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ABSTRACT: The long-run economic performance of Argentina since World War 0ne has been 
relatively disappointing until recently. Yct. in the interwar period, signs of future retardation and recurring 
crises were not so obvious. lt is often claimcd that an unmitigated success was the remarkably rapid growth 
of domestic financia! markets. In conventional models. such "financia! deepening" would help accelerate 
development. especially in an industrializing economy such as Argentina's. Yet the promise of this trend 
was unfulfilled: first the outbreak of World War One and then the Great Depression proved a setback for 
thc fledgling financia! system, and a long-rnn deterioration set in after 1940. In this paper we trace the 
coursc of financia! dcvelopmcnt using historical and international comparisons and we analyze both 
macro- and microeconomic aspects of financia! intennediation. 
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Jntrnduction 

Thc cconomic hislory of Argcnlina. a mclancholy lalc of long-run retardation throughout rnost of the 

twcnticlh ccntury, is unclcrslanclahly somcthing of a fascinating curiosity for scholars with any interest in 

growth. clcvelopmcnl, ami history. A country lhat promiscd in thc 1900s and 19 IOs to enler the league of 

thc dcvelopcd nations, simply could not make it. Thc 1914-1939 period thus dcfined a critica! transition in 

Argenlinc economic history; yet signs of future retardation nnd recurring cri.5es were not so ohviou.5. Even 

scholars with the rnost cmsory acquainlancc with the historical record can point to this key period as a 

rcgime shifl, when the move frorn ccmvergcnce ami rel:itive prosperity to divergence and relative 

hackwardncss hcgun. Ali histories single out the intcrwar period, perhaps even thc very ye.ar 1929, as thc 

dccisive hreak point (Díaz Alejandro 1970; Di Tella ami Zymelman 1967: Cortés Conde 1979; Taylor 

1994). 

Howcver, it is intercsting to compare thc scholarly conscnsus ex post, with thc actual conditions of 

thc clay. For, in many aspects, thc Argcntine economy of the interwar period proved remarkahly resilienl, 

ancl may well have pcrformed hellcr tlrnn cxpected given the magnitude oí the externa! shocks in product 

and factor markets heginning in 1914 ancl nmning through the 1920s and 1930s (Ortiz 1993). Such shocks 

were potentially devastating to a small open economy. But in her economic performance Argentina fared 

no worsc than other settler economics in thc transition to the interwar period (Díaz Alejandro 1984, Taylor 

1994 ). Tlrnt is, despile importan! and violen! shifts in the terms of trade and the virtual state of autarky in 

intenrntional capital markets, the Argcntinc economy rnanaged to overcome hoth the depths of the 1914-

1918 nnd 1929- 1931 criscs (della Paolcra et ni. 1996). lfow was this possihle, in an econorny that at the 

ttrrn of thc ccntury was still a prinrary production economy? How should it affect our vicw of thc origins of 

Argcntinc relative rctardntion? Is it fair to .~ay that autarkic forces in capital markels prcvented an efficicnt 

allocation of investmcnt to new encleavors? Or should we seek alternative or, al least, cornplementary 

cxplanntiorn;? For exarnple, dicl Argentina simply suffer a lack of Schumpeterian entrepreneurial activity 

idiosyncratic to the country that rnight have explaincd the faihrre to smoothly industrialize?' Most students 

'An importan! view of the diffcrcnt cntrepreneurial altitudes of native wealthy landowners and irnrnigrants 
is included in a startling paragraph hy Carlos Díaz Alejandro ( 1966, 20-21): 

"lt is the nearly unanimotrs opinion of students of Argentine economic history that hefore 
1930 puhlic policy was cithcr inclifferent or hostile to the expansion of the rnanufacturing 
sector, unlcss it was dircctly rclatcd lo the expansion of exports of goods of rural origin. 
lt is pointcd out that the lantlccl intcrests producing for export ancl which had a 
considerahle arnount of inlluencc in the government, took a dirn view of any import 
suhstituting efforts in Argentinn which could hurt industries in foreign counlries which 
were goocl customcrs of Argcntina's grain and meat. Furthermorc, il is argued that the 
dominant nrral interesl cyccl ,vith suspicion an expansion oí induslry ancl a creation of a 
ncw industrial clnss which could challenge their social position and could compete with 
rural produccrs as employcrs of lahor. Such altitudes gave rise to a low social status for 
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havc rcmarked lhal as a rcsult of s11rh a lack of incenlivcs to induslriali1.c puhlic policies had lo "force" a 

rcallocation of productivc resourccs. As a result thc country went from heing onc of the most dynamic, 

open, exporl-led economies hcfore World War I to a closed, import-suhstituting economy hy the end of 

World War II. 

However, few scholars have tacklcd lhe importance of financia! and capital markets as a meaos lo 

promote and enhance economic growlh. Very little has heen written on the interaction in Argentina 

hclween financia! development ancl aggrcgatc economic activity for the 1913-1939 period (see, however, 

della Paolera et ni. 1996). A vague consensus suggests lhat sorne financia! clevelopment took place, but it 

was not ali thal might have been hopcd for. This was recognized by Díaz Ale_jandro (1985, 2), who noted 

that: "While lhe fin:mcinl hislory of Latin America remains to be wrillen, it appears that hy 1920s most 

counlrics had succceded in estahlishing cornmercial banks of the (lhen) traditional sort .... Although there 

was no 'financia! repression.' crilics poinled to a lack of medium and long-lerm credit, particularly to 

finnnce industry ami non-exporl agriculture .... " 

In his landmark hislory, Díaz Alejandro ( 1970, 28-35) offers further evidence for significant 

financia! deepening in the interwar pcriod. lt is notecl that investmenl rates were high ( 12%-I 5% ), though 

lower than hefore World War 1 (when lhcy wcre closer to 20%). In the inlerim, foreign capital shrank in 

imporlance: in 1913 foreigners owned 48% of lhe Argentine capital stock, hui this had fallen lo 34% hy 

1927. and conlinued lo decline. Howevcr, lhe domestic deht markel featured an expancling array of deht 

instrnments in fixecl money tenns, ami morlgage activity grew. There was an increase in hank channels of 

mohilizing linance, nolahly vía rapidly cxpm1ding savings accounts which expanclccl from 8% of GOP in 

19 IJ--14 to 22% in 1928--29. Monclizalion also cxpandecl, anda traditional indicator, the ratio of monetary 

assets lo GDP, rose frmn 46% in 1911--14 lo 55% in 1928-29. 

Not ali signs were good. howcvcr. The cquity markct rcmained thin, an<I "companies relied 

primarily 011 hank credit for shorl-tcrm financing and on rctained earnings andad hoc arrangcmcnts for 

long-lenn financing," and activity 011 lhe ílolsa was dominnted by trades in mortgage paper the bonds of 

state and national government lmncls. Only around 10% of lradcs were in stocks of corporations. And even 

in hank finance, one instilution loomcd large, lhe Banco de la Nación Argentina (BNA), which accounted 

for more than two-fiflhs of the assets of thc cormnercial h¡mking system, and which, in the ahsence of a 

central hank. hada quasi-puhlic function. Slill, dcspite these caveals, the evidence looked favorable to Oíaz 

Alcjanclro ( 1970, 33-3-1). He argucd lhal "lt)he domestic conlrihution lo financing pre-1930 capital 

accunmlation was large all<l tended lo grow" and suggestecl that hy 1930 Argentina had become a "highly 

111oncti1.cd" econorny with an "expancling ldomesticl capital market." 

industrial cnlrepreneurs not linkcd wilh exports who ... were recruited primarily among 
recen! immigrants .... " 
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¡\Jrnosl 1hir1y ycars after Dínz ¡\fcjandro's essay, a pioneering work huilt on scarce data, we think 

it lime 10 re-examine thcse issues and sean:h for new eviclence. Was Argcntine finance truly one of the 

s11ccess storics of the interwar period? Was il expancfing ami laying the foundation for sustained economic 

growth? In this paper we focus on the relationship hetween the clevelopment of domestic financia( markets 

ancf economic grnwth for the 1913-1939 period. This is our emphasis since it so often appears as a central 

rcdccming fealure of Argentine interwar history, yet it has received little allention from quantitative 

cconomic historians. Many economic historians have stressed the pre-1914 struggle of Argentina to adopt 

monetary regirnes lhat woulcl ensnre macroeconomic stahility and, in turn, facilitate access to international 

c:ipilal nrnrkets (della Paolera 1994, Rordo and Rockoff 1996). But we have so far lacked a detailed 

analysis of 1he linkages hetween fimmcial clevelopment, inside-money deepening, ereclit creation, the 

effic:icncy and leve( of investment, ancf economie growth. For the case of Argentina, an emerging 

econnmy, the role of íinancial clevelopment-in mobilizing domestic and foreign savings, allocating 

prod11ctive resources, facilitating risk management, and casing of trading of goods-is an essential element 

in 1111clcrsta11ding wlrnt happened after 1914. 

