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McKinnon and Shaw define financial liberaliza- evidence on the effects of interest rates on
tion to mean the establishment of higher interest savings cited in the author's "The Effects of
rates that equate the demand for, and the supply Interest Rates on Savings in Developing Coun-
of, savings. The two authors express the view tries." Furthermore, evidence is provided on the
that higher interest rates will lead to increased effects of interest rates on investment efficiency
savings and financial intermediation as well as and on economic growth.
to improvements in the efficiency of using
savings. The paper notes, however, that excessively

high interest rates will have unfavorable eco-

In tum, van Wijnbergen and Taylor claim nomic effects. Such a situation can be avoided
that higher intet._st rates on time deposits do not if the liberalization of the banking system takes
necessarily lead to increased financial interme- place under appropriate conditions, including
diation because of shifts from curb markets, monetary stability and the government supervi-
which are not subject to the reserve requirements sion of the banks. This would further the goal of
that apply to time deposits. This means that the establishing equilibrium interest rates.
authors contrast distortions due to reserve
requirements with distortions due to interest rate Domestic financial libvralization may
limitations on time deposits. eventually be followed by the liberalization of

the capital account. But this would have to be
Abolishing excessive reserve requirements preceded by trade liberalization to avoid unnec-

would eliminate distortions while prudential essary resource shifts.
considerations point to the conclusion that
reserves should be held against time deposits Domestic financial liberalization has been
and against curb market liabilities as well. At. traditionally discussed in terms of interest rate
the same time, substituting time deposits for levels whereas the liberalization of the capital
unproductive assets - such as gold, cash, and account would lead to the equalization of
commodity stocks - will increase the extent of domestic and foreign real interest rates, with
financial intermediation. Increases in savings allowance for exchange rate changes. But there
will have the same effect while increased effi- are also other important issues relating to
ciency in the use of savings will add to eco- interest rates. These include flexibility over
nomic growth. time, the avoidance of interest subsidies, an

appropriate structure of rates according to

Baiassa summarizes available empirical maturity, and intcrest rate differentials reflecting
cvidence, indicating that higher real interest risk.
rates increase the extent of financial intermedia-
tion while increased financial intermediation More generally, there is need in most
raises the rate of economic growth in developing developing countries for improvements in the
countries. Reference is also made to empirical functioning of the financial sector.
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I. T1U. McKinnon-Shaw Analysis

McKinnon and Shaw consider financial l.iberalization as a mainstay of

economic reforms in developing countries. McKinnon goes as far as to "define

'economic development' as the reduction of the great dispersion in social

rates of return to existing and new investments unde- domestic entrepreneurial

control" (1973, p. 9). He adds: "Economic development so defined is

necessary and sufficient to generate high rates of saving and investment

(accurately reflecting social and private time preference), the adoption of

best-practice technologies, and learning-by-doing" (Ibid). Shaw suggests that

"'the argument for liberalization in finance is that scarcity prices for

savings increase rates of saving, improve savings allocation, induce some

substitution of labor for capital equipment, and assist in income

equalization" (1973, p. 121).

Both McKinnon and Shaw maintain that financial liberalization,

involving the establishment of higher interest rates that equate the demand

for and the supply of savings, will lead to increased savings. McKinnon

suggests that savings will increase, reflecting social and private time

?reference (op. cit., p. 9). While recognizing that the income and

substitution effects of increases in interest rates on savings are

conflicting, Shaw expresses the view that "savers may ignore a possibly

transitory increase from, say, 4 to 6 percent in rates of return, but they are

less likely to maintain consumption-saving patterns when rates of return

change, in a context of economic reform, from negative levels to positive 10

or 15 percent and more. Given the relative scarcity of wealth in the lagging



economies, the income effect of higher rates of return should not be expected

to overwnelm the effects of substitution of more wealth for less consumption

now" (op. cit., p. 73).

Shaw further suggests that "real growth in financial institutions

provides more investors with access to borrowing and gives them incentive to

save and to accumulate the equity that makes borrowing cheaper" (op. cit., p.

9). In turn, accordinig to McKinnon's complementarity hypothesis, "the

increased desirability of holding cash balances reduces the opportunity cost

of saving internally for the eventual purchase of capital goods from outside

the firm-household" (op. cit., p. 60).

