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the capital markets of less 
correctly characterizedMcKinnon as markets where 

as fragmented, that is,
developed countries 

different so isolated "that they face ef
economic units are 

capital and produced commodilabor,fective prices for land, E3J. Thisthe same technologies"have access toties and do not 
the social and 

great dispersion in
leads to afragmentation ofon portfolios

real rates of return earned 
private marginal 

assets. Therefore, financill policy can 
and financialphysical aif it leads to 

in economic develoymentcrucial roleplay a -rates 
reduction of this fragmentation and of this dispersion in 

greater integration of capital
if it leadsof return, i.e., to a 

markets.
 

Until recently, financial policy 
in most of the Latin
 

rateinterest 
American countries has been characterized by 


different borrower
allocation to 
controls and the administrative 

furtherwhich have
in credit portfolios,of sharesclasses above andinspired by the 

capital markets. However,
fragmented have 

several Latin American governments 
similar considerations, 
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recently initiated financial reforms 
directed, among other
 

the structuredispersion in
toward a reduction of thethings, 

these countries. 
of real interest rates prevailing in 

of this paper is to define a socially optimum
The objective 

allocation of credit among borrower 
classes and to develop a
 

the impact on resource allocation
model to evaluatamicroeconomic 

changes in the structure of in
and on income distribution of 

Infinancial policies.induced by alternativeterest rates, 
socially optimum

the paper attempts to define the
particular, 
3ize of loans granted to different 

classes of borrowers and the
 

be charged by the financial 
socially optimum rate of interest to 

The macroeconomic implica
to each borrower class.intermediaries are 

price stability or the level of employment,
astions, such on 


this opportunity.
not discussnd in 

is defined as that
 

A socially optimum allocation of credit 
of all thethe aggregate net income 

allocation which maximizes 
thosethe economic activity, including

various participants in 
as those particiyating
as producers as well

participating merely 
the paper explores someAlthoughin iarmedlaries.as financial 

of the implications of interest rate 
controls on income distribu

is not an element of 
tion, a particular distribution of income 


of the social optimum.
this definition 

2. S"if-F_=ce,• 

financial 
on the social optimum of alternative

The impact a veryexamined with the aid of 
structures and policies will be 

in order to considerbe further expanded
simple model, which can 

the model assumes
In its simplest version,

additional situations. 
Large and Small. Their income 

two producers,the existence of only 
function of their productive opportunities as well 

levels are a 
inputs- neededthe resources -variable 

as of their command over 
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to take advantage of these opportunities. Each productive op

portunity is a reflection both 	of the technology known by the 

factors of productions lap-,
particular producer and 	of the 

human capital and entrepreneurialfixed physical capital, 

ability accumulated by the producer. 
On the other hand, com

mand 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
 

of the value of the marginal productcurvesby the corresponding 
1, the productive

of the variable inputs employed. Ln Figure 

Large is represented in the left-hand quadrant
opportunity of 

in theis represented
and the productive opportunity 	of Small 

right-hand quadrant.
 
under conditions
productive opportunities,Given their own 
a function of 

of self-finance each producer's gross income is 


of own resources saved, represented in Figure I by

the amount 
N, and Ng, respectively. Gross 	income is represented by the 

area under the curve, namely by the 
areas axbiNiO and aab2N2O.
 

net income is the difference between
 
In turn, each producer's 

and the value of the variable inputs employed,
his gross income 
represedted by the areas ajbjfih and a~bgf2

h, ,%espectively.
 

The assumption that the superiority of kgrge over Small 

of their initial endowmentsin termsis proportionately greater 
of their productive op

of own resources saved than in 	 terms 

an attempt to reflect the actual situation 
of
 

port uities is 


many Latin American producers. Its main consequence is that the
 

value of the marginal product of the variable inputs owned by
 

Large, (I + y2), is lower than the value of the marginal product
 

of the variable inputs owned by Small, 
(I + ya).
 

regime of self-finance, therefore, a socially 
op-


Under a 

not achieved, since in order
 timum allocation of resources is 


for the aggregate net income of the two 
producers to be a maximum,
 

the value of the marginal product of the 
inputs employed by them
 

must be equated.
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3. Direct Fta ce.
 

