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1.  Objective.

In WWM, Ronald I.
McKinnon correctly characterized the capital markets of less
developed countries as fragmented, that is, as markets where
economic units are s¢ isolated wthat they face different ef- .
fective prices for land, labor, capital and produced commodi-~
4ies and do not have access to the same technologies” [3]. This
fragmentation leads to a great dispersion in the gocial and
private marginal real rates of return earned on portfolios of
physical and f£inancial assets. ?herefore. financial policy can
play a crucial role in aconomic develoyment if it leads to a
reduction of this fragmentation and of this dispersion in rates
of return, i.e., if it leads to a greater integration of capital
markets. '

Until recently, financial policy in most of the Iatin
American countries has been characterized by interest rate
controls and the administrative allocation to different borrower
classes of shares in credit portfolios, which have further
fragmented capital markets. However, inspired by the above and
similar considerations, geveral Latin American governments have
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recently'initiated financial reforms directed, among other
things, toward a reduction of the dispersion in the gtructure
of real interest rates prevailing in these countries.

The objective of this paper ig to define a socially optimum
allocation of credit among borrower clagses and to develop a
microeconomic model to evaluate the impact on resource allocation
and on income distribution of changes in the structure of in-
terest rates, induced by alternative financial policies. In
particular, the paper attempts to define the gocially optimum
gize of loans granted to different classes of borrowers and the
gocially optimum rate of interest to be charged by the financial
 intermediaries to each borrower class. The macroeconomic implica-
tions, such as on price stability or the level of employment, are
not discussed in this opportunity.

A socially optimum allocation of credit is defined as that
allocation which maximizes the aggregate net income of all the
various participants in the economic activity, including those
participating merely as producers as well as those participating
as financial in{ armediaries. Although the paper explores some
of the implications of interest rate controls on income distribu-
tion, a particular distribution of income jg not an element of
this definition of the gocial optimum.

2. Self-F

The impact on the gocial optimum of alternative financial
gtructures and policies will be examined with the aid of a very
gsimple model, which can be further expanded in order to consider
additional situations. In its simplest version, the model assumes
the existence of only two producers, lLarge and Small. Their income
jevels are a function of their productive opportunities as well
as of their command over the resources -variable inputs- needed
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to take advantage of these oppurtunities. Each productive op-
portunity is a reflection both of the technology known by the
p&rticular producer and of the factors of productions land,
fixed physical capital, human capital and entrepreneurial
ability accumulated by the producer. On the other hand, com-
mend over variable inputs is acquired through own savings or
through access to credit.

If product and input prices are given for the individual
producers, their productive opportunities can be represented
by the corresponding curves of the value of the marginal product
of the variable inputs employed. In Figure I, the productive
opportunity of Large is represented in the left-hand quadrant
and the productive opportunity of Small is represented in the
right-hand quadrant.

Given their own productive opportunities, under conditions
of self-finance each producer's gross jncome is a function of
the amount of own resources saved, represented in Figure I by
N, and Ny, respectively. Gross income is represented by the
area under the curve, namely by the areas a;bi1 N0 and agbaNz0.
In turn, each producer's net income is the difference between
his gross income and the value of the variable inputs employed,
represented by the areas aib;fih and agbzfah, respectively.

-'-——'ﬂ

The assumption that the superiority of Large over Small
is proportionately greater in terms of their initial endowments
of own resources saved than in terms of their productive op-
portunities is an attempt to reflect the actual situation of
many Latin American producers. Its main consequence is that the
value of the marginal product of the variable inputs owned by
large, (1 + Y1), is lower than the value of the marginal product
of the variable inputs owned by Small, (1 + va).

Under a regime of self-finance, therefore, a soclially op-
+imum allocation of resources is not achieved, since in order
for the aggregate net income of the two producers to be a maximum,
the value of the marginal product of the inputs employved by them
must be equated.



