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I

Introduction

In recent years, the appropriate level and structure of
interest rates have come to be seen as major issues in
connection with stabilization programs undertaken by
members. These issues arise from consideration both on
the demand side, as interest rates affect the magnitude of
aggregate demand, and on the supply side, as they influence the volume and quality of investment and, thus, the
growth of output. Attention has also been drawn to
interest rate issues by the success achieved in certain
countries carrying out programs of financial reform involving adjustment of interest rates.
An attempt to take all these considerations into account is made in this paper, in which the impact of
interest rate policies is analyzed under two principal
headings: first, their effects on savings, particularly financial savings, and on investment; and second, the role
of these policies in demand management. The structure
of this paper, then, is as follows: Section II gives a
general overview of the functions of interest rates and of
alternative approaches to their determination in the
economies of developing countries. Section III focuses
on the impact of interest rates on savings, investment,
and, hence, on economic growth. The implications of
interest rate policies for demand management are discussed in Section IV, together with some short-term
problems that may arise when interest rate reforms are
being carried out. Section V summarizes the major conclusions of the paper.
In discussing interest rate policies in developing countries, account must be taken of the wide disparities
among these countries with regard both to the nature of

their economic systems and to the extent to which existing banking institutions are capable of meeting the financial needs of their populations. The analysis of those
developing countries where the financial system is relatively well developed would often be valid for certain
industrial countries as well, while special considerations
are more likely to apply to situations where a large
segment of the population has no access to the services of
savings or credit institutions. Nevertheless, there are also
a number of considerations that apply to both types of
country. While some references to the experience of
individual countries are given as examples—and, because of data availability, these countries tend to be
relatively more highly developed countries—the paper is
intended to represent the accumulated experience of all
developing member countries with this issue.
In some countries, the use of interest rates as a fixed
charge on borrowed funds runs counter to strongly held
religious or ideological beliefs. In Islamic countries, for
example, religious objections to fixed interest charges
have prompted the establishment of alternative arrangements based on the sharing of profits and losses
among lenders and borrowers. A detailed consideration
of these arrangements is beyond the scope of this paper,l
but it should be understood that some of the analyses
presented here would have to be qualified or couched in
different terms if applied to these Islamic banking
institutions.
'See, however, Karsten (1982).

1
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II

Interest Rates and Interest Rate Policies: An Overview

In any economy in which decisions by individual economic units play a major role, interest rates perform
several important functions in which they influence a
broad range of economic decisions and outcomes. In this
respect, interest rates are similar in scope to the influence
of other economy wide prices, such as the exchange rate
and the basic wage rate.2
(i) First of all, as the reward for accumulating financial assets and postponing current consumption, interest
rates influence the willingness to save currently earned
income.
(ii) As an element of the cost of capital, interest rates
influence the demand for and allocation of borrowed
funds.
(iii) As the return on domestic financial assets, domestic interest rates, together with the rate of return on
foreign financial assets, expected changes in the exchange rate, and the expected rate of inflation, determine
the allocation of the public's wealth (accumulated savings) among domestic financial assets, foreign financial
assets, and goods that are held as inflation hedges.3
Through the first two of these channels, interest rates
directly affect the flows of saving and investment;
through the latter channel, they influence the proportion
of accumulated savings that are placed in financial assets
denominated in domestic currency. For saving and borrowing decisions, the relevant interest rate is the real
interest rate, i.e., the nominal interest rate corrected for
the expected increase in goods prices.4 Similarly, the
2
A detailed exposition of the influence of interest rates over economic decisions can be found in Fisher (1930) and Keynes (1936). For
practical aspects of interest rate policies in developing countries, see
Chandavarkar
(1971) and Galbis (1977, 1981).
3
In what follows in this paper, it should be understood that interest
rates, as fixed rates of return on capital, interact with actual and
expected rates of return on equity participation in enterprises (domestic and foreign) to determine the allocation of holdings of wealth
between equity and interest-bearing assets. In certain cases, governmental regulations constrain the freedom of financial organizations,
such as insurance companies or pension funds, to invest in equity
participations or certain types of private interest-bearing assets. In
most developing countries, however, the rates of return on equity
participation are of relatively minor importance, owing to the underdeveloped state of capital markets in these countries.
4
The definition of real interest rates given here and subsequently in
the paper abstracts from differences in the rates of change in prices of
different goods and services that may be relevant for the calculations
of borrowers and lenders. Prices of consumer goods are especially
relevant for household savers, whereas wholesale prices may be more
important for borrowing firms.

allocation of wealth between financial assets and goods
involves a comparison of the nominal rate of return on
financial assets—that is, the rate of interest—with the
rates at which prices of goods are expected to increase.
Consequently, for the allocation of wealth between financial assets and goods, the relevant magnitude to consider is also a real rate of interest.
In market-oriented economies, where most saving and
investment decisions are taken separately, changes in
interest rates and the general price level in response to
disequilibria between saving and investment or between
demands for and supplies of financial assets are instrumental in restoring equilibrium, provided that the institutional environment permits such changes. The equilibrium interest rate, corrected for the expected rate of
inflation, is equal both to the marginal rate at which
lenders are willing to exchange future for present consumption and to the real marginal rate of return expected
on investment opportunities available to borrowers. If
these rates are positive, it follows that the equilibrium
interest rate must not be less than the expected rate of
inflation.
In planned economies, where a large part of saving
and investment decisions are made according to plan,
rates of interest as such have no direct influence on these
decisions. But planners, in order to allocate scarce resources efficiently, need to take into account both the
rates of return on different investments and the social
cost of funds used to finance them. Furthermore, even in
planned economies there appears to be, in practice, a
significant degree of separation between saving and investment decisions, and interest rates could, therefore,
play a useful role in restoring or maintaining financial
balance. To the extent that such decisions are left to
individual households and enterprises, a wide divergence
between actual interest rates and shadow rates would be
likely to result in serious allocative inefficiencies.
The extent to which interest rates serve the equilibrating function just described depends upon the extent to
which they are permitted to do so by government
policies. In some countries, most interest rates are essentially market determined. In others, although some loan
and deposit rates are market determined, interest rates for
certain types of credit institutions are subject to regulation. In most developing countries, the interest rates of
principal importance are determined administratively, typ-

2
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ically through legally imposed ceilings or floors on lending and deposit rates. These rates are also indirectly
affected by such measures as legal reserve requirements
that specify minimum holdings of certain low-interest
assets and, thereby, lead to an increase in the spread
between loan and deposit rates offered to the public. In
many countries, official control over interest rates is
exercised simply by virtue of the fact that all banks, or
the largest banks, are nationalized, and, even when such
banks are formally regarded as autonomous entities, the
influence of the government over the activities of these
institutions is often powerful, whether exercised continually or only intermittently.5
A commonly cited reason why the authorities in developing countries choose to control interest rates is that,
while market-determined interest rates tend to produce
equilibrium in financial markets, in most developing
countries (as well as in many industrial ones) these markets suffer from serious imperfections. Financial markets
are often very thin because of the low income and limited
degree of monetization of these economies. In many
countries these markets are dominated by one or two
banks that exercise monopolistic or oligopolistic control
over interest rates and credit allocation. Even in countries with more developed financial markets there is a
tendency for these markets to follow the leadership of a
single dominant bank, often of a state-owned or quasipublic character. In some countries, too, banks are parts
of conglomerates that include major industrial enterprises, whose financing needs are given special priority
in the operations of these banks. All these institutional
features may prevent the banking system from operating
competitively and may, therefore, prevent interest rates
from fully performing their potential role in guiding
saving and investment.
Another important motive for controlling interest rates
is related to the existence of an extensive set of other
controls, notably over investment, production, prices,
foreign exchange transactions, and foreign trade. While
discussion of such controls is beyond the scope of this
paper, it should be noted that these controls must be
taken into account when interest rate policies are being
formulated. For example, governments often set interest
rates that diverge from their market values as a means of
offsetting other distortions in the economy. While this
type of "second-best" argument in favor of regulated
interest rates may appear to justify the authorities' response to specific problems as they arise, it may be
questioned whether, as a general proposition, the undesirable effects of existing distortions should be dealt with
by the creation of further distortions.
5

Governments also influence the level and structure of interest rates
by fiscal measures such as different tax treatment of interest income
according to origin (domestic versus foreign) or according to economic sectors. For example, it is common practice to exempt interest
payments on public liabilities from taxation.

While the authorities in most developing countries
choose to control and regulate interest rates closely, the
manner in which these controls and regulations are exercised and, particularly, the level at which interest rates
are set differ significantly among countries. In some
countries interest rates are administered in a flexible
manner in an attempt to maintain "market-related" rates
that follow more or less closely the movements of those
rates that would be produced by the forces of supply and
demand. In many developing countries, however, the
administration of interest rate policy lacks this flexibility, and, over time, large divergences between administered and market rates emerge.6 For a wide range of
countries, available data suggests that real interest rates
are often negative—sometimes by a substantial margin—
although there are also a number of countries where this
is not true (Table I).7 In the following discussion, a
policy of maintaining interest rates that are significantly
lower than market-clearing rates will be called for the
sake of brevity "interest rate repression," and a policy of
permitting interest rates to move closer to marketclearing rates will be called "interest rate reform."
The reasons why the authorities in most developing
countries, as well as in many developed ones, are inclined to follow a policy of interest rate repression will
be taken up in more detail in later sections of the paper.
Here, one might briefly mention some of the principal
ones: the desire to keep down the cost of servicing the
public sector's debt; the suspicion that oligopolistic financial markets would set excessively high lending rates,
especially for smaller borrowers, or excessively large
spreads between deposit and lending rates; fears that
higher interest rates damage disadvantaged sectors or
groups; the belief that higher interest rates result in lower
investment and growth; concerns about the adjustment
costs faced by both financial institutions and nonfinancial enterprises; and worries that a rise in interest rates
may be inflationary, either through the direct impact on
costs or the indirect effect through expectations. In many
instances, a policy of retaining low interest rates through
administrative controls arises from a desire to avoid the
consequences of other policies being pursued, such as
maintaining a large fiscal deficit and limiting private
credit expansion, on interest rates, investment, and
growth.
The attempt to maintain interest rates below those
consistent with the prevailing demand for and supply of
6
The importance of flexibility is indicated in the following passage
from Leff and Sato (1980): "Artificial inflexibility of the interest rate
deprives developing countries of an instrument for controlling investment and perhaps also for eliciting more domestic saving...," p. 178.
7
As mentioned earlier, what is relevant for economic decisions is
the ex ante real interest rate—that is, the nominal interest rate corrected for the expected rate of inflation—and references to "real
interest rate" in the rest of the paper are to be understood in this sense.
Because of the difficulty in measuring the expected rate of inflation,
however, Table 1 shows the actual ex post real return experienced by
depositors in financial institutions.

3
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II • INTEREST RATES AND INTEREST RATE POLICIES: AN OVERVIEW
Table 1. Selected Developing Countries: Interest Rates and Inflation, June 1978-June 1981

Argentina4
Bahrain
Bangladesh
Brazil 56
Burma
Chile4
Colombia7
Ecuador
Egypt
Ghana
Greece
India
Indonesia
Ivory Coast
Jamaica
Kenya
Korea 8
Kuwait
Malaysia9
Mexico
Morocco
Nepal
Nigeria
Pakistan
Peru
Philippines
Portugal 9
Singapore
South Africa
Sri Lanka
Syrian Arab Republic
Thailand
Turkey 11
Uruguay
Venezuela
Zaire
Zambia

June 1980
Interest Rate1

June 1980-June 1981
Percentage
Change in the
Consumer Price Index

107.8

94.3

9.0
8.2

73.2
8.0

37.9
35.4
12.0
9.0

13.0
16.0
7.0
9.0
7.2
9.0
6.3

23.0
9.2
7.0

15.6
7.0

12.0
6.3

12.0
35.5
12.0
21.0
10.3
7.5

20.0
5.0

12.0
33.0
51.2
12.0
25.0
8.3

6.1

June 1980
Interest Rate
Adjusted for
Inflation2

June 1979
Interest Rate
Adjusted for
Inflation3

June 1978
Interest Rate
Adjusted for
Inflation3

-3.8

-17.1

6.9
2.7

1.2

7.6

14.2
106.3
-3.7
21.0
27.9
18.0
11.9
118.2
23.3
13.7

-5.2
-16.0
12.1
14.0

-3.6
-13.1

-5.3
-0.4

18.2

-5.1
-2.6
-48.2
-5.9
-5.9

13.1
-4.5
0.4

11.5
11.8
25.6

-4.9
-1.3

9.0
2.5

6.8

5.9

0.0
4.6
2.2
2.2

11.2
27.8
15.2
13.8
24.2
15.0
81.5
11.1
17.6

-3.1
-9.5
-7.1
-1.6
14.4
-2.6
-25.3

14.5
17.0
15.1
11.6
28.9
34.8
17.7
25.8
13.0

-6.1

8.7

0.8
2.9
1.5
2.6

-8.8

0.4
3.2

12.2
-4.8
-0.6
-4.2

5.4

-14.1
-19.6
-11.8
-4.4
-7.9
-8.3
-15.9
-7.1
-6.2
-2.1
-0.1
-8.7
-2.5
-2.9
-4.2 1
0.7

