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ABSTRACT: 

This paper emphasizes the analysis of financial markets and its relations with monetary stability as well as its implications on general equilibrium.

 The financial market, i.e. the markets for money and financial assets, influence the real markets changing the consumption, production and investment decisions. In fact, neither all interdependences between markets have been considered by theoretical research, but its effects are strong both on real and monetary economy. The economic policy through its monetary and fiscal branches manages the transmission mechanisms assuming to exist a very broad surface of contact between financial and real markets. By this way, market prices and interest rates on all types of assets induce challenges from monetary and financial markets to real markets. 

The integration of real and financial conditions in central economic theory is considered a very important issue on Tobin’s research, that make sense continue to stimulate for a long time to come. Additionally, in an era of economic and financial integration the interrelations between real and financial conditions, will be increasing and stronger, being more diversify the transmission mechanism and, traditional interest rate comes each more as vehicle less important or even, not operational, as is the case, when demand for money only depend of income. The long run implications of government budget deficits, pressure the money demand curve to this situation, as well as the assets speculations. With contributions of Tobin is possible another theoretical explanation of general equilibrium being IS/LM constructed in q,Y space. 
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1. INTRODUCTION

James Tobin, winner of the 1981 Nobel Prize in Economics, was admired not only as a dedicated teacher, combining rigor with relevance, inspiring several generations of students in the past, but also as a researcher which has included in general equilibrium a new approach induced by the inclusion of financial market.

The contribution of Tobin to academic research in development of A General Equilibrium Approach to Monetary Theory, shows us how important is to consider in future analysis the role of economic and financial globalization for a better understanding and control of the general equilibrium. 

In this paper we consider the significant contribution of Tobin to economic thought and knowledge that, even today, remain considered a seminal statement of political and economic policy, as is the public discourse of macroeconomics policy in the United States. Going on with this thought we prepare this paper entitled Financial Returns and a General Equilibrium Approach in a q,Y space, being q an indicator that should be watched by public institutions as is the case of central banks. In order to offer some contribution to this relevant issue, mainly, in the context of Financial Market and General Equilibrium, this paper consider the following points: money liquidity and assets returns, the financial system and new transmission mechanisms, financial integration and its markets and also a q formulation of IS/LM equilibrium.

In an era of economic and financial integration make sense to emphasize the need for new research in Financial Market and General Equilibrium in order to identify the interactions between real and financial economy, including the ratio called Tobin q, and not only between real and monetary economy as IS-LM model suggests.

2. MONEY LIQUIDITY AND ASSETS RETURNS

There is a short run trade-off between liquidity and profitability. For a bank, the more liquid is, the lower are returns on equities and returns on assets. Both asset and liability liquidity contribute to this relationship. Asset liquidity is influenced by the composition and maturity of funds. In terms of the investment portfolio, short-term securities normally carry lower yields than comparable longer-term securities. Thus, large holdings of cash assets clearly decrease profits because of the opportunity loss of interest income. Additionally, the inflation decreases the value of cash assets and induces the managers to apply the maximum amount of cash that is possible in order to diminishing this loss. 

We must identify two sides of analysis. The bank as a client, that purchases short-term securities thus, increases liquidity to the system, but at the expensive of higher potential returns and without risk, as happen with Treasures Bills. And, we have the bank as a centralized financial enterprise and then, nobody makes part of financial market without a bank, being industrial enterprise or family. 

In terms of liability liquidity, banks with the best asset quality and highest equity capital have greater access to purchased funds, some with high returns but also with vulnerability. The government securities are acquired due to its low default risk assets. The dilemma at each moment is determined whether liquidity and default risk premiums compensate more than the additional risk on long-term. The successful of bank management is transferred in order to maximizing the market value of bank equity.

