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a clear support for liberalization policies which intend to -reduce 

simultaneously the reserve ratio and the rate of inflation while 

d maintaining a positive real deposits rate (p . =6)~ 

V) Conclusions 

It was·found in this paper that policies which are usual-

ly used as non inflationary ways to finance higher public deficits 

have a long run i~~act which goes in the exact opposite direction: 

inflation goes up even higher than if the deficits had been simply 

monetized. The reason behind this result has to do with the rent 

associated with the provision of liquidity services. To the extent 

that the welfare provided by liquidity is larger than the cost of 

"dO "t 10/ prov1. 1.ng 1. ,- there- exists a rent which can be tapped by the 

state and used to £inance its deficit in a truly non inflationary 

way. If the state, through the use of mistaken monetary policies, 

forces agents to accumulate their own liquidity instead of using 

the one provided by the multiplier effects of the banking system, 

everybody stands to loose in the long run: the public because it had 

to lower its consumption for a while in order to accumulate more 

wealth; and the state because it drove out of the market part of 

his customers and had therefore to accept a laver income on the sale 

of its liquidity services. 

10/ This seans to be intuitively true although the confi.nna.tion of the hyp:>thesis 
is of murse an enpirical matter. 
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For this scenario t6 be true, the state should also be 

able to take away from the banking system the rent associated with 

liquidity. Wether this is true or not is a matter of empirical in-

vestigation. If one judges by the proliferation of banking bran-

ches and the general well being of banks in most LDC's, it may be 

thought that the banking system has generally <been able to retain 

for itself a large part of this rent. If that is so, banks~~uld have 

<generally been made better off by a period of rising reserve ratios 

such as many LDC',s have experienced in the last decades. And ex­

penditures (particularly in the opening of new branches and the 

11/ multiplication of banks) may also have risen in paralel.- < However, 

as the rising trends in the reserve ratios tend to stabilize, banks 

may experience a long run squeeze in their revenues. Iri the context 

of an overextended banking structure and of a generally non compet-

itive interest rate determination, this may lead to a rise in the 

monopoly power of banks as they struggle to defend their incomes. 

11/ That seens to be true in the case of Mexico. See for example Ize (1982). 
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Appendix .. 

A. Derivation of the differential system. 

Differentiate equations (12) to (16): 

of 0 0 

R + a U A (A-I) = F 
R a U A 

o· R b °b 
R = p p (A-2) 
R R 

0 0 of 
d R + a (A.;... 3) = R p-c a 

0 0 of °b 
m R .+ a p 

(A-4) = p- o 
m R a r 

0 0 of "O,b 
d R 

+ 
a p 

(A-5) = 
a F Od d R r -r 

Differentiate also the utility function: 

0 0 

U [ <l C + Ct.Q.. 
0 

<ll r d 0 ] = y c - m + d 
U 

c 
l+rd ~ 

m l+r d 
(A-6) 

Finally, express equation (10) as: 

o b 
A = 6 _ p (A-7) 
X 

Using (A-3), (A-4) and (A-5); (A-6) may be rewri.tten: 



o 
U 

= 
U 

y (~ + 
R 

(A-8) 

17. 

On the other hand, (A-I) and (A-7) give: 

o 
U = 
U 

o 
R 

R 
+ + 

b 
p 

And, with (A-2), (A-8) and (A-9): 

= R 
R b + y / (1-y) 

p 

"[pb_O 
1 - Y 

(A-9) 

(A-I0) 

On the other hand,· wi th (14) to (16), the budget cons;'" 

traint can be expressed as: 

(A....;lI) 

Rearranging terms and expressing a as 1 - ClQ,' the last term on the c 

right hand side of this equation can be shown to be equal to 

[R + pb] F Substituting then b obtained from (4) into (A-ll): a . 

o b F 
a = y + p" a - Ra 

b. Stability condition 

For the steady state equilibrium to be a saddle pOint, 



18. 

the determinant of the Jacobian of the'~ystem must be negative around 

it. Differentiati..on of equations (21) and (22) gives: 

b 
R/e (1 Rb/e)a p - -

P 

J = 
R Y R 

( 'f Rpb/e ) 
2 

--, + 
R b + Y /( I-y) a R b + y/(1-y) l-y 

p p 

So that det~ < a if: 

{ph_ R/el (y +. Rpb/e) - y (l-R b/e) < 0 
1-y a P 

Replace y/a by its ,steady state value obtained from (20), and the 

condition above becomes: 

b ' 
(p -R/e) / (l-y) < 0 and hence 

b 
R> e p • 

c. Short run impacts on consumption. 

in e. 

Consider the short run impact on consumption of a rise 

We know that 

b 
YO - <5 

1-y + R 
e 

o after the impact. 

Y.. < 0 a 

Hence, from (21): 

If the system was initially at the steady state, then from (20): 

:L 
a = * - 0 , where e is the pre-impact value of e. 
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Replacing y/a obtained from this equation into the condition above: 

Since 

R 
e 

* R + 
~* 

b 
y{p -0) 
l-y 

< 0 

.. * * b 
p >0 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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