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FOREWORD 

Inc reas ing  concern i s  being r a i s e d  over  t he  e f f ec t i veness  o f  orthodox 
macroeconomic po l  i c y  i n  A f r i ca ,  p a r t i c u l  a r l y  when t h e  po l  i c y  i s  accompanied 
by sec to ra l  p o l i c i e s  f o r  s t r u c t u r a l  adjustment o f  t he  economy. CFNPP i s  
t h e r e f o r e  under tak ing a  number o f  s tud ies  o f  macroeconomic p o l i c y  t o  
complement i t s  work on the  causes and c h a r a c t e r i s t i c s  o f  pover ty ,  food 
i n s e c u r i t y ,  and m a l n u t r i t i o n  i n  sub-Saharan A f r i c a .  

Th is  paper concerns one c r i t i c a l  aspect o f  s t r u c t u r a l  adjustment: 
1  i bera l  i z a t i  on of c r e d i t  markets. For convenience, many devel oping 
c o u n t r i e s  p lace  g loba l  c r e d i t  c e i  1 i ngs on domestic c r e d i t  f o r  monetary 
c o n t r o l  (as opposed t o  t h e  textbook systems o f  reserve requirements and open 
market opera t ions  t y p i c a l  i n  i n d u s t r i a l  i zed coun t r i es ) .  The monetary 
a u t h o r i t i e s  gene ra l l y  d i s t r i b u t e  these c e i l i n g s  t o  i n d i v i d u a l  banks i n  
p r o p o r t i o n  t o  each bank 's  e x i s t i n g  market share o f  loans. I n  t h i s  paper, 
Stephen Younger p o i n t s  ou t  two problems w i t h  t h i s  approach t o  monetary 
c o n t r o l  : i t  i s  l i k e l y  t o  t hwar t  t he  gains o f  i n t e r e s t  r a t e  l i b e r a l i z a t i o n ,  
and i t  generates a n t i c o m p e t i t i v e  behavior  i n  t h e  banking sec tor .  He 
proposes severa l  a1 t e r n a t i v e  r u l e s  f o r  d i v i d i n g  a  g loba l  c r e d i t  c e i  1  i n g  
among banks t o  a1 l e v i a t e  t he  1  a t t e r  problem. A1 1  o f  t h e  r u l e s  a re  as simp1 e  
as the  c u r r e n t  p rac t i ce ,  bu t  they would p rov ide  s t ronger  i ncen t i ves  f o r  
compet i t ion  i n  t h e  banking sec to r  and, thus, improve economic e f f i c i e n c y .  
Th is  i s  e s p e c i a l l y  t r u e  f o r  economies t h a t  a re  a t tempt ing  t o  l i b e r a l i z e  
t h e i r  f i nanci a1 markets. 

Washington, DC 
August 1991 

David E. Sahn 
Deputy D i rec to r ,  CFNPP 



1. INTRODUCTION 

Financial l iberal izat ion i s  an important and popular theme in 
development economics. Even though academic economists continue t o  debate 
i t s  merits, international donors and 1 ending ins t i tu t ions  appear to  have 
accepted the proposi t i  on that  f i nanci a1 1 i beral i zat i  on i s  an important 
aspect of economic development. This be1 i e f ,  along with the economic 
d i f f i cu l t i e s  of the 1980s that  forced many countries t o  embrace structural 
adjustment pol i c i e s  recommended by the World Bank and/or the International 
Monetary Fund,  has meant tha t  many economies have moved (with more or  less  
enthusiasm) toward 1 i beral i z i  ng the i r  financial markets. 

Most of the attention tha t  was focused on financial markets concerns 
the price in those markets: economists encourage countries to  a1 low 
in teres t  rates t o  f loa t ,  o r  a t  leas t  t o  adjust controlled rates t o  
positive real levels.  The fact  that quantities in these markets are  also 
rationed administratively has received less  attention. Whi 1 e I have not 
found a general treatment of t h i s  phenomenon in the 1 i te ra ture ,  the use of 
c redi t  cei l ings on banks' lending appears to  be common practice in low- 
income countries, thus imposing quantity constraints on what i s  usually 
the only (formal sector) channel for  finance.' Even in countries with 
relat ively more sophisticated financial ins t i tu t ions ,  such as Mexico and 
Thai land, the authori t ies  occasional ly use direct  c redi t  controls to  
impose t igh t  monetary policy (see Johnston and Brekk 1989). 

