GDP
	                           0.165 
	                    0.086 

	CRPA
	                       385,720 
	               742,872 

	CRPA/CRP
	                           0.276 
	                    0.156 

	DES
	                              10.1 
	                         3.9 

	JUS1
	                           0.349 
	                    0.258 

	JUS2
	                           0.350 
	                    0.286 

	JUSMR
	                              12.5 
	                         6.9 

	GDP
	                 11,071,121 
	          22,367,658 

	RP95
	                           0.334 
	                    0.229 


� For references on both fields see Cooter and Ulen (1988) and La Porta, López-de-Silanes, Shleifer and Vishny (1996).


� There are 24 provinces and a federal judicial jurisdiction for inter-provincial matters. Provinces will be identified by their name. For details see the Annex, Table A-1.





� See, for instance, Sherwood et al (1994) and Weder (1995).


� The sequence of the crises was the following: Dec. 1994, Tequila effect; October 1997, Asian crisis, August 1998, Russian crisis; Jan. 1999, Brazilian crisis.


� Catao (1997) discusses the lag in loan growth that followed the crisis finding evidence for both demand side factors and supply side constraints:  “Liquidity in the banking sector in Argentina reached new heights in early 1996 with the sharp reflow of deposits in the aftermath of the 1995 banking crisis. Yet, this did not translate into a similar recovery of credit to the private sector. Two hypotheses have been raised to explain this mismatch. One is that credit to the private sector was supply constrained because of adverse selection mechanisms exacerbated by the crisis. An alternative hypothesis is that credit was demand constrained, as unemployment remained high and the debt stock adjustment unwound only slowly through the first half of 1996.”


� BASIC stands for B: bonds, the obligation to  issue subordinated debt each year, A: auditing, strict rules on auditors and an area of the Superintendency charged with overseeing auditors, S: supervision, for traditional regulation and supervision, I: for information including disclosure rules on banks and the BCRA’s credit bureau, C: credit rating, including the obligation for banks to obtain at least one rating from an internationally active rating agency .  


� The BCRA’s website is //http:www.bcra.gov.ar


� A number of private companies (Veraz, Fidelitas, Serinco, etc.) now also provide credit information on potential clients.  They take the BCRA’s basic data and add value by constructing full client histories also including complementary data from judicial and other sources and may also provide basic scoring services.


� Among these foreign banks the most important are: Banco Bilbao Vizcaya (Spain), Banco Santander (Spain), Scotia International Ltd. (Canada), O´Higgins-Central Hispanoamericano S.A: (Chile), Abinsa S.A. (Chile); HSBC Latin America BV (Holland). BCRA (October, 1997) points out the advantage of foreign banks operating as liquidity providers to the domestic market under systemic crises. This role is possible due to the existence of central banks in the source country operating as “extended” lenders of last resort. A similar opinion can be found in Gavin and Hausman (1997). According to Cañonero (1997), while the concentration process may have improved the efficiency of domestic financial intermediation, it may also have contributed to the contraction in bank lending observed during 1995, due to the presence of information asymmetries. He identifies a loss of information due to the contracting of small (well-informed) institutions and the expansion of large institutions during the concentration process.





� See FIEL (1996).


� This is an impressive figure considering that the information was collected among formal enterprises and previous to the Tequila crisis. In many cases the interest rate was considered too high in comparison to business yield or the entrepreneur was discouraged to ask for a loan due to his perception of probable rejection by the bank. Bankers have indicated that many “formal” firms present deficient balance sheets or poor projects to be financed.  The bankers’ fears are also based on the lack of past fiscal compliance of small and medium firms.


� Catao (1997):”Moreover, legal limitations to the seizure of collateral property, together with the relatively high cost and usually long length of judicial actions in Argentina, have been deterrents to banks efforts to ensure compliance with the terms of the loan, thus further increasing the potential cost of borrowers, incentives were created for an across-the-board reduction in new loans. In this context, even if there is an excess demand for loans, a higher interest rate will not clear the market, and some form of credit rationing will emerge.”


� This worsening probably reflects tighter regulatory standards,  rather than an actual deterioration in loan quality.


� Regional entities have been defined through the use of two combined criteria. The first is that loan portfolio should be centred on a given province (the lower limit is that 50% or more of lending should be centred on that province). The second is that it should not have branches in more than four jurisdictions.  


