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ABSTRACT

One of the many indicators that conduct the investment decision is the interest rate. The latter
has been generally defined via different channels of conception. The financial conception
states that interest rate is the time value of money or the reward to put aside your money in
attempt to get revenue in the future. The economic conception means that the interest rate is a
proxy showing how well the credit allocation mechanism and the mobilization of financial
resources are. In this context two mechanisms are adopted: the economic mechanism and the
official one. The former considers the movements of the interest rates as conducive to the
various investment decisions (independent variable) while the second view regards the
interest rate as dependant variable following the investment behavior (dependant variable).
This paper sheds light on the venues through which the difference between the deposit and
lending interest rates impact the investment decision via credit allocation mechanism.
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INTRODUCTION

The philosophy of credit allocation refers to the meaning of rationality and choice earlier laid
down by philosophers of political economy. In this sense, credit is an economic item
exploited in an attempt to satisfy a want. Therefore, the rationality implies the good direction
of this mean towards its best uses. The economic theory suggests that individuals need to
maximize the benefits from the usage of their credits, the fact that enhances these agents to
expand their economic activities by a recurrent incentive (the psychological incentive of
doing business). Investment is one of the important determinants of growth and prosperity. It
generates value added, technology and realizes the social welfare by decreasing the
unemployment rate and achieving the social harmony. The conception resides in mapping the
ways on which the economy attains the high levels of investment both in terms of quality
(allocation paradigm) and quantity (efficiency paradigm). In this context, interest rate plays a
major role in determining the magnitude of the investment decision because it is the capital
driver of the financial resource needed to engage in business activities. Herein there is a
controversy about managing the interest rate in such a way that increases at maximum the
benefits of its manipulation strategy. The issue is to determine the behavior wanted of the
interest rate whether to liberalize it or to fix it. The purpose of all this is to find out the
optimal interest rate that directs the financial resources towards their best allocation which
implicitly mean a high degree of investment benefits.

Interest rate and investment: ways of transmission

The relationship between investment and investment is a fertile groundwork for research and
investigation both at micro or macro levels. Macroeconomics considers that the investment
volume decreases with the increase of the interest rate. The reason behind this is that the
interest rate is a cost of borrowed funds necessary for doing investments and as the costs
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increase, the incentive of individuals to make business decreases automatically
(psychological analysis of the investment behavior). This view contradicts with the
institutional consideration of the interest rate. The latter means that the economic agents
responsible for lending (financial institutions) find it advantageous for them when the interest
rate increases because it is the reward of the funds provided (institutional analysis of the
investment behavior). The market law is applicable in which the individual and institution
incentives are the major forces. Therefore, the interest rate does not conduct the investment
activity per se but it influences the behavior and changes the incentives of the investment
agents. In this context, the behavior of the interest rate has an impact on the individuals'
attitudes whether this behavior refers to the level of the interest rate (impact of the variable
extent) or its comportment (liberalized versus fixed trend).

Interest rate levels and credit allocation

This point stresses on the levels of the interest rate that realize a good allocation of the
financial resources. For this reason, two rates are distinguished: deposit rate and lending rate.
The former means the reward got by the saver when he keeps his funds in a financial
institutional. The relationship between the saver reward and the money put aside in the
financial institution is presumed to be positive. The harder the incentive to save money and
the bigger the money volume as well as the saving period, the bigger the reward will be in
one hand. In another hand, the reward is a cost incurred by the financial institution. Hence,
the latter tries to manage efficiently the costs paid in a way that enables this institution saves
more and lends more (strengthening the organizational strategy of the financial firm). To this
purpose, the institution keeps the spread between the deposit and lending rates organized in
favor of the organization aspiration both in short and long terms. The implication from this is
to specify the level of the interest rate spread that keeps the interaction between the institution
and its clients (depositors and lenders) positive. Consider the following random utility model:
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In which: E,, is the level of the utility from the initial period to the time point t, 4'is the
discount factor of the utility model (measures the coefficient of the utility function at the
initial period), (U ;) is the utility deterministic function (combines the utility indicators), n;
is the population size according to its different agents, V (N, (i)) is the deposit and lending
behavior based on the movement of the interest rate (i).