Traditionally, only enterprises and government needed loans. Nowadays, the role of each economic agent in the market changed a lot, being consumer loans, which involved small dollars amounts, associated with lending to individuals. In recent years, the competition among lenders has lowered spreads on commercial loans to where potential profits are small relative to credit risk; then, the banks pressure families through for example credit cards in order to compensate the risk within commercial loans. In this respect, even with high relative default rates, consumer loans in general, currently produce greater percentage profits than commercial loans. This phenomenon is true in US and EU markets where, today, many banks targets are individuals as the primary source of growth in attracting new business. This new reality, change the traditional equilibrium between individuals and enterprise, offered by banks. The technological change turn possible several financial innovations like credit and gives dynamism to capital markets. At the same time, the financial integration allows a useful capital mobility and force to find other policy instruments and channels to implement the Central Bank policies. In fact, nowadays, the interest rates is less relevant for some reasons:

1. The interest rate is each more competitive between the markets, and the reference interest rate is the same, for the Members States that belongs to monetary integration. We can conclude for its decreasing role in general equilibrium.  The interest rate is very low, but there is no improvement in the investment. The case of Liquidity Trap
 is a situation that can prove us this idea.

2. Consumer loans change the traditional role of families in the economy;

3. The capital market is the main source of financing in the US, and is a very good alternative source financing in the EU;

4. Share of the public sector in the economy; 

5. Merger and acquisitions giving more power to the financial market and reducing the impact of monetary policy;

6. Rigor in the public finance;

7. Financing the public deficit;

All these factors contribute for a new reality where the general equilibrium, traditionally, has been explained. Furthermore, competitiveness increases instability on the labour market; the rigor in the public finance and the control over the public deficit create additionally instability. The results of the enterprises are reflected in the value of its equities through the capital market, the place also where the families applies its income, mainly where they feel stability. The self-confidence is in the market with diversity of financial assets, and less in the currency. The equilibrium in the monetary economy is less important within economies that have a strong currency, where demand is each less for money and each more for equities. There is more vulnerability in the real economy and Central Bank decisions have less impact over the economy. More than ever ideas that produce innovation and management capacity have more value than capital whose returns are decreasing. At the same time, families prefer to retain other financial assets with higher returns, such as bonds and equities, as well as credit cards that, in a developed and integrated capital market, reduce the liquidity advantageous of the currency. 

This fact, gives reason to James Tobin when he defends that demand for money depends positively of income and wealth (W).

3. FINANCIAL SYSTEM AND NEW TRANSMISSION MECHANISMS

For a better understanding of monetary side of an economy and considering both, the preferences of part of investors and the monetary integration environment, it is important to consider the components and counterparts of M3.

With development of financial integration it is natural a persistent strong growth in the broad monetary aggregate M3. In the case of the euro area economy has continued to accumulate liquidity significantly above the amount needed to sustain non-inflationary growth. This absorption, through capital assets, of excess liquidity provoked by printing money in the past, allows reducing and controlling inflation but also can generates illusion values to those assets, plus the opportunity to speculation. This situation does not offer more guaranties to real economy, but more vulnerability. This is the new context of economic activity. There is a clear reduction of intervention in the economy of Central Bank, main due to the strong effort for financing the deficit without printing money. The government use the market to solve their financial problems like other economic agent. The fiscal policy will must tend to solve all financial problems if the goal was to get a sustained non-inflationary economy.  We can conclude that financial issue, in the context of monetary integration, tends to be exclusive of the commercial banks and of the capital markets. The first one drives their financing through loans to the private sector that increased at a much more moderate speed than M3, within euro area. The second ones increases with M3 but support more vulnerability, reflecting all controversy around the difficulty to sustain the competitiveness, that is more affected with integration and globalisation processes. See, for example, the future enlargement of the EU with more quality and cheaper labour, even comparing with poorer countries of EU, like Portugal. In the case of these economies, the future will not be easy.

The management between real and monetary economy has used interest rate as main transmission mechanism, as we can see through IS/LM model. Following this point of view and considering the historical overview of monetary policy instruments, we refer four key instruments suggested by  Menkhoff (1997:15):

-The oldest instrument is most certainly the creation of money using the balance of payments components, including gold reserves. Currency reserves, in the narrower sense (i.e., not including gold) are no longer expended, in proportion to growth in the money stock, by Western countries. 