In parlicular the Argentine economy suffered two immecfiate shocks al the onset of World War I: 

first. lhe ílrilish supply of financia! scrvices proved to he unreliahle when international capital markets 

driecl up and, second, thcre was a nccd to suhstitutc for foreign mohilizrttion and accumulation of resources 

hy domestic sources which would have to rely 011 n domestic finnncial technology (Tnylor 1992). As 

Le vine ( 1996, 14) ohsrr,ies " ... Englmuf's fi11a11cial system did a hetter _joh al idcntifying nnd funding 

profitahlc vcnlurcs than mosl cottnlrics in thc mid-1800s .... lndced, Englnncl's advanced finnncial system 

also clid a goocl _joh al idcntifying profilahlc vcnlures in other countries, such ns Canncla, lhe United states, 

ami Australia during thc 19th Century. Fngland wns nhlc to 'export' finnncial scrvices (as well as finnncial 

capital) lo many econornics with 11nclcrclcvclopcd finnncial syslerns." The very same process was nt work in 

parts of Latin Arnerica, notahly Argenlinn --nncl thcre perhaps to nn even greater extent given her extreme 

dcgrce oí clcpenclcnce 011 fnreign capi1al. Tlrns die! an Anglo-Argentine elite dominnte the financia( 

lanclscnpe of lurn-of-thc-century Buenos Aires. As nolecl hy Dín1. Alejandro above, about one half of 

i\rgentine capital was foreign owned, eilhcr directly or inclirectly in 1913, n far higher percentage than in 

nny othcr major lending nntion ni. lhe time, ami the hulk of that foreign cnpital was British in origin (Tnylor 

1992). 

Pinancinl all(f cliplomatic tics grew to such an extent that the term "informal empire" hns heen 

coinecl lo describe tite relntionship of such indebted nations to Britain, and the term "gentlemanly 

capitnlism" to dcscrihe lhe British ventures oversens (Cain nnd Hopkins 1993). In terms of the volume of 

capital ílows, lhis process reachecl its peak in the years immediately before 1914 (Edclstein 1982). TI is 

hnrcl to identify which crnne firsl in the nineleenth ccntury: political engagement in less developed 
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counlries or foreign inveslmenl. 2 A debate over the costs and henefils of formal (or informal empire), is not 

our purpose. 1 Jt is enough to note here that international political and economic engagements started to 

dissolve in the autarkic atmosphere after World War I, with ramifications for world markets, and especially 

international capital mohility (Ohstfeld and Taylor 1997). Savings-scarce countries, like Argentina, with a 

heavy dependence on foreign lending were hound to feel a tightening of capital constraints, unless they 

could mohilize and allocate domestic supplies of capital as effectively as the rnpidly receding supplies of 

foreign capital. How did Argentina respond to this challenge? 

Our aim in this paper is to address two sets of major questions about these events. First, exactly 

how remarkahle was interwar financia! development relative to previous and subsequent trends in 

Argentina and relative to other countries' long-run experience? What were the financia! magnitudes 

involved? How much capital was mohilized and allocated? And what can we infer about the capacity of 

financia! development to significantly improve Argentina's long-run rates of saving, investment and 

econornic growth? 

Second, whal indcpendent sourccs of macroeconomic instahility were originatcd by financia! 

shocks in this evolving domestic financia! system? lt requires us assess the inherent fragility of the 

clomestic financia! system: could it produce financia! shocks that could iníluence business cycles?4 In 

adclition, the economy soon facecl one of the wórst ever international depressions, which wrought 

worldwide financia! panics ancl collapscs. How clic! the inslitutional features of the emerging financia! 

markets propngate (or dampen) shocks thnl originated in the real sector economy? 

As we note helow, the theoretical and cmpirical literature on finance and development has 

recently undergone n rapid expansion, with classic theories inserled ancl refined in contemporary growth 

moclcls ancl applied cmpirics. There is now a cleeper understanding of the role of financia! systems in 

economic growlh in allocating resources all(I enhancing investment productivity. Yet few economic 

historians have attempted to systematically research its iníluence on the level of economic growth. Our 

concerns address both long-run and short-run concerns about finance in the interwar period and its place in 

Argentina's history. We want to know what kind of long-run change these developments did, or potentially 

could, produce. For this we employ comparative data at low frequencies. We also want to address issues of 

2 That is, do large scale foreign investments creale the need for political involvement (ali the way to 
gunhoat diplomacy), or is the latter a prelude oran encouragement to the former? lssues such as these are 
hcyond the scope of this paper, hut impinge on the widespread suspicious view taken of foreign capital in 
Latin America overa hundred years or more. lñe political process is much clearer in the case of the formal 
empire: British sovereignty and the military capacity to enforce it were not doubted. But more ambiguity 
surrounded the British informal empire, and, similarly, the United States' relationship to Latin America 
under the Monroe Doctrine. 
1 See Eclelstein ( 1981 ), Da vis and Huttenback ( 1986), or Offer ( 1993) for views on the costs of empire. 
• In particular, hanking intermediaries have an inherent instability under the so-called Diamond-Dyhvig 
( 1983) framework. Since hanks insure the nominal value in deposit contracts and they create high-powered 
deposits they nre subject to runs from investors. In a scenario of generalized runs, the expectation of the 
hankruptcy of an otherwise safe institution is self-fulfilling. 
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slahility and crisis response, and for this we need high-frequency data for the Argentine economy in the 

intcrwar period itself. Jn the presenl papcr we hring newly constructed databases to hear on each oí these 

questions, using new primary and secondary sources. 

Finance and Development in Theory 

The iníluence of the development of financia! ancl capital markets on economic growth and the emergence 

oí market economies has been debated by economists and economic historians since Adam Smith' s ( 1776) 

seminal piece. Theoretical ancl empirical studies have focused on the role of financia! deepening on the 

process of economic growth. As early as 1912, the Austrian Joseph Schumpeter in his Theory o.f Economic 

/Jevelopment argued that finance scarcity was a serious obstacle to development. Economic historians such 

as Davis (1963), Cameron et al. ( 1967), Gerschenkron (1962), and Goldsmith ( 1969) made pioneering 

ernpirical contributions showing that financia! markets were "necessary" institutions in the early stages of 

industrh11ization of today's developecl countries. By following a comparative approach, these studies claim 

lhal a lack of well-funclioning capital markets institutions is central in explaining the relative backwardness 

of some continental European cmmlrics. 

More recently aulhors such as McKinnon (l 973), Shaw ( 1973), and Fry ( 1995) have studied the 

rccent cxperience of a largc smnple of developed ami developing countries. They examine the channels of 

lransmission from financia! intermecliation to growth hy inspecting institutional and economic forces such 

as legal regulalion, ancl the iníluence of intercst rates on savings ancl investments. The literature on 

enclogenous growlh has producecl a renewecl interest in the effect of financia! development on lhe 

allocation of capital expanding ancl fonnali7.ing these ideas even further (see Fry 1995). 

Two seminal contributions which organize an analytical framework for studying the finance-

growth nexus ancl assessing the quantitative importance of the financia! system for economic development 

are the works of Rohert Townsend ( 1983) and Ross Levine (1996). It is staled that in an Arrow-Debreu 

world, with perfect. infonnation and no transaction cosls, there will be basically no need for financia! 

intermediaries. Otherwise, intermediation provides a potentially valuable service. A straightforward 

question about the functional role ancl usefulness of capital markets, and especially banks, was posed by 

Braclford De Long (1991) in his paper "Did J. P. Morgan's Men Add Value? An Economist's Perspective 

on Financia! Capitalism". The same qucstion might be asked of any intermediary, in any country, at any 

time. 

The value-adcled characteristics of íinancial institutions, sorne of which were listed by Levine 

( 1996), are key functions that could increase the prospects for economic development: 

( 1) the deepening in the use of money and near-monies for transaction purposes to move 

beyond the technology of a barter-exchange system (i.e., the development of stable and 

credible monetary ancl financia! institutions); 
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(2) to case Lhe trnding. hedging. ami pooling of risk hy rcducing the uncertainty about thc 

timing ancl settlemcnt of inlcrtcmporal economic trnnsactions (i.e., innovation in the 

crcatinn or liquicl financia! instn1111cnls); 

(3) to case the linkages betwccn savers and invcslors by reducing lhe need for 

infonnation so lhat availablc short run funding from surplus economic units will ílow to 

those short-of-funds investors who can promise a higher expecled rnle of relurn for their 

/nni run projccts (i.c., improvcd cfficiency in allocating resources by transforming the 

maturity of assets);~ following Calorniris ( 1993), if financia! intermedialion did not 

devclop heyond short-term crcdit ami lending prnctices, the allocation of resources and 

thc nature and specd of econornic growlh will he affected hecausc the choice of inputs in 

production will he hiased towards variahle-cost inputs and against investment in fixed 

capital; 

(4) the mohilization of savings which involves the pooling of capital from disparate 

savers for investment to ohtain cfficient scales of operation in firms (i.e., a mobilization 

of savings can produce a fall in the cost of externa! finance for firms and entrepreneurs 

allowing them to choosc their first-hest techniques); 

(5) the fall in the cost of finance and interest rates, and the resiliency of financia! 

institutions to systemic fragility can providc for the tlourishing of new entrepreneurs and 

new firms thal otherwise could not have existed. 