3. Direct Finance.

The impact of a financial process can now be explored.
In the previous model, a social optimum can be reached with the
introduction of a simple financial mechanism, namely the trans-
fer of resources via a loan from Large to Sgall. The socially
optimum size of this loan, represented by L in Pigure II, leads
to the equation of the value of the marginal product of the
inputs employed by each one of the two producers, at the (1 + r’)
level. This transfer of resources jncreases the net income of
each producer as well as aggregate get incom?. The latter in-
creases by the sum of the areas bsbaga and bagiba. The first
area is Small's net galrn, after fie Tepays the principal and
interest on the loan. The gecond area is large's net gain, once
he recuperates the resources loaned and the interest earned.

The distribution of the net social gain between the two
producers is a function of the relative speed to which diminish-
ing marginral returns appear with respect to each productive op-
portunity. The more capidly the value of the marginal product
diminishes, as a function of the amount nf variable inputs
employed, the larger the gain. If diminishing returns are more
pronounced in the case of Small, as compared %o Large, given
the former's more limited entrepreneurial ability and access to
technology and other fixed factors of production, then the net
gain will be greater for Small than for Large, both in absoluts
and in relative terms. The socially optimum rate of interest r
will be closer to yi than to Ya, reflecting Small's greater gain.

The introduction of a financiél process, therefore,
eliminates the fragmentation of the capital market, leading to
the equation of the marginal rates of return of both producers.
This not only improves the allocation of resources and increases
the net incomes of both producers, but it also impruves the
distribution of income between them.
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4.  Indirect PFlnance.

In this section a new actor is included in the model: a
financial intermediary, the Bank, which supplies loans to large
and to Small, at a given interest rate d, which covers the op-
portunity cost of the savings mobilized by the intermodiary. The
gocially optimum size of each loan equates (1 + d) withk the value
of the marginal product of the variable inputs wmployed by each
producer. The optimum size of each loan is a function of the -
productive opportunity and initial endowment of own rssources
¢f sach produicer.

The increment in the net income of each producer as a
result of the loan is a function of loan gige.-and of the speed
to which diminishing marginal returns appear with respect to
the corresponding productive opportunity. Figure II shows how
loans equal to L and ?,. respactively, lncrease large‘’s net
ineoma by th? area bib,gi and increase Smallfa net ingome by
the area bgbagss Given the behavior of diminishing returns in
each cade and the larger initial endowment, when compared to .
. his prbductive opportunity, of Large, his net gain is amaller
‘than the net gain of Small. Indirect finance, too, improves
‘both resource allocation and income distribution.

In this case the role vf credit has been to allow each
producer the generation of a net income commensurate with his
productive opportunity, independently of the availability of
initially owned resources. Therefore, income distribution
improves to the extent to which the‘oriéinal income differences
among producers were due to differences in their initial en-

dowments of own resources.

This distributive implication of a financial process can
be better appreciated when the two producers have access to
identical productive opportunities. Under a regime of self-
finance, their incomes would be equal only if their initial
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endowments are equal, %ooc. Otherwise, the producer with the
larger endowment will earn a higher income. If both producers
have access to credit, however, their incomes will be equal,
independently of their initial endowments. Therefore, to the
extent to which differences in incomes are due to differences
in initial endowments, income differences are reduced by ac-
cess to credit and one important source of an unequal dis-
tribution of income is elimirated. Moreover, access to credit
also improves income distribution to the extent to which 1t
permits all producers to improve their opportunities, elther
through its impact on the adoption of technological change or
on the accumulation of physical and human capital by different
producers.

5 Cogte of Intermediation.

~ FMinancial jntermediation is not costless. It uses scarce
material and human resources which could have been otherwlise
" devoted to the production cf goods and services [4]. These coats
of lending includes (1) the opportunity cost of the funds loaned;
(11) the costs of administration, which include the costs of
merely handling the loan, like recording and disbursing, as well
as the risk-reducing costs, directed at reducing the probability
¢f default through the acquisition and use of information and
through other supervision and collection efforts; and (iii) the

- expected 108ses due to default. This paper assumes away'potenxial

divergencea beltween private and social costs of lending.