-The purchase of commercial bills, i.e. refinancing policy, is the second old-established instrument of monetary policy. The theoretical basis for this instrument assumes that by linking money creation to the volume of output, financed by commercial bills, would more or less automatically ensure that monetary policy could be neither inflationary nor restrictive ( Issing and Rudolph, 1988:16). Nowadays, new financial facilities get through financial markets, make rediscount credit an instrument that is losing its importance. 

-Instruments of reserve requirement policy, are already in decline, within EU where only is required 2%, deposit insurance schemes assumed the role of winning public confidence in the solvency of the banks in times of crisis.

-The instrument that has gained importance over the long term is the open market policy. By this way the central bank has available an almost ideal tool for managing central bank money creation.

The open market as the main managing central bank monetary instrument policy, has its main development in US economy where the financial system is predominantly market based ( Lopes, 2003). 

Within EU, where the financial system is predominantly bank-based, the minimum reserve ratios are low (lower in UK) and, the rediscount credits are decreasing. At the same time, increase the pressure to develop a new instrument of liquidity supply that is securities repurchase transactions, being the open market policy, in any country of the EU, the most important instrument. 

The efficiency of each instrument depends on the relevant environmental conditions, meaning that, there are no relevant information or incentive problems, no externalities or institutional restraints. More difficult to prove the relevance of each one of those conditions, is to prove its irrelevance. The monetary tasks are controlled by expansion of money supply in the economy that with economic and monetary integration has a more dynamic financial system to solve the liquidity problems of an economy, being the financial system market-based and also bank-based. 

A very relevant point is that rediscount credit is based on private, and not state debt obligations, giving more sustainability to the financing of real economy, the same is not happen when state finance their public deficit through the bonds market. However, through self-liquidation the rediscount credit generate an automatic demand for central bank money. Thus, the financial market reduces the role of rediscount problems with financing cost and promotes the small segment of the corporate financing market. This reason finds the answer through a more recent instrument of the monetary policy in any developed country, which is the open market instrument.

We can conclude that open market benefit the corporate finance and also open other door to self-financing the state debt, necessarily stronger and quickly than before, namely benefit of integration financial market where is possible to diversify the sources of financing and the number of the financial clients. This fact, increase the role of open market instrument and develops the financial market in an era where financial integration drives economic and monetary progress.

Nowadays, there is a big convergence between main currencies, as is the case of the dollar and euro, and, at same time, a big convergence in the interest rate of each currency.

If we compared the exchange rate and interest rate during last decade of century XX with first years of XXI, we could see a big tendency for convergence in these two economic indicators that register the monetary environment in the new context of globalisation, leadership by economic and political side. However, as Tobin (1998:1) defends, globalisation affects markets of three kinds: 

· Commodities: goods and services of all varieties;

· Labour: workers who produce goods and services;

· Assets and debts: securities, bank loans and deposits, titles to land and physical capital.

It were the markets of the third type that were the subject of James Tobin in The Globalisation of the World Economy: Financial Globalisation Symposium, that was held in November 14, 1998 at the Autumn Meeting of the American Philosophy Society. 

Effectively, trades of financial assets are the easiest to globalise due to the facilities of technologies that allow a quick transportation with a low cost, where the main barriers are national regulations, being financial integration a way to remove those limitations. National securities markets and banking systems are the vehicles of this project.

Looking around the world where there is some regions as Asia, Africa and Latin America that have very difficult to find an active project that allows an economic and financial integration process, we have some doubts about globalisation. This reality is visible mainly between developed countries that have common projects, as is the case of the EU Member-states. Monetary Union reduces the role of monetary side of each domestic economy, shielding the real economy through concentration in other economic variables such as unemployment and level of education towards a real well-being. A new general equilibrium must be studied out of the well knows IS/LM model as we suggest in the last point of this paper.

Saving Tobin’s idea: “An attack on a currency is like a run on a bank” (1998:3), the monetary and financial integration could be the answer in order to protect the developing countries and transition economies of the monetary vulnerability. At the same time, the parity between main currencies can help to solve the problem of a lack of an institution on an international scale, analogous to central banks as a “lender of last resort”, to protect currencies against runs. Not less important, would be a tendency to interest rates convergence between countries, reducing by this way, the challenge to speculation, even known the possibility to introduce the “Tobin Tax” relative to International Financing Transactions. 