Whcn ali the factors mentionecl ahove are in operation, financia! intermediation will enhance capital 

accumulation and, most importantly, technological adaptation and_ innovation. which will, in turn, translate 

into economic growth. Let us now turn to a first preliminary inspection of the availahle macrodata for 

Argentina to establish sorne links between measures of financia! deepening and economic performance. 

Argentine Financial Development and Economic Growth: A Preliminary Sketch 

In Table I we offer sorne preliminary macroeconomic indicators of financia! developrnent and econornic 

growth frorn 1900 to 1939. Let us examine the hroad developrnent indicators in the upper panel. The 

figures show that the Argentine economy suffered a significan! slowdown in economic growth after World 

War J. From an average per capita real growth rate of ahout 3.5% per year for the first decade of the 

century, Argentina only rcbounded in the twenties to a growth rate of 1.7% per year. The 1915-1919 

Levine ( 1996) notes that "the link between liquidity and economic development arises because sorne 
high-teturn projects require a long-terrn commitment of cápital, but savers do not like lo relinquish control 
or their savings for long periods. Thus, if the financia! system does not augment the liquidity of long-term 
investments, less investment is likely to occur in the high (risk-adjusted) return projects .... " This is a 
crucial function hecause when perfonned in an efficient manner it enables entrepreneurs to overcome the 
prohlem of horrowing or credit rationing. 
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pcriod is characterized hy a clismal pcrfornrnncc of thc real economy, evcn hy international standards, hut 

thc dcpression years 1930--35 show relativcly lillle decline hy the same yardstick (Taylor 1992). 

lnstrnmcntal in both rccessions wcre clramatic declines in investment activity, which never recovered its 

leve! of 1905-1914. Severa! open economy indicators provide evidence of the increased autarky of the 

Argentine economy in this period: a hig rcduclion in capital inílows measured by the ratio of current 

11ccount to GDP, and a dramatic worscning in the terms of trade. Despite a modest terms of frade recovery 

in the micl-1920s, exports as a share of GDP gradually decline after peaking during the later years of World 

War One (more dueto a collapse in the denominator than a rise in export quantum), and fati even further in 

the 1930s. 

We would likc to examine the association, if any, between economic development and severa! 

measures of financia! clevclopment. Thc typical two candidates to be used as proxies for the degree of 

financia! intcrmediation nre: ( 1) monetary aggregates such ns the moncy stock M3 defined as the sum of 

currency in hnnds of the puhlic plus dcmand dcposits and interest hearing dcposits and liahilities of the 

hanks nncl non-hanks intermcdinries (or DRPTH. following King and Levine 1993); and (2) the lcvel of 

crcdit nctivity providccl hy the hanking syslem as a ratio of GDP (or CREDIT following De Gregorio and 

fiuiclotti 1995). We have constructecl, on lhe hasis of n consolidatcd monetary datahase, annual and 

monthly elata for a monetary nggrcgatc that rcscmhles M3. We have nlso coUected monlhly data on the 

loan activitics of thc Argcntine hanking systcm for the second definition, rclying on the pioneering work of 

Bniocco ( 1937). 

Of course thc usnal caveats conccrning the use of M3 as an indicator of financia! and capital 

markcl clepth arisc. Whal ahnul alternalivc asscls that channel savings lo thc economy other than through 

thc financia! systcm or commercial hanks? What ahout clcht and equity inslruments as vehicles to provide 

funding to thc investors of the economy? Any clefinition of monetary aggregales or hanking crcdit might he 

a wcak indicnlor of capital mnrkcls devclopmcnt if it is thc case that a significant perccntage of industrial 

finance occurs outside lhe financia! syslcm . For alternativc domestic channels of investmcnt such as the 

Buenos Aires Stock Exchange Markct we only hnve fragrnenlnry evidence on its quantitative importance, 

which wc will cliscuss shortly." 

Nolwithslancling conccpltml difficulties, the ratio of M3 to GDP is the traditional indicator of 

financia! or monetnry sophisticalion of an economy in most of the rclevant historical studies. In different 

sluclies, it is shown that higher per capita incomes in developing economies are associated with higher 

• Scc the work in progress hy Nakamurn ancl Zarazaga (1996). However, in their paper they attempt to 
construct a prcliminary inclex of the prices of stocks in the Buenos Aires Stock Exchang, which we include 
in the nhove tahle, no! the size of thc markct capilalization. This issue, as to exactly how much finance was 
raised via equity instruments, is a suhjccl for future research. 
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clcgrees of mnnclizalion. In olhcr lerms. lhc secular declines in money velocity which clrnraclerizes 

financia! sophistication are closcly associaled with sustained increases in the per capita real outpul.7 

Perhaps a more accuratc inclicalor to proxy the depth of financia! intermediation is to use the 

amount of credit or risky loans effectivcly intermediated hy privare hanks. In Tahle I we include the ratio 

of total loans of the financia! system to GOP (CREDIT). As hanks develop their capacity to create hanking 

money should increase. Related to this indicator, we want to analyze the credit to the private sector net of 

!he loans of the most importan! official (q11asi-state) hank, the Banco de la Nación Argentina (BNA). We 

then use the ratio of credit net of BNA to ODP as an inclicator. Thus, we ahstract from a hank that was the 

financia! agent of thc governmcnt. ami this indicntor should he effectively related to the leve! and 

efficicncy of privately~(rnanr.ed invcslmenl (NETCREDIT). 

We also include in thc lower pnnel ofTahle I sorne other financia! variahles eovering various 

aspects of hank and non-hnnk finnncinl nctivity. We have a measure of the growth of savings accounts 

relntive to GDP. From the Buenos Aires Bolsa we show an indicator of stock-market turnover volume 

relntive to GDP, an index of hnnks' stock prices (derived from our monthly data set) ami an index of ali 

stock prices (from Nnknmura and Zarazaga 1996). These indices allow us to get a sense of how hanking 

performed relntive to the rest of the equity mnrket in price terms, and how the two finance channels, deht 

nnd equity, performed in terms of aclivity. 

The empirical regularities thal are confirmed in the existing literature are: ( 1) as the level of output 

rises, the ratio of financinl institutions' assets to output tends to grow; (2) periods of rapid per capita 

growth are accompanied by nhove averages rafes of growth of the financia! system's assets; (3) deposit 

hanks tcnd lo grow in the initinl phascs of economic rlevelopment. 
1 

Prom our monetary ancl financia! data we can infer that ali was no! well in the Argentine financia! 

system. The DEPTH mensure is certainly misleading. Wh/'e it is the case that the traditional indicator of 

money cleepening measurecl hy the ratio of M3 to GDP increased in a sustained fashion from 35% at the 

hcginning of the ccntury to reach a high of 50% at the onset of the Great Depression, the oplimistic picture 

changes when we ohserve the behavior of more detailed statistics of banking credit, and even the DEPTH 

measure drops hack to 41 % hy 1935. 

However, when finnncial cleveloprnent is proxied by credit to the economy-and especially hy net 

credit as a proxy of privately created loans for investrilent-the vitality of the emerging financia! system is 

more questionahle. Total credit clicl rise apprecinhly prior to the slump, from a low of 27% in 1905 to a 

high of 43% in 1930. But net credit as a fraction ofGDP fell during the World War I by 25%, recovered a 

little in the middle of the twenties, only to plunge, together with output, during the years of the Great 

Depression. Thus !he widely-used M3/GDP measure depicts a monetizing economy, but one which 

7 For the monetary economic history of U.S.A. and U.K., Friedman and Schwartz (1982); for monetary 
history episodes of different European countries Bordo and Jonung (1987); and for recent experiences Fry 
( 1985) and King and Levine ( 1992). 

9 



nonctheless clid nol dcliver financia( clcvelopmenl in lhe form of a hank credit expansion lo the same 

dcgree. By either measurc, trough-to-peak gains never amounted to more than increases from 27% to 37% 

(DEPTH) and 18% to 24% (NETCREDIT). hui even these modest gains were reversed. 

lt is nol jusi the creclit data that suggest the hanking sector had its prohlems. If banks were the hest 

availahle technology lo channel savings to investments, then their situation as perceived by the market 

participants did not flourish cluring the inlerwar period: from 1913 to 1935, the "value" of the industry 

declined hy more than 50% as shown hy lhe quotalion of an index of hank stock prices. The relative value 

oí hanking as an industry had cleclined dramatically even hy 1930, the first year in which the deflationary 

effccts of the Depression were felt domestically. Relative to other stocks, hank stocks had fallen in price hy 

ahout 60% relative to lheir pre-1914 peak. This decline in market value of hanks calls into question 

whcther hanks were an effective technology to channel savings to investments in interwar Argentine, an 

issue tlrnt will receive further scntliny. 

As for allernative sources of finance, there was little relief from the equity market either, and 

stock market turnover suggesls a stock market of dwindling importance: turnover relative to GDP fell by 

more than half from 1900 to lhe JlH0s. Turnover is nol the same as new capilalization, hut even so, lhe 

data is suggeslive of a wcak stock nrnrket unahle to deliver a dynamic and growing source of industrial and 

commercial finance when such funding was exactly the type needed by the Argentine interwar economy. 