Credit cei l  ings have the i r  just i f icat ion:  they are  a convenient, 
direct ,  and observable means of controlling the stock of domestic credi t  
to  the nongovernment sectors. In fac t ,  the IMF often i n s i s t s  on such 
cei 1 ings in i t s  standby arrangements because they provide an easi ly  
observable, unambiguous performance cr i ter ion.  B u t  di rect control s often 
impede the realization of the benefits that  should come from financial 
l iberal  ization: more competitive banking, higher deposit mobil ization, 
and oreater and more ef f ic ien t  c a ~ i  ta l  formati on. 
level", i t  i s  a simple exercise to  show that  freeing 

' ~ t  a macroeconomic 
(or tinkering with) 

' See the fol 1 owi ng papers : Biggs, Srivastava, and Wakeman-Linn (1990) 
on Nigeria; Bolnick (1990) on Malawi; Cheng (1988) on the Pacific Rim 
countries; Lundberg (1968) on Japan in the 1960s; Younger (1991) on Ghana; 
and Johnston and Brekk (1989) on several other countries. Fry (1988), 
mentions the practice in general terms, b u t  gives no examples or analysis. 
In addition t o  consulting these studies, several experienced pol icymakers 
have expressed the opinion that  the practice of credi t  controls i s  
pervasive in Africa, and somewhat less  common in Latin America and Asia. 



deposit and loan r a t e s  in the  presence of binding c r ed i t  cei 1 ings wi 11 
simply red i s t r ibu te  the  rent  associated with the  quanti ty const ra int ,  
doing nothing t o  mobi 1 i ze  deposits  o r  increase capi ta l  formation (see 
Appendix A). This may help t o  explain the f ru s t r a t i on  t h a t  some 
pol icymakers in 1 ess  developed countri e s  express w i t h  f i  nanci a1 
l  i  beral iza t ion:  i t  r ed i s t r ibu tes  income - often toward bankers (hardly 
everyone's favor i t e  constituency) and away from once-favored borrowers - 
but i t  does not noticeably improve efficiency.  Even depositors may lose: 
in Ghana, banks t ha t  faced t i gh t  c r ed i t  ce i l ings  responded t o  a recent 
freeing of i n t e r e s t  r a t e s  by lowering the  savings deposit i n t e r e s t  ra te .  
Bolnick (1990) repor ts  t ha t  the  same would have occurred in Malawi i f  the  
Central Bank had not used moral suasion t o  preempt the move by commercial 
banks . 

I t  i s  not easy t o  f ind a simple solution t o  t h i s  problem. There are  
usually very good reasons - in f la t ion  and balance of payments problems - 
t o  i n s i s t  on t i g h t  monetary policy when the international  i n s t i t u t i ons  are  
cal led i n ,  so t ha t  even under a system of ind i rec t  monetary control ,  
c r ed i t  would have t o  be made more scarce. In many cases,  one cannot hope 
f o r  b e t t e r  policy than t o  wait f o r  prices t o  adjust  downwards - or  
in f la t ion  t o  slow - so t ha t  the  ce i l ings ,  which are always established in  
nominal terms, a re  not binding, and the  newly l iberal ized i n t e r e s t  r a t e s  
can begin t o  a f f ec t  the  al location of savings and investment. B u t  this 
does not change the  f a c t  t ha t  many LDC res idents '  f i r s t  impression of 
i n t e r e s t - r a t e  1 i  beral i  zation i s  one of redis t r ibut ion ra ther  than improved 
efficiency.  

Pol i  cymakers could, however, great ly  -improve another aspect of d i r ec t  
c r ed i t  controls .  While macro control often d i c t a t e s  a binding global 
c red i t  cei 1 ing, governments generally d i s t r i bu t e  t ha t  cei 1 ing among 
individual banks on a market-share basis .  Even in countries such as  
Ghana, where f  i  nanci a1 1 i beral i  za t i  on has proceeded t o  t he  point where 
i n t e r e s t  r a t e s  are  f loa t ing  (or fixed a t  r e a l i s t i c  l eve l s ) ,  the  usual 
pract ice  i s  t o  es tabl ish  the global ce i l ing  f o r  a quar ter  o r  a year and 
then divide i t  among exis t ing banks based on each bank's share of loans 
outstanding in the  preceding period. Such a pol icy, s t r i c t l y  appl ied, 
r e s t r i c t s  entry  and gives banks no incentive t o  compete f o r  new borrowers 
o r  depositors because they are  not allowed t o  lend the  new funds. The 
r e su l t  i s  not unl i ke the  outcome of a col 1 usi ve arrangement between banks: 
each bank gets  i t s  share of the  market without f ea r  of competition and 
earns excess p ro f i t s  because c r ed i t  i s  rationed and entry prohibited. The 