The costs of intermediation are represented in Figure III
by the marginal cost curves for the Bank of lending to each one '
of the two borrover classes. Elsewhere 1t nas been demonstrated
that marginal cost js a direct function of the size of loan ap-

proved for a given borrower (1].
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The marginal cost of lending to Large is lower and increases
more slowly than the marginal cost of lending to . Small. This is a
recognition of the fact that credit has several dimensions, which
can be seen as separate products. The Bank, in turn, can be seen
as a multi-product firm, producing geveral credit products, each
one with its own peculiar cost function [5].

Once these costs of intermediation are taken into account,
the social optimum -the maximization of the aggregate net incomes
of the two producers and the Bank- requires that each producer
be granted a loan which equates the marginal cost for the Bank
of lending to him with the value of the marginal product of the
variable inputs purchased with the loan. The resultirg maximum
aggregate net income 1s represented in Figure III vy the area
a1b,d1N;0N;dgbzas. Compared to a regime of self-finance, tgis
situation implies a gain of net jncors equal to ‘the area a;bigi,
in the case of Large, a gain of net jncome equal to the area
a;basa; in the case of Small, and a gain in net income for the
.Bank equal to the sum of the areas bigid. and bagada-

SR

A social optimum implies, once the costs of intermediation
are taken into account, different interest rates -and different
values of the marginal product cf the variable inputs employed-
for different borrower classes. In effect, Figure III shows that
the optimum rate of interest to be charged to Large, Ti, is
lower than the optimum rate of intereat to be charged to Small,
r,. These differences in the socially optimum interest rates
reflect both differences in the demands for credit by the two
producers and differences in the cost functions of lending to
them by the Bank.

These interest rate differentials reflect the fact that
for the Bank, as well as for gsociety, loans to different classes
of borrowers are different products and need not, therefore,
be equally priced. Rather, for each borrower class, the socially
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optimum interest rate must reflect the prevailing differences
in social costs and benefits of lending to them, in order to
allow scarce resources to be allocated where they can increase
aggregate net incomes the most. If a producer is charged an
interest rate higher than what is socially optimum in his case
and, therefore, if he is granted a loan smaller than the
gsocially optimum size in his case, each additional dollar of
credit granted to him would increase aggregate gross income
more than social costs, increasing aggregate net income, as
well as the net incomes of the producer and of the Bank. On
the other hand, if a producer is charged an interest rate
lower than what is socially optimum in his case and, therefore,
if he is granted a loan larger than what is socially optimum
in his case, society will be spending more resources in the ad-
ministration of this loan than the resources generated by the
additional production due ‘to the larger loan.

6. mmmnmmmmh

One of the theoretically most popular kinds of interest
rate restrictions is the requirement that financial inter-
mediaries charge a uniform interest rate to all borrower classes,
even when different rates would be charged in a competitive
gituation due, not to monopolistic discrimination, but to dif-
ferent costs of lending. Although there are few who deny that
the costs of lending differ for different borrower classes,
many argue that a uniform interest rate could be used to 3ub-
gidize Small at the expense of large. That is, the uniform rate,
even when the Bank chooses jt freely, would be set at a level
higher than the socially optimum one for large and lower than
the socially optimum one for Small. In these circumsatances, ,
Largr would be paying a portion of the costs of lending to Small.



12

[y ]
Figure IV, >
3]
(=]
o
2
=
eﬂ - A WD D = = l"'nl\““‘i !.Ma
n R
08 ‘l@ll \“""l La
.... \\
u.oa \l.r-" p - -t eED P eER @B D WD N "Lﬂ
! \\. )
r
o .
_ @ oy | s |
N, SR BTN
./// . |
\ a \ .
N |
N K
(Y
/, -m. .a— -—ipend m—o
LN - b h - am o o o .
= // | Nemmmm ==t 3 F
N 113
// _
N, |y )
/‘ -"'- L
N\
“
N\
N
A S
.II
II
~
-
5 :




13

Under the asumption that, despite the restriction, the

Bank will still contimue to completely satisfy the demand for
credit of each producer, at the uniform interest rate charged,
an assumption which will be questioned beloWw, the size of the
loan granted to large, represented by L;'in Pigure IV, will be
emaller than what is soclally optimum in his case, namely L},
and the size of the loan granted to Small, represented by Ls,
will be larger than what is socially optimum in his case;
namely Lg. It is assumed, moreover, that the total amoun? .
lent by the Bank does not change, i.@., that Ly + Iy = Ia + Lg.

