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FINANCIAL REPRESSION AND ECONOMIC 
G R O W T H 

Nouriel Roubini and Xavier Sala-i-Martin 

i . I n t r o d u c t i o n . 

I t i s a v i d c l y a c c c p l c d i d e a t h a t t h c f i n a n c i a l s e c t o r n a t t e r s f o r t h c 

p r o c e s s o í economic d c v e l o p m c n t . ' ¡ n í a e l , I h l s i s t h c ü c c l o r u l i c r c a la tp .e 

p a r t o f an c c o n o m y ' s s a v i n g s a r e i n t e r m e d i a t e d t c a r d s p r o d u c t i v e i n v c s l m c n t 

p u r p o s e s . S i n c c t h e r a t c o f c a p i t a l a c c u m u l a t i o n i s a f u n d a m e n t a l d e l c r m i n a n t 

o f l o n g t e n g r o v t h , t h c c f f i c i c n c y o f t h c f i n a n c i a l s e c t o r ( u h e r e t h c 

a l l o c a t i o n o f s a v i n g s t o i n v e s t m e n t p r o j e e t s o c e u r s ) i s p o t c n t i a l l y i r o p o r t a n l 

f o r t h c l o n g t e r m p e r f o r m a n c e o í an cconomy. 

The o b j e c t i v e o f t l i i s pape r i s t o a n a l y i c l l i c c f f e e t s o í d i s t o r t i o n s i n 

t h c f i n a n c i a l m a r k e t s ( i n p a r t i c u l a r , f i n a n c i a l r e p r e s s i o n ) on t h c r a t c o f 

economic g r o u t h . ' Ve « o u l d l i k e t o a d d r e s s I h c o r c t i c a l l y and e m p i r i c a l l y a 

number o f i m p o r t a n t q u e s t i o n s . Vha t i s t h c r o l e o f f i n a n c i a l d c v e l o p m c n t i n 

t h c p r o c e s s o f economic g r o v t h ? I s f i n a n c i a l r e p r e s s i o n h a r m f u l t o g r o u t h 7 

Our i n t e r e s t i n t h e s e i s s u e s vas p a r t l y s t i m u l a t c d by t h c o b s e r v a t i o n 

t h a t t h c g r o v t h e x p c r i c n c c o f L a t i n A m e r i c a n c o u n l r i c s has been d i f í c r e n t f r om 

t h c r e s t o f t h e c o u n t r i e s o í t h e v o r l d . I t i s hy nou a v c l l knovn í a c t t h a t 

t h c c r o s s s e c t i o n a l e m p i r i e a l s t u d i c s by D a r r o ( 1 0 9 ! ) and o t h e r s do n o t 

c x p l a i n t h c L a t i n A m e r i c a e x p c r i c n c c v e r y v c l l g i v e n t h a t a r e g i o n a l du imy í o r 

t h i s g r o u p o í c o u n t r i e s i s s i g n i í i c a n t l y n e g a t i v o . 

Among t h e many c x p l a n a t i o n s g i v e n i n t h c l i l e r a t u r c o f t h c v e n k e r g r o v l h 

p e r f o r m a n c e o f L a t i n A m e r i c a , ve f i n d t h a t p o l i c i c s t h a t s y s l c m a l i c a l 1 y 

r e p r e s s t h e f i n a n c i a l s e c t o r a r e among t h c most c o n v i n c i n g ' . A l o n g t h e s e 

l i n e s , an a d d i t i o n a l g o a l o f t h i s p a p e r i s t h c i n v e s t i g a t i o n o f t h c e x t e n t l o 

v h i c h such r e p r e s s i v e p o l i c i c s have had an i m p a c t i n t h c economic g r o v t h 

p e r f o r r a i n c e o f a l a r g c c r o s s s e c t i o n o f c o u n l r i c s d u r i n g t h c l a s t q u a r t e r o f a 

c e n t u r y . Our a n a l y s i s , t h e r e f o r e , i s n o t c o n f i n e d t o t h e s m a l l s a m p l c o í 

l a t i n A m e r i c a n n a t i o n s . 

^ o r c x a m p l e , t h c 1989 V o r l d D c v e l o p m c n t R e p o r t o í t h e V o r l d t lank vas 
d e v o t e d t o t h e r o l e o f f i n a n c i a l m a r k e t s and f i n a n c i a l i n t e r m e d i a t i o n i n t h e 
p r o c e s s o f d c v e l o p m c n t . A l s o , an e x t e n s i v e l i t c r a t u r e i n t h c 1 9 7 0 ' 5 has 
s l u d i e d t h c t h c r o l e o f f i n a n c i a l m a r k e t s and t h e e í f e e t s o í f i n a n c i a l 
r e p r e s s i o n on economic g r o v t h . See HcK innon ( 1 9 7 3 ) and Shav ( 1 9 7 3 ) f o r somc 
s e m i n a l c o n t r i b n t i o n s . 

' R c c c n t t h e o r c t i c a l and e m p i r i e a l s t u d i c s on t h c c í f e e t s o í f i n a n c i a l 
r e p r e s s i o n on g r o v t h i n c l u d e E a s t e r l y ( 1 9 9 0 ) , De G r e g o r i o ( 1 9 9 1 ) , L c v i n c 
( 1 9 9 0 ) and R o u b i n i and S a l a - i - H a r t i n ( 1 9 9 1 ) . 

J In a s e p á r a t e p a p e r ( R o u b i n i and S a l a - i - M a r t i n ( 1 9 9 1 ) ) ve a l s o s t u d y t h e 
e í f e e t s o f p o l i c i c s o f t r a d e p r o t e c t i o n on economic g r o v t . h . Ve f i n d c v i d c n c c 
t h a t p r o l e c t i o n i s t p o l i c i c s I c a d t o l o v e r g r o v t h r a l e s and c o n t r i b u t e t o 
c x p l a i n t h c l a t i n A m e r i c a n g r o v t h p u z z l e . 

I n o r d e r t o l i t r k t h c e m p i r i c a l f i n d i n g s t o somc t h c o r y , i n s e c t i o n 2 ve 

p r e s e n t a model o í g r o v t h , f i n a n c i a l d c v c l o p n c n t and s e i g n i o r n g e t h a t ve t h i n k 
t 

c a p t u r e s somc o f t h c mos t i m p o r t a n t c i c m c n l s o f t h e p r o b l c m : g o v c r n m c n t s may 

choosc n o t t o a l l o v í u l l f i n a n c i a l d e v e l o p m r n l ( l e , c h o m e l o r e p r e n p l l i n 

f i n a n c i a l s e c t o r ) i n o r d e r t o c o l l c c t easy r e v e n u c . Ve mode l I b i s r c v c m i c i n 

t h c f o r m o f i n f l a t i o n t o x , b u t i t i s d c a r t h a t p o l i c i c s o f f i n a n c i a l 

r e p r e s s i o n i m p l y v a r i o u s o l h e r f o r m s o í i m p l i c i t s u b s i d i z a t i o n o f t h e p u b l i c 

s e c t o r ( s u c h as c h c a p e r c r c d í l t o t h e g o v e r n m c n t and p u b l i c e n t e r p r i s e s ) . 

F u r t h e r m o r e , ve f i n d t h a t such r e p r e s s i v e p o l i c i c s h u r t e c o n o m i c g r o v t h g i v e n 

t h a t f i n a n c i a l i n t e r m e d i a t i o n i s an i m p o r t a n t component o f t h c a g g r c g a t e 

p r o d u c t i o n f u n c t i o n a n d , i n p a r t i c u l a r , i f t h e m a r g i n a l p r o d u c t o f c a p i t a l o í 

an cconomy more f i n a n c i a l l y d e v e l o p c d i s l a r g e r I b a n t h e m a r g i n a l p r o d u c t o í a 

l e s s f i n a n c i a l l y d e v e l o p c d cconomy. A number o f a r g u m e n t s o f vhy t h i s may be 

t h e case a r e a l s o exposed i n s e c t i o n 2 . For i n s t a n c e , i f f i n a n c i a l l y 

d e v e l o p c d c c o n o m i e s can a l l o c a t e t h e i r i n p u l s b e t t e r I b a n l e s s d e v e l o p c d o n e s , 

f o r any s t o c k o f i n p u l s t h e a g g r c g a t e o u l p u t i s l a r g e r t h c more f i n a n c i a l l y 

d e v e l o p c d t h e cconomy. 

I n s e c t i o n 3 ve e x p l o r e t h e e m p i r i c a l r e i a l i o n b e l u c e n economic g r o v l h 

and a v a r i e t y o í measures o í f i n a n c i a l r e p r e s s i o n . Ve s y s t c m a t i c a l 1 y í i n d 

t h a t p o l i c i c s o f f i n a n c i a l r e p r e s s i o n have n e g a t i v e c í í c c t s on e c o n o m i c 

g r o v t h . As t h e t h e o r c t i c a l a r g u m e n t s p r e s e n t e d s u g g c s t , ve í i n d a s y s t e m a l i c 

i n v e r s e r e l a t i o n b e t v e e n g r o v t h and s c v e r a l measures o f f i n a n c i a l r e p r e s s i o n 

as v c l l as a n e g a t i v e r e l a t i o n b e t v e e n g r o v t h and i n f l a t i o n r a l e s . I n 

p a r t i c u l a r , c o u n t r i e s t h a t r e p r e s s t h e i r f i n a n c i a l s e c t o r t e m í t o g r o v l e s s 

I b a n c o u n l r i c s t h a t d o n ' t , cven a f l c r ve c o n t r o l f o r I h c o t h e r d c l c r m i n a n t s o f 

g r o v t h u s e d by D a r r o ( 1 9 9 1 ) such as i n i t i a l i n c o m e , i n i l i a l i n v c s l m c n t i n 

e d u c a t i o n , g o v c r n m e n t c o n s u m p l i o n , p r i c e d i s t o r t i o n s f o r i n v c s l m c n t g o o d s , o r 

measures o í s o c i a l u n r e s t such number o f a s s a s s i n a l i o n s and m i l i t a r y c o u p s . 

F u r t h e r m o r e ve f i n d t h a t f i n a n c i a l r e p r e s s i o n c o n l r i b u l c s t o c x p l a i n i h c 

d i f f c r c n l b e h a v i o r o f l a t i n A m e r i c a n c o u n t r i e s : I h a l i s , i n many 

s p c c i í i c a l i o n s a r e g i o n a l dummy í o r I h c s c c o u n l r i c s i s no l o n g c r s i g n i f i c a n l 

a f l e r ve c o n t r o l f o r t h c t h c e í f e e t s o f t h e s e p o l i c y v a r i a b l e s . I n t h c f i n a l 

s e c t i o n ve p r e s e n t somc c o n c l u d i n g r c m a r k s . 

2 . A s Í D p l c « o d c l o f g r o s l h , s e i g n i o r a g e and f i n a n c i a l d c v c l o p a c n t . 

I n t h i s s e c t i o n ve v a n l t o makc somc t h e o r c t i c a l c o n n e c t i o n s b e l v c c n t h c 

r o l e o f f i n a n c i a l d c v e l o p m c n t , f i n a n c i a l r e p r e s s i o n and g r o v l h . I t i s a 



v i d c l y a c c c p t c d f a c t t h a t t l i c f i n a n c i a l s e c t o r m a t l e r s í o r g r o v t l i . I t i s a l s o 

a v i d c J y d o c i u i c n t c d f a c t t h a t a l o t o f g o v c r n m c n l s i n I c s s d c v r l o p c d n a t i o n s 

have i n t r o d u c e d a l l k i n d s o f d i s t o r t i o n s i n t h a l p a r t i c u l a r s e c t o r . I l c f o r c 

and d u r i n g t h e I 9 7 0 s , many d c v c l o p m c n t c c o n o m i s t s f a v o r e d such p o l i c i o s o f 

f i n a j i c i a l r e p r e s s i o n on s e v e r a l g r o u n d s ' . F i r s t , i t uas a r g u e d t h a t t l i c 

g o v e r m n e n t needed t o impose a n t i u s u r y l a v s t h e r c b y i n t e r v e n i n g i n t l i c f r e e 

d e t e r m i n a t i o n o f i n t e r e s t r a t e s . S c c o n d , i t uas a r g u e d t h a t a s l r i c t c o n t r o l 

and r e g u l a t i o n o f t l i c b a n k i n g sys tem v o u l d g i v e t h e m o n e t a r y a u t h o r i t i e s a 

b e t t e r c o n t r o l o v e r t h e money s u p p l y . T h i r d , i t uas t h o u g h l t h a t g o v c r n m c n t s 

lu ieu b e t t e r t h a n m a r k e t s ( o r p r í v a t e b a n k s ) u h a t t h e ó p t i m a ! a l l o c a t i o n o f 

s a v i n g s uas o r u h a t k i n d o f i n v e s t m e n t s u c r c more o r l e s s d c s i r a b l c f r o m a 

s o c i a l p e r s p e c t i v o . F o u r t h , f i n a n c i a l r e p r e s s i o n uas i d e n t i f i e d u í t h i n t e r e s t 

r a t e s b c l o u n a r k e t r a t e s v h i c h r e d u c e d t h e c o s l s o f s e r v i c i n g g o v e r n m c n t 

d e b t s . 

Even t h o u g h n o s t e c o n o m i s t s t o d a y a g r e c t h a t a l o t o f t h e s e a r g u m e n t s do 

n o t c a l i f o r p o l i c i e s o í f i n a j i c i a l r e p r e s s i o n , i n t h i s p a p e r «c v a n l l o s l u d y 

t h e q u e s t i o n o l uhy may somc g o v e r n m e n t s choosc t o r e p r e s s t h e f i n a n c i a l 

s e c t o r o f t h e cconomy and u h a t a r e t h e e f f e e t s o f d o i n g so on l o n g t e r m g r o u l h 

p r o s p e e t s . Our v i c u i s t h a t t h e main r c a s o n uhy g o v e r n m c n t s t a y i n t ) i e uay o f 

p r í v a t e f i n a n c i a l e v o l u t i o n i s t h a t t h e f i n a n c i a l s e c t o r i s t h e p o t e n l i a l 

s o u r e c o f " e a s y " r e s o u r c e s f o r t h e p u b l i c b u d g e t . I n o r d e r t o shou hou t h i s 

i s t r u e and hou t h i s r e l a t e s t o g r o u t h , ue v i l l c o n s t r u c t a v e r y s i m p l e 

s t y l Í 7 , e d model o f economic g r o u t h and money u h e r e t h e g o v e r n m c n t has t h e 

o p t í o n and c a p a b í l i t y o f n o t a l l o u i n g t h e f i n a n c i a l s e c t o r t o o p é r a t e a t i t s 

f u l l p o t e n t í a l . Gove rnmen ts can i n p r i n c i p i e do t h a t by i n t r o d n c i n g a l l k i n d s 

o f r e g u l a t i o n s , l a u s , o t h e r n o n - m a r k e l r e s t r i c t i o n s t o p r í v a t e b a n k s ' and 

o t h e r g e n e r a l f i n a n c i a l i n t e r m e d i a r i e s b e h a v i o r . The s o u i c c o f p u b l i c i nceme 

s t comi ing f r o n t h i s i n l c r v c n t i o n u i l l be mode led t h r o u g h i n f l a t i o n t a x 5. Our 

m o d e l , as most models o f money demand u i l l have t l i c i m p l i c a t i o n t h a t more 

f i n a n c i a l d c v c l o p m e n t ( u h i c h i n t he money demand l i t e r a t u r e can be i n t e r p r e t e d 

as a r e d u c t i o n í n t h e t r a n s a c t i o n c o s t s o f c o n v r r t i n g non l i q n i d t o l i q u i d 

a s s e t s ) u i l l reduce t h e need f o r p e o p l c t o c a r r y money. Henee , i f t h e 

g o v e r n m c n t a l l o u s f o r f i n a n c i a l d e v e l o p m e n t , i t u i l l a l s o sec t h e i n f l a t i o n 

l a x b a s e , and t h e r e f o r e t h e chance t o c o l l e c t s e i g n i o r a g e , r e d u c e d . To t h e 

e x t e n t t h a t t h e f i n a n c i a l s e c t o r i n c r e a s e s t l i c e f f i c i c n e y o f t h e economy ( i c 

i n c r e a s e s t h e amount o f o v c r a l l o u t p u t g i v e n t h e t o t a l amount o f i n p u t s ) , t h e 

c h o l e e o f t h e d e g r e e o f f i n a n c i a l s o p h í s t i c a t i o n u i l l have r e a l c f f e e t s on t l i c 

l e v e l o f COP and on t h e m a r g i n a l p r o d u c t o f c a p i t a l . I f t l i c p r o d u c t i o n 

f u n c t i o n i s s u f f i c i e n t l y n o n - c o n c a v e ( í e i f t h e r c a r e no d í m i n i s h i n g r c t u r n s 

o r i f t h e r e a r e s l o u l y d í m i n i s h i n g r c t u r n s ) t h e r c u i l l be c f f e e t s on t h e 

s t e a d y s t a t e g r o u t h r a t c o r i n t h e g r o u t h r a t e f o r a l a r g e p e r i o d o f t i m e . Ve 

u i l l a l t c m p t t o shou hou a l l t h e s e e f f e e t s may u o r k u i l h t h e f o l l o u i n g s i m p l e 

and s t y l i r . e d m o d e l . 