In markets where the  government imposes c r ed i t  ce i l ings  and mandates 
i n t e r e s t  r a t e s  a t  the same time, only one r e s t r i c t i on  will be binding, of 
course. Given t ha t  most countries l i be r a l i z e  t h e i r  i n t e r e s t  r a t e s  only 
under pressure from the  World Bank and the  IMF, and t ha t  those 
i n s t i t u t i o n s  generally i n s i s t  on t i g h t  monetary pol icy in t h e i r  programs, 
i t  seems l ike ly  t ha t  the  c r ed i t  ce i l ing  will often be binding a t  the time 
of a f inancial  l ibe ra l i za t ion ,  even i f  i t  i s  not usually so. 



o n l y  n o v e l t y  here i s  t h a t  the  government prov ides t h e  enforcement 
mechanism t o  h o l d  t h e  c a r t e l  together .  

A move t o  i n d i r e c t  monetary c o n t r o l  - abo l i sh ing  t h e  c r e d i t  c e i  1  i n g s  
and us ing  reserve requirements and open-market operat ions t o  c o n t r o l  t h e  
s tock  o f  domestic c r e d i t  - would obv ious ly  so lve  t h i s  problem, and many 
coun t r i es  a re  headed i n  t h a t  d i r e c t i o n  (see, f o r  example, Duesenberry and 
McPherson 1990; Johnston and Brekk 1989; o r  Pe re i ra  and Sundararajan 
1990). Yet t h e  macroeconomic case f o r  ma in ta in ing  g loba l  c r e d i t  c o n t r o l s  
i s  o f t e n  made f o r c e f u l l y  by Centra l  Banks and t h e i r  i n t e r n a t i o n a l  
c r e d i t o r s .  Achiev ing monetary c o n t r o l  and macro s t a b i  1 i t y  w i t h  i n d i r e c t  
c o n t r o l s  requ i res  soph i s t i ca ted  f i n a n c i a l  i n s t i t u t i o n s ,  as we1 1  as Cent ra l  
Bank capac i t y  t o  mon i to r  f i n a n c i a l  cond i t i ons  and t h e  o v e r a l l  p o r t f o l i o  
performance o f  t h e  commercial banks. Even i f  these i n s t i t u t i o n a l  demands 
a re  met, i n d i r e c t  monetary c o n t r o l  i s  l e s s  prec ise,  e s p e c i a l l y  w i t h  
r a p i d l y  changing f i n a n c i a l  markets and o the r  s t r u c t u r a l  changes t h a t  a re  
1  i k e l y  t o  accompany a  Bank o r  Fund program. Given these r e s t r i c t i o n s ,  i t  
seems 1 i k e l y  t h a t  many coun t r i es  w i  11 choose t o  s t i c k  w i t h  c r e d i t  c e i  1 i ngs 
as a  means of monetary c o n t r o l  f o r  several  more years. What I o f f e r  i n  
t h i s  paper, then, a re  severa l  op t ions  f o r  d i s t r i b u t i n g  a  g loba l  c r e d i t  
c e i l i n g  deemed necessary f o r  monetary c o n t r o l  i n  a  way t h a t  f o s t e r s  
g rea te r  compet i t ion  and e f f i c i e n c y  i n  t he  commercial banking sec tor .  