: The rcquirement that a uniform interest rate be charged
prevents the achievement of a socially optimum’allocation of
credit. The resu%ting soc%al 1osses are represented in Figure.IV
by the areas bibiea and bybzeg. The first area represents the
gacrifice of aggregate ne% Income when Large is granted a loan
smaller than what is socially optimum in his case. The secbnd
area represents the excess of social cost over aggregate gross
jncome, when Small is granted a loan larger than what is
gsocially optimum in his cass. ’

The private loss for Large, represented by the area b;bir;?.
includes an implicit tax equal to the arsa b;g;r;?. In'huiﬁ_iﬁg_
to ‘the loan received, Small increases h's pEEFEEE-het income by
the area rabgb;;b A portion of this private gain, represented
by the area TzDagaTs is the subsidy received. Finally, the Bank
suffers a reﬁﬁsﬁisﬁ‘in net income equal to the sum of the areas
bigier plus eabagabas The gain in net income by Small is smaller
Than The sum of the losses in net income by large and the Bank.

The difference are the gocial dead-weight losses of the policy.

V4

i/ Figure IV represents only the portion corresponding to the

variable inputs purchased with the loan, while the portion

corresponding to the initial endowments has been eliminated.
That is, in comparison with Figure IIX, the central portion
N,0Ng has been omitted. This is why the curve of the demand
for credi+ by Large looks lower than the curve of the demand
for credit by Small. The analysis is not affected by this

graphical simplification.
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In summa’ y, a policy of uniform jinterest rates makes
possible a higher net income for Small in exchange for, not
only a reduction of the net incomes of Large and of the Bank,
but also of a net loss for socliety, due to the reduction in
the net incomes of Large and of the Bank which do not benefit

anyone.

I# there is a political decision te subsidize Small at
the expense of Large, to charge a uniform interest rate to
both borrowers or, what is worse and more frequent, %o charge
a lower interest rate to Small than to Large, is not an optimum
policy. A more efficient way of achieving the same result is
a direct lump-sum transfer, independently of the gsize of loan
demanded by each producer. To achieve this result, large
could be required to deposit the #ixed sum, prior to requesting
his loan, which would then bve tranaferred to Small. Alternatively,
a portion T, equal to the fixed sum, could be deducted from
Large's loan, which would then be given to Small, in addition
to the loan granted to the latter. This transfer affects the
endowment of initial resources owned by large and Small as
well as their demands for credit. Large's demand increases
and Small’s demand declines. The new demand curves are
represented in Figure IV by the dotted lines.

Given the new endowments of the two producers, Large
would be granted a loan of its socially optimum size, namely
Ly and he would be charged the socially optimum interest rate
in his case, ri. At the same time, Small would be grantﬁd a
1oan of the rocially optimum size in his case, namely Lg,and
he would be charged the socially optimum interest rate T,

As a result of this 1oan-cum-lump-sum:f;anfer, the net
income of Small increases by the area rabybar, exactly the same
level reached when the Bank was required to charge a uniform
rate to all borrower classes. In turn, Large's net income
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declines by b;aa: a reduction smaller than when a uniform rate
1s required. More importantly, this result is achieved without
incurring in a net social loss. That is, the desired income

redistribution between large and Small is achieved in the most

efficient way.

In summary, if a rediastribution of income igs desired, it
18 best to redistribute the initial endowment of own resources
and then to allow credit %o be allocated optimally, under the
new get of cir?umatagpes. In the latter event, the optimum in-
terest rates ry and r will differ, although they will differ
jese than before the lump-sum transfor and the differences will
reflect the different costs and marginal returns asscciated
with loans to the two different classes of borrowers.

7.  Rationing.

The consequences of the requirement that financial inter-
mediaries charge a uniform interest rate to all borrower classes,
even when the intermediaries are let free to set the level of
this rate at thelir own will, were examined in the previous
section under the assumption that, given this kind of restric-
tion, the Bank continues to completely satisfy each producer's
demand for credit at the uniform rate charged. Jaffee, among
o.ners, has shown that, in these circumstances, financial
intermediarics attempting to maximize profits will practice
specific torms of rationing [2].