-13.8
-6.0

3.7

-3.4
-6.1
-12.3
-13.1
-12.0
-47.0
-13.8
-8.8
-18.0
-4.9

3.7

0.0
0.3
0.5

-36.4
-3.6
0.5

-12.4
-10.2
-15.1
-1.7
-0.8
1.5
3.7

-2.4
-0.7

4.7

-3.1 1 0
2.5

-27.9
-8.6
-2.6

2.4

-3.5

6.9
1.2
1.0

-28.3
-10.1
-2.2
-51.4
-2.0

Source: Information collected by the Fund staff.
Unless otherwise indicated, the rate on one-year time deposits that would have been earned over the 12 months subsequent to June 1980.
2
Computed as 100[(l + /)/(l +/?) — 1], where i is the nominal interest rate, p is the change in the consumer price index over the previous 12
months,
and both are expressed in decimal form.
3
Computed in the same way as the rate for June 1980.
4
The interest rate is the yield on one-month time deposits compounded over the relevant 12-month period. Longer-term rates are unimportant
because
of the dominance of shorter-term rates.
5
The interest rate is the yield on two-year treasury bonds acquired 12 months before the indicated month, including interest and monetary
correction.
6
The interest rate on savings bank accounts is used because of the unimportance of time deposits.
7
For the 1980 interest rate, the rate on 90-day certificates of deposit is used, compounded over the appropriate period.
8
Data taken from International Reports Statistical Market Letter, various issues.
9
Data for June 1980 only taken from International Reports Statistical Market Letter, various issues.
10
Twelve-month time deposit rate in effect was 5.25 percent.
11
The interest rate is the yield on six-month time deposits compounded over the appropriate period.

financial resources8 is frequently associated with—
indeed, may require—the allocation of available funds
through selective credit policies, which channel credit to
key industries and priority sectors at the expense of credit
to other sectors. These policies are implemented through
8
That is, the interest rates that equate the demand for and supply of
different types of liquid funds, given the levels of official foreign
borrowing and the public sector deficit.

a variety of mechanisms. Financial institutions may be
compensated for lending to priority sectors by preferential rediscount policies or lower reserve requirements; the
asset portfolios of financial institutions may be regulated
by imposing quantitative ceilings on nonpriority lending
or floors on priority lending; specialized financial institutions may be established that direct their funds to priority
sectors at low interest rates and receive preferential treat-

4
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ment from the monetary authority; the central bank may
offer special rediscount facilities for specified purposes;
and, less frequently, the differential between deposit and
loan rates may be financed through budgetary allocations
to financial institutions.
In most developing countries, either at present or at an
earlier stage in their development, interest rate repression
reinforces, and is reinforced by, the underdeveloped
state of financial institutions, a setting that has been
termed "financial repression."9 Financial repression is
characterized by a monopolistic or oligopolistic banking
system serving the credit needs of well-established urban
borrowers, with the financial needs of small urban borrowers and the population of the rural areas (where
economic activity is still partially nonmonetized) being
met principally by small-scale moneylenders. The activities of the latter are unregulated, if not illegal, and
consequently result in far higher interest rates than those
9

This term, and the analysis of this paragraph, are based on the
analysis of McKinnon (1973). See also Galbis (1979) for several
extensions.

prevailing in the official, regulated financial markets.
The limited scope and oligopolistic nature of the organized market induce the government to intervene through
interest rate repression and credit controls; at the same
time, the low interest rates tend to retard the growth of
financial savings and thereby also discourage the spread
of organized banking into the rural areas.
While both interest rate and financial repression have
persisted for many years in a number of countries, the
monetary authorities in some other countries have undertaken steps to eliminate such repression. These steps
include "financial reform," which consists of measures
to integrate, and foster competition within, the financial
sector, so as to extend efficient banking services to all
segments of the community, as well as "interest rate
reform." The next section focuses on the impact of both
interest rate repression and interest rate reform on the
resources available for investment and on the volume and
productivity of investment undertaken. Section IV then
discusses the results of these two types of policy on the
ability of the authorities to manage aggregate demand
and the balance of payments.

5
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III

Interest Rate Policies and Economic Growth

Interest rates can have a substantial influence on the
rate and pattern of economic growth by influencing the
volume and productivity of investment, as well as the
volume and disposition of saving. This is especially true
for countries where financial markets are relatively well
developed or where private investment constitutes a significant share of total investment. Even in countries with
less developed financial markets or in those where investment is overwhelmingly the responsibility of the
public sector, interest rates may have a significant effect
on the mobilization of household savings and on investment decisions. In analyzing this set of issues, it would
be useful to distinguish between the effects on saving and
those on investment, bearing in mind, however, that
while the volume of new investment that can be undertaken is related to the amounts of both foreign borrowing
and domestic saving out of current income, it is domestic
saving that is by far the more important source of investment financing in most developing countries. Finally,
both the savings and investment aspects of interest rate
policies influence income distribution, which is treated
in the last part of this section.

Interest Rate Policies and Savings
A development strategy that relies on financial savings10 as a major source of investment finance requires
price or nonprice incentives in order to stimulate saving
in financial form and, where relevant, capital inflows.
There is, however, considerable disagreement over the
influence exerted by interest rates on the volume of
saving: while an increase in interest rates may stimulate
saving by making future consumption less expensive
relative to current consumption (substitution effect), it
may also tend to reduce saving by lowering the amount
of present saving necessary to buy a given amount of
future consumption (income effect). The available empirical evidence on the relative importance of these two
effects, based largely on the experience of Asian and
Latin American countries, suggests that the substitution
effect is more important than the income effect in developing countries, although not overwhelmingly so.11

It is sometimes argued, moreover, that the impact of a
rise in interest rates on saving may be dampened by
institutional influences. For example, in some middleincome developing countries, as in industrial countries, a
substantial portion of saving takes the form of contributions to social security, retirement funds, and various
other forms of contractual saving, which would be forthcoming regardless of the rate of return on them. Furthermore, in low-income countries there may be little scope
for additional long-term private saving, and in countries
where large segments of the population have little or no
access to financial institutions it is unlikely that interest
rates, at least in the organized financial sectors, are a
significant determinant of the rate of saving. But even in
countries where most saving and investment decisions
are either undertaken within the public sector or directed
by a system of planning, properly chosen interest rates
can perform a useful role in helping to make these
decisions.
The view that interest rates play only a minor part in
the determination of saving is sometimes supported by
empirical tests that reveal only a weak response of saving
to interest rates. In evaluating the empirical evidence,
however, it must be borne in mind that most studies have
focused on industrial countries that typically show a very
narrow range of variation in real interest rates. Applicability of these studies to developing countries is questionable, particularly to those countries where real interest
rates remain substantially negative for protracted
periods.12 In such circumstances, attitudes toward saving
are likely to be fundamentally modified; for instance, a
preference for hoarding goods and inventories may be
strengthened at the expense of accumulating financial
assets. This effect may be less marked, however, when
real interest rates are negative only temporarily—for
instance, as a result of a sharp, once-for-all increase in
prices—or are only mildly negative.
The form in which savings are held has been of crucial
importance in many developing countries, where interest
rate policies or political developments have encouraged
the public to hold a large proportion of their wealth, and
12

10

As distinct from government revenues or investors' own internal
sources
of finance.
11
See, for example, Fry (1978, 1980), Leff and Sato (1980),
McDonald (1983), and Sundararajan and Thakur (1980).

Moreover, it has been argued that even in developed economies,
restrictions on net yields to savers adversely affect gross costs of
borrowing due to reduction in financial intermediation. See, for example, Boskin (1978), where he discusses these issues in relation to
taxation of interest income.

6
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place an even larger proportion of their saving out of
current income, in forms such as real estate, consumer
durables, precious metals, gems, art works, and foreign
currency holdings (cash or deposits). The flight out of
domestic currency deposits into these inflation hedges
reduces the amount of financial savings available for
financing investment.13 This process has the additional
result of either increasing upward pressure on prices (to
the extent that the hedges are domestic goods) or
weakening the home currency's position in foreign exchange markets (to the extent that the hedges are foreign
goods and assets). When interest rate repression has led
to such developments, a substantial increase in interest
rates can be expected to have both short-run and long-run
effects on available financial resources.
(i) In the short run, an increase in interest rates has the
immediate effect of a once-for-all rise in the demand for
domestic interest-bearing financial assets and an accompanying fall in the demand for foreign financial assets, as
well as in the demand for inventories and consumer
goods that had previously served as inflation hedges.
When a large change in interest rates is involved, this
reallocation of the public's wealth may be substantial. As
a result of these changes, financial intermediaries are
provided with additional resources that are potentially
available to finance a higher level of investment expenditures. Moreover, if nominal interest rates corrected for
expected depreciation of exchange rates exceed the rates
prevailing in world markets, capital inflows can be expected to increase, enlarging further the resources available to domestic financial institutions.
(ii) In the long run, the elimination of financial repression and the improved incentives for holding domestic
financial assets combine to raise the average rate of
return on savings and may therefore result in a continuing increase in the flow of saving as a proportion of
income—provided, of course, that these incentives are
maintained. The same factors also tend to increase the
proportion of new savings allocated to domestic financial
assets rather than to consumer goods and foreign financial assets. An increase in interest rates is thus likely to
increase the flow of funds to the domestic banking system even when the shift in the propensity to save is small
and the flow of saving remains approximately unchanged.14 Owing to these factors, elimination of interest rate repression improves the long-run capacity of the
economy to finance domestic investment.
13

With the possible exception of foreign currency deposits held in
domestic financial institutions. However, a situation in which such
deposits grow to a large amount can seriously endanger the stability of
the14domestic financial system.
To the extent that a substitution of financial savings for consumer
durables takes place, it will be reflected in the national income accounts as an improvement in the propensity to save, because purchases
of consumer durables, and hence total consumption expenditures, will
decline.

There is evidence from the experience of a number of
countries that the interest rate—or, more precisely, the
real return on deposits—has a significant effect on the
volume of financial savings, and that there is some association between a decline in financial savings and a poor
growth performance.15 The following illustrative examples are intended to suggest effects of both repression
and reform of interest rates.
The recent experience of Ghana provides an instance
of the effects of interest rate repression. During the
period 1976-80, interest rates never exceeded 13 percent, while inflation was at or near the triple-digit range.
The strongly negative real interest rates caused a precipitous flight from banking deposits. Financial savings
in real terms consistently declined during this period, as
shown by a steady fall in the real level of broad money.16
This trend was interrupted only in 1979, when time
deposits actually grew slightly in real terms as a fall in
the rate of inflation moderated the loss to depositors.
Similar developments occurred in Jamaica during
1977-80, when interest rates much below inflation rates
resulted in a steady erosion of time and savings deposits
in real terms. In 1978, for instance, when the inflationadjusted rate of interest was -29 percent, deposits fell by
22 percent in real terms. The decline of real financial
savings may have been one factor in the negative growth
performance of 1977-80.
Brazil provides another interesting example of the
effects of a change to highly negative real interest rates,
especially since it has historically maintained interest
rates commensurate with inflation. A brief departure
from its historical policies in 1979-80 brought an immediate response from savers. The authorities allowed
the interest rate to become sharply negative in real terms
during 1979-80, causing a decline in the real value of
both financial savings and foreign borrowing.
Two other examples illustrate how a steady policy of
positive inflation-adjusted interest rates can lead to
steady growth in financial intermediation. Malaysia
maintained such a policy during 1975-80 and experienced double-digit growth in real time and savings deposits. Korea also followed this policy, although somewhat less consistently, and experienced a slightly more
erratic growth in real financial savings, which rose steadily over the last decade, except ftr two periods (1974-75
and 1979-80) when interest rates were permitted to be15
Data relevant to the cases mentioned in the following paragraphs
are provided in Appendices I and II, which also contain a more
detailed discussion of the experience of Argentina, Brazil, Korea, and
Turkey. Appendix III presents some data relevant to the relationship
between growth of financial savings and growth of output and discusses 16briefly the question of causality between these two variables.
In all the cases cited here, financial savings are, for reasons of
data availability, measured by broad money, consisting of monetary
and quasi-monetary deposits with the banking sector, which is ordinarily the preponderant component of financial savings in developing
countries.

7

©International Monetary Fund. Not for Redistribution

III • INTEREST RATE POLICIES AND ECONOMIC GROWTH

come negative in real terms. The healthy development of
financial intermediation in these two countries has apparently contributed to the maintenance of high rates of
growth.
There are also examples of striking results that can be
obtained by liberalizing repressed interest rates. Before
interest rates were liberalized in Argentina, beginning in
1976, real interest rates were strongly negative. As a
result, time and savings deposits in real terms practically
disappeared, declining by over 70 percent in 1975. Over
the next few years, however, interest rates were allowed
to rise to remunerate savers more adequately for the
effects of inflation. Deposits rose rapidly in response,
more than doubling in real terms in 1977. The recent
experience in Turkey also confirms the response of savers to changes in real interest rates, as time and savings
deposits nearly tripled in real terms in 1981 after a shift
in policy that resulted in a substantial improvement in
real interest rates, which had previously been sharply
negative.

