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Abstract:

The interest rate has a prominent role within thenetary policy tools, which led
Algeria in monetary reform to follow indirect moaey policy, after they adopt a direct
monetary policy, which resulted in the intereserliberalization, and left it's determined
according to supply and demand and that led tardbelts and the effects on the level of
many economic variables. This research showedré@teconomic growth and interest are
influence each other and have lag and lead rektiipnRegression tests showed that one and
two lag of inflation rate had impacted the curremerest rate and one lag of GDP also had
impacted the current interest rate. All regressigmsved that ARCH (Autoregressive
conditional heteroskedasticity) effect existenceesghsome of the tested variables did not
have volatility or spill over risk during the GARCfGeneralized autoregressive conditional
heteroskedasticity) model. This research will pdevbeneficial contribution to the current
literature on real growth implemented to Algeriacomomy. It will test the impact of
inflation, real GDP and interest rate on the realgh rate of Algerian economy.

Key Words:

Interest rate, impact, inflation, growth rate, Alga, economy, GDP, financial, regression,
relationship, influence.



Abstrakt:

Urokova sazba méa vysadni postaveni mezi nastrojietdoni politiky, je dlezita pro
monetarni reformy a zarokeati k nastroim negimé monetarni politiky. Liberalizace, a
sni spojeny pokles Urokové miry, uniaje pisobeni zakladnich ekonomickych sil — nabidky
a poptavky. Na zakladvysledki této prace je mozné konstatovat, Zze ekonomicisy a
urokova mira se, byse zpozénim, navzajem ovlikuji. Regresni testy ukazaly, Ze zp&id
proménna inflace ovlivnila sotasnou Urokovou miru, zarave jednu zpozZéha prongnna
pro HDP zarovi ovlivnila proménnou pro soéasnou urokovou miru. VSechny provedené
regresni testy prokazaly existence tzv. ARCH (Aedgoessive conditional heteroskedasticity)
efektu, kdy wkteré z testovanych pramnych nevykazovaly volatilitug¢i prelivani rizik
béhem GARCHova (Generalized autoregressive conditioeiroskedasticity) modelu. Tato
prace tak pnasi @inos k sodasné literatte zangiené na ekonomickyist Alzirské
ekonomiky. O¥tuje vliv inflace, realného HDP a arokové miry naitskny ekonomicky iist
AlZirské ekonomiky.

Kli éova slova:

Urokova mira, Vliv, Inflace, Rstova mira, Alzirsko, Ekonomika, HDP, Finance, Regr
Vztah, Risobeni
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Introduction

The subject of interest rate is still points offelience among economists. The interest
rate remains to the present time of study and aisalyf academics, and the subject raises
debate researchers’ economists of different peimusignd schools. Never in the history of
economic thought that raised the subject of cortr®y and debate as the interest rate theme,
both in determining the concept or measurement odsthnot to mention how important the
role and scope of its impact on economic activityustify the deal with it. The policies of
interest rate have a great importance in the félthe means used to correct economic path
for developed countries and developing countriex] there are a lot of economists -
especially - traditional and contemporary said thatinterest rate variable is pivotal role in
building and display monetary theories with itsgst& of development, and it consider as an
essential factor in the activity of financial andnlzing institutions. Many of the economic
research theory and field addressed the study aadysas, concluded that it does not
envisage non-existence as a variable in the ecantiiei though the results of those studies
have varied in determine the extent of its imparéaand its role within the various economic

communities.

A lot of economists of different in there interm@ibdns said that the selection of
interest rate works to reduce its role in job itabaing and proper guidance of resources and
limiting the growth and development of the finah@ad monetary sectors. Then the price of
interest has an important role, an indicator ofabe¢ internal and external economic and
efficient allocation of resources investment anhficial. The liberalization of the interest
rate is a necessary and vital to the operationsixaéroeconomics, and it is inevitable in
achieving efficiency and effectiveness of changesoaated with the process of structural

reform in the financial and monetary systems.

The researchers and economists in their studidstisai the interest rate is the cause
of the problems and economic crises that facediéveloping countries. Therefore, the uses
of interest rate to influence economic activityt bame of them want to cancel this tool, and
look for other alternatives to be more efficiendaonvenient. When was the reality of all
countries at different levels and their dealingha present benefit, as it consider as tool used
to correct the economic conditions of developingrtades, it was necessary to search in the
impact of change in interest rate on the economidgbese countries. The result of studies

and field trials for the topic of interest rateyvbaconcluded that the economy of developing
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countries have suffering from imbalances in theicdtre of interest rates, which led to

negative effects on the efficiency of resourcecatmn and the productivity of capital. So,

that led the interest rate to lose its effectivenas a guide for lending, catalyst for savings
and indicator in the demand for money and deterrtinaeyeneral level of prices.

Interest rates have determined by administrativé pattern of economic and install
of the prices. As a result of these policies arfthiion caused by different factors such as;
fiscal, monetary, some structural, and some importén addition to lower cash balances
available for lending and low efficiency of investint. and has coincided with the effects that
increased external debt of these countries, wsindwed the urgent need to schedule these
debts and that necessitated the need for accelsgheitinternational Monetary Fund in the
agreement include the implementation of a comprakemprogram of economic reform and
structural adjustment. The interest rate it a pr@nt role within the monetary policy tools,
which led these countries in monetary reform tdofelindirect monetary policy, after they
adopt a direct monetary policy. Which resultedha interest rate liberalization, and left it's
determined according to supply and demand andebab the results and the effects on the

level of many economic variables.

These considerations we chose to discuss the mstidne impact of interest rate
change on the economies of developing countriggddfining the concept and the role and
nature of the interest rate as well as demonstheempact and importance in monetary
theories and policies. In order to access the samy analysis to interpret the reflection
adjust interest rates on economic variables foreldging countries. So, the issue of the
interest rate and its impact of change on the aom®of the developing countries cannot be
processed without exposure to the economic refaheyppursued by these countries in the
field of monetary policy and banking. Especiallyttwinstitutions of IMF, and determine the
extent of success of the policy of interest raberalization in reducing inflation by raising
interest rates to a level that allows the ruleeaafl interest rates are positive, in order to raise
the level of mobilization of national savings tadnce economic development programs and
social. Therefore, raise the productivity of capitéh efficient of projects, which allow real
economic growth to deal with examining contemporfamnns of interest rate liberalization,
and analysis of the experiences of some developmmtries. Algeria is from developing
country that goes on approach to economic reforthsamuctural adjustment and analyzes the

impact of these reforms on interest rate and reoelitators of overall economic balances.
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Economic growth of any economy represents itstghii increase production of goods and
services. The economic growth can be defined aaliti¢y to increase the quantity of goods
and services produced within an economy. The nmasbitant are the real quantities and that
is why nominal GDP is usually adjusted for theatithn. One of the most important
macroeconomic factors which influence the abilityo economy to grow is the interest rate.
The fluctuation of the interest rate is usuallymected to inflation rates. The fluctuation of
interest rate causes a decrease or an increasennraic growth rates. This explains the
importance of the accurate prediction of interagt for investors and economic actors. This
research will provide beneficial contribution t@tburrent literature on real growth
implemented to Algerian economy. It will test tihepiact of inflation, real GDP and interest
rate on the real growth rate of Algerian econontye Tesearch emphasizes on the following

economic relationships:

-The relationship between gross domestic produttegonomic growth rate.
-The relationship between interest rate and irdfatate.

-The impact of interest rate, real GDP and inflatiate on economic growth rate.
Research Significance:

The importance of this study lies in the importantenterest rate and its impact on
the economies of the developing countries. Intenedé today cares by politicians,
economists, researchers and academics, and pretioccupwith business, economic
operators, banks and financial institutions etce Tdlobal economic system involves a
combination of factors and forces to make renewed ehanges in each stage of its
development. The effects of the interest rate atecanfined to the developing countries, but
it will goes on all countries of the world positiyer negatively, and to varying degrees.

12



Research Hypotheses:

We assume that there is a direct correlation betvebange of the interest rate and
the economies of the developing countries. The gaef this study is to analyse existing
data, and determine the impact of interest ratthereconomy. This study seeks to determine
which factors appear to have the greatest impaetconomy and seeks to identify the policy
implications of such revelations. The research typges are the following:

- GDP does not cause change in Growth

- Growth does not cause change in GDP

- Inflation does not cause change in GDP

- GDP does not cause change in Inflation

- Inflation does not cause change in Growth

- Growth does not cause change in Inflation

- Interest does not Granger-Cause Inflation

- Inflation does not Granger-Cause Interest

- Interest does not Granger-Cause GDP

- GDP does not Granger-Cause Interest

- Interest does not cause change in Growth

- Growth does not cause change in Interest
Research Tasks
Quantifying of real economic growth of an economyds to assess if the growth is able to
cope with the increasing demands of economic agtithsn a society including prosperity of

growth rates and how to assure and prevent theti@plof natural resources.

This research is built to examine the impact oinecoic factors such as inflation rate, GDP
and interest rate on Algerian real economic grdwtlanswering the following research
guestions:

-Is the impact of real GDP on economic growth sagmificant?

-Is the impact of interest rate on economic grosatie significant?

-Is the impact of inflation on economic growth ratgnificant?

13



The Methodology

To answer the research questions the author fah@nacademic research methodology with
the pedagogical nature of professional consideratiand privacy of the proposed research
addressed, in the context of combining inductivé daductive approach. To treatment and
discuss this research the author based on the dfatsie surface of the economic, social and
historical as independent variables , and thaintbeetary theories are dependent variables.
Then, include in the search to be monetary theandspendent variables and the interest rate
dependent variable. Finally, the interest rate reependent variable and other economic

variables are dependent variables.

The main aim of this thesis is to examine the impéamterest rate on real economic growth in
Algeria during the time period 2000-2010. The redeéime period is limited to 2000-2010 due
to scarcity of data. To analyze the integratioreomf the variables, the unit root test has been
used. Four variables (interest rate, inflatioe r&DP and economic growth) have undergone a
cointegration analysis. This research has empldgbdnsen test. The results showed that max
eigenvalue and trace test of the four equations Bagnificant level of 1% or 5%, which means
that there is a long term equilibrium relationsaipong all the above mentioned variables. The
research has adopted above mentioned variableslgra Granger Causality relationship. The
results proved that inflation leads to an increasmterest rate, while the other variables are
entirely independent. The regression was utilizedest the mutual influence of economic
growth rate and interest rate which showed tharast rate influences the economic growth
rate. The regression also used to examine theoredaip between inflation rate and economic
growth rate, and it showed that inflation rateuefices economic growth rate. Lastly regression
was utilized to examine the relationship betweerPGiDterest rate and inflation rate together,

findings have showed that current GDP and subsé@®R influence economic growth rate.

Data were compiled from Algerian Central Bank. Vheiables are: Nominal Interest rate, Inflatiorerat
Consumer price index (CPI) and Gross Domestic mb@BDP). The research was done for the time period
2000 - 2010.

Various techniques were applied to enhance thareseastudy and meet the objectives of the
study. The main objective of regression analysidoisanalyze the relationship between
variables.

Themeanmay often be confused with the median, mode ontiterange. The mean is the

arithmetic average of a set of values, or distidwthowever, forskewed distributions, the

mean is not necessarily the same as the middle yaladian), or the most likely (mode)

14



The generalized mean, also known as the power meé&ldlder mean, is an abstraction of
the quadratic, arithmetic, geometric and harmongams. It is defined for a set of n positive

numbers xi by:

1
n 1

T(m) = Hz:t::“

i=1

[a—y

By choosing different values for the parametethe following types of means are obtained:
m — oc maximum ofli
m = 92 quadratic mean
m = 1 arithmetic mean
m —» ()  geometric mean
m — —1 harmonic mean
T — —no minimum of &

f-mean

This can be generalized further as the generafiregian
(1 C
T=f" (—' y :f(i?z'))
n -
i=1
and again a suitable choice of an invertiplsill give

arithmetic mear,

T
1 harmonic mean,
T

— ™ power mean,

Medians of probability distributions

For any probability distribution on the real liRewith cumulative distribution functioh,

regardless of whether it is any kind of continuqarsbability distribution, in particular
an absolutely continuous distribution (which hgg@bability density function), or a discrete
probability distribution, a median is by definitioany real numbem that satisfies the

inequalities

15



Bodt | ==

1
P(Xim)zia,nd P(X >m)>

or, equivalently, the inequalities
1 1
] dF(z) > = and / dF(z) > =
(~o0.m] 2 fm,c0) z
in which a Lebesgue-Stieltjes integral is used. &orabsolutely continuous probability
distribution with probability density functiofiy the median satisfies

P(X<m)=P(X =2m)= f(I)dIZ%.
Any probability distribution orR has at least one median, but there may be moreaha
median. Where exactly one median exists, sta@stecspeak of "the median” correctly; even
when the median is not unique, some statisticipralsof "the median" informally.

Pearson's moment coefficient of skewnegslit]

The skewness of a random variaKles the third standardized moment, denogteand

defined as

)3:| _ K3 _ E [(X—H)a] _ s |
7 EX - SR

whereusz is the third central moment,is the meangis the standard deviation, akds

Hfl:E[(kE

o

the expectation operator. The last equality exgpeskewness in terms of the ratio of the
third cumulant; and the 1.5th power of the second cumutantThis is analogous to the
definition of kurtosis as the fourth cumulant noled by the square of the second
cumulant.

The skewness is also sometimes denoted S{ew|

In probability theory and statistidsyrtosis (from the Greek wordwptog, kyrtosor kurtos
meaning curved, arching) is any measure of the Kguhzess" of the probability
distribution of a real-valued random variable
Pearson moments
The fourth standardized moment is defined as
R (€ Sy

? T(E[(X —p))? ot

where p4is the fourth moment about the mean amdis the standard deviation. The

fourth standardized moment is lower bounded bystheared skewness plu§™

16



s (B) 41
o o

whereys is the third moment about the mean.

The fourth standardized moment is sometimes usethegefinition of kurtosis in older
works, but is not the definition used here.

Corrected sample standard deviatiofedit]

When discussing the bias, to be more precise, adhesponding estimator for the variance,

thebiased sample variance:

N
2 1." Z{Ia —T}Z.

i=1

Sy = 7

4

equivalently the second central moment of the sar(gd the mean is the first moment), is a
biased estimator of the variance (it underestimiuepopulation variance)

The sum of squared deviations needed to calcudample variance (before deciding whether
to divide byn orn - 1) is most easily calculated as

S=% 22— (Z )’

n
From the two derived expectations above the exdecikie of this sum is

no? + n?p?
E(S) =no” + nu’ — no”

)
which implies
E(S) = (n—1)d".
This effectively proves the use of the divisof 1 in the calculation of amnbiasedsample
estimate ob?.
Granger defined the causality relationship basethorprinciples®!
The cause happens prior to its effect.
The cause hasiqueinformation about the future values of its effect.
Given these two assumptions about causality, Grapgeposed to test the following

hypothesis for identification of causal effect ¥fon Y

PIY(t +1) € A|Z(t)] # P[Y (t+ 1) € A|T_x(t)]

where.A is an arbitrary non-empty set. The symbglg) andI—.\'(f-) denote all the
information until timef in the entire universe and the modified univemrsewiich X is

excluded, respectively. If the above hypothesicizepted, we calk Granger causek.®#

17



An F-testis any statistical test in which the test statibias arf-distribution under the null
hypothesis. It is most often used when compariagssical models that have been fitted to
a data set, in order to identify the model that liesthepopulation from which the data were
sampled. Exact F-tests" mainly arise when the models have beeedfitto the data
using least squares.

Thep-value is defined as the probability, under theiagstion of hypothesi¢d, of obtaining

a result equal tor more extreme than what was actually obseniepbending on how we
look at it, the "more extreme than what was acyuabbserved" can either

mean{XEI}(right tail event) 0|{X EI}(Ieft tail event) or the "smaller"
of{X < I} and{X > 1"} (double tailed event). Thus tpevalue is given by

Pr{X > x|H) oy right tail event,

Pr(X < x|H)for et tail event,

An eigenvectorof asquare matrixlis a non-zero vectarthat, when the
matrix multipliest, yields a constant multiple of, the latter multiplier being commonly
denoted byA. That is:

Av = Av

(Because this equation uses post-multiplicatiom biy describes a right eigenvector.)

