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Abstract
This study analyzes financial liberalization measures undertaken in 1990, of which an
opening to foreign investment was a major component. After a brief description of the
major changes in legislation on foreign investment, we compare performance of foreignowned vs. domestic banks, first using a descriptive approach, then in a more systematic
manner using econometric analysis. Panel data estimations reveal that financial liberalization in general had a beneficial impact on bank behavior in Colombia, by increasing
competition, lowering intermediation costs and improving loan quality. Although the
positive contribution of foreign entry may be overstated in recent studies by not controlling
for other liberalization factors, foreign Žand domestic. entry beginning in 1990 did improve
bank behavior by enhancing operative efficiency and competition. However, the greater
competition may have resulted in increased risk and a subsequent deterioration in loan
quality, particularly among domestic banks. q 2000 Elsevier Science B.V. All rights
reserved.
JEL classification: F3; E4; G2
Keywords: Foreign investment; Banking system; Colombia; Financial liberalization

)

Corresponding author.
E-mail addresses: abarajas@imf.org ŽA. Barajas., rsteiner@uniandes.edu.co ŽR. Steiner.,
nsalazar@dnp.gov.co ŽN. Salazar..
0304-3878r00r$ - see front matter q 2000 Elsevier Science B.V. All rights reserved.
PII: S 0 3 0 4 - 3 8 7 8 Ž 0 0 . 0 0 1 0 4 - 8

158

A. Barajas et al.r Journal of DeÕelopment Economics 63 (2000) 157–196

1. Introduction
After several decades of varying degrees of financial repression and restriction
on direct foreign investment in the financial system ŽDFIFS., in the early 1990s
Colombian policymakers decided to undertake a widespread financial reform
program which allowed virtually free entry of DFIFS. This decision was taken as a
part of a larger process of external sector liberalization, and was aimed at
enhancing competition, improving resource allocation, and obtaining greater administrative efficiency in financial institutions.
There is evidence that financial sector opening and the entry of foreign-owned
financial institutions may provide significant benefits to a country’s financial
system. Analysis of cross-country information has shown how foreign entry tends
to lower intermediation spreads and overhead expenses over time, with subsequent
benefits for consumers of financial services ŽClaessens et al., 1998.. Case studies
of some individual countries confirm these positive results ŽHonohan, 1997; Pastor
et al., 1997; Denizer, 1999..
There is also evidence that the Colombian liberalization brought about certain
beneficial impacts on bank performance, as reflected in the behavior of intermediation spreads. A recent study ŽBarajas et al., 1999. used aggregate banking system
data and compared estimates of spreads for two distinct sample periods, one pre
and one post-liberalization. It found that for the post-liberalization estimates, the
behavior of intermediation spreads over marginal costs approached that consistent
with perfect competition, while the pre-liberalization estimation yielded significant
Amarket powerB, thus providing indirect evidence that competition had increased
as a result of the liberalization. Although the average level of spreads did not
change significantly from one period to the next, the estimates showed that their
corresponding Amarket powerB component had.
However, since the above study did not use an uninterrupted data set spanning
the two periods, it was unable to provide a direct structural change test for the
effects of reform. Nor did it separate different effects of the reform program, such
as increased entry of new foreign and domestic participants, nor whether significant changes in other aspects of bank behavior and performance Žnamely, administrative efficiency and loan quality. had occurred. In the present study we use a
newly constructed panel data set encompassing both pre and post-liberalization
periods and set out to separate these different effects of liberalization, testing their
significance in explaining changes in different performance indicators as well as in
the degree of competition in the banking market. In particular, we analyze the
behavior of DFIFS in Colombia and examine several hypotheses regarding the
difference in behavior of foreign-owned banks as well as the impact of foreign
entry on different types of banks.
By controlling for other key elements of the reform program, this paper also
aims at improving upon the Claessens, et al. type of analysis, which concentrates
on foreign entry and therefore may be overstating its impact. This is particularly