F o l l o u i n g S í d r a u s k í ( 1 9 C 7 ) , ve u i l l assumc t h a t t h e economy i s p o p u l a t e d 

by í n f í n í t e l y l i v e d c o n s u n e r s o r d y n a s t i e s who d e r i v e u t i l i t y f r o m t h e o n l y 

c o n s u m p t i o n good and f r o m r e a l money s t o c k . Ve s h o u l d t h l n k a b o u l t h e money 

s t o c k as " raak ing U f e e a s i c r " s i n c e i t a l l o u s p e o p l c t o g c t c o n s u m p t i o n goods 

u i t b o u t h a v í n g t o go t o t h e bank and t r a n s f o r m bonds i n t o c o n s u m p t i o n goods 

a l l t h e t i m e . I n t h i s s e n s e , money s e r v i c e s s e r v e t h e same p u r p o s c as 

r e í r í g e r a t o r s : even t h o u g h ue do n o t " e a t " t h e m , t h c y make l i v e e a s i c r s i n c e 

t h e y a l l o u p e c p l e t o consume u í t h o u t h a v i n g t o go t o t h e s t o r e a l l t l i c t i m e . 

F u r l h e r ue u i l l assume t h a t t h e m a r g i n a l u t i l i t y o f money i s d e c r c a s i n g i n 

f i n a n c i a l d e v e l o p m e n t . I h a t i s , " t h e more a i i l o m a l i c t c l l e r m a c h i n e s ( t h e more 

f i n a n c i a l l y d e v e l o p e d the cconomy) t h e l o u e r t h e m a r g i n a l b e n e f i t o f h o l d i n g 

m o n e y " . Ve t h í n k o f t h i s a s s u m p t i o n as r c f l c c t i n g t h e n e g a t i v o c f f c c t o f 

f i n a n c i a l d e v e l o p m e n t on t h e t r a n s a c t i o n c o s t s ( c o s t s o f t r a n s f o r m í n g bonds 

i n t o m o n e y ) . As F e c n s t r a ( I 0 8 G ) has s h o v n , ue c o u l d r e d e f i n e c o n s u m p t i o n and 

i n t r o d u c e money and t r a n s a c t i o n c o s t s e x p l i c i t l y i n t h e b u d g e t c o n s t r a i n t 

r a t h e r t h a n i n t h e u t i l i t y f u n c t i o n u í t h o u t c h a n g i n g t he h a s i c r c s u l t s . Ve 

u i l l f u r t h e r assumc t h a t t h e u t i l i t y f u n c t i o n Ir, t i m e s c p n i a h l r , t h a l In 

( ! ) U = J e - ' ' t N ( t ) u ( c ( l ) , m ( l ) ) d t 

"Sec f o r i n s t a n c e Shau ( 1 9 7 3 ) , H c k i n n o n ( 1 9 7 3 ) , and F r y ( 1 9 8 8 ) f o r an 
e x t e n s i v e a n a l y s í s on t h i s s e b j e c t . 

! C l e a r l y t h i s i s n o t t h e o n l y s o u r e c o f income t h e g o v c r n m e n t g e t s f r o m 
r e p r e s s i n g I b c f i n a n c i a l s e c t o r . K a n d a t o r y p a r c h a s e s o f g o v c r n m e n l d c b l and 
b e l o u m a r k e t i n t e r e s t r a l e s a r e o t h e r i m p o r t a n t s o u r e c s o f p u b l i c i n c o m e . T l ic 
r e g u l a t i o n o f t h e r e s e r v e r e q u i r c m e n t p l a y s an j m p o r t a n t r o l e b u l ue t h i n k o f 
i t as a p a r t o f t h e o v c r a l l i n f l a t i o n t a x o r s e i g n i o r a g e ( s e c Droek ( 1 9 8 9 ) ) . 

u h e r e p i s t h e p e r s o n a l d i s c o u n t r a l e , N ( t ) i s t h e t o t a l a n o u n l o f p e o p l c 

a l i v e a t t i m e t and N ( t ) u i l l be assumed t o g r o u a l an exogenous r a l e n . Oy 

n o m a l i z i n g í n í t i a l p o p u l a t i o n t o 1 , uc have N ( t ) = c n ^ . The i n s t a n l a n c o u s p e r 

c a p i t a u t i l i t y , u ( ) , i s a f u n c t i o n o f p e r c a p i t a c o n s u m p t i o n , c ( t ) , and p e r 

c a p i t a r e a l money b a l a n c e s , m ( t ) . I n o r d e r t o a c h i e v e t r a c t a b i l i l y and g c t 

c i ó s e f o r m S o l u t i o n s f o r t h e g r o u t h r a t c uc u i l l a l s o assumc t h e i n s t a n l a n c o u s 

u t i l i t y f u n c t i o n t o be o f t h e f o l l o u i n g f o r m 

( 2 ) u Q = [ e ( l ) " m ( t ) / ' ( A ' ] ! " ' ' / ( l - " ) 

u h e r e » i s p o s i t i v e , and / ) ' ( A ) < 0 . The c o s t o f a c h i e v i n g t r a c l a h i l i t y h o u e v e r 

u i l l be t h a t t he money demand f u n c t i o n s u i l l be " l o o s i m p l e " . I n p a r t i c u l a r , 

t h e i n t e r e s t e l a s t i c i t y u i l l be i n d e p e n d e n t o f t h e d e g r e e o f f i n a n c i a ! 

d e v e l o p m e n t . Ve u i l l come back t o t h i s p r o b l c m l a t e r . N o t i c e t h a t I h e 

assumed u t i l i t y has t l i c p r o p e r t y t h a l t h e m a r g i n a l u t i l i t y o í money i s a 

d e c r c a s i n g f u n c t i o n o f A ( t h a l i s ^ ' (A) [ c 0 * ' ' " V * ' < ' " " H ] (1 . ! n ( m ) ) < 0 ) » . 

I n d i v i d u á i s u i l l be assiuned t o m a x i m i z c u t i l i t y s u b j e c t t o t h e b u d g e t 

c o n s t r a i n t 

( 3 ) F/K + ¿/PN = r ( I - r ) F / N * V/N - c 

u h e r e F a r e non m o n c t a r y a s s e t s such as c a p i t a l and b o n d s , H i s n o m i n a l money , 

r i s an income t a x r a l e , r i s t h e r e a l i n t e r e s t r a l e on r e a l a s s e t s F and v i s 

somc lump sum t r a n s f e r f r o m t h e g o v e r n m c n t . E q u a l í o n ( 3 ) says t h a l p e r c a p i t a 

s a v i n g s (nonconsumed r e s o u r c e s ) a r e e q u a l t o p e r c a p i t a i n v c s l m c n t p l u s money 

a c c u m u l a t í o n . I f ue d e f i n e l i l l l e case v a r i a b l e s as t h e r e a l p e r c a p i t a 

v e r s i o n s o f t h e i r c a p i t a l l e t t e r c o u n t e r p a r t s ( m ^ ü / F N , Í ^ F / N , v r V / N , k = K / f l ) 

• L a t e r on ue u i l l t a l k a b o u l t h e case u h e r e a ' í a r e e q u a l t o o n c . T h i s o f 
c o u r s e u i l l i m p l y t h a t o i s a p o s i t i v e f u n c t i o n o f A. 



and uc d e n o t e t h c p e r c a p i t a r e a l a s s e t s by t { 7 , - m t l ) , «c can r c i r i t c l l i c 

h o u s c h o l d ' s b u d g e t c o n s t r a i n t as 

( 3 ) ' z = r ( I - r ) z * v - c - nz -Rm 

« h e r e R i s t h e a f t e r t a x n o m i n a l ¡ n t e r e s t r a t c R ^ r l l - r j n , u l i r r e i i s I h c 

( c x p c c t c d ) i n f l a t i o n r a t c ' . Ve can s e t up t h c h a m i l t o n i a n and g c t t l i c 

í o l l o w i n g s e t o í f i r s t o r d e r c o n d i l i o n s 

( 5 ) e - ( ' , - , , ) t ( . - . ) . K í « - ' ) - ' ) { » f < * ) < 1 - ' ) ) = * t 

( 7 ) J t ( r ( l - r ) - n ) = 

( 8 ) l i m J . z =0 
l ->a, 1 1 

Ve can d i v i d e ( 5 ) by (G) and ve g c t t h c u s u a l noney demand í u n c l i o n 

( 0 ) = í ( * ) c t / « l l t 

T h a t i s , r e a l money demand i s a p o s i t i v o f u n c t i o n o f c o n s n m p t i o n and a 

n e g a t i v o f u n c t i o n o f t h c o p p o r t u n i t y c o s t o f h o l d i n g i t , t h c n o m i n a l i n t e r e s t 

r a t c . U n l i k e t h e D a u m o l - T o b i n " s q u a r c r o o t " money demand f u n c t i o n , I h i s onc 

does i m p l y i n c r e a s i n g r e t u r n s t o m o n e t a r y s e r v i e c s . I n o t h e r t o r d s , i t d o c s 

n o t i m p l y t h a t a d o u b l i n g o f c o n s u m p t i o n needs i s a s s o c i a t e d v i t h l e s s t h a n 

d o u b l e amount o f monc t . n s e r v i e c s . N o t i c e a l s o t h a t money demand i s a 

n e g a t i v e f u n c t i o n o f t h c l e v c l o f f i n a n c i a l s o p h i s t i c a t i o n o f t h c cconomy . 

A g a i n , t h i s r e f l c c t s t h c i d e a o f f i n a n c i a l d c v c l o p m c n t l o v c r i n g t h c 

t r a n s a c t i o n c o s t o f t r a n s f o r m i n g non l i q u i d i n t o l i q u i d a s s e t s . I t i s i - o r t h 

n o t i c i n g a t t h i s p o i n t t h a t t h c u t i l i t y f u n c t i o n assumcd has t h c p r o p e r t y o f 

y i d d i n g an i n t c r c s l r a t c c l a s t i c i t y o f money c q u a l t o 1 . I n p a r t i c u l a r , t h c 

c l a s t i q i t y i s i n d e p e n d e n t o f A . E q u a t i o n s ( 5 ) and ( 7 ) i m p l y a r a t c o f 

c o n s u m p t i o n g r o u t h c q u a l t o 

( 1 0 ) ( ¿ / C ) ( l - < . ( 1 - . ) ) = r ( l - r ) - „ , « * ) ( ! - » ) ( • / " ) 

t h a t i s , c o n s u m p t i o n g r o v t h i s a p o s i t i v e f u n c t i o n o f t h c d i f f e r e n c e b e t v e e n 

t h e a f t e r ta j t r e a l i n t e r e s t r a t e and t h e d i s c o u n t r a t c , and i t i s a p o s i t i v e 

f u n c t i o n o f t h e r a t c o f a c c u m u l a t i o n o f r e a l money b a l a n c e s . I f t h e n o m i n a l 

i n t e r e s t r a t c i s c o n s t a n t ( a n d ve v i l l shou l a t e r t h a t i n s t e a d y s t a t e i t « i l l 

b e ) ve can t a k e l o g s and d e r i v a t i v e s o f ( 9 ) and f i n d l l i a t 

( U ) 7 r = t/c = 7m = m/m 

v h i c h can be used i n ( 1 0 ) t o d e r i v e t h c c o n s u m p t i o n a c c u m u l a t i o n c q u a l i o n . 

( 1 2 ) ¿ / c ( l - ( l - 1 r ) ( / J . < 1 ) ) - 1 ( r ( l - r ) - p ) 

N o t i c e t h a t i f o i / M c q u a t i o n ( 1 2 ) i s t h c u s u a l 

( 1 2 ) ' c / c = [ T ( l - f ) - p ) / , 

T h i s u s u a l ( E u l c r ) c q u a t i o n c .m be r c u r i t l c n as r ( I . - r ) = í c / c i / » and i n t e r p r c t e d 

as f o l l o u s : A t t h e o p t i m u m , i n d i v i d u á i s u i l l be i n d i f í c r e n t b e t u e e n 

c o n s u n i n g and s a v i n g onc more u n i l o f r e s o u r e c s . Thc r c t u r n t o s a v i n g onc 

u n i t i s t h e a f t e r t a x r c t u r n t o s a v i n g s r ( l - r ) . Thc r c t u t n l o c o n s u m l n g o n c 

u n i t t o d a y r a t h e r t h a n t o r a o r r o u i s p ( t h c n a t u r a l d i s c o u n t r a t c ) p l u s a t e r m 

t h a t i n v o l v e s c o n s u m p t i o n g r o w t h t i m e s t h c c l a s t i c i t y o f s u b s t i t u l i o n . I f 

o O , t h a t i s i f p c o p l e v a n t t o smooth c o n s u m p t i o n and i f l l i c y seo c o n s u m p t i o n 

as g r o v i n g ( c / c ) 0 ) , t h e n t h c y uan t t o b r i n g somc o f t h i s l a r g e r f u t u r c 

c o n s u m p t i o n t o t h c p r e s e n t . Henee, t h c t e r m ÍC/C somchov r e f l c c t s a r c t u r n t o 

c a r l y c o n s u m p t i o n . 

Thc n e x t s t o p i s t o s p e c i f y t h c h c l i a v i o r o f f i r m s . Ve v i l l modc l t h c 

p r o d u c t i o n s i d e o í t h e cconomy u i t h t h c f o l l o u i n g f u n c t i o n 

( 1 3 ) Y t . |» (A)Kt 

v h e r c Y i s o u t p u t , K i s a b r o a d n c a s u r c o f c a p i t a l s t o c k and t ' ' ( A ) > 0 . 

F o l l o v i n g R e b e l o ( 1 9 8 ! ) ) , Lucas (1988 ) and D a r r o ( 1 9 9 0 ) , t h c p r o d u c t i o n 

f u n c t i o n i s assumcd l o be l i n e a r i n I h c b r o a d measurc o í c a p i t a l . T h i s 

c a p i t a l s t o c k nay i i i c l u d c p h y s i c a l p r í v a l e as u c i l as human c a p i t a l . I t may 

a l s o i n c l u d e p u b l i c l y p r o v i d e d i n p u t s a l o n g t h c l i n e s s u g g c s t c d hy 

D a r r o ( 1 9 9 0 ) and D a r r o and S a l a - i - í a r t i n ( 1 9 9 0 a ) . A l t h n u g h t h i s l i n e a r 

a s s u r a p t i o n i s c r u c i a l t o g c t d o s c í o r m S o l u t i o n s and n o n - z e r o s t e a d y s t a t c 

g r o u t h , i l i s n o t e s s e n t i a l l o o u r s t o r y . Ve c o u l d h.lvc d e c r c a s i n g r e t u r n s t o 

c a p i t a l , i n u h i c h case t h c s t e a d y g r o u t h r a l e i s 7 .c ro , J u s t as i n I h c 

n c o c l a s s i c a l g r o u t h m o d c l . I f uc i n t e r p r e t K i n a b r o a d s e n s e , t h c t r a n s i l i o n 

t o t h e s t e a d y s t a t c u i l l n o t he as f a s t as I h c s t r i e l v e r s i ó n o í t h c 

n c o c l a s s i c a l modc l p r e d i e t s . Henee, ue may v a n t l o t h i n k as t h c p r e s e n t m o d c l 

as d c s c r i b i n g an cconomy c h a r a c t c r i z c d by " l o n g t r a n s i t i o n s t o u a r d s s t e a d y 

s t a t c s " . 