The economic agent (borrower or lender) tries to maximize his benefit through his rational
behavior in dealing with the private indicators of the utility function (endogenous factors) and
the exogenous determinants of the utility function revealed here by the correlation between
deposit, lending and the interest rate behavior. Thus, the objective of the economic agent is:

Ccle
(th)z{max /C,,20 AD<o<1 (1)
) 1_0_ )
: N ()"
V(N (i))=<max———/ ¢>0 (2)
’ 1+ ¢

Progressive Academic Publishing www.idpublications.org



European Journal of Research and Reflection in Management Science Vol. 4 No. 2, 2016
ISSN 2056-5992

1) =>WU,;,)= j C Cdt /— is a parameter of direction (it directs the utility function

towards it optlmal Ievel by respecting the impact of the exogenous). Thus:

.1 .
oclll= Ilml— = oo (As far as o approaches the number 1, the capacity of the parameter to
— O

absorb the external shocks affecting the function will be strong).

t=c0
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impact of the shocks on the external utility function. In that case:

ol o= % [ 0(The absorption capacity is strong as ¢ takes big values)
+o

As the external utility function comprises the lending and the deposit behavior, the objective
of the agent is to maximize the external utility. Thus:

EoeV (N, (i) =max{V (N )"V (N, ()} 3)

The credit allocation takes the following form:

C, =E, {Zgb |:(||t):|} / C,, is the credit allocation, 1, is the investment function

(4)
And as the investment behaves according to the variations of the interest rate, the credit
allocation will be accompanied by both lending and deposit behaviors:

Cy = 1t{z¢ [V(th(l)) V(th(l)) J} (5)

The objective of the financial agent is to allocate credits efficiently according to the behavior
of the interest rate:

o0 1—}’ ]_7705
1t_Ie ! {(I A )) —(l+e (i) “ :| (6)
Therefore, the interest rate liberalization has objectives widening gradually the gap between

la l-a
the interest rate as cost (I, —¢, (i,)) « and the interest rate as a reward (I, +¢, (i,)) ¢ .This
fact strengthens the capacity of the financial institution to manage efficiently the credits and
reduce the risks of defaults:

Ef,, JC,, —R /R, =P(C,, | =1)is the risk of default and bankruptcy, it occurs when the
parameter of deposit and lending equals 1 (the point on which the bank is not able to lend and
the depositors do not want to put their funds in the financial institution). Graphically it can be
shown by the following curves:
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Figure. 1. Interest rate and credit allocation Source: the researchers

Progressive Academic Publishing www.idpublications.org



European Journal of Research and Reflection in Management Science Vol. 4 No. 2, 2016
ISSN 2056-5992

Interest rate and institutional efficiency

The institutional efficiency is a term used to denote the capacity of the institution to manage
both the current and future events. It is by this meaning referring to any strategy that aims to
increase the probabilities of successes and reduce those of failures. In this context, the
economic theory suggests for the organizations to conceive a road map as a strategy to
strengthen the exploitive capacity of the opportunities and to overcome the weakness burden
coming from the different constraints that face the organization. The interest rate is one of the
indicators that influence the behavior of the organization both in terms of operation and
quality. For instance, the movement of the interest rate has a dimension on the way of how
the enterprise takes decisions about the investment intentions (psychological effect of the
economic indicator). Moreover, the interest rate manipulates the operation processes taken by
the organization concerning the intention to expand or contract. Thus, the organization should
know the effect of the interest rate movement on its capacity to develop its operation position
of the operation (operational effect) or on the strategy of the organization (strategy effect).
Despite the fact that interest rate impacts negatively the intention of the organization when it
gets bigger, this does not mean that the indicator per se is a damper to achieve the long term
intentions. Therefore, it remains to conceive a correlation between the negative impacts and
the positive ones on the managerial efficiency of the institution (the managerial meaning of
the interest rate). Consider the institution efficiency model:

Ef,, {Zﬂ‘ (t//i'j)—iJ.P(Di,j(i ))di}/ (v, ;) is the organization operation function, Ais
t=0 i %o

the coefficient of operations, P (D, ; (i)) is the function of the organization resources, i is the
interest rate, 7, denotes the goals of the organization (short and long terms).