The number\ is called theeigenvalueof .A corresponding ta

The concept of eigenvectors and eigenvalues extemafsirally to abstract linear
transformations on abstract vector spaces. Namkly}” be any vector space over
some field K of scalars, and Iéf’ be a linear transformation mappikgnto V. We say that
a non-zero vector of V' is aneigenvectorof 1" if (and only if) there is a scalarin /X such
that

T(v) = A\v

ARCH(qg) model Specification

Suppose one wishes to model a time series usifgREH process. Lef: denote the error
terms (return residuals, with respect to a meangs®) i.e. the series terms. Thésare split
into a stochastic piec& and a time-dependent standard deviaflecharacterizing the
typical size of the terms so that

E"-f — I'szf

2
The random variablét is a strong White noise process. The séfiess modelled by
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q
O =g+ oe]_ 4+ g€ = ap+ Y e
i=1

wheretn > Uanda; 2 0, 1> 0
An ARCH(q) model can be estimated using ordinaagiesquares. A methodology to test for
the lag length of ARCH errors using the Lagrange ltiplier testwas proposed
by Engle (1982). This procedure is as follows:

Estimate the best fitting autoregressive

q
Ye = Qo + Q11+ - -+ OQgli—q + € = Qo + Z ;Y + €
model AR(Q) i=1 .

Obtain the squares of the erﬁgrand regress them on a constant @fetjged values:
2 ? 2
€; = dp + E i€y
i=1

whereq is the length of ARCH lags.
The null hypothesisis that, in the absence of ARGiémponents, we

have®; = Ufor allt =1, *, 4. The alternative hypothesis is that, in the preseof
ARCH components, at least one of the estim&iadoefficients must be significant. In a

sample of T residuals under the null hypothesis nof ARCH errors, the test

statisticTR%ollows Xg distribution withq degrees of freedom. TiR2is greater than the Chi-
square table value, wejectthe null hypothesis and conclude there is an ARsSfdct in
the ARMA model. IfTR2is smaller than the Chi-square table valuedwaot rejecthe null
hypothesis.
GARCH
If an autoregressive moving average model (ARMA etp assumed for the error variance,
the model is @eneralized autoregressive conditional heteroskedasty (GARCH,
Bollerslev (1986)) model.
In that case, the GARCH (p, q) model (where p ésdfder of the GARCH terms” and qis
the order of the ARCH terme ) is given by
q P

of = ooyt oge Tyt o, = c0t) oig ) By

i=1 i=1
Generally, when testing for heteroskedasticity icormmetric models, the best test is
the White test. However, when dealing with timeiesedata, this means to test for ARCH

errors (as described above) and GARCH errors (helow
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EWMA is an alternative model in a separate classxpbnential smoothing models. It can be
an alternative to GARCH modelling as it has sonteaetive properties such as a greater
weight upon more recent observations but also stra&backs such as an arbitrary decay
factor that introduce subijectivity into the estimat

Literature review of the research

Estrella and Hardouvelis (1991) proved that thereaipositive slope of the yield curve
associated with a future increase in real economacroeconomic indicators such as
consumption of goods and services and investmdimsy proved that it has a predictive
effect on the index of leading indicators suchaggeéd economic growth and real short term
interest rate and lagged rates of inflation. Theynfl that the span between the yield on the
ten years government bonds and the three montresrgoent bills is a beneficial predictor of
economic growth up to four years in the future andnomic growth up to more than seven
incoming quarters. They also found that the spaable to predict beneficial information to
private investors and policy makers regarding titare economic growttSweidan (2004):
examined whether the relationship between inflaad economic growth has a structural
break point effect. His results showed that thare ipositive structural effect when the
inflation rate is around 2%, but the effect was ate@ at higher rates. His main
recommendation to central banks was that they shpay more attention to inflation while
implementing monetary policies. The research ouB®nt (1999) showed that inflation rate
had affected three months government bill rate siggiconditional deviation of inflation rate
to represent risk index. Haubrich and Dombrovsig9@) examined the yield span over the
period 1961 and 1995 and their results say thayitlld span is a relatively precise predictor
of almost one year economic growth, but this priaggcability is changing over time. Engen
and Hubbard (2004) in their research have proved &im increase in government debt
equivalent to 1% of GDP, Ceteris Paribus, wouldllea an increase in long term of real
interest rate by about 3 basis pointlasanov (2010) tested the effect of inflation on
economic growth in Azerbaijan’s economy over theetiperiod of 2000-2009. The
research showed that there is a non-linear rekttipnbetween these variables in this
economy and according to this research the thrddbeekl is thirteen percent. Inflation
below thirteen percent hagatistically significant positive effect on GDPogrth, but when
inflation  is  higher than thirteen percent this positive relationship

becomes negative one.
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Giovanni andShambaugh (2007) in their research paper testedetaonship between
interest rates and economic growth in major dewedlopountries and they compare that
with other countries. The findings showed that higteign interest rates have a negative
effect on real GDP growth in domestic economieshviited exchange rates. The paper
examines how the interest rate in major countnésiences other economies. The effect of
foreign interest rates on local economies is thetnlikely channel comparing with other
possibilities such as the effect of foreign tradi@dico (2007) in his research explained
economic growth as a n aggregated issue which needdive interaction of many
economic, social and institutional factors. Theessh suggests that economies can grow
with their own economic model and the determinasftggrowth is the ability of each
economy to associate the right governance andtutistis beside a good human
development such as life expectancy growth andninfaortality reduction. Countries
which experienced an increase of human developihaeatto appropriate institutions have
gained economic growtiNisha and Nishat (2011) found out that economiewnaccan be
created by inflow of capital to the most productiseestments, since investors usually
decide to invest just in the most productive congmrShahmoradi and Baghbanyan
(2011) which conducted their research for the tmeeiod 1990-2007emphasized on the
most important factors of FDI inflows into develogicountriesObamuyi and Olorunfemi
(2011) analyzed the consequences of economic refamd interest rate fluctuations on
economic growth in Nigeria. The research revealat economic reforms and interest

rate have a significant effect on economic growtthiat country.
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Chapter one: Interest rate theories

Section one:Determine the interest rate:

Introduction

There are many definitions for interest rate sughtlae interest rate is the cash price for the
use of funds and this concept is not newly in eceindhought, but this concept of interest
rates and its role in economic activity was frormmgears ago, where Aristotle and ancient
Greek thought attacked the lenders and interesth Wie development of the forms and
functions of monetary and growing importance in thedern economic activity "Jon Low"
consider monetary as blood in the human body. 8@e$sponse to neo-classical school's ally
(Smith, Rikadwr, mel, Sai, and Valras) who looknonetary as a neutral tool. Also, they
said the monetary function as the exchange of gamu$ services to other monetary
functions. If the monetary as blood in the humadybithat the interest may be considered as
heart who drives economic activity. With the deypehent of international trade and the
movement of capital investments, and the increasipgculation and instability of the
international monetary system before and afterRingt World War, and problems of gold
payment system and the emergence of the Great &spnein 1929-1933, this was

considered a major setback classic thoghb, 1990).

1.1.1 The concept of interest rate:

There are several definitions and concepts of esterate, although it appears that there is a
difference in the concept of the interest rate, thig difference is within the limits of words

without meaning.

1 definition of the interest rate "Adam Smith" interest is used for capital reqgtifrom
the sacrifice (savings), and he cannot distinguishween profit and interest. Then, his
contribution was to the theory of limited inter@sthe same way as "Ricardo”, who was not
clear in the distinction between profit and intérésowever, more traditional contribution
who was interested in saving analysis to expla ttieory of interest is (Senior). It is a
pioneer of the theory of time preference, whicthis first one used word "deprivation" as an
explanation for the interest on the capital. In dysnion the production supply due to three
factors: labor, human deprivation, and the probtdrimited production in the difficulty of
finding people willing to sacrifice work and depation, part for work, and part for refrain
from consumption (sacrifice) and provide the cdpitaeded for the production process
(Abdul Rahman, 2011).
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"Marshall”, has discussed factor of deprivation d@sdconcept as a reason for the
interest, and preferred to use the word wait (nefrto express the same meaning, after it
became clear to him that the word deprivation umdeke. He defended in his book "The
Origins of Economics" about the need and importasfcthe interest on borrowed capital,
attributed the opposition to the medieval and artdie the lack of clarity of ideas about the

nature and productivity of capital.

The Professor "Castle" in his book" the nature #redneed for interest”, he considered that
investment is demand for wait and savings is sufmywait, while the interest rate is the
"price tag" It achieves a tie between the two. WhiCarver" said in its definition of the
interest rate that the price at which achieves lanice between the marginal utility of the
waiting and the marginal productivity of capitahd "Taussig" opines that the interest rate
stabilizes at a level that makes the marginal prodty of capital brings the marginal
amount of savings. "Fisher" In his theory of int#reconsidered the interest rate is the price
of lack of patience to spend income and opportutotynvest, and "Samuelson” that the
interest is income in the form of a percentage myias a bonus to lend moriAynory,

2002).

2_nature of the interest rate:had previously pointed out that the interest ratthe price
that pay for the use of capital, and represeniritexest paid for investors, and at the same
time income for savers. If the money used in investt was sourced from loans, so the
interest will take contractual shape or if the seuof funds was from direct entrepreneur’s
investment or through deductions from the totaldpdion in the form of profit is
distributed, the interest will take implicit shajggassic did not distinguish between loans for
consumption and loans for production, where conssmeay be forced to increase their
consumption spending when their income do not pgeiwrachieving it, therefore they will be

willing to pay a benefit which match their spendingadvancassam, 2003).

The money midwife to borrow may be in the form ohds held to offset depreciation the
production of capital goods that owned by investorde in the form of not distributed profit
that kept by entrepreneurs usually in the formeskrves, and not spend this money (internal
sources) in the money market, but it is one ofsiin@med up the supply of loan funds in the
national economy. Although, used by investors @asents an important part of the total
demand for funds available for lending, and do nepiresent the interest on the loan funds

from internal sources contractual interest. White money that investors demand from

23



external sources are either be in the form of #ie ef shares and bonds, which are part of
the investors capital, and in this case the holdéshares are getting a share of the profits of

the investment process, while bondholders receiedgiermined benefiiBassam, 2003).

So, the demand for loans may be on a contractisd bath promise to pay a predetermined
benefit, and loans may take other divisions, iniclgdnedium-and long-term loans, which

usually represented in the form of bonds or shemtitloans. Thus, the benefits may be the
result of handling cash loans that can be obtameflanks and other financial institutions,

may also be compared to trading and owning staaked by private financial markets. When

the benefits are obtained either from producticangor consumer loans, or return for cash
loans or return of transactions in the financiatkets, the interest in the foundation linked to
two factors are time and risk, which lead to searchhe structure of the interest rate

(Brooks, 2005).

1.1.2 The interest rate structure:

The analysis of "Fisher" entrance in its treatmeinthe theory of interest, he was
considered one of the first economists who tookeetations theory, and this theory is based

on analysis of the interest rate structure.

1 definition of the structure of interest rate: The interest rate structure is intended to
change the difference in the interest rate as altre$ the difference in time and the
accompanying risk. In other words, it is a studyabalyze and explain the level of average
index (Le Taux D Interet Directeur) that took plaeund the structure interest rate different
varieties loans. The loans and bonds version ientitely homogeneous, and this difference
and contrast due originally to change the ratesthadlifferences that separate them. This
means of the interest rate structure shows théioeshnip between the rate of return and
maturity private stock, and often used to compaeerates of return on the securities and
bonds that have fixed return and known in advareterm, which risk free. Since the
government stock free from the risk of default,ytladways take as a basis for drawing the
structure of interest rates in a certain time pmeriwhile the stock are non-governmental
reserved risks, which may affect the return ondrgeck (whether in the form of dividends
or interest) (Chance, 2004).

2_ Theory expectations rate:if the idea of "Fisher" in 1930 was in its origir@ms to

determine the structure depending on the periodnterest rates on the assumption that the
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long rate is a function of (relationship) of shtetm rates in the expected future. The
estimated of implicit term rates and this theoryanmeethat the structure of interest rate (return
and its relationship with accrual term) interprebgdinvestors' expectations for short-term of
the interest rate, where this theory showed thatldhg term of the interest rates (back of
stock with a long term of maturity). It can be edited mathematically as the geometric
mean of short rates (future and implicit) totalipeéy which are the average ongoing series of
interest rates and the average prices of short-térthe interest rate. Therefore, the annual
interest rate for a stock after two years can basmed by the following formula (Chance,

2004).

(1 annual interest rate for a period of two years® = (1 interest rate being for the first year) (1

interest rate for the second year in futures)

According to the theory of expectations the retaumve or structure interest rate
become very important, if hypotheses theory is amifrand it becomes a tool to predict,
because it shows the direction of movement of dleom rates in the future as happens in the
stock market at the present time as it is the bamsispricing interest. This theory set
hypotheses including:

- Investors maximize their profits during the peraf planned investment.

- There is no time to invest a favorite for anottiere, where if the stock in terms of the type
is equal the investors will not interested on theecbf maturity.

In addition, real of the interest rate is like fineed of the interest rate, the expected rate of
inflation helps to anticipate the interest rateisture, and explains the behavior of the current
interest rate or in the future. So, the individustpect a real return on their savings, and this
supreme return to exclude the rate of decline athmsing of monetary power (inflation
rate). If the nominal interest rate is less thae tate of inflation (a negative of the real
interest rate). The individuals may tend eitheintbease consumption or make their savings
in the form of assets in kind (Real Estate Toolsepeial), or to buy foreign currencies
relative stability compared to the decline that Wwnoby the purchasing power of their
monetary (substitution of foreign currency insteafd the national currency) (Ben Al
Belazzouz, 2008).

3_ Theory of rational expectations:New ideas have emerged on the theory of expentatio

by "Fisher" this theory is based on the ideas Wltbe Swedish School "VixI" and some of
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these economists are: “Lundberg, Lund@jlin, Murdell, and Hansan. Also, Hasks (1939),
Makil (1966), and Mcilmn(1962).” Where this thedsybased on the existence of financial
markets and monetary efficient and sophisticatedha advanced capitalist economy can
through these markets linking decisions savers iamdstors' decisions. So, this modern
theory of rational expectations based on the canalemarket efficiency and responsiveness
to change in any new information affecting the esjwf the money supply, to reflect on the
interest rate and the price of stock. If featurathdand statistics on investment and savings or
growth in the quantity of money begins investord dnsinessmen in the case translate this
new information to make new decisions to buy of sticks or borrowing, and accordingly

changed the rates in a short period of time arerghew information (Chuah, 2004).

The main assumptions and results for the ratioxgéetations of efficient market as follows:

- Must reflect the stock prices and interest ratiéshe information available that appear in
its time. If this information is used correctly pgarties of the money market, it will help to
estimate interest rates in the future (Ben Ali Betauz, 2008).

- Stop the change in the price of stock and ther@st rates on unknown information, while
already known information is reflected on the retuates and stock prices in advance based
on the speed of the market's response to its efitgi in analyzing and understanding the

information (Ben Ali Belazzouz, 2008).

- If the formation of expectations related to swgkices and interest rates in the future
through a rational process, these expectationalaceused efficiently. So, interest rates are,
according to this theory often close to the eqitltm point if an efficient financial market
will also reduce the fluctuation of the interegesaby the forces of supply and demand.

- If parties predicted increase market demand ffedit (with constant supply) and appeared

unexpected announcement that the demand for ¢sdéis, which lead to reduce the interest
rates in the future(Chuah, 2004).

This theory is based on the interpretation of cleang interest rates and stock prices

in the short term, encountered some difficultied tonsisted mainly by following:
- How individuals shape their expectations for filterre?

- What is information updated? What is the impactagiven to each variable?
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- How can determine the equilibrium point betweée forces of supply and demand
balances? Especially that determine the interéstinathe monetary and financial markets is

more complex than the pricing of goods in real ratgk
1.1.3 Determine the interest rate:

1 determine the interest rate in traditionalists According to the quantity theory of
monetary the interest rate is determined by theketawith savings and investment help.
Traditionalists believe that interest like any prieg can be determined by the interaction of
supply and demand forces, any supply for capitavi(gs) and demand for capital
(investment). The interest rate is take care autically to achieve a balance between the
demand for investment and the desire to save (BieBetazzouz, 2008).