The p a r a n c t e r A i n ( 1 3 ) u i l l be assumcd t o be r c l a t c d t o t h c l e v c l o f 

f i n a n c i a l d e v e l o p r a e n t . Ve v i l l t h i n k o f t h c f i n a n c i a l s e c t o r as i p i c r c a s i n g 

'Ve a r e i m p l i c i t l y assum ing t h a t t h c incomc t a x s y s t c m i s í u l l y i n d e x e d . 
T h a t i s , ve a r e a s s u m i n g t h a t t h c incomc t a x i s on t h c r e a l r a t h e r t h a n 
D o s i n a l i n t e r e s t r a t c . Somc t a x s y s t c m s i n t h c r e a l u o r l d a r e n o t f u l l y 
i o d e x , u h i c h p r o v i d e s a d d i t i o n a l i n f l a t i o n r e v e n u e f o r I h c g o v c r n m c n t . 

' T h i s a s s u m p l i o n may seem r e s t r i c t i v e b u t t h c r c s u l t i m p l i c d by i t i s 
q u i t e g e n e r a l . F o l l o v i n g Orossman and l lo lpman (1991 ) ve c o u l d s o l v e t h c modc l 
by d e f i n i n g an c x p c n d J t u r e v a r i a b l e E ( t ) made o u t o f t h e sum o f c o n s u m p t i o n 
s p e n d i n g and c o s t s o f h o l d i n g money. Ve c o u l d c a s i l y r e d e f i n c t h c u t i l i t y 
f u n c t i o n and b u d g e t c o n s t r a i n t s i n t e r m s o f e x p e n d i t u r e . I n d i v i d u á i s c o u l d be 
t h o u g h t as f i n d i n ^ t h e i r o p t i m a l c h o i c c i n I v o s t e p s , i n t h e f i r s l l l i c y u o u l d 
f i n d t h e o p t i m a l i n t c r t c m p o r a l p a l h o f e x p e n d i t u r e , u h i c h u o u l d y i c l d 

s o n e t h i n g l i k e E/E = { r { l - T ) - p ) / t . N o t i c e t h c s i m i l a r i t y v i t h c / c i n ( 1 2 ) ' 
t h e t e x t . Thc second s t e p u o u l d be t o f i n d M ' o p t i m a l a l l o c a l i o n b e t u c e n 
c o n s u m p t i o n and money. T h i s v o u l d be done by c q u a l i i i n g t h c m a r g i n a l r a l e o f 
s u b s t i t u t i o n b e t v e e n money and c o n s u m p t i o n t o t h c n o m i n a l i n t e r e s t r a t c . T h i s 
c o r r e s p o n d s t o c q u a t i o n ( 9 ) i n t h e t e x t . T h i s a p p r o a c h u o u l d y i c l d r c s u l t s 
t h a t a r e s i m i l a r t o t h c ones ve f i n d h e r e f o r more g e n e r a l U t i l i t i e s . Thc 
s t e a d y s t a t e g r o u t h r a l e s o f c o n s u m p t i o n and r e a l ooney may n o t be c q u a l u n d e r 
soné f u n c t i o n a l f o r m s , b u t t h c r c l a t i v e p r i c c b e t v e e n t h c t u o goods v i l l 
c n s u r e t h a t e x p e n d i t u r e f o l l o v s t h c g r o v t h p a t h d i c t a t e d by t l i c E u l c r c q u a t i o n 
a b o v e . 



t h c m i c r o c c o n o m i c c f f i c i c n c y o f t h e u h o l c m. i c rocccnomy: i t i m p r o v c s t l i c l i n k 

b c t w c e n s a v i n g s and i n v c s t m c n t ; i t c o n t r i b u t e s t o c f f i c i c n t l y a l l o c a t c t l i c 

c a p i t a l s t o c k t o i t s b e s t u s e ; i t a l s o l i e l p s c o l l c c t and s e r c e n i n f o r m a t i o n 

( i n a « o r l d o ( i m p e r f e c t o r c o s t l y i n f o r m a t i o n , i n d i v i d u á i s nay n o t knou who 

v a n t s t o b o r r o w o r I c n d ) . F u r t l i c r , i f í i n a n c i a l i n t e r m e d i a t i o n i s n o n e x i s t e n t 

o r v e r y c o s t l y , p r í v a t e c n t r c p r c n c u r s w i l l be f o r c e d t o s e l f í i n a n c e t h e i r 

i n v e s t m c n l p r o j e e t s . T h i s may l e a d thcm t o u n d e r t a k e p r o j c c l r , t h a t a r e 

s m a l l e r (and t l i c r c f o r c n o t a b l y l e s s c f f i c i e n t ) t h a n t h c ones t h c y v o u l d 

u n d e r t a k e o t l i e r u i s e . An a d d i t i o n a l p r o b l e m i s t h a t t h c y nay have t o s e l f 

a c c u m u l a l e n o m i n a l a s s e t s u h i c h g e t s y s t c r a a t i c a l l y c r o d e d by h i g h i n f l a t i o n 

r a l e s . From a m a c r o e c o n o m i c o r a g g r c g a t c p r o d u c t i o n f n n e t i o n p o i n t o f v i c v , 

a l l t l i i s racans t h a t c c o n o m i c s more f i n a n c i a l l y d c v c l o p e d v i l l be a b l c l o 

t r a n s f o r m a g i v e n a n o i m t o f i n p u t s , K, i n t o a l a r g e r amonnt o f o n l p u t , Y. 

T h i s i s vhy ve p o s t ú l a t e a p r o d u c t i o n f u n c t i o n t h a t i s an i n c r c a s i n g f n n e t i o n 

o f A , t h c d e g r e c o f í i n a n c i a l s o p h i s t i c a t i o n o f t h c cconoray. 

Ve s h o u l d m e n t i o n t h a t t h e r e may be o t h e r f a c t o r s a f f e c t i n g t h c 

p r o d u c t i v i t y o f c a p i t a l . Thcse f a c t o r s , some o f u h i c h have been r c c c n l l y 

c m p h a s i z c d i n t h c endogenous g r o u t h l i l c r a t u r c , c o u l d be k n o w j c d p " ( l l nmcr 

( 1 9 9 0 ) ) o r p u b l i c s p e n d i n g ( D a r r o ( 1 9 9 0 ) and D a r r o and S a l a - i - K a r t i n ( i n P O a ) ) . 

Ve w i l l a b s t r a c t f r o m t h e s c f o r s i m p l i c i t y so we « i l l t l ü n k o f (>(A) as b e i n g a 

f u n c t i o n o f A a l o n e ' . 

Ve v i l l assume t h a t í i r n s behave c o m p c t i t i v e l y and t h a t t h c y m a x i m i ^ e t h c 

p r e s e n t v a l u é o f a l l í u t u r e cash f l o v s . Dccause t h e r e a r e no a d j u s t m e n t c o s t s 

o f any k i n d , ue knov t h a t t h c o p t i m a l b e h a v i o r i s t h c c q u a l i / . a t i o n o f t h c r e a l 

i n t e r e s t r a t e s t o t h c m a r g i n a l p r o d u c t o f c a p i t a l a f t e r d e p r e c i a t i o n 

( 1 4 ) r = r W - I 

T h a t i s , a t t h e o p t i m u m , f i r r a s u i l l be i n d i f f e r e n t b e t u c e n n a i l i n g onc more 

u n i t o f c a p i t a l t o t h c f l o o r (and t h c r c b y g e t t i n g t h c m a r g i n a l p r o d u c t o f 

c a p i t a l m inus t h c l o s s duc t o d e p r e c i a t i o n ) and p u r c h a s c a bond « i t l i r e a l 

r c t u r n e q u a l t o r " . Dy c q u a l i i i n g ( 1 2 ) and ( H ) ve g e t t h c f o l l o v i n g g r o u l h 

r a t e o f c o n s u m p t i o n 

( 1 5 ) ¿ /c = ( ( l - ( l - » ) ( / 7 . ' . ) ) " I ( ( p ( A ) ( l - r ) - M O - O ) 

E q u a t i o n (15 ) i s a n o t h e r f o r m o f v h a t somc p c o p l c c a l i " S u p c r n e u t r a l i t y 

r e s u l t " f i r s t d e r i v e d by S i d r a u s k i . Changes i n t h c r a t e o f g r o w t h o f money do 

n o t a f f c c l t h e s t e a d y s t a t e r a t n o f c o n s u m p t i o n g r o v t h . Ve s h o u l d n o t e , 

h o w e v c r , t h a t t h i s does n o t mean t h a t money i s " s i i p c r n e u t r a l " b e c a u s c changes 

i n t h e r a t e o f money c r e a t i o h v i l l have an e f f e c t on t h c d e s i r e d s t o c k o f r e a l 

a o n e y , and (as i t s ñame i n d i c a t c s ) r e a l money i s a r e a l v a r i a b l e t h a t r e f l c c t s 

t h e p r o v i s i ó n o f m o n e t a r y s e r v i e c s v h i c h , i n o u r s e t u p , a f f c c t u t i l i t y b u t i n 

o t h e r s e t u p s a f f e e t s c o n s u m p t i o n duc t o l a r g e r t r a n s a c t i o n c o s t s . 

• T h i s a s s u m p t i o n i s a l s o made i n C reenvood and J o v a n o v i c ( 1 D D 0 ) . 

" N o t i c e t h a t as i t s t a n d s t h c « o d e l has no l a b o r so t h c vage r a t e i s r e r o . 
Ve knov f r o n Romcr ( 1986 ) t h a t ve c o u l d p o s t ú l a t e a p r o d u c t i o n f u n c t i o n o f t h e 

f o n » Y = p ( A ) I 1 ' l ' " l ^ , v h e r e r e p r e s e n t s a I c a r n i n g by d o i n g e x t e r n a l i t y and 
^ e t e i a c t l y t h e saae s t e a d y s t a t e g r o v t h r a t e as l o n g as f m = l , N o t i c c t h a t 
i n t h i s case t h e vage r a t e v o u l d be v e l l d e f i n e d , and t h e s o c i a l b u d g e t 
c o n s t r a i n t v o u l d be e x a c t l y t h c saine. 

As a p a r t i c u l a r c a s e , a g a i n , i n e q u a t i o n ( 1 5 ) i f O ' / M , and ve s e t t l i c 

d e p r e c i a t i o n r a t e t o z e r o , t h c g r o v t h r a t e i s e x a c t l y t h c one ve v o u l d g e t i n 

t h e s i m p l e R e b e l o ( 1 9 9 0 ) Ak n o d e l 

( 1 5 ) ' ¿ / c = ( f { A ) ( l - r ) - , ) / » 

I n o r d e r t o d o s e t h e model ve necd t o s p e c i f y t he b e h a v i o r o f t h e g o v c r n m c n t . 

I n g e n e r a l , t h e g o v c r n m c n t f a c e s t h e f o l l o v i n g budge t c o n s t r a i n t 

( 1 6 ) G rDg = Ü / r . Ü6 » T 

v h e r e G i s g o v c r n m c n t s p e n d i n g , V a r e t h c t o t a l lump sum t r a n s f e r s t h a t a p p c a r 

i n t h c p r í v a t e b u d g e t c o n s t r a i n t , i s t o t a l r e a l p u b l i c d e b t , B" i s t h e r e a l 

b u d g e t d é f i c i t , M/r i s t h c c o l l c c t i o n o f s c i g n i o r a g e and T i s t a x c o l l c c t i o n . 

The b u d g e t c o n s t r a i n t , t h e r e f o r e , e s s c n t i a l l y says t h a t t h c g o v c r n m c n t s p e n d s 

r e s o u r c e s i n p u r c h a s i n g g o o d s , C, t r a n s f e r r i n g incomc t o h o u s c h o l d s , V , and 

p a y i n g i n t e r e s t i n p a s t d e b t , r D ^ . The r e s o u r c e s o f t h e g o v c r n m c n t a r e t a x e s , 

T , and s c i g n i o r a g e , H /P . The d i f f e r e n c e b e t v e e n e x p e n d i t u r c and r e v e n u e i s 

t h c b u d g e t d é f i c i t B g . 

Ve v i l l t i akc somc f u r t h e r s i m p l i f y i n g a s s u m p t i o n s so as t o i s o l a t e t h c 

i m p o r t a n t c f f e e t s . F i r s t , f o r s i m p l i c i t y , ve v i l l n o t a l l o v t h c g o v c r n m c n t l o 

i s s u c d e b t so ve v i l l s e t 

( 1 7 ) DE=¿8=0 

V h i l c t h i s i s a r e s t r i c t i v e h y p o t h c s i s , ue c o n c é n t r a t e i n t h i s p a p e r on 

t h c s t e a d y s t a t e o f t h i s economy i n u h i c h t h e g o v e r n m e n t i s s a t i s f y i n g i t s 

i n t e r t e m p o r a l b u d g e t c o n s t r a i n t and ( d o m e s t i c and e x t e r n a l ) d e b t a c c u m u l a t i o n 

i s e q u a l t o z e r o - Our a s s u m p t i o n v o u l d a l s o be r e a s o n a b l c r c a s o n a b l e f o r 

g o v e r n m c n t s t h a t have l i m i t e d access t o i n t e r n a t i o n a l b o r r o v i n g and ubo e n j o y 

l i t t l c c o n f i d e n c e f r o m p r í v a t e d o m e s t i c s a v e r s , maybe becausc t h c e x i s t i n g 

l e v c l s o f d e b t a r e so c x t r e m e l y h i g h t h a t c v e r y o n e b e l i e v e s t h a t t h e r e i s a 

l a r g e i n c e n t i v e f o r t h e g o v c r n m c n t t o d c f a u l t . Undcr t h e s c c o n d i t i o n s , t h c 

g o v e r n m e n t v i l l have t o do v i l h o u t any d o m e s t i c o r i n t e r n a t i o n a l b o r r o v i n g . " 

S c c o n d , ue need t o make somc a s s u m p t i o n on bou t h e g o v e r n m e n t s e t s C. 

S i n c e t h e economy v i l l be g r o u i n g ue u o u l d l i k e t o assume t h a t t h e g o v c r n m c n t 

can spend i n c r e a s i n g amounts o f r e s o u r c e s ( o t h e r u i s e t h e r a t i o o f g o v e r n m e n t 

s p e n d i n g t o COP goes t o z e r o a s y m p t o t i c a l l y ) . Ve s h a l l assume t h e r e f o r e t h a t 

C i s a c o n s t a n t p r o p o r t i o n , < , o f p r í v a t e c o n s u m p t i o n 

( 1 8 ) C = tC 

uhe re ( v i l l be t h c p o l i c y p a r a n c t e r t h a t t c l l s hov l a r g e g o v c r n m c n t s p e n d i n g 

i s r e l a t i v o t o t h e economy. Ve e x p r e s s G as a p r o p o r t i o n o f C b u t i t u o u l d be 

e q u a l l y easy t o assume t h a t C i s a c o n s t a n t f r a c t i o n o f t o t a l o u t p u t o r 

c a p i t a l s t o c k , g i v e n t h a t i n s t e a d y s t a t e t h c y a l l g r o u a t t h c same r a t o . 

"Ve l e a v e l o a f u t u r e s t u d y t he a n a l y s i s o f an open economy i n v h i c h 
i n t e r n a t i o n a l b o r r o v i n g and l e n d i n g i s c x p l i c i t l y c o n s i d e r e d . 



T l u r d , ve h.ive a l r c a d y a s s u n c d vhcn wc d i s c u s s c d l l i c conr .umprs s i d o l l i . i t 

t h e t a x r c v c n u e i s based on incomc l a x e s , " i l l i c o n s t a n t a v e r a g e and m a r g i n a l 

t a x r a l e r . T h a t i s , 

( 1 9 ) T = r r k 

And f i n a l l y , ue " i l l assume I h a l t h e g o v c r n m c n t s e i s t h c n o m i n a l g r o u t h 

r a l e o f money a t a c o n s t a n t l e v c l ¡¡ so 

( 2 1 ) H/K. / i 

The r e s u l l i n g b u d g e t c o n s t r a i n t i n p e r c a p i t a l e r m s i s t h c f o l l o u i n g 

( 2 2 ) m = g r { r W - S ) V - « ( » „ ) 

v h e r e t h e f i r n i s ' f i r s t o r d e r c o n i l i l i o n ( H ) has been used and v h e r e g=(C. 