Both Shaw and McKinnon note that below equilibrium interest ra.es

lead to capital flight, thereby reducing the availability of savings for

domestic investment. According to Shaw, "because savings are mobile, evasion

of interest rate ceilings is routine in lagging economies [resulting in]

capital flight away from domestic asset markets *.." (op. cit., p. 94)-

McKinnon also notes that "financial reform ends the chronic dissipation of

savings in low-return foreign investments" (op. cit., p. 162).

McKinnon adds that "the release of resources from inferior uses in

the underdeveloped environment is as important as new net saving per se"

(Ibid, p. 15). In fact, both McKinnon and Shaw give emphasis to increases in

the efficiency of investment that result from financial liberalization. They

consider a variety of avenues through which efficiency improvements can take

place.

The two authors suggest that, in the absence of financial

liberalization, self-investment will occur in the place of providing savings

to more efficient uses through the financial system, owing to below-
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equilibrium -- often negative -- real interest rates. According to Shaw, "in

a repressed economy savings flow mainly to the saver's own investments: self-

finance prevails" (op. cit., p. 10); according to McKinnon, "the bias toward

self-finance is one common thread" (op. cit., p. 30). Savings may go into

inventories (Shaw, 1973, pp. 71-72) or create excess capacity in plant and

equipment (McKinnon, 1973, pp. 31-32). In this connection, McKinnon's

statement deserves full quotatior..

"If the real rate of return on holding money is low or negative, a

significant proportion of the physical capital of the economy will be

embodied in inventories of finished and semifinished goods that are
not used directly for production or consumption. A sma:l farmer may

keep unduly large rice inventories as the embodiment of his savings

-- a portion of which the rats eat every year. Alternatively, a
wealthy member of some urban enclave may build an unusually elaborate

house, which he hopes will also maintain its value under inflation.
A businessman might deliberately 'overinvest' in plant capacity or in

certain stocks of raw material, relative to his current operating

needs" (Ibid, p. 63).

Now, "if inflation drives real rates of return in all financial

assets to negative values, it is not difficult to imagine that some internal

investments within 'surplus' industrial enterprises also would generate

negative rates of return" (Ibid, p. 32). The 'surplus' refers here to a

surplus of savings and the argument is applied to agriculture as well. At the

same time, in the case of inventory accumulation, the rate of return will

always be negative, because of the cost involved in storage and -- for

agricultural products -- loss in storage, unless the real price of the

commodity in question increases over time.

Financial liberalization, then, brings forth a shift of savings from

lower-productivity self-investment to higher-productivity investment

intermediated by the financial sector. The same result obtains as credit
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rationing gives olace to allocation by interest rates following financial

liberalization.

As there is excess demand for funds at less-than-equilibrium interest

rates, there is "credit rationing among borrowers, sometimes according to the

dictates of monetary or other authority, sometimes according to the

preferences of the [financial] intermediaries" (Shaw, 1973, p. 8at). Lending

by government authorities, or influenced by them, responds to governmental

preferences while financial intermediaries focus on reducing risk. Thus,

"effective low ceilings in real loan rates intensify risk aversion and

liquidity preference on the part of intermediaries. Banks and others keep a

privileged place in their portfolios for esteblished borrowers, especially

trading firms with a long record of stability. They have little incentive to

explore new and less certain lending opportunities" (Ibid, p. 86). Also,

"rationing is expensive to administer. It is vulnerable to corruption and

conspiracy in dividing between borrowers and officers of the intermediary the

monopo'ly rent that arises from the difference between low, regulated loan rate

and the market-clearing rate" (Ibid).

Below-equilibrium interest rates also affect the capital-intensity of

the investments actually undertaken (McKinnon, 1973, p. 9). This will occur

both because capital-intensive projects are profitable and because the

substitution of capital for labor is encouraged. "Investment flows to

capital-intensive production even though capital is scarce and labor

plentiful" (Shaw, 1973, p. 11). And, in the case of North and Northwest

India, "loans on cheap terms have encouraged capital-intensive techniques by

large enterprises ... " (Ibid, p. 124).
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Interest rate controls further encourage overbuilding by banks as a

form of competition. Thus, Shaw speaks of lavish financial buildings and

numerous branches of financial institutions (Tbid, p. 85) and suggests that

"some of the expensive layerirng of financ.a. tnstitutions in lagging economies

is the direct consequence of controls on loan and deposit rates" (Ibid, p.