2. ALTERNATIVE ALLOCATION RULES 

My suggestions are  s t ra igh t fo rward ,  bu t  i t  may be usefu l  t o  couch 
them i n  terms o f  a  simple model. To t h a t  end, consider  an economy t h a t  
has several banks t h a t  behave compet i t i ve ly .  Each bank takes depos i ts  a t  
i n t e r e s t  r a t e  r,, and makes loans a t  r ,  i n c u r r i n g  a  cos t  o f  f i n a n c i a l  
i n te rmed ia t i on  t h a t  depends on the  amount o f  loans made and a  
f i r m / s p e c i f i c  s h i f t  parameter, yj.3 I f  each bank i s  sub jec t  t o  a  reserve 
requirement o f  p percent o f  deposits,  i t s  p r o f i t  maximizat ion problem i s  
w r i t t e n  as 

max x - r L * L j - r D - D j - C j ( L j , y j )  s . t .  R.ipD. J J and l .+R.sDj J J 

MjJ j1  (1 

where r, and rD are  the  i n t e r e s t  ra tes  on deposi ts  and loans; Lj, D,, R j  a re  
t h e  loans, deposits,  and reserves o f  bank j; and C j  i s  t he  cos t  f u n c t i o n  
f o r  bank j, w i t h  sCj/sLj > 0, s 2 C j / s 2 ~ ,  > 0, sCj/syj > 0. 

I t  i s  s t r a i g h t f o r w a r d  t o  show t h a t  these banks w i l l  maximize t h e i r  p r o f i t s  
by t a k i n g  deposi ts  and making loans up t o  the  p o i n t  where 

Th is  contr ivance imp l i es  t h a t  the  banks are  no t  i d e n t i c a l ,  and t h a t  
an e f f i c i e n t  a l l o c a t i o n  o f  resources w i l l  have some banks w i t h  l a r g e r  
market shares than others. Further,  i f  the  yi ls change over  time, the  
e f f i c i e n t  share f o r  each bank w i l l  a l s o  change. F a i l u r e  t o  a d j u s t  t o  
these changes i s  t he  key problem w i t h  t h e  cu r ren t  p r a c t i c e  o f  f i x i n g  
c r e d i t  quotas on a  market-share basis.  

Several o the r  r e a l i s t i c  assumptions about t he  s t r u c t u r e  o f  t he  
banking i n d u s t r y  would y i e l d  s i m i l a r  r e s u l t s .  For example, i f  banks have 
customer markets so t h a t  t h e i r  c l  i ents ( e i t h e r  depos i to rs  o r  borrowers) 
cannot move c o s t l e s s l y  from bank t o  bank, then changing circumstances o f  
t he  banks' c l i e n t s  w i l l  imply t h a t  each bank 's  e f f i c i e n t  share o f  loans 
outstanding should vary. I n  t h i s  case, each bank would have i t s  own s e t  
o f  i n t e r e s t  ra tes ,  b u t  t he  ideas i n  t he  paper go through j u s t  the  same. 



It i s  t h e o r e t i c a l l y  poss ib le  t o  use c r e d i t  c e i l i n g s ,  r a t h e r  than 
reserve requirements and c o n t r o l  o f  the  money base, t o  e s t a b l i s h  t h i s  
e q u i l i  br ium by choosing each L j  t o  be equal t o  t he  values determined by 
Equation 2. But i n  p r a c t i c e  the  a u t h o r i t i e s  would need t o  know each 
bank's cos t  f u n c t i o n  t o  be able t o  do t h i s ,  and they would need t o  a d j u s t  
each bank's quota every t ime the  bank's cos t  f unc t i ons  s h i f t  i n  d i f f e r e n t  
ways over  t ime. I n  t h e  absence o f  these adjustments, even an i n i t i a l l y  
e f f i c i e n t  s e t  o f  quotas w i l l  become i n e f f i c i e n t  as banks t h a t  develop 
re1 a t i  v e l y  h ighe r  cos ts  are a1 lowed t o  p e r s i s t  beside more compet i t i ve  
i n s t i t u t i o n s  t h a t  a re  no t  permi t ted  t o  expand t h e i r  market share. 

Using past  market shares as a  basis  f o r  a l l o c a t i n g  g loba l  c r e d i t  
c e i l i n g s  seems so obv ious ly  f lawed t h a t  i t  i s  hard t o  see why i t  p e r s i s t s .  
One poss ib le  reason i s  t h a t  a  simple and observable r u l e  a l lows the  
government t o  avoid o t h e r  more ser ious costs o f  " rent-seeking"  than could 
be i ncu r red  i f  the  quotas were d i s t r i b u t e d  i n  a  more d i s c r e t i o n a r y  manner. 
D i s t r i b u t i o n  on a  market-share bas is  i s  a l s o  w ide ly  seen as " f a i r , "  
probably i n  comparison t o  an a1 l o c a t i o n  based on p o l i t i c a l  f avo r i t i sm.  