The interest rate is also under the influence aketdorces at that point it becomes a
guantitative investment at a certain interest egfaivalent to the amount of savings at this
price. To achieve this the traditional sees thalreerovide the conditions and assumptions

that summarized as following:

- The perfect competition prevails in the capitarket.

- The stability of the national income level.

- The equilibrium interest rate will not be stabldess the amount of money saved is equal to
the amount of investment, which mean savings eqoa¢stment.

- Everyone aims to maximize its gains and profits.

- Stability schedule time of preference for constiorp which is preference between present
consumption and future consumption.

- Stability of central bank policy, or for governmeo expand lending.

- The demand for money confined on motivated tretisas and reserves only.

If the Classic are considered an effective interata factor in influencing on the saving and
investment decision, though the impact of the sderate usually happen on investment.
While the savings like any other view as an inaregagunction in the interest rate as the
relationship between savings and interest ratedsext correlation. So that individuals will
do difference between current consumption and éuttamsumption based on "the price of
waiting,"” which is the interest rate. They workremluce the size of their consumption and
increase the size of their savings if the interat rises, and vice versa. It is also investing
like any other show as a decreasing function initiberest rate, where they have opposite

relationship, which mean decrease the investmet te increase the interest rate, and vice
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versa. The organizers and businessmen believethiamarginal productivity of capital
decreases due to the laws of diminishing returms] they seek to maximum their

profits(Duraid Mahmoud al-Samarrai, 2004).

A - Mathematical expression of the balance of sawys and investment;the investment
and savings functions in the short period as tiaual rule are as following:
Where:  Savings (S), Investment (I), Inte(&st

1= I(R) where 01 (R)
This means the first derivative of this functiomegative, is an indication that the investment
function decreasing in the interest rate.

S=S(R) where0S (R)
This means the first derivative of this functiom positive, which refer that is positive
relationship between the interest rate and savings.
When he savings and investment are not dependeointérest rate only, but they are depend
on the amount of the income (Y) as well.
On the other hand, the traditional consider theonme as fixed amount and it does not
change, so the entrance variable of income inftimstion does not consider as substantially
change in the traditional equation.
Assuming fixed income (Y), the equilibrium prigestead in the form:
I(R;Y)=S(R;Y) become I(R)=S(R)

As the investment (I) is a function of the variabiterest (R), and savings (S), is a function
of the variable of interest, including that detarenithe balance in the labor market and the
size of operating in the economy gives us the éxuim level of income (Y), and when

income is given, the interest rate (R) will guaesnthe equality of savings and investment

and there will be a single price for the balance@iMahmoud al-Samarrai, 2004).
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B- Determine the interest rate in chart; the equilibrium of interest rate is determined in
intersection of the demand curve on savings (df)neestment, with savings supply curve
(s1), where is the first curve decreasing and #o®sd curve is increasing. So, there will be
only single price equilibrium of interest rate, whiis a price of (R0). See Figure (1).

R d3 dil d2 S3 S1 S2

A

1

1
1
1
1

!

qo > Q

Figure (1-1); determine the interest rate in tiaddlists

Traditional theory assumes that changes in theasterate works to achieve a balance
between savings and investment, which is any @iffebetween investment and savings,
when prevails another interest rate and it is bffié to the equilibrium of interest rate the

results will be certain forces and rebalance autmaldy again (Faisal Al-Fakhri, 2004).

In other words, If interest rates (R1) increasedarban (RO0), then the total supply of loan
funds will increase more than total demand. Witmpetition between savings that will lead
to a reduce the interest rate to the equilibriumepr but if the interest rate (R2) is less than
the equilibrium of interest rate, the total demé&mdloan funds will increase more than total
supply. Thus the competition among money seeketddiead to a rise in the interest rate to
the equilibrium level (Faisal Al-Fakhri, 2004).

Clearly, the interest rate in the traditionalist®ught, is determined on the basis of the
intersection of the demand curve on investmentsapply curve on saving. However, this

conventional analysis to determine the interese rahs faced add-ons and criticism,

especially for hypotheses and conditions thatrdditional based on to determine the interest
rate (Faisal Al-Fakhri, 2004).
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2_ determine the interest rate according to the thary of loanable funds: The theory of
loanable funds consider as updating to traditi@uantity theory of money, which is based
essentially on the neutrality of money. The equilim price of interest is identifying the
intersection of the demand curve on investment ampply curve of savings. So, the
traditionalists reached that the interest ratesidasic tool to direct savings to invest, which
lead to achieve a balance between savings andtinees without taking income of the
presumption of firmness at full operation of ecomonesources. The question that arises in
this regard is what are the additions that cameha theory of loanable funds to the
traditional analysis? The theory loanable funds twymake the theory of interest rate
associated with the credit market related to legpddperations and bank borrowing. The
demand for cash balances of loanable funds comesgynfilom investors in order to finance
their productive activity and investment. This @ has negative relation with the interest
rate, which means increase in the interest ratttie@ecrease investor demand for loans and

vice versa (Frenkel, 1998).

While the supply of loanable monetary balancesrelsresented in which provided by

individuals, enterprises and banks in the formadfirsgs that can be provided in the credit
market, So, the positive relationship between titerést rate and the supply of loanable
money (savings), which means increase in the istawges lead to increase the loanable

funds, and vice versa (Frenkel, 1998).
The relationship between savings and investmemt,the interest, according to the

following figure (2).

R d S (d) Demandor loanable funds

(s) Supply money that midwife to savings

v

qo0 Q

Figure (1-2) determine the interest rate accortingpe theory of cash balances.
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The intersection point of the demand eunnm lendable balances (investment) (d) with
the supply curve lendable balances(Savings) (® gs/the equilibrium of interest rate (RO),
and the equilibrium quantity of funds lendable &odrowing (q 0). When the savings in the
national economy at a certain level, and this l@aginot meets the needs of investors and
businessmen, the central bank can provide the anwduagal currency (banknote) by new
extra issuing, which leads to increased money supipéreby increasing the amount of cash
balances lendable (Fred Ragheb, 2010).

The total size of the money supply @aote) is greater than the amount of monetary
issuance by the central bank, because of the isel@adeposits of commercial banks, which
allows the central bank to make more cash flow ubho multiplier credit and then the

expansion of credit (Fred Ragheb, 2010).

The result that the theory of loanabledfuimvants to reach is increase in the monetary
issuance by the central bank consequent greatezaige in the money supply. Then, an
increase in cash balances, and this theory belignatst could make increase in the supply of
loanable funds, without a equivalent this increagh any similar increase in the volume of
savings. However, the source of the increase ih tatances is an activity central bank
(banknote) and commercial banks (written moneyyupgh the process of derivation money,
and also through the expansion of granting credhomt any role in these increases played
by individuals and business (Fuad Hashim Awad, 2008en the relationship between the
interest rate and supply of loanable funds wasectcorrelation, this would divert savings

to hoard, which means that savers prefer to mainkesir money outside of the banking
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system because the interest rate is very low ivaha figure (3) - a -
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Figure (1-3) - a - the impact of increasing the Figure (1-3) - b - the impact of increased demand
supply of funds without a change in the demand for funds without the change in supply
A
R

Figure (1-3) - ¢ - the equilibrium of interest ratethe balances theory

In the case of increased demand for loanable fmigstment) with stability of supply,
which lead to increase the interest rates as ivaho figure (3) - b - that leads to increase the

savings and decrease the interest rates to thiedklalance, as it shown in figure (3) - ¢ -.

Through the pioneers of this theory vityoto avoid the deficiencies and negatives,
which have occurred in the traditional analysist Bwese theory traditional monetary and
modern classic theories have faced and criticismm@any specialists and researchers,
specially Keynesians, which lead to increase inctiitecism of classic's hypotheses is what
make the economic system suffering that it basedhese principles, ideas and theories

during the two World Wars | and Il, and the glob@pression in (1929-1933) (Galenson,
1992).
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1.1.4 Discussion and evaluation of interest rate:

Classical school is a pioneer in fleédd of analysis of the interest rate, which
entering new concepts and analytical tools to doute in the development of economic
thought. Although, the analysis of "Bafrick, Vixtisher, Marshall, Robinson and others"
from traditionalists, who saw the interest rater@al phenomenon determined by market
forces, supply of savings and demand of investm&hus, consider the interest rate as
indicator that depends upon the creation of thaallvbalance by influencing savings and
investment. The outcome of the traditional theasynecessary to accept and deal with real
and positive interest rate due to several reasockjding the interest rate is the price of
deprivation or wait (refrain). The present consuopis better than future consumption, and

interest in the future consumption is the priceigihg capital (Gibson R, 2001).

Keynes has criticized the traditiortedry of interest rate, as it does not expression
the reality on the right way, where the traditiostal see these is direct correlation between
the interest rate and the size of savings, whilgni€s sees that the savings depends on the
level of income and not on the interest rate thhothge multiplier of investment, but he also
said to raise the interest rate leads to obstnwetstment, which leads to decrease the income
and savings. Therefore, he builds an indirect imiahip between the interest and savings.
While Hansen has criticized the traditional theatgy to determine the interest rate, and he
saw that the traditional theory does not offer aslale solution, and he justify it based on the
determine of supply curve of savings would be sdinate to the level of real income, and it
cannot know the interest rate until after determimelevel of income. At the same time the
level of income cannot be determine until the iesérate has known. Note that the savings
may be taking without into account the intereserdiut may be interest make savings
(hoarding) as it may be savings as negative of@staate or benefits without saving (Graff,
1999).

Therefore there is no direct correlati@tween interest rate and response to the amount
of savings to its changes. The saver takes twosibas in separate, first is estimated by
people who saving from their income. The secoecisibn special savings, that individual
prefer to savings in the form of cash or in therfasf stock of bonds, or lend to others. So,
the price of interest rate does not affect the sizéhe savings but in a way to keep these

savings (Hamid Bouzaydh, 2007).
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The interpretation of the traditional cept of interest rate has some mystery,
especially they consider the return as dividend,vaaias return of the deprivation that saver
result refrain from consumption, note that the wdlial may receive a savings without risk,
also may has deprivation without gets a returnjtoufy be a negative return (inflation). The
decisions to refrain from consumption (savings) rbayundesirable for concern that there is
a payment of money outside the field of investmesich gradually lead to separate that role

of the money from the production(Hassan Awad, 2007)

Keynes sees the theories that condiderinterest rate depends on the marginal
efficiency of capital they have got reconcile adlwa the equilibrium point the interest rate
will equal to the rate of sufficiently marginal the capital, where it is likely to increase or
decrease the rate of financial investment untieéches the point of equilibrium, but curve
sufficiently marginal does not give the interederaself and it shows the limits can be paid
the production and investment with a certain irgerate(Hassan Awad, 2007).

The traditional thought that decreagpending and increased savings leads to
decrease the interest rate and on the other hanebse the investment leads to increase the
interest rate, but the analysis of contemporarydiffsrent idea from this analysis, which is
reducing the marginal propensity to consume isdesirable, as it leads to lack of operation
size. The traditional theory of the interest ratees not give us a plausible explanation for
how to get the banks on interest rates for loamsitgd by these banks, is it as return of
saving or refrain from current consumption? Ortia part of wait and deprivation?. Banks
get the interest without saving, due to these clamations that have no related to some of

assumptions and justifications made in the tradgi@nalysis (Salah E, 2008).

The classical theory does not take raportant role played by central banks in
influencing the interest rate, and this happen eweeconomically developed countries.
These countries can control the interest rate addiaing or increasing the interest rate
according to the monetary policy, if the countneant to increase the amount of the money
they resorting to decrease the interest rate, fatiek igoal is to reduce credit expansion they
resorting to raises interest rate (Salah E, 2008).
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Section two:Interest rate in the contemporary economic thought:

This section will be allocated to Frieains monetary theory, and analyze the theory of
interest rate in contemporary monetary thought, laod their importance in the economic

analysis.

1.2.1 The general framework of the quantity theoryof money contemporary:
The theory of "Friedman" consider as an extensfadhetraditional economic thought, but in

a new ideas and analysis tools more effective aatistic. Theory of contemporary amount
of money is a theory that combines the results afietary analysis of traditional and analysis
results of Keynesian, which led to re-new life tomatary analysis, the pioneers and
supporters of the theory of contemporary amoumhoiiey called "monetarist” (Hussein Ali,
2007).

Also, their analytical doctrine called "monetaycttine”. The quantity theory of money and
holders of wealth and projects, consider as thet nmpgortant contributions to economic
thought. Their theory has mainly to renew and rewive theory of "Fisher" and "Marshall"
with new additions and analyzing economic variabdsording to the experimental
approach, which based primarily on the statistera@lysis, and stay away from criticism
suffered by the traditional theory and take adwgmtaf the intellectual and scientific

development of these theory (Hussein Ali, 2007).

1- A new theory of demand for money:Friedman has developed the theory of demand for
money in 1956. By reformulated quantity theory adrmay, and he usually refers to "Fisher"
in his analysis, which may suggest that his anslisian extension or evolution to Fisher's
analyze. However, the theory of the "Friedmanthe demand for money is closer to the
analysis of "Cambridge School" compared to Fisharialyzed. Clearly, that contemporary
theory is the analysis of the demand for money @y & more extensive of classical analysis
(Hussein Hani, 2002).

In this regard, Friedman saw that motivated ofdemand for money need requires of study
and analysis the concept of wealth, prices andnstitom other forms of alternative to keep
wealth in the form of money. The contemporary tlyeof the quantity of money at first

glance is the theory of the demand for money, rathan the theory of production, or

income, or the price level. To consider the produncor income or price there are some other
variables should be entered with the quantity thedmoney, such as supply for money. The
demand for money will stopped on the same condidesathat govern the phenomenon of
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demand for goods and services, and then Friedmarcamsidered the demand for money is
part of the theory of wealth or capital that instesl in the composition of the balance sheet
or asset portfolio. Also, he has distinguished leetwthe asset holders who represent money
for them as a form of wealth and entrepreneurs wpoesent money for them as capitalist

commodity such as machinery and inventory (Lamuaen@&@, 2004).

A- The total wealth: the request of holders of wealth and real casanoals depend on the
total amount of available wealth. The value of tat@alth is a fixed amount in a certain
moment of time, and then this represents the limitaon the amount of wealth that
distributed between its various elements. Friedseamthat the total wealth is a wealth for all
sources of income. So, the wealth consider as towgnand income is flows resulting from
this wealth or inventory. Then, concept of wedithm the perspective of this theory is the
capital value of all sources of income, money it pathe wealth, while the other parts, and
other components of wealth, they are representdthamcial assets and cash (stocks and

bonds) - physical assets (natural), as well as humeastment (Madani Bin Fame, 2008).

But we know that the total wealth estimates arelyaavailable, and this one must use
alternative indicator of overall wealth, and thislicator is income. So, what is income we
use as an indicator of wealth? The current incoset aneasured by statisticians defect
involves a measure of wealth, it may face differgype of fluctuations from year to year,
then the current income is a measure of the stdnslaort-term, and requires the use of
income as an indicator - or alternative - of wedlilit in the long term, which has been done
by Friedman in the construction of his model anchited "income Permanent “. The concept
of permanent income is an expression of the exgdeahie of the expected income obtained
from the return of wealth in the long term. Thedne can be determined as Friedman said
by several factors including: the skill and profesalism, employability profile, future
expectations, propensity for consumption. In gendhe permanent income (income
expected) can be determined by three basic elenoéntgealth, consumer behavior, and
interest rate (McKinnon, 2005).

B_ Expected returns of the various assets of wealtiThe demand for money associated
with the distribution of wealth on the various farnand this distribution is achieved
according to the each type of return in these as3&there the person distribute his wealth to

the various assets according to the benefit thatb@ned, and this benefit is determined by
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income. So, the constituent asset to the wealtheapécted returns for each asset based on
Friedman rule can be summarized as follows:
Money: it is consider as the most of asset that has ash-geturn, which represented
comfort, convenience and safety that provided leyhblder in the form of cash. The rate of
return is measured for the money as follows:
Rate of return for the money = interest rate on thanoney + rate of change in the purchasing
power of money

Accordingly, if money was intended as currenty interest rate is equal to zero, as
the rate of change in the purchasing power of mdmegomes negative in the case of
inflation and be positive in the case of declinghaf prices. Since the rate of return on money
is negative in the case of inflation, it comes tndnthat this necessarily leads to a decline in
demand for units of currency as an asset and a @rmealth in the asset portfolio, this
perception is not necessarily to be true, why? (&laBakri, 2006).