86). In turn, McKinnon refers to the opening of excessive numbers of bank

branches in Brazil (op. cit., p. 84).

Shaw also speaks of the lengthening of maturities and diversification

of the menu of financial assets in the event of financial liberalization (op.

cit., p. 7). Thus, "monetary and other financial reform can be expected to

extend capital-market horizons and divert savings into contracts at longer

term" (Ibid, p. 127). Also, "in the liberalized economy savers are offered a

wide menu of portfolio choices" (Ibid, p. 10).

Finally, McKinnon and Shaw consider the fact that increased financial

intermediation represents, in part, a substitute for the curb market. Thus,

Shaw notes that "the cv-:b should have to face competiticn from deepening in

the organized sector" (Ibtd, p. 137). The importance of curb markets would

decline following financial liberalization according to McKinnon (op. cit., p.

60).

At the same time, both authors consider the shift from curb markets

to organized finance to be beneficial because of the greater efficiency

associated with the latter. According Lo Shaw, the street markets are only

imperfect substitutes for indirect financial assets (op. cit., p. 85).

Furthermore, "financial growth permits unification of the capital market. it

reduces interregional and interindustry differences in investment yields and

increases mean yields" (Ibid, p. 74).
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In turn, McKinr.on notes that "there appears to be no economical

substitute for expanding the role of organized finance in small-scale lending

to indigenous entrepreneurs in either rural or urban areas" (op. cit., p.

77). Also, he approvingly notes the conclusions of a study of Chilean curb

markets, according to which "money lenders operate on a small scale and do not

compete with ea.ch other (as they] do not h..ve detailed knowledge of a broad

market ... " (Ibid, p. 78). McKinnon further adds: "the main burden of

ensuring that there is uniformit7 in borrowing rates and that competition is

broadly based rests with direct bank lending" (Ibid).

All in all, there are various ways in which financial liberalization

brings improvements in investment efficiency according to McKinnon and Shaw.

They include decreases in self-investment at low and even negative real rates

of return, rationing of loans by interest rates rather than by public

authorities and banks, a shift eway from excessively capital-intensive

investments and techniques, the avoidance of overbuilding by banks, the

lengthening of financial maturities, and the decreased importance of

fragmented curb markets.

II. Extensions and Criticisms of the McKinnon-Shaw Approach

Extensions of the McKinnon-Shaw approach by Kapur (1976), Galbis

(1977), Mathieson (1980), and Fry (1988) add little to the underlying ideas

but rather formalize the McKinnon-Shaw models. Kapur and Mathieson limit the

analysis by assuming the constancy of investment efficiency following

financial liberalization while Galbis and Fry consider the case when

efficiency increases.

In Kapur's model, increases in the deposit rate of interest raise

real money demand and hence the real supply of bank credit, resulting in an
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acceleration of economic growth. Similar conclusions are reached in

Mathieson's model, which differs from Kapur's largely by assuming that fixed

capital is fully utilized while it was assumed to be under-utilized by Kapur.

Galbis constructs a two sector model to analyze the effects of

financial repression on the average efficiency of investment. In this model,

financial liberalization will lead to higher efficiency by shifting savings

from self-investment to uses with higher rates of return. Fry also puts

emphasis on increases in investment efficiency following financial

liberalization.

The principal critics of the McKinnon-Shaw approach are van

Wijnbergen (1983) and Taylor (1983). They use Tobin's portfolio framework for

household sector asset allocation. Households have three categories of

assets: gold or currency, time deposits, and curb market loans. In response

to increase: in interest rates on time deposits, households will substitute

these for gold or cash and curb market assets.

Van Wijnbergen contrasts his model to those of McKinnon and Kapur.

he expresses the view that "the results obtained by McKinnon/Kapur depend

crucially on one hidden assumption on asset market structure, an assumption

that is never stated explicitly: all these authors assume that the portfolio

shift into TD's [time deposits] is coming out of an 'unproductive' asset like

gold, cash, commodity stocks etc." (1983, p. 434). He adds that "it is not at

all obvious that TD's are closer substitutes to cash, gold etc. rather than to

loans extended on the curb markets" (Ibid).

In fact, Taylor expects that the latter outcome will obtain (1983, p.