I l e f o r c p l u g g i n g ( 2 2 ) i n ( 3 ) ' l o g e t t h c s o c i a l b u d g e t c o n s t r a i n t , l e t us 

r e a l i i e I h a l , b e c a u s e t h e r c i s no I n t e r n a t i o n a l b o r r o u i n g and l e n d i n g , p r í v a t e 

bonds a r e i n z e r o n e t s u p p l y so ve can i d e n t i f y f ( non l i q u i d a s s c l s ) v i l h k 

( r e a l p r o d u c t i v e c a p i t a l s t o c k ) : 

( 2 3 ) k . P (A )k - ( í . n ) k - c - g 

T h i s r e s o u r c e c o n s t r a i n t says t h a t t h c i n c r c a s e i n . t h c c a p i t a l l a b o r r a t i o i s 

t l i c d i f f e r e n c e b e t v e e n t o t a l o u t p u t p e r c a p i t a , and d e p r e c i a t i o n ( v h i c h 

i n e l u d e s t h c p a r t o f t h e c a p i t a l s t o c k g i v e n t o nev u o r k e r s ) p l u s p r í v a t e 

c o n s u m p t i o n p l u s p u b l i c s p e n d i n g . Ve can d i v i d e b o t h s i d e s o f ( 2 3 ) by k and 

u s e t h c c o n d i t i o n g=<c t o g e t 

( 2 1 ) ( k / k - f[k) * 6 * n ) / ( l * 0 = - c / k 

n o t i c e t h a t i n s t e a d y s t a t c a l l t h e l e f t hand s i d o o f ( 2 1 ) i s c o n s t a n t ¡by 

d e f i n i t i o n k / k i s c o n s t a n t i n s t e a d y s t a t c ) . Thc g r o v l h r a t c o f t h c c a p i t a l 

l a b o r r a t i o i s t h e r e f o r e c q u a l t o t h e g r o v t h r a t c o f c o n s u m p t i o n p e r c a p i t a . 

Dy u s i n g ( 1 3 ) ve can a l s o sce t h a t o u t p u t p e r c a p i t a u i l l a l s o g r o « a t t h i s 

common r a t e . Henee , t h e g r o v t h r a t e o f a l l t h e p e r c a p i t a r e a l v a r i a b l e s i s 

g i v e n by ( 1 5 ) . 

Ve can nov go back t o t h c g o v c r n m c n t b u d g e t c o n s t r a i n t and r c w r i t c (1G) 

( 2 5 ) g = mp * r ( p ( A ) - í ) k 

v h e r e «c used t h c f a c t t h a t m / m = ; i - i - n and ve n c g l e c t c d t r a n s f e r s . Of c o u r s e 

«c can make use o í e q u a t i o n ( 9 ) v h i c h says t h a t t h c p e r c a p i t a s t o c k o f r e a l 

money i s a n e g a t i v o f u n c t i o n o f f i n a n c i a l d e v e i o p m c n t , a p o s i t i v e f u n c t i o n o f 

p e r c a p i t a c o n s u m p t i o n and i s i n v c r s e l y r c l a t c d t o t he n o m i n a l i n t e r e s t r a l e , 

" y p l u g g i n g ( 9 ) back i n ( 2 5 ) ve g e t t h e f i n a l p u b l i c b u d g e t c o n s t r a i n l 

( 2 6 ) g = , . / J (A )c /aR • r ( f ( A ) - í ) k 

v h e r e R = r ( l - r ) + r = ( | i ( í ) - í ) ( 1 - r ) » r . E q u a t i o n ( 2 6 ) s a y s t h a t t o l a l g o v c r n m c n t 

s p e n d i n g must e q u a l t h e t o t a l t a x r e v e n u c . The t a x r c v c n u e , i n l u r n i s c q u a l 

t o t h e sum o f i n f l a l i o n and income l a x e s . I n s t e a d y s t a t c t h e i n f l a l i o n r a t c 

i s g i v e n by i - ; i - n - 7 u h e r e 7 i s t h c g r o u t h r a t e o f r e a l money b a l a n c e s . Ve 

knov f r o a p r e v i o u s a n a l y s i s t h a t 7m=7c, t h a t i s r e a l money b a l a n c e s g r o v a t 

t h e sane r a t e as t h e r e s t o f t h c r e a l v a r i a b l e s . Henee , t h c s t e a d y s t a t c 

i n f l a l i o n r a t e i s equal15 t o r= / ¡ - n - ( ( ( i ( A ) - í ) ( l - r ) - ^ ) / » . 

S e i g n i o r a g c i n t h i s model i s g i v e n by t h e f i r s t t e r n o f t h c r i g h t hand 

s i d e o f ( 2 6 ) . I t c l c a r l y depends on t h e d e g r e c o í f i n a n c i a l d e v e i o p m c n t , A , 

t h r o u g h t h r e e d i f f e r e n t c h a n n c l s . F i r s t , h i g h e r f i n a n c i a l d e v e i o p m c n t ( h i g h 

A) i o v e r s t h e p e r c a p i t a demand f o r money a t g i v e n n o m i n a l i n l c r c s t r a l e s . 

T h i s i s t h e t e r m / J ( A ) . S c c o n d , h i g h e r f i n a n c i a l d e v e i o p m c n t I n c r c a s c s r e a l 

i n l c r c s t r a t e s a n d , c o n s e q u e n l l y , i n c r c a s c s t h c f i r s t componen t o í t h c n o m i n a l 

i n t e r e s t r a t e v h i c h f u r t h e r r e d u c e s money demand. And t h i r d , h i g h e r f i n a n c i a l 

d c v c l o p m e n t i n c r c a s c s t h c g r o u l l i r a l e o f t h c economy u l i i c h r e d u c e s I h c s t e a d y 

s t a t c i n f l a l i o n r a t e . C i v e n t h c r e a l i n t e r e s t r a t e , t h i s e f í c e t v o r k s i n t l i c 

d i r e c t i o n o f r e d u c i n g t h c n o m i n a l i n t e r e s t r a l e v h i c h i n c r c a s c s I h c demand f o r 

r e a l b a l a n c e s . U n l c s s t h e u t i l i t y f u n c t i o n i s a l m o s l l i n e a r (Í= 0 ) , I h c f i r s t 

and s c c o n d e f f e e t s c l c a r l y d o m í n a t e t h e t h i r d c í í c c l so t h e p e r c a p i t a s t o c k 

o f r e a l money i s a d e c r c a s i n g f u n c t i o n o f t h e l e v e l o í f i n a n c i a l d c v c l o p m e n t " . 

t e t us n o « assume t h a t t h e g o v c r n m c n t , t h r o u g h r c g u l a t i o n and o t h e r non 

u a r k e l i n t e r v c n l i o n s , can c o n t r o l t h e d e g r e e o f f i n a n c i a l d c v c l o p m e n t , A. 

C i v e n t h e money g r o v l h r a l e ; i and t h e incomc t a x r a l e , t h c g o v c r n m c n t f a c e s a 

t r a d e o f f b e t v e e n i n f l a l i o n and income t a x e s : f i n a n c i a l d c v c l o p m e n t i n c r c a s c s 

incomc and t h e r e f o r e i n c r c a s c s t h c income t a x b a s e . On t h e o t h e r h a n d , i t 

d e c r c a s e s r e a l money demand and t h e r e f o r e t h e i n f l a l i o n t a x b a s e . N o l i c e t h a t 

t h e d e r i v a t i v e o í t o t a l r c v c n u e « i l h r e s p e c t t o A i s c q u a l t o 

lie 
( 2 7 ) d m m t / d k - - - j y - 0 '{k) - — ^ i — ( 3 R / 3 A ) » r , • ( * ) 

i s a n b i g u o u s . T h i s d e r i v a t i v e has t h r e e t e r m s . The f i r s t t e r m i s n e g a t i v e , 

t h c s c c o n d i s a n b i g u o u s and t h e t h i r d i s p o s i t i v e . As ve a r g u e d a h o v e , i f t h e 

u t i l i t y f u n c t i o n i s n o l c i ó s e t o l i n e a r ( i c i f e i s n o t d o s c t o r . c r o ) , t l i c 

f i r s t and s e c o n d t e r m s add up t o some n e g a t i v e number ( s o t h e i n f l a l i o n t a x 

r c v c n u e i s a n e g a t i v e f u n c t i o n o f A ) " . T h i s mcans t h a t , d e p e n d i n g on t h e 

p a r a m e t e r s o í t h e m o d e l , some s h o r t s i g h l e d " g o v e r n m e n t s v i 11 choosc t o 

" T h i s has been d e r i v e d unde r t h e a s s u m p t i o n a i / M . 

" N o t i c e t h a t i f n - i (and t h i s i s a v e r y common a s s u m p t i o n i n t h e 
l i t e r a t u r e o f c o n s u m p t i o n t h e o r y u b i c h c o r r e s p o n d s t o l o p r i l h i n i c u t i l i t y ) t h c 
sccond and t h i r d e f í c e t s e x a c l l y o f f s e t so ve a r e l e f t v i t b t h e í i r s t n e g a t i v e 
e í f e c t . 

^ R c c a l l t h a t i í t h e u t i l i t y i s l o g a r i l h m i c ( » = ! ) , t h e n I h c s c c o n d l e r n i i s 
e x a c l l y z e r o so t h e í i r s t two t e r m s a r e c l c a r l y n e g a t i v e . I f t h c u t i l i t y 
f u n c t i o n i s even more concave t l i a n t h e l o g a r i l h m i c f u n c t i o n , t h e í i r s t t v o 
t e r m s a r e n e g a t i v e a n d , t h e r e f o r e , so i s t h c sum. 

lsVe s a i d t h a t " s h o r t s i g h l e d " g o v e r n m e n t s may v a n t t o f i n a n c i a l l y r e p r e s s 
t h e economy. Dy t h i s ve mean g o v e r n m e n t s ( o r p a r t i e s ) t h a t do n o t c a r c n u c h 
a b o u t v h a t h a p p c n s i n t h e f u t u r o o r hov t h e y u i U g e t f u t u r o r e v e n u c s . N o t i c e 
t h a t v h e n e v e r t h e g o v e m m c n t chooses t o r e p r e s s t he f i n a n c i a l s e c t o r n o t o n l y 
s h r i n k s t h e c u r r e n t base f o r income t a x a t i o n b u t , b e c n u s e t h c economy g r o v s a t 
a l o « e r r a t e i t b o t h r e d u c e s f u t u r o incomc t a x r e v e n u e s and f u t u r o r e a l money 
b a l a n c e s . B o t h o f t h e s e e f f e e t s go i n t h e d i r e c t i o n o í r e d u c i n g f u t u r c 
r e v e n u e s . I f t h e s e g o v e r n m e n t s a r e s t i l l i n p o v o r i n t h c í u t u r c t h e y « i 11 
choose t o r e p r e s s t h e f i n a n c i a l s e c t o r s t i l l m o r e . T h i s may l e a d l o an 
i n f l a t i o n a r y / f i n a n c i a l r e p r e s s i o n s p i r a l t h a t v i l l l e a d t o t h c f u r t h e r 
r e d u c t i o n o f g r o v t h r a t e s . T c r s s o n and T a b e l l i n i ( 1 9 9 0 ) p r e s e n t a s y s t c m a t i c 
o v e r v i c i í o f n o d c l s v h e r e p o l i t i c a l d i s l o r t i o n s s h o r l e n t h e h o r i z o n o f 
govc rnB ien t and l e a d t o " s h o r t - s i g h t e d " cconom ic b e h a v i o r . 

L o n g c r h o r i i o n g o v c r n n c n t ( s u c h as t h o s c o f s t a b l e d c m o c r a c i c s ) v i l l n o l 
choosc t o r e p r e s s t h e economy i n o r d e r t o c o l l e c t s e i g n i o r a g c s i n c e t h e y v i l l 
v e r y p o s s i b l y c a r e a b o u t t h c u h o l e p a t h o f r e v e n u c r a t h e r t b a n a b o u t t h c s h o r t 
r u n f i n a n c e s o n l y . And ve sav t h a t r e p r e s s i n g t h e f i n a n c i a l s e c t o r i n c r c a s c s 
s h o r t t e r m i n f l a l i o n t a x r e v e n u c s b u t i t h u r t s l o n g r u n g r o v t h and l o n g r u n 
r e v e n u c . 
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r c p r c s s t h e f j n a j i c i . i l s e c t o r o ( t h c cconomy i n o r d e r t o g c t casy m o n c t a r y 

r e v e n u c . I n p a r t i c u l a r , g o v c r n m c n t s « i l l f i n d i t p r o f i t a M e t o r e p r e n s t l i e 

economy i f f ' {k ) i s s n a l l , t h a t . i s f i n u i c i a l r e p r e s s i o n a f f e e t s c \ i r r c i i t CDP by 

a l i t l l c a n d / o r i f . F u r t h e r m o r c , g o v e r n / n c n l s t l i a t p u r p o s c l y r c p r c s s t h c 

f i n a n c i a ! s e c t o r so as t o c o l l c c l h i g b c r i n f l a t i o n t a x e s v i l l a l s o t e n d t o 

choosc h i g h i n f l a t i o n r a t e s ( s i n c e t h c t o t a l i n f l a t i o n latx c o l l c c t i o n i s a 

p o s i t i v e f u n c t i o n o f b o t h t h e t a x r a t c and t a x b a s e ) . Of c o u r s c , l o t h c 

e x t e n t t h a t t h c f i n a n c i a l s e c t o r c o n t r i b u t e s t o t h c o v e r a l l m a c r o c c o n o m i c 

p r o d u c t i v i t y o f t b e cconomy, t h e c h o i c c o f r e p r e s s i n g t h c f i n a n c i a l s e c t o r 

u i l l e n t a i l l o v l o n g r u n g r o w l h f o r t h e v h o l e economy, as uc sec i n c q u a t i o n 

( 1 5 ) . 

A s i m p l e e x t e n s i ó n o f model c o u l d i n c o r p ó r a l e t h c p o s s i b i l i l y o f l a x 

e v a s i ó n . Suppose f o r i n s t a n c e t h a t t h e incomc ta j ( c o l l c c t i o n i s n o t 

T[P { K)-6)\ b u t , r a t h e r r ( ( ( j i ( A ) - i S ) k , r ) , u h e r e ( i s a n o n l i n c a r f u n c t i o n o f 

i ncomc and t a x r a l e s t h a t r c f l c c t s t a x e v a s i ó n . Ve can t h i n k o f ( ( ) as incomc 

t h a t ) 6 a c l u a l l y r c p o r l c d t o t h c g o v c r n m c n t u l i i c h I s n p o s i t i v e f u n c t i o n o f 

i ncomc b u t a n e g a t i v e f u n c t i o n o f t h c l a x r a l e . D i f f c r c n l c o u n l r i c s may have 

d i f í e r e n l f u n c l i o n s ( ( ) u h i c h p o s s i b l y due l o d i í f e r c n t e f í i c i e n c i c s i n 

c o U e c l i n g incomc t a x e s and d i f f e r e n l p r í v a l e a l t i t u d e s u i l h r e s p c e l t o 

r e p o r t i n g p r í v a t e i n c o m c . Under t h e s e c i r c u m s t a n c c s , c o u n l r i c s v i t h { ' ( ) 

c i ó s e t o i c r o , t h a t i s c o u n l r i c s v h e r e changes i n i ncomc do n o t l e a d t o l a r g e 

changes i n r e p o r t e d incomc ( i e , u h e r e l a x e v a s i ó n i s l a r g e ) u i l l c h o o s c t o 

r e p r e s s t h e f i n a n c i a l s e c t o r i n o r d e r t o expand money deraand and i n c r c a s c l l i c 

l a x r a t c on money. 

S u m n a r i z i n g , ue sau t h a t i n o r d e r t o i n c r c a s c t h c r e v e n u e f r o m money 

c r e a l i o n , s h o r t s i g h t e d g o v c r n m c n t s may choosc t o i n c r c a s e s p e r c a p i l a r e a l 

money demand by r e p r e s s i n g t h e f i n a n c i a l s e c t o r . As a s l d c e f f e c t t h i s p o l i c y 

u i l l t e n d l o r e d u c e t h c a/nount o f s e r v i c e s t h e f i n a n c i a l s e c t o r p r o v i d e s l o 

t h e u h o l e economy a n d , g i v e n t h e t o t a l s t o c k o f i n p u t s , t h c t o t a l amount o f 

o u t p u l u i l l be r e d u c e d . T h i s u i l l r e d u c e Ihe a s y m p t o t i c m a r g i n a l p r o d u c t o f 

t h c i n p u t s t h a t can be a c c u m u l a l c d ( s u c h as p r í v a t e p b y s i c a l , p r í v a l e human o r 

p u b l i c c a p i t a l ) a n d , c o n s e q u c n t l y , t h e s t e a d y s t a l e r a l e o f g r o v t h . 

