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a clear support for liberalizatioﬁ policies which intend to»reduce
slmultaneously the reserve ratlo and the rate of 1nflat10n whlle

malntalnlng a positive real depos1ts rate (pdr= §).

V) Conclusions’

it waS»fouhd:in this»papef that policiee which afe'ueua1-~
ly used as non inflationafyrways'to'finance higher pubiic deficits
have a leng rﬁn impacﬁ which goes in the exact opposite direction:
inflation goes up even higher than if the deficits had been simply
monetized. Thelreason behind this result hés to do with the reﬁt'
associated with the provision ef liquidity services.' To the exteht
that the welfare provided by liquidity is larger than the cost of
providing it, 10/ there . ex1sts a rent which can be tapped by the
 state and used to finance its deficit in a truly non inflationary
way. If the state, through the use~of ﬁistaken monetary policies,
forces agents to accumulate*ﬁheir own liquidity instead of using
the one pro&ided by thermultiplief'effects of the banking systemn,
everybody stands to loose in the long run: the pﬁblicrbecause it had
to lower its consumptlon for a whlle in order to accumulate more |
wealth; and the state because it drove out of the market part of

his customersand had therefore to accept a lower income on the sale :

of its liquidity services. o

‘10/ This seems to be intuitively true although the conflrmatlon of the hypotheszs
is of course an empirical matter. :
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For this scenario to be true, the state should'aiso be
'ablé to take away from the banking system the rent associated,ﬁith
liquidity. Wether this is true or not is a matter of empirical %n-
vestigation.  If one judges by'the §foliféfétion,§f banking Eran4
ches and fhe}general well béihg of bénks in most LDCfs,”itlﬁay be
thought:that the banking'systeﬁ has'gééérallyfbeén able to retain
for itself a large part of this'rént;‘ iflthét is so, béﬂﬁsvpuhiféve 
"generally been made better off by'a ?ériéd;of rising reSeive fatios
such as many LDC's have éxperiéhced in the last decades. And ex-
penditures (particuiariy in therpening ofrnew branchesvand thé
multiplicatién of banks) may also have riseﬁ in paraiel.lif HoWéver,
as the rising trends in the reservé fétios tend to stabilize, banks
may experiénce a long run séueeze inrtheir révenUes. In the éogtext
of an overextended bahkingvstructure and of a generally noﬁ compet— -
itive interest rate determinatiqn; this may_leadrto a risé ih ﬁhe

monopoly power of banks as~theykstruggle to defend theirrin¢omes;

11/ That seems to be true in the case of Mexico. See for example Ize (1982).
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the differéntial'system.
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_Diffé;entiate égﬁations:(12) to (16): -
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Finally, express equation (10) as:
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On the other hand, (A-1) and (A-7) give:
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And, with (A-2), (A-8) and (A-9):
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On the other haﬁd,Fwith (14) to (16), the budget cons-

traint can be expressed as: -
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Rearranging terms and expressing a, as 1 -a the last term on the

ﬁl

right hand side of this equétion can be'shown,to be equal toA

- [R + pb] aF. Substitutingrthen b obtained from (4) into (Aéil}:
© 7 ' : . o : v : . ,
a=y + pba - RaF ’ o ' : - S {(A=12)

b. Stability condition

For the sfeady state equilibrium to be a saddle point,
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the determinant of the Jacobian of the system must‘bejnegative around .
it. Differentiation of equations (21) and (22) gives:

oP - Rje 7. o S (1 - R b/e)a

R oy R .+ RD
| T (4 e /e)
pr + v/ (1-v) a” pr + v/(1-y) 1-y

So that det J < o if:

(0° - R/ (v,
-y

R b/e) - y (1-R b/e) < o
P o
_ a
Replace y/a by its steady state value obtained from (20), and ther'

condition above becomes:
b L ' L o
(p"-R/e) / (1-y) < o and hence R > e p".
C. Short run impacts on consumption.

impact on consumption of a rise

Consider the short run
. - .

o . . . N .
in e. We know that ob < o after the impact. Hence, from (21):

b
Yo -8 R _ ¥ <,
e a

If the system was initially-ét the steady Stéte, then from (20):

Y = R 5 h ¥y i 1 £
A » where e is the pre-impact value o e.
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Replacing . y/a obtained from this equation intQ’therccnditién'abQVe:

' o : : . R o '
Since 'pb>6 after the impact; this implies R/e < R /e . ‘It is then

clear from (23) that consumption should rise on the impact.
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