The strong speculations result in attack on a currency or a corporate investment, even considering that speculators usually have short horizons and incomplete information as defend Tobin and Brainard (1990:544). In both cases, the starting point to decision is the marginal efficiency to capital and the interest rate, defended by neoclassical theory of investment, where q-theory is sustained. Although, being q a measure of the marginal value of investment in quite different kinds of capital and interest rates (nominal or real), it is not a proper measure of the cost of capital for risky investment decisions. However, situations with low and even negative real interest rates can coexist with low q’s signalling bad occasion for investment and, at the same time, easy monetary and credit conditions. A very interesting Tobin and Brainard (1990:546) idea is to apply the q ratio to producers` durable goods and, particularly relevant to capital formation, where we can include the human capital. This observation makes sense when those authors defend that “both real and financial shocks affect q, indeed a shock to the marginal efficiency of capital cannot be classified as exclusively real or exclusively financial. It has both real and monetary consequences”. 

In conclusion, q appears as capital return of any investment (financial, physical or human capital) that can be combined with the possibility to apply the same amount in a traditional application: bank deposits.  

The decreasing liquidity role of a currency facing the liquidity of financial securities, promotes the development of financial market and the opportunity to local, regional and central governments obtain its own internal or external financing, facilitated through a financial globalisation environment. The next point shows how important is the financial market, particularly the case of bond markets, in EU and in USA. 

4. FINANCIAL INTEGRATION AND ITS MARKETS

Our goal here is to emphasize a specific market of the financial sector: the bond market.

In an era of globalization any modern economy has available an amount of financial funds deriving from savings and credits that are applied to finance physical and financial investment. In terms of money aggregate, assuming M2 cash plus total bank deposits, the difference between M3 and M2 gives us the financial investment with a risk, where usually bonds have a smaller market risk than equities and also a lower rate of return.

Concentrating our attention on the market bonds, those issued by enterprises and those issued by the Government, as well as Treasure Bill, we would like to emphasize the Government bonds. This issuance has less risk and an increasing development, mainly within the European context.

4.1 The Bond Markets and Money Creation

Nowadays, any country can save as store value, euro - a foreign reserve currency, or even eurobonds. The euro and the eurobonds are two good examples, in the European market. Then, money creation has been done through loans but also, increasingly, through the capital market. 

The variability of the products offered by capital markets makes available several assets whose function is very similar to that of currency. The price of money makes the decisions to buy, and the need of services forces to search for new products to sell in the financial market sector. At the same time, most families have a new income out of labor: returns of their financial applications, according to Tobin demand for money function. On the other hand, it is also true that without recourse to the money creation (through printing money) the cost of government spendings has to become more visible or transparent, as argue Cullis and Jones (1998:285). This reality, can only be possible through financial innovation that increases the money supply allowing it to become less endogenous/more exogenous, as refer Lewis and Mizen (2000:303). This idea is true within the EU Members-states, due to the main constrain by convergence criteria, but not with the general governments, that have increased the issuance through the eurobonds market, since 1999. 

The introduction of the euro has integrated the national bond markets of the participating Member-states, allowing the bond market into the euro area. One of the main results of the integration of this market is the greater liquidity registering higher issuance volumes by private and public sector. Euro issuance was particularly strong in 1999, rising by 20% relative to 1998 as refer EC (2002:31). The confidence of the euro in 1999, justifies this reaction. The budget constrains and the new common currency manager for European Central Bank explains this movement in the bonds market, where a big percentage of issuance belongs to the government public sector. In 1999, 2000 and 2001, about 50% of bond markets were issued by the public sector government. Despite its lower share in total issuance, comparing with the US economy, sovereign issuance remaining a dominant source of supply for the euro-denominated bond market. In 2001, it still represented more than 40% of total issuance in euro. A very important point in this market that allows integration of financial market is the homogeneity yielding, across Member-states, of the euro-area government bond market. Elimination of the exchange risk and the relative improvement in budgetary conditions in several of the Member States contributed to the yield convergence. However, it is unavoidable any fragmentation of liquidity in this market segment, reflecting necessarily the domestic political economy and public finance. In the euro-area the government bonds are issued, naturally, by twelve separate agencies with different borrowing requirements, issuance, strategies, procedures and instruments.