Suppose that the bonds as an alternative to mongse of inflation, in this case the
interest rate tends to rise, which leads to deeréas real price (market) for bonds, and that
causing loss of capital to the bonds holder. Iflibllers sold it that may lead to loss capital
exceed the nominal interest obtained by the hobdehe bonds, which makes the rate of
return on the bond is negative by more than a negatte of return on the money (Kamal
Bakri, 2006).

Although, the previous analysis approach is cleat preferably to the conclusion that a
increase the interest rate on the bonds will leadecrease the demand for money. However,
the Friedman did not want to reach this conclusienause he wanted to reach the same
analysis that established by pioneers of classichbol, especially Fisher's result that the
interest rate does not affect the demand for mowbich means that the demand for money
non-flexibility to change the interest rate. Thilse value of the real return of money
according to the nominal money units depends onsthe of the goods, or the accurate
concept on the price level. So, the price leveligPthe critical variable that effective and
influential on the value of real return for monaydaother forms of wealth (Kamal Bakri,
2006).

Bonds: it is consider as wealth assets that fulfill aadtereturn to its holder in the form of a
percentage of the nominal value of the bond (Rinj, this return takes two forms:

- The value of the amount that is delivered anyuadld it called the interest rate on the bond.
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- Change the actual value of the bond during tine fperiod, and this change may be positive
or negative.

Therefore, the value of real income support duangertain period, or the value achieved by
the obtain bond is equal to the interest rate ofdbo the market plus the change in the value
of the bond during a certain period (Khaled W, 200® the end, the obtain bonds as a form

of wealth depends on the rate of change in thedsteate and the general level of prices.

Stock: it is considered as financial assets, which isranfof wealth and the return or flow

(income) resulting from its possession may takedHorms:
- Fixed return delivers annually, in the case ef skability of the price.
- Change the value of fixed nominal return as alted change in the price level.

- Change in the nominal value during the time pkrighich can occur as a result of change

in the interest rate or prices.

Friedman called the income derived frehares as interest rate of stocks in the
market (Re), and it can be expressed as nominalmacresulting from the acquisition of
wealth in the form of shares of the following eqoat

Real income of the shares over a period of time nterest rate per share +(-) Change in the value dhe

share during the time period +(-) Change in the vaie of the price level during the same period.

Natural assets:it means ownership of wealth in the form of matlegoods, which represent
physical capital things like machinery and realatst Its flow that results from the
acquisition of these assets depends on the gepecal level and its changing rate, which
means the return on asset acquisition, and asedaiath expected change in the value of the

price in a certain time period (Mahmoud Hamidatl 20

The return can be as; (1/px dp / dt). Where (Llihpgrted the general level of prices and (dp

/ dt) represents the rate of price change forithe {T).

Human capital: Friedman said that it is difficult to determinitige return on human capital
at market prices, but he believes that there iglationship between human capital and
physical capital, where there is always assessiagvealth of human and non-human in the

list of assets, and from there it can be coefficitween human capital and material wealth.
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The coefficient ratio between material wealth tanlam wealth can be measured as (W)
Where the total wealth is: W =Y /P

Return of human capital = total wealth x coeffitciestio between material wealth and non-

material wealth; where (w) is the return on humapital (Mahmoud Hamidat, 2012).

Friedman believe that the person should not digiedh his wealth among the various assets
of its constituent depending on revenues, but gwmcras well as other considerations

relating to tastes and order of preferences. Thenquantity theory of contemporary has

entered the tastes and order of preferences iarthlysis of the demand for money and can
be symbolized as (U) (Mahmoud Hamidat, 2012).

2 - Aggregate demand function of Friedman:Friedman tries to answer a question that is,
why individuals prefer acquiring money? In his aeswo this question, he did not analyze
motives tenure of money (demand for money) as Keydal, but he analyzed the
determinants of the demand for money in the contéxhe theory of demand assets and
decide which factors influence the request of asgetn The theory of asset request decided
that the demand for money should be a functionhef resources available to individuals
(wealth) and expected rates of return on theirtassempared to the expected return on the

money (McKinnon, 2006).

After we explained the forms of weatthd return of each category, and we have
given symbol of income for every form of wealth hvithe specific type, it can give a

mathematical formula of Friedman's demand for madiuetion in the following equation
(2):

M=f(P,Rb,Re,1/p.dp/dt, W, u).......... D)

The demand for money function (No.1) is basedhe basis of currency units, and not on
the basis of valuation and real value. So, the ttquaf demand for money function can be
based on the basis of the demand for real balamzkethat by multiplying both sides of the
equation to (1 / p) and so in order to convert dneount of money to the real balance
(McKinnon, 2006).

If the quantity of money = return for different elements of the wealth.
The amount of money / price = output = function fora real change in return elements of the wealth.
M /P =f(Rb, Re, 1/P.dp/dt, W, U) ......... 2
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Friedman, the demand for money conoelpted with wealth, and where the money
continued, the cash demand associated directlyetadiea of wealth, and permanent income
indicator of wealth and unlike the idea of curremome commonly used in the economic
analysis of traditional. The permanent income (Wlian be expected as average income in
the long term) is characterized by impaired shematfluctuations, which means the demand
for money as Friedman said will not fluctuate mweith the movement of the economic
cycle (McKinnon, 2005).

Equation (1) expressing demand for money functiam get to the quantity theory equation
by multiplying the both sides of equation to theedried party of income (1/Y). Where the
amount of money (M) is equal to a change in thetion returns for the various elements of
wealth, and multiplying both sides of the equatim1 to (1/Y) (Michael Juman, 2010).

The quantity of money (M) / income (Y) = changedturn function for the various elements
of wealth / income

Since the function of the change in the elementwexdlth / income = 1 / average trading
speed of change in the elements of wealth

when M /Y =1/ average speed rotation changeainng revenue for elements of wealth

If income (Y) = average speed of rotation changeading revenue for elements wealth M x
Friedman has expressed that the quantity theotlidofollowing equation:
M/Y=1/V(Rb,Re,1/p.dp/dt, W, U) ... (3)

From the equation No,3 the Friedman reached téiibeequation for quantity theory.

Y=V (Rb,Re, 1/P.dp/dt, W, U). M

(V) the speed of rotation of income.

Almost in the same way the function of demand faney to entrepreneurs (2) can be
calculated.

3 - The difference between monetary theory and traditioal monetary theory based on
Friedman:

There is no different in his analysistoé guantity theory of contemporary money about
the monetary traditional theory, he agrees thatitmeand for money will change directly and
proportionately with the level of prices. Also, &grees that the permanent income (expected)
specified determine of demand for money, but hetviwether when he made the demand for
money not only for the income and price. So, hesmtar it as a function of the real interest
rate and the rate of increase in prices and thagdsin permanent income and the level of

prices lead to changes in the demand for monelggrsame direction, while the changes in
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the interest rate and the rate of increase in thee pevel to the change in the demand for
money function in the opposite direction. Althougjine theory of contemporary monetary in
opinion of many economists is nascent the theoryaafitional monetary, but in the form of
more expanded. However, there are some fundamdifferlences between the two theories,
where the theory of exchange for "Fisher" and "Mali§ on the basis of the principle of

presumption of the existence of the case fully api@nal (McKinnon, 2005).

The theory of contemporary monetarybased on the lack of a full operating
assumption, which means the volume of productianvariable, not a fixed amount, as seen
by traditionalists. The traditional analysis is &&n the principle of each increase in the
money supply leads to a direct increase in theepiewel without affecting the volume of
production and income due to assume full operabibthe economic resources. Friedman
believes that as long as the economy has not rdaittee level of full employment, any
increase in the quantity of money will result in imcrease in operating and income. The
theory of contemporary monetary is consider asrthed treatment that able to treat the
economic imbalance on the basis of rearrangingirgi®conomic variables, through a new

analysis approach to explain the movement of ecamphenomena (McKinnon, 2005).

1.2.2 Interest rate in the contemporary monetary aalysis:

After we dealt with the quantity theafymoney from several aspects, it is important
that we analyze and display the role and the nailitbe interest rate within the concept of
the theory, and know the impact of the interest @t other economic variables, before we
discuss the concept of interest rate in modernrétieal framework (Magdy M. Shehab,
2012).

1 - The concept of interest rateat first glance seem that the theory of the irgierate has
not received it share of attention and analysith@monetary doctrine, but that persist in the
demand for money equation when "Friedman" finchitolves three types of interest rates,
which are:

_ The interest rate on the bonds (Rb).

_ The interest rate (return) on shares (Re).

_ The interest rate (R).

Generally, the price of interest rate is the averafinterest rate on the bonds and shares, in
addition to the return that corresponds to humaitalaand physical capital (Rc).

So, the interestrateisR=Rb + Re /2 + Rc
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While the interest rate (return) on the money mdantity theory of money contemporary is
expected the rate of return for the money, whecaritbe measured as follows:

The interest rate of money = real interest ratenohey + percentage change in prices. We
conclude that Friedman has expanded in its anabfsise concept and the form of interest
rate and its related to the revenue generated thmmvarious forms of wealth (Magdy M.
Shehab, 2012).

2_ determine the interest rate: Friedman has distinguish on others in the methbd o
determining the interest rate, terms used capitabrty as the basis for determining the
interest rate, where the demand for capital isretfan of the variable interest rate and the
relationship between them is negative relation. [&/tlie supply for capital is a function of

the variable interest rate, and the relationshigvéen them is a positive relation (Madani Bin
Fame, 2008).

What Friedman has been added in theckefor equilibrium of interest rate is a
difference between two cases, which are equilibreamd non-equilibrium. In the case of
equilibrium the demand curve for capital is intetsewith the supply curve for capital supply
and that leads to get the equilibrium quantityhaf interest rate and the amount of capital and
stable over the long term. In the case of nondxiuim through to dealing with the practical
reality, the amount of capital cannot be in equililm. So, there is question of how the
interest rate will be determined in the case o tlon-equilibrium? To answer this question
Friedman made different between the two casesyeifetis or there isn't incentive for the
production (Madani Bin Fame, 2008).

In the case that there is no motitesncrease the production, if the owners of
investment projects does not have an incentivadeease or change the amount of capital in
any level of the interest rate, then the equilitiriprice in this case will be determined in the
market, but at a low level, which pushing the ingesto borrow and at the same time will
not push savers to lend. In the case that thememstive of production, if the regulators and
businessmen to enter the means, machinery andregnipf new technology that will lead
to increase in the amount of capital, and this sleniwill lead to a rise in the interest rate,
and forcing savers to increase the level of thairgs to lend. While it leads the regulators
to refrain to increasing the amount of capital sonat to encourage increasing the interest
rate (Magdy M. Shehab, 2012).
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This meets with desire of the wealth owners, amy tnust have other sources of capital to
enable them to obtain the amounts they already paithis case, the community would be in
stability, but it will be heading to collapse. Ftrman mentioned that the negative balance of
interest rate is rarely to happen(Magdy M. SheRah? ).

Namely that there is equilibrium resulting from @ss to a case of full employment, and this
balance will continue for a long time.

The Friedman analysis is ended to the following:

- In the case of the non-monetary economy (natwal) be imagine negative balance of
interest rate.

- In the case of the cash economy cannot be imawggative interest rate of market. Finally,
it cannot occur a negative balance of interestaateto the simple reason that it cannot reach
the level of balance resulting from full operation.

1.2.3 The importance of the interest rate in the egdemporary monetary:

The economists mentioned the impodaoicinterest rate as an effective tool in the
economic life in the nineteenth century and eaflyhe twentieth century, and due to the
prosperity of the world depended largely on thevigtof England trade in that period. So,
economic changes were hypersensitive to the irteses increase in the interest rate at that
time was enough to event deflationary cycle, amdang-term lending was quickly responds
to any movement in interest rates in the LondorciStexchange. However, the degree of
response to change in the interest rate did ngttetd way as a result of changing economic
conditions. The price of interest is no longer #eative weapon supervision of credit and
monetary affairs in most cases, and the monetatijoaties believed that it must use
effective tools different to the traditional todlighammad G, 2004).

Monetary policy that both England anthéica have resorted in the years of the
global recession did not come with required purpas®d it did not work to stimulate
investment in spite of this states paid attentmimtrease credit by reduction in the interest
rate. This prompted the thinkers of the ChicagooBtiio non-conviction to this analysis,
which leads to increase their doubts about the rtapoe and role of the interest rate are the
results of research and studies carried out byoapgof economists researchers especially
Oxford University where most of results showed ttied interest rate is a weak tool in
building economic models, therefore it is less @ffe® in economic analysis and
interpretation of economic variables and phenonf{dtedhammed Saleh, 2004).
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To analyze and discuss this idea frompirspective of contemporary monetary theory,
first we will show the relationship between théenest rate and the demand for money at

Friedman, then we will exposed to interest rate@inh the framework of this theory.

1 - The relationship between the demand for moneynd interest. Many economists
especially monetarists reject that the demand fonew has more flexibility compare to
change in the interest rate. Friedman was basedatistical studies especially in the United
States of America and he believes that there isleas at experimental school that impact of
the interest rate on the real demand for moneynbuagreement on whether there is a close
relationship in the long or short term betweenititerest rate and liquidity preference. The
result derived from the function of demand for mpaé Friedman determine by three basic
variables: wealth, opportunity cost to keep theneyo(revenue) and tastes and order of
preferences. It is known as previously mentioneat the interest rate includes different
concepts. So, the interest rate even it was ngptingary variable in the equation it cannot be

denied or ignored its impact on the function of dechfor money (Mohammed Saleh, 2004).

Friedman does not want to separatiawdsen the monetary sector and the real sector.
So, he believes it should not look to the interast on that monetary phenomenon only that
determined on the basis the supply and demand doeyy but must be considered to interest
rate as it depends on real indicators. The resalthed by Friedman is that way out the
interest rate of the demand for money function aflbw to happening secession and break
undesirable between the economic analysis monataifyreal economic. Moreover, there is
negative relationship between the interest rate taieddemand for money, although this
relationship is not very important it cannot sawtththe demand for money has more
flexibility and great sensitivity than the intereate (Mohamed M, 2006).

2 - The impact of monetary policy on interest rate:Friedman and his followers of
monetarist believe that regulate the amount of maseonly can affect entirely on the
economy, while the other tools of traditional ecomo policy (particularly fiscal policy) just
result to redistribution incomes between the vaigectors. Therefore, he finds that the
monetary policy cannot work on the installationtbé interest rate at a certain level, he
considers the assumption retain monetary authetiéow level of interest rates leads to sell
financial assets at a high price, and low retusawell as increase the quantity available
reserves to banks, which would lead to rise thewarhof bank credit, and then increase the
money supply (McKinnon, 2005).
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The bank believes that increasing thewrhof money due to the lower interest rate,
but economists believe that this is due to the gaglierence. So, increase money very
quickly leads the interest rate to be at a loweelldhan the specified level. This is the
turning point at Friedman where the continued iaseein the money supply will be
accompanied by increased spending. Moreover, uhdanfluence of increase of investment
and spending will lead to increase the income &eddemand for loans. Which leads to a
reduction in the amount of real money, and firspatt will cause to reduce in the interest
rate, but with the continued expansion of monegugwth it will lead to increase in the
interest rates. Therefore, the reason that makesntbnetary policy not successful to
stabilizing the interest rate at a low level orthig because it always goes to the opposite
level (McKinnon, 2005).

3 - The interest rate is misleading indicatar Friedman has reached in the previous analysis
that it cannot install the interest rate, becautehe related between interest rates and
guantity of money. So, the increase in the interats means expansion in monetary policy
with concept of the rapid growth of the quantitynedney, while the low interest rate means a
reduction of monetary policy with concept of slovogth of the quantity of money (Graff,
1999).

Based on the above, the monetatyoaities can guarantee low level of interest rate
to follow contraction of the monetary policy. Sa,fiast it seems in the opposite direction.
Also, the monetary authorities can guarantee tlyadmilevel interest rate to following an
expansionary of monetary policy, but the interedge iwill move in the opposite direction.
Therefore, it concludes that the interest rate hdretontraction or expansionary monetary
policy is a misleading indicator. In the followirsgheme it shows that the interest rate is
misleading indicator (Graff, 1999).