Yet t he re  are  o the r  equa l l y  simple and a r b i t r a r y  r u l e s  t h a t  cou ld  be 
used t o  avoid "rent-seeking," wh i l e  d i s t r i b u t i n g  c r e d i t  c e i l i n g s  among 
banks more e f f i c i e n t l y .  Suppose, f o r  example, t h a t  t h e  c e i l i n g s  were 
d i s t r i b u t e d  on a  bas is  o f  each bank's share o f  deposi ts  r a t h e r  than loans. 
Each bank would maximize Equation 1 sub jec t  t o  t h e  c o n s t r a i n t :  

Again, i t  i s  simple t o  show t h a t ,  i f  the  g loba l  c r e d i t  c e i l i n g  i s  se t  a t  
t he  same amount o f  loans determined by Equation 2, t h e  outcome f o r  each 
bank and the  market as a  whole w i l l  be i d e n t i c a l  t o  the  i n d i r e c t  monetary 
c o n t r o l  e q u i l i  brium. That i s ,  by a1 l o c a t i n g  each bank's c r e d i t  ce i  1  i n g  on 
t h e  bas is  o f  share o f  deposi ts  r a t h e r  than past  loans, t he  a u t h o r i t i e s  
could rep1 i c a t e  the  compet i t i ve  s o l u t i o n .  More impor tan t ly ,  i f  t h e r e  are  
changes i n  an i n d i v i d u a l  bank's cos t  o f  f i n a n c i a l  i n te rmed ia t i on  t h a t  make 
i t  more compet i t ive,  i t  can now ad jus t  i t s  share o f  the  market by simply 
generat ing more deposi ts  - the loan share f o l l o w s  automat ica l l y .  I n  t h i s  
way, t he  gross i n e f f i c i e n c i e s  l i k e l y  t o  develop over t ime under the  
standard p r a c t i c e  can be avoided. 

As a  p r a c t i c a l  mat ter ,  the  r u l e  f o r  ass igning quotas would have t o  be 
based on lagged deposi ts ,  and t h i s  would d r i v e  a  s l i g h t  wedge between t h e  
i n d i r e c t  c o n t r o l  equi 1 i b r i  um and the  deposi t  shares so lu t i on ,  s ince  banks 
would f i r s t  have t o  generate deposits,  then c a r r y  them a t  an i n t e r e s t  cos t  
u n t i l  the  quotas are  reassigned. But as long as the  quotas are  ad jus ted  
f requen t l y ,  t h i s  d i f f e r e n c e  w i  11 be small compared t o  t h e  e f f i c i e n c y  costs 



of ce i l ings  based on past  loans.' I t  i s  a lso  worth noting t h a t  lagged 
deposits  a re  equal t o  lagged loans plus excess reserves,  so d i s t r ibu t ing  
quotas based on each bank's share of lagged loans, plus excess reserves 
would y ie ld  exactly the same r e su l t  as a rule  based on lagged deposits .  Â¥ 

Another scheme t h a t  i s  more forward-looking would be t o  ask the  banks 
t o  bid f o r  a share of the overall c r ed i t  c e i l i ng  by promising t o  deposit 
a  ce r ta in  amount of reserves in the  Central Bank during the  period in 
which the  ce i l i ng  i s  t o  be in  e f fec t .  Each bank would then be given a 
share of the  global quota proportional t o  the amount of reserves i t  
pledges t o  deposit .  Formal l y ,  the const ra int  on each bank's optimization 
would be 

Again, as  1 ong as  the global c r ed i t  cei 1 ing is s e t  a t  the  same level 
as the  amount of loans under the  ind i rec t  c r ed i t  regime, the  equilibrium 
i s  ident ical  t o  the  ind i rec t  control equi 1 i brium and a1 lows the  a1 location 
of ce i l ings  t o  each bank t o  change with changing competitiveness. 