100). Also, in a study of Korea, van Wijnbergen concluded that "substitution

between the curb market and time deposits is of more importance than
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aubstitution between currency and time deposits" (van Wijnbergen, 1982, p.

156). Now, "in this case the total supply of funds to the business sector

will decline as funds are shifted from the curb market which provides one for

one intermediation (no reserve requirements) into the banking system which

provides only partial intermediation: partial because a fractien is syphoned

off into required and free reserves rather than passed on to firms" (van

Wijnbergen, 1983, p. 439).

Express-d differently, van Wijnbergen and Taylor introduce a

distortion into their model in the form of reserve requirements in the banking

sector. However, they do not consiaer the effects of interest rate

distortions on investment efficiency. Thus, they assume investment efficiency

to be the same, irrespective of whether loans are financed by the banking

sector or the curb market. As noted above, this was not the view of McKinnon

and Shaw who did not neglect the curb market but considered this to lead to

lower investment efficiency.

III. Interest Rates and Financial Intermediation

Having reviewed the McKinnon-Shaw analysis, its extensions, and

critics, the next question concerns the empirical evidence on the economic

effects of interest rates and financial intermediation. Available evidence

will be presented on the relationship between interest rates and financial

intermediation, between financial intermediation and economic growth, and

between interest rates and economic growth.

Lanyi and Saracoglu (1983) provide evidence on the relationship

between interest rates and the growth of the broad money supply (M2), measured

as the real value of the sum of monetary and quasi-monetary deposits with the

banking sector, in a cross-section relationship of 21 countries for the 1971-
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80 period. Classifying countries according to whether the.y had positive real

interest rates, moderately negative real interest rates, or severely negative

real interest rates, the authors regress the rate of growth of the broad money

supply on interest rates. The results show a high correlation between the two

variables, with the re0ression coefficient of the interest rate variable being

statistically significant at the 1 percent level (Ibid, p. 29).

The statistical relationship batween interest rates and financial

intermediation was also examined by Fry (1988). In a pooled time-series and

cross-section estimate for 10 Asian developing countries for the 1962-72

period, Fry regressed the real stock of broad money on the national saving

rate, per capita real expected income, the lagged value of broad money, and

the 12 month time deposit rate of interest less the expected rate of

inflation, when expected values were represented by polynomial distributed

lags on current and past values. Fry found the coefficient of the real

interest rate variable to be positive and statistically significant at the 1

percernt level (Ibid, p. 146).

The relationship between interest rates and the broadly defined money

supply was investigated for Thailand, Indonesia, and the Philippines by

Chamley and Hussain (1988). The estimates fdr Thailand relate to the 1974-86

period, those for Indonssia to the 1972-85 period, and those for the

Philippines to the 1972-87 period. 1- The dependent variable in the

regression analysis is the rate of change of the ratio of the broad money

1/ For two of the countries, Thailand and Indonesia, estimates have been made

also for Ml, the narrowly-defined money supply. These estimates are not
reported because M2 rather than Ml represents the extent of financial
intermediation.
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supply to GDP; the explanatory variables are the ratio of the money supply to

GDP in the preceding period, the interest rate (in its various forms), and the

rate of inflation. In the following, the best equation is reported in each

case.

The results for Thailand show that the rate of change of the broad

money supply is positively correlated with the time deposit rate and

negatively correlated with the money market rate, both of which are

etatistically significant at the 1 percent level. The results indicate that

the extent of financial intermediation will rise if the time deposit rate

increases relative to the money market rate (Ibid, p. 16).

The results for Indonesia show that the rate of change of the broad

money supply is positively correlated with the real time deposit rate. The

regression coefficient of the interest rate variable is statistically

significant at the 1 percent level (Ibid, p. 29).

The results for the Philippines also show that the rate of change of

the broad money supply is positively correlated with the real time deposit

rate. The regression coefficient of the intere3t rate variable is

statistically significant at the 1 percent level (Ibid, p. 41).

Finally, Gelb (1989) examined the effects of interest rates on the

ratio of the broad money supply to gross domestic savings by combining time

series data for the 1965-73 and 1974-85 periods for 34 developing countries.

In the estimating equation, the real deposit rate was statistically

significant at the 1 percent level while the other variables (the ratio of

savings to GDP, the rate of inflation, the level of GDP per head, and a shift

variable for the post-1973 years) were not significant statistically (Ibid, p.