process can now be explored.
The impact of a financial 

In the previous model, a social optimum 
can be reached with the 

a simple financial mechanism, namely the trans
introduction of 

loan from Large to Small. The socially
via afer of resources 

in Figure II, leadsrepresented by L 
optimum size of this loan, 


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*)
 

transfer of resources increases 
the net income of
 

level. tis 

each producer as well as zggregate 
net income. The latter in

by the sum of the areas b2b~g3 and 
blglbi. The first 

creases 
after he 9eays the principal and 

area is Small's net gain, 

on the loan. The second area is 
Large's net gain, once
 

interest 
interest earned.

the resources loaned and the 
he recuperates 


net social gain between the 

The ddstribution of the two 

speed to which diminish
producers is a function of the relative 

each productive oprespect to 
ing marginal returns appear with 

of the marginal product
rapidly the value

portunity,, The more 
of the amount of variable inputs

a functiondiminishes, as moreIf diminishing returns are 
employed. the larger the gain. 

the case of Small, as compared to Large, given 
pronounced in 

ability and access to 
limited entrepreneurialthe former's more net 

and other fixed factors of production, then the 
technology both in absolute 
gain will be greater for Small than for Large, 

rate of interest r
The socially optimum

and in relative terms. 
greater gain. 

y. Y2, reflecting Small's 
will be close..- to than to 


therefore,
a financial process,The introduction of 
capital market, leading toof thethe fragmentationeliminates 

of return of both producers.ratesthe equation of the marginal 

This not only improves the allocation 
of resources and increases
 

the net incomes of both producers, 
but it also improves the
 

distribution of income between them.
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4. Zndirect Finane. 

actor is included in the models aIn this section a new 

financial intermediary, the Bank, which 	supplies loans to Large 

, which covers the op
and to Small, at a given interest rate 

savings mobilized by the intermodiary. The
portunity cost of the 

of each loan equates (1 + ') witt. the value
socially optimum size 

of the m.wginal product of the variable inputs umployed by each 

size of each loan is a function of the
producer. The optimum 

and initial endowment of own resources
productive opportunity 

of each producer. 

in the net income of each producer as a
The increment 

function of loan size.-and of the speedaresult of the loan is 

returns appear with respect to
 

to Ohich diminishing marginal 

Figure II shows how


the corresponding productive opportunity. 


loani equal to L: and L2 , respectively, increase Large's net
 

and increase Smal's net income by

income by the area blb3g 1 


Given the behavior of diminishing returns in

the area b~b°g 3 .
 

oie andthe larger initial endowment, when compared to

each 

net gain is smaller 
his pr-oductive opportunity, of Large, his ..


too, improves
than the net gain of Small. Indirect finance, 


both rosource allocation and income distribution.
 

the role uf credit has been to allow each
In this Case 


producer the generation of a net income commensurate with his
 

p*.%ductive opportunity, independently of thG availability of 

initially owned resources. Therefore, income distribution 

extent to which the original income differencesimproves to the 


among producers were due to differences in their initial en

dowments of1 own resources.
 

a financial process can

This distributive implication of 

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, too. Otherwise, 
the producer with the 

both producers 
larger endowment will earn a higher 

income. If 


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

tributo.a of income is eliminated. 
Moreover, access to credit
 

extent to which it 
income distribution to the

also improves either 
all producers to improve their 

opportunitie.
permits or 

its impact on the adoption of technological 
change 

through 
and human capital by different
of physicalon the accumulation 

producers.
 

Coste of nermediation.56. 

It uses scarce
 

Financial intermediation is not 
costless. 

material and human resources which 
could have been otherwise 

devoted to the production o'f 
goods and services [4]. These costs 

cost of the funds loanedo
 
of lending include' (i)the opportunity 


which include the costs of
 the costs of administration,(ii) 
merely handling the loan, like 

recording and disbursing, as well
 

as the risk-reducing costs, directed 
at reducing the probability
 

acquisition and use of information 
and
 

cf default through the 

.through other supervision and 
collection effortso and (iii) 

the 

default. This paper assumes away potential 
expected losses due to 

divergences between private and 
social costs of lending.
 

