
Government Policy, Cost of Capital and Financing Choices 

 

 

Background 

• Financial liberalization → still remains a widely debated issue 

• Reason : mixed experiences of both industrialized and developing 

countries that slackened their control over the financial sector over 

the period 1973-2002 

• McKinnon (1973) and Shaw (1973) →liberalization of market forces 

will usher in economic growth through greater financial development 

triggered by the rise in the level of savings, increased efficiency in the 

allocation of resources and improved risk management systems 

• Findings → 

i. Van Wijnbergen (1983a) Cho and Khatkhate (1989), Akyuz 

(1991) and Devereux and Smith (1994) → in most of the cases 

financial liberalization has either reduced the level of savings or 

has not changed the savings level at all. 

ii. Gertler and Rose (1994) → financial liberalization has failed to 

raise the efficiency in allocation of funds by raising the cost of 

capital to a certain class of borrowers 

iii. Aggregate level observation→ Indonesia (Harris, Schainterelli 

and Siregar 1994) and Chile (Gallego and Loayza 2000) 

experienced significant ease of financing constraints. But such 

was not the case for large firms in Mexico (Gelos and Werner 

1999) and for all firms in general in Ecuador (Jaramillo, 

Schainterelli and Weiss 1994). 

• Implication:  the actual consequences of financial liberalization are 

still not very clear to us. More detailed country specific as well as 



cross country studies are therefore needed to have a better 

understanding of the entire issue. 

• Indian Experience: gradual shift towards a liberalized financial regime 

in 1991following the guidelines of Narasimham Committee  

• Basic presumption →  ‘the financial repression ….. has raised the 

cost of capital to private sector…….. Integration of the different 

segments of the financial market was to lead to a lower cost of 

borrowing’ (Khanna 1999). Moreover, an open financial system, by 

increasing the volume and variety of stocks traded along with 

broadening of the range of participants, was expected to promote 

equity market activity thereby reduce the cost of equity capital → 

firms will become less financially constrained in the post liberalization 

period 

• Methodology to test financing constraint: slightly modified version of 

Myers and Majluf (1984) 

• Myers and Majluf (1984) →the presence of information asymmetry 

and agency problems creates a wedge between the costs of internal 

and external finance. Firms facing such financing constraint therefore 

turn to external sources only when the need for investible funds 

exceeds available internal funds. When such constraints are not that 

severe, the firms often recourse to external sources even to fund 

small investment projects.  Hence, the extent of association between 

investment and the share of external funds can give us an indication 

about the presence of financing constraints 

 



Figure 1: Relationship between external sources of funds and 

investment (public limited companies) 

 

 

extfin = Share of external finance to total finance                       

grfxdasst = Gross fixed asset to total assets 

   Source: RBI Bulletin, various issues 

• Implication → though there is strong one to one correspondence 

between the share of external funds and the amount of investment 

the variables in pre liberalization period, such association did not 

exist in the pre liberalization period. This, in turn implies that the post 

liberalization period has experienced increase in the degree of 

financing constraints. 
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• Hypothesis→ financial liberalization has resulted in reduction of 

financing constraints for the relatively smaller firms   

 

• Figure 2 : Relationship between external sources of funds and 

investment (private limited companies) 

 

•  

• extfin = Share of external finance to total finance                      

grfxdasst = Gross fixed asset to total assets 

• Source: RBI Bulletin, various issues 

Findings: though the 1990s witnessed a significant upward trend of private 

corporate investment, the firms have to rely more and more on their internal 

sources to finance the expenditure. The profitability ratios, on the other 

hand, showed significant downward trend throughout the period, indicating 
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that the decrease in the reliance on external sources is not an outcome of 

higher profitability→ no ease of financing constraints 

• Implication→ the existing institutional set-up of a country (and its change 

due to the change in policies undertaken) can play an important role in 

determining success or failure of financial liberalization 

• The Model: 

•  

• Target : show the importance of institutional set up and government 

policy paradigms on the financing decisions and financial constraint of 

firms 

• discrete time set up 

• The economy under consideration consists of overlapping generations 

of risk neutral agents who can be classified into two groups – 

households and entrepreneur.   

• Households→ supplier of labour and financier of a risky project when 

young and consumer of final product when old.  

• Entrepreneur → a single economy wide entrepreneur. The 

entrepreneur begins his life with a unit endowment of time that can be 

used at the first period in two alternative sectors - a risky sector that 

produces output using modern high-productivity technology and a 

traditional non-risky, low productivity sector. The modern sector is risky 

in the sense that its productivity is subject to stochastic shocks. The 

traditional sector, on the other hand, does not face any such shocks.  