Thc s l o r y ue j u s t e x p l a i n c d has t h c f o l l o u j n g e m p i r i e a l i n p l i c a l i o n s . 

C o u n l r i c s t h a t a r e f i n a n c i a l l y r e p r e s s e d u i l l have h i g h e r i n f l a t i o n r a l e s , 

l o u e r ( b e f o r e t a x ) r e a l i n t e r e s t r a t e s , h i g h e r base noney p e r c a p i t a and l o u e r 

p e r c a p i t a g r o v t h t h a n c o u n l r i c s t h a t a r e f i n a n c i a l l y d e v e l o p c d . Ve u i l l t r y 

t o t e s t some o f t h e s e i m p l i c a t i o n s i n t h c e m p i r i e a l s e c t i o n o f t h c p a p e r . 

D c f o r c ue c o n c l u d e t h i s t h e o r e t i e a l s e c t i o n ue s l i o u l d m e n t i o n t h a t t h e 

n o d e l p r e s e n t e d h e r e c o u l d be e x t e n d e d t o more g e n e r a l u l i l i t y f u n c l i o n s . I n 

p a r t i c u l a r and as ue m e n t i o n e d c a r l i e r , t h e u l i l i t y f u n c t i o n assumcd h e r e uas 

v e r y c o n v e n i e n t l o g c t an easy a n a l y l i c a l s o l u t i o n . Ye t i t had t h c 

í m p l i c a l i o n t h a t t h c e l a s t i c i t y o f money demand u i l h r e s p c e l t o t h c i n t e r e s t 

r a l e uas a c o n s t a n t i n d e p e n d e n t o f t h e d e g r e e o f f i n a n c i a l d c v c l o p m c n t . More 

g e n e r a l u t i l i t y f u n c l i o n s u i l l n o t h a v e . s u c h a p r o p e r l y . I f t h e i n t e r e s t 

e l a s t i c i t y o f money demand i s a p o s i t i v e f u n c t i o n o f A, t h e n n o t o n l y s h o r t 

s i g h t e d g o v e r n m e n t s u i l l f i n d i t p o s s i b l e l o i n c r c a s c t h c i n f l a t i o n t a x base 

t h r o u g h f i n a n c i a l d i s t o r t i o n b u t I h e y may f i n d i t o p l i m a l . I n t u i t i v e l y , t h c 

Ranisey r u l e o f o p t i m a l t a x a t i o n says t h a t t h c g o v c r n m c n t s h o u l d c h o o s c t b e t a x 

r a t e s i n such a uay t h a t t h e e l a s t i c i t i e s a c r o s s goods a r e c i i u a l i z c d . I f t h c 

e l a s t i c i t y o f incomc u l t h r e s p c e l t o t h c incomc t a x r a l e i s h i g h enough ( i c . 

i f p c o p l e can evade incomc t a x a t i o n c a s i l y ) t h c g o v c r n m c n t may f i n d i t o p l i m a l 

t o d e c r e a s e t h e money demand e l a s t i c i t y t h r o u g h f i n a n c i a l r e p r e s s i o n and 

i n c r c a s c t h c i n f l a t i o n t a x r a l e i n o r d e r t o c o l l c c l a c e r t a i n i w o u n t o f 

r e v e n u e . The s i m p l i f y i n g a s s u m p t i o n s ue nade on t h c u t i l i t y f u n c l i o n s a l l o u c d 

us t o f i n d a s i m p l e s t e a d y s t a t c g r o u t h r a l e , b u l t h c y do n o t a l l o u us l o 

s l u d y I b i s o p t i m a l i n f l a t i o n t a x p r o b l e m . 

3 . f i n a n c i a l r e p r e s s i o n and g r o u t h : t h e e m p i r i e a l e v i d e n c r . 

The t h e o r e t i e a l model p r e s e n t e d i n t h c p r e v i o u s s e c t i o n s u g g c s t s an 

i m p o r l a n t r e l a l i o n b e t u e e n f i n a n c i a l r e p r e s s i o n , i n f l a t i o n and economic 

g r o u t h ; i n p a r t i c u l a r f i n a n c i a l u n d e r d e v e l o p m c n l and f i n a n c i a l r e p r e s s i o n 

m i g h t be h a r m f u l l o economic g r o u t h . 

Thc o b j e c t i v e s o f t h i s s e c t i o n a r e t u o f o l d . F i r s t , ue u i l l p r c s e n l some 

f u r l h e r c c o n o m c t i l c c v l d c n c c on t h c r e l a l i o n b e t u e r n t h c d c g i e e o f f i n a n c i a l 

d c v c l o p m c n t aj id economic g r o u t h . S c c o n d , ue u i l l t e s t u h e t h e r t h c d e g r e c o f 

f i n a n c i a l r e p r e s s i o n m i g h t a c c o u n t f o r t h e e v i d e n c e t h a t , a f l e r c o n l r o l l i n g 

f o r t h e u s u a l d e l c r m i n a n l s o f g r o u t h , t h c L a t i n A m e r i c a n r e g i ó n a p p e a r s l o be 

g r o u i n g more s l o u l y I b a n t h e r e s t o f t h e u o r l d . Tbe e m p i r i e a l s t r a t e g y t h a t 

ue í o l l o u i s s i m i l a r t o t h c one used i n a number o f e m p i r i e a l s t u d i c s on 

g r o u t h . Ve s t a r t f r o m t h e r c s u l t s o b l a i n e d i n l l a r r o (1 ! )91) on t h e 

d e t e r m i n a n l s o f economic g r o u t h i n l a r g e c r o s s s e c t i o n o f c o u n l r i c s and add 

measures o f f i n a n c i a l dcve lop raen t ( r e p r e s s i o n ) l o t h e s e b a s i c e q u a t i o n s " . 

The o b j e c t i v e i s t o t e s t u h e t b e r , a f l e r c o n l r o l l i n g f o r t h c u s u a l d e t e r m i n a n l s 

o f g r o u t h used i n t h e s e s t u d i c s ( s u c h as i n i t i a l i n c o m c , mensures o f human 

c a p i t a l , s i i e o f t b e g o v c r n m c n t , p o l i t i c a l and i n s t i t u t i o n a l v a r i a b l e s ) , t h c 

d e g r e e o f f i n a n c i a l r e p r e s s i o n c o n t r i b u l c s t o c x p l a i n t h c c r o s s c o u n t r y 

d i f f c r e n t i a l s i n r a l e s o f economic g r o u t h . Ve u i l l a l s o t e s t u h c l h c r t h e 

s i g n i f i c a n t r e g i o n a l d u n m i e s f o r L a l i n Amer i can g r o u t h f o u n d by l l a r r o ( 1 9 9 1 ) 

a r e e x p l a i n c d by measures o f f i n a n c i a l r e p r e s s i o n i n t h a t r e g i ó n . 

As a s t a r t i n g p o i n t ue r e p l i c a t e i n t a b l e 1 t h c b a s i c g r o u t h e q u a t i o n s 

e s t i m a t e d by l l a r r o ( 1 9 9 1 ) . Ve r e g r e s s t b e a v e r n g e g r o u t h o f p e r - c a p i t a income 

o f 98 c o u n l r i c s i n t h c 1900 -1985 p e r i o d (CRC085) on t h c f o l l o u i n g r e g r e s s o r s : 

t h e i n i t i a l v a l u é o f CDP ( C D P 6 0 ) , t h e i n i t i a l a jnount o f human c a p i t a l as 

p r o x i e d by p r i m a r y and s e c o n d a r y s c h o o l e n r o l l m c n t r a l e s i n 1900 (Plt lHCO and 

5ECG0) , t h e amount o f " n o n - p r o d u c t i v e " g o v e r n m c n t s p e n d i n g as p r o x i e d I h e 

a v e r a g e r a t i o o f r e a l g o v e m m e n t c o n s u m p t i o n ( e x c l u s i v e o f d e f e n s e and 

e d u c a t i o n ) t o r e a l CDP ( C O V ) ; t h c d i s t o r t i o n i n t b e p r i c c o f i n v c s t m e n l goods 

as p r o x i e d by t h e d e v i a t i o n o f t h e 1960 PPP p r i c c o f i n v c s t m e n l goods f r o m t h e 

s a m p l e mean (PPPIOODEY); t h e d e g r e c o f p o l i t i c a l i n s t a b i l i t y as p r o x i e d by t h e 

number o f r e v o l u t i o n s and coups p e r y c a r (REVCOUP) and t h c number o f 

a s s a s s i n a t i o n s (ASSASS). Tbe r c s u l t s o f t h i s b a s i c r e g r e s s i o n ( p r e s e n t e d i n 

" T h e t e s t i n g a p p r o a c h t h a t ue f o l l o u i m p l i c s t h a t ue a r e l e s l i n g t b e 
t r a n s i t i o n l o t h e s t e a d y s t a l e r a t h e r I b a n t h c s t e a d y s t a t e i l s c l f . I d 
p a r t i c u l a r ue a r e n o t t e s t i n g endogenous g r o u t h mode ls v e r s u s n c o c l a s s i c a l 
modc l s l i k e Quah and Rauch (1990 ) o r D e r n a r d and D u r l a u f ( 1 9 9 0 ) t r y t o d o . Ve 
b e l i e v e t h a t s u c h a q u e s t i o n canno t be a d d r c s s c d v i t h a s h o r t s a n p l c p e r i o d o f 
o n l y 30 y e a r s . T h i s i s uhy ue t a k c P a r r o ' s a p p r o a c h r a t h e r I b a n t h e s t e a d y 
s t a t e a n a l y s i s o f Quah and Rauch . F u r t h e r m o r c , i t i s h a r d l o b e l i e v e t h a t t h e 
c o u n l r i c s i n t h e s a u p l e u e r e i n t h e s t e a d y s t a l e d u r i n g I h e p e r i o d c o n s i d e r e d 
( f o r e x a n p l e raany o f t h e » u e r e c o a i n g o u t o f a m a j o r u a r a l t h c b e g i n n i n g o f 
t b e p e r i o d ) . The a n a l y s i s o f Quah and R a u c h , i n s t e a d r e l i e s h e a v i l y on t h e 
u n l i k c l y a s s u m p t i o n t h a t t h c c o u n l r i c s a r e i n t b e s t e a d y s t a l e a l l t h c l i m e . 



c o l u m n ( 1 ) o f t a b l c 1) a r e í a m i l i a r : t h c i n i t i a l I c v c l o f incomc i s n r p a t i v c l y 

c o r r c l a t c i l « i t h g r o v t h c o n s i s t c n t v i t h t h c h y p o t h c s i s o f c o n t i i l i o n a l 

c o n v c r g c n c c o f g r o v t h r a t c s ( s c e a l s o D a r r o aml S a l a - i - M a r t i n ( t n n n h ) ) ; t h c 

• c a s u r c s o f human c a p i t a l a c c u n u l a t i o n p o s i t i v c l y a f f c c l g r o v t h ; 

n o n - p r o d u c t i ve g o v c r n m c n t s p e n d i n g and p o l i t i c a l i n s l a b i l i t y a r e h a r m f u l l o 

e c o n o n i c g r o v t h ; and d i s t o r t i o n s i n t h e p r i c c o f i n v c s l » c n l goods a r e 

n c g a t i v e l y r e l a l c d v i t h g r o v t h . 

I n co lumn ( 2 ) r e g i o n a l duMies f o r I . a t i n A m e r i c a and A f r i c a a r e a d d c d l o 

t h c b a s i c r e g r e s s i o n . As f i r s t o b s e r v e d by D a r r o ( 1 3 9 1 ) , p e r - c a p i t a incomc 

g r o v t h i n L a t i n A n c r i c a and A f r i c a a p p c a r s l o be l o v c r I h . m t h e r c s l o f t h c 

v o r l d even a f t e r c o n t r o l l i n g f o r I h e o t h e r d e t e r n i n a n t s o í c c o n o m i c g r o v t h . 

I n p a r t i c u l a r , t h e p a r a j i c t e r e s t í m a l e f o r t h c I . a t i n A m e r i c a n dummy i m p l i c s 

t h a t t h c p e r c a p i t a g r o v t h r a l e i n t h a t r e g i ó n i s i .17, l o v c r I b a n I h c r c s l o f 

t h e v o r l d a f t e r h o l d i n g c o n s t a n l t h e o t h e r v a r i a b l e s . V b i l e o n c 

i n t e r p r e t a l i o n o f t h e s c r c s u l t s i s t h a t t h e r e a r e r e g i o n a l d i f í e r e n e c s i n 

e c o n o m i c g r o v t h , t h e i n t e r p r e t a l i o n t h a t ve v i l l p u r s u e i n t h i s s e c t i o n i s 

t h a t t h c s e r e g i o n a l dummics p r o x y f o r o t h e r o m i t t e d v a r i a b l e s t h a t a r e t h c 

a c t u a l d e t e r m i n a n t s o f I h e l o v e r economic g r o v t h i n t h c s e U-o r e g i o n s . " I n 

p a r t i c u l a r , ve v i l l p r e s e n t e v i d e n c e t h a t p r o x i e s o f t h c d e g r e c o f í i n a n c i a l 

d c v e l o p m e n t a r e i m p o r t a n t o m i t t e d v a r i a b l e s t h a t e x p l a i n I h c l o v c r economic 

g r o v t h o b s e r v e d i n L a t i n A m e r i c a . Co lumns (.1) and (•() i n t a b l c 1 r e p l a c c t h c 

i n i t i a l l e v e l o f CDP i n 1960 v i t h i t s l o g a r i l h m i c v a l u é ( C n i ' 6Q I . ) : I h c r c s u l t s 

a r e e s s e n t i a l l y t h e sane as b e f o r c . The o n l y d i f f e r e n c e i s t h a t t h e 

c o e f f i c i c n t on COfeoL i s nov i n l e r p r c t e d as an e l a s t i c i t y : i t s v a l u é o f - 0 . 0 M 

I m p l i c s t h a t f o r cach c o u n t r y I h e c o n v c r g c n c c l o i t s s t e a d y s t a l e g r o u l h r a l e 

16 a c h i e v e d a t a t l . d? . r a l e p e r y e a r . T h i s s t e a d y s t a t e g r o v t h r a t e ¡s i n 

t u r n d e l e r m i n e d by v a l ú e s o f t h c o t h e r c x p l a n a t o r y v a r i a b l e s in t h c 

r e g r e s s i o n . 

Ve n o v v a n t t o expand t h c D a r r o r e g r e s s i o n by i n t r o d u c i n g a number o f 

measures o f t h e í i n a n c i a l r e p r e s s i o n . The t h e o r e t i e a l mode l p r e s e n t e d I n t h e 

p a p e r i m p l i c s t h a t t h e r e m i g h t be an i m p o r t a n t r e l a t i o n b e t v e e n í i n a n c i a l 

d c v e l o p m c n t , i n f l a t i o n and economic g r o v t h ; i n p a r t i c u l a r , í i n a n c i a l 

u n d e r d c v e l o p m e n t and f i n a n c i a ] r e p r e s s i o n nay be h a r n f u l t o e c o n o m i c g r o v t h . 

The l i t e r a t u r e on í i n a n c i a l r e p r e s s i o n a l s o s u g g c s t s t h a t í i n a n c i a l r e p r e s s i o n 

i s a s s o c i a t e d v i t h n e g a t i v e r e a l i n t e r e s t r a t e s , h i g h r e q u i r e d r e s e r v e r a l l o s 

and t h e c h o i c e o f a h i g h i n f l a t i o n t a x ' • . T h e r e f o r e ve v o u l d l i k e t o t e s t 

e m p i r i c a l l y t h e h y p o t h c s i s t h a t d i s t o r t i o n s i n í i n a n c i a l n a r k e t s and t h e 

d e g r e e o f í i n a n c i a l d e v e l o p n e n t a r e i m p o r t a n t d e t e r m i n a n t s o f t h c r a t e o f 

e c o n o m i c g r o v t h . 

