ARTICLE IN PRESS

Journal of Monetary Economics 51 (2004) 1077–1106
www.elsevier.com/locate/econbase

Financial development and the instability
of open economies$
Philippe Aghiona, Philippe Bacchettab,c,d,, Abhijit Banerjeee
a

Harvard University, Cambridge, MA 02183, USA
Study Center Gerzensee, P.O. Box 21, CH-3115 Gerzensee, Switzerland
c
University of Lausanne, HEC DEEP-BFSH1, CH-1015 Lausanne, Switzerland
d
Center for Economic Policy Research, London, UK
e
Massachusetts Institute of Technology, Cambridge, MA 02142, USA
b

Received 2 January 2002; received in revised form 7 July 2003; accepted 3 December 2003

Abstract
This paper introduces a framework for analyzing the role of ﬁnancial factors as a source of
instability in small open economies. Our basic model is a dynamic open economy model with a
tradeable good produced with capital and a country-speciﬁc factor. We also assume that ﬁrms
face credit constraints, with the constraint being tighter at a lower level of ﬁnancial
development. A basic implication of this model is that economies at an intermediate level of
ﬁnancial development are more unstable than either very developed or very underdeveloped
economies. This is true both in the sense that temporary shocks have large and persistent
effects and also in the sense that these economies can exhibit cycles. Thus, countries that are
going through a phase of ﬁnancial development may become more unstable in the short run.
Similarly, full capital account liberalization may destabilize the economy in economies at an
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Universitat Autònoma of Barcelona, and the LSE/FMG conference on market liquidity for comments on
a previous draft. Pierre-Alain Bruchez provided excellent research assistance. Financial support from the
MacArthur Foundation (Banerjee and Aghion) and the NSF (Banerjee) is gratefully acknowledged.
Bacchetta’s work on this paper is part of a research network on ‘‘The Analysis of International Capital
Markets: Understanding Europe’s role in the Global Economy,’’ funded by the European Commission
under the Research Training Network Program (Contract No. HPRN-CT-1999-00067).
Corresponding author. Study Center Gerzensee, P.O. Box 21, CH-3115 Gerzensee, Switzerland.
Tel.: +41-31-780-31-01; fax: +41-31-780-31-00.
E-mail address: phbacchetta@szgerzensee.ch (P. Bacchetta).

0304-3932/$ - see front matter r 2004 Elsevier B.V. All rights reserved.
doi:10.1016/j.jmoneco.2003.12.001

ARTICLE IN PRESS
1078

P. Aghion et al. / Journal of Monetary Economics 51 (2004) 1077–1106

intermediate level of ﬁnancial development: phases of growth with capital inﬂows are followed
by collapse with capital outﬂows. On the other hand, foreign direct investment does not
destabilize.
r 2004 Elsevier B.V. All rights reserved.
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1. Introduction
This paper introduces a framework for analyzing the role of ﬁnancial factors as a
source of instability in small open economies. Our basic model is a dynamic open
economy model with a tradeable good produced with internationally mobile capital
and a country-speciﬁc factor. Moreover, ﬁrms face ﬁnancial constraints: the amount
they can borrow is limited to m times the amount of their current level of investible
funds.1 A high m then represents an effective and developed ﬁnancial sector while a
low m represents an underdeveloped one.
Our model can provide some answers to a number of important and rather basic
questions. First, we show that it is economies at an intermediate level of ﬁnancial
development—rather than the very developed or underdeveloped—that are the most
unstable. This is true both in the sense that temporary shocks will have large and
persistent effects and also in the sense that these economies can exhibit stable limit
cycles. Thus, countries going through a phase of ﬁnancial development may become
more unstable in the short run.
Second, the model allows us to examine the effects of ﬁnancial liberalization on
the stability of the macroeconomy. Once again it turns out that the interesting
economies are the ones at an intermediate level of ﬁnancial development. In these
economies, full ﬁnancial liberalization (i.e., opening the domestic market to foreign
capital ﬂows) may actually destabilize, inducing chronic phases of growth with
capital inﬂows followed by collapse with capital ﬂight. On the other hand, foreign
direct investment never destabilizes since foreign direct investors come in with their
own credit—their ability to invest is unrelated to the state of the domestic economy.
Overall, this suggests that economies at an intermediate stage of ﬁnancial
development should consider carefully how they liberalize their capital account.
Allowing foreign direct investment while initially restricting portfolio investment
may sometimes be a reasonable approach.
Third, our model allows us to assess the macroeconomic effects of speciﬁc shocks
to the ﬁnancial sector such as overlending by banks (leading to a phase of bank

1
The fact that ﬁrm level cash-ﬂow is an important determinant of investment is now widely recognized
even in the context of economies like the U.S. which have excellent ﬁnancial markets. (e.g., see Hubbard
(1998) or Bernanke et al., 1999).