Furlhcr research is surely warrantccl on the evolution of the Bolsa to uncover its workings in this period 

(see Nakamura and Zarazaga 1996). 

However. to he fair, nol ali signs were disappoinling, and certainly the expansion of savings 

accounts, in particular, from 5% to 21 % in 1905-1930, has attracted attention. lt was hased on this trend, 

and the increase in monetization (DEPTH), lecl Díaz Alejandro ( 1970) to see an "expancling capital 

market." Bul more concrete measures of financia! development results (in terms of credit delivered and the 

health of bank stocks) do nol seem lo justify lhis rosy view. And most tellingly of ali, more savings 

accounts ancl more moncti1.ation, at lhe encl of the clay, could not by themselves deliver large and sustained 

increases in loan activity, and thus deliver an impact on the prívate finance of investment via the credit 

channel, the ultimate benchmark for financia( development. 

Thus, it is thus not surprising lhat the figures of the upper panel of Table I on saving and 

investment show such a disappoinling holtom line. In the absence of foreign savings during the interwar 

years, the dwindling curren! account cleficils meant that Argentine had to finance mosl of domestic 

investment out of domestic saving. Yet lhe home financia! system could not respond lo the challenge. The 

financia! system failed in its two core micro~conomic tasks: it could neither successfully mobilize more 

capital (quantities did no! increase appreciahly); nor did the allocation of capital improve in efficiency 

(indeed bank stock price declines suggest a shift to poorer quality assets over time). The macroeconomic 

results were predictable. After 1914 savings rates climbed only modestly, averagingjust 8% ofGDP; 

investment rates declined to average ahout · I 0% of GDP, much less than the investment rates of 15%-16% 
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seen in 1905-1914 and so heavily financed hy fnreign capital inílows. After 1914 foreign capital only 

contrilmted an inílow of ahout 2% of nor on average. Economic retardation was the result of this new 

capital constraint (Taylor 1992). 

Hence, the standard measures of "financia! development"-DEPTH and CREDIT-need to he 

always interpreted with caution in this ami other historical contexts. On lhe face of it increases in DEPTH 

or CREDIT of ahout 15 percentage points (as seen in interwar Argentina) would deliver impressive gains 

in growth performance. According to King and Levine ( 1993) or De Gregario and Guidolli (1995), these 

changes woulcl he worth ahout 0.5% pcr annum in growth performance, via improved mohilization and 

allocation of capital. Such results failed to materialize in Argentina for two key reasons: first, the 

undcrlying microeconomics of hank finance fell inlo worse shape over time, and, second, the 

macroeconomics of capital accumulation were so adversely affecled hy the retreat of foreign capital, that 

this struggling clomestic system conld not aclequatcly suhstitute for exlernal sources of finance. To 

understand why the domestic system foiled wc need to unclerstand its own institulional shortcomings, and 

so why it facecl a much harder task than the foreign financia! intermediaries it was seeking to replace. 

Argentine Fimmcial Development: An Jnternational Perspective 

To recall sorne of the kcy rnotivating questions for this study: we ask again how rernarkahle was interwar 

financia! development in Argentina? What wcre the magnitudes in volved? Ami what can we infer ahout the 

capacity of financia! clevelopment to significantly improve Argentina's prospects for long-run economic 

devclopment? These questions are. at leas! in par!, comparative queslions: if we assess Argentine growth 

relative lo lhat of othcr countries, so wc must also seek international henchmarks for financia! 

development. This is very much the spirit of the studies hy King and Levine ( 1993) and De Gregorio and 

Guiclolti ( 1995), who use large cross-sectional clatahases covering seores of countries. We cannol hope lo 

match this sample size given the availahility of historical elata before 1945, hui we can compare Argentine 

experience to a smnple of a few well-choscn developecl and developing countries in Figure 1. 

The figure shows two mensures of financia! development, both using M3, the only monetary 

aggregate availahle for this purpose (we were unahle to ohtain currency in the hancls of the puhlic for such 

a hroad sample ). The first measure is the DEPTH measure, the ratio of M3 lo GDP for se ven countries 

from 1913 to 1939. Thc second me asure is renl M1 perca pita, measured in 1928 prices, and con verted lo 

U.S. dollars al 1928 parities. The sample includes Argentina, plus three henchmark rich "core" countries 

(Britain, the Unitecl Stales, and Germany) and three cleveloping "periphery" countries (ltaly, Portugal, ancl 

Spain). In 1913, Argentina was one of the five or so richest countries in the world, and would have been 

considered a good candidatc for comparison with the first reference group. But in lhe postwar decades 

Argentina's position has certáinly lapsecl into the developing country sample, and felÍ hehincl lhe three 
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Europcan pcriphery countrics includcd in lhe second reference group. Can we find evidence of such a 

reversa! of fortunes in this financia! data? 

We can indeed. The first chart shows that in 1913, Argentina's DEPTH mensure was only just 

hchind tlrnl of the three core countrics, and afler the shocks associated with World War One, Argentina 

hrielly surpasses ali countries in the sarnple on this mensures of financia! deepening. This success proves 

short lived. A hrief financia! crisis in Argentina in the mid-1920s hrings the DEPTH measure down to its 

initial level. The only core country helow Argentina now is Germany, whose own financia! system had 

heen wrecked hy the chaos nf financia! rcpression during the hyperinflation. There was then some stability 

up to 1929, hut other periphery countries enjoy very rapid increases in DEPTH over the same years, which 

Argentina could nol match. In thc 1930s, Argentina faces further financia! crises and these deliver a terrible 

hlow, reducing the DEPTH mcasurc helow that of ali other countries in the sample by the late 1930s, 

excepting Germany, an economy with serious problems financia! and otherwise (heavily controlled 

currencies, an increasingly comrnand-type of economy, and crowding-out via militarization ali serving to 

strain the prívate financia! system). 

A similar story is told hy thc evolution of real M3 per capita in the second chart. Again, Argentine 

starts near the top of the financia! league table in 1913, and her relative position improves a little by the 

early 1920s. But after 1920 almos! nnthing happens to change the Argentine level of real M3, whereas in 

n/1 other countries, this measure of real financia! activity per person is continually increasing. Toe core 

countries ali surpassed Argentina in the leve! of this variable by the 1930s, and only Portugal and Italy 

(harely) have a lower level, though thcy were converging rapidly. 

Both of these measure inclicate that in terms of financia! development Argentina began in 1913 in 

a very strong position, compnrahle to ils clnirn to be one of the richest economies in the world. However, 

lhis position W8S continuously eroded in relative terms in the interwar period, such that by the late 1930s, 

Argentin8 had experienced virtually no nel increase in terms of financia! depth or real M3 per capita. 

Despite wars and the Great Depression, most ofher countries posted gains in the same period. It is very 

telling that Argentine financia! dcvelopment looks good only in comparison with a financial disaster case 

like Germany. 

This scquence of events suggcsts tlrnt we examine the Argentine interwar finílncial system and 

cconomic growth in more detail. Figure 2(8) provides a starting point. and the first figures depict time 

series of output per capila (PBJR/N), and two me8sures of financia! development: currency in the hands of 

thc puhlic as 8 share of GDP (CRL/PBI) and h8nking money (M3-M0) as a share of GDP (M3M0/PBT). 

According to the estahlished theories of finance and development, the level of CRUPBI should remain 

constant or evcn fall, and the levcl of M3M0/PBI should rise as development proceeds, reflecting an 

increase in sophistiC8tion with the puhlic's substitution of assets in the financia! system (banking money) 

for simple cash in hand (Townsend 1983). 
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Thc lime palh of nulput pcr {'apita shows lhe lwo major crises: World War One and the Great 

Dcprcssion, wilh lhc !alter lcss severc thcn thc fr1r111er. There are also minor recessions in 1906-07 (as in 

lhc Uniíecl Stales) and in 1924-25. Thcse cyclical events, hoth hig and small, can he seen lo have rarallels 

in financia( activily in lhc second and third figures. CRL/PBI is seen to he declining dramatically from a 

high of 15% to about 6% in 1920, albeit with sorne reversa( at the beginning in the 1914 crisis. But 

lhcreafter CRL/PBI holds steady ami even increases slightly, reaching a leve( of 9%-IO% in the 1930s. 

Thus, lhe subslitution of banking system assels for cash seems to grind to a hall in Argentina soon after 

World War Onc. This Irene! hreak is also evident in the palh of M3M0/PBI. which shows volatility around 

an upward lrend hefore 1920 (almos! douhling from 15% to 30%), no lrend al ali from 1920 to 1929 (with 

a rnini-collapse in the mid-1920s), anda marked decline in the 1930s (almost falling hack to 20%, 

comparable to rre-1914 levels). 

Expanding on these trends to show the correlation of growth and financia! development, Figure 

2(b) shows the crude correlations of real outpul per person and the two financia! variables-first for the 

entire period 1900--1935, then for the lwo suhperiods hefore and after 1920. Toe correlations are striking: 

hcfore 1920, the economy appears to he developing as per the standard economic model: real economic 

growth moves in parallel with the relative expansion of the financia! system, ancl the suhstitution away 

from cash. Afler 1920, lhese correlations hreak down. Economic growth still proceeds, albeit slowly. And 

this slow growth takes place with a lack of financia! deepening. In fact, one can argue that there is even 

cvidence of financia! retarclation or involution after 1920, as the puhlic suhstitutes back toward currency, 

ami away from financia! assets in thc hanking system. 