Interest Rate Policies and Investment
A principal motive for pursuing a policy of low interest rates in developing countries is the desire to stimulate
investment. The two main questions that will therefore
need to be addressed in this section concern the impact of
interest rates on (i) the volume of and (ii) the productivity
of investment.

Volume of Investment
In discussing the impact of interest rates on the volume
of investment, the focus is on "fixed investment"—that
is, investment in plant and equipment—rather than on
investment in inventories. It is true that in some situations the ability of the economy to operate at full capacity
may be limited by a shortage of working capital to
finance minimum inventories. Such a situation, however, is not likely to prevail after a protracted period of
repressed interest rates. Moreover, long-run growth,
which is our principal concern here, is determined ultimately by the quantity and productivity of fixed
investment.
Leaving aside the issue of the productivity of investment, which will be taken up subsequently, interest rates
can influence the quantity of fixed investment by their
influence on both the volume of total investment and the
allocation of that total between fixed capital formation
and inventory accumulation. The effect that interest rates
have on the volume of investment by their impact on the
availability of financing has already been discussed in
the previous section; consequently, the focus here will be
on the manner in which interest rates influence the de-

mand for such financing and the uses to which the
financing is put.
The primary objective of economic policy in developing countries is the promotion of growth and economic
development—the former implying the expansion of the
productive capacity of the economy, the latter implying
the improvement of production techniques and organization, as well as of the quality of the factors of production
themselves. Achievement of both objectives requires that
developing countries allocate a substantial portion of
their resources to investment. Consequently, the
authorities of these countries place heavy emphasis on
policies to increase the buoyancy of investment, both
public and private. One such policy, common to many
developing countries, is to maintain low interest rates.
The arguments in favor of low interest rates in developing countries link the need for a high level of investment to theoretical explanations of investment behavior
that posit an inverse relationship between the interest rate
and investment demand. One way to establish this inverse relationship is to view the profitability of investment as depending upon whether the present value of the
series of expected returns, discounted by the rate of
interest, exceeds the purchase price of the capital asset.
In a competitive environment, entrepreneurs will desire
to undertake all those investment projects that are
deemed profitable. At a lower interest rate, the present
value of returns will be higher for each project, thus
rendering profitable some projects that would have been
unprofitable at a higher rate of interest. Consequently,
the volume of desired investment will be higher the
lower is the interest rate. This inverse relationship between the interest rate and the desired investment has
often been used as a justification for low interest rates.
Conversely, it is often argued in developing countries
that a rise in interest rates will reduce the level of desired
investment by raising the cost of financing certain investments above their expected rates of return. This
argument not only neglects the crucial distinction between desired and actual levels of investment but also
ignores the fact that expected rates of return are influenced by the attractiveness of the general economic environment. Since, as argued in Section IV of the paper,
interest rate repression may lead to capital outflows and
foreign exchange shortages (which could hamper the
implementation of future investments), expected returns
to investment projects may be negatively affected by a
policy of maintaining interest rates that are low relative
to inflation.
Moreover, when interest rates are low relative to the
prevailing rate of inflation, firms will find it profitable to
borrow, or use their internally generated resources, not
only for fixed investment but, just like households, for
their own inflation hedges—inventories, imported
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goods, real estate, and foreign currency deposits.17 Borrowing for all these purposes is typically incorporated
into the demand for "working capital." This additional
demand for funds—just like financing the government
deficit—tends to "crowd out" financing for fixed
investment.
While a change in the rate of inflation generally leaves
unchanged the relative profitabilities of inflation hedges
and fixed investment, an increase in interest rates is
likely to induce firms to economize on their use of
borrowing for working capital. This can be explained by
several considerations of an institutional nature: interest
rates on credit for working capital may be increased more
sharply; investment plans for plant and equipment may
be less sensitive to variations in interest rates, particularly in the public sector; and credit for working capital is
likely to be subject to stricter official limits than credit
for fixed investment. It must be added, however, that the
opposite effects could prevail if bank lending were heavily biased toward the short-term credits and if long-term
credits for investment did not bear substantially lower
interest rates than those on short-term credits for working
capital.
The argument that lower interest rates raise the rate of
investment implicitly assumes that additional resources
for investment will somehow be obtained. This outcome
depends on additional saving being created as the initial
investment results in an increase in output and income.
There is good reason to believe, however, that in many
developing countries such a flexible response of supply
in the short term may be impossible because of
bottlenecks in the supply of certain factors of production,
such as skilled labor, that are essential complements to
increased investment.
If the market mechanism is permitted to operate and is
properly functioning, additional investment and saving
may be generated without an increase in output, as the
initial excess demand for credit will tend to push up
lending rates and thereby stimulate an increase in deposit
rates.18 As discussed earlier, the higher deposit rates will
attract more resources to the banking system. While
there will be some reduction in desired investment as
interest rates rise, actual investment will increase as long
as the interest elasticity of saving is greater than zero.
In contrast, when the market mechanism is prevented
from functioning by extensive regulation of interest
rates, the necessary real credit expansion will not be
forthcoming to finance the increased investment demand
and the financial system must then resort to various
17
Uncertainty about future changes in the real rate of interest, or
about real rates of return on fixed investment, may also contribute to a
preference for these types of investment.
18
When competitive conditions do not prevail in the banking sector,
however, deposit rates may rise more slowly than lending rates, and
their increase may have to be buttressed by official guidelines or legal
floors.

rationing schemes to allocate the available credit. Indeed, as suggested in an earlier section, it is conceivable
that low interest rates, while possibly inducing a high
level of desired investment, could actually reduce
realized investment because of adverse effects on available credit.19
It is difficult, however, to assess empirically the
significance of interest rates as a determinant of investment expenditures, because of the substitution of alternative mechanisms to raise funds for investment when the
regular channels become inoperative. First of all, savings
might be generated through "forced saving," by which
the inflationary process resulting from increased aggregate demand brings about a redistribution of real income
from low savers to high savers20 and, in particular, from
wage earners to profit recipients. In planned economies,
forced saving may take the form of planned discrepancies between the wage bill, in real terms, and the volume
of consumer goods made available, at fixed prices, to the
public. In the presence of shortages of these goods, those
households whose consumption plans have not been fulfilled have no choice but to place their unspent earnings
in savings deposits.
Furthermore, under financial repression there is a
tendency for various forms of quasi-financial intermediation, such as unofficial credit markets21 and selffinanced investment, to develop. The interest rates prevailing in unofficial credit markets are almost always
higher than those in the official markets, thus indicating
the existence of highly profitable investments that are not
receiving financing from the established financial institutions. To the extent that unofficial credit markets perform the functions of financial intermediaries without
being subject to interest rate regulations, they tend to
offset and conceal the detrimental effects of financial
repression. It has to be borne in mind, however, that
unofficial credit markets tend to be relatively inefficient
substitutes for a properly functioning banking system.
Similar considerations may also apply to self-finance.
For countries with access to international capital markets another source of additional financing is foreign
borrowing, either directly by those seeking the financing
or indirectly by domestic banks for on-lending. Foreign
credits of this sort tend to be characterized by high
interest costs (in part reflecting risk premiums), to be
channeled only to larger firms with an international repu19
The disequilibrium created by an excess of investment over saving
has several implications for macroeconomic adjustment in developing
countries. Several of these issues are discussed in Section IV of this
paper; for an alternative presentation, see Leff and Sato (1980).
20
The greater ability of high savers to place their accumulated
savings in various inflation hedges is dealt with below.
21
This term refers to the "curb markets" or "informal markets"
through which funds are lent outside the established financial institutions, either by a series of bilateral arrangements between ultimate
lenders and ultimate borrowers or by agents who operate outside
government regulation of financial operations.
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tation, and to be used for working capital or trade financing (because of their short maturities) rather than fixed
investment. Moreover, recent experience has shown
plainly the dangers of heavy reliance on foreign borrowing when accompanied by large fluctuations in the terms
of trade and world demand.

est rates have resulted in only mediocre rates of
growth. 22

Finally, increased investment can be financed by an
increase in government saving. There are a number of
ways in which government saving can be raised: by
increasing tax effort, by reducing noninvestment expenditures, and by raising the prices of goods and services
provided by the public sector. Indeed, in planned
economies and other countries where a large proportion
of total investment is undertaken by the public sector, the
rates of interest may not significantly influence either the
government's ability to mobilize resources or its investment decisions.

(a) Interest rate policies are normally accompanied by
administrative arrangements, such as selective credit
policies, to ration scarce financial resources. The success
of selective credit arrangements depends crucially on the
ability of the policymakers to correctly identify priority
sectors and to control the end-use of funds allocated to
them. Neither of these tasks, however, is accomplished
easily. 23

In some circumstances, it is thus possible to finance
additional investment without an increase in interest
rates, but this either may require further fiscal effort or
may be accomplished in ways that diminish the efficiency of financial intermediation. If additional real saving is not forthcoming through any of these channels,
some of the desired investment will simply not take
place.

Productivity of Investment
The rate of economic growth depends not only on the
volume but also on the productivity of investment.
Sometimes the latter is measured in terms of the private
rate of return; but from the standpoint of the authorities,
whose primary concern is to secure maximum benefits
from investment for the entire society, the appropriate
measure is the social rate of return. This rate, which is
difficult to quantify, is often proxied by the rate of
economic growth realized from a given volume of investment, and it is in this sense that the impact of interest rate
policies on investment productivity will be discussed
here.
In market-oriented economies, private rates of return
generally guide a large part of investment decisions, and
it is the divergence of private and social rates of return
that impels the authorities in many developing countries
to adopt policies designed to affect the allocation of
investment. When interest rates are repressed, this divergence may widen as activities with low marginal rates
of social return, such as the accumulation of inventories
for hedging purposes and speculative commodity or real
estate transactions, are relatively more profitable. This
reaction to interest rate repression helps explain why in
some developing countries strenuous efforts to increase
aggregate investment by a policy of subequilibrium inter-

There are several reasons why a policy of maintaining
interest rates that are low relative to the rate of inflation
tends to lower the productivity of investment.

First of all, it is not easy or even possible to identify
correctly the priority sectors. There is a lack of reliable
data on many important economic activities; the existing
structure of relative prices, both within the domestic
sector and between the domestic and the foreign sector,
becomes highly distorted as a result of widespread use of
regulations and controls; and predictions regarding the
future developments in prices of primary commodities
and of manufactures, as well as in exchange rates and
international interest rates, are subject to substantial uncertainties. As economic judgments are, in practice, often subordinated to the social and political pressures
exerted upon policymakers by various groups competing
for scarce financial resources and demanding "priority"
status, an increasing number of sectors or activities are,
in fact, granted such status. Moreover, there is a strong
tendency to include the government itself and all public
sector activities in the priority category, even when the
economic justification for doing so is slender or nonexistent. 24
Even when specific priority projects with high returns
are correctly identified, selective credit policies still
tend, over time, to lower the overall rate of economic
growth. This occurs because, by biasing the allocation of
funds toward certain sectors and away from others, such
policies tend to support indiscriminately all projects,
even those with low social rates of return, being financed
in the priority sectors, at the expense of nonpriority
projects with greater benefits for the economy as a
whole. This tendency results in an excessive buildup of
capacity in the favored sectors of the economy. The
resulting underutilization of capacity effectively lowers
the rate of return to investment in those sectors, even if
22
T h e beneficial impact of equilibrium interest rate policy on the
efficiency of investment and growth is empirically confirmed in several recent studies, including Fry (1980a and b), and Sundararajan and
Thakur (1980).
23
For a discussion of the necessary conditions for the successful
implementation of selective credit policies, see Khatkhate and Villanueva (1978) and references cited therein.
24
It should be noted, however, that often the reasons given for
priority are social rather than economic.
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an individual project merits being undertaken when reckoning its rate of return on the assumption of full capacity
utilization.
(b) A policy of interest rates that are low relative to
the expected rate of price increase tends to reduce the
necessity for careful evaluation of projects by enterprises
and the economical use of resources in the implementation of these projects. Again, this is especially true for
priority sectors.
(c) Even if the allocation of credit under conditions of
financial repression were not subject to government
regulation but were determined entirely within the banking system, there is reason to doubt that it would be
undertaken in an efficient manner. Well-established
firms having close connections with banks would tend to
be favored over smaller or newer borrowers, without
regard to the rates of return on the respective investments, because of personal connections and of risk aversion by the banks. Short-term credit for inventory accumulation might well be favored over long-term credit
for investment, especially in inflationary conditions. Indeed, it is such considerations that in part motivate governments to interfere in the process of allocating credit.
(d) As indicated earlier, whenever the cost of credit is
below the rate of inflation, it will be profitable for businesses to use their credit facilities to carry large inventories of raw materials, intermediate goods, and finished
products. 25 These transfers of financial resources into
inflation hedges further aggravate the scarcity of funds
for productive investment and add to inflationary pressures, and (for imported inventories) waste scarce
foreign exchange resources.
(e) Policies that lead to subequilibrium interest rates,
especially when accompanied by a policy of maintaining
high real wages, result in a bias in investment in favor of
capital-intensive techniques. The resulting rise in unemployment tends to lower the rate of social return on the
investment and exacerbates an already severe social
problem. Furthermore, capital-intensive techniques of
production generally require large amounts of working
capital and foreign exchange, the demand for which
aggravates existing shortages of both credit and foreign
exchange.