• The risky project→Undertaking a risky project involves in the first step, 

production of capital goods. The capital goods production requires (at 

time t): 

1. entrepreneurial time 



2. external finance funded by the young households (���.  

• If the entrepreneur uses �� fraction of his entrepreneurial time in 

production of capital goods this, along with the external funds produces 

capital for period t+1 according to the relationship: 

���� � 	���
��� 

………….(1) 0 
, �  1 

	� = state of technology at period t.  

• The remaining (1 � ��) fraction of time is transferred into ��1 � ��� units 

of output in period t+1by the traditional sector.  

• the choice of time allotment of the entrepreneur between the two sectors 

becomes important only when��   has strong influence on the capital 

production activity. This necessitates higher value of �. For our purpose 

it is sufficient to assume � � �
�. 

• The objective of investing in capital goods in period t is to use it as an 

input to produce consumption good in period t+1     → 

• ���� � ��������������    …………..(2) 0<θ<1 

Where: ���� = available labour : 

F= fixed factors : 

���� = a parameter representing the state of technology at period t+1 

• To introduce uncertainty in the model we assume that this technology 

parameter is subject to shocks. For analytical simplicity we stick to the 

assumption of existence of two states ‘H’ (high) and ‘L’ (low) with 



probabilities �� and �� respectively. The respective values of Z in these 

two states are ��and ��. 

 

• The specific functioning of the economy is as follows. At period t the 

young entrepreneur asks the young households for funds. The 

households, who at that time are wage earners, provide the funds either 

in the form of loan at a pre-determined rate of interest   ���  (to be 

received at  period t+1 along with the principal) or in form of equity that 

ensures a share !��� " �0,1� of profit earned in period t+1.  

 

 

• Suppose #� " �0,1�denote the share of the funds of households going in 

the form of equity. The rest goes in the form of loan.  

 

• Credit risk→������������  �1 $  �����1 � #������  ������������ . 

 

 

• Information imperfection in this model → the households do not have the 

ability to costlessly observe the output level of the modern firms.  

 

• Verification → Every time the firm announces state L, the households 

resort to a system of auditing. However, auditing is not costless but 

depends on the level of debt undertaken. If the modern project is entirely 

debt financed, the cost of auditing is B. Hence for �1 � #�� proportion of 

debt the cost of auditing becomes�1 � #��%.  



• Since auditing is costly following Townsend (1979) we assume that the 

households resort to random auditing with probability  &���.   

 

• Incentive compatibility →that the expected gain from detecting 

misrepresentation must not be less than the return from receiving the 

low state return⇒ 

&����1 $  �����1 � #���� ( ������������  

• As we are considering a production function that exhibits increasing 

returns to scale, paying of factors according to marginal productivity 

would more than exhausts the output. To tackle the problem we assume 

that the labours are paid according to their marginal productivity. The 

rest of the profit is shared between the entrepreneur and the fixed 

factors. Several types of profit sharing agreements are possible. To 

make the analysis as simple as possible we assume that the 

entrepreneur shares  �1 � #��  proportion of the profit net of wage 

payment. The remaining �#� � !���� goes to the fixed factors.  

 

• With the payment of labours according to their marginal product, the 

output net of wage payment becomes �1 � )��������������� . 

 

• The Optimal Financial Contract :  

 

• The optimal financial contract in this case refers to a particular set of 

values of �� and #�, that  

 

• (i) maximize the objective function of both households and firms,  



(ii) are feasible to implement  

(iii) satisfies the incentive compatibility requirement 

 

• Thus the optimal financial contract can be formulated as: 

 

*+,-./ ���1 � #���1 $  ������ $ ���1 � )������������� � &����1 � #��% $
!���0���1 � )����������� � ���1 � #���1 $  ������1 ………………(3a) 

  

Subject to  

 

�2� � + 34+,5.�1 � #����6�1 � )������������� � �1 � #���1 $  ������7 $
��1 � ���…(3b) 

���� � 	���
���                     …………(3c) 

&����1 $  �����1 � #���� ( ������������   …………..(3d) 

0 8 #� 8 1, 0 8 �� 8 1  ……….(3e) 

 

• Solving the equations we get the optimal values of �� and #� as: 

#̂� � 1 � : ;<���=.>?����@.>?�A.
B C?DCEFG.A.HI.CJ.>?K LM N?>O.>?��P�Q;RSRP@.>?;<S<��P��TU

?DCVCD?
    …….(4a) 

�2� � W��1 � #�� ??DC…..(4b) 

W� � X��P��;<S<F�G.A.HJ.>?K
� Y

??DC
……(4c) 

 

With the condition ZM N?>O.>?��P�Q
@.>?��P�� ( ;<S<;RSR [ to ensure 0 8 #� 8 1 



• The benchmark case: Perfect Competition: 

 

Under perfect information there is no chance of misrepresentation and 

hence no auditing. It can be easily verified that under this condition the 

expected return to the households becomes a decreasing function of#� . 