The interwar trends are certainly disturbing, and they may shed more light on the heginnings of 

t\rgcntina's long-nm retardation. However, the macroeconomic data gathered so far can only provide weak 

cvidence of lhe failure of the Argentine financia! system between the wars. The evidence is certainly 

poorly equipped to trace lhe causal rclationship between, on the one hand, !he institutional structure of the 

Argentine economy and its position in a changing international economy, and, on the other hand, interna! 

dcvelopmenls in the financia! system and lheir relationship to economic clevelopmenl. To understand these 

linkages belter we now aim to prnvide an integrated view of the macroeconomic and microeconomic 

workings of the interwar Argentine financia! system. 

Financial Markets in the Interwar Period: A Closer Look 

Anatomy of the Arge11tine Financia[ System 

Prior to World War I, Argentina took advantage of the abundance of financia! and monetary liquidity in 

inlernalional markels. Undcr a gold-exclrnnge slanclarcl regime adopted in 1899 (which fixed the nominal 

val ne of lhe paper peso in lenns of the key inlernational currencies) hanking money, M3-M0, expanclecl al 
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an m11nml rnlc of 12.2'fn, almos! douhling lhc ralc of growlh of lhc monelary hase, MO (della Paolera et al. 

1996). Dcspile an acccnluated fall in lhc post-Baring crisis pcriod, lhc ratio of insidc moncy to monetary 

hase, the money multiplier, rose from an all time low of 1 .2 in 1893 to a maximum value of 2.:1 in 1912. 

This trend does not fully show thc sustained process of financia! decpening and improvement in the 

financia! structure of the economy. During the gold standard years, the development of financia! 

intermediation was more germine lhan similar changcs witnessed during the Baring boom years hecause 

economic agents made real use of deposits as an alternative monetary assel. This indicator of financia! 

development shows that in 1889, one year hefore the devastating Baring crash. for each paper peso in 

circulation a little more tlmn two pesos of commercial deposits existed. By 1912, for each peso in the hands 

of the public. there were more than three pesos in private commercial deposits. 

1l1e process of deepcning in hank money continued until the late twenties, and hy 1925 

commercial deposits were equivalen! to five times the amount of fiduciary currency in hands of the public. 

This process was sustained by a development of an extensive and diversified n~twork of commercial bank 

hranches as shown in Table 2. From 1894 lo 1913, the network ofbranches increased fourfold in the 

country as a whole, and by a factor of six in the Province of Buenos Aires. In the 1920s the network 

continued to expand and hy then ofher regions, such as Santa Fé, Entre Ríos, and Córdoba, were lhe leaders 

in the growth of interprovincial hranching. As will become evident further helow, lhe technology of 

improving !he network of branches was the hest vehicle to attract deposits from regional investors. A rough 

measure of progress, defined as the pcr branch real quantity of deposits, show a sustained increase in 

"productivity": in 1894 the financia! system had just 0.85 million pesos pcr hranch, hut rising to 1.47 

mi Ilion in 1913 and 2.71 in 1925. The spread of hanking in the most importan! cities of Argentina 

paralleled the trend in urhanization of the general population. As an economy moves from spatial 

separation to spatial integration, trade exchanges should overcome barter and even cash transactions, and 

we would expect to see an incrcasc in tradc credit activity. This trend is clear-cut from rows D and E of 

Table 2. From 1894 to 1925, econornic agents "economized" their holdings of cash balances in terms of 

GDP while the ratio of hanking money (as a proxy for trade credit) to GDP moved definitely in a pro-

cyclical fashion with GDP per capila. These co-movements were unambiguous until 1925 hut aíter then, 

cconomic agents seem to have relicd again more on the most liquid asset: currency at hand. 

A crucial financia! innovation for the spread of hanking and the enhancement of the payments 

system throughout Argentina was the establishment in 1913 of official clearing houses in the most 

importan! provincial cities of Argentina. The Argentine retail payments system appears to have improved 

thereafter until the onset of the Orea! Depression. In Figure 3 we see that regional markets adapted the 

financia! innovation of check clearing al a fast speed relative to the financia! hub of Buenos Aires, which 

traditionally had been the banking ccnter of Argentina. This clearly had the effcct of enhancing the credil 

system hccause banks startcd to make the trade-credit (check) payments systcm work al a lower cost. If one 

:mmmes that the respective regional demands for quasi-money instruments such as chccks or overdrafls are 
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positivcly rclntccl to the ecnnomic lr:111sactions nf that region, ancl inversely relatecl to lhe risk associated 

with thc sol vcncy of thc chccks. wc can rcad lhc evolution of clearing ha lances as an indirect proxy for the 

demand (or supply) of ercclit in the rcgions. This is valuahle information. sincc we do not have data for 

regional intercst rates or mies c,f cliscounts for commercial documents. Bul it seems that the regions were 
f 

clecpening their financia! systcms lhrough the adoption of thc clearing technology lo make the settlement oí 

paymenls more efficient. 

Thc positive trend in financia! dcvelopment for !he regional economies was ahruptly tnmcated in 

1929. It is remarkahle to sce that. wilh the exception of Mendoza, the remaining cities could not continue 

to gain grmmcl on Buenos Aires in thc 19:10s. A queslion that remain to he answered is: what is behind this 

apparcnt structural shifl from "dccpcning" to stagnation? One possihle explanation is that. the financia! 

crises that startecl with the ahanclon111enl of thc Gold Stnndard in 1929 produced a suhstantial increase in 

the idiosyncrntic or provincial risk which dramatically raised lhe regional real interest rates ahove the 

national level: in other words. thc pnwinces might have started a process of credit rationing. 

Tlrns, juclging hy lhe performance óf two preliminary indicators-hank branching and the 

acloption of new financia! technolo¡!ics--one might be lempted lo leap lo lhe conclusion that financia! 

cleepening was an unamhiguous succcss in "inlerwnr'' Argentina. But we should he cautious here, for 

severa! reasons. Firsl, recall lhnt lhc expnnsion of hranching parallels, pnradoxically (or not), the relative 

'decline in the "price" of hanking (i.e., thc falling perceivecl net worth of hnnks revealecl in the trend of 

hank stock prices). Second. in spite of the diversification proviclecl hy hranching which could reduce the 

risk in the inlermediation of funds. a snrnll. open economy like Argentina wns extremely vulnerable to 

recurren! financia( panics nnd criscs. Thircl. perhaps hecause of a suh-optimal institutional regime, of which 

more laler, the "output" of the prívate hanking industry-that is, the choice of the leverage defined as the 

ratio of loans to capital-was constrainecl in Argentina hy comparison to other emerging economies. 

We could go fmther, asking if even prewar Argentina hadan aclequate supply of finance. In the 

cclehratcd Befle Épnque period of 1900---1914, though macrovariahles would havc indicaled a swift process 

of financia! deepening (e.g., M3/GOP riscs from (U0 in 1900 to O.SO in 1920) scholars still debate the 

extent and impact of financia! development. For example, Jeremy Adelman ( 1994, 200, 204) in a 

comparative work on the economic development of Argentina and Canada affirms (alheit without detailed 

elata) thal for the years 1895-1914: "Finance. like lahour, was notoriously scarce on the frontier, a binding 

conslraint on development ... if short-term lending was scarce and costly, longer term loans geared to 

helping farmers huy agricultura! machinery, goocl seed or livestock were almos! non-existent .... hank 

lending wilhin lhe Republic conlinued lo favour commerce and large landowners, and in so doing raised 

lhe relative cost of machinery ami capital investments for modest producers." In another study of the 

hehavior and development of private banking during the same period, Andres Regalsky ( 1994, 58-59) has 

a somewhat different view f our translation J: "The splendid growth of the hanking system was interrupted 

in 1914 by asevere crisis, lhe mosl importnnt since 1890 ... .In 1914 ends a long period of growth on the 
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pml of domcslic priv;llc hanks which hnd ot-c11picd !he open space provicled hy lhc official hanks .... Paul 

Sowcine in 1927, rcmarkcd lhc ahscnce of a scclor of invcstmcnt hanking in Argentina and thc notorious 

clisintcrestcdness of private ha11ks In dcvelop a pnlicy of incluslrial crcdit or promotion." These views are 

not necessarily incompatible. The Argcnline financia! system of 1914 could look hack on a rapid phase of 

growth, hut it was still a relatively immatmc and limitcd system hy inlernational slandards. The subsequenl 

experience of the interwar years was to expose its fragile foundations. 

lnstitutfrmal and Economic Frag;/ities 

Marroeconomic Twin-Risk: Exrhrmge-Rate Regime and Financia! Stmcture 

We must lherefore ask what were the institulional imd economic impedimenls to estahlish a fully-fledged 

:mcl rcsilient financia! system cluring lhc intcrwar period? We have jusi descrihcd the importan! process of 

hank hrnnching and regional signs of monctary integration. It is interesting lo note that in spite of a very 

lihcral hanking law lhal allowed hranch hanking wilh ils advanlages of asset diversification , the counlry 

s111Tcrcd from hanking instahilily and recurren! financia! crises. In well-documented studies, Calomiris 

( 1991) and Bordo ( 1985), argued lhat lhe "induslrial organization of hanking affected lhe propensities for 

panics ami for nonpanic waves of hank failures" and they put special emphasis on the advantages of a 

hranch hanking syslem as a mcchanism lhal could systematically avert financia! panics ancl crises. K Yet a 

cnuntry nol includcd thcir sluclics. Argentina, which had extcnsive hank hranching, did not avoid such 

panics. 