Interest Rate Policies and Income
Distribution
Low interest rates, either across the board or for
specified types of credit, are often defended on the
grounds that they bring about a redistribution of income
from the upper echelons of society to the poorer classes,
25
There may, in some circumstances, be other important motives
for large inventory buildups, e.g., uncertainties regarding the future
availability and price of imports.

which are supposed to benefit from rates applied to credit
for farmers, small businesses, and also sectors like housing, where output is thought to meet the needs of lowincome households. There is reason to doubt, however,
that the overall distributive impact of overall repression
of interest rates, or even preferential interest rates, is
substantial—or indeed that it is even in the intended
direction.
With respect to agricultural credit, repressed interest
rates may have perverse effects in countries where there
are a number of large units—plantations, collective
farms, or private estates—together with many small
holdings, because there is a tendency for the larger units,
which are often more productive, to receive the lion's
share of preferential agricultural credits. Smaller farmers
must then often depend on local moneylenders, who lend
at much higher (often exorbitant) rates, or on large landowners, whose credit is related to crop-sharing arrangements that are disadvantageous to the borrowers. It is
only in countries where smallholders are the dominant
group in agriculture and organized credit institutions
reach into rural areas that either repressed interest rates
or preferential rates on agricultural credits are likely to
serve the purpose of assisting the majority of agricultural
producers. In this instance, however, the elimination of
financial repression, by giving the rural population access to organized banking, may also obviate the apparent
need for interest rate repression with regard to rural
loans. 26
Low interest rates are often considered to encourage
local, small-scale enterprises and at the same time to
stimulate employment by the expansion of laborintensive activities. Conversely, it is argued that a substantial increase in interest rates would drive small-scale
producers out of business and encourage a more monopolistic structure of production and trade. If, however, a
rise in lending rates permits increases both in deposit
rates and in the funds available for lending, the typical
borrower in this sector will also benefit to the extent that
he holds financial savings and has previously had an
unsatisfied demand for credit; small-scale enterprises are
often constrained by the availability of credit rather than
its cost.
When housing construction is subsidized through
negative real interest rates in an inflationary environment, there is a widely observed tendency for credit to be
used in substantial part for accumulating unused inventories of building materials as an inflation hedge. In
general, it is firms and wealthier individuals, rather than
low-income households, that have the easier access to
such credit and the greater ability to avail themselves of
this type of hedging opportunity. The ultimate result of
this activity is that the price of building materials is
26

See McKinnon (1973), pp. 77-79.
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driven up, new housing becomes more expensive to
acquire, and the share of lower-income groups in the
acquisition of new housing diminishes.
The overall effect of negative real interest rates on the
distribution of income and wealth thus seems likely to
favor the upper-income groups in a society. Low-income
households and producers have little opportunity to invest their savings other than in thrift institutions or in
their own enterprises. On the borrowing side, they often
have only limited access to credit from financial institutions or choose not to seek such credit. High-income
households and owners of large productive units have
wider scope for placing their savings in different assets,
and, if nominal deposit rates are lower than the expected
rate of inflation, they will tend to place them in deposits
abroad, in real estate, or in the variety of other inflation
hedges mentioned previously. At the same time, large
firms or individuals in higher social echelons tend to
have well-established relationships with financial institutions and therefore relatively easy access to credit for
working capital (including inflation hedges) as well as

for investment. On the basis of these considerations,
there is some reason to suppose that negative real interest
rates, especially in an environment of rapid inflation,
have the net effect of transferring income from small
savers to large borrowers. Indeed, this may be true in
industrial as well as in developing economies.
Even if it were true, however, that lower-income
groups or weaker sectors were in fact assisted by low
interest rates—for instance, by preferential rates specifically designed for those groups or sectors—it may be
asked whether special policies on interest rates and credit
are the best available means for extending such assistance. The costs of doing so by these means include the
wasteful use of investible resources (through indiscriminately encouraging both high-return and low-return projects in these sectors) and the diversion of resources from
more productive uses. Direct government assistance—
such as public infrastructural investments and social expenditures—is likely to be a more efficient means of
assisting low-income groups.
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IV

Interest Rate Policies and Demand Management

The bearing of interest rate policies on saving and
investment decisions has been discussed in the previous
section within the context of economic growth. Equally
important is the effect of interest rate policies on macroeconomic stability. Although the primary impact of
interest rates is on the financial sector, interest rates, like
wages and exchange rates, also exert a substantial influence on aggregate output and employment, real investment, and other real economic aggregates.
Government policies on interest rates thus have important implications for the conduct of demand management
policies. The levels and structure of interest rates affect
the ability of the central bank to maintain control over the
rate of domestic credit expansion, influence public sector
revenues and expenditures, and have a significant effect
on the balance of payments. As a result, the interest rate
policies chosen by the authorities determine to a considerable degree the appropriate stance of other demand
management policies.
In this section, it is first argued that a major consequence of interest rate repression is the disruption of
macroeconomic stability, and that, owing to the acceleration of the velocity of circulation, destabilizing forces
tend to intensify over time if repressed interest rates are
maintained. The effects of undertaking interest rate reform are examined next, with particular emphasis on the
positive contribution of such a reform to the restoration
of stability. Finally, there is a discussion of the short-run
transitional problems that may arise as an immediate
result of interest rate reform and policy measures that
might be adopted to counter such problems.

Repressed Interest Rates and Economic
Stability
Many developing countries have, at one time or another, experienced prolonged periods during which interest rates were well below the rate of inflation. Such
periods are often characterized by an increasing gap
between ex ante aggregate demand and aggregate supply, acute foreign exchange shortages, and an acceleration of inflation. The more rapid inflation tends in turn to
exacerbate the interest rate repression. Paralleling these
developments, the banking sector experiences a shortage

of funds as the real value of domestic financial savings
declines, thereby reducing the availability of credit,
while the demand for credit is simultaneously increasing,
owing to negative real interest rates. In response to the
emerging credit shortage, the authorities introduce various regulations and tighten existing ones in order to
allocate credit through nonprice mechanisms. Ultimately, the acceleration of inflation and the rigidities
arising out of extensive regulations lead to significant
resource misallocation and economic dislocations and
therefore reduce the sustainable rate of economic
growth.
In a typical scenario, the process just sketched begins
with an increase in the fiscal deficit, which is financed
largely by monetary expansion and results in an excess of
aggregate demand over supply. To the extent that there is
widespread slack in the economy, there may initially be
some positive supply response. Nevertheless, there is a
strong tendency for inflationary pressures to increase.
With nominal interest rates being fixed by the
authorities, the increase in the actual and the expected
rates of inflation results in a decline in real interest rates.
On the one hand, this leads to a reduction in the public's
demand for domestic financial assets, both monetary and
quasi-monetary; this process, which can also be observed
as an increased velocity of circulation, has occurred in
some of the countries cited in Section III, such as Argentina, Ghana, Jamaica, and Turkey. On the other hand,
the reduction in interest rates stimulates the desire to
invest, as projects that were previously unprofitable now
become attractive. If potential investors are able to raise
the funds they require, domestically or abroad, the increase in investment expenditure, together with the increase in the velocity of circulation, tends to enlarge the
gap between demand and supply in the goods market and
this enlarged disequilibrium generally leads to a further
acceleration of inflation. Unless corrective policies are
adopted, the economy thus moves toward a more acute
state of interest rate repression.
The response of the authorities and the public to repressed interest rates may intensify the destabilizing
forces in the economy. The reduction in the demand for
financial assets, by lowering the real value of deposits
held with domestic financial institutions, forces the latter
to curtail their lending operations to the private sector of
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the economy . The resulting shortage of credit prompts
the authorities to adopt policies of credit rationing and to
regulate the allocation of credit by selective credit
policies. Moreover, in such an economic environment,
restraints on credit expansion tend to weaken. When the
cost of credit is negative, a net transfer of real resources
from savers to borrowers occurs, and the banking system, as well as the monetary authorities, comes under
increasing pressure from politically powerful social
groups and businesses to maintain a high rate of credit
expansion. Similar pressures are also exerted by the
bureaucracy in charge of public sector economic enterprises. To the extent that monetary authorities yield to
such pressures, interest rate repression becomes a selfsustaining process.
The drop in the demand for domestic financial assets,
in response to a reduction in real interest rates, also has
important implications for the balance of payments.
Clearly, in a small and relatively open economy, with
some degree of freedom for capital movements, noncompetitive interest rates cannot be sustained for an extended
period of time without curtailing that freedom. As the
demand for domestic financial assets falls, there will be
an increase in the demand for foreign assets leading to
capital outflows, which may reach excessive levels, especially when the exchange rate is regarded as overvalued. 27 This problem becomes especially acute when
interest rates abroad are high. Large capital outflows,
which compound the current account problems arising
from reduced domestic savings, force the authorities
either to increase the amount of their official borrowing
or to draw down international reserves. Often the
authorities respond to capital outflows by introducing
severe restrictions on capital movements, thus insulating
the domestic financial system. Nevertheless, capital
flight continues through a variety of clandestine channels, such as overinvoicing imports and underinvoicing
exports. In tandem with the development of unofficial
domestic financial markets, parallel markets in foreign
exchange may develop and flourish.
After a prolonged period of repressed interest rates,
the prevailing economic environment tends to depress
the level of economic activity and growth rates may even
become negative. The lack of demand for domestic financial assets causes the banking sector to shrink in size
relative to gross domestic product (GDP). In many cases,
the rate of capital accumulation falls, owing to the shortage of credit, despite a high demand for investment.
Much, if not most, of the investment that is undertaken is
financed through unofficial markets or investors' own
funds. The gap between nominal domestic demand and
available supply tends to widen as a result of increases in
27

In practice, interest rate repression often coexists with highly
protectionist trade policies and overvaluation of the domestic
currency.

velocity and in the incentives to hoard goods. These
problems may be complicated by firms being forced to
reduce output owing to shortages of imported raw materials and intermediate goods. Prices rise rapidly as a
result of the prevailing excess demand. Particularly
under a regime of fixed exchange rates, the competitiveness of the foreign sector will decline, leading to
large current account deficits, which, coupled with
capital outflows, result in major foreign exchange shortages. It is in response to such an economic environment
that stabilization-cum-liberalization policies are adopted.

Interest Rate Reform and Stabilization
Policies
From an operational point of view, it is important to
analyze the economic consequences of interest rate reform not in isolation but within the context of stabilization programs under which a number of policy measures
are being introduced. It is also important to keep in mind
that the contribution of interest rate reform to the success
of stabilization programs varies, depending both on the
circumstances that prevail at the initiation of the program
and on the manner in which the various aspects of the
stabilization program are coordinated with each other.28
For example, if a stabilization program is being adopted
after a long period of severe interest rate repression,
increases in real interest rates that are sufficient to stimulate financial savings may not be achievable in the short
run solely by reducing inflation. Under such circumstances, adjustment of nominal interest rates is necessary, either by liberalization or by discretionary action by
the authorities. In contrast, when real interest rates have
been only slightly negative, the appropriateness of
undertaking interest rate reform should be judged on the
basis of its potential benefits compared with the potential
short-run problems arising from its implementation. It
should thus be stressed that the relative merits of interest
rate reform, within a specific stabilization or structural
adjustment program, can be evaluated only case by case
through a careful evaluation of the social benefits, as
well as the social costs that could result from its implementation. In this subsection, the focus is on the
potential benefits. The potential short-run problems are
discussed in the next subsection.
Interest rate reform and other stabilization policies,
such as fiscal and monetary restraint, devaluation of the
currency, and the readjustment of relative domestic commodity and factor prices, may, in some cases, be implemented concurrently or within a short period of time.
The immediate objectives of these policies are (1) to
28
For a more formalistic analysis of the coordination of interest rate
policies with other stabilization policies, see Mathieson (1980), where
the optimal combination of stabilization policies and interest rate
reform is discussed.
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bring inflation under control by reducing the growth of
nominal domestic demand for goods and services; (2) to
restore the external competitiveness of the economy and
thus improve the balance of payments; and (3) to promote a more efficient allocation of productive resources.
Because of the fact that a major stabilization program
involves several policy actions, it is important to ensure
that these policies are closely coordinated, and that the
presence, or lack, of a specific policy measure does not
neutralize the impact of others. 29
The widening role of interest rates in stabilization
programs is evidenced by the fact that interest rates were
a factor associated with economic performance in 7 of
the 13 countries with extended arrangements approved
by the International Monetary Fund in the three years
1978-80. Similarly, interest rate policy action was
specified in all of these programs, as well as in 11 of the
17 stand-by arrangements approved by the Fund in 1980.
Interest rate reform can be accomplished either by
permitting nominal interest rates to be determined by
market forces or by exercising administrative control
over interest rates in a flexible manner responsive to
market conditions. Experience indicates that the
authorities of countries carrying out such reform have
generally preferred the latter policy but, in some countries where financial markets are reasonably well developed, a strong case can be made for permitting interest
rates to be determined in the market. This judgment may
be a difficult one to make and depends on the particular
circumstances of each country. Regardless of the method
chosen to reform the interest rate structure, what is required for the success of stabilization efforts is an upward adjustment in interest rates so that after allowing
for expected inflation they will provide adequate compensation to savers.
An increase in interest rates aids stabilization efforts
primarily by increasing the demand for interest-bearing
bank deposits and thereby reducing the velocity of circulation. A reduction in the rate of growth of nominal
demand, which is necessary in order to reduce inflationary pressures, can be achieved either by slowing the rate
of monetary expansion or by reducing the rate of increase
in the velocity of circulation. Where there is accelerating
inflation and repressed interest rates, it might even require an actual contraction of money supply to offset the
increase in velocity that occurs as the demand for monetary and quasi-monetary deposits lessens. In contrast,
following an interest rate reform, the resulting increase
in the public's willingness to hold time and savings
deposits contributes to a reduction in the growth of nominal domestic demand. Therefore, to the extent that the
29
For an exposition of some of the issues involved, see Kapur
(1976). Using a model that incorporates financial markets, he argues
that stabilization through an initial increase in nominal interest rates
has more favorable output effects in the short run than stabilization
through an initial tightening of monetary policy.