The stability behind this new international currency promotes the rise of issuance volumes, reinforcing at the same time the role of the euro as an international currency, being now the second most important currency for international bond issuance. 

The bonds as a result of financial innovation can also be seen as a new source of income that allow to reduce the demand for cash and other aggregates such as M1 or M2. Thus, the interest rates must be considered as a return from other assets quoted on the capital market and not only through the savings in commercial banks.

4.2 Stock Values by Sector

Without reducing the role of information on the values of bonds issuance, for example by month, it is also necessary to appreciate the stock values by sector. In this case, is evident that Central Administration dominates funds and bonds market.   

The singular observation is that the evolution of share of each economic agent is linear, the lines correspondent to each sector have a parallel trajectory.

Furthermore, even considering the weak development of the bonds market compared with the USA, it is visible the important role of the state in the dynamic of this market.   

The analysis within the euro area of the funds and bonds market, considering the participation of several sectors allows us to see relative share of each sector in this market, proving to us that the non financial institutions, the monetary financial institutions and the public sector, mainly these two last ones, are the main sectors that develop this market in the euro area. Therefore, there are several nonresident institutions in the euro area, including international organizations that also participate in this market.  

The sustainability of this market by the public sector, in the euro area, is due to the public debt in each Member-state. The monetary integration imposes convergence criteria, but the situation is not the best, as well as we can confirm with the debt values registered in the last years in each Member State, as we can see in table 1. Italy, Belgium and Greece are, effectively, the Member States in the worst situation in this indicator. The best performance belongs to Ireland that has reduced public debt greatly. In 1998, the value was 55.1 and quickly only registered 36.3, in 2001, as we can confirm throughout table 1. 

Table 1:  Public Debt within Euro Area
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Source: ECB, Boletim Mensal, Statistical, August 2002:55.
Monetary and financial integration in the euro area allow convergence in some indicators, as the interest rates, promote facilities for financing the public and private sector and force the rigor of management on the public finance. At the same time, improve the financial market, mainly bond market through bonds issuance. However, the debt of each Member-state during the last decade does not facilitate the operationality and the dynamic of the market, due to the convergence criteria imposed by the EU. Additionally, bond issuance by non residents in the euro area, reinforces the acceptance of the euro. Unfortunely, both supplies, at this moment, do not find appropriate demand.

The money creation in the euro area, mainly through the monetary financial institutions and also by Central Public Administration, and at the same time, the amount of loans made by families and firms within euro area, reduce the opportunities for the private sector, to finance the public sector. Without printing money the inflation has been, effectively, reduced and even controlled by ECB. However, the problem of financing the public sector has not yet been controlled in the euro area, where Central Administrations is responsible for the main amount of bonds issued as we can see through table 1 looking at the public debt in the euro area. This fact, explains the reason why the public sector dominates the bond market, moreover the financial system in the euro area that is predominantly bank based.

5. A q formulation of IS/LM equilibrium
The IS-LM model is traditionally summarized by two curves in output/interest rate space. We see the general equilibrium as a point of space where the real economy, IS curve, and monetary economy, LM curve, are combined where real expenditure depend positively on real income, and on government purchases of goods and services, and negatively on the real interest rates, and on taxes. The demand for real money balances is a decreasing function of the nominal interest rate and a increasing function with output, in which nominal money supply is set by the government.

It is common that IS-LM model treats all assets, other than money, as perfects substitutes. The market for these other assets is then suppressed by Walras’s law being total wealth in the economy equals the total value of all assets. However, in the IS-LM model there are only one asset market equilibrium condition which includes money and everything else; now, our contribution tries to reach the general equilibrium considering other assets than the traditional money. 

5.1 The equilibrium in the money market  

The equilibrium in the money market is given by well known LM curve that combines the demand for money and the money supply. 

Our goal here is to identify, in both side of the market, new elements that affect the traditional equilibrium: the nominal money supply is not only set by the government, but also by commercial banks, and the demand for money can be expressed through direct loans, bank deposits, treasury bills, currency. Tobin (1998:259) assumes in his analysis those four assets attending to the public portfolio preferences and asset supplies, where identify the private capital stock and the government debt. By this way consider how lenders apportion their wealth among the four assets, and how their apportionment depends on the loan rate. These are some of the issues that we like to include in this point. 