� There is only one atypical case where the restrictions to the remedies are more severe in Argentina (limiting the creditor’s right to collect), involving the maximum percentage of workers’ salaries that can be garnished.  The rate is 5 percentage points lower in Argentina (20% instead of 25%).  This is a significant difference as this remedy is one of the most effective for the recovery of unpaid debt (as can be seen from the quantitative results and the qualitative surveys indicated for the USA).


� Coinciding with these results, La Porta et al (1996) examined legal rules covering protection of corporate shareholders and creditors in 49 countries. According to them, Argentina’s shareholder and creditor rights are similar to the US standard. Even though Argentina belongs to the civil law tradition pointed out by the authors as providing less protection to investors, legal rules regarding public companies and bankruptcy law were substantially reformed in 1971 and 1995 respectively. The new legislation introduced modern features in accordance with international experience.


� The first amount is that adopted as a limit in the case of company debts in the statistics contained in “Information on Financial Entities”, SEFyC of the BCRA. The second amount is an average value assigned to vehicle pledges and machinery, on the basis of information from banks. 


� Greater detail can be found in FIEL, “Court costs and their impact on interest rates and access to regional credit”. Mimeo, December 1997.


� The law determines that this cost should be borne by the purchaser of the asset.  However, from an economic point of view these costs can be defined as transaction costs for the banks.  In an extreme case, where the bank decides to purchase the property or the item being sold off to “protect” its price, the total cost of intermediation will fall fully on the bank. 





� This survey included a questionnaire and an interview with each entity and was performed in the third quarter of 1997 during the course of research being carried out for FIEL (1997) “Court costs and their impact on interest rates and access to regional credit”. The information has been updated for this study. Banks were selected for interview on the basis of the size of their loan portfolios, the variety of instruments used and the distribution of their business over different jurisdictions.  Unfortunately not all the banks contacted were able to provide the information required.  Nevertheless the body of data containing consistent information represents almost 40% of the commercial loan portfolio of the financial system as a whole and 30% of the consumer and housing loan portfolio.  Furthermore, the banks consulted hold over 20% of all bank branches nation-wide. 


   In the case of Banco de la Nación, the possibility this bank has of bringing action in the Federal Courts (which it does in 73% of cases) has meant that the relevance of its experience is limited.


   Lastly, the banks contacted show better than average performance with regard to the “non- performing” loans described as “in situation 3 to 5” (6.6% of total amount financed, vs. 11,1% for the system as a whole).  They also record a lower percentage of loans guaranteed compared to the total for the system, partly because of the lower volume of housing loans in the cases analysed.





� A rational basis for the weight attached to each item is the cost incurred by the bank as a percentage of its legal claim. Although this may sound a simple approach, it is in fact a complex task. During 1998, a legal team put together by the BCRA under the direction of the authors, revised 2500 claims on loan recovery filed in the provincial courts and sentenced in 1997. The analysis of these data have generally confirmed the ranking presented here and will allow a more rigorous construction of the judicial index in future research.  


� In interviews with bankers it was pointed out that the differences in interest rates by type of loan clearly dominated the differentials by locality, and even in some cases, they declared that no differential by province was applied.


� These differences could be captured by a fixed-effects specification. That exercise would however prevent the inclusion of the JUS variable due to collinearity problems.


� These figures are influenced by the concentration of credit in Buenos Aires that is also considered as the jurisdiction with the best judicial performance.


� The construction of JUS1 includes the use of the inverse of total loans by province in its formula. This allows for an intuitive interpretation of this index as a proxy of provincial transaction costs due to judicial ineffectiveness per dollar of loan in each province. However, the fact that loans to the private sector by province are the numerator of the dependent variable and total loans by province appear as a denominator in our index in the right hand side of the equation may affect the results. In particular, it may bias the sign of the coefficient of the judicial ineffectiveness variable. However, the results obtained with the JUS1 variable are consistent with those obtained with the JUS2 variable, where the scaling variable is the number of provincial branches rather than total provincial loans. (It should be noticed that the inverse of the number of branches is not significantly correlated with the regression's dependent variable.) This, together with the natural interpretation of the coefficient of the JUS1 variable, advised us to keep this result. We thank. Marco Pagano for raising this point.  


� We note that there were other changes in the relevant regulations at other dates but which did not appear significant in the analysis.


� This result is partially explained by the privatisation process that was carried out together with a clean up of the portfolio in arrears, which was retained by the State.


� A 10% decrease in each  judicial indicator may be interpreted as a movement to the next better position in the ranking.
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