interest rate reform succeeds in stimulating the demand
for domestic financial assets, the need for the curtailment
of domestic credit expansion will be reduced, thus
facilitating a more orderly adjustment of the economy to
new fiscal and monetary policies.
Recent experience in Turkey tends to confirm the role
that positive real interest rates can play in stimulating
savings and increasing the demand for domestic financial
assets. After interest rates were liberalized in July 1980,
the resulting rise in the real rates of interest, coupled with
a flexible exchange rate policy, increased the demand for
domestic financial assets sharply. During each of the six
quarters following the liberalization, time and savings
deposits increased by more than 25 percent each quarter.
The concomitant decline in the velocity of circulation
was instrumental in reducing the rate of inflation from
over 100 percent per annum in the third quarter of 1980
to about 30 percent per annum by the last quarter of
1981.
It is sometimes argued that positive real interest rates
would lead to increased public sector expenditures without increasing potential revenues, and would thereby
raise inflationary pressures by a larger fiscal deficit.
Although this argument does point to a potentially serious problem, it ignores some of the other effects of
positive real interest rates upon the demand for financial
assets and public sector finances.
(i) The financing of the public sector deficit will be
inflationary only to the extent that the resulting rate of
monetary expansion exceeds the rate at which the demand for financial assets is increasing. In most developing countries, the deflationary effect of the expansion
in the demand for financial assets, caused by shifts from
negative to positive real interest rates, may well be larger
than the inflationary effect of an increased deficit arising
from higher interest payments.
(ii) Positive financing costs, in real terms, induce
public sector enterprises to rationalize their operations,
forcing them to introduce measures such as inventory
controls in order to economize on their use of finance.
Realistic interest costs also induce a rationalization of
capital expenditures; investment projects are more carefully selected with less duplication and waste.
(iii) The portfolio allocation, induced by positive real
interest rates, away from inflation hedges and into financial savings could provide the authorities with a potential
source of increased revenue, because it is easier to collect taxes on interest income—when taxes are withheld at
the source—than those on capital gains or income from
inflation hedges.
(iv) To the extent that positive real interest rates promote economic growth, the revenue base of the government increases, thus providing more revenue to compensate for the increased cost of the public debt. In addition,
because of the higher demand for all types of financial
assets, there is a larger base for financing the public debt
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through issues of government bonds, thereby permitting
reform in government financing procedures that can have
long-run anti-inflationary consequences.
Notwithstanding these possible improvements in
public finances resulting from interest rate reform, when
such reform is being undertaken, bringing the fiscal
deficit under control usually remains the most difficult
task of stabilization programs. In many developing countries the size of the financial markets is limited, and the
government is the predominant participant in these markets. In these circumstances, the financing of government debt may lead to large-scale financial crowding out
and a shortage of funds for investment in the private
sector. Moreover, the tax-exempt status of interest income from public debt tends to aggravate the problem by
forcing the interest rates on private debt even higher.
In addition to these monetary and fiscal policy issues,
it is also important to consider the impact of interest rate
reform upon the external sector. Most important, the
introduction of positive real interest rates can substantially reduce capital outflows and, to the extent that the
domestic interest rate corrected for anticipated depreciation of the domestic currency exceeds the interest rates
that prevail in world markets, net private capital inflows
may be realized. For many developing countries, net
capital inflows are necessary to finance their development efforts, particularly when domestic savings are
insufficient. Experiences of several member countries
suggest that capital flows are highly responsive to variations in interest rates. 30 Interest rate reforms often result
in large capital inflows, which partly represent the portfolio reallocation induced by the increase in interest
rates; expectations regarding future exchange rate adjustments are also crucial in this connection. In the longer
run, as the interest rate differential is maintained, capital
inflows decline toward the amount representing the share
of new foreign savings being directed toward the home
country.
The net impact of interest rate reform on the trade
account and the overall current account is more ambiguous. On the one hand, a number of developments may
take place that will improve the current account balance.
For example, positive real interest rates, together with
appropriate exchange rate policies, are likely to induce
firms to lower idle inventories of imported raw materials
and semifinished products. Moreover, they may induce
expatriate workers to maintain a larger inflow of remittances. Both these developments lead to a once-for-all
improvement in the current account, and, for workers'
remittances, stimulate larger continuing inflows. A
further improvement in the current account can be
realized if there is a positive supply response to the
stabilization measures, particularly to the increased
30
See, for instance, the estimates of Khan (1974) with respect to
capital movements in Venezuela.

availability of credit induced by the interest rate reform.
To the extent that capacity utilization is improved in the
export sector, the current account balance will improve.
On the other hand, several developments may result in
a deterioration of the current account balance. It was
suggested that a major consequence of interest rate reform is an enhanced availability of credit and therefore
an increase in investment and saving. As the composition
of expenditure is shifted away from consumption toward
investment, an increase in the demand for imports is
likely, as investment in developing countries tends, in
general, to be more import-intensive than consumption.
This increased demand will result in a rise in actual
imports if, as is often true, an increase in interest rates is
accompanied by removal or liberalization of import
controls. 31
The improvement realized in the capital account because of positive real interest rates is likely to be larger
and take place more rapidly than any possible adverse
developments in the current account. The overall shortterm result will thus be an increase in reserves. Nevertheless, if capital inflows are permitted to result in an
overvaluation of the domestic currency, the consequences for both the current and capital accounts could
be less favorable. If improved foreign exchange availability is used to bolster reserves and reduce short-term
external debt (for example, arrears), such an effect need
not occur.
Although the net impact of higher interest rates on the
balance of payments cannot be determined with certainty, there is some indirect evidence that the impact is
likely to be favorable. A negative correlation between
the velocity of circulation and the balance of payments
has been observed in Fund programs. To the extent that
interest reform could lead to a reduction in velocity, it
would be reasonable also to expect an improvement in
the balance of payments.
The importance of interest rate policies as part of a
package of stabilization policies differs among countries.
For countries where financial markets are reasonably
well developed and international capital movements are
permitted to some degree, or cannot in practice be
avoided, the success of the entire stabilization program
may hinge on the ability of the authorities to devise the
correct combination of interest rate and exchange rate
policies needed to avoid the extremes of excessive
capital inflows or outflows, which, in turn, may jeopardize the achievement of both domestic monetary and
balance of payments objectives. For countries with a
relatively undeveloped financial system and strict restric31
Although import liberalization is a purely discretionary action not
directly related to interest rate policies, the shortages of foreign exchange, imported raw materials, and intermediate products, and the
resulting unemployment usually preceding the initiation of an adjustment program almost always force the authorities to adopt policies of
liberalizing imports as a necessary step to increasing investment.
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tions on international capital flows, the role of interest
rates may be somewhat less crucial for short-run stabilization policy. It would nevertheless be prudent not to
exaggerate this comparison, as even low-income countries with undeveloped capital markets and exchange
controls have discovered in recent years that inappropriate interest rate and exchange rate policies can have a
damaging economic impact through the operation of various parallel, unofficial, or illegal markets.

Short-Run Problems Arising from Interest
Rate Reform
The problem of integrating interest rate policy into an
overall stabilization program is especially acute in the
early stages of such a program, when monetary and fiscal
restraint, movement to a more realistic exchange rate,
freeing or raising interest rates, and other types of
liberalization often occur. The latter may include
eliminating or reducing exchange restrictions (including
controls over capital movements), removing or reducing
import controls and tariffs, phasing out price controls for
various domestically consumed goods, and easing direct
controls over the allocation of credit by the financial
system.
Because of the many different forms that stabilizationcum-liberalization programs might take, it would be impossible to offer a general assessment of the dynamic
response of the economy during the period immediately
following the introduction of stabilization programs
where a change in interest rates is a major component.
As a general rule, the short-run response of the economy
to a stabilization program depends on the initial conditions prevailing at the time immediately prior to the
initiation of the program and on the other policy measures contained in the program. In view of these considerations, what is offered here is in the nature of an
enumeration of the short-run difficulties that the
authorities have faced, or have feared that they might
face, in countries undertaking or considering interest rate
reform, together with some suggestions of what steps
might be taken to deal with these difficulties.
(i) Following the liberalization of interest rates, there
is a tendency for "overshooting" to occur with respect to
interest rates on new bank credit. This is because banks
and other financial institutions compete for deposits by
raising deposit rates; the pressure on them to do so is
more intense if the government has raised interest rates
on its own debt instruments and made them available to
the public, and also if there are lags in the supply of new
funds to the banking system. Higher deposit rates, however, face the financial institutions with a severe profit
squeeze, because of the assets yielding low returns still
carried over from the period of repressed interest rates.
The only way banks can avoid severe losses—short of

receiving credit at lower interest rates from the monetary
authorities—is to charge interest rates on new loans that
are very high, relative both to deposit rates and the rate
of inflation; as new loans gradually replace old loans in
portfolios, lending rates will then tend to subside to their
longer-run equilibrium levels. Conversely, a noncompetitive banking system may fail to raise deposit rates of
interest to those comparable with the rate of inflation
while simultaneously raising its profit margin by increasing the spread between lending and deposit rates. In this
latter instance temporary floors for deposit rates and
temporary ceilings for lending rates may be helpful.
(ii) Higher lending rates, whether or not subject to
"overshooting," lead in turn to higher operating costs for
the productive sectors. To be sure, these costs are substantial only for those activities that rely heavily on large
amounts of borrowed funds. Those producers that are
forced to absorb the cost increases, because of international competition or domestic regulations, may face
losses or even bankruptcy. This tendency is reinforced
by the burden of the higher interest loans used to roll
over previous loans to finance projects whose nominal
yields have not increased. To the extent that short-term
borrowing was used to finance long-term projects during
the period of interest rate repression, the average maturity of firms' liabilities will be lower than that of their
assets. This discrepancy between the maturities of assets
and liabilities generally results in liquidity problems for
the firms. On the one hand, those producers that are able
to pass on their increased costs to their customers will do
so. This increase in prices will be reflected in the price
indices and, therefore, may mistakenly be perceived as
an intensification of inflationary pressures at a time when
anti-inflationary policies are just taking hold; this effect
of higher interest rates is often cited by the authorities in
member countries. On the other hand, losses lead to
bankruptcies that tend to raise the proportion of bad loans
in banks' portfolios and, therefore, tend to increase the
spread between the lending and deposit rates of interest.
(iii) The central bank, being the guardian of the financial system, may feel obliged to subsidize banks and
other financial intermediaries on a long-term basis until
their low-yielding assets are liquidated. There may also
be a strong temptation for the authorities to maintain
preferential interest rates for key sectors. The resulting
monetary expansion could add to inflationary pressures
and thereby nullify some of the positive effects expected
from the change in interest rates. This effect, however,
will not be serious if the increase in demand for domestic
financial assets—induced by higher interest rates—is
sufficient to absorb the monetary expansion or if the
fiscal deficit is correspondingly reduced.
(iv) To the extent that there is overshooting of interest
rates on new credits, borrowing for investment may be
discouraged, especially if it is expected that interest rates
will eventually fall. This possibility is particularly rele-
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vant when the credibility of stabilization efforts is in
doubt, and the policy measures, specifically the interest
rate reforms, are perceived as being transitory. With the
expectation of renewed repression of interest rates over
the medium term, businesses will be reluctant to undertake any new borrowing and will defer their investment
plans, thereby exerting a contractionary impact on output
that may be significant when interest rate reform is accompanied by demand-restrictive policies.
(v) High domestic interest rates are an incentive to
borrow from abroad, provided that differentials between
domestic and foreign interest rates remain in excess of
the expected rate of depreciation of the domestic currency. Such borrowing may be carried out directly by
firms or individuals or with the assistance and guarantees
of local financial institutions. Alternatively, domestic
banks themselves may borrow abroad and on-lend to
their domestic customers. Adding to the resulting capital
inflow is the often substantial repatriation of foreign
assets owned by residents.32 To the extent that these
forms of capital inflow occur, the initial rise in loan rates
will be dampened. At the same time, however, such
capital inflows may at times be excessive and thereby
face the monetary authorities with the difficult choice of
either permitting the exchange rate to appreciate, which
complicates the task of structural adjustment, or purchasing foreign exchange from the public, which may interfere with their efforts to reduce the rate of monetary
expansion. This danger is acute, however, only for countries where there is an initially severe degree of interest
32