29).
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While the econometric results indicate the effects of interest rates

on the extent of financial intermediation, the question remains where the

increased financial intermediation originates. In the case of Korea, van

Wijnbergen found that substitution between the curb market and time deposits

is of greater importance than substitution between currency and time deposits

(1982, p. 156). But, this neglects substitution between physical assets and

time deposits as well as increases in time deposits due to higher savings in

response to the rise of interest rates.

As to the former, van Wijnbergen admits that there is substitution

against "unproductive" assets, such as gold and commodity stocks, to which

unproductive self-investments should be added. At the same time, he suggests

that it is not at all obvious that time deposits are closer substitutes for

these assets than for loans on the curb market (1983, p. 434). One should not

count, however, the substitution of time deposits for curb market loans but

only the incremental reserves against time deposits as a loss.

Assume, for example, that time deposits increase by 400 pesos, with

100 pesos coming from unproductive assets and 300 pesos from the curb market,

while there are reserve requirements of 20 percent against time deposits and

none against curb market liabilities. Now, there will be a net increase in

financial intermediation of 20 (400-80-300) pesos, even though the decline in

curb market loans was three times that of unproductive assets.

At the same time, it can hardly be assumed that no reserves would be

held against curb market liabilities. Rather, due to greater uncertainty,

larger reserves may be held against curb market liabilities than against time

deposits. The relevant comparison is, then, between reserves held against

curb market liabilities and compulsory reserve requirements against time
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deposits. As long as the former exceeds the latter, substitution of time

deposits for curb market loans will not reduce but increase the extent of

financial intermediation.

The possible effects of interest rates on savings were reviewed in

another paper by the author (Balassa, 1988). It has been shown that there is

some evidence on the favorable effects of increases in interest rates on

domestic savings. The amount available for domestic investment will increase

further as higher interest rates reduce the incentive for capital flight.

IV. Financial Intermediation and Economic Growth

The next question concerns the relationship between the extent of

financial intermediation and economic growth. In the study referred to above,

Lanyi and Saracoglu found a high degree of cot-relation between the rate of

growth of GDP and the rate of growth of the broad money supply, with the

latter variable being statistically significant at the 1 percent level (1983,

p. 29).

Earlier, Jao examined the relationship between the rate of growth of

per capita GDP, on the one hand, and the rate of growth of per capita real

balances and the ratio of the broad money supply to GDP, on the other (1976).

11 He found that the two variables, representing the extent of financial

intermediation, were highly significant statistically in a cross-section

regression for 67 developed and developing countries in the 1967-72 period

(Ibid, p. 52). The level of significance was 1 percent for the former

variable and 5 percent for the latter. However, in regression analysis

1/ Estimates were also made for the narrowly-defined money supply; for
reasons noted earlier, these are not reported in the following.
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limited to the developing countries alone only the former variable was

statistically significant (at the 1 percent level).

In turn, Tun Wai (1980) found a positive relationship between real

GDP and the real supply of domestic credit in a study of thirteen developing

countries. In a time series investigation, the credit variable was

statisticealy significant at the 1 percent level in the case of each of the

countries (Ibid, p. 426).

Finally, in the study referred to above, Gelb regressed the rate of

growth of GDP on the ratio of the real increase in broad money to gross

domestic savings, the ratio of savings to GDP, and a shift variable for the

years after 1973. The financial intermediation variable had a positive and

significant coefficient at the 1 percent level while the other variables were

not significant statistically (Gelb, 1988, p. 23).

Following McKinnon (1973) and Shaw (1977), the above authors made

estimates on the assumption that the causation goes from financial

intermaediation to economic growth or a "supply-leading" relationship. But,

the causation may also run from ecotiomic growth to financial intermediation as

growth creates demand for financial services. Such a "demand-following"

relationship was postulated by Goldsmith (1969).

In turn, Patrick (1966) suggested that the direction of causality

changes in the course of economic development. In his view, financial

development is necessary for sustained economic growth to take place but "as

the process of real growth occurs, the supply-leading impetus gradually

becomes '.ess important, and the demand- following financial response becomes

dominant" (Ibid, p. 174).
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Fritz (1984) employed a Cranger-test to examine the direction of

causality between financial intermediation and economic development. He used

factor analysis to define both financial intermediation and economic

development as composite sets of variables. The results, obtained for the

Philippines, support Patrick's hypothesis that financial intermediation

"causes" economic growth at an early stage of development and the causation is

reversed at a later stage (Ibid, p. 109).

