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Macroeconomic Policy with Informal
Financial Markets: |
An Integrated Framework

1 Introduction

As indicated in previous chapters, a key issue that arises in the
context of informal financial markets is how the existence of such
markets is likely to affect macroeconomic outcomes in developing
countries. This chaptér and those that follow address this issue
in a formal way. Their primary message is that the coexistence
of controlled official markets for credit and foreign exchange
with the informal financial markets described in chapter 1 affects
the workings of macroeconomic policies in fundamental ways.
A serious analysis of macroeconomic policy in such countries must
take into account the existence of such markets as well as other
structural features that distinguish these countries from the text-
book industrial-country case. This is done in this chapter and
the succeeding one.

The present chapter will focus on financial markets, and a
key structural feature to be stressed is that emphasized by the
McKinnon-Shaw school - i.e. the limited menu of assets available
to private agents in many developing countries. As indicated in
chapter. 2, organized secondary securities markets in which the
central bank can conduct open market operations, for example,
typically do not exist. By and large, individuals can hold currency
as well as demand and time deposits issued by the banking system,
and they can borrow from commercial banks, subject to official
restrictions that commonly determine the interest rates paid and
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charged by financial institutions. Durable goods such as land and.

physical capital can be held directly, but organized equity markets
are small or nonexistent. As emphasized in chapter 1, capital
controls and prohlbitions on the holding of foreign exchange
limit the extent to which foreign assets may be held by domestic
residents. However, as also indicated in chapter 1, parallel markets
for credit and foreign currency often emerge in response to such
regulations, thereby allowing private agents to circumvent official
controls, at least in part.

The firiancial structure to be analyzed in this chapter, then, is
one in which individuals can hold domestic currency, deposits
with the banking system, foreign currency, loans extended through
a curb market, land, and physical capital. These assets may be
financed by the individuals’ personal net worth or by borrowing
both from the banking system and through the curb market.
Financial repression implies that interest rates on the assets and
liabilities of the formal banking system are fixed by administrative
restrictions, while the price of foreign currency on the parallel
market, as well as the interest rate on informal credit market loans,
are determined by market conditions.

The objective of this chapter is to examine the connection
between the actions of the monetary authorities and the state of
aggregate demand in such an environment. The tools of monetary
policy in this setting differ from those in the standard textbook
industrial-country model. In the absence of organized secondary
securities markets, open market operations are out of the question.
Nonetheless, the monetary. authorities retain four instruments of
policy ~ the level of administered bank interest rates, the required
reserve ratio, the amount of credit extended by the central bank
to the commercial banking system, and intervention in the parallel
exchange market. In this chapter, we focus on how these instru-
ments affect aggregate demand in a simple mode! with the financial
structure described above. The next chapter extends the model by
adding more structural features relevant to developing countries
and conducting a more complete set of policy experiments.

The analysis conducted here highlights 2 number of unconven-
tional channels through which not only interest rate policy - which
has been a primary concern for both McKinnon-Shaw analysts
and Neo-Structuralists - but also the other instruments available
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