It must be pointed out that at the onset of liberalized interest rate
policies some of the large capital inflows that take place are the result
of a portfolio reallocation. In the longer run, as the interest rate
differential is maintained, capital inflows will decline toward a level
representing the share of new savings being directed toward the home
country.

rate repression and residents are permitted to engage in
foreign borrowing. Furthermore, a large part of the increase in capital inflows may be absorbed by the increase
in demand for domestic financial assets caused by
changes in interest rates and the monetary authorities
may, to some extent, be able to sterilize the capital
inflow. Nevertheless, the authorities may find it necessary in such circumstances to limit by guidelines or direct
restrictions the volume of foreign borrowing.
In countries where comprehensive reform measures
were adopted, some of these problems emerged in varying degrees of severity. For example, it is widely recognized that Chile experienced the overshooting problem
and the associated developments, particularly excessive
foreign borrowing, following the liberalization of interest rates. In 1977 and 1978 ex post real interest rates
were very high. Although it could be argued that these
rates were appropriate ex ante, owing to high inflationary
expectations, the interest rate differential in favor of
Chile far exceeded the rate of depreciation of the peso—
which was being strictly limited in order to dampen
inflationary expectations—and stimulated excessive
foreign borrowing. In order to prevent such foreign borrowing from becoming a destabilizing force, the
authorities were compelled to impose controls on capital
inflows. In Argentina the increasing spread between the
lending and deposit rates of interest following interest
rate liberalization was of concern to the authorities. In an
attempt to reduce the spread, the Central Bank undertook
to pay interest on some of the required legal reserves. As
a result of successful implementation of this policy, the
spread was reduced significantly in a relatively short
period.33
33
Nevertheless, the Argentine authorities found it difficult to cope
with the larger problems of coordinating exchange rate and interest
rate policies; these problems are described in Appendix II.
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V

Conclusions

(1) Interest rates are an important element in determining the demand for domestic financial assets, the
levels of domestic saving and investment, and the current
and capital accounts in the balance of payments. Their
importance varies among developing countries, however, because of differences in the degree of development of financial markets, the degree of separation of
saving and investment decisions, and the extent of freedom permitted to inward and outward capital
movements.
(2) There is widespread reluctance among the
authorities of developing countries to permit interest
rates to be determined in the market. This reluctance is
only partially explained by imperfections in financial
markets or the fact that in some countries major financial
institutions are state controlled. To a great extent, it may
derive from the view that interest rates ought to serve
various policy objectives rather than bringing the underlying demand for funds into equilibrium with their supply. For this reason, there has been a tendency for the
administered interest rates in developing countries to be
lower than current rates of inflation, even when interest
rates in international financial markets are strongly positive in real terms. The excess demand for credit
generated by these relatively low interest rates is dealt
with by a variety of measures to allocate credit by administrative means.
(3) Repression of interest rates produces lower rates
of saving, of investment, and, hence, of economic
growth than would result from equilibrium interest rates,
chiefly because domestic financial savings are discouraged in favor of either the accumulation of goods or
of foreign assets. The experience of a number of countries confirms the dependence of domestic financial saving on interest rates. Subequilibrium interest rates also
encourage businesses to undertake investments with low
rates of social return, such as the accumulation of inventories, rather than using their resources to build new
plant and equipment. Various selective credit arrangements that accompany subequilibrium interest rates
are not likely to improve the overall quality and productivity of investment.
(4) Real interest rates that are substantially negative
over a protracted period also exert a destabilizing influence over the entire economy. The increase in the veloc-

ity of circulation brought about by the reduction in real
interest rates tends to increase the excess demand for
goods and services and to intensify inflationary pressures, while simultaneously reducing the availability of
the credit necessary to finance investment and sustain
economic growth. Repression of interest rates renders
the implementation of demand management policies difficult and in some cases impossible. In order to restore
economic stability and to attain a sustainable rate of
economic growth, interest rates must be raised to positive levels in real terms.
(5) When undertaking an interest rate reform under a
regime of administered interest rates, the level to which
interest rates should be raised is a difficult issue. Although prevailing circumstances may warrant a sharp
increase in interest rates, at the same time, care must be
taken to avoid excessive increases. Interest rates that are
too high tend to lower economic growth by reducing
investment demand, even though funds to finance investments may then be available. This consideration is particularly relevant when the interest rate reform is being
adopted as part of a comprehensive set of policies of
structural adjustment and stabilization. Under these circumstances, it may be advisable to gear interest rates not
to the current rate of inflation but to the rate of inflation
that is expected to prevail as the new policies take hold.
While such a policy might entail real interest rates that
are negative for temporary periods, its chances for success would not be jeopardized as long as the degree of
negativity was minimal and the negative rates were not
maintained for an extended period. For this to be successful, the public should view the authorities as carrying
out a program based on realistic objectives, steadfastly
adhered to, while sufficient flexibility is maintained to
counteract unforeseen difficulties.
(6) In the transitional period following the interest
rate reform, when the economy adjusts to higher interest
rates, a number of short-run problems may emerge that
affect both the financial and the real sectors of the economy. These problems are not insurmountable, however,
provided that the policies to counter them are adopted
rapidly. In any event, the existence of the potential for
these problems to emerge should not be viewed as justification for maintaining repressed interest rates.
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Appendix I
Interest Rates and Financial Savings in Selected Developing
Countries

In this appendix, selected financial data are presented
in Table 2 for countries whose experience is mentioned
in the paper. For each country, six time series are given:
deposit interest rates, rate of inflation, rate of return on
foreign currency, rate of change in "real" (i.e., deflated)
time and savings deposits, rate of change in foreign
exchange reserves measured in U.S. dollars, and rate of
growth of real gross domestic product (GDP). The first
three of these variables represent the returns on the three
major assets discussed in the text as being available to
savers in developing countries: domestic deposits, domestic inflation hedges, and assets denominated in foreign
currency. It is expected, for reasons given in the paper,
that the relationship among these returns should be re-

flected in changes in real time and savings deposits and
in foreign exchange holdings of the authorities.
The data are from the Fund's publication, International Financial Statistics, and from Fund staff estimates. "Deposits" are the total of time and savings deposits as defined in International Financial Statistics.
Interest rates are taken from country reports by the Fund
staff and an effort is made to use the most representative
rate available. The inflation rate is measured by the
consumer price index. Although this index is subject to
serious measurement errors in some cases, it is, in principle, the most appropriate price indicator in the present
context, as it is the one relevant for the public's saving
decisions; moreover, it is available for most countries.

Table 2. Selected Developing Countries: Interest Rates and Financial Savings, 1975-81
(In percent)1

Argentina
Interest rate2
Rate of inflation
Return on foreign currency
Real change in deposits
Change in foreign exchange reserves
Real G D P growth
Brazil
Interest rate3
Rate of inflation
Return on foreign currency
Real change in deposits
Change in foreign exchange reserves
Real GDP growth

...

1975

1976

1977

1978

1979

1980

1981

336.1
1,202.8
-71.3
-74.9
-2.1

94.6
347.4
376.0
63.7
402.0
-3.1

135.4
160.4
130.7
111.9
118.3
5.0

134.8
169.9
82.6
10.5
57.5
-3.7

117.6
139.7
80.6
37.9
89.0
12.0

79.6
87.6
40.8
1.1
-28.4
1.4

158.7
131.3
323.8
-10.0
-51.4
-6.1

34.6
31.2
30.5
9.3
-23.7
5.6

34.4
44.8
43.7
13.7
36.8
9.7

41.1
43.1
37.8
63.0
11.1
5.4

36.4
38.2
41.7
56.8
49.4
4.8

44.8
76.0
127.6
-6.2
-20.8
6.7

59.4
86.3
76.1
-35.7
-33.0
7.9

77.6
100.6
127.3

6.4
40.5

7.6
103.6
77.0
-32.5
59.2
2.3

8.7
108.5
29.9
-26.0
79.8
4.6

12.1
18.35
50.0
6.2
4.3
-8.4

12.1
87.8
50.0
-21.4
-32.6
--

6.5
14.1
6.0
-4.7
36.6
-1.7

6.2
49.4
102.7
-21.8
16.2
-0.4

8.2
20.0
17.7
0.0
30.2
-1.5

8.9
28.6
14.4
-5.6
41.7
-5.4

Ghana
Interest rate4
Rate of inflation
Return on foreign currency6
Real change in deposits
Change in foreign exchange reserves
Real GDP growth

-12.7
65.0
-12.4

7.6
69.5
126.6
-25.9
-31.8
-3.5

Jamaica
Interest rate
Rate of inflation
Return on foreign currency
Real change in deposits
Change in foreign exchange reserves8
Real GDP growth

8.2
15.7
7.0
2.0
-34.0
-0.6

10.0
8.1
5.6
-1.5
-73.7
-6.1

...7
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...

...

14.5
-3.5
13.8
100.2
-27.9
-24.7

...
11.0
4.7
16.5
30.1
36.6
2.0

Interest Rates and Financial Savings in Selected Developing Countries

Table 2 (concluded). Selected Developing Countries: Interest Rates and Financial Savings, 1975-81
(In percent)1
1975
Korea
Interest rate
Rate of inflation
Return on foreign currency
Real change in deposits
Change in foreign exchange reserves
Real GDP growth
Malaysia
Interest rate
Rate of inflation
Return on foreign currency
Real change in deposits
Change in foreign exchange reserves
Real GDP growth
Turkey
Interest rate
Rate of inflation
Return on foreign currency
Real change in deposits
Change in foreign exchange reserves
Real GDP growth

1976

1977

1978

1979

1980

1981

15.0
25.4
7.0
3.7
181.9
8.1

15.5
10.5
5.6
21.2
152.1
13.9

16.0
11.0
6.0
24.7
50.6
10.0

16.7
16.4
8.7
20.8
-6.8
11.3

18.6
21.2
12.0
8.2
7.0
7.1

22.8
34.5
55.9
-1.8
-1.1
-3.5

19.3
12.6
23.7
19.1
-8.3
8.0

8.0
1.1

7.5
3.8
3.4

6.9
5.4

6.5
3.9
1.4

6.6
5.3

7.5
7.1

11.3

19.7
20.4
-5.9
0.8

9.0

19.6
15.9
-1.4
-46.2
8.0

28.4
65.1
11.6
9.0

17.0
16.1
-9.3
6.6
7.9

-1.1
10.3
15.8
7.8

9.0

44.6
23.7
-22.7
-36.6
3.9

14.0
16.5
6.7

11.3
36.6
41.2
-5.5
34.4
2.9

8.8

11.1
23.1
20.7

16.1
17.3
12.1

17.5
16.5
-6.6

17.3
81.1
36.8

26.5
86.2
191.5
15.8
66.1
-1.1

49.1
30.3
72.6
183.9

9.3

4.4

-7.9
-0.4

8.0

6.5

0.9
4.4

Sources: International Monetary Fund, International Financial Statistics, and Fund staff estimates.
1
Interest rate is based on the 12-month deposit rate. Rate of inflation is the 12-month percentage change in the consumer price index. Return on
foreign currency is the London Eurodollar rate plus the rate of depreciation of the exchange rate over 12 months. Foreign exchange reserves are
evaluated in U.S. dollars. All rates of change are over the calendar year, except for GDP, which is the change between annual figures.
2
Annualized 30-day deposit interest rate.
3
Rate of return on treasury bills. For more detail, see Chart 2, footnote 2.
4
Annualized 90-day deposit interest rate.
5
Figure includes a sharp deflation in the third quarter when price controls were enforced vigorously. Effective inflation was probably higher when
parallel markets are taken into account.
6
Based on the exchange rate depreciation in the parallel market, which is the relevant market because of stringent capital controls. Estimates are
taken from Pick's Currency Yearbook or provided by the Fund staff.
7
Data for 1975 are not available.
8
Series is of limited relevance because the level of reserves was near exhaustion throughout the period and balance of payments disequilibria were
accommodated by short-term credits.
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Appendix II
Interest Rate Repression and Reform: Recent Experience in Four
Member Countries