Figure II 
The costs of intermediation are 

represented in 

by the marginal cost curves for 
the Bank of lending to each one 

of the two borrower classes. 
Elsewhere it has been demonstrated
 

a direct function of the size 
of loan ap

that marginal cost is 


proved for a given borrower [:.] 
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increasesThe marginal cost of lending to Large is lower and 

to This is a 
slowly than the marginal cost of lending Small. 

more 
fact that credit has several dimensions, which

recognition of the 

can be seen as separate products. The Bank, in turn, can be seen 

several credit produots, each 
as a multi-product firm, producing 

one with its own peculiar cost function [53. 

are taken into account,
Once these costs of intermediation 

net incomes
 
the social optimum -the maximization of the 

aggregate 
that each producerBank- requiresof the two producers and the 


equates the marginal cost for the Bank
 
be granted, a loan which 

to him with the value of the marginal product of the 
of lending 


The resu:Lt-,4 mazimum
,variable inputs purchased with the loan. 
III by the areaincome is represented in Figureaggregate net 


of self-finance, this
 
ajbLdjN3,ON2 dgb2aa. Compared to a regime 

situation implies a gain of net incows equal 
to the area ab3giL, 

in the case of Large, a gain of net income equal to the area 

and a gain in net income for the in the case of Small,asbsg 3 , 

of the areas blgidi and bsg 2 d2 .
•1eYqual to the sum 

once the costs of intermediation
A social optimum implieS, 

are taken into account, different interest 
rates -and different
 

inputs employed
of the marginal product cf the variablevalues 

borrower classes. In effect, Figure III shows that 
for different 

is
 
the optimum rate of interest to be charged 

to Large, r], 


lower than the optimum rate of interest 
to be charged to Small,
 

r 2 . 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 society, 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 
order to 

in social costs and benefits of lending to them, in 

they can increase 
allow scarce resources to be allocated where 

anthe most. Ifa producer is charged
net incomesaggregate 

his caseis socially optimum in
interest rate higher than what 

and, therefore, if he is 	 granted a loan smaller than the 

his case, each additional dollar of 
socially optimum size in 

to him would increase aggregate gross income 
credit granted 

net income, as 
than social costs, increasing aggregatemore 

well as the net incomes of the producer and 	of the Bank. On 

interest rate 
the other hand, if a producer is charged an 

his case and, therefore,
lower than what is socially optimum in 


is socially optimum

if he is granted a loan lsarger than what 

society will be spending 	more resources in the ad
in his case, 


resources generated by the
 
ministration of this loan than the 

additional production due to the Isrger loan. 

Uniform Tnterst Rates.
 6. Artificiallv 

popular kinds of. interest 
One of the theoretically most 

that financial interis the requirementrate restrictions 
to all borrower classes, 

a interest rate
mediaries charge uniform 

even when different rates would be 
charged in a competitive
 

to dif
situation due, not to monopolistic discrimination but 

costs of lending. Although there 
are few who deny that
 

ferent 

the costs of lending differ for 
different borrower classes,
 

a uniform interest rate could be used to aub
many argue that 

sidize Small at the expense of Large. 
That is,the uniform rate, 

even when the Bank chooses it freely, 
would be set at a level
 

one for Large and lower than
 
higher than the socially 	optimum 

In these circumstances,one for Small.the socially optimum 


Larg(j would be paying a portion of the costs of lending to Small.
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despite the restriction, the 
Under the asumption that, 

Bank will still continue to completely 
satisfy the demand for 

at the uniform interest rate charged, credit of each producer, 


an assumption which will be questioned 
below, the size of the
 

loan granted to Large, represented by 
L, in Figure IV,will be
 

smaller than what is socially optimum in his case, namely 
L3,
 

and the size of the loan granted to Small, 
represented by L2 ,
 

will be larger than what is socially 
optimum in his case# 

' I/
' 

namely L2. It is assumed, moreover, 

that the total amount
 
= L1 + g. 

lent by the Bank does not change, i.e., 
that L3 + Lg 

The zrzuirement that a uniform interest 
rate be charged
 

prevents the achievement of a socially 
optimum allocation of
 

credit. The resulting social losses are represented in Figure 
IV
 

The first area represents the
 by-the areas b2biei and b'b 2e2 . 

sacrifice of aggregate net income 
when Large is granted a loan
 

smaller than what is socially optimum 
in his case. The s9cond
 

area represents the excess of 
social cost over aggregate gross
 

granted a loan larger than what 
is
 

income, when Small i 


socially optimum in his cabe.
 