Rationing is defined as the practice by the Bank of
granting some producers loans of a size smaller than the size
of the loans that they demand at the interest rate charged.
That is, this kind of rationing implies the existence of an
excess demand for credit, from the point of view of the individual
borrower who is being rationed, at the "aquilibrium” interest
rate for the Bank.
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For rationing to occur, it is necessary that the profit-
maximizing uniform interest rate forr the Bank become equal to
the marginal coc% of granting the loan, with respect to a loan
aige smaller than the size of loan demanded by the producer at
the uniform rate charged. On the other hand, rationing will not
take place if the uniform interest rate charged is higher than
the marginal cost of granting the loan, for the size of loan
demanded. :

When the possihility of rationing is recogniged, the
desirability of a pollcy of uniform interest rates becomes éven
more questionable. As shown in Figure IV, glven the requirement
of @ uniform interest rate, ths Bank charges T, but it will not
be willigg to grant a loan of the size demsnded by Small,
namely Lg. Rather, 1t will”only be willing to grant a loan of
a smaller size, equal to Lg, for which the Bank's marginal cocsi
of lending is equated to the uniform rate .

 Given this reduction in the size of the loan received by
Small, his net income cannot increase by as much as suggested
in the previous section and it may even decliine. In auch a case,
the attempt to redistribute income will be frustrated. Two
contradictory forces, on the one hand the subsidized interest
rate and on the other hand the réiuction in loan sige, influence
in this case Small's net income, which could either increase
or decline, but which in no case can increase as much as it
would in a situation without rationing. '

.The requirement that a uniform interest rate be charged
leads, again, %o a reduction in aggregate net income. Thisg
red?ction is"rep?esented in Figure IV by the sum of the areas
b,b;e1 and bybagac The reduction reflects the smaller size of
Both loans and the losses of efficiency. If, instead, the
desired redistribution is achieved via a direct lump-sum
transfer, the socially optimum jnterest rates charged will be
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different and there will be no rationing. The desired impact
on income distribution will in fact be achieved and each loan
will have its socially optimum size.

When financial intermediaries are réquired to charge a
unifoirm interest rate to all borrower classes, even when they

are allowed to freely set its level in order to maximige profits,
it can be shown that there will always oe at leest one class

of non-rationed borrowers in their credit portfolios [2]. The
possibility that a borrower will be rationed dapends on the
relationship between his curve of the value of the marginal
product of the variable inputs employed and the curve of the
marginal cost of lending to him for the Bank. The slower the
decline in the value of the marginal product of the inputs as

a function of loan slze, ceteris paribus, the less likely is
rationing. The lower the curve and the slower the increase in
the Bank's marginal cost of lending, as a function of loan sige,
the less likely is rationing, too. Given the relative magnitudes
of the demands for credit by Large and Small, reflecting the
corresponding value of the marginal product of the inputs used,
and the relative magnitudes of the marginal costs of lending

to these producers, Small will always be rationed before large.
If there are only these two classes of borrowers, Small may be
rationed or not, but Large -7ill never be rationed.

8. Interest Rate Ceillngs.

A more restrictive form of control is the establishment
of interest rate ceilings. The ceiling could be effective, l.e.y-
lower than the equilibrium rate for the Bank, for all or only
some classes of borrowers. Similarly, when the ceiling is
effective, the Bank could practice rationing with respect to
all or only some classes of borrowers. A borrower will be
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rationed when the marginal cost of granting the size of loan
demanded by him is higher than the interest rate celling. Given
the level of the ceiling, it is possible that none, only Small
or both producers be rationed. In any case, Small will always
be rationed before large, since rationing takes place when the
ceiling becomes lower than the socially optimum interest rate
for the particular borrower.