In a s imi la r  vein, Duesenberry and McPherson (1990) mention the  idea 
of creat ing a "pseudo-market" in which banks would have t o  bid f o r  a 
c h i t "  t h a t  allowed them t o  make loans. This would not generally produce 
the  same solution as  ind i rec t  monetary control ,  s ince the  cost  of buying 
c h i t s  from the  Central Bank would drive a l a rger  wedge between deposit and 
loan ra tes .  While t h i s  could be compensated by lowering the reserve 
requirement, t h a t  might not be prudent. 

This problem could be minimized i f  the  Central Bank were will ing t o  
pay i n t e r e s t  on reserve deposits .  

I t  i s  possible t h a t  something l i ke  t h i s  happens in actual practice.  
Even though each bank's share of the  global ce i l ing  i s  s t i cky ,  i t  i s  not 
completely r ig id  in most countries.  One way a bank might gain a higher 
share i s  by showing the Central Bank t h a t  i t  held large  amounts of excess 
reserves,  and by arguing tha t  i t  should be a1 lowed t o  lend them out.  



3. A C A U T I O N  ON BANK PROFITS 

To t h e  ex ten t  t h a t  c u r r e n t  c r e d i t  c e i l i n g s  d i s t r i b u t e d  on a  market- 
share bas i s  a re  b ind ing ,  they  generate r e n t s  t h a t  a re  captured by t h e  
commercial b a n k s 6  Each o f  t h e  schemes out1 ined  here would t r a n s f e r  those 
r e n t s  t o  someone e l s e  - deposi tors ,  i n  t h e  case o f  us ing  depos i t  shares t o  
a l l o c a t e  quotas; t he  Centra l  Bank i n  t h e  o t h e r  two. I f  t h e  banks have 
been us ing  those r e n t s  t o  cover  losses on a  weak p o r t f o l i o  o r  t o  support  
a  b loa ted  s t a f f ,  then a  change i n  p o l i c y  may cause them t o  f a i l . 7  Whi le 
t h i s  s o r t  o f  compe t i t i ve  pressure i s  p r e c i s e l y  what t h e  a u t h o r i t i e s  should 
hope f o r  i n  t h e  course o f  a  f i nanci a1 sec to r  l i bera l  i z a t i  on, some care  i n  
t h e  t r a n s i t i o n  i s  necessary t o  ensure t h a t  t h e  f i n a n c i a l  system can, i n  
f a c t ,  weather i t  w i thou t  a  major  c r i s i s .  

Reserve requirements t r a n s f e r  some o f  t h a t  r e n t  t o  t h e  Cent ra l  Bank. 
But i f  t h e  c e i l i n g s  r a t h e r  than t h e  reserve requirements a r e  b ind ing ,  no t  
a l l  o f  t h e  r e n t  w i l l  be captured by t h e  a u t h o r i t i e s .  S i m i l a r l y ,  c e i l i n g s  
on l oan  r a t e s  o r  f l o o r s  on depos i t  r a t e s  t r a n s f e r  some o f  t h e  r e n t  t o  
borrowers o r  savers. 

Th is  has c l e a r l y  been t h e  case i n  Ghana i n  recen t  years, and 
apparent ly  was a1 so t r u e  o f  Chi 1 e be fore  t h e  banking reforms t h e r e  (see de 
1  a  Cuadra and Val des 1989) . 



4. CONCLUSION 

Even though a  case f o r  g l oba l  c r e d i t  c e i l i n g s  can be made on t h e  
grounds o f  monetary c o n t r o l  and/or i n s t i t u t i o n a l  c o n s t r a i n t s ,  i t  i s  c l e a r  
t h a t  b i n d i n g  c r e d i t  c e i l i n g s  d i s t r i b u t e d  on a  market share b a s i s  w i l l  
impede compe t i t i on  i n  t h e  banking s e c t o r  and w i l l  g e n e r a l l y  t h w a r t  t h e  
promised ga ins  of f i n a n c i a l  1  i b e r a l i z a t i o n .  Th is  i s  t r u e  even i f  i n t e r e s t  
r a t e s  a re  f r ee  o f  r e s t r i c t i o n  and o t h e r  c r e d i t  market i n t e r v e n t i o n s  
( s e c t o r a l  a1 l o c a t i o n s ,  e tc . )  a re  absent. Nevertheless, s imple and 
p r a c t i c a l  r u l e s  f o r  t h e  a l l o c a t i o n  o f  a  g l o b a l  c r e d i t  c e i l i n g  t o  
i n d i v i d u a l  banks t h a t  promote compe t i t i on  can be devised. I n  t h i s  paper, 
I have suggested t h r e e  such r u l e s :  