Hence the optimal #� becomes equal to zero and hence the optimal�� � W�. 
This implies under perfect information all funds are provided in the form of 

debt and higher amount of entrepreneurial time is allotted to the modern 

sector.  

 

• Observations: 

(1) The basic reason underlying the emergence of equity market is the 

presence of higher risk. In this model higher risk is introduced in the 

form of information imperfection that prevents the fund owners from 

observing the output level of the firms. 

(2) If we define financial development as a process in which funds are 

increasingly allocated to more efficient sectors, existence of capital 

market imperfections leads to lower level of financial development.   

(3) In general there is an inverse relationship between the share of funds 

coming in form of equity �#�� and the share of entrepreneurial time 

going to the modern sector (���. However, there is one factor that can 

lead to the co-movement of the two variables, viz., the state of 

technology 	� . To be more specific, an increase in the state of 

technology leads to the development of equity market activity along 

with the development of the financial sector. 

 



 

• Introduction of Government: 

 

• Finding → Information imperfection in an economy retards the process 

of financial development. This also has an adverse consequence on the 

growth rate of an economy, particularly at its initial stage of 

development.  

 

• Counter policy→governments of most of the countries adhered to the 

policy of active intervention in the loanable fund market at their early 

stage of development.  

 

• Commonly termed as financial repression, the policies allowed firms to 

access external funds not only at a lower rate of interest but also of an 

amount exceeding that suggested by the standard theories of credit 

rationing.  

 

• Since the ultimate objective of intervention is to lower the effective cost 

of credit, we in the model incorporate the idea by assuming that 

government intervention in the economy has an impact on the cost of 

auditing. To be more specific we assume that with government 

intervention the auditing cost function transforms to %�\�� where \� is a 

parameter that represents the extent of government intervention at 

period t. since the task of government intervention is to reduce the cost 

of auditing %/  0 . 

 



• Government intervention is however not costless. As stated by the 

proponents of liberalization, government intervention in the financial 

market often exacerbates the effective cost of funds due to its inherent 

inefficiencies. To capture the idea we introduce an additional cost 

function ^�\��with ^/ � 0.  

• With the intervention of government in the financial market, the problem 

transforms to: 

 

*+,-._���1 � #���1 $  ������ $ ���1 � )������������� � &����1 �
#��%�\���� $ !���0���1 � )����������� � ���1 � #���1 $  ����`1 $
^�\����a��1 ………………(5a) 

  

Subject to  

 

��b � + 34+,5.�1 � #����6�1 � )������������� � �1 � #���1 $  ����`1 $
^�\����a��1 $ ��1 � ���                                                                                

………………(5b) 

���� � 	���
���                                                                          

.…..…………(5c) 

&����1 $  �����1 � #���� ( ������������                             …. …………..(5d) 

0 8 #� 8 1, 0 8 �� 8 1                                                              

…….……….(5e) 

 

• Solving we get  

 



#�b � 1 � : ;<���=.>?�0�P@.>?`��c�d.>?�a1A.
B C?DCEFG.A.HI.CJ.>?K LMN�e.>?�?>O.>? ��P�Q;RSRP@.>?;<S<��P��TU

?DCVCD?
    …….(6a) 

��b � W��1 � #�b� ??DC                                                   

……..(6b) 

whereW� � X��P��;<S<F�G.A.HJ.>?K
� Y

??DC
 

 

 

• Proposition:  Liberalization to promote financial intermediation if: 

f^/�\����f � B �
�P�E �	���gW������� B �

=.>?E
���1 $  �����1 � !������ f%/�\����f 

 

• Implication: For financial liberalization to be effective the efficiency 

effect (increased efficiency due to introduction of market forces) 

needs to outweigh the interest rate effect (withdrawal of soft credit) 

by a sufficient margin.  

• The Indian experience can thus be viewed as a case where the 

interest rate effect, due to the drastic removal of DFIs has not been 

adequately compensated by the efficiency effect due to the 

reluctance of the commercial banks in providing long term funds to 

the industry (and the failure of stock market to generate adequate 

funds. ) 

 

Aggregate Bank Deposits to GDP 
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