To unclcrstancl why Argentina suffcrcd recurren! financia! distress it is importan! to introduce herc 

!he concepl of intertwined macrocconomic monetary and financia! risk for a small, open economy under, 

mostly. a fixcd exclrnnge-rale monclary standard (i.c., lhc gold or gold-exchange standard). Crucial here is 

thc facl lhat until 1915 lhe Argcntine monctary and financia! regime opernted without a central hank. Until 

lhat time, a nrnjor cause of a suh-optimal financia! slructure carne frorn the existence of a different kind of 

mnnetary authority, the Ct(in dl' Cnm•rrsirí11, which had the exclusive macroeconornic responsihility of 

guaranteeing lhe externa! value of lhc dornestic currency. However, it could not, at the same time, for ali 

possihlc macroshocks. guarnntcc thc interna! convertihility of hanking deposits (a multiple of the currency 

issuc) into cash in the evenl of general hank runs. That is, lhe Cnja de Conversión could not actas a tender 

of lasl re.sor! of thc financia! syslcm without lhreatcning its rnacroeconornic responsihility of defending the 

cxtcrnal value of the domestic currcncy. 

• Thc quole is from ( 1991, 25). Calomiris and Bordo discuss U.S. hanking structure with an international 
perspcclive which includes the causes of panics and crises. 
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The almos! simultancous prohlcms of exchange-rate criscs and financia! crises were a recurren! 

prohlem for Argentina. and this type nf ecnnomic phenomenon is now hetter understood (Kaminsky and 

Reinhart 1996). The complicated dynamics of a regime that combined a high ratio of ihside to outside 

money (i.e., a fractional reserve financia! system) anda fixed exchange-rate regime (e.g., the Gold 

Standard) hecome apparent hy the cnd of 1913. The "world Central Banker," the Bank of England, decided 

on successive and dramatic increascs in its discount rate. The outhreak of the Firsl World War was a 

dcvastating foreign shock for the Argentine economy and for the monetary and financia! regime in 

particular. Jn Tahlc 3 wc show the anatomy of severa! financia! crises to highlight the main channels of 

transmission to the real econorny. We inelude thrce importan! financia! crises: ( 1) thc Baring crash (as a 

reference point); (2) thc financia! crnsh of 1913-1914; and (3) the 1930-1931 financia! distress. 

A common characteristic of real financia! crises is that the fall in hank money or in the ratio of 

inside to outside money (dueto a persistent run on hank deposits) is translated into a scvere loss in output. 

By focusing on the 1913-1914 crisis wc can see that, although a major devaluation of the currency was 

avoided (a major cost during thc Baring crash), the banking industry was devaslated. Bank stock prices fell 

hy 38% in one year. There was an intense proccss of "capital crunch" (the use of capital to pay out 

clepositors whcn asscts foil). Paid-in capital falling hy more than onc tenth in less than twelve months. 

ll is important to notice that the destruction in the banking industry, measured by the price of hank 

stocks, was far worsc than thc (expected) hchavior of overall stocks which declined by a "mere" 6%. 

Suppose that the quolation of hank stocks reflected the expected net present value of the future stream of 

income of the industry. Then, judging hy what happened ex-post.facto in the suhsequent years to 1930--

1931, one is temptcd to say that investors ancl economic agents hada very accurate perception that World 

War One had had a devastating effect on the heallh of financia} and capital markets institutions. By 1930-

31, prices of hank stocks are at lhe samc leve! as 1914, general stocks are up by 47%, while nominal paid-

in-capital is helow the 1913 level ! In othcr words, it seems that financia! markets were losing strength at 

each successive stage of financia! distress. Even when a recovery was in place after a shock hit the system, 

the investment in the industry ncver recoverecl its previous leve!. 

To show the links hetwcen the expected solvency of the banks as determined, simultaneously, by 

monetary and real factors. we have regrcssed the logarithm of bank stock prices on (a) the logarithm of 

hankruptcies that is uscd as a proxy for lhe distress of horrowers or the slate of affairs in the real sector; 

and (h) on the logarithm of curren! and lagged values of the gold stock, variahles used as a control for the 

clomestic money market situation and possihly to be interpreted as a proxy for country macro-risk . The 

rcsults are reported in Tahle 4 and !he principal inferences lo be drawn are: 

( 1) an increase in hankruptcies lowcrs the market value of hanks: the long-run elasticity is -0.2, so 

an incrcasc of 10% in hankruptcies lowers thc price of hank stocks by 2% in the long run; 
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(2) a gold inflow (an improvcmcnt in lhe halance of payments) eases the monetary liquidity of the 

economy ami has a positivc impnct on the financia! intcrmediation industry: a rise of 10% in the 

stock oí gold increases the monlhly price of bank stocks by 3.6% in the long-run. 

In the equation presented in Tahle 4, il is shown that the solvency of banks is crucially linked to a principal 

macroeconomic variahle: the level of gold stock, mostly international reserves at the Caja de Conversión. 

Frnm the point of view of individual hankers and investors, who set the "price" of banks, this variable, like 

the hnnkruptcy level, would be secn as exogenous-hence our choice of speciíication. The gold stock, in 

turn, is rclated lo the choice ami stahility or lhe leve! of the exchange rate. 

Thc nbove lrnnsmission mechnnism distinctly parallels lhe seminal ideas of Bernanke ( 1983), who 

arguccl lhat lhc financia! syslem constilutcd an additional channel through which monetary crises could 

cause havoc in thc real economy. Thc ahove model is fairly simple, and describes the first-order effect hy 

which the terms of Argentina's dcviation from gold standard rules can have a definite impact on the 

"pricing" of hanks hy cxaccrhating gold oulflows. Ar,. it stands, we can trace out importan! independent 

effecls of the real and monctary seclors 011 the perceived solvency of hanks. Such effects are also apparent 

in Figure 4. A second- order effect (of expected depreciation of the currency) vía the behavior of 

deposilors (invcslors) in a fractionnl reserve hanking syslem also deserves comment here. But our data still 

preclucle a cletai led cconometric analysis of this effect, usually referred to as twin exchange-rate and 

financia! crises. This phenomenon hlocked, in sorne sense, the process of "smooth" financia! deepening 

ami encouraged "stop and go" cycles in lending. 

The story for 1913-1914 is compclling. Let us suppose that like in 1914, a foreign shock hits the 

cconomy ancl starts a financia! crisis when economic agents begin to panic and try to convert ali their 

deposils into currency. lf the monetnry authority, the Ca_ia de Conversión, acls as a lender of last resort to 

rinance thc drain oí deposits, the moncy markct could al first absorb the fall in the nominal quanlity of 

money. However, if lhe intervention is of a magnitude such that the relationship between the monetary 

hase and inlernational reserves incrcases significantly, this would exacerbate the expectation of an eventual 

cfevaluation of the currency. This, in turn, would feed a new run on hank deposits, hut this time to convert 

peso cleposits into specie (della Paolcra et al. 1996, 28). 

Thus, one mighl now ask what was the "effect.ive" cost, in terms of lending, of having a fragile-

prone financia! regime su~ject to this twin macro-shocks? This is a difficult question to tackle without 

examining the microeconomic behavior of hanks. 

Micmeconomics o.f Banking 

Thanks to lhe construction ora new data set hased cm the monumental work done by Baiocco ( 1937), we 

can assess the microeconomic hehavior of hankers and banks (by origin of capital) and see how such 

hchavior affected the availahility of credit in the economy. In Figure 5 we display the share in the financia! 
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syslem of the Banco de la Nación (RNA. the mosl important official hank). domcstic hanks (founded 

dornestically hy "coalitions" of migrnnts: Banco Frances del Rio de la Plata. Nuevo Banco Italiano, Banco 

Español. etc.). ami forcign hanks (intcrnational h,mks). One striking aspect is that from 1910 until 1930, 

domestic hanks' share in lota! loans dcclined from almos! 50% to less than 35%, foreign hanks could 

hardly maintain a share of 20%, ami thc Banco de la Nación jumped from 28% to 45%. In short, it 

appeared that the prívate seclor was losin¡! grnund in the capital market. 

In Figure 5. the evolution of paicl-in-cnpital of hanks is reported. It is interesting to note the 

clrnmatic "capital crunches" su ffcred hy domes! ic hanks during financia! crises or dislress. In the 1914 

crisis. the domestic hanks losf nlmost half their capital; again in lhe shorl-lived drain of 1922-23 they lost 

25%; and in 1934, as we said previously. their nominal raid-in-capital was almost lhe same as in 1913. In a 

vil"lually unregulated hanking envirnnment, the bankers could oplimize their asset holdings ancl portfolios, 

ancl we could think of the level of lending in terms of its assets or capital as being the most importan! 

choice variable in the industry. 