High interest rate = growth in the quantity of mgreexpansion in the direction of monetary
policy to lower interest rate

To maintain a high level of interest rate Inflationary monetary policy

Low level of interest rate = slow growth in the qtiy of money = contraction in the
direction of monetary policy to high interest rate

To maintain the low level of interest rate Contraction in the monetary policy
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Assessment of contemporary monetary theory:

The basic observation on demand funatioRriedman is related to wealth, where he
considered the main source of basic change inuhetibn of the demand for money, while
neglecting other variables as change in the inteeds. The expected or permanent income
as flow of wealth is at the same time returns effieby various assets consisting of wealth.
Although, most of these returns depend on the@staite, then his assumption to stable or
reduce the interest rate does not correspond torghbty, but he returned in recent
acknowledges that interest rate can be considesesl element of the income components.
Friedman assesses through his equation that pmsiglationship between real wealth
(income) per capita and the request for money, whieans increase in the wealth lead to
increase the ability to retain cash as a form ddltke The relationship between the demand
for money and the opportunity cost to keep themeagative relation. So, the cost would
increase when the returns as a result of hold catbler than use in the purchase of stocks,

which leads to increase the demand for money (H&uitzaydh, 2007).

In addition, the role of the intdreate in the monetary analysis of contemporary
despite that Friedman has expanded and relatedis iequation to the investigator returns as
different form of wealth, but he considered it awited variable impact. However, the
demand for money has weak flexibility for varialoiethe interest rate, as he considers the
interest rate as misleading indicator. So, the rageauthorities cannot install the interest
rate at a low level or high, where the automatedeneent of the interest rate and the amount
of money working in the opposite direction (Mahmodmlinis, 2007).

To determine the equilibrium of intsreate, the theory of modern monetary has
adopted same style as the previous of monetaryiésgeovhere they are determining the
interest rate at intersection of supply curve fapital with demand curve for capital. So, we
find that there is a relationship in determining thterest rate within the various theories, but
differ according to the entrance of each theoryediman turned to the adoption of two key
factors movement and direction of the interest tatéhe equilibrium level and they are: a
production incentive, where the interest rate iaseewhen it increase and vice versa. The
second factor is the tendency of individuals toesav invest. Increasing tendency for
investment leads to raises the interest rate, antkase the tendency for individuals to
savings leads to reduces the interest rate (the sasult reached by the traditional analysis)
(Mahmoud Younis, 2007).
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Section three: Explain the behavior of interest rags in the Keynesian analysis:

1.3.1 Interest rate theory "Keynes":
After Keynesian has criticism the theory of trasli@l especially what has related to the

demand for money, where quantum theory of the ddmfan money confined on the
transactions and reserves, and there is no wayhdarding cash or used in speculative
purposes. Thus, the quantum theory may excludegreently and indirectly role of money in
bringing balance in the market of goods and sesyiead it was only sufficient by Lasai's
law. Keynes began his analysis for the reason ¢batd someone prefers to keep his/her
wealth in form of tenure that does not bring hiny anterest or return. By entrance the
uncertainty factor for the interest rate in theufetthe form of the acquisition money would
be more important. From this point we will obsethe importance of cash preference to
building a new theory that have crucial implicagoior monetary and economic analysis.
Before getting into the details it has to be refdrto the concept and nature of interest in the

Keynesian analysis (Yoshikawa, 2001).

The concept of interest rate at Keynes is not agfasaving or deprivation and waiting, or it
is the price of the preference as traditionaligiéelve, but it is the price waiver for cash, or it
is the price of non-compactness. Therefore, Keyledme the interest rate as the price that
must be paid induce holders of the funds for a eaof cash assets in the form of cash or
access to other assets carry a greater risk. 8onttrest rate is the price of lending money.
This about the concept of interest rate, but fdeining the interest rate Keynes believes
that the interest rate is a monetary phenomenomanhd real phenomenon as it assumed by
traditional theory. Its price can be determinedthe monetary of market on the basis of
interaction monetary factors; it is supply and dechdor money. Also, he believes that
acquire in cash as savings do not result in anyrmetThe interest rate is the price of a
balance between the desires to acquire wealtharfdim of cash. Then, the first factor to
determine the interest rate is the money supplythadsecond factor is the cash preference

(the demand for money) (Yoshikawa, 2001).

1.3.2 Theory of saving, investment and income:
1 _relationship between investment, savings anddome: Keynes has moved away in his

analysis to the traditionalists’ analysis in théenest theory. The traditionalists have treat
with this subject of entrance quantity theory ofmeg. While Keynes was based on the
national income in his analysis of the conceptrviestment, and to clarify the relationship
between investment and savings income, is appedng ifollowing equation:
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Income = value of production Y=Q...(1)

Income = consumption + Investment Y=C+l..... (2)
Investment = income - Consumption I=Y-C... 3)
Income = consumption + savings Y=C+S...... 4)
Savings = Income - Consumption S=Y-C.... (5)

From the equation (3) and (5) we find investmesawings S = |

Clearly, that Keynes did not add any new to theiti@nal analysis, where he was handed
something of mystery that the total savings is etuthe total investment, and the difference
between them was unclear and without results, agdrerease in savings lead to an increase
in investment, but Keynes added in his theory whihhe dependent and independent
variable. Although, the traditional theory has daded that the savings has directly effects
on the investment, while Keynes has reached difteresult which was the investment
automatically leads to change the savings throtgyhmpact of a change in income through

investment multiplier (Wall Street Journal, 2006).

2 - The theory of multiplier investment the Keynes' theory in its general sense that the
change in the quantity of money affects investmestich determines the level of income,
production and operation through multiplier. Thigbthesis is based on the consumption
function information and specific, and hence theel®f income. Therefore, it depends on the
size of the investment amount. If the investmens \aathe large level (at a low level of
interest rates) the size of the income is high wice versa. This mean the saving is a
negative factor, as it leads to a lack of demandgtmds and services. So, if this negative
factor does not compensate by positive factor wisdnvestment, the total demand will be
less than the size of total supply, thereby leadettonomy to enter deflationary cycle, and to
lower operating level and national income. If theestment is greater than the savings, the
volume of production and operating level will inase, but if they are equal the level of
operating level and income will remain in the steamd at the level of balance (Rebick,
2005).

The idea of multiplier at Keynes is based on commgathe relative sizes of the relative
increase in investment with the overall increasdimdl income. Or in other words, the
multiplier is the number of times multiplied by tirerease in investment events reaction to
consumption, which ultimately leads to increasetonal income. As intended multiplier
investment a numerical laboratory which shows tkterg of the overall increase in national

income and generated by an increase in investriviErginal propensities to consume plays a
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key role in determining the value of the investnrandtiplier, and this idea can be illustrating
mathematically do the following; the multiplier ofvestment is (T), an increase in
investment (d 1), an increase in income (d y), andncrease in consumption (dC). When
multiplier of investment depends on the marginapensity to consume and where the
marginal propensity to consume is measured bydtie between the change in consumption
(dC) to the change in the income (dY) (RobinsonQ@O0 The relationship between the
multiplier and the marginal propensity to consummeaipositive relationship, which means
increase in the marginal propensity to consumesldadincrease the multiplier and vice
versa. Moreover, the multiplier is inversely prapmmal to marginal propensity to saves. This

can be illustrated mathematically as follows:

The multiplier is dY=T.dIl.uieiri . (2)
T=dY /Al .o 2

where Y=C + |
dY=dC+dl.oooeervvivrinnnn. (3)
dli=dY-dC.oovviiiiiiiiie e, 4)

divide both side of equation (4) on dY we will gle¢ following equation:
di/dY=1-dC/dY.......u.... (5)
by divided the equation (5) on 1 we will get thédwing equation:
dy/dl=1/1-dC/dY............. (6)

The investment multiplier: marginal propensity tmsume -1/1 =T

Since the marginal propensity to save = 1 - maitgnopensity to consume

The investment multiplier: marginal propensity &awe /1 =T

That multiplier equals to inverted marginal proggnt save.

The study shows the importance of the theory ofntlndtiplier as it allows us in general to
know if the various projects have increase theeansiing on investment. It is expected that
the consequent increase greater than the produgtioome and employment, as we can
know the amount of the increase in investment amagmal propensity to consume (or
marginal propensity to save). The other differeminpbetween the Keynes and traditional in
this subject is that traditional consider savind arvestment as function to the variable of the
interest rate even if they have negative relatignsihile Keynes meant the demand for

investment is just like what it meant by classioabthe demand for capital, but the
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difference is clear when we talk about the proggrier consumption and save. The classic
consider the interest rate factor effective andcifigeimpact on savings, which means
changing the curve that expresses the relationsétiween interest rate and the amount of
savings, or change the demand curve at known edfigvel of capital and income, or when
both curve may change, the new interest rate \eil€wined at the point of intersection of

the two new curves (Osama M, 2008).

This perception and interpretation is incorrecKaiynes where he assumed the stability of
income is completely contrary to the possibilityimiependent a change for each of the two
curves. Traditional theory assume that changeardémand curve on capital does not lead to
a change in the development of the supply curverdise the interest rate will become more
desire to savings achieved parity between the ddrf@arcapital and the savings at this high
level of interest rate. In other words, the tramh&l theory deems it is necessary to the
stability of the income level despite the change s$ize of the investment, which did not
accept at Keynes' assumption. Where his theoryiderssthat the change in the investment
demand curve leads to a change in the display rdadelo change in income as a result of
change investment through the multiplier effectd anis believed that the savings is a
function of the variable income and it is not aighle of the interest rate, while investment is

a function of the interest rate variable (Osam&M)8).

1.3.3 Money Supply:
The meaning of the money supply is the amount ohagoavailable in a certain

period of time, which is usually determined by thenetary authorities, or it is the amount of
cash and all kinds of means of payment. Then,ntlEdiscrimination in the money supply
between three basic of concepts:

1- The narrow concept (M1) it knows as the total means of payment includesrapulsory

of banknote, assistance money, and current depaditsof these are cash assets that
extremely liquid.

2- The broad concept (M2):it knows as local liquidity, and includes (M1) plghort-term
savings deposits at banks and it has less liqaid (M1).

3- The concept of domestic liquidity (M3):include (M2) to the domestic liquidity plus
government deposits with banks like bonds and wrgabills, which are less liquid than
(M2).

The result that the money supply aggregate consfdbsnknote issued by the central bank

and money assistance (paper and metal) that magsbed treasury or central bank. In
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addition, the written money (banking) caused by e@rcial banks or money deposits (quasi-
money), which represents the largest proportiothefsize of the money supply in modern
societies (Obstfeld, 2004).

The supply of money (amount of money) is determingd the monetary authorities,

according to several factors, including the impattquantitative monetary price level

(inflation), and the stage of the economic cycfeeionomic activity), growth rate and the
level of economic well-being, which all of variableare stronger than interest rate.
Accordingly the central bank directly influence® thize of banknote (paper money). Also,
affect the size of the written money issued by camual banks through several tools. The
most important change in the rate legal cash is aparket policy, the discount rate, etc....
So, to influence multiplier credit, if the monetaaythorities depend on expansionary of
monetary policy, the bank will reduce of the casberve ratio to allow the commercial banks
to expand in granting more credit, but if the geab pursue a contraction policy, it will raise
the cash reserve ratio imposed on commercial bamkgh limiting commercial banks’

ability to issue more banking money (reduction refdit expansion) (Obstfeld, 2004).

Therefore, the determining the amount of money ttuéhe monetary authorities and its

totally independent from the variable of intereger In the banking systems of contemporary
as it consider the quantitative monetary is inedastchange of the interest rate, which means
the money supply is inelastic for change in thenest rate and justifies the money supply

curve parallel to the axis of the interest ratee gure (4-b) ( Omar Mohiuddin, 2009).

1.3.4 Money demand (liquidity preference):

Keynes means the liquidity preference is motived dtompel an individual (project) to keep
wealth in liquid form (cash), and expressed motigegchological liquidity, which is the
desire of economic in possession of cash. Sinterigpresented the only asset that can be
converted to any other asset in the shortest duradnd without loss( Omar Mohiuddin,
2009). Keynes believes that motivated of the denfanchoney (liquidity preference) due to

three purposes:

1 - Defended transactionsit is exchanges that desire of individuals to keagh liquid to do
expenditures ongoing during payments; it is thaogethat the person earns his normal
salary. The desire of projects to keep cash mongay the operating expenses and workers'
wages and necessary expenses to process projeetd astate leases and others.
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This factor consider as more common than othewofadhat drive the demand for money,
where the main factor that motivates individualsl gmojects to maintain cash balances
liquid. The resort to keep the amount of the caalarize for the purpose of transactions is
related to scope of balancing over time betweeremdpure flows and income flows. The

factors that determine the amount of cash balarlas are kept for the purposes of
transactions in normal circumstances is the gemeieé level, and the level of employment.

However, the important factor and basic upon whiehdemand for money in this purpose is
income, as other factors do not change in the gfeviod of time. The demand for money to
the purpose of transactions is a function of thealée income as (Y) income and (dT) the

demand for money to the purpose of transactions 8Y) (Fred Ragheb, 2010).

2 - Defended reservistsit is (caution) desire of individuals (project®) keep money at
liquid form to face unexpected emergency, suchiasngss and unemployment, or take
advantage of unexpected opportunities like lowgwifor some commaodities. As projects are
aimed at this type of action to face what mightgepfrom emergency or disaster requiring
additional expenses related to production or te tattvantage of opportunities bargains. The
demand for money depends on the purpose of theveesm the income level and other
factors that are less important such as the nattitbe individual and mental conditions
surrounding the degree of uncertainty prevailinghie community (the crisis) and the degree
of growth and regulation of capital. The basic dad¢hat this the defended reservists depends
on is the level of income, as other factors usudbynot change in the short term, so the
demand for money by motivated reserve is a funatibtihe variable income (Fred Ragheb,
2010).

Where (dp) symbolizes the demand for money to vesep = f (Y)

Usually the demand for money of the purpose ofstations called reserve the term of the
demand for money balances working or active, it ba expressed mathematically, where
(dA) Labor demand for money, we get dA =1 (Y)

This means that the demand for money motivated#etions and reserves, depends only on
one variable which is income. It can be expressethathematical relationship between the
demand for money motivated transactions and reqeig and income (Y) in figure (4-a)
As the function of the demand for money in contex$ nothing to do with the interest rate
we can express the relationship between the defoamidoney and the interest rate as shown
in figure (1-4-b) (Fred Ragheb, 2010).
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The demand for money labors is represents (dA)na parallel to the vertical axis (the

interest rate), which reflects the lack of elasficf demand for money for that purpose, and
thus lack of sensitivity to the interest rate. bctf the neglect of the interest rate as a
determinant of balances transactions and resemeghe distinction between these stocks
that depend on income only and balances speculttairdepend on the interest rate, as the

view of many economists, including: Baumol, Hanaad Tobin (Fred Ragheb, 2010).

A A
Y R DAL (Y1)| DA 2(Y2)
Preference cur

Y1

DA1 (Y1) = transactions
YO DA 2(Y2) =sexvists
R= interest rate

v
v

dao dal DA DA

Figure (1-4-a); Curve of cash preference for the  Figure (1-4-b); Curve shows the relationship
purpose of transactions and reservists between the interest rate and the demand for money
motivated and reservists transactions

3 - The defended of speculationKeeping money in the form of cash is not a devealept

of the traditional functions, but of innovation Kes money held for speculative purposes
due to the function money as a store of the valdnch is the traditional theory did not care
about this point, on the grounds that defendedd#maand for money is limited only to the
purposes of transactions and reserves. The reteotimoney represents to drive speculation

a cash balances in liquidity allocated to specwdatt make profits (Fred Ragheb, 2010).