The Gr- jer technique was used more recently by Jung (1986) to test

the causation between financial intermediation and economic growth. Jung used

the ratio of MI to GNP, denoted the currency ratio, and the rat o of M2 to

GNP, denoted the monetization variable, to represent the extent of financial

intermediation while economic growth was measured by the growth of per capita

GNP. The investigation covered 19 developed and 37 developing countries; 15

annual observations were used for each.

The results, obtained by combining time series and cross-section

data, "indicate a moderate support for the supply-leading phenomenon in

LDCs. The causal direction, both unidirectional and simple, running from

financial development to economic growth is more frequently observed than the

reverse" (Ibid, p. 341).

Jung also examined the Patrick hypothesis as between developing and

developed countries. He found that "when the currency ratio is used as a

measure of financial development, a supply-leading and then demand-following

causality pattern is moderately supported by the data. Thus, LDCs are

characterized by the causal direction running from financial to economic

development, and DCs by the reverse causal direction, regardless of which

causality concept is employed. On the other hand, the monetization variable
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does not appear to distingnish DCs from LDCs in terms of causality directions"

(Ibid, p. 344); causation runs from financial intermediation to economic

growth for both developing and developed countries.

V. Interest Rates and Economic Growth

The next question concerns the relationship between interest rates

and economic growth. Such a relationship may obtain as increases in interest

rates are associated with higher domestic investment and with higher

efficiency of investment. At the same :ime, the problem of causation,

discussed in the previous section of the paper, does not arise in this case.

We have referred above to the results obtained in regard to the

effects of higher interest rates on domestic savings and investment. In turn,

the effects of interest rates on investment efficiency were investigated in an

Asian Development Bank study of nine Asian countries (1985), in a study of

Turkey by Fry (1988), and in the Gelb study referred to above.

The study of the Asian Development Bank combined time-series

observations for India, Korea, Malaysia, Nepal, Pakistan, Singapore, Taiwan,

and Thailand. It found that the incremental output-capital ratio was

positively associated with the real deposit rate, with the latter variable

being statistically significant at the 5 percent level (1985, p. 48). The

same result was obtained for Turkey by Fry, with the real deposit rate

variable being statistically significant at the 1 percent level (1988, p.

148).

In turn, Gelb regressed the incremental output-capital ratio on the

real time deposit rate and a shift variable for the post-1973 period. The

former variable had a positive, the latter a negative sign; both were

statistically significant at the 1 percent level (1989, p. 24).
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As to the relationship between interest rates and economic growth,

Khatkhate did not observe a difference in average growth rates between

countries having below-average and above-average real interest rates in a

sample of 64 developing countries (1988, p. 584). This is not an appropriate

test, however, since differences within the two groups of countries are

disregarded.

In turn, Gupta obtained conflicting results in a cross-section study

(1984) and in a study of india and Korea (1986). In both instances, dynamic

multiplier ana. sis was used to examine the long-term effects of changes in

nominal interest rates and inflation rates on economic growth.

The first estimate pertains to 25 Asian and Latin American countries

and involved combining time series statistics for periods of different length,

depending on data availability. It shows an unfavorable effect of higher

interest rates on economic growth (1984, p. 41).

However, the long-term multiplier shows the beneficial effect of

raising interest rates on economic growth in Korea and India. In the case of

India, the best results are obtained if the nominal rate of interest rises and

the expected rate of inflation remains the same. In the case of Korea, a

decline in the expected rate of inflation, with the nominal interest rate

remaining constant, gives the best results (1986, p. 60).

One can only speculate about the reasons for the differences in the

results of the two studies. A possible explanation is the distortions

introduced by combining countries with different structures. In fact, in

another paper Gupta criticized Giovannini for combining data for several

regions in investigating the effects of the real interest rates of savings

(1987, pp. 307-08).
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The positive results obtained by Gupta for India and Korea are

confirmed by the cross-section study of Lanyi and Saracoglu (1983), two cross-

section studies by Fry (1988), and a cross-section study by Gelb (1989). The

Lanyi-Saracoglu and Gelb studies were referred to earlier; the Fry study

pertains to seven and fourteen Asian developing countries, respectively.