In Figure 7, we observe thal. excluding the Banco de la Nación, domestic -owned banks hada 

leverage ratio of risky loans to paid-in-capital much lower than the leverage of foreign-owned banks. 

Differences in capital constraints and in altitudes towards the tolerated riskiness of assets might explain the 

micro differences in lending. We speculatc that foreign-owned hanks, which afler the Baring crash 

accounted for more than half of lending activities despite losing relative importance, could choose a higher 

loan-lo-capital ratio hecause: ( 1) lhcy coulcl rely more cm their international headquarters to avert and 

overcome financia! crises (rememhcr therc was no such a thing as a lender of last rcsort in Argentina until 

1935): and (2) they were lending to "safcr" assets, giving them a mix of risk and returns that allowed them 

to carry a higher leverage (they specinlized in trade financing where exchange-rate risk, self-liquidating 

characleristics, and collateral risk are all well hedged). 

Our interpretation oí the differences in ohserved leverages across hanks of different type follows 

that of the Censo Bancario de la Rep,íMica ArRenfina 1925 (Repuhlica Argentina 1926). In the census the 

disparity hetween the loan-capital ratios is not attrihuted to systematic clifferences in fractional banking 

reserves. For example, in Decemher 1925. foreign hanks maintained a loan-capital ratio of 7.3 while 

having a reserve-deposit ratio of 29%; domestic banks had a loan-capital ratio of 5.3 and a reserve-deposit 

ratio of 21 %. Following Calomiris's ( 1993) moclel, one can infer that this is fully consistent with domestic 

hanks having greater portfolio risk than foreign banks. That is, domestic banks had to hold more "capital" 

hecause they were "longer" in riskicr and more illiquid assets; foreign banks hacl high liquidity but more 

lending interrnediation too. How this can be reconciled? First, not surprisingly a large share of funding 

comes through cleposils, ancl deposit-capital ratios, as a first approxirnation, explain the ohserved 

clifferences in loan-capital ratios. However, on top of this, domestic banks relied exclusively on capital, 

reserves and cleposits to effect lending. Meanwhile foreign banks could rely on profits generated 
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inlernalionally and, especially, 1111 casy acccss lo open letters of credit from international correspondent 

hanks. Jn olhcr worcls, fnrcign hanks could "levcrage" more casily by using internalional credit. 

The cvidencc suggesls lhal only foreign-hanks could have a net-indehtedness position vis-a-vis 

correspondents in the rest of rhe wmld. That is they could channel resources from ahroad hut only for 

invesling in very safe and short-lenn assets. For exarnple, long-lerm loans and rnortgage loans represented 

16% of assets in domestic hanks, hut only 4% in foreign hanks. Conversely, short-term loans accounted for 

22% in domcstic banks versus 45% in foreign banks (Republica Argentina 1926, 39). • 

The second important hehavioral consideration is that changes in leverage are more importan! as a 

response to changing business cycle conditions in !he case of foreign banks. This is apparent from the data 

presenled in Figure 7. By combining Figures 6 and 7 we can see that when financia! crises or exchange rate 

crises arise, severe capital crunches occur in domeslic banks hut no severe curtailment of paid-in capital 

occurs in the orher hanks. Thereforc, ir was principally the domestic banks, who were more prone to long-

tenn lending, that were exposed lo capital crunches. We argue that this was hecause they could not rely cm 

international diversificalion to smoolh 0111 financia! runs or crises. Under stressful conditions, domestic 

hanks might have been forced lo call hack loans. hui a total transformation of assets to pay hack short-term 

deht was, in general, neither sufficicnl nor fcasible: therefore, capital was squeezed out. On the other hand, 

foreign hanks could immediarely call 11p loans, ancf they could decide not to open up new letters of credit. 

In !he former case , idiosyncratic risks ccmld no! he hy-passed hy domestic hanks and the adjustment 

mechanism during a downl11rn in 1hr husincss cycle was a capital crunch. Jn the latter case, lending was 

irnrnediately curlailed to effect adjustrnenl in the case of foreign banks. 

To reinforce the argurnenl, in Table 5 we use an econometric analysis to illustrate the differences 

in lending behavior as a funclion of: { 1) golcl ílows, to show how inílows and oulílows of capital are 

channeled to lending hy hank typc; anti (2) bank stock prices, to assess the performance of the industry and 

how hankers react to the "pricing" of hanks by the rnarket. The signs are consisten! with theory: in a 

monelary, small, open economy, golcl inílows and increases in !he expectecl net present value of the 

banking industry should be conducive toan increase in the amount of lending. Note also the long-run 

elasticities of lending hy type of hank lo the level of gold stock of the economy: if the economy 

expericnces an increasc of 10% in !he gold stock, foreign hanks increase lending by 12.2 %, but domestic 

banks by only 7 %. It is importan! lo notice how elastic is !he reaction of foreign hanks to liquidity 

considerations and to lhe situation of the halance or payments of Argentina. (There are no significan! 

'' Jn lhe census it is shown that foreign-ownecl hanks lypically had a ne! debtor position, that is they were 
recipicnts of financia! capital from correspondent hanks ahroad which was applied to lrade lines. Domestic 
banks ancl lhe Banco de la Nación lmd a nel credilor position vis-a-vis such corresponsales en el exterior. 
ror 1925, rhe nct dehror posirion for foreign banks was equivalen! to 60% of total paid-in-capital of those 
hanks (Repuhlica Argentina 1926, 26-27, 44). 
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differcnces in relation to the clasticity nf lonns to changes in the hnnk stock prices hui it is worth noting 

that the elnsticity is again very high.) 

To display these effects more clcnrly, Figure 8 displays impulse-response functions for the two 

types of hanks hased on the dynamic equations estimated in Tahle 5. It is apparent that full adjustment hy 

the hanks takes a number of years. E ven afler 36 months, a 10% decline in gold stocks translates into only 

a 5.4% (8.2%) fall in lo::ms for clomestic (respectively, foreign) banks, whcreas the long-run adjustment 

woulcl he 10% (12.2%). Eviclently, hanks could not adjust their loan portfolios overnight, so externa! 

shncks had long-lasting effecls, ns hanks continued to adjust their lending activity over severa! years. 

The finding of structural clifferenccs in lending hehavior as a response to macroeconomic and 

microeconomic events from differcnt type of hanks, domestic and foreign, is an extremely importan! result, 

one that has not been identifiecl in prcvious studies of hanking in emerging markets in a historical 

perspective, nor in contemporary studies. 

Finance and Development in Ar~entina: Success or Failure? 

A review of the existing literature on /\rgentine financia! developrnent suggests a much more optimistic 

view of the interwar period than thc one we have just presented. Marshaling new evidence hoth for 

Argentina in time series, ancl relative to other countries in cross-section, we have shown the weakness of 

the financia! system between the wars. According to this new view, we have reason to suspect the financia! 

system as one cause of Argentina's relative retardation after 1914. 

Our study highlights two importan! institutional features of the interwar financia! system as they 

interacted with the hehavior of two types of interrnediaries: domestic and foreign hanks. First, we 

highlighted the rnacroeconomic "twin risk": under a quasi-fixed exchange-rate regirne, with a currency 

hoard, hui without a tender of 111st resort, the fractional-reserve financia! system was prone to systemic risks 

triggered by externa! shocks via gold ílows. Second, we exarnined the micro hehavior of banks under such 

monetary and financial institutions, and we found significan! differences between domestic and foreign 

banks. Adverse external shocks damaged the value of ali hanks, hui elicited a larger and swifter adjustment 

of lending by foreign banks. However. in terms of capital adjustment, it was only the domestic banks that 

suffered "capital crunches." 