Individuals retain a cash balances in the banksaib for opportunities that allowed
them to make a profit as a result of the changbenprices of securities on the stock market
(financial markets), where its value change to highlow level according to changes in
interest rates in the money market. Moreover, tiakviduals prefer to wait for long time to

get the greatest value of interest in the in theréu

The demand for speculative money will be highlyxitiée for the change in the
interest rate, see figure - (4-c). So, the nega®lationship between the function of demand
for money of the purpose of speculation and intena®, and can be shown as following; (d
s) the demand for money for the purpose of spaounlatve get the following relationship: ds
=f(R)
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R1 The demand curve for the purpose of speculation
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Figure (1-4-c); the demand curve for money forghgpose of speculation

Figure - (1-4-c) illustrate that at a very high ééwf interest rate is heading individuals
(projects) to invest all the money in their posgesdo buy bonds, then the demand for
money of speculative motive at this level is inetasand it expressed by straight line
applicable on the vertical axis. When the interagt is very low, as is the case of (R2) the
agents economic preferred to keep their money enféhm of liquidity, so the demand for
money then Infinitely elastic for the interest ras® the curve defended speculative line
parallel to the horizontal axis. This line showsttht does not finds individuals and
businessmen any benefit from the investment of tigiid assets in the purchase of bonds, a
situation was referred by Keynes as (trap) liqyidithe door of Liquidity).Which he is
usually based on in his interpretation of effeatiess of monetary policy in the depression
period. Notes that the function does not decreéee a certain interest rate; this has been
guestion, why the interest rate is not reducedetoz The answer to this question by many
economists and Keynes was one of them, where Isetlsaethe interest rate should not come
down at a certain "minimum" because money and banelsiot perfect substitutes (Kandil,
2003).

1.3.5 Theoretical expectations for interest rate:

Keynes deems if the values of bonds was highee phian what the individuals was expected
in the future, and they will start to sell theirnals and keep its price in the form of cash is
better than selling them at low price as a resuéixpected and they loss in the future. In the
case of expected decline the value of bonds inioel@o the future, they will allocate a part

of their cash incomes to buy more bonds in ordeselbthem in the future and achieve the
expected profits from high prices. So, the fluda in the demand for money depending on

the motive of speculation in the market of the mirgiortant reasons that lead to fluctuations
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in interest rates, and considered speculative defitas a function of the interest rate as their
relationship between them is negative. Keynes demsithat the basic requirement for
achieving this kind of speculation is not sure th@ements of interest rates. Therefore, the
speculator does not know the future value of therast rate on the bonds, and then he does
not know the exact price that he can sell his Imgjsliof bonds (Mahmoud Hamidat, 2012).

If the movement of the interest rate was knowrhanfuture there would be no motive
to keep the idle of money, and not invested instioeks, but if the change of those rates was
not sure in the future that can be as justify kegphe money speculative.

The speculator has choice between two types otsaisey are guaranteed assets which are
money, and unsecured assets involve certain rigkighwis bonds, and this choice is
determined by taking into account the expectatiohsterest rate change. The economic
indicator will separate in order of selection, piiefer the secured assets which is a money
broadly when thought that the interest rate wdériand then the bonds price will decline, and
choosing little of money less when thought thatittterest rate will decrease, and increase in
the bonds prices, which allows to gain capital ipioy the owned bonds. Keynes raises the
guestion, what is the variable that determines wdar@hhow the interest rate will change? To
answers this question, the crucial factor to thissgion is the current interest rate. He has
explained that there is at every moment a certateng it is believed that it represents a
natural border changes in the interest rate. dbissidered by economic factors as price plain

or reasonable of interest rates (Mahmoud HamidHi2p

So, everyone will conduct their forecast in futbygecomparing the current price and the price
for the long period of time (Regular Price), andedaines their chosen between money and
bonds. If the current interest rate is consideligl for the average price, the individuals will
expected to decline the interest rate in the fufidiealed W, 2005).
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However, changing in the interest rate resultingeexations degrees in optimism about the
future, some of them expect decline the pricesafks, and then increase the interest rates,
see figure (5).The Keynes' analysis conclude wherirtterest rate reach high level compare
to normal rate that will lead the individuals anteprises to invest their money in buying
bonds, and they wait to a decline in interest ratgbe future, which allows them to make a

profit from the speculative process and vice véikdamled W, 2005).

R a rmal interest rate

Current interest rate

Figure (1-5); the current interest rate curve fliation around the normal interest rate
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1.3.6 Determine the equilibrium interest rate:

Before explain how to determine the equilibriumimterest rate, it is necessary to
give the mathematical formula to the total demaordrioney.
Demand for money function motivated transactiams r@servists:
dA =1 (y)
The function of demand for money of speculativeivabéed:
ds =f(R)
So, the function of total demand for money (DGja®ws:
dG =dA +ds
Where dG =1 (Y, R)
The graphical representation of the demand for mashown in figure (6).

A A A

R DA=F(Y) R DS=F(R) R Dg=F(Y,R)

"M > M Dg=DA+DS
M
Figure (1-6-a): Figure (1-6-b) Figure (1-6-c)
The curve of cash balances for The curve of speculative motivated The curve ofaltotlemand for
transactions and Reserve mone
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As for how to determine the equilibrium of the m#&t rate by Keynes' analysis, it is
determined at the point of intersection the cur¥etotal demand for money (dG) (The

liquidity preference curve) and the curve of sugplymoney (OO), as shown in figure (7).
A

R d 0

d

»

U— "™

Figure (1-7); the equilibrium of interest rate rettheory of monetary preference

1.3.7 The contrast between my theory "Friedman andKeynes" to the demand for
money:
The Friedman analysis to the theory of the demamdnfoney has more comprehensive

compare to Keynes analysis. So, it can be brieflgpla@gn the most important differences

between Friedman and Keynes analysis (Simatele})200

1- Multiple asset in building the function of demaml for money: the function of demand
for money at Friedman included a lot of assetauastgutes for money, he used the financial
assets (stocks and bonds), and real assets likeimeag, material goods, and human capital.
On this basis, the multiplicity of assets leadsa toultiplicity of interest rates that entrance in
the function of demand for money, while Keynes hasd only one type of interest rate,
which is the fixed income (interest rate) on thexd® The reason that Keynes resorted to
collection of financial assets (non-cash) in ongetys a great bond and then the interest rate
is expected on the bonds will be a sufficient iathe of the expected returns on other
financial assets (Simatele, 2004).

2- The importance of physical assets:Keynes neglected the real assets in his builtheg
theory of demand for real cash balances. Hencenttieator of the return on the physical
assets has disappeared, while Friedman considezetbinmodities as substitutes for money,
and the individuals can choose between acquiringeyp@nd possession of material goods
when they decide the amount of real cash balartasthey want to keep. That is why
Friedman has entered the rate of expected retumatarial goods compared to the return on

the money, and assuming that the material goodsremmy substitutes for each other. If the
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individuals find the return on money is less thatums on goods they convert part of cash
balances in their possession to the real goodsspedd money in the purchase of material
goods. So, Friedman has reach result, which is gthgnin the total spending can be
interpreted directly by changes in the quantitynoiney(Salah E, 2008).

3- Expected return on money (role of the interest ate): The return of money in the
Keynes analysis to the function of demand for moiseglways constant and equal to zero,
due to consider that money as currency has no ralateturn. While Friedman when he build
the function of demand for money he did not take é&xpected return on the money, he
believes that when the interest rate increase enctiedit market, the banks will achieve
greater profits, and bring in more deposits. Thekbaare raising interest rates on deposits so
that they can increase the size of their loan neditpble. Since the competition between
banks to attract deposits to make high profits,ibtitese profit disappeared the gap between
the interest that earned by the loans granted &yptmds in its possession, the interest rates
on bonds and interest paid by deposit tend to deerel'his means that the high interest rate
as a return on bonds combined with raising almbet dame percentage return on your
money. Friedman deems from this analysis that thleles amount between return of bonds
and return of money has economic importance. Tha&ganalysis based on the interest rate
as an important tool in influencing the demand rfaney (liquidity preference), where the

demand for money is highly flexible to changesiterest rates(Tahir Latrsh, 2007).

4- Stability the function of demand for money:Keynes believes in his analysis that the
volatility of interest rates accompanied by a cleigthe speed of rotation of the money in
the same direction, because of the instability fimection of demand for money. The
relationship between the speed of rotation of theney and the interest rate is positive
relation, which mean when the interest rate in@deads to increase the speed of rotation of
the money and vice versa. While Friedman sugglsatsrandom fluctuations in the demand
for money is small, and the demand for money cadipt accurately by the function of
demand for money. Friedman believes that the sufgplynoney is primary determinant of
cash income, and it is the same assumption, winehraditional theory of the amount of
money mentioned. In fact the Friedman theory fermulation of quantum theory, and it
leads to the same result on how to interpret chamgeotal cash spending, and then cash
income. This result was not accepted by Keynegjdsns that changes in income and the
volume of employment can be interpreted to charigehe demand for money(Volker,
2005).
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5- The independence of the money supply for the demarnfdr money: Friedman makes
formula for the amount of money equal to the demfondmoney, and separated from the
money supply, because he never exposed to the laawaksredit forms. On the basis that is
part of the money supply and not the demand foreywomand this theory is contrary to
Keynes' theory, which worked on the lack of sepanabetween the supply and demand for
money. Also, Friedman did not differentiate in fln@ction of demand for money between
the active and inactive of demand for money, wheeconsiders both of them as active
money (Wall Street Journal, 2006).

Section four: The interest rate of overall balance in the econoraisystem:

The national economy can be divided into four mekehich are production market, money
market, labor market, and stock market. The tcaddrice achieved at the level of the national
economy as a whole if balance in all markets astrae time. If the balance has achieved in
only one market it is consider as a necessaryitondo achieve overall balance but not
sufficient. Also, as the relation between the padun and money market is strong, so we
will explain their relation in this study. The oadlrbalance is achieved when equilibrium is
achieved in both markets at the same time. In aHewing will be exposed first of overlap
between the two markets, then to production mgid@bdds and services), and how to derive
the IS curve, and then study the money market cuitle how to derive LM (Yoshikawa,
2001).

1.4.1 Overlap between production market and money arket:
The inability of partial analysis to reach the @alebalance through partial balances is

imposed an objective necessity to study the econbaiance. For example, suppose that the
money supply has increased while demand remained apnstant and partial analysis in
money market by imposing a lower interest rate,ibwie look at the indirect impact, which
is the impact of income to this decline in the neador goods and services we note that the
lower interest rate would lead to an increase endémand for money for transactions as well
as increased investments, the income will risesegwd by the multiplier and this would
affects the interest rate. The classical theoryvglibthat the interest rate is determined by the
intersection of savings with investment, but witlanvicious circle between the level of
income and the interest rate and it did not leathénend to determine the interest rate. While
Keynes believes that the interest rate is deteminimethe demand and supply for money
when the level of income has been known, but kngwtihe level of income requires

knowledge of the volume of investments, which dejseon the interest rate to reach to the
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same vicious circle between the interest rate dad lével of income (Zainab Hussain
Awadallah, 2008).

From the above it is clear that theories dividedwieen real variables and monetary
variables, which the classical theory considereat the interest rate achieved by the real
powers for savings and investment, while Keynesrdethat the interest rate is monetary
phenomenon related to favoring liquidity and morseypply and he considered that the
relationship between savings and investment isroh@ie the equilibrium level of income
(Zainab Hussain Awadallah, 2008).

1.4.2 Balance in the market for goods and services:

With the stability the level of general price thaldnce in the market for goods and
services will achieved when parity of total demand supply in this market.
- Total demand: national income= private consumption + privateesiyent + spending (on

goods and services) + exports

YAd=CH I+ G+ X oo 1)
- Total supply: national income= consumption+ savings + tax + irtgoo
YS=C+S+ T+ Mo, (2)

Total supply = Total demand: YD=YS=>C+ [+ = C+S+ T+ M

To make it more easily we assume: - A balandaudfet =>T =G

- Closed the economy => X =M  we will get istreent = savings, S = |

Assuming that investment demand for interest mtgastic (r), so the function of investment
or marginal efficiency curve of investment showe telationship between the demand for

investment and the interest rate, as shown indi¢8.
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The equation can be written (assuming all othetofacaffecting stability in the investment

function) as follows: 1=1(r) cccccvvviiceeniiieeeenns 3
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Figure (1-8); illustrate the balance in the marfketyoods and services savings S
The savings (S) depends on the level of real ingadn@econsumption function
withheld constant of all other factorsis as follogi C =C (Y) .covvvvvvvvvriiiiiiieeeeeeeen, 4

Then the function of savings is as following: ST O (Y) I 5.

This means that the condition of balance in thepction market (goods and
services) is the equality of planned investmenaiidl planned savings (S) as it described
mathematically: I (r)=Y-C (y)
The equation (6) represent the requirement of lsalamthe market for goods and services, as
it assumes that the interest rate (r) as well addtel of real income (y) at an appropriate
level to achieve this equation. Where figure (8pved that when interest rate given (r0)
achieved investment (10) and at the certain le¥éhcome (y0), and decline the interest rate
(rl) and increase the demand for investment tp &idd the level of equilibrium income (y1)
at the value determined by multiplier of investmspending. We can observe a equality
between savings and investment planned in parin(figure (8), while part (c) shows the

relationship between savings and volume of realnme, and finally part (d) represents curve
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(IS), which represents the appropriate values,thad possible to have relationship between
real income (y) and the interest rate (r) and addeparity between savings and investment
planners and curve (1S) is a balance in the mddkegoods and services (Robinson, 2000).
From the curve (I1S) we note the following:

- The curve (IS) represents the total demand fadgand services with the stability
the level of general price level, and at differenvels of interest rates.
- In figure (8) the curve (IS) has negative slopexpress the negative relationship between
interest rate and the level equilibrium of incorbecause of negative relationship between
the interest rate and investment demand and pest&ationship between investment
demand and level of income. So, when savingdraretment elastic rise lead to intensified
the marginal propensity to consume for the interatg whenever decline the curve of (IS)
and it would be less steep (Robinson, 2000).

If we symbol of the rising by number (1) and desedy number (2) we could

explain previous relationships as follows:

2 1 Increase
r —> I | E— Y
1 2 T Decrease

- As the IS curve was derived from thlgape of the function of demand for
investment and function of saving, when the maigmalastic to invest for the low interest
rate, the flexibility of the curve (IS) for the arest rate will be too weak. This is because the
weakness of flexibility will make the change in tileome corresponding to the change in
the interest rate. On the other hand, the tendsaeygs function affects its relationship with
slope of the curve (IS) in absolute terms (Neftc2@00).

If the investment expected improved that mean tfieiency curve marginal of investment
will move to the right, which makes IS curve mowso to the right the with same level
multiplied by the multiplier of investment. Alsd, saving function moved to the right as a
result of changing consumer behavior and their etgtens in a positive direction the
savings curve (IS) will go right to the same lewalltiplied by the value of the multiplier
savings. The previous analysis was in a closedaogrand a balanced of budget and closer
to reality, which is imbalance budgetZaI' as well as added to the government spending G to
investment and exports X, and it would be (I+G+While function of savings become after
adding imports (S+T+M). Although, this expansion variables makes the curve (IS)

expressed about the level of interest rates anatdhesponding levels of real income and
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that leads to achieve a balance between total déeoach supply for goods and services in the
national economy (Rodrik, 2003).

1.4.3 Balance in the money market:
The equilibrium in the money market is achieved mvhalanced of total demand and supply.

Thus, the balance interest rate can be determieigder the demand for money (MD)
depends on the level of cash income and the inttesies while the money supply (MS) is
determined by the monetary authorities (the cebtnak).

The condition of balance in this market is MS = MiDd the demand for money either be for
transactions (L1), or may be for speculative (coohpess) (L2), it can formulate
mathematically as follows:

L1+L2=MD=L2 (r) +L1 (y)

The condition of balance would be:

MS =MD = L1 (y) L2 (r)

The previous relationship refer in case of steduy dupply for money, there is specific
related between the level of real income (y) ardititerest rate (r) and this relation express

the condition of balance in the money market, wisicbwed in curve (LM), in figure (9);
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c | transactions ! b The monetary
o balances L demand between
50 Lo | L .
I/ _ speculation and
40 .. C— | ................................... : P : transactions
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0 P Balance of speculative
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Classicai | monetary market
R1 i — 1_ P ; : The monetary
RO |=——e . W __._ LN demand for
P! b speculation
P! L
P I o
! | | I Aliquidity trap
! . . I
— >Y —— >
Yo Y1 1Q 2:0 Y

Figure (1-9); balance in the money market
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The previous figure (a) shows the negative relatietween the demand for money for
speculation and the interest rate (r). While pbjytshows how a split the supply for money
between transactions and speculation, if the sufglynoney reached 60 billion monetary
unit and allocated to speculate at level of thergdt rate (rl) and amount of 10 billion
monetary unit then the remaining transaction iBiilbn of monetary units. If interest rate
reduces to (r0), the speculative stocks will riee20 billion of monetary units, but the
transactions balances reduce to 40 billion of mamyetinits, and so on. In part (c) illustrate
the positive relation between the level of realome (y) and the demand for money for

transactions as it showed in line OD (Muhammad @B42.