(1) d i s t r i b u t e  t h e  c e i l i n g s  based on each bank 's  share o f  ( lagged) 
depos i ts ;  

(2) d i s t r i b u t e  t h e  c e i l i n g s  based on lagged loans  p l u s  excess 
reserves;  o r  

(3 )  ask banks t o  b i d  f o r  a  share o f  depos i t s  by p romis ing  t o  p l ace  
a  c e r t a i n  amount o f  reserves i n  t h e  Cent ra l  Bank. 

Whi l e  these  r u l e s  a1 1  ocate t h e  r e n t s  assoc ia ted  w i t h  monetary c o n t r o l  
d i f f e r e n t l y ,  t hey  each have t h e  advantage t h a t  an i n d i v i d u a l  bank 's  market 
share w i l l  expand o r  c o n t r a c t  w i t h  t h e  compet i t i veness  o f  t h a t  bank ( o r  
i t s  c l i e n t s )  i n  a  way t h a t  m i r r o r s  t h e  response o f  an i n d i r e c t  c o n t r o l  
regime t o  a  s i m i l a r  change i n  c i rcumstances. Th i s  f l e x i b i l i t y ,  i n  t h e  
face o f  market  changes, would be an improvement ove r  t h e  c u r r e n t  p r a c t i c e  
i n  many deve lop ing  economies, a  use fu l  i n t e rmed ia te  s tep  between t h e  
h i g h l y  c o n t r o l l e d  monetary regimes commonly employed, and f u l l  f i n a n c i a l  
1 i b e r a l  i z a t i o n  w i t h  i n d i r e c t  monetary c o n t r o l  i n  t h e  Western t r a d i t i o n .  



A P P E N D I X  A 

This appendix presents a  brief  argument t h a t  i n t e r e s t  r a t e  

l i be r a l i z a t i on  will  have no eff ic iency e f f ec t s  in the  presence of binding 

c r ed i t  ce i l ings .  Consider Figure 1, which could apply t o  an individual 

bank o r  the  banking sector  as a  whole. In te res t  ra tes  a re  expressed in 

nominal terms with the  understanding t h a t  the  r a t e  of in f la t ion  i s  an 

argument of the  supply and demand functions. The quanti ty of c r ed i t  i s  

a l so  expressed in nominal terms, meaning t h a t  the supply and demand 

functions will s h i f t  out continuously with i n f l a t i on ,  even i f  the  

in f la t ion  r a t e  i s  constant. I f  the  c red i t  ce i l ing ,  Q, is  binding then the - 
i n t e r e s t  r a t e  cei 1  ing, r, must be below the i n t e r e s t  r a t e  t h a t  banks would 

charge i n  the  absence of the  i n t e r e s t  r a t e  r e s t r i c t i on ,  rz. This imp1 i e s  
- 

t h a t  when the i n t e r e s t  r a t e  i s  l ibe ra l i zed ,  i t  wil l  jump  from r t o  rz, 
b u t  the quantity of loans wi 11 not change. Consequently, there  wi 11 be no 

improvement in the  a l locat ion of resources - the  quanti ty of loans does 

not change, nor does the  i n t e r e s t  r a t e  on deposits ( i f  i t  i s  unres t r ic ted)  

- b u t  the part  of the  rent  associated with the  quota t h a t  previously went 
m,. 

t o  borrowers, ( r ,  - r) Q ,  will be shif ted t o  the bank(s). Exactly the  

same argument would apply t o  the  1 i  beralization of deposit r a tes .  I f  the  
banking industry i s  competitive and entry i s  unres t r ic ted,  then new banks 

wi l l  open and bid fo r  deposits ,  driving the deposit r a t e  up  t o  the  point 

where the  spread just covers banks' costs .  B u t ,  i f  entry i s  prohibited 

(because ce i l ings  a re  applied t o  individual banks, o r  f o r  any other 

reason), then exis t ing banks wi 1 1  earn a  rent  indef in i te ly .  
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Figure 1 - Rationed E q u i l i b r i u m  o f  C r e d i t  Market 

Supply of Deposits 

Demand for Loans 
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