Argentina
The experience of Argentina during the period 197481 illustrates some of the themes of this paper: the effects
of financial repression and the consequences of interest
rate reform. The drastic changes in policies that took
place in 1976 and 1977 allow an evaluation of alternative
financial policies and their impact on financial stability.
Inflation started to accelerate in Argentina during the
second half of 1974 and reached an annual rate of over
100 percent by the middle of 1975. Interest rates, however, lagged behind and became sharply negative in real
terms. Despite an upward adjustment in interest rates in
June 1975, the interest rate on savings deposits was still
only 18 percent, substantially below the prevailing rate
of inflation. Subsequent upward adjustments in nominal
interest rates failed to prevent a continued decline in real
interest rates throughout the remainder of 1975 and the
first four months of 1976, owing to the acceleration of
inflation. Rapid monetary expansion was accompanied
by a decline in the real value of financial assets.34 The
stock of money and quasi-money declined by more than
50 percent between late 1974 and mid-1976, as strong
inflationary expectations and the possibility of large currency depreciation caused the public to shift its monetary
and quasi-monetary balances into real assets and foreign
exchange. There was an especially sharp decline in real
time and savings deposits, which fell by over 70 percent
in 1975 (Chart 1). The share of time and savings deposits
in broad money fell from about 50 percent at the end of
1974 to about 20 percent by mid-1976. In addition to
these adverse financial developments, the balance of
payments deteriorated and recorded a very large deficit
in 1975, with foreign exchange reserves falling by 75
percent.
Starting in mid-1976 the authorities adopted a series of
measures to combat inflation and to liberalize foreign
trade and financial markets. As a result of these measures, the public's demand for financial assets increased
and caught up with the rate of credit expansion by the
end of the year. The recovery in the public's willingness
34
Financial assets consist primarily of claims on the financial system (principally deposits) but also of certain other assets (principally
treasury debt instruments).

to hold financial assets reflected restoration of confidence in the peso as well as the increase in real interest
rates resulting from reduction in the rate of inflation.
During the second half of 1976, interest rate policy was
Chart 1. Argentina: Real Interest Rate and
Growth of Time and Savings Deposits, 1971-81
(In percent)

Rate of growth of real time
and savings

deposits'

Real interest rate-'
(right scale)

Share of time and savings deposits
in total financial assets3 (M2J

Sources: International Monetary Fund, International Financial
Statistics, and Fund staff estimates.
Nominal deposits, corrected for changes in the consumer price
index
(CPI).
2
For 1973 and 1974, the 45-90 day deposit rate is shown. From
June 1976 to May 1977, the rate on 30-day treasury bills is shown;
subsequently, it is the commercial bank rate on 30-day deposits. For
1971, 1972, 1975, and from January to June 1976, no comparable
rates
are available. All rates are corrected for changes in the CPI.
3
Measured as the sum of monetary and quasi-monetary deposits
with the banking sector.
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Brazil
aimed at increasing the real rates of interest to positive
levels. Among the measures taken toward this end were
the indexation of time deposits, the freeing of interest
rates on bank acceptances, and the issuing of treasury
bills to compete with the commercial banks for private
sector funds. As a result of these measures, the commercial banks were forced to offer higher interest rates to
attract deposits from the public, interest rates tended to
become positive in real terms, and real private financial
assets recovered strongly.

12 percent, 35 yet real deposits still fell by 10 percent.
This experience points up the importance of accompanying market-determined or market-related interest rates
with exchange rates that are consistent with underlying
economic forces, in particular with the demandmanagement policies being carried out.

The full liberalization of interest rates occurred in
1977. The level of real time and savings deposits more
than doubled over the year, while the banking sector's
liabilities to the private sector grew considerably faster
than credit, thus permitting a substantial buildup of net
foreign assets. The increased flow of domestic resources
to the banking system was caused by high domestic
interest rates relative to those abroad, increased confidence in the peso, and increased competition among
financial intermediaries. As a result of both the recovery
of exports and increased capital inflows, the balance of
payments had a large surplus in 1977. Foreign exchange
reserves increased by almost 120 percent. The increase
in capital inflows, however, soon became excessive and
complicated the task of monetary management. In order
to moderate the expansionary impact of capital inflows,
the authorities were forced to undertake a series of measures, including a minimum maturity requirement on
foreign loans, peso-denominated reserve requirements
on private sector foreign borrowing, and, from May 12,
1978 to December 21, 1978, allowing the exchange rate
to be determined by market forces. Nevertheless, the
pattern of deposit growth and reserve accumulation continued through 1979.

Brazil maintained positive, or only moderately negative, real interest rates throughout most of the 1970s. The
indexation of many financial instruments was a key element in preserving interest rates that generally stayed
close to, if not always above, the rate of inflation. Correspondingly, there was a substantial increase in time and
savings deposits, particularly during the 1976-78 period
(Chart 2). The relative attractiveness of quasi-monetary
assets led to a steady change in the composition of
private sector holdings of financial assets, 36 with the
share of money declining and that of quasi-money increasing. Between 1975 and 1979, the share of quasimonetary assets in private sector holdings of financial
assets increased as a proportion of GDP from 12 to 18
percent. The rapid expansion of quasi-monetary assets
was related to the liberalization of interest rates on time
deposits paid by commercial and investment banks in
1975. Moreover, the exemption of time deposits from
legal reserve requirements enabled the banks to offer
relatively high interest rates on such deposits. Also,
because these quasi-monetary assets were subject to at
least partial monetary correction, they were particularly
attractive in periods of high and accelerating inflation.

The financial situation began to deteriorate toward the
end of 1979, with the exchange rate becoming seriously
overvalued. Beginning in December 1978 and continuing until early in 1981, the peso was devalued in
accordance with a preannounced schedule of rates. The
schedule (tablita) of preannounced rates, together with
interest rate increases, triggered large capital inflows
attracted by high guaranteed rates of return in terms of
foreign currency. As a result, there was a real appreciation of the peso, which led to a steady worsening of the
current account from 1978 to 1980. As the portfolio
reallocation process that led to the capital inflows came
to an end and owing to a deteriorating fiscal situation, the
hoped-for reduction in the rate of inflation failed to
materialize, it became clear that the exchange rate was
no longer viable. As a huge "catch-up" devaluation was
expected imminently, the public began to shift back into
foreign exchange. Interest rates rose substantially as
funds drained from the banking system, leading to a
combination of very high real interest rates and an erosion of bank deposits: in 1981 the real rate of interest was

Brazil

In view of high domestic interest rates that were in
excess of the cost of foreign borrowing, large capital
inflows occurred, resulting in substantial reserve accumulation despite sizable current account deficits. Net
foreign borrowing increased from US$3.7 billion in 1975
to US$8.4 billion in 1978. The increase in net capital
inflows complicated the conduct of monetary policy. In
an attempt to postpone the monetary effects of capital
inflows, the authorities froze the proceeds of foreign
borrowing in mid-1978 for a period of time that was
originally 30 days but was subsequently increased to 150
days. This policy effectively raised the cost of foreign
borrowing to a level comparable with that of domestic
borrowing.
35
"Real" interest rates referred to here are with respect to current
rates of inflation. Whether these real interest rates were negative with
respect to expected inflation is a difficult question and beyond the
scope of this paper.
36
Financial assets in Brazil consist of money and quasi-money,
"compulsory" deposits in the banking system, "voluntary" deposits,
and other "voluntary" assets. The "compulsory" and "voluntary" deposits are related to regulations pertaining to the proceeds of foreign
loans and other foreign transactions.
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Chart 2. Brazil: Real Interest Rate and Growth
of Time and Savings Deposits, 1971-81
(In percent)

Rate of growth of real time
and savings deposits1

Real interest rate2
(right scale)

Share of time andsavingsdeposits
in total financialassets3(M2)

Sources: International Monetary Fund, International Financial
Statistics, and Fund staff estimates.
'Nominal deposits, corrected for changes in the consumer price
index
(CPI).
2
Rate of return on treasury bonds, corrected for changes in the CPI.
The value of these bonds is subject to an officially determined rate of
monetary correction, which is added to an annual interest rate that
averages 3.5 percent. This rate of return is approximately the same as
that for savings deposits during the same quarter and changes in this
rate parallel changes in rates on time deposits. Data on rates for time
deposits
are not available.
3
Measured as the sum of monetary and quasi-monetary deposits
with the banking sector.

Beginning in 1979 there was a significant shift in the
interest rate policies of the authorities. In 1979 inflation
accelerated rapidly to 76 percent, twice as high as in the
previous year, while interest rates were raised only moderately. In September 1979 the authorities established
ceilings on domestic interest rates, at 10 percent below
the rates prevailing in August 1979. This measure, taken
at a time of accelerating inflation, resulted in negative
real interest rates. In 1980, in a further attempt to dampen inflationary expectations, the Government prefixed,
at 50 percent, the indexation of financial assets. With the
acceleration of inflation to 86 percent,37 substantial
negative real interest rates resulted.
37
This figure, like all reference to inflation in this appendix, refers
to the consumer price index. The inflation rate commonly used in
public discussions in Brazil is the "general price index of domestic
supply," which was 110 percent during 1980.

The effects of this change in interest rate policy on
financial intermediation were quite adverse. The acceleration of inflation produced a shift in the public's preferences from assets with pre-established monetary correction to assets with a posteriori monetary correction. As
real interest rates fell in 1979, time and savings deposits
began to decline in real terms. In 1980, they fell even
more sharply, with a decline in real terms of 36 percent.
Low interest rates also had a negative impact on capital
inflows. Domestic borrowers shunned foreign sources
for the cheaper domestic lenders. The reduction in
capital inflows, coupled with sharply higher current account deficits, led to large overall deficits and resulted in
a heavy drain on foreign exchange reserves, which by the
end of 1980 had eroded to about half of their 1978 level.
Moreover, there was also a substantial decline in the
private sector's holdings of total financial assets, from 47
percent of GDP in 1978, to 37 percent in 1980. This
reduction mainly reflected the diversion of funds into
real estate, foreign exchange, and other nonfinancial
assets in search of higher rates of return, as the banking
system could not offer attractive interest rates to savers.

Korea
Since carrying out an interest rate reform in 1965, the
Korean authorities have pursued a flexible interest rate
policy. Although interest rates have continued to be
administered after the reform, the authorities have generally been responsive to variations in the rate of inflation
and have sought to maintain interest rates that were
positive in real terms. As a result of these policies, there
has been a strong growth in the demand for financial
assets;38 in particular, time and savings deposits have
expanded rapidly whenever positive real interest rates
have prevailed.
In the wake of the interest rate reform of 1965, deposit
interest rates were doubled from 15 percent to 30 percent
and paved the way for an urgently needed mobilization
of domestic savings. Initially, however, interest rates on
general loans were set 4 percentage points lower than the
deposit rates for comparable maturities, in order to reduce the interest costs of the enterprises. Following the
initial surge in domestic savings, the authorities gradually reduced the interest rates in the latter half of the
1960s in response to the gradual decline in the rate of
inflation. Because the downward adjustments in interest
rates exceeded the deceleration of the inflation rate, real
interest rates declined somewhat from their peak of about
20 percent in 1967 but remained positive through 1973.
By 1973 interest rates on time and savings deposits and
general loans were 12 percent and 15 percent, respec38
Financial assets in Korea consist predominantly of deposits in
financial institutions.
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Turkey

tively, while the rate of inflation was about 8 percent.
Throughout this period (1966-73) the ratio of quasimoney to GDP increased steadily from 5 percent in 1966
to 22 percent in 1977, corresponding to a compound
growth rate of about 15 percent per annum.
This buildup of financial assets, however, was reversed quickly when the authorities allowed interest rates
to become negative in real terms. Following the first
round of oil price increases, inflation in Korea accelerated to an average of 25 percent, whereas interest
rates were adjusted only inadequately. Moreover, the
emergence of repressed interest rates was accompanied
by uncertainties regarding the foreign exchange market,
and a large devaluation in 1974 created another disincentive to investment in the domestic banking system. Time
and savings deposits declined by 5 percent in 1974
(Chart 3) and in 1975, notwithstanding a moderate increase in real time and savings deposits, the ratio of
quasi-money to GDP fell to 19 percent. At the initial
stages of this two-year episode of interest rate repression,
Chart 3. Korea: Real Interest Rate and Growth
of Time and Savings Deposits, 1971-81
(In percent)

Rate ofgrowthofrealtime
and savings deposits1

Real interest rate2

(right scale)

Share of time and savings deposits
in total financial assets3 (M2) /

Sources: International Monetary Fund, International Financial
Statistics,
and Fund staff estimates.
1
Nominal deposits, corrected for changes in the consumer price
index
(CPI).
2
Twelve-month
deposit rate, corrected for changes in the CPI.
3
Measured as the sum of monetary and quasi-monetary deposits
with the banking sector.

there was a shift in asset holders' preferences away from
domestic deposits to foreign exchange. This portfolio
shift contributed to a massive decline in foreign exchange reserves in 1974. However, with the restoration
of confidence in the won in 1975, reserves recovered
strongly. In subsequent years repression of interest rates
was eliminated and real interest rates became positive.
Accordingly, the healthy growth of financial savings
resumed once again and exceeded 20 percent in real
terms in each of the years 1976-78.
The second episode of negative real interest rates came
in 1979-80. Like the first episode, it was associated with
increases in oil prices. Following these increases, Korea
experienced a rapid acceleration of inflation, which led
to negative real interest rates despite some upward adjustments in the nominal rates. With interest rates falling
in real terms, the growth of real deposits decelerated
sharply in 1979 and became negative in 1980. Reserves
fell slightly as well, partly because of the re-emergence
of exchange market uncertainties.