When determining the income real (y0), the distdmetveen the level of real income on the
horizontal axis and the OD Line describes the dehfanmoney for transactions at this level
of income. By known the available funding for traaons in the (b) is determined by the
level of income needed to achieve balance in theayponarket. The interest rate (r0) remain
the balances of transactions 40 billion and mogetaits in previous example to achieve
equilibrium in the money market, and then the lesfeteal income must be (y0), but when
the interest rate increased to (rl) the level @l recome should be rise to (y1). Part (d)
shows the relationship between real income (y) taednterest rate (r), which achieved the
condition of equilibrium in the money market ané tjpal of the curve (LM) (Muhammad G,

2004).

From the curve (LM) we note the following:

a - The shape of the curve upward and it has pesitclination to reflect the positive
relationship between the level of real income (Ml &he increase in the demand for money
for transactions, and assuming constant of supmiyrfoney the interest rate will lead to
decrease demand for money for speculation;

b - The curve (LM) depends on shape in the forma ocfirve demand for money for
transactions as well as the shape of the curve wieriea money for speculation, we find the
curve heading off to infinity and elasticity idimte and parallel to the horizontal axis at low
levels of income because the demand for money réorsactions be low, and it lead to
increase the demand for money for speculation, thad decrease the interest rate until it
reaches to lowed point that the interest rate ado¢slecline after this point and it's called a
liquidity trap or trap Keynes. This part of the eei(LM) is like the perception of Keynes that

prevailed global depression in 1929.
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c - At high levels of income in the right side betcurve (LM) it becomes parallel to
the axis vertical, because the supply for monesui§icient to cover the demand for money
for transactions. The interest rate continue t® wuistil it disposal of assets speculation and it's
called the traditional name of the area (Classibalause traditional theory imposes the
demand for money for transactions only and thereiselationship between the demand for
money and the interest rate.

d - Between these two cases Keynesian and clasisecalirve (LM) increasingly with
positive relationship at the level of income toresent the overall situation.

e - The increase in the supply for money means lanioa in the money market and in
order to return to balance must increase the derf@andoney and this is not only by reduce
the interest rate or increase income, but also teechnsmission of the curve (LM) to the
right and vice versa in the case of the assumelihdan the money supply.

1.4.4 Market balance in goods and services and mgne

To study the balance in both markets we must malkasion between the real parts of the
economy (real sector) which involves the activiteasd processes such as real income,
investment, savings, and interest rate (real mp(kato, 1990).

(Curve IS) and cash parts (monetary sector) whiehlves on the supply and demand
for money and the interest rate (curve LM) as mresiy noted and as a representative in the

following figure:

Interest rate
1

R3

RO bl
R1 |

Y1 Y2 Level afdome
Figure (1-10); market balance in goods, servicesmaoney
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From the previous figure we observe that the p(®2) at an interest rate (r2) and the
level of income (Y1) it represents a single pomt the balance of the two markets (LM1)
and (IS) for proof that we assume the following diyyeses:

a - The equilibrium of interest rate(ti$) and the equilibrium of income contrast is
(Y2), it means the (E1) supposed to be at the pafiialance in both real and monetary,
where (E1) located on the curve of (IS) to achiavebalance in the market of goods and
services, while it does not achieve balance inntio@ey market because it does not located
on the curve (LM1). Conversely, at the level of }Yl2e income is assumed to be the interest
rate equilibrium (r3) at a higher level of (rl) atinils means there is a surplus in the demand
for money, which pays the interest rate to riséaufrl), but increase in the interest rate leads
to reduce the investment and make surplus in saorgnvestment, which decrease the real
income to (Y1) offset by a single interest rate) @2 the equilibrium point (E2) (Bassam,
2003).

b - The equilibrium of interest rate (r3) and thedl of real income (Y2) the point (E3) is the
point of balance between these two real and monetarkets, but occurrence of this point
on the curve (LM1) lead it to achieve a balanctheamoney market, and it does not achieve
balance in the other market, and then observe atdsirsurplus in goods, services and
investment at the point (E3), which makes the le¥ekal income decline and lead to a weak
demand for money for transactions. Therefore, tiierést rate tends to decline until it
reaches the equilibrium point (E2) at equilibrivawdl of income (Y1) and the equilibrium of
interest rate (r2) (Duraid Mahmoud al-Samarrai,Z)00

Clearly, from the above hypotheses the point camed between the two markets for
goods and services is the point (E2) that inteisecurve (LM1) and (IS), while if increased
supply for money from (LM1) to (LM2) the point (Ebecomes a point of economic balance
between the real and monetary market, which mdenbdlance has achieve in two markets
at the same time.

1.4.5 Mathematical model of the balance in both theeal and monetary:
A - From relation of real market, we find:

- Consumption Function =>

C=COCYduiiiiiiiiiiieeeieeeecceens @
Yd: disposable income, which is a national incoMgninus taxes (T):
YA = YT 2

CO: initial consumption without income.
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- Function of taxes =>

TO: limited value, t: tax rate.

- Function of investment =>

10: the initial investment (limited value), (V): i$ slope of investment demand function for
the interest rate, (r): interest rate.

The balance condition in the market for goods anmises is a equality between total supply
that represented in the income and sum of all asamption, investment, and government

spending, so the condition of balance would beolgvis:

B - From money market relationships also we find:

- The function of demand for money => dM = LO KY-mir.................. (6)

The demand for money (dM) consists of a demandifoney essential (LO) plus the slop

function of demand for money for income (K) muligal to income minus the slop function

of demand for money for interest rate (m) multigliey the interest rate (r) and this is due to
the positive relationship between the demand fonegcand income, while it has negative

relationship with interest rates (Duraid Mahmou&®&amarrai, 2004).

- The supply for money (SM) is a constant value*jMnd the central bank can change:

SM S M . eeem s 7)
The balance in the money market is the equalith@idemand and supply for money:
AM = SM i (8)

C - The conclusion of the balance equation (cuBje |

By compensate the equation (2) (3) in equationvd et:

C=CO+C(Y-(T*+ty)=CO-CT*+C (1) Yerrrrrrrrereeeeeeeeeeeaeeeeen, (9)
Also, by compensate the equation (4)(9) in the egud5) we get:
Y=C+I+G=CO-CT*+C (L) Y +10-VIr+ G..orrrrrrreeeeeeeeeeeeeeee, (20)

Divide both side of equation to (V) to get the net rate in terms of income:

Y /V = (CO-CT * + C (1-t) Y-10 + G) V-r

The equation of balance in the real market (cuBje |

Fr=(CO-ct*+ 10+ G)/V-(1-C (L) V) Yottt e e e (11)
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This last equation is in a closed economy to asstvaethe economy is open and it added
exports (X) and imports (M), and transfers to indinals (R) we get equation of balance in
the market for goods and services (curve IS).

r=(c-Ct*+CR+ 10+ G+ X-M) / V) - (1-c (1-tY) Y)

The previous equation of (IS) represents the ista@es and income levels and that reached
a balance in the market for goods and services,aandoted that it has negative slope for
income, an indication of the negative relationsbhgtween interest rate and investment
spending, and leads to make negative relationsbtpvden the interest rate and income
through multiplier. (- (1-c (1-t) V)

D - The conclusion equation of balance in the manayket (LM).

If we compensate the equation (7) (8) into the 8qund6) we get:

M *=L0 + KY-Mr

And calculate the interest rate terms of income =>

Mr = KY-M * LO

Then, equation of balance in the money market (lLkVe) is:

r=(K/M)y+1/m (LO-M*) .o e nn (12)

E - To conclude the equation of national incomethe balance between the real and

monetary markets. It needs to take graph of thengal in the following markets.

ro

v

YO Y
Figure (1-11); the balance in both real and mogetzarkets

Clearly, from the previous figure that the poin@JEhe condition of balance has achieved the
two markets and that means equality between ci8wntl LM, no equality between the two

previous equations (11)(12) and we get:
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((cCT*+10+G) / V) - (A-c A-) Y/ V) = (k/ m)+ (1 / m) (LO-M *)) =>

Y =(1/(1-c (1-t)+(vk / m)) x ((CO-CT *+ 10 +GO/ m) LO+ (V/m) M *).......... (13)

This equation (balance of income) to an open ecgnava get the equation of income in the
market of goods, services and money.

When adding all of the exports (X) and imports (bf) the equation and transfers to
individuals (R) we will get balance of income eqaat

Y =(1/(-c (1-t) (VK/ m)) x (CO-CT *+ CR+ 10+ &X-M-(V / m) LO+ (V / m) M *)

From the previous of mathematical model we concthdesconomic policy that available for
the state to intervene in economic activity andildaium level of the national income is
three, the first and second relating to fiscal @oligovernment spending (G) or size of tax
(T)), and the third is competence of monetary politiere the central bank can change the
size of money (M *).

1.4.6 The effect of changing the general level ofipes:

The previous analysis the balance of overall econ@ssumed stability of the price,
but if the general level of price changes, it woalifiect the level of economic balance
through the influence by two effects, which are:

First; Impact of the interest rate on LM curve:

The decline in the general price level (P) leadsntwease the supply for real monetary,
which make curve (LM) moves to the right, then @ase national income (Y) and reduced
interest rate (r). If the investment of the ingtreate (r) was sensitive that means it will
increase, which leads to increase national incoamel increase in investment leads to
increase the production as long as it leads toorgeconomic situation. So, after this level
any increase in the real monetary will lead to éase the prices and thus inflation. In the
case of increase the prices it will be contrary dagline in national income with increase in

the interest rate (r), which leads to reduces itmest and it's used (Chuah, 2004).

Second; Impact of the real monetary on LS curve:

The decline in the general level of price (P) leadsincreased consumption (C) and

investments (I) and thereby increase demand, wiiakes the curve (IS) moves to the right

and hence an increase in national income and acsawhen increase in the general level of
price (P) (Chuah, 2004).
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Chapter two: Economic reforms and deregulation ofmterest rate policy.

Introduction:

Since the World War 1l to the nineties was debatedut the reasons that were some
countries in well-being while others still as welue to the adverse effects of the great
depression, and weakened confidence in the traditiiberal approach, this prevailed
applied during the twentieth century on the prifeipf free trade in the domestic and
international markets. The economists pushed byethphasis on the failure of market
mechanisms and the need for conscious interveofiggovernments to overcome economic
backwardness. The economies of developing courdriesiot able to employ monetary and
fiscal controls to support the internal processatb@ndon its interventionist policy, after a
series of bank panics and financial meltdowns.

In the nineties it became achieve the budget balgrtas gained importance beyond
its importance in the sixties, when popularized th@ governments adopted the theory of
Keynes. Developing countries wishing to be freevbose economy suffers deficit, do not
have any credibility in persuading internal or ené dealers that they are able to finance
their deficit without leading to inflation, whicheans without issuing a surplus of their local
operation. Especially these countries do not hdearcfinancial markets monuments to
market government bonds directly to the public onbank entities, and then the deficit of

public sector usually funded directly through tlamking system of these countries.

Section oneEconomic reform programs and monetary policy:
Centered reform process in the monetamg &inancial sector in interest rate

liberalization, where governments work in this ateahe interest rate becomes expressing
the real price in the market, in order to achiekie bbjectives the balance of overall
economic. To achieve these requires it needs relnafvastrictions on determining credit
and remove the rules that govern it, and needitairedte subsidies for the production units
of the public sector and the private sector (KarReshish, 2000).

2.1.1 Content of monetary policy and objectives:

The monetary and fiscal policies consider as thetrmoportant tools for achieving
economic stability, and then the balance of oveaiinomic.
1 - Definition of monetary policy: it is the range of actions taken by the state émaying
the money, credit, and organizes liquidity genefdhe economy. On other words, monetary
policy is the set of rules and provisions takently government or its various organs to

influence economic activity through the influendele cash balance (Kamal Hashish, 2000).
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Also, the monetary policy is procedures used bystiage to influence the money supply to
find the expansion or contraction in the size & purchasing power of the community. So,
the monetary policy is group of procedures, rules r@egulations followed by the state for the
purpose of influence and control over the credg land achieve the goals of economic policy
(Kamal Bakri, 2006).

2 - The monetary policy objectives of developing cmtries: the monetary policy
objectives depend on the levels of progress, ecancamd social development of
communities, systems prevailing economic conditiole®ds and goals of these communities.
In this framework many economists deem that thd gbanonetary policy in developing
countries has a lot of ambiguity and uncertaintya@dawri S, 2012). The developing
countries depend on the monetary policy to achmeeee than one goal, and in this regard we
find Arabic countries in their legislation provider the objectives of monetary policy as

follows:

- Encourage the economic growth, which combineth erhployment.

- Achieved the monetary stability to fight inflatio

- Ensure the viability of exchange and maintainwhlele of the currency.

- Support the economic policy of the state.

Generally, the objectives of monetary policy aréodisws:

- Achieve the optimal rate of economic growth ceaplith full employment.

- Work on monetary stability internally and extdima

- Controls the credit that can be commensurate thélcurrent economic situation.

- The mobilization of savings and financial res@sraeeded to finance investment programs.
- Work for the equitable distribution of wealth.

3 - The monetary policy as a weapon anti-cyclicalamong the main objectives of the
monetary policy objective of treatment cyclicalttheads the national economy to suffering
from inflation or deflation and mitigation. In oth&ords, maintain the monetary stability,
and through equality between savings and investmienperiods of recession leads to
reduced investment for savings. In order to achiavbalance between the government
resorted to raise the proportion of public invesim@overnment) as well as resorting to
monetary policy to stimulate private investmenttéling actions that would facilitate credit
conditions, among these actions increase the maneply and reduce the interest rate
(McKinnon, 2005).
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However, these measures according to the Keyremsyt reduce the interest rate to
encourage investment being made only in the cagheoiheared of sufficiently marginal
curve of capital to zero (theory of trap liquidity) this case, regardless of the interest rate of
decline, even if it was less than zero it would leatd to increase in investment. While the
monetary policy of anti-inflation policy is seeking reduce the total spending, and may turn
monetary policy desired by controlling the costhbafrrowing (interest rate) and limit the
ability of banks in the further expansion of gragticredit. Many economists believe that the
monetary policy becomes more a contraction anat&fe it need to increase the interest rate
to high level, which cannot be ignored by investmd businessmen. So, increase the interest
rate sometimes slightly the business to investasgthe expectations of financial institutions
in more than the rise in interest rates in the hofpprofit motive to sell bonds and provide
more funds. As well as increased demand depositordeposit their money with these

institutions in order to obtain a high intereser@icKinnon, 2005).

2.1.2 Monetary policy tools:

1 - The role of the central bank to implement of mpetary policy: when the central bank
was the central monetary authority in most coustriehich raise a sharp debate and
controversy over the independence of the centrak Beom government authorities. The
central bank responsible for the conduct and régulae money supply a set of tools and
means, to achieve the objectives in monetary poliosyorder to achieve the goals of
economic policy, according to the situations fading economy from inflation or recession.
The achievement of the objectives of monetary gadepends on a set of methods and tools,
which are necessarily, cannot achieve all the gbatsause those goals may conflict with
each other. The measures of achieve and encourggavgth (an expansionist policy) is
contrary to the measures to achieve monetary gtaljdontraction policy) (McKinnon,
2006).

In addition, the government uses the means oflfigohcy and a set of monetary policy
instruments, including quantitative tools (tradi@h) such as restoring the discount rate (bank
rate), and the open market policy and the cashrwedegal ratio, and qualitative tools that
aimed at influencing the uses money supply to eragmithe investment loans to consumer
loans (McKinnon, 2006).
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2 - The rediscount rate policy:it consider as one of the oldest tools used bgetgral bank

to influence the liquidity and credit, as usedhia year 1839.