The Lanyi-Saracoglu study shows a positive correlation between the

rate of growth of GDP and the interest rate variable as defined above. The

latter variable is statistically significant at the 1 percent level (Ibid, p.

29). The two studies by Fry pooled time series data for the countries

concerned. They indicate that the rate of growth of GDP is positively

correlated with the real time deposit rate, with the latter being

statistically significant at the 1 percent level in the first study and at the

5 percent level in the second. The results suggest that a one percent

increase in the real time deposit rate towards its competitive free-market

equilibrium level is associated with a rise in the rate of economic growth by

about one-half of one percentage point (1988, pp. 151-52). These results have

been confirmed by Arrieta (1988).

Furthermore, Polak (1989, pp. 66-69) regressed the rate of economic

growth on the median rate of interest in a 40 country sample covering the

period 1965-85. He obtained a strong correlation, and the statistical

significance of the results is not affected if the investment share and the

export growth rate are introduced as additional variables. At the same time,

the introduction of the export growth rate increases the explanatory power of

the regression equation to a considerable extent.

Finally, Gelb regressed the rate of growth of GDP on the real deposit

rate and on a shift variable for the post-1973 years. The former variable had
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a positive, the latter a negative coefficient; both were statistically

significant at the 1 percent level (1989, p. 24).

The cited studies relate interest rates directly to economic

growth. A positive relationship between the two variables is also shown if we

combine the results obtained for the relationship between interest rates and

financial intermediation and that between financial intermediation and

economic growth or combine the relationship between interest rates and

domestic investment and that between interest rates and the efficiency of

investment (Fry, 1988, p. 151 and Gelb, 1989, p. 25).

VI. Domestic and External Financial Liberalization

We have seen that raising real interest rates can have favorable

effects on financial intermediation and on economic growth. However,

excessively high real interest rates have adverse economic effects. They will

not permit the financing of various investment projects that otherwise have a

good economic rationale and will favor projects that have a high risk. The

latter problem has become known as that of "adverse risk selection" on the

assumption that the risk tends to rise with the rate of return (Stiglitz and

Weiss, 1981).

Excessively high real interest rates were observed in the countries

of the Southern Cone of Latin America (Corbo, de Melo, and Tybout, 1985, Table

1). On a quarterly basis, ex post real interest rates reached 53.3 percent in

Argentina (1979-4), 54.6 percent in Chile (1982-1), and 44.0 percent in

Uruguay (1982-4).

Excessively high real interest rates in the countries of the Southern

Cone have been attributed to the breakdown of proper financial supervision.

As McKinnon noted, "neither cfficials in the commercial banks themselves, nor
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govern-snt regulatory authorities, adequately monitorei the creditworthiness

of a broad spectrum of industrial and agricultural borrowers" (McKinnon, 1988,

pp. 399-400). The result was the proliferation of bad loans that were rolled

over, creating what Harberger calls a 'false' demand for credit (Harberger,

1985, p. 237).

A contributing factor was the problem of moral hazard as banks

expected to be bailed out by government. They apparently made highly risky

investments on the presumption th&t in the event of losses these would be

covered by governments while gains would accrue to the banks themselves.

The problems encountered in the Southern Cone of Latin America

indicate that certain conditions need to be fulfilled before the operation of

the banking system can be liberalized. First of all, inflation has to be

brought under control since high and variable interest rates make borrowers as

well as the banks highly vulnerable. Also, government supervision is needed

to ensure that banks do not undertake unduly risky investments. In

particular, there is need to set appropriate capital and reserve requirements,

to limit the proportion of the banks' portfolio that can be lent to any one

borrower, and to make detailed inspection of the quality of the banks'

portfolio.

The discussion so far dealt with domestic financial liberalization

without any consideration given to external liberalization (the liberalization

of the capital account). This represents an appropriate sequence since

domestic financial liberalization should be accomplished before external

liberalization is undertaken. This is both to generate expertise and to

establish domestic banks that can withstand the rigors of international

competition.
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We have here the traditional infant industry argument that has been

applied to financial liberalization in a number of developing economies,

including Korea and Taiwan. It has also been applied in European countries,

such as France and Italy.