The private loss for Large, represented 
by the area bjbjrjr,
 

includes an implicit tax equal to the 
arza blg.r2.r. In turn, due
 

to 	the loan received, Small increases 
h's private net income by
 

the area r2bsb;F. A portion of this 
private gain, represented
 

by the area rsbgsr, is the subsidy received. Finally, the 
Bank
 

suffers a reduction in net income equal 
to the sum of the areas
 

bigle, plus esbsg2bn. The gain in 
net income by Small is smaller
 

Man the sum of the losses in net income 
'byLarge and the Bank.
 

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

1/ 	Figure IV represents only the portion corresponding 
to the
 

variable inputs purnhased with the 
loan, while the portion
 

corresponding to the initial endowments 
has been eliminated.
 
the central portion


That is, in comparison with Figure II, 
why the curve of the demand
 N1ONg has been omitted. This is. 


for credit by Large looks lower than 
the curve of the demand
 

for credit by Small. The analysis 
is not affected by this
 

graphical simplification.
 



In summa y, a policy of uniform interest 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 society, due to the 
reduction in
 

the net incomes of Large and of the Bank which 
do not benefit
 

arone. 

If there is a political decision to subsidize 
Small at
 

uniform interest rate
the expense of Large, to charge a to 

or, what is worse and more frequent, to charge
both borrowers 

Large, is not an optimum
a lower interest rate to Small than to 

policy. A more efficient way of achieving the same result is 

a direct lump-sum transfer, independently of the size of loan 
Large

demanded by each producer. To achieve this result, 


fixed prior to requesting

could be required to deposit the sum, 

to Small. Alternatively,would then be transferredhis loan, which 

could be deducted from


equal to the fixed sum,a portion T, 
then be given to Small, in addition 

Large's loan, which would 

This transfer affects the
 

to the loan granted to the latter. 

owned by Large and Small as


of initial resourcesendowment 
for credit. Large's demand increases

their demandswell as 

demand curves are
 

and Small's demand declines. The new 


IV by the dotted lines.
represented in Figure 


of the two producers, Large
endowmentsGiven the new 
namelyits socially optimum size,

would be granted a loan of 


Li and he would be charged the socially optimum interest rate
 

in his case, ri. At the same time, Small 
would be granted a
 

loan of the -ocially optimum size in 
his case, namely L_,and
 

charged the socially optimum interest rate r. 
he would be 


the net

result of this loan-cum-lump-sum-tranfer,As a 

income of Small increases by the area 
r2bb 2r, 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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a uniform rate 
by blaa, a reduction smaller than when 

declines 
this result is achieved without

importantly,is required."-re 
the desired income 

a social loss. That is,
incurring in net 

in the mostis achievedLarge and Small
redistribution between 

efficient way. 

In summary, if a redistribution 
of income is desired, it 

is best to redistribute the initial 
endowment of own resources 

be allocated optimally, under the 
and then to allow credit to 

In the latter event, the optimum 
in

of circumstances.new set 

terest rates rj and F will differ, 
although,they will differ
 

will 
less than before the lump-sum 

transfer and the differences 


reflect the different costs 
and marginal returns associated
 

with loans to the two different 
clauses of borrowers.
 

7. aioiD. 

The consequences of the requirement 
that financial inter

mediaries charge a uniform interest 
rate to all borrower olasses,
 

even when the intermediaries 
are let free to set the level 

of
 

were examined in the previous
 
this rate at their own will, 


section under the assumption 
that, given this kind of restric

tion, the Bank continues to 
completely satisfy each producer's
 

the uniform rate charged. Jaffee, 
among


for credit atdemand financialin these circumstances, 
o -'hers, has shown that, 

intermediaries attempting to maximize 
profits will practice
 

of rationing [23.specific forms 

as the practice by the Bank of
 

Rationing is defined 

granting some producers loans of 
a size smaller than the size
 

of the loans that they demand at 
the interest rate charj ad.
 