9. MMM

In the latin American countries, the typical portfolio
of the financial intermediaries frequently includes a wide
range of rationed borrowers, represented by Small, and a few
priviledged non-rationed borrowers, represented by Large. This
gituation is represented in Figure V, for a ceiling at the level
T. Given this ceiling, Large receives all the credit demanded,
namely a loan equal to L,. Small, instead, receives a loan
equal. to L,, which is smaller than that demanded, namely Dg. -

When, for some reason such as the establishment of
preferential interest rates for some activities, the grant of
a credit subsidy or merely the 1mpacf of inflation, the celling,
measured in real instead of nominal terms, becomes more restric-
tive, there is a redistribution of the credit portfolio of the
financial interggdiary. Given the more restrictive ceiling,
represented by r in Figure V, the size of the loan granted
to Large, the non-rationed borrower, increases, while the gigze
of the loan granted to Small, the rationed borrower, declines.
This is the case because, given the size of the new loan
demanded by large, the ceiling continues %o De higher than the
marginal cost for the Bank of granting this loan. Largey¢
therefore, moves along his demand for credit curve, i.e. moves
along his curve of the value of the marginal product of the
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inputs employed, demanding and receiving a larger loan at the
new, lower, interest rate. On the other hand, Small moves
along the curve of the marginal cost for the Bank, since the
ceiling is not sufficiently high to cover the marginal cost
associated with the size of loan demanded. Althcugh the slze
of the loan demanded by Small increases when the interest rate
declines, too, he only receives a loan smaller than before.

This is what I have called the TRON LAW OF INTEREST RATE
RESTRICTIONS. According to this propositlon, when interest
rate cellings become more regtrictive, the size of the loans
granted to non-rationed borrowers increases and the sige of
the loans granted to rationed horrowers declines. This, in
turn, implies a redistribution of the credit portfolios of
financial intermediaries in favor of non-rationed borrowers
-Large- and agairst rationed borrowers ~Small. Since usually
rationed borrowers are the smaller, the newer, the less known
and influential, those with the riskier or more innovative
projects, those without collateral, those living in more
distant places, etc., interest rate ceilings have a negative
impact on income distribution, growth and reasource allocation.

_ When the ceiling becomes so low that it does not even
cover the average variazble cosis for the Bank of lending to
certain borrower classes, the latter are excluded from the
portfolio of the financial intermediary. That ig, the Bank
declines to lend to them. The left-hand quadrant of Figure Vi
shows the behavioi of the size of loan granted to any producer
as the level of the ceiling declines. A monopolistic behavior
on the part of the Bank is assumed; the Bank equates marginal
cost and marginal revenue. The ceiling becomes effective at
‘the 'y level. At this point, the ceiling is the Bank's mar-
ginal reveme. For ceilings between T, and Tz the borrower
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is not rationed yet and the size of loan increases as the
ceiling declines. This implies the elimination of the Bagk'a
monopolistic power. The soclally optimum sise of loan, L, is
reached at the competitive interest rate 5;. if the ceiling
becomes lower than To, the borrower will be rationed, each
+ime more drastically. As the ceiling declines, the slze of
the loan granted also declines until the ceiling reaches the
jevel T,, when the borrower is completely excluded from the
Bank's portfolio. For rationed borrowers, changes in thelr
net incomee are subject to two conflicting influences:s a
positive effect, due to the subsidy, and a negative effect,
due to the smaller sisze of the loan received. The positive
effect dominates for ceilings above T and the negative effect
dominates for cellings below T3

10.  Soncluding Commenis.

The paper arrives to gome important conclusions with
respect to a desirable financial policy for the Latin American
countries? -

(1) Tre paper highlights, from an additional perspective,
the importance of financial processes in economic
development, in view of their favorable impact, not
only on resource allocation, but also on income dis-

+ribution.

(i1) The paper recognizes that financial intermediation is
a particularly costly activity and argues that these
costs must be taken into account for the determination
of the socially optimum\allocation of resources.

(111) The paper shows that a gocially optimum allocation of
credit implies different jnterest rates for different
borrower classes. That is, socially optimum interest



(iv)

(v)

(vi)

(vii)
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rates must recognize both the different costs and the

. different productivities associated with different

classes of loans.

