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ABSTRACT: This paper argues that interest rates affect output through their impact on the cost 
of variable inputs such as materials and labor. This effect occurs because of time lags in the 
production process. To test the theory, I exploit the following cross-sectional implication: 
industries that usually hold more inventories relative to their variable costs should react more 
strongly to changes in the cost of capital. I find that in the course of emerging market crises, there 
is a large and robust reallocation towards sectors with low inventory-to-cost ratios. Next, I set up a 
multi-sector general equilibrium model with production lags calibrated to be compatible with the 
inventory-to-cost ratios in the data.  The model implies a sizeable and quick reaction of aggregate 
output in reaction to an isolated interest rate shock. Furthermore, exogenous shocks that replicate 
the movements in aggregate variables during the crises generate a sectoral reallocation compatible 
with the empirical predictions. All these results rely only on the assumption about the production 
technology, without any reference to financial or payment frictions. 
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