The two types of hanks differed in asset risks, type of lending, and they served different niches 

after 1914. Foreign hanks narrowed their lending activities to specialize in liquid short-term commercial 

loans, leaving domestic hanks to supply longer-term loans up in firms and real estate. They also crucially 

differed in terms of exposure to risk. Ceteris paribus, a foreign bank was less likely to fail. First, it could 

pool risk via international diversification (in a time of crisis foreign banks could call on overseas partners 

for liquidity; for example, a hank's London headquarters). Second, it could avoid systemic risk by itc; link 

to a monetary authority that acted as a lender of last resorl (if the crisis was very severe then central banks 
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would inlcrvcnc: for cxnmplc. lhe l ,Pndon hcmlquartcrs of thc hnnk would enlist the support of the Bank of 

England). 

r.ivcn thcsc considernlions. domestic hanks were forced to choose a lower leverage: they had to 

nrninlnin a highcr capital cushion. Thcrcfnrc. domestic hanks could not fill the void left hy the retreat of 

foreign capital aftcr 1914: the lowcr lcvcragc meant that they could not mohilize finance to the same extent 

ancl thus could not focilitale so casily lhe accmnulation and allocation of capital in this emerging economy. 
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Tahh• 1 
Finance ami T>evelopment 1900-19J9 

1900 1905 1910 1915 1920 1925 1930 1935 
/1mnd n,,,,rfo¡m,,,111 !ndicmo,.s - 1904 - 1909 - 1914 - 1919 - 1924 - 1929 - 1934 - 1939 

¡\ Per capita GDP ( 1913= 100) 76 93 98 83 98 109 99 106 

B Saving/GDP (%) 7 10 4 10 4 11 6 11 

e lnvcstment/GDP (%) 9 16 15 7 10 13 9 11 '· 

D Current Account/GDP (%) -1 -6 -11 3 -6 -2 -3 o 

E Terms ofTrnde (19l 3ccl00) 88 un 104 88 64 83 73 95 

p Exports/GDP (%) 27 27 24 30 24 24 16 17 

1900 1905 1910 1915 1920 1925 1930 1935 
Fi11a11cial /)r1•rlo¡m1c11f lndiratol's -1904 -1909 -1914 -1919 -1924 -1929 -1934 -1939 

(, DEPTH = M3/GDP (%) 35 38 40 43 49 47 50 41 

11 CREDIT = Loans /GDP (%) 27 34 29 37 36 43 29 

NETCREDIT = Non-RNA Loans /GDP (%) 19 24 18 22 21 23 16 

.1 Savings Accounts/GDP (%) 5 7 10 15 18 21 17 

K Stock Mmkct Turnover/GDP (%) 26 19 10 6 11 7 7 10 

L Bank Stocks Price lndcx (start nf period. Dcc. 1.1= 100) 70 104 62 71 65 74 46 

M Stock Markct Pricc lndex (start of pcriod, Dec. l '.b 100) 57 77 94 140 107 142 

N Rclativc Pricc of Bank Stocks 122 135 66 52 61 52 

Snurccs: Nominal GDP, A. G: della Paolcra et al. ( 1996), with population from Anuario Geográfico ( 1941 ); B, C. D: 
Taylor ( 1997): E: pre-1914 from Di 'l'clla ami Zymclman (1967), post-1914 from IEERAL (1986); F: Ralhoa 
( 1972): 11, 1, L: Baiocco ( 1937). J: Revista de Economía Argentina (Fehruary 1938); K: Anuario Geográfico ( 1941 ); 
M: Nakmnura & Zarnzaga ( 1996). N: L divided hy M. 
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Tahlt• 2 
l~Yolnfion ni' Fin:mdal ami l\fond:u·,· Snphistit-atinn 

1894 1913 192:'i 1929 

/\ Numhcr of Cnmrm:rcial Bank Branchcs 95 385 537 
Federal District 20 78 115 
Prnvinccs 75 307 422 

B Real Deposits pcr Brnnch 0.8:'i 1.47 2.71 
(mi Ilion $nm of 11)13) 

e l lrhnn Populalion/l'opulalion (%) 43 57 ()8 

D Currcncy in I lands of Puhlic/GDI' (%) 13 'º 7 9 

E Banking Moncy/GDP (%) 9 20 28 35 

r GDP per capita ( 1913= 100) 76 'ºº 103 115 

Sourccs: /\, Censo Nacional ( 1895). Enrique Kohn ( 1916-17), Censo Bancario 
( 1925): B, D, E, r. della Paolcra et al. ( 1996): C, Vtízqnez Prescdo ( 1971. 1976). 

Tahle 3 
Anatomy of Finandal Crises 

Baring WWI GI. Dcpression 
1890 1891 1913 1914 1930 19.11 

A. Real Aclivily 

Real Onlput (% change) -10.9 -11.0 -3.9 

B. Monetary Varinhlcs 

Mo11cy Supply (% ch:rngc. M0) -25.9 -10.7 -!U 
l\foney Base r% change. M3) 6.7 -3.6 1.3 
Bank Crcatecl Moncy (% ch:mgc. M3-M0) -17.5 -11.3 
l111crnntiorrnl Reserves lfacking (%) 21.0 4.0 72.6 66.3 82.1 47.6 
Dcvalmrtion (% change in $mn/$oro) 4:'i.0 1.7 25.0 
11111:ition (% changc. WPI) :'i6.0 1.2 -3.3 

C. Bnnking Varh"rhlcs 
Dcposits (% chm1gc) -47.2 -1 :'i.4 -8.6 
B:inking Fractional Reserves(%) 20.0 27.0 32.4 33.8 11.6 14.9 
Money Multiplicr rM3/M0) 2.3 1.6 2.1 1.9 3.7 3.3 

D. Financia( Market Variables 

F.x-Post Real lntcrest Ratc (%. interna! honds) 6.5 10.8 
Nominal lnterest Rntes (%) 

lligh month 10.3 8.1 8.8 7.7 7.9 
Low month 7.5 7.5 6.4 6.7 

Bnnk Stock Prices (Dcc. 1913 = 100) 100 62 69 64 
Stock Pricc lndcx (Dcc. 1913 = 100) 100 94 147 
Pnid-ln Capital (millions $mn) 513 449 498 485 

Sourcc: della Paolern et rrl. ( 1884). Baiocco ( 1937). Nakamura and Zarazagrr ( 1997). 
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Tahle 4 
Bank Stock Priccs, Bankrnptdes, ami M:u·roecnnomic Risk 

Dependen! V;irinhle 

Const;int 

Trencl 

In Bm1kruptcies 

In Gold Stock 

In Gold Stock (-1) 

In Golcl Stock (-2) 

In Bm1k Stock Pricc (-1) 

l ,ong-run elnsticites 

R' 
NOBS 
SEE 

In Bankruplcics 
In Gold Stock 

In Rm1k Stock Pricc 

-0.015 
(().2.1) 

º· 000 
(0.07) 

-0.009 
(2.28) 

-(U02 
(2.18) 

0.517 
(2.12) 

-0.199 
( 1.42) 

0.956 
(47.8) 

-0.20 
0.:16 

.957 
222 

o.m 

Not,:s: Monthly clat;i, Pehnwry 1917 • DeremhN l 'J:l'i. In Bank Stock Price = In hank stock pricc index; In 
Bankrnptcies = In value of hnnkruptcies in mi Ilion peso moneda nacional: In Gnld Stock (-1) = lagged In of domestic 
golcl stock in mi Ilion peso oro. 
Source: R;iiocco ( 1937) cxcept h;inkrnplcics from Rrt>Üla de f:conomía Ar~entina (v;irious issues). 
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Tahll' 5 
Lending by Type of Bank as a Readinn to (;olcl Flows nnd Bank SfO(·k Prices 

Typc of Bnnk Domestic Foreign 
Depenclent Varinhle In Loans In Ln:ms 

Constant 0.059 -0.082 
(Ul) ( 1.34) 

Trencl O 000 0.000 
(0.77) (0.30) 

In Gold Stock 0.025 0.046 
(2.72) (3.26) 

In Bank Stock Price 0.023 0.026 
( l. 93) ( 1.60) 

In Loans (- l) 1.048 O 689 
( 17.2) (13.1) 

In Lom1s (-2) -0.08] 0.274 
( 1.41) (5.28) 

l ,ong-nm elnsticitcs 
In Gold Stock 0.70 1.22 
In Bank Stock Pricc 0.66 0.70 

R' .996 .990 
NOBS 343 343 
SEE 0.02 0.04 

Nntrs: Monthly cinta. May 1907-.lannnry 1 ').16. In Loans = In lonns in million pesos monccln nacional: In Gold Stock (-
1) = h1ggccl In of domestic gold stock i11 millio11 pesos moneda nacional: In Bm1k Stock Price = In of hank stock price 
inckx. 
Smm:r: Baiocco ( 1937). 
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Fi¡.:ure I 
Intcrnational Comparisons of Monetary and Financial Deepening 
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Sources: Argentina from della Paolera (1996); others preliminary from Mitchell (1992; 1993) and Bordo (unpublished 
data). 
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Figllrt' 2 
Fin:mchl n • c<'pl'ning :md F . . umomit· ll , . 1 < \P opmenl 
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Figure 2 
Financia! J>erpening ami Ernnomk Den•lopment (drl.) 

(h) Correlation.~ 
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Figure 2 
Financia! Dcepening and Economic Devclopmcnt (etc!.) 
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capila. p is the corrclation coefficicnt, p is lhe OLS slopc, and t is the corresponding t-statistic. 
Source: della Paolera et al. (1996). 

Figure 3 
Evolution of the Payments System: Check Clearing in Various Cities 
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Source: Baiocco ( 1937). 
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Figure 4 Hank Stock Prices, Leverage, ami Hankruptcies 
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Notl': lndcx 1111mhcrs only. LK=ovcrall loan-capilal ratio or hanks; QUIEBS = hankruptcics; QUIEBSA V= mean leve! 
of hankruptcics; COTZBANK = stock pricc of hanks. 
So11rce: Baiocco ( 1937), c¡¡ccpt QUIEBS from Revista de Economia Argentina (various issues). 

Figure 5 Sharc of Total Loans of Hanks, by Ilank Type 
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Figure 6 Capital of Banks, by Hank Type 
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Source: Baiocco ( 1937). 

Figure 7 Loan-Capital Ratios of Banks, by Bank Typc 
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Figure 8 Impulse-Response Functions from Gold Stock to Loans By Bank Type 
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