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 "equilibrium" 
interest
 

rate for the Bank.
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it is necessary that the profit-
For rationing to ocour, 

for the Bank become equal tointerest ratemaximizing uniform 
to a loanwith respect

the marginal coart of granting the loan, 

of loan demanded by the producer at 
size smaller than the size 

rationing will not 
the uniform rate charged. On the other hand, 

is higher than
the uniform interest rate chargedtake place if 

for the size of loan 
the marginal cost of granting the loan, 

demanded. 
recognized, the 

When the possibility of rationing is 
even

policy of uniform interest rates becomes 
desirability of a 

given the requirementAs shown in Figure IV,
more questionable. 

but it will notbs Bank charges r,
uniform interest rate,of a 	 demanded by Small, 

be willing to grant a 	 loan of the size 

will only be willing to grant a loan of 
namely L2 . Rather, it 

the Bank's awarginal cost 
L2, for whichequal toa smaller size, 

the uniform rate v.
 

of lending is equated 	to 

Given this reduction in the size 
of the loan received by
 

as much as suggested
his net income cannot 	 increase bySmall, 

a case,
it may even decline. In such 

in the previous section and 

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 r0,uction 
in loan size, influence
 

in this case Small's net income, 
which could either increase
 

case can increase as much as it
 or decline, but which in no 


would in a situation without rationing.
 

uniform interest rate be charged
The requirement that a 


reduction in aggregate net income. This 
leads, again, to a 

IV by the sum of the areas 
reduction is represented in Figure 

blble, and b2b~ga. The reduction 
reflects the 3maller size of 

he losses of efficiency. If, instead, 
the 

both loans and 


desired redistribution is achieved 
via a direct lump-sum
 

transfer, the socially optimum 
interest rates charged will be
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there will be no rationing. The desired impactdifferent and 
fact be achieved and each loan 

on income distribution will in 

will have its socially optimum size. 

are required to charge a
When financial intermediaries 

interest rate to al. borrower classes, even when they
unifox 


in order 	to maximize profits,
are allowed to freely set its level 

can be shown that there will always oe at leest one class
It 

their credit portfolios [2]. Theinof non-rationed borrowers 
on the

possibility that a borrower will be rationed depends 

of the value of the marginalcurverelationship between his 
curve of 	the

product of the variable inputs employed and the 

him for the Bank. The slower the
marginal 	cost of lending to 

Inputs as
the value of the marginal product of the

decline in 
likely is 

a function of loan sXse, ceteris paribus, the less 

rationing. The lower the curve and the slower 
the increase in 

a function of loan size,
the Bank's marginal cost of lending, as 

the less likely is rationing, too. Given the relative magnitudes 

of the demands for credit by Large and Small, 
reflecting the 

value of the marginal product of the inputs used,corresponding 
costs of 	lending

and the relative magnitudes of the marginal 


Small will always be rationed before Large.

to these 	producers, 


are only these two classes of borrowers, Small may be
 
If there 

be rationed.not, but 	Large -Aillneverrationed 	or 

-nterest 	Rate Ceilinjs.8. 


form of control is the establishment
A more restrictive 

effective, i.e., 
of interest rate ceilings. The ceiling could be 


for all or only
rate for 	the Bank,lower than the equilibrium 

ceiling is
 

some classes of borrowers. Similarly, when the 


could practice rationing with respect

effective, the Bank 

to
 

all or only some classes of borrowers. A borrower will be
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cost of granting the size of loan
rationed when the marginal 

Given
by him is higher than the ihterest rate ceiling.

demanded 
only Small 

the level of the ceiling, it is possible that none, 

In any case, Small will always 
or both producers be rationed. 

Large, since rationing takes place when the 
be rationed before 

socially optimum interest rate 
ceiling becomes lower than the 

for the particular borrower. 