I n o r d e r t o t e s t c n p i r i c a l l y t h c r e l a t i o n b e t v e e n t h c f i n a n c i a ! f a c t o r 

and e c o n o m i c g r o v t h , i t i s n e c e s s a r y t o o b t a i n measures o f t h c d c g t e c o f 

" I t has been s u g g e s t c d t h a t t h c s i g n i f i e n n t I . a t i n A m e r i c a n dunmy n i g h t be 
due t o t h e i n c l u s i ó n i n I h c samp le o f t h c JOSO's , t l i c p e r i o d i n v h i c h t h c 
g r o v t h r a l e ó f t h a t r e g i ó n vas s i ^ n i í i c a n t l y n e g a t i v e becausc o f t h e e f f e e t s 
o f t h c d e b t c r i s i s . T h i s B U K C s t i o n , h o v e v e r , i s n o t r i g h t . Thc I . a t i n 
A m e r i c a n dummy r e m a i n s s i g n i í i c a n t i n a l l t h c r e g r e s s i o n s i n T a b l c I c v e n t i f 
ve c o n s i d e r as t h c d e p e n d e n t v a r i a b l e t h e g r o v t h r a t e i n t h e 1 9 6 0 - 1 9 8 0 p e r i o d . 
T h i s s u g g e s t t h a t , v h i l e t h e d e b t c r i s i s n j g h t have bad n e g a t i v e g r o v t h r a t e 
e f f e e t s , t b c r e l a t i v e l o v g r o v t h r a t c s o f L a t i n A m e r i c a p r e d a t e t h e o n s e t o f 
t h c d e b t c r i s i s . í o r e o v c r , o u r p r o x i e s o f í i n a n c i a l r e p r e s s i o n p r e s e n t e d i n 
t a b l e s 2 - 6 b e l o v r c m a i n s i g n i f i c a n t i f ve r e s t r i c t t h e samp le l o t h e 1960 -1980 
p e r i o d . 

" S e e K c í i n n o n ( 1 9 7 3 ) , Shav ( 1 9 7 3 ) , F r y ( 1 9 8 2 , 1 9 8 8 ) , K c K i n n o n and 
í a t h i e s o n ( 1 9 8 1 ) . 

f i n a n c i a l d e v e l o p m c n t o r í i n a n c i a l r e p r e s s i o n . Thc a p p r o a c h t h a t ve l a k c b c r e 

i s t o d c r ¡ » c a l l e r n a t i v c p r o x i e s f o r t h e f i n a n c i a ! c h a r a c l e r i s t i c s o f a 

c o u n t r y and t e s t I h c i r c x p l a n a t o r y p o v e r i n o u r g r o v t h r e g r e s s i o n s . 

The l i t e r a t u r e on í i n a n c i a l r e p r e s s i o n s u g g e s l s t h a t c c o n o m i c s t h a t a r e 

f i n a n c i a l l y r e p r e s s e d a r e c h a r a c t e r i t e d by c r e d i l r a l i o n i n g and a r l i f i c i a l l y 

l o v r e a l i n t e r e s t r a l e s . C o v c r n m e n t s i n f i n a n c i a l l y r e p r e s s e d c c o n o m i c s t e n d 

t o c o n t r o l d e p o s i t and l e n d i n g r a l e s b e l o v I h e l e v c l o f t h c i n f l a t i o n r a l e s s o 

t h a t r e a l i n t e r e s t r a l e s v i l l I c n d t o be l o v , m d / o r n e g a t i v e . A g a r v a l a ( I 9 S 3 ) 

and C e l b ( 1 9 8 8 ) p r e s e n t s t r o n g e v i d e n c e on t h e n e g a t i v e r e l a t i o n b e t v e e n 

í i n a n c i a l r e p r e s s i o n and r e a l i n t e r e s t r a t e s i n a samp le o f o v e r t h i r l y 

d c v e l o p i n g c o u n t r i e s ; t h c y a l s o shov t h a t t h e s i m p l e b i v a r i a t c r e l a t i o n 

b e t v e e n e c o n o m i c g r o v t h and f i n a n c i a ! r e p r e s s i o n ( a s p r o x i e d by r e a l i n t e r e s t 

r a t c s ) i s n e g a t i v e : l o v r e a l i n t e r e s t r a l e s a r e c o r r e l a t e d v i t h l o v e c o n o m i c 

g r o v t h . E a s t e r l y ( 1990 ) p r e s e n t s e v i d e n c e t h a t a p r o x y f o r f i n a n c i a ! 

r e p r e s s i o n b a s e d on C c l b ' s d a t a s i g n i f i c a n t l y a f f c c l s t h e g r o v t h r a l e i n a 

c r o s s - c o u n t r y samp le o f 32 d e v c l o p i n g c o u n t r i e s . 

A g a r v a l a ( 1 9 8 3 ) c l a s s i f i c s t h c 31 c o u n t i i c r . i n i t r . samp le a c c o r d i n g t o 

t h e i r d e g r e e o f d i s t o r t i o n s i n I he f i n a n c i a ! m a r k e t s . Thc d e g r e c o í 

d i s t o r t i o n i s d e f i n e d as b e i n g h i g h vhen r e a l i n t e r e s t r a t c s d u r i n g t h e l ! ) 7 0 , 5 

v e r e I n s s t h a n m i n u s 57.; l o v vhen r e a l i n t e r e s t r a t c s v e r é p o s i t i v e and médium 

vhen t h c y v e r e i n t h e 0 t o n i n u s 57. r a n g e . S t a r t i n g í r o m I h e A g a r v a l a s a m p l e 

ve c o l l e c t e d a d d i t i o n a l i n f o r m a l i o n on a samp le o f c c o n o n i c a l l y a d v a n c e d 

c o u n t r i e s and added thcm t o t h c s a m p l e . Ve t h u s c r c a l e a dummy v a r i a b l e 

FlNRír f o r 53 c o u n t r i e s t h a t t a k e s v a l ú e onc vhen r e a l i n t e r e s t r a l e s a r e 

p o s i t i v e ; t v o vhen r e a l i n t e r e s t r a t e a r e n e g a t i v o b u t h i g h e r t h a n m i n u s 57.; 

and 3 vhen r e a l i n t e r e s t r a t c s a r e l o v e r t h a n m i n u s 57.. 

I n t a b l c 2 ve c o n s i d e r f i r s t t h c r e f e r e n c e D a r r o r e g r e s s i o n . " Ve o b s e r v e 

t h a t t h e r e d u c t i o n i n samp le s i r . c f r om 98 t o 53 c o u n t r i e s i m p l i c s t v o 

d i f í e r e n e c s : t h c A f r i c a m dummy and RF.VCOUP ( p r o x i n g f o r p o l í t i c a ! i n s t a b i l i l y ) 

a r e nov s t a t i s t i c a l l y n o t s i g n i f i c a n t . Thc r e m a i n i n g v a r i a b l e s a r e n o l 

s i g n i f i c a n t l y a f f e c t e d by t h c change i n samp le s i r . e . 

I n c o l u m n ( 1 ) i n t a b l c 2 ve i n e l u d e t h e p r o x y FINRF.P f o r f i n a n c i a ! 

r e p r e s s i o n i n t h e b a s i c g r o v t h r e g r e s s i o n . T h i s v a r i a b l e a p p c a r s t o h a v e I h c 

r i g h t s i g n a n d i s s t a t i s t i c a l l y s i g n i f i c a n j t : a b i g h e r d e g r e e o í f i n a n c i a ! 

r e p r e s s i o n l e a d s t o l o v e r economic g r o v t h . Ve can a l s o o b s e r v e t h a t , once ve 

c o n t r o l f o r í i n a n c i a l r e p r e s s i o n , t h c L a t i n A n e r i c a n dummy i n co lumn ( 2 ) n o t 

o n l y l o s e s i t s s t a t i s t i c a l s i g n i f i c a n c e b u t i t s p o i n t e s t i m a l e d r o p s by more 

t h a n h a l f . T h i s s u g g c s t s t h a t onc o f t h c r e a s o n s f o r t h c s i g n i f i c a n t r e g i o n a l 

dummy i n t h e o r i g i n a l D a r r o r e g r e s s i o n s m i g h t be t h c h i g h d e g r e c o f f i n a n c i a ! 

r e p r e s s i o n i n L a t i n A m e r i c a From t h e economic p o i n t o f v i e v , i h c 

c o e f í i c i c n l e s t i m a l e on t h c FINREP v a r i a b l e i m p l i c s t h a t t he nove f r o m an 

e c o n o n i c v i t h a l o v l e v e l o f í i n a n c i a l r e p r e s s i o n t o one v i t h a h i g h l e v e ! o f 

" V e do t h i s becausc i n many s t u d i c s ( f o r c x a m p l c F . a s l c r l y ( 1 9 9 0 ) ) t h c 
r c s u l t s o f r e g r e s s i o n s v i t h a d d i t i o n a l v a r i a b l e s a r e compared v i t h t h o s c o f 
r e g r e s s i o n s based on v e r y d i f f e r e n t s a m p l e s . Such a p r o c e d u r e o b s c u r o s t h e 
reason f o r t h e change i n s i g n i f i c a n c e o f p a r t i c u l a r r e g r e s s o r s : i . e . v h e t h e r 
i t i s d r i v e n by t h e a d d i t i o n o f o m i t t e d v a r i a b l e s o r t h e change i n s a m p l e . 

" O í t h e n i n c L a t i n A m e r i c a n c o u n t r i e s i n t h e A g a r v a l a s a m p l e . c i g h t a r e 
c h a r a c t o r i z c d by a h i e h d e g r e e o f í i n a n c i a l r e p r e s s i o n i n t h c 1 9 7 0 ' s . Thosc 
a r e : A r g e n t i n a , D r a z i l , C h i l e , J a m a i c a , M é x i c o , U r u g u a y , D o l i v i a and P e r ú . 
Thc FINREP v a r i a b l e , b o v e v e r , i s n o t a s i m p l e dummy f o r L a t i n A m e r i c a s i n c e 
s e v e r a ! o t h e r c o u n t r i e s i n t h c samp le a r e c h a r a c t e r i í e d by a h i g h l e v c l o f 
f i n a n c i a ! r e p r e s s i o n . 



f i n a n c i a l r c p r c s s i o n i m p l i c s a l o u e r i n g o f t h c g r o v t h r a t c a r o u n d 1.47. p e r 

y e a r ( s c e co lumn ( . I ) ) . ' 1 

N e x t , t a b l c 3 p r e s e n t s t h c r c s u l t s o f r e g r e s s i o n s v h o r e a c o m p o s i t e i n d e x 

o f d i s t o r t i o n s i n f i n a n c i a l m a r l e t s , f a c t o r s m a r k e t s and t r a d e i s i n t r o d u c e d 

i n t h e g r o v t h r e g r e s s i o n . T h i s c o m p o s i t c i n d e x (DISTOUT) i s d e r i v e d f ro ra 

A g a r v a l a as a v e i g h t e d a v e r a g e d i f f e r e n t d i s t o r t i o n measures " . T h i s dumray 

v a r i a b l e t a k e s v a l u é onc vhen t h e o v c r a l l d i s t o r t i o n s d e g r e c i s l o u ; t v o vhen 

t h e d i s t o r t i o n l e v c l i s méd ium; and t h r e c vhen i t i s h i g h . Thc c o c f í i c i c n t 

e s t i m a t e o f DISTORT has t h e c x p c c t c d s i g n and i s s t a t i s t i c a l l y s i g n i f i c a n t : a 

h i g h e r d e g r e e o f o v c r a l l f i n a n c i a l , t r a d e and o t h e r d i s t o r t i o n s i s a s s o c i a t e d 

v i t h l o v c r p e r - c a p i t a g r o v t h . C o n s i s t c n t v i t h p r e v i o u s r c s u l t s , t h c r e g i o n a l 

dummy f o r L a t i n A m e r i c a a p p c a r s t o be s t a t i s t i c a l l y i n s i g n i f i c a n t vhen ve 

i n t r o d u c e t h i s c o m p o s i t e measurc o f d i s t o r t i o n s . Thc c o e f f i c i c n t e s t í m a t e o f 

t h c DISTORT v a r i a b l e i m p l i c s t h a t t h e move f r o m an o v c r a l l l o v l e v c l o f 

economic d i s t o r t i o n s t o a h i g h l e v c l o f cconom ic d i s t o r t i o n s i m p l i c s a 

r e d u c t i o n i n t h c g r o v t h r a t e o f 3.17. p e r y e a r . 

N e x t , i n t a b l e 4 ve p r e s e n t t h c r c s u l t s o f r e g r e s s i o n s v h e r e t h e A g a r v a l a 

measurc o f r e a l i n t e r e s t r a t c d i s t o r t i o n s i s s u b s t i t u t e d v i t h t h c onc c r e a t e d 

by C e l b ( 1988 ) and used by E a s t e r l y ( I B 9 0 ) . Thc C e l h measurc d i f f e r s f r o m t l i c 

onc i n A g a r v a l a by c o n s i d e r i n g a d i f f e r e n t samplc o í c o u n t r i c s and m c a s u r i n g 

r e a l i n t e r e s t r a t e s i n t h c 1 9 8 0 ' s . Vhen t h e d i s t o r t i o n dummy i s d e f i n e d as 

a z e r o / o n e v a r i a b l e t a k i n g v a l u é one vhen r e a l i n t e r e s t r a l e s a r e n e g a t i v e 

(F lNREn) , t h e s i g n o f t h e c o c f í i c i c n t i s c o r r e c t b u t s t a t i s t i c a l l y n o t 

s i g n i f i c a n t ( s c c co lumn ( 1 ) and ( 5 ) ) . l l o v c v e r , vhen t h c v a r i a b l e i s d e f i n e d 

as t a k i n g v a l u é one uhen r e a l i n t e r e s t r a t e s a r e s t r o n g l y n e g a t i v e ( l e s s t h a n 

m i n u s f i v e p e r c e n t ) , t a b l c 12 shovs t h e c o r r e s p o n d i n g dummy (FlNREn) i s 

s i g n i f i c a n t l y n e g a t i v e ( c o l u m n s ( 2 ) , ( 3 ) and ( - l ) ) : s t r o n g l y n e g a t i v e r e a l 

i n t e r e s t r a t e s l e a d t o l o v r e a l g r o v t h " . Thcsc r c s u l t s s u g g c s t t h a t , v h i l e a 

m o d é r a t e d e g r e e o f f i n a n c i a l r e p r e s s i o n may n o t a í í c c t c x c c s s i v e l y c c o n o m i c 

g r o v t h , a s t r o n g d e g r e e o í f i n a n c i a l r e p r e s s i o n i s a s s o c i a t e d v i t h 

s i g n i f i c a n t l y l o v e r economic g r o v t h ( a r o u n d 1.17. o f p e r c a p i t a g r o v t h p e r 

y e a r ) . I n t h c s c r e g r e s s i o n s , t h e p o i n t e s t í m a t e o í t h e L a t i n A m e r i c a n dummy 

i s r e d u c e d b u t t h e v a r i a b l e r e m a i n s s i g n i f i c a n t . 

As d i s c u s s e d i n t h e t h e o r e t i e a l s e c t i o n o í t h c p a p e r , o n c o f t h c r e a s o n s 

why g o v c r n m c n t f o l l o v p o l i c i e s o f f i n a n c i a l r e p r e s s i o n s i s t o expand t h c t a x 

base on v h i c h s e l g n i o r a g c i s c o l l e c t e d . I n p a r t i c u l a r , a h i g h c o c f í i c i c n t o f 

r e q u i r e d r e s e r v e f o r c o m m e r c i a l banks v i l l f o r c é thcm t o h o l d a g r e a t e r amount 

o f n o n - i n t e r e s t b e a r i n g mone ta r y r e s e r v e s ; t h i s r e p r e s e n t s an i m p o r t a n t s o u r c e 

o f s e i g n í o r a g e f o r t h e g o v c r n m c n t i n many d c v c l o p i n g c o u n t r i c s . As a r g u e d by 

H c K i n n o n ( 1 9 8 3 ) , a h i g h r e s e r v e r a t i o p r o x i c s f o r t h e d e g r e c o f f i n a n c i a l 

" I t s h o u l d a l s o be o b s e r v e d t h a t , v h i l c i n t h i s t a b l c ( and t h c f o l l o v i n g 
o n e s ) t h c measures o f f i n a n c i a l r e p r e s s i o n a r e ( s t a t i s t i c a l l y and 

c c o n o m i c a l l y ) s i g n i f i c a n t d e t e r m i n a n t s o f g r o v t h r a t e s , t h c R s u g g e s t s t h a t 
t h e c o n t r i b u t i o n o f t h c s c v a r i a b l e s i s r c l a t i v c l y modcs t and t h a t a 
s i g n i f i c a n t p a r t o f t b e g r o v t h v a r i a n c e r e m a i n s t o be c x p l a i n c d . I n R o u b i n i 
and S a l a - i - H a r t i n ( 1 9 9 1 ) ve shov t h a t measures o f t h c o r i c n t a t i o n o f t h c t r a d e 
r e g i m e c o n t r i b u t e s i g n i f i c a n t l y t o e x p l a i n t h e c r o s s s e c t i o n a l v a r i a n c e o f 
g r o v t h r a t e s . 