Turkey
The experience of Turkey prior to 1980 also illustrates
some of the effects of financial repression. Throughout
the 1970s, nominal interest rates were subject to ceilings
and were kept below the prevailing rates of inflation. The
degree of financial repression was moderate during the
first half of the decade, but intensified significantly in the
latter half, particularly in 1978 and 1979. The demand
for domestic financial assets39 generally declined in response to financial repression. The ratio of time and
savings deposits to GDP fell every year between 1973
and 1978. Similarly, the rate of increase in the real value
of time and savings deposits declined from 27 percent in
1972 to about 8 percent in 1973 and 1 percent in 1974
(Chart 4). In 1975, time and savings deposits started to
decline in real terms and continued to decline at an
accelerating rate through 1978. In 1979 authorities raised
interest rate ceilings by 2 to 14 percent, and time and
savings deposits increased by about 9 percent, owing
partly to the change in interest rates and partly to other
economic stabilization measures adopted during the
year. These developments, however, were quickly reversed and the demand for financial assets started to
decline once again, until the third quarter of 1980, when
interest rates were liberalized.
Under financial repression, there was also a steady
erosion of net capital inflows. Capital flight accelerated
with the intensification of financial repression in 1978
and 1979. Apart from highly negative real interest rates,
the political situation and uncertainties regarding future
39
Financial assets in Turkey consist predominantly of deposits in
financial institutions.
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Chart 4. Turkey: Real Interest Rate and Growth
of Time and Savings Deposits, 1971-81
(In percent)

Rate of growth of real time
and savings deposits1
Real interest rate2
(right scale)

Share of time and savings deposits
in total financial assets5 (M2)

Sources: International Monetary Fund, International Financial
Statistics; Central Bank of Turkey, Quarterly Bulletin; and Fund staff
estimates.
Nominal deposits, corrected for changes in the consumer price
index
(CPI).
2
Twelve-month deposit rate, corrected for changes in the CPI.
3
Measured as the sum of monetary and quasi-monetary deposits
with the banking sector.

developments also were important factors in the deterioration of the capital account. Net capital inflows declined
from US$1.5 billion in 1977 to US$0.7 billion in 1979.
The cumulative decline was due primarily to a reduction
of about US$1 billion in credits supplied by foreign
commercial banks. This decline in net capital inflows

necessitated a sharp curtailment of essential imports. In
1979 imports in nominal terms were 13 percent below
their 1977 level, a decline of 35 percent in real terms.
Intensification of financial repression in 1978 and
1979 led to further distortions in the allocation of resources. Financial funds were rapidly withdrawn from
the banking system and were channeled into real assets,
foreign exchange, and unorganized financial markets.
Highly negative real interest rates, coupled with reduced
confidence in the Turkish lira, made it increasingly difficult for the Government to attract workers' remittances.
In an effort to reduce the distortions stemming from
negative interest rates, the Government liberalized interest rates in July 1980. The initial rise in interest rates,
although substantial, was less than anticipated, given the
prevailing rate of inflation. This development is explained by the domination of the financial system by a
small number of large banks, which reached a "gentleman's agreement" that deposit rates be raised by just
over 10 percentage points for maturities in excess of one
year. Nevertheless, competitive pressures from the
growing number of nonbank financial intermediaries, as
well as from the smaller banks, began to erode the
"gentleman's agreement." At the same time, inflation
began to decelerate, with the result that in 1981 interest
rates became strongly favorable in real terms. The oneyear deposit rate rose to 50 percent by February 1981,
while inflation for 1981 was only about 30 percent.
Following the liberalization of interest rates, funds
started to flow back into the banking system. Time and
savings deposits increased by about 29 percent in real
terms during the quarter immediately following the
liberalization. The flow of funds into the banking sector
continued at an accelerated pace during the last quarter of
1980, as well as throughout 1981. During 1981, the
growth in real time and savings deposits averaged about
30 percent a quarter, and by the end of the year they had
almost tripled compared with the previous year. Concomitant with the strong recovery of the demand for time
and savings deposits, the share of quasi-monetary assets
in broad money rose sharply following the liberalization
of interest rates.
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Appendix III
Interest Rate Policies, Financial Growth, and Economic Growth:
Some Cross-Section Evidence

It is clear from the examples cited in Appendix II that
a change in interest rate policies can have a quite dramatic impact on the rate of accumulation of financial
assets. But the crucial issue of whether this affects income growth was only hinted at in the above country
studies. In this appendix some cross-section evidence
bearing on this issue is studied. The basic data consists of
the growth of real financial assets and real income for the
decade 1971 to 1980 for 21 countries (chosen on the
basis of data availability), together with a classification
of their interest rates. 40 This data is presented in Table 3,
where 21 countries are grouped on the basis of their
interest rate policies. For each country, the compound
real growth rate for broad money and GDP is given for
the decade 1971-80. The countries in Group A are countries that for the decade 1971-80 largely pursued interest
rate policies that compensated depositors for inflation.
The countries in Group B did not maintain fully positive
interest rates, but their real interest rates were not punitively negative. The countries in Group C had high
inflation and severely inadequate deposit interest rates.
As argued in the paper, it would be expected that a
high rate of financial saving would have a positive impact on growth, as it fosters a higher volume and efficiency of investment. Chart 5, a scatter diagram of the
growth of broad money and GDP, tends to confirm the
predicted positive association. The correlation coefficient between the two series is 0.78. The regression of
GDP growth on the growth rate of broad money is given
on line 2 of Table 4. The coefficient of broad money is
0.39 and significantly different from zero at the 1 percent
level. Nevertheless, this finding of positive association
between the rate of growth of broad money and GDP is
inconclusive because there may also be a causal relationship in the opposite direction: a higher rate of income
growth may lead to a more rapid accumulation of wealth
and thus of financial assets.
It is possible that the main stimulus for economic
growth originates in the external sector or is due to
40

The rate of growth of real financial assets is taken to be the growth
of broad money in real terms. Other financial assets not included in
broad money, such as securities, are typically unimportant in developing countries.

exogenous factors beyond the control of policymakers.
With high rates of economic growth, the concomitant
increase in savings can be expected to accelerate the rate
of growth of real financial assets, provided that the
prevailing financial environment in general and real interest rates in particular do not adversely affect the flow
of savings into financial assets. Under the assumption
that GDP growth is exogenous with respect to the growth
of real financial assets, causation runs from the former to
Table 3. Selected Developing Countries: Growth
of Real Financial Assets1 and Real GDP by
Groups Distinguished by Interest Rate Policy,
1971-80
(Compound growth rates, percent per annum)
Financial
Assets
A. Countries with Positive Real Interest Rates
Malaysia
13.8
Korea
11.1
Sri Lanka
10.1
Nepal
9.6
Singapore
7.6
Philippines
5.6

GDP

8.0
8.6
4.7
2.0
9.1
6.2

B. Countries with Moderately Negative Real Interest Rates
Pakistan2
9.9
5.4
Thailand
8.5
6.9
Morocco
8.2
5.5
Colombia
5.5
5.8
Greece
5.4
4.7
South Africa
4.3
3.7
Kenya
3.6
5.7
Burma
3.5
4.3
Portugal
1.8
4.7
Zambia
-1.1
0.8
C. Countries with Severely Negative Real Interest Rates
Peru
3.2
3.4
Turkey
2.2
5.1
Jamaica
-1.9
-0.7
Zaire
-6.8
0.1
Ghana
-7.6
-0.1
Sources: International Monetary Fund, International Financial
Statistics, and Fund staff estimates.
1
Measured as the sum of monetary and quasi-monetary deposits
with the banking sector, corrected for changes in the consumer price
index.
2
The period of coverage is 1974-80.
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Compound growth rate of real GDP

Chart 5. Selected Developing Countries: Growth
of Real GDP and Real Financial Assets,1 1971-81
(In percent)

Compound growth rate of real financial assets
Source: International Monetary Fund, International Financial
Statistics.
'Defined in Table 3.

the latter and the regression with GDP growth as the
independent variable is given on line 5 of Table 4.
It may be possible, however, to demonstrate that high
rates of growth of both financial assets and output are
associated with positive real interest rate policies.
Presumably, interest rate policies are exogenous—there
is very little feedback from income growth to the policymaker's determination of interest rates for savers. A
finding that real interest rates are correlated with both
financial savings and output growth, therefore, tends to
support the reasoning in Section III of this paper.
To demonstrate conclusively that such a correlation
exists would require extensive research, taking into account other possible influences on financial savings and
output growth besides interest rate policies. Nevertheless, a preliminary and tentative approach to such a
demonstration is attempted here. Chart 6 presents the
growth rates of real financial assets and output as a
function of interest rate policies. These scatter diagrams
evidence the strong influence of interest rate policies on

financial savings and output growth. Countries where
real interest rates were positive, experienced significantly higher growth of both financial assets and output
compared with countries where real interest rates were
substantially negative. In Chart 6, regressions of the
growth rates of output and real financial assets on interest
rate policies are also presented.41 The estimated regression coefficients are given on lines 1 and 4 of Table 4.
Both of these regressions indicate that interest rate
policies have a strong and statistically significant influence on financial savings and output growth performance. Although these results, admittedly, are tentative,
they nevertheless lend support to the main line of reasoning in the paper.
The preceding analysis indicates that covariation between growth rates of real financial assets and output can
be explained substantially in terms of differences in interest rate policies. The data supports the argument that
positive interest rate policies stimulate output growth,
and that this stimulus is transmitted mainly through the
intermediation of financial asset accumulation.42
Moreover, there is also some positive association between growth rates of real financial assets and output that
is independent of interest rate policies. Line 3 of Table 4
gives the regression of output growth on interest rate
policies and that part of broad money growth which is
uncorrelated with interest rate policies. The estimated
coefficient of the latter variable is positive (0.36) and
statistically significant. This finding suggests that there
exists a strong association between output growth and
growth of real financial assets, even when the effect of
interest rate policies is neutralized, although, as before,
the direction of causation cannot be determined.
It is clear, however, that interest rate policies have a
significant impact on financial deepening as measured by
the difference between the rates of growth of real broad
money and output. Results reported on line 7 of Table 4
show that in countries where positive real interest rates
were maintained, the ratio of real broad money to GDP
increased by 3.5 percent annually on average, whereas in
countries with highly negative real rates the same ratio
declined by 3.5 percent annually.
The evidence presented here seems to give some tentative support to the view that, in the longer run, positive
real interest rates contribute to the growth of output.
Because of the correlation between the growth of output
and financial savings, this evidence does not serve to
explain the mechanism by which positive real interest
rates stimulate economic growth. One possibility is that
41
Interest rate policies were quantified by assigning 1 to countries in
Group A , 0 to countries in Group B , and —1 to countries in Group C .
42
It is possible to separate the total impact of interest rate policies on
output growth into two components: the direct impact which is 0.29,
and the impact through the response of financial asset accumulation
which is 2.11. The two components add up to 2.40, which is the total
impact given in line 1 o f Table 4.
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Table 4. Summary of Estimated Regressions
Dependent
Variable
1.

Y

2.

Y

3.

Y

4.

M

5.

M

6.

M

7.

M-Y

Independent Variables'
Constant

R3

4.35
(9.12)
2.66
(5.26)
4.35
(11.00)
4.35
(5.55)
-2.41
(1.61)
4.35
(6.70)

2.40
(3.64)
2.40
(4.40)
5.86
(5.42)
5.86
(6.54)
3.46
(4.07)

M4

Y5

RM6

0.39
(5.50)

RY7

0.36
(3.11)
1.57
(5.50)

0.97
(3.11)

F-Statistic2

R-Square

13.3
(1,19)
30.3
(1,19)
14.5
(2,18)
29.4
(1,19)
30.3
(1,19)
26.2
(2,18)
16.6
(1,20)

0.41
0.61
0.62
0.61
0.61
0.74
0.45

Source:
Fund staff estimates based on data presented in Table 3.
1
r-statistics are given in parentheses.
2
Degrees of freedom are given in parentheses.
3
Interest rate policy indicator. It is 1 for countries in Group A , 0 for those in Group B, and -1 for those in Group C.
4
Rate
of growth of real broad money over the decade 1971-80.
5
Rate of growth of GDP over the decade 1971-80.
6
Residuals from the regression on line 4. This component represents the part of M that is uncorrelated with interest rate policy.
7
Residuals from the regression on line 1. This component represents the part of Y that is uncorrelated with interest rate policy.

Chart 6. Selected Developing Countries: Growth of Real Financial Assets1 and Real GDP by Groups
Distinguished by Interest Rate Policy,2 1971-80

Growth of Real Financial Assets

Growth Rate of Real GDP

'As defined in Table 3.
See Table 3 for specification of these groups.

2
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the principal effect of positive real interest rates is to
raise the quality of investment, thereby increasing the
growth rate of output and consequently that of financial
savings. Another possibility is that the principal line of
causation is, as suggested earlier, from interest rates to
financial savings to growth of output. In either case,
there does appear to be a relationship between interest

rate policy and growth. 43 Furthermore, although the data
is consistent with alternative interpretations, there is no
evidence that necessitates the dismissal of the main line
of argument of this paper.
43
Because of the administered nature of interest rates in these
countries, a reversed direction of causation from either growth of
output or growth of financial savings to interest rates has been ruled
out in this analysis.
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