Rate MyttriatlA.Law of Itereat9. 	 The Irn 

the typical portfolio
In the Latin American countries, 

a wide 
of the financial intermediaries frequently includes 


and a few
 
of rationed borrowers, represented by Small, 

range 
priviledged non-rationed borrowers, represented by Large. This 

in Figure V. for a ceiling at the level 
situation is represented 

credit demanded, 
F. Given this ceiling, Large receives all the 

a loanSmall, instead, receives
namely a loan equal to L1 . 

smaller than that demanded, namely D9. 
equal to Ls, which is 


When, for some reason such as the establishment of
 

rates for some activities, the grant of
 
preferential interest 

impact of inflation, the ceiling, 
a credit subsidy or merely the 

restriobecomes morereal instead of nominal terms,measured in 

tive, there is a redistribution of the credit 
portfolio of the 

restrictive ceiling,
financial intermediary. Given the more 

of the loan grantedr in Figure V, the sizerepresented by 
increases, while the size 

to Large, the non-rationed borrower, 

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 
to be higher than the 

for the Bank of granting this loan. Large,(marginal cost 
therefore, moves along his demand for credit 

curve, i.e. moves
 

of the marginal product of the along his curve of the value 
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inputs employed, 	demanding and receiving a larger loan at 
the
 

On the other hand, Small moves 
new, lower, Interest rate. 

cost for the Bank, since theof the marginalalong the curve 
cover the marginal costceiling is not sufficiently high to 

Although the size
associated with the size of loan demanded. 


of the loan demanded by Small increases when the interest rate
 

declines, too, he only receives a loan smaller than before. 

OF INTEREST RATE
This is 	 what I have called the IRON LAW 

According to this proposition, when interest
RESTRICTIONS. 

the size of the loansmore restrictive,rate ceilings become 
and the 	size of 

granted to non-rationed borrowers increases 

the loans granted to rationed borrowers declines. This, in 

credit portfolios of 
turn, implies a redistribution of the 

in favor of non-rationed borrowers
financial intermediaries 


and agairst rationed borrowers -Small. Since usually

-Large-

the less known 
rationed borrowers are the smaller, the newer, 

those with the riskier or more innovative
and influential, 

morecollateral, lihose living in
projects, those without 

distant places, etc., interest rate ceilings 
have a negative
 

impact on income distribution, growth and 
resource allocation.
 

so low that it does not evenWhen the ceiling 	becomes 
for the 	Bank of lending to 

cover the average variable costs 

excluded from the
 

certain borrower 	classes, the latter are 


financial intermediary. That is, the Bank
 
portfolio of the 

of Figure VI
lend to them. The left-hand quadrantdeclines to 

size of 	loan granted to any producer
shows the behavior of the 

as the level of the ceiling declines. 
A monopolistic behavior
 

on the part of the Bank is assumedl the 
Bank equates marginal
 

cost and marginal revenue. The ceiling 
becomes effective at
 

level. At this point, the ceiling 
is the Bank's mar

the i3 

and F2 the borrower
 ginal revenue. For ceilings between r1
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not rationed yet and the size of loan increases as the
is 

This implies the elimination of the Bank's 
ceiling declines. e, is 

power. The socially optimum sise of loan,
monopolistic the. ceiling
reached at the competitive interest rate rq, If 

the borrower will be rationed, each 
becomes lower than rs, 

As the ceiling declines, the size of 
time more drastically. 

until the ceiling reaches the 
loan granted also declinesthe 

, the borrower is completely excluded from the 
level r when 

For rationed borrowers, changes in their 
Bank's portfolio, 


two conflicting influencess a
 
net incomes are subject to 

positive effect, due to the subsidy, 
and a negative effect,
 

use of the loan received. The 
positive
 

due to the smaller 

effect dominates for ceilings above 
r3 and the negative effect 

dominates for ceilings below r3 

Commen±&.10. Concludlin 

some important conclusions with 
The paper arrives to 

respect to a desirable financial policy for the Iatin American 

countriess
 
spective,from an additional pe

(i) The paper highlights, 
in economicof financial processesthe importance 

view of their favorable impact,
development, in 

not 

but also on income dis
on resource allocation,only 

tribution. 
isintermediation 

(ii)The paper recognizes that financial 
that these 

a particularly costly activity 
and argues 

costs must be taken into account 
for the deterination
 

of the socially optimum allocation 
of resources.
 