" S c c A g a r v a l a ( 1 9 8 3 ) f o r a d e t a i l e d d c s c r i p t i o n o f t h c c o n s t r u c t i o n o í 
t h i s v a r i a b l e . 

" T h e r c s u l t s t l i a t ve o b t a i n v i t h FINREPJ a r e s i m i l a r t o t h o s c i n E a s t e r l y 
( 1 9 9 0 ) . l l o v c v e r , ve c o n s i d e r a l a r ^ c r samp le o f c o u n t r i c s (.r)2 i n s t e a d o í 32 ) 
t h a t i n c l u d e s t h e i n d u s t r i a l c o u n t r i c s . 

u n d c r d c v c l o p m e n t a n d / o r r e p r e s s i o n ; t h e r e f o r e , ve e x p e c t c c o n o m i c g r o v t h t o be 

l o v e r i n c o u n t r i c s v i t h a h i g h r a t i o o f r e s e r v e s t o money. Ve d e f i n e t h c 

r e s e r v e r a t i o (RESERVE) as t h e r a t i o o f c o m m e r c i a l bank r e s e r v e s t o t h c money 

s u p p l y ( K l and q u a s i money) and ve compu te t h e a v e r a g e r a t i o f o r t h c 1 9 0 0 - 1 9 8 1 

p e r i o d ; t h e máximum s i m p l e ve g c t i s 58 c o u n t r i c s . I n t a b l c 5 ve p r e s e n t t h c 

r e g r e s s i o n s v i t h t h c RESERVE v a r i a b l e ; s i n c e t h c v a r i a b l e s REVCHUP and ASSAS5 

a r e i n s i g n i f i c a n t i n t h i s 5 8 - c o u n t r y samp le t h c y a r e d r o p p c d f r o m t h c 

r e g r e s s i o n s i n co lumns ( 1 ) and ( 2 ) . I n t h e r e g r e s s i o n i n c o l u m n ( I ) t h c 

r e s e r v e v a r i a b l e i s s t a t i s t i c a l l y s i g n i f i c a n t v h i l c i n c o l u m n ( 2 ) ( v h e r e t h c 

r e g i o n a l dummies a r e i n c l u d e d i n t h c r e g r e s s i o n ) , t h e r e s e r v e v a r i a b l e i s 

roarginally s i g n i f i c a n t . " Ve a l s o o b s e r v e t h a t t h c RESERVE v a r i a b l e i s n o t 

. s u f f i c i e n t , by i t s e l f , t o d r i v e auay t h c r e g i o n a l dummies . T l ic r c s u l t s i n 

t a b l e 5 a r e c o n s i s t c n t v i t h t h e t h e o r e t i e a l modcl i n t h i s p a p e r v h e r e a h i g h 

d e g r e e o f f i n a n c i a l r e p r e s s i o n i s a c h i e v e d , among o t h e r means , t h r o u g h h i g h 

r e q u i r e d r e s e r v e s f o r c o m m e r c i a l banks and I c a d s t o a l o v c r i n g o f c c o n o m i c 

g r o v t h . 

The t h e o r e t i e a l modc l a l s o s u g g c s t t h a t c o u n t r i c s c h a r a c t c r i z c d by a h i g h 

d e g r e e o f f i n a n c i a l r e p r e s s i o n v i l l v j t n c s s h i g h e r r a t e s o f i n f l a t i o n . 

F i n a n c i a l r e p r e s s i o n and u n d c r d c v c l o p m e n t , by e x p a n d i n g t h c t a x base f o r 

s e i g n i o r a g e ( t h r o u g h h i g h r e q u i r e d r e s e r v e r a t i o s and i n c r c a s e d money demand) 

v i l l a l s o l e a d t h e g o v c r n m c n t t o c h o o s c a h i g h e r l e v e l o f t h c s e i g n i o r a g e t a x , 

i . e . a h i g h e r i n f l a t i o n r a t e . I n o r d e r t o t e s t such a h y p o t h c s i s , ve add t o 

t h e b a s i c g r o v t h r e g r e s s i o n t h c a v e r a g e i n f l a t i o n r a t c i n t h c 1900 -1985 

p e r i o d . The r c s u l t s a r e p r e s e n t e d c o l u m n ( l ) - ( 3 ) i n t a b l c 6 . Thc i n f l a t i o n 

r a t e e n t e r s v i t h t h e r i g h t s i g n and i s s t a t i s t i c a l l y s i g n i f i c a n t : a h i g h e r 

i n f l a t i o n r a t e i s c o r r e l a t c d v i t h l o v e r cconom ic g r o v t h » . More s p e c i f i c a l l y , 

t h c c o c f í i c i c n t e s t í m a t e i m p l i c s t h a t a 107, i n f l a t i o n r a l e p e r y e a r i s 

a s s o c i a t e d v i t h a l o v e r p e r c a p i t a g r o v t h r a t e o í 0.57, p e r y e a r . 

I t s h o u l d be o b s e r v e d t h a t t he e m p i r i e a l a s s o c i a t i o n o f i n f l a t i o n v i t h 

g r o v t h does n o t i m p l y a c a u s a l r e l a t i o n b e t v e e n i n f l a t i o n and g r o v t h . Thc 

model p r e s e n t e d i n t h c p r e v i o u s s e c t i o n r a t h e r s u g g e s t s t h a t f i n a n c i a l 

r e p r e s s i o n I c a d s t o n e g a t i v e r e a l i n t e r e s t r a t e s , h i g h r e q u i r e d r e s e r v e r a t i o s 

and t h e t h e c h o i c c o f a h i g h i n f l a t i o n t a x . 3 8 

The r c s u l t s o f t h i s s e c t i o n a r e c o n s i s t c n t v i t h t h c i m p l i c a t i o n s o f t h c 

t h e o r e t i e a l model p r e s e n t e d above and v i t h p r e v i o u s s l u d i e s on t h c c f f c c t o f 

f i n a n c i a l r e p r e s s i o n on economic p e r f o r m a n c e . C o n t r o l l i n g f o r o t h e r 

d e t e r m i n a n t s o f g r o v t h , a h i g h d e g r e e o f f i n a n c i a l u n d c r d c v c l o p m e n t a n d / o r 

f i n a n c i a l r e p r e s s i o n v i l l l e a d t o l o v c r economic g r o v t h . Thc r c s u l t i s r o b u s l 

t o t h e a l t e r n a t i v e measures o f f i n a n c i a l r e p r e s s i o n d e r i v e d and used í n t h e 

e c o n o m e l r i c a n a l y s i s i n I h i s s e c t i o n . H o r e o v e r , t h e r e g r e s s i o n s shov t h a t 

o n c e , ve c o n t r o l f o r t h e d e g r e e o f f i n a n c i a l r e p r e s s i o n , t h e c o c f í i c i c n t on 

" C o l u m n ( 3 ) shovs t h a t , vhen i n t r o d u c e t h c o t h e r v i s e i n s i g n i f i c a n t 
v a r i a b l e s REVCOUP and ASSASS, t h c r e s e r v e v a r i b l c l o s e s l i s s t a t i s t i c a l 
s i g n i f i c a n c e . 

" K o r m e n d i and H c C u i r e ( 1 9 8 5 ) f i n d a s i m i l a r c f f c c t o f i n f l a t i o n on 
c c o n o o i c g r o v t h . 

" I h i s h i g h r e l a t i o n b e t v e e n d i f f e r e n t measures o f f i n a n c i a l r e p r e s s i o n i s 
e v i d e n t t h e c o r r e l a t i o n c o e f f i c i e n t s b e t v e e n i n f l a t i o n r a l e s , r e s e r v e r a t i o s 
and measu res o f f i n a n c i a l r e p r e s s i o n . These c o e c f i c i c n t s , n o t r e p o r t e d h e r e 
because o f l a c k o f s p a c e , shov t h a t l o v r e a l i n t e r e s t r a t o s ( h i g h v a l ú e s o f 
FINREP) and h i ^ b r e q u i r e d r e s e r v e r a t i o s a r e h i g h c o r r e l a t c d v i t h i n f l a t i o n 
r a l e s ; a l s o , h i g h r e q u i r e d r e s e r v e r a t i o s a r e p o s i t i v c l y a s s o c i a t e d v i t h h i g h 
d i s t o r t i o n s i n f i n a n c i a l m a r k e t s . 



t h c L . i t i n A m c r i c u i iummy f . i l l s i n a l i s n l n l c v . i h i c . i n í l , i n unny enríes b u l n o t 

a l l , i s n o t s t a t i s t i c a ! l y s i g n i f i c a n t . T h i s r c s u l t s u g g c s t s t h a t p o l i c i o s o f 

f i n a n c i a l r e p r e s s i o n c o n t r i b n t c t o c x p l a i n vhy t h c i . a t i n A m e r i c a n r e g i ó n 

a p p e a r s t o have g r o v n r c l a t i v e l y s l o v e r t h a n t h c r e s t o f I h e « o r l d o v e r t h c 

1DGO-1985 samplc p e r i o d . 

i . C o n c l u d i n g R c m a r k s . 

Ve a n a l y i e d t h e r e l a l i o n b e t v e e n t h c d e g r e e o f f i n a n c i a l d c v c l o p m c n t and 

t h c g r o v t h p e r f o r m a n c e o f a l a r g e c r o s s s e c t i o n o f c o u n l r i c s a t t b e 

t h e o r e t i e a l and e m p i r i e a l l e v é i s . Ve p r e s e n t e d a t h e o r e t i e a l model o f 

f i n a n c i a l d c v c l o p m c n t , i n f l a t i o n a r y f i n a n c e and endogenous g r o v t h . Ve a r g u e d 

t h a t one o f t h e r e a s o n s v h y some g o v c r n m c n t s may c h o o s c t o r c p r c s s t b e 

f i n a n c i a l s e c t o r i s t h a t i t d e l i v e r s easy i n f l a t i o n a r y r e v e n u e s i n c e f i n a n c i a l 

r e p r e s s i o n i n d u c e s p r í v a t e a g e n t s t o c a r r y a l a r g o r s t o c k o f n o m i n a l money , 

t h e base f o r t h c i n f l a t i o n l a x . Ve a l s o shoved bou I b i s f i n a n c i a l r e p r e s s i o n 

r e d u c e s t h e g r o u t h r a t e o f t h e economy. 

I n t h c t h i r d s e c t i o n ue p r e s e n t e d some e m p i r i e a l c v l d c n c c on I h e r e l a l i o n 

b e t u e e n measures o f f i n a n c i a l r e p r e s s i o n and g r o u t h f o r a l a r g o samp lc o f 

c o u n l r i c s . Ve d e r i v e d some v a r i a b l e s t h a t c a p t u r e t h c d e g r e c l o u l i i c h t h c 

f i n a n c i a l s e c t o r i s d i s t o r t e d and c o n f i r m e d I h e p r e d i c t i o n s o f t h c t h e o r y i n 

t h a t f i n a n c i a l r e p r e s s i o n a f f e e t s g r o u t h n c g a t i v e l y , i n f l a t i o n r a l e s and 

g r o v t h r a t e s a r e p o s i t i v e l y r e l a t e d and r e s e r v e r a l l o s and g r o u t h a r e 

n c g a t i v e l y r e l a t e d . 

As ve p r o c c e d e d a l o n g , ue t e s t e d t b e s i g n i f i c a n c e o f a r e g i o n a l dnmmy f o r 

L a t í n Amer i can c o u n l r i c s . Ve f o u n d t h a t , u n l i k e t h c v a r i a b l e s used i n l l a r r o 

( 1 9 9 1 ) , s c v e r a l o f o u r p r o x í e s f o r f i n a n c i a l r e p r e s s i o n t e n d t o makc l l i c b a l í n 

A m e r i c a n dummy d i s a p p c a r . T b i s s u g g c s t s t h a t a f r a c t i o n o f I h e ucak g r o u l b 

e x p e r i c n c e o f t h c L a l i n A m e r i c a n c o u n l r i c s m i g h t be e x p l a i n c d by t h e p o l i c i c s 
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S o u r c e : same as f o r DISTORT 

FINREP1 ( 1 , 2 , 3 ) i n d e x o f deg ree o f r e a l i n t e r e s t r a t c d i s t o r l i o n s . 
S o u r c c : C e l b ( 1 9 8 8 ) and i n f o r m a t i o n on a d d i t i o n a l 23 c o u n l r i c s 

F1NREP2 ( 0 , 1) í n d e x o í d e g r e e o í r e a l i n l c r c s l r a t e d i s t o r l i o n s . S o u r c c : 
G d b ( 1988 ) and i n f o r m a t i o n on a d d i t i o n a l 23 c o u n l r i c s 

RESERVE R a t i o o í c o m m e r c i a l b a n k s ' r e s e r v e s t o money. S o u r c e : i n l c r n n l i o n a l 
F i n a n c i a l S t a t i s t i c s o f t h c IMF 

INF6085 A v e r a g e CPI i n f l a t i o n r a t e , 1 9 6 0 - 1 9 8 5 . S o u r c c : I n t e r n a t i o n a l 
F i n a n c i a ] S l a l i s l i c s o f t h c IMF 



dep . v a r . 

n o . o b s . 

T a b l e 1: B a r r o Crowth R e g r p s s i o n s 

( 1 ) ( 2 ) ( 3 ) ( « ) 

CR6085 CR6085 CR6085 CR6085 

98 98 98 98 

c o n s t a n t 0 . 0 3 2 0 0 .0354 0.0171 0 . 0 2 4 2 

( 0 . 0 0 7 3 ) ( 0 . 0 0 7 3 ) <0 .0079) ( 0 . 0 0 7 9 ) 

- 0 . 0 0 7 2 - 0 . 0 0 6 6 

( 0 . 0 0 1 1 ) ( 0 . 0 0 1 0 ) 

- 0 . 0 U 9 - 0 . 0 U 0 

( 0 . 0 0 2 9 ) ( 0 . 0 0 2 7 ) 

0 . 0 2 8 7 0 . 0 1 1 3 0 . 0 2 2 2 0 . 0 0 5 7 

(O.OOBO) ( 0 . 0 0 8 1 ) ( 0 . 0 0 9 2 ) ( 0 . 0 1 0 0 ) 

0 . 0 2 3 8 0 . 0 2 6 2 0 .0321 0 . 0 3 0 3 

( 0 . 0 0 6 2 ) ( 0 . 0 0 6 5 ) ( 0 . 0 0 7 3 ) ( 0 . 0 0 7 0 ) 

- 0 . 1 3 0 0 - 0 . 0 9 9 8 - 0 . 1 3 1 2 - 0 . 1 0 1 0 

( 0 . 0 3 2 3 ) ( 0 . 0 2 0 4 ) ( 0 . 0 3 3 6 ) ( 0 . 0 2 9 0 ) 

- 0 . 0 1 4 2 - 0 . 0 1 4 2 - 0 . 0 1 7 7 - 0 . 0 1 6 6 

( 0 . 0 0 5 6 ) ( 0 . 0 0 4 9 ) ( 0 . 0 0 5 8 ) ( 0 . 0 0 4 9 ) 

- 0 . 0 2 0 1 -0 .0161 - 0 . 0 2 2 0 - 0 . 0 1 9 3 

( 0 . 0 0 6 9 ) ( 0 . 0 0 7 0 ) ( 0 . 0 0 8 0 ) ( 0 . 0 0 7 8 ) 

- 0 . 0 0 3 2 - 0 . 0 0 2 4 - 0 . 0 0 0 5 - 0 . 0 0 0 8 

( 0 . 0 0 1 9 ) ( 0 . 0 0 1 8 ) ( 0 . 0 0 2 2 ) ( 0 . 0 0 2 1 ) 

- 0 . 0 1 4 0 

( 0 . 0 0 3 2 ) 

- 0 . 0 1 1 5 

( 0 . 0 0 4 2 ) 

- 0 . 0 1 1 2 

( 0 . 0 0 3 5 ) 

- 0 . 0 1 4 7 

( 0 . 0 0 4 3 ) 

a d j . R - s q . 0 . 5 0 3 2 0 .5806 0 . 4 7 8 7 0 .5525 

s t d . c r r . 0 .0131 0 .0120 0 .0134 0 .0124 

t o b l e 2 The R o l e of F i n a n c i a l R e p r e s s i o n 

r e f e r e n c e ( 1 ) ( 2 ) 

dep . v s r . CR6085 CR6085 GR60S5 

n o . o b s . 53 53 53 

c o n s t a n t 0 . 0 4 7 3 0 . 0 5 4 8 0 .0592 

( 0 . 0 0 9 4 ) ( 0 . 0 0 9 8 ) ( 0 . 0 1 0 3 ) 

COP60 - 0 . 0 0 6 8 - 0 . 0 0 8 0 - 0 . 0 0 7 3 

( 0 . 0 0 1 2 ) ( 0 . 0 0 1 2 ) ( 0 . 0 0 1 2 ) 

0 . 0 1 2 0 0 . 0 1 4 3 0 .0079 

( 0 . 0 0 0 9 ) ( 0 . 0 0 7 9 ) ( 0 . 0 0 8 6 ) 

0 . 0 2 1 3 0 . 0 2 6 5 0 .0200 

( 0 . 0 0 9 1 ) ( 0 . 0 0 9 2 ) <O.O091) 

- 0 . 1 3 3 9 - 0 . 1 J 3 0 - 0 . 1 1 8 8 

( 0 . 0 3 8 2 ) ( 0 . 0 3 3 4 ) ( 0 . 0 3 5 6 ) 

- 0 . 0 3 1 6 - 0 . 0 2 7 8 -0 .0261 

( 0 . 0 1 3 4 ) ( 0 . 0 1 4 3 ) ( 0 . 0 1 3 2 ) 

- 0 . 0 1 3 2 - 0 . 0 0 7 9 - 0 . 0 1 0 4 

( 0 . 0 0 8 6 ) ( 0 . 0 0 6 9 ) ( 0 . 0 0 7 4 ) 

- 0 . 0 0 4 8 - 0 . 0 0 5 3 -0 .0051 

( 0 . 0 0 3 0 ) ( 0 . 0 0 2 3 ) ( 0 . 0 0 2 8 ) 

- 0 . 0 0 8 9 - 0 . 0 0 7 2 

( 0 . 0 0 2 8 ) ( 0 . 0 0 3 3 ) 

- 0 . 0 1 1 1 

( 0 . 0 0 6 0 ) 

-0 .0061 

( 0 . 0 0 5 5 ) 

- 0 . 0 1 0 5 

( 0 . 0 0 5 2 ) 

a d j . R - s q . 

s t d . e r r . 