A further question is the order of liberalization as far as the trade

account and the capital account are concerned. If the adjustment is equally

rapid in the two markets, trade and capital accounts should be liberalized

simultaneously. This is not the case, however, as shifts in the capital

account occur more rapidly than in the trade account. Correspondingly,

resource shifts would occur in response to capital account liberalization that

will be undone once the trade account adjusts (Edwards, 1986, pp. 207-08).

It may be assumed that, prior to the opening of the capital account,

the domestic rate of interest exceeds the international rate of interest. In

this eventuality domestic agents will borrow abroad once the capital account

is opened. This will then lead to an appreciation of the exchange rate, with

adverse effects on the tradeables sector. In turn, a depreciation will occur

in response to the freeing of the trade account.

Thus, resources will flow first to the nontradeable sector and,

subsequently, to the tradeable sector. Such switches of reserves are

undesirable because of the adjustment costs they entail. Correspondingly, it

will be appropriate to liberalize the trade account first and the capital

account afterwards, with a view to ensure the simultaneity of adjustment in

the two.

The countries of the Southern Cone of Latin American provide cases

where the liberalization of the capital account led to large inflows of

capital, resulting in a substantial appreciation of the exchange rate. In
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Argentina and Uruguay, the capital account was liberalized without appreciable

changes in the trade account; in Chile, capital account liberalization

occurred while the domestic financial system was in disarray.

In turn, there have been successful cases of capital account

liberalization. There is full freedom of capital movements in Hong Kong and

Singapore and virtual freedom in Malaysia and Thailand. Also, a study of the

relationship between domestic and U.S. interest rates has shown that there is

de facto considerable opening of the capital markets in Colombia (Edwards and

Khan, 1985).

VII. Conclusions

McKinnon and Shaw define financial liberalizatior. to mean the

establishment of higher interest rates that equate the demand for, and the

supply of, savings. The two authors express the view that higher interest

rates will lead to increased savings and financial intermediation as well as

to improvements in the efficiency of using savings.

In turn, van Wijnbergen and Taylor claim that higher interest rates

on time deposits do not necessarily lead to increased financial intermediation

because of shifts from curb markets, which are not subject to the reserve

requirements that apply to time deposits. This means that the authors

contrast distortions due to reserve requireients with distortions due to

interest rate limitations on time deposits.

Abolishing excessive reserve requirements would eliminate distortions

while prudential considerations point to the conclusion that reserves should

be held against time deposits and against curb market liabilities as well. At

the same time, substituting time deposits for unproductive assets, such as

gold, cash, and commodity stocks, will increase the extent of financial
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intermediation. Increases in savings will have the same effect while

increased efficiency in the use of savings will add to economic growth.

The paper summarizes available empirical evidence, indicating that

higher real interest rates increase the extent of financial intermediation

wshile increased financial intermediation raises the rate of economic growth in

developing countries. Reference is also made to empirical evidence on the

effects of interest rates on savings cited in the author's "The Effects of

Interest Rates on Savings in Developing Countries." Furthermore, evidence is

provided on the effects of interest rates on investment efficiency and on

economic growth.

The paper notes, however, that excessively high interest rates will

have unfavorable economic effects. Such a situation can be avoided if the

liberalization of the banking system takes place under appropri.te conditions,

including monetary stability and the government supervision of the banks.

This would further the goal of establishing equilibrium interest rates.

Domestic financial liberalization may eventually be followed by the

liberalization of the capital account. But, this would have to be preceded by

trade liberalization in order to avoid unnecessary resource shifts.

Domestic financial liberalization has been traditionally discussed in

terms of interest rate levels whereas the liberalization of the capital

account would lead to the equalization of domestic and foreign real interest

rates, with allowance made for exchange rate changes. However, there are also

other important issues relating to interest rates. These include flexibility

over time, the avoidance of interest subsidies, an appropriate structure of

rates according to maturity, and interest rate differentials reflecting risk.



- 23 -

More generally, in miost developing countries there is need for

improvements in the functioning of the financial sector. As noted in the

Bank's "Review of Financial Sector Work," such improvements should encompass

"the provision of a means of payment, the mobilization and allocation of

capital, and the transformation and distribution of iisk" (Long, 1985, p.

6). These issues, however, fall outside the scope of this paper.
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