socially optimum allocation of
 (iii) The paper shows that a 


credit implies different interest 
rates for different
 

borrower classes. That is, socially optimum interest
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different costs and the 
rates must recognize both the 

different productivities associated 
with different
 

classes of loans. 
ratesinterestthat artificially uniform 

(iv) The paper shows 
whichimpose net social costs 

for all borrower classes 
the best marginal

either a situation where
imply, taken advantageare not beingopportunitiesproductive spentresourcesthe additional
of, or a situation where 

are moreof the financial system
in the administration 

activity.
than those generated by its extra 

that the net social costs 
(v) The paper also shows 

of 

are higher when theratea uniform interestrequiring form of rationingpractice someintermediariesfinancial 
not. When there is rationing, not 

than then they do 
but it is even pos

higher social costs,
only there aro 

of a larger size 
sible that the goal of granting loans 

at all. Inwill not be achieved 
to certain borrowers 

income
the good intentions to redistribute

this case, 
will have a perverse effect. 

for income
that the optimum mechanism 

(vi) The paper suggests In this 
a direct lump-sum transfer2isredistribution 

net social cost nor 
there will be neither a case 

rationing. 
interest rates 

among socially optimum
(vii) The differences contradiction 

for different borrower classes 
are not in 

in order to develop.that,recommendationwith McKinnon's 
the great dispersion of interest 

sector,the financial 
rates which characterizes fragmented capital markets 

must be reduced.
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On the one hand, in McIinnon fragmentation is defined 

for the same prod
as the existence of di±ferent prices 

uct, while this paper argues that different loan 
classes 

are not the same product.
 

On the other hand, one must distinguish between those 

differences in intereest rates which are induced 
by the
 

financial policies themselves -when preferential 
interest
 

classes- and those dif
rates favor specific borrower 

true differencesferences in interest rates which reflect 

in social costs and returns. 

can and 
The differences induced by financial policies 

arlificial 
must be eliminated by decree; i.e., the legal, 

and the accompanying framentation must
differentiation 


It is also desirable to reduce the dif
be eliminated. 

due to true differences in
ferences in interest rates 

the social costs of intermediation, but 
these differences
 

cannot be corrected by decree.
 

In each situation, the constellation of 
production func

for loans as
tions for goods and production functions 

well as the relative scarcity of various kinds of resources 
and means 

as skilled personnel, accumulated informationsuch 
struc

of communication, determines the socially optimum 


for that situation. In order to
 
ture of interest rates 


as well as the dif
the costs of intermediationreduce 

of lending to different borrower
ferences among the costs 

less developed economy are
 classes, both of which in a 


high, one must promote technological innovations and the
 

financial sector.
of information in theaccummulation 

It is important, therefore, not to repress the develop

sector with financial policies

ment of the financial 


and reductions in
 
which prevent productivity increases 

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 socially optimum 
structure of 

must not be required.
rates, 

Several Latin American governments 
have recently
 

,adopted strategies of financial liberalization 
which
 

lead to uniform interest rates. That is,
they have 

eliminated the strucAhwes of preferential 
rates and 

have adopted a uniform rate. Since 
the preferential 

special borrowers such
 rates were usually charged to 

as small farmers or artisans, for housing or export 

promotion, which imply socially 
optimum rates higher
 

than for other borrower classes, 
the new strategy is
 

is riot
 
a movement in the correct direction, 

but it 

sufficient. It is, therefore, a second-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 to 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 intermediaries 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 
have not had any access to the instituttonal
 

The rational borrowers have had an unsatisfied 
excess demand
 

credit system. 


for credit and have been forced to 
complement their institutional loans 

with
 

loans from informal Cenders, at very 
high rates of interest. Inturn, small
 

and prtvlledged 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.
 

All of these phenomena reflect, 
of course, the influence of political
 

This paper shows, however,
 
and economic power on credit allocation 

mechanisms. 


that even if these influences did not exist, 
merely economic considerations,
 

related to the financial viability 
of credit institutions, wuuld explain 

the
 

results.
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