0 . 6 7 8 7 0.6931 

0 . 0 0 9 9 0 .0097 



dep . v a r . 

no . o b s . 

c o o s t a n t 

T o b l c 3 The R o l f of F i n a n c i a l R e p r c s s i o n 

r e l c r e n c e ( 1 ) ( 2 ) 

CR60B5 GR50a5 CR6085 

53 53 53 

0 . 0 4 7 3 0 . 0 7 ? 8 0 .0778 

( 0 . 0 0 9 4 ) ( 0 . 0 1 1 3 ) ( 0 . 0 1 1 6 ) 

- 0 . 0 0 5 8 - 0 . 0 0 7 8 -0 .0071 

( 0 . 0 0 1 2 ) ( 0 . 0 0 1 1 ) ( 0 . 0 0 1 1 ) 

0 . 0 1 2 0 0 . 0 1 5 3 0 .0072 

( 0 . 0 0 8 V ) ( 0 . 0 0 7 5 ) { 0 . 0 0 7 4 ) 

0 . 0 2 1 3 0 .0154 0 . 0 0 9 2 

( 0 . 0 0 9 1 ) ( 0 . 0 0 8 7 ) ( 0 . 0 0 6 0 ) 

- 0 . 1 3 3 9 - 0 . 1 3 1 8 - 0 . 1 1 3 3 

( 0 . 0 3 8 2 ) ( 0 . 0 3 4 5 ) ( 0 . 0 3 3 9 ) 

T e b l c 4 The Role of F i n a n c i a l R c p r e s s i o n 

REFERENCE ( 1 ) ( 2 ) ( 3 ) ( 4 ) ( 5 ) 

d e p . v a r . GR6085 CR6085 GR6085 GR6085 <;R6085 0R6085 

n o . o b s . 5 ? 52 52 52 52 52 

c o n s t a n t 0 . 0 4 9 5 0 .0483 0 . 0 5 2 5 0 . 0 5 2 5 0.054 0 .0524 

( 0 . 0 0 6 1 ) ( 0 . 0 1 0 1 ) ( 0 . 0 0 0 0 ) ( 0 . 0 0 8 7 ) ( 0 . 0 0 8 2 ) ( 0 . 0 0 9 2 ) 

G0P60 - 0 . 0 0 6 7 - 0 . 0 0 6 5 - 0 . 0 0 6 7 - 0 . 0 0 6 0 - 0 . 0 0 6 4 - 0 . 0 0 6 8 

( 0 . 0 0 1 2 ) ( 0 . 0 0 1 2 ) ( 0 . 0 0 1 2 ) ( 0 . 0 0 1 2 ) ( 0 . 0 0 1 1 ) ( 0 . 0 0 1 3 ) 

SEC60 0 .0160 0 .0143 0 . 0 2 3 6 0 . 0 1 5 8 0 .0156 0 .0145 

( 0 . 0 0 8 ) ( 0 . 0 0 7 6 ) ( 0 . 0 0 7 4 ) ( 0 . 0 0 6 4 ) ( 0 . 0 0 7 1 ) ( 0 . 0 0 0 2 ) 

PRIH60 0 .0153 0 .0134 0 . 0 1 0 7 0 .0004 0 .0103 0 . 0 1 3 9 

( 0 . 0 0 7 0 ) ( 0 . 0 0 8 4 ) ( 0 . 0 0 8 ) ( 0 . 0 0 8 2 ) ( 0 . 0 0 7 6 ) ( 0 . 0 0 7 9 ) 

GOV - 0 . 1 3 7 7 0 .1214 - 0 . 1 7 1 6 - 0 . 1 3 5 8 - 0 . 1 4 2 0.1571 

( 0 . 0 4 4 0 ) ( 0 . 0 4 6 7 ) ( 0 . 0 4 3 1 ) ( 0 . 0 4 7 0 ) ( 0 . 0 4 6 4 ) ( 0 . 0 4 4 6 ) 

- 0 . 0 3 1 6 - 0 . 0 2 1 0 - 0 . 0 1 8 9 

¡ 0 . 0 1 3 4 ) ( 0 . 0 1 3 2 ) ( 0 . 0 1 2 9 ) 

- 0 . 0 1 3 2 - 0 . 0 0 4 1 - 0 . 0 0 6 8 

( 0 . 0 0 0 6 ) ( 0 . 0 0 5 3 ) ( 0 . 0 0 5 7 ) 

- 0 . 0 0 4 0 - 0 . 0 0 4 8 - 0 . 0 0 4 7 

( 0 . 0 0 3 0 ) ( 0 . 0 0 2 0 ) ( 0 . 0 0 2 6 ) 

- 0 . 0 1 7 3 - 0 . 0 1 5 6 

( 0 . 0 0 4 4 ) ( 0 . 0 0 4 5 ) 

- 0 . 0 1 8 2 - 0 . 0 2 1 8 - 0 . 0 2 2 1 - 0 . 0 2 1 4 - 0 . 0 1 9 4 - 0 . 0 1 8 4 

( 0 . 0 0 5 4 ) ( 0 . 0 0 5 7 ) ( 0 . 0 0 5 9 ) ( 0 . 0 0 5 3 ) ( 0 . 0 0 5 3 ) ( 0 . 0 0 5 7 ) 

- 0 . 0 1 4 3 

( 0 . 0 1 1 0 ) 

- 0 . 0 0 4 8 

( 0 . 0 0 5 4 ) 

- 0 . 0 0 5 8 

( 0 . 0 1 0 8 ) 

- 0 . 0 0 5 2 

( 0 . 0 0 3 5 ) 

- 0 . 0 0 4 0 

( 0 . 0 0 5 5 ) 

•0 .0074 - 0 . 0 1 3 5 

( 0 . 0 1 0 8 ) ( 0 . 0 1 1 5 ) 

-0 .0051 - 0 . 0 0 4 9 

( 0 . 0 0 3 5 ) ( 0 . 0 5 5 0 ) 

- 0 . 0 0 3 0 

( 0 . 0 0 5 2 ) 

- 0 . 0 1 4 5 

( 0 . 0 0 5 0 ) 

- 0 . 0 0 5 9 

( 0 . 0 0 4 0 ) 

- 0 . 0 1 4 2 - 0 . 0 1 0 8 - 0 . 0 0 8 3 

( 0 . 0 0 4 6 ) ( 0 . 0 0 4 6 ) ( 0 . 0 0 4 5 ) 

- 0 .0111 

( 0 . 0 0 6 0 ) 

- 0 . 0 1 1 7 

( 0 . 0 0 4 7 ) 

e d j . R - s q . 0 .6622 0 . 7 1 5 2 0 .7395 

s t d . e r r . 0 . 0 1 0 2 0 . 0 0 9 3 0 . 0 0 8 9 

• 0 . 0 1 4 9 - 0 . 0 1 5 4 

( 0 . 0 0 5 0 ) ( 0 . 0 0 5 5 ) 

• 0 . 0 1 4 9 - 0 . 0 1 3 4 

( 0 . 0 0 6 8 ) ( i . 0 0 8 3 ) 

- 0 . 0 1 1 5 -0 .0111 - 0 . 0 1 3 5 

( 0 . 0 0 5 1 ) ( 0 . 0 0 5 1 ) ( 0 . 0 0 4 9 ) 

- 0 . 0 1 1 2 - 0 . 0 1 2 5 - 0 . 0 1 4 3 

( 0 . 0 0 6 5 ) ( 0 . 0 0 6 1 ) ( 0 . 0 0 7 0 ) 

a d j . R - s q . 0 . 6 5 6 7 0 .5988 0 .5111 0 .6505 0.6511 0 .6500 

s t d . e r r . 0 . 0 1 0 7 0 .0115 0 .0111 0 . 0 1 0 7 0.01O5 0 .0108 



í o b l e 5 Ihe Role of f i n a n c i o l R c p r c s s 

r e f e r e n c e ( 1 ) U ) ( 3 ) 

d t p . v « r . CR60B5 CR6085 GR6085 CR6085 

no. o b s . 58 58 58 58 

c o n s t a n t 0 . 0 3 7 5 0 . 0 3 J 2 0 .0353 0 .0388 

( 0 . 0 0 9 2 ) ( 0 . 0 0 7 1 ) ( 0 . 0 0 7 2 ) ( 0 . 0 0 M 3 ) 

C0P60 - 0 . 0 0 6 5 - 0 . 0 0 8 7 - 0 . 0 0 6 8 - 0 . 0 0 6 6 

( 0 . 0 0 1 7 ) ( 0 . 0 0 1 6 ) ( 0 . 0 0 1 7 ) ( 0 . 0 0 1 6 ) 

0 . 0 1 0 5 0 .0315 0 . 0 1 K 0 .0106 

( 0 . 0 1 3 6 ) ( 0 . 0 1 2 0 ) ( 0 . 0 1 2 0 ) ( 0 . 0 1 2 5 ) 

0 . 0 2 4 4 0 .0294 0 .0265 0 .0245 

( 0 . 0 0 8 2 ) ( 0 . 0 0 4 8 ) ( 0 . 0 0 6 7 ) ( 0 . 0 0 7 4 ) 

• 0 . 1 2 7 9 - 0 . 1 5 0 0 - 0 . 1 0 6 8 - 0 . 1 2 2 3 

( 0 . 0 4 5 8 ) ( 0 . 0 3 6 8 ) ( 0 . 0 4 0 7 ) ( 0 . 0 4 5 9 ) 

- 0 . 0 1 7 4 - 0 . 0 1 4 B -0 .0141 - 0 . 0 1 4 6 

( 0 . 0 0 5 7 ) ( 0 . 0 0 6 5 ) ( 0 . 0 0 5 3 ) ( 0 . 0 0 5 2 ) 

- 0 . 0 0 9 6 

( 0 . 0 0 6 7 ) 

- 0 . 0 0 6 2 

( 0 . 0 0 7 6 ) 

- 0 . 0 0 3 2 

( 0 . 0 0 1 9 ) 

- 0 . 0 0 2 9 

( 0 . 0 0 2 0 ) 

- 0 . 0 3 8 7 -0 .0301 - 0 . 0 2 0 2 

( 0 . 0 1 5 9 ) ( 0 . 0 1 6 1 ) ( 0 . 0 2 0 1 ) 

- 0 . 0 1 2 3 - - - 0 . 0 1 0 5 - 0 . 0 0 9 7 

( 0 . 0 0 4 0 ) ( 0 . 0 0 4 4 ) ( 0 . 0 0 4 5 ) 

- 0 . 0 1 3 5 - - - 0 . 0 1 4 0 - 0 . 0 1 4 0 

( 0 . 0 0 5 8 ) ( 0 . 0 0 5 6 ) ( 0 . 0 0 5 6 ) 

a d j . R - s q . 0 . 6 3 5 2 0 .5854 0 .6370 0.6364 

s t d . e r r . 0 . 0 1 1 3 0 .0120 0 .0112 0 .0113 

l a b l c 6 The R o l e o( F i n o n c i a l R e p r e s s i o n 

r e f e r c n c e ( 1 ) ( 2 ) ( 3 ) 

dep . v a r . GR6Ü85 GR6085 GR6085 GR6085 

no . o b s . 65 65 65 65 

c o n s t a n t 0 .0423 0 .0393 0 .0469 0 .0396 

( 0 . 0 0 7 6 ) ( 0 . 0 0 9 4 ) ( 0 . 0 0 7 9 ) ( 0 . 0 0 7 4 ) 

GDP60 - 0 . 0 0 6 8 - 0 . 0 0 7 7 - 0 . 0 0 6 9 - 0 . 0 0 6 6 

( 0 . 0 0 1 0 ) ( 0 . 0 0 1 2 ) ( 0 . 0 0 1 0 ) ( 0 . 0 0 1 1 ) 

SEC60 0.0171 0 .0348 0 . 0 1 7 9 0 .0204 

( 0 . 0 0 8 2 ) ( 0 . 0 0 8 7 ) ( 0 . 0 0 8 2 ) ( 0 . 0 0 7 6 ) 

PRIH60 0 .0198 0 .0246 0 .0194 0 . 0 2 2 9 

( 0 . 0 0 6 7 ) ( 0 . 0 0 7 8 ) ( 0 . 0 0 6 5 ) ( 0 . 0 0 6 7 ) 

GOV - 0 . 1 3 9 6 - 0 . 1 7 6 5 -0 .1441 - 0 . 1 3 7 0 

( 0 . 0 3 7 0 ) ( 0 . 0 3 9 3 ) ( 0 . 0 3 5 3 ) ( 0 . 0 3 6 4 ) 

PPI60DEV - 0 . 0 0 6 4 - 0 . 0 0 8 9 - 0 . 0 0 7 6 - 0 . 0 0 9 2 

( 0 . 0 0 6 6 ) ( 0 . 0 0 8 1 ) ( 0 . 0 0 6 7 ) ( 0 . 0 0 6 9 ) 

REVCOUP - 0 . 0 1 6 7 - 0 . 0 1 4 4 - 0 . 0 1 4 2 

( 0 . 0 0 8 6 ) ( 0 . 0 0 8 9 ) ( 0 . 0 0 8 3 ) 

- 0 . 0 0 2 3 - 0 . 0 0 2 6 - 0 . 0 0 2 7 

( 0 . 0 0 1 8 ) ( 0 . 0 0 2 4 ) ( 0 . 0 0 1 9 ) 

- 0 . 0 6 9 0 - 0 . 0 4 5 3 - 0 . 0 5 2 7 

( 0 . 0 2 3 6 ) ( 0 . 0 2 3 1 ) ( 0 . 0 2 6 4 ) 

- 0 . 0 1 5 2 

( 0 . 0 0 3 7 ) 

- 0 . 0 U 2 - 0 . 0 1 4 6 

( 0 . 0 0 3 9 ) ( 0 . 0 0 3 9 ) 

- 0 . 0 1 6 3 - - - 0 . 0 1 5 5 -0 .0141 

( 0 . 0 0 4 8 ) ( 0 . 0 0 4 6 ) ( 0 . 0 0 5 2 ) 

a d j . R - s q . 0 . 6 6 1 2 0 . 5 6 7 8 0 .6695 0 .6508 

s t d . e r r . 0 .0101 0 .0114 0 .0100 0 .0103 
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