The objective of the institution is to maximize its efficiency behavior according to the
movement of the interest rate. This process means that it tends to reach the following point:

O(Ef
Ef " = % (The optimal efficiency)
i
(7)
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Hence, the optimal credit lent by the financial institution is represented by the following
model:
Ef,,0C, —R’
(9)
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The interest rate liberalization has an effect on directing both the operation and specificity of
the institution towards the optimal point of credit allocation and the appropriate allocation.
The optimal value of the interest rate is the value that resolves the equation:
Ly a1 _
e’ 8(It G (It)) “ _e ! a(lt T (It) _ OA (Wiyj ) _iaP(Di,j (I ))
ol ai ol n, o
The first side of the equation represents the goals of the organization while the second side
denotes the organization per se. The interest rate which realizes the equation is that which

(11)
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allows the organization managing efficiently its resources in presence of the various
constraints: financial, legal, technical and informational. The optimal interest rate is
represented by the following curves:
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Figure. 2. Interest rate movement and the organization efficiency ~ Source: the researchers

The figure above shows that the liberalized movements of the interest rate increase the
organization efficiency because the interest rate obliges the organization to adapt to the
different circumstances and predict the potential clients (borrowers and lenders). This issue
creates a flexible and continual capacity of the firm to manage the discrepancies occurring
within the context of the interest rate (impact of interest rate stochastic behavior on the
organization) or at the level of the results emanating from these movement (externalities of
the interest rate movements).

Interest rate liberalization and interest rate spread

The interest rate spread is term coined to denote the difference between the lending and
deposit interest rate. Moreover, this term also describes the variation between the short term
and long term treasury rates as a predictor of the financial system soundness and efficiency. It
is by this sense shows how well the banks and the financial system in general is efficient to
channel funds from depositors to lenders, pooling funds and managing the asymmetries
occurring between the parts of the transaction. A high level of the interest rate spread means a
mismatch in the pooling activities of the bank or a deficiency of the information system used
by the financial institution or both of them. The issue here is to reveal the importance of
liberalizing the interest rate in diminishing the high levels of the spread which mean
implicitly one of the onsets of the bankruptcy symptoms (high operating costs, credit spread,
high levels of moral hazard and adverse selection). In this context, the liberalization of the
interest rate allows banks to adjust the difference between the lending and deposit rates to
market based value. This means implicitly that the spread within the market context is
conducted by the market behavior (boom or bust cycles). The flexibility emanating from the
market power lets the spread fluctuating within a band surrounded by limits of market
conditions (the spread snake) as it is shown by the following figure:
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Figure. 3. The spread band Source: the researchers

The figure above reveals the extent of the fluctuation of both deposit and lending according
to the equilibrium level offered by the market conditions. Consider the market level M *,
lending ratei, , deposit ratei,. The behavior of the interest rate according to the market

behavior follows the following equation:
t t

iL—iD=j(L(i)—M*)di—I(D(i)—M*)di (12)
0 0
L (i) Lending behavior, D (i ) deposit behavior, t : the time frame

The objective of the financial institution is to reach the point at which the institution gets the
highest level of credit allocation in respect of the market movements. It follows that:

a{a(L(i)—M ) _o(D(i)-M *)}
o o
Ef,. =
ot ai
The last equation means that the target fulfills the efficiency of the lending and the deposit
behaviors by respecting the market conditions as it is illustrated by the following figure:

(13)
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Figure. 4. The highest point of credit allocation Source: the researchers

CONCLUSION

The paper shows the relationships between the movement of the interest rate and the
movement of the markets. In this context, the management of interest rate is a strong
indicator of the performance and the efficiency of the institution. By presenting the different
models that explain the behavior of the interest rate in terms of efficiency, three important
insights emerge:
- The institution should take into consideration the market situations when it conceives
the strategies of dealing with deposits and credits.
- The liberalized behavior of the interest rate is beneficial for the firm to confine the
limits of interest rate fluctuation in favor of the financial and economic targets of the
institution.
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- The highest level of credit allocation depends on the realization of both the
efficiencies: the lending efficiency and the deposit one.

The research on the interest rate liberalization on the efficiency of the financial institution and
the credit allocation is a fertile groundwork which necessities and paves the way for further
research both at theoretical and empirical levels.
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