In the case of inflation the bank raise the rateediscount (bank rate) to limit the ability of
banks to expand credit in order to meet the comustinflationary, and then turn the central
bank to a policy of reducing credit with commerdiainks who will raise the cost of credit,
which represented in the interest rate and risesfihding cost. So, that lead investors to
refrain from borrowing, and they may resorted teest their money in the financial market
and buy stocks and bonds, and thus money gradf@rateda liquidity trap. In the case of a
central bank followed the expansionist policy,atluce the rediscount rate and allows banks
to deduct their amount in the commercial bank,@rdwing for expansion in the granting of
credit. The investors on commercial banks will agr@ get more credit at low cost. So, we
conclude that there is a relationship between theepof the rediscount interest rate,
especially in countries have development of finahanarkets and banking systems.
Increasing the price of rediscount leads to in@dasterest rate, and vice versa, which mean
they have positive relationship. The price of redisit consider as independent variable and
the interest rate as dependent variable (Gibs@0&1.).

3 - Open Market: it means a policy of open market access centnak Ibmoney market in
order to reduce or increase the size of the monpplg by buying or selling securities of
stocks, bonds. This is the most common means agdl especially for developed countries.
Friedman consider it as one of the most efficientt affective tools to influence the money
supply. He deems that the policy of rediscount tialy a secondary role. While Keynes
consider this tool as more effective than toolsnainetary policy because they affect direct
influence on the money supply, then the volume wddic granted by banks, but it
acknowledges that the use of this tool is not ehougless accompanied by other tools,
especially those fiscal policy tools. In the cade tlme suffering economy from the
phenomenon of inflation the central bank will ifiéee and display what it has of securities
for sale, and then absorb the excess money supply @sult of the banks to buy those
securities as substitutes for money, and reduciityadd commercial banks to expand in the
granting of credit (Gibson R, 2001).

If the economy is suffering from the phemmon of deflation, the central bank
intervenes to encourage credit and provide thessacg liquidity for economic performance,
offering more liquidity in the trading market fone securities business. When the central

bank buying bonds, which means increase in the ddmand lead to increase the market
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value, and when the relationship between the vatdidsancial assets (stocks and bonds)
and interest rates was negative relationship vibisid lead to decrease the interest rates, and
then motivates investors more credit request. Toeess of the central bank to achieve its
goals using this tool, over the development of gbgernment bond market, treasury bills,
and the volume of transactions in the financialkegrand the extent of the organization and
evolution of the banking system, these factors aneost limited in developing countries
(Galenson, 1992).

4 - The policy of cash reserve legal raticthe intervention of central bank by policy of cash
reserve, and need for commercial banks to keeprtairtepercentage of deposits. This
retention differs from cash balance that kept bynewmrcial banks to meet possible
withdrawal requests by depositors. The cash resetie a legal consider as one of the
factors of commercial banks in the events (creat@)ey derived as multiplier credit. Central
Bank uses this policy to make balance of domesboetary. In the case of inflation, the
central bank will raise the cash reserve ratiollegad in the case of deflation reduces this
ratio, even allow expansion of commercial bankhangranting of credit by raising the credit
multiplier. Change in the policy of cash reservgaleratio(compulsory) is easy to manage
compared with other tools, and this tool more effecand efficient if the compulsory
reserves is comprehensive for all types of depoagswell as the assumption there is no
leakage of cash (the hoarding) and the absencéhef ways to commercial banks to reach
cash resources from outside the central bank, la@desponsiveness and flexibility of the
productive sectors of these changes applied bymtbeetary authorities (Muhammad G,
2004).

2.1.3 Limits of monetary policy in developing couries:
All theories focused on the effectiveness of maryeplicy and they had not been

taken developing countries, but they had explathederiodic crises.

Also, Keynesian analysis and Friedman theory ditl cave about the developing
countries, add to that, there are several facteesl o reduce the effectiveness of monetary
and credit policy in developing countries compatetheir theories in developed countries.

1 - The vulnerability factors of monetary policy fa developing countries:these countries
suffer from an imbalance in the economic structame credit structure. Then, examining
elements of the effectiveness of monetary poliog fihe economies of developing countries

that do not contain the elements of success such as
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- Developing countries have lack of the presendd®fitash markets, as it is characterized by
shortness of the scope of the financial marketschwleads to twice as effective rediscount
rate policy and the impossibility to use the polidyopen market on a large scale.

- As a result of weak role played by the centralkoto influence the commercial banks, it
precludes the commercial banks to played roleftaencing the economic activity.

- The commercial banks in developing countries tengrovide credit to finance the trade
sector (short-term financing), compared to the mgdorovided to the productive sector
(agriculture and industrial), a financing (longrgr which is considered one of the pillars of

economic development (Muhammad G, 2004).

- Lack of awareness monetary and banking, whereimgoindividuals in developing
countries to keep their property in the form ofreacy and not deposits or securities, which
indicates the weakness of the role played by déeposithe marketing of payments, and then
reduces the role of commercial banks to these desrtompared to developed countries.

- The lack of stability in the political climatena volatility in their balance of payments, and
the failure of tax systems, which does not encaaifageign investment, and thus preclude

the achievement of objectives of economic and $deelopment (Maked Ali, 2007).

- The object of price stability consider as onel@ monetary policy's objectives, although
this goal was fits to economies of developed coesitit does not fit to the economies of
developing countries, where it depends on inflatrgrfinancing, add to that the governments
of developing countries often recourse to imposeisg stringent restrictions on imported
goods to promote national products, which leadsaise the national commodity prices

compared to external commodity price (Maked AliQ2))

- The concentration of income and employment ivelting countries on primary

production, with association with the large foreigade, and this would expose these
countries to economic fluctuations, as a resultiwaftuations in the global demand for raw
materials. The economic fluctuations experienced deyeloping countries returned to
external factors, and the monetary policy cannaitrdoute to the funding or protecting

economic growth.

- The cash trading in developing countries depenwlscash material (especially paper
money), but written money is still their role imited as a tool for settlement of payments.

- The banking system in developing countries basehstitutions that deal in the short-term
credit, and the denial of important sectors of théonal economy from a long-term credit,
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and lack of banks and institutions' role in thdemilon and savings mobilization (Maked Ali,
2007).

2 - The conditions for the success of monetary poli: the success of monetary policy in
any country and under any economic system depemds\@riety of factors and conditions
such as:

- An effective information system: the budget (diefi surplus) the quality and nature of the
imbalance, determine the rate of real economic tiroshe quality of unemployment,
economic capacity, and the balance of payments.

- Identify the objectives of monetary policy.

- The structure of economic activity: the statustbé& public and private sector, the
government's policy direction of productive entesps, foreign trade volume in the world
market, and thus the freedom of foreign trade arm @lasticity.

- Flexibility of the productive apparatus of theadlges on the economic variables.

- Exchange rate system, effectiveness of monetaligypcan be achieved in the economy
with a more flexible of exchange rate.

- Investment Policy: the investment climate, thenflof capital, facilities accorded to local
and foreign investors ..., and the sensitivitymyfeistment to the interest rate.

- The availability of financial and monetary masket

- The independence of the central bank to the guwent.

Clearly, the monetary policy cannot be relied uptme in achieving the goals of economic
policy, as a result of the foregoing clarificatiasf conflict that may arise in the
implementation of these goals, as well as charaetdkiby economies of developing countries
of attributes, which would prevent the monetaryig@olrole assigned to pay rates of
development. So, there was a need to; first thesmtdes need to do an economic and
monetary reform, which allows them to activate thenetary policy, second intervention of
the government to support this policy (Ben Ali Bedauz, 2008).

2.1.4 The International Monetary Fund and reform pdicy:

The needs to build the program of economic reforiseavhen countries suffering
from internal imbalance and lack of balance betwtsal domestic demand and supply,
which is reflected on the balance of payments.hd# external funding available, the
expansion in demand may continue for long peribds,at the expense of growing external
current account deficit, and disability to competernationally, and inefficient allocation

resources, and increase the burden of external @ikbtcontinuation of this imbalance leads
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country to lose its credit, external funding sogtcand then impose economic reform. That
can be done by intervention of the Internationalnktary institutions and this due to three

reasons:

- The developing economy cannot function away ftbenglobal environment.

- Deepen internal imbalances, and the complexityhef causes of economic, social and

political, which leads to substantial external italpaes.

- The international support for the economic refggragram be necessary, due to the need
for these countries for external financing to resuthe burden of the reform process (Ben
Ali Belazzouz, 2008).

1 - The reform approach of the International Monetay Fund: it based on economic
reform in order to interest rate liberalizationrdieveloping countries on three assumptions:

- The all external imbalance comes from a surpiuthé total demand for total supply, as a
result of increasing the amount of payment meansemuickly than increase the amount of
real goods and services.

- The reform of the imbalance requires a reductiothe nominal demand, and reallocation
of factors of production in such a way leads taease in the total supply.

- The reform of economic policies are not deflaéign its aim to reach a external balance at
fully operational system by changing prices andaihecation of resources.

Based on these assumptions, the economic reforgrgims supported by the International
Monetary Fund (IMF) to be implemented in developoogintries aimed to achieving a set of
interrelated goals, such as:

- When the balance of payments takes the right itvegn reach to perform of the external
liabilities.

- Achieve high rate of economic growth and maintegran appropriate level of employment.
- Contain inflation or reduced to be equal to asel to the global average of inflation as well
as to stabilize the exchange rate.

- Try to achieve justice in the areas; the distidyu of income, education, health, and
nutrition.

The IMF believes these are some way to achieve thesls such as:

- Appropriate between domestic demand and availeddeurces in the short term through
what has been known as the economic stabilizatiogram.

- Pave the way for sustainable growth, and theremtability in the medium term, depending

on economic adjustment program (Hamid Bouzaydh7200
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2 - The reform policies: The reform program supported by the IMF involves integration
of short-term stabilization policies, which aimscrrect internal and external imbalances by

controlling the level of aggregate demand (McKinn2006).

While the structural of adjustment policies aregenterm aims to stimulate the supply side
of the economy, in the following are presented Wwdiar both types of policies:

A - Stabilization policies: policies that affectthathe level and the rate of growth of total
domestic demand, which leads to achieve internahniba, and this internal balance consider
as point of view of the fund requirement for aneemal balance.

The installation program consists of two main congrds; monetary policy and fiscal
policy.

B- Monetary policy: IMF recommends following a defbnary monetary policy aimed at
controlling the money supply, in order to reducdaton, and correct the balance of
payments, and to achieve that the IMF advisablfltow the tools of monetary policy as
following:

- Placing ceilings on domestic credit: This toollwenable the central bank to expand in the
granting of credit to the government or commerdahks, which automatically lead to
restrict the money supply, reduced the level ofegonment spending, and the demand for
imports. On the other hand, if the decline in theney supply leads to rise in domestic
interest rates, in this case it can attract moreigo capital flows, which leads to improving
the balance of payments situation.

- Raise interest rates: interest rate plays an itapb role in balancing the internal and
external balance and ensures the efficient allopatif financial resources in the national

economy (McKinnon, 2006).

The IMF believes that the restriction of intereates at low levels does not reflect the

relative scarcity of capital element and inflaticates and then the nominal interest rates
involving the negative real interest rates, whiead to:

- Excessive in the investments that has high daipitensive.

- Weakens of the incentive to save, and thus aetding the size of the savings.

- The flight of capital abroad, especially with i@ase in the price of exchange rates.

That is why the IMF request for increasing therese rate as it ensures:

- Transfer of financial resources from consumptionsavings, and change the shape and
pattern of distribution of savings in durable gooa=al estate, precious metals and foreign

financial assets, for the benefit of financial éassef local banking system, which allows

79



funding a larger volume of investments. The savergls to the expense of consumption due
to the high interest rate leads to a reductiomédpeed of rotation of the money, and then at
least the rate of inflation and increasing realbme, which helps to increase savings and
investment rates.

- The positive domestic of interest rates helpsawsider policy of reducing the value of the

national currency to reduce capital flight abroad &etain local savings. On the other hand,
encourages attracting the foreign capital and asirg transfer from migrant workers to the

inside, which leads to increase the balances oisl@ad reduced the deficit of the balance of
payments.

- Even if the high level of interest rates will teto a decline in the rate of investment as an
inverse function of the interest rate, but theydl¢a increase investment investigator, as it
directly related to the size of the resources abgl for lending.

- The liberalization of interest rates will allowet development of the domestic market for
capital, which leads to use more effective marletrations to influence the money supply.

- Finally, the excess liquidity, which accumulatgsthe commercial banks, will enable the

authorities to borrow rather than the central bamk] that reduces the effects of expansion to
finance the fiscal deficit (Mohammed Saleh, 2004).

2.1.5 The effect of monetary policy on the interésate change:

1 - The limitation of monetary policy to influence the investment decision:some
economists deem that ineffectiveness of monetafticypon the economies of developing
countries due to the interest rate is very impagaas a component of cost that takes
businessmen and investors when they consider thestiment cost. In this analysis, the
effectiveness of monetary policy is limited so ésorted to increase the money supply in
order to reduce the interest rate to stimulate gtnaent, this will not affect the investment
decision. The interest rate paid by lenders isaooistitute only a small percentage of total
production costs, especially if the interest onrsterm loans. But if investments based on
long-term loans such as investment in housing aduigutilities, in this case the burden of
interest amount can be taken into account, andwreers ineffectiveness of monetary policy
and thus weak of the interest rate impact on thiestment decision. There certain cases even
in the case of a increase the interest rate theadérfor investment loans will not decrease
that granted by commercial banks, and this may &app developing countries that do not
have monetary and fiscal markets, where entrepren@sort to funding from unregulated

markets (moneylenders), when the interest ratembeh higher than the interest rates at
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banking institutions and commercial banks. So, tlappens when there is no source of
lending from the regulated markets, but only thoseegulated markets. Moreover, as the
interest rates increase in the commercial bangtsllireasonable compared to interest rates in
monetary and unregulated financial markets (Makked2Q07).

2- The difficulty and risks of using the monetary wlicy: it used for economic reform in
the efficiency and flexibility to use these tooBbviously, all these tools affect directly or
indirectly on the interest rates, as they mustrbbalance with the exchange rate policies to
reduce the volatility of short-term that may impeitie process of economic reform and
development process (Maked Ali, 2007).

3 - Mechanisms that influence the interest rateit is easy to distinguish between the three

mechanisms which influence the interest rate:

_ Preferential credit policies discriminate somet@es and activities that define a recession
and shrinking at the expense of sectors and ottmmagnic activities. This can be done by
funding the interest rate to reduce the cost dfiilegnand encourage these sectors in order to

influence the allocation of resources.

_ Policy funding the deficit in the public budgetdepends naturally on the level and size of

the deficit that the country wants to fund.

_ Open market policy, many of developing countriesort to adopted the pattern of the
market economy, and the countries that followed éaenomic reform policy of this
mechanism in order to influence the quantity azé &f money circulating in the community
and the interest rate (Maked Ali, 2007).
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Section two:Relationship between economic growth and interestate:

2.2.1 The relation of the interest rate with usedfacapital cost and its impact on

investment and consumption:

In an economy the wealth has direct relation wité tactors size of production used in the
production process. While the productive capitacktrelated with profitability, which
related with return and the interest rate. If thees a positive difference between the cost-
effectiveness of capital and a real bonus (the oéahterest rate) on hiring capital, in this
case the demand for productive investment prefersfinancial investment. But, if
profitability is weak (low), which means the difésrce between return and the interest rate is
weak (low) the productive of investment will dediand the level of investment would affect
by the return (outcome). When the interest ratesease that means the reward of hiring
money in banks and securities will improve and ltegu the substitution of financial
recruitment instead the productive of investmenbrédver, for any organization the interest
rate considers as cost and thus it enters to detieigrits profit, which means the interest rate
is the most important determinants for investmdtdtiamed M, 2006). The company invests
as long as the cost-effectiveness of the capitadl us the productivity process is enough to
cover the cost used in the production process taisdstop from investing when profitability
equal to cost. So, as it showing in the followingthematical formula of demand for

productive capital (the demand for productive inrent) classical model:

P*F«(K,L)=z

Where:

P= the price of product

Z= the cost of capital used

F«(K,L)= the marginal productivitywhich is derivation of the production function for
capital

The cost of using capital can be explained mathieaibt by the following formula:

Z= (rut 0)* Py

Where: I