Traditionally, the demand for money only consider the demand by private sector, but is important to consider also the demand for government debt as referred Tobin (1998:260), and as we prove in the point before through bond market (see Lopes, 2003). However, reserves represent also an income for financing the short-run government debt that can be represented by supply of bills. This way of financing the public deficit is particularly relevant in “euroland” where it is not possible to print money due to the monetary integration. By altering the variables under control of the ECB is possible to influence the money and credits markets, and trough them the real economy. 

Other not less important issue is the increasing role of financial market that allow a better uses of the open market (a main instrument of monetary policy), and also their implications on assets markets and the cost of capital.

The facility, as well as low cost of financing through the capital market, reduces the demand for money to commercial banks, by firms. At the same time, the mobility of capital and low cost of capital induce facilities to get loans by families that now represent a very relevant share on the bank loans in USA and also in EU. The positive synergies found in the money market induced by capital market results in low interest rates and low, as well as stable inflation rate. Tobin and Brainard (1977), talk about neutral inflation. Thus, taking into account its relationship with interest rate, it is time to see a new money demand curve that includes money demand forced by government deficit.

Now, we can removes hi
 from the traditional equation of demand for money, and add another one linked with government deficit.

At the first moment, demand for money function only depends on the output and so it must be horizontal. Secondly, including government deficit due to the expenditures, it will accelerate the horizontal tendency of demand curve. By this way the real economy will be stronger, given less predominance to monetary side of an economy.   

5.2 Equilibrium in the economy face financial system

First of all, we must consider this theoretical approach in the context of financial globalization, mainly for financial assets, where, in developed countries, there is low interest rates and, at the same time, a stable inflation. The interest rate tends to be less used as a transmission mechanism. The new equilibrium in financial economy is given by the LM curve with an inclination close horizontal. In this case the equilibrium will be determined through the real economy by the IS curve. A contribution that finds validity in this new context, mainly within EU, is Okun law, where it is makes reference to the relationship between unemployment rate and growth rate, thus a reduction in the unemployment rate implies an increasing in the growth rate.

However, until now IS-LM model assumed the variable interest rate (return of capital) and output, always as positives. Now, in this new financial globalization context, and considering a q formulation of IS/LM equilibrium (Tobin and Brainard, 1977:245), we have IS/LM analysis in (q, Y) space. That is, q can assumes a negative value because this variable is a ratio in which numerator includes assets with negative remunerations, as is the case of equities. If was the case, q can take a negative value. This is the reason that those authors used the fourth quadrant. 

If q takes the value 1, the normal value of q, then the returns of assets is the same of interest rate. The financial system may contain any number of assets and determine any number of interest rates, as well as q. Growth equilibrium occurs at that value of net output 
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. By this way we can see the real side of the economy, alone, to determine the growth equilibrium. The capital investment depends of growth rate of money returns and also, asset returns, which it reaches the same maximum returns values net income. In q,Y space, the ðq/ðY>0 thus, Y and saving increases at the given value of q. Real economy reinforce its multiplier power. The money neutrality implicitly in this analysis is a support for Friedman school. 

5. 3 A  “q” formulation of IS/LM equilibrium

If we include the financial market in the IS model where  q is  
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 , we can obtain a new consumption function that includes also rW, that is, the new variable related with assets wealth, as we can see through the following equations:
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At the same time, a new investment equation comes as being the following:
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Now we have a new IS moved increasingly by a strong multiplier where through q movement induces an IS locus in fourth quadrant in a qY space, as defend Tobin and Brainard (1977).

Considering now the effects of money market in demand for money, where government cover their public deficit using open market, we get a more complete money demand equation. The new equation depends not only of income and interest rates, but also of demand for money to finance public deficit, as we can se through the following equation:

L=kY - h
[image: image9.wmf]÷

÷

ø

ö

ç

ç

è

æ

q

w

+jD

In this case monetary equilibrium will be changed by this new curve, force a little negative inclination pressured by the level of public deficit.