The paper shows that artificially uniform interest rates
for all borrower classes impoge net gocial costs which
imply, elther a gituation where the best marginal
productive opportunities are not being taken advantage
of, or a situation vhere the additional resources spent

in the adminigtration of the financial system are more
than those generated by its extra activity.

The paper also shows that the net social costs of
requiring a uniform interest rate are higher when the
#inancial intermediaries practice some form of rationing
than then they do not. When there is rationing, not

only there arc higher social costs, but it is even pos-
gible that the goal of granting loans of a larger size
4o certain borrowers will not be achieved at all. In
this case, the good intentions to redistribute income
will have a perverse effect.

The paper suggests that the optimum mechanism for income
redigtribution is a direct lump-sum transfer: In this
case there will Dbe netther a net social cost nor
rationing. -

The differences among gocially optimum interest rates
for different borrower classes are not in contradiction
with McKinnon's recommendation that, in order to develop
the financial sector, the great dispersion of interest
rates which characterizes fragmented capital markets
must be reduced.
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On the one hand, in McKinnon fragmentation is defined
as the existence of different prices for the same prod-
uct, while this paper argues that different loan classes
are not the same product.

On the other hand, one must distinguish between those
differencee in interest rates which are induced by the
financial policies themselves -when preferential interest
rates favor specific borrower classes- and these dif-

- perences in interest raten which reflect true differences
in social costs and returns. -

The differences induced by financial policies can and
must be eliminated by decree; i.e., the legal, artificlial
differentiation and the accompanying fragmentation must
be eliminated. It is also desirable to reduce the daif-
ferences in interest rates due to true differences in
the social costs of intermediation, but these differences
cannot be corrected by decree. '

In each situation, the constpllation of production func-
tions for goods and production functions for loans as

well as the relative scarcity of various kinds of resources
guch as skilled personnel, accumulated information and means
of communication, determines the gocially optimum struc-
ture of interest rates for that gituation. In ordexr to
reduce the costs of intermediation as well as the dif-
ferences among the costs of lending to different borrower
classes, both of which in a less developed economy are
high, one must promote technological innovations and the
accummulation of information in the financial sector.

It is important, therefore, not to repress the develop-
ment of the financial sector with financial policies
which prevent productivity increases and reductions in
the costs of intermediation. In particular, interest rates
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must not be arbitrarily fixed at such low levels that
financial intermediation is repressed and credit ins-
titutions are prevented from covering the costs of
lending to particular classes of borrowers. The paper
also shows that an artificially uniform rate of interest
for all borrower classes, which disregards the dif-
ferences implicit in a gocially optimum gtructure of
rates, must not be required.

Several latin American governments have recently
-adopted strategies of financial 1iberalization which
lead to uniform interest rates. That is, they have
eliminated the struciures of preferential rates and
have adopted a uniform rate. Since the preferential
rates were usually charged to special borrowers such
as small farmers or artisans, for housing or export
promotion, which jmply socially optimum rates higher
than for other borrower classes, the new strategy is
a movement in the correct direction, but it is not
gufficient. It is, therefore, a gecond-best strategy,
rather acceptable in a political environment which
makes extremely difficult to charge higher interest
rates to these "marginal® clienteles.

(viii) Most of the latin American countries have established
interest rate ceilings. These ceilings have been suf-
ficiently low in most countries to lead to rationing-
of numerous classes of borrowers as well as %o the
exclusion of numerous producers from the credit port-
folios of the financial intermediaries.
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In particular, the size of the loans granted by the Latin American
financial intermedfaries to most of thier clients has been smaller than the
size Of the loand that these clients have demanded, at the interest rates
charged, while many other producers héve not had any access to the instituttonal
credit system. The rational borrowers have had an unsatisfied excess demand
for credit and have been forced to complement their institutional loans with
loans from informal Cenders, at very high rates of interest. In turn, small
and priviledged classes of very large borrowers have received all the credit
that they have demanded, at the subsidized interest rate charged, without
been subject to any rationing. |

A1l of these phenomena reflect, of course, the influence of political
and economic power on credit allocation mechanisms. This paper shows; however,
that even if these influences did not exist, merely economic considerations,

relaté& to the financial viability of credit institutions, wuuld explain the

results.
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