The neutrality of q when assumes the value 1, implies a general equilibrium that only depends of real economy, IS curve.

For a q > 1, the investment will be changed negatively and consume will register a positive variation. 

For a q < 1, the investment will be changed positively and consume will register a negative variation.

The public deficit will not depend directly of q ratio due to the credibility of public assets however, increase the demand for money pressuring by this way an increasing value for denominator of q.

In conclusion, the IS in the qY space can be represented in first or fourth quadrant depending of the effects of wealth are stronger in consumption or in investment. 
5.4 An IS locus in q,Y space and the Okun law 

As defend Tobin and Brainard (1977:245) an IS locus in q,Y space will normally have δq/  δY > 0. Thus a higher value of q is required to induce additional investment, private consume and consumption spending. This positive relation between q and Y, imposes higher returns of assets than interest rates, making sense because the numerator incorporate risks of investments. If it is occurred an opposite situation, the economy can depends increasingly of an economy predominantly bank-based. Now, the tendency is an economy predominantly market based given risen to a q positive. In this sense, the IS will locus in the first quadrant in q,Y space.  Removing the role of LM curve due to its close horizontal inclination, and considering Okun law, where it makes reference the relationship between unemployment rate and growth rate, we can see a situation where it is the real economy that given the explanation of the evolution of the growth rate. For that it is enough that q assumes a negative value, that is, assets assume lower returns that interest rates. This situation can occur in period of economic recession that can be linked with a high public debt and with strong liquidity of the system. The real economy must be the answer.

Even considering Kuttner (1998:5) that defends: “Labor market policies, by themselves, do not add up to higher growth rates”, it is crucial to defend an investment on quality of labor in order to get more productivity without suffer the risk of wage inflation. Shorter working time can be used as a fruit of higher growth, not the engine, as suggests the same author. We think that it is the better way for a strategic economic policy when economic development absorbed the benefits of financial market globalization.  

CONCLUSION

In the short run, events, policies and expectations move q up and down, creating or destroying incentives for capital investment, as defends Tobin (1978:422), suggesting that q is an indicator that should be watched by central bank.

In equilibrium, q has a normal value, 1, which sustains the capital replacement and expansion at the natural growth rate of the economy, and by this way the impact of financial markets on monetary policy is controlled. However, q is only one factor, the financing of public deficit can be one between other disturbances, and pressures q to assume other positives or negatives values. Without disturbances by monetary sides the general equilibrium will be determined by real economy. But, in fact the real economy should be largely shielded from events in the “monetary superstructure” as defends Menkhoff (1997:60-61) suggesting some reasons for this argument:

· Disproportionate growth in financial transactions;

· The awareness that this has novel effects on economics;

· The consequent economic disruptive phenomenon;

· An economic policy recommendation to remedy the situation.

Finally, we can conclude for an increasing destabilization of financial market prices then creates difficulties to use q as a stable and trustworthiness indicator. For this reason it is not easy to use q as transmission mechanism as the interest rate in order to find the general equilibrium. The speculation now is lower in currencies but increases in financial market reducing the expectations and risks of earnings, in the long- run.

Three assets are available to wealth owners: cash, bonds and equities. Cash bear no interest but changes in purchasing power; bonds bear interest but assumed to have zero expected value; and equities have a higher expected rate of return than bonds, but the return is not guaranteed and is subject to the considerable risks.

These factors impose variations in asset returns, driving the economy. Then, we agree with Tobin when he argues that q is an indicator that should be watched by central bank, and maybe it is not an exaggerate idea if we see q for the monetary economy, with Tobin, as r (residual factor) for the real economy, with Solow. Both will contain information still not well known. 
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� A version of this paper was presented at the Congress of the Public Choice Society and Economic Science Association in Baltimore-Maryland, March 2004.


� As referred Richard Dennis (2001: 1240), liquidity trap is a situation in which money and bonds are perfect substitutes. The open market operations are ineffective and monetary policy cannot be used as a stabilization tool.


� hi is a component of a traditional demand for money function, where: LM=kY-hi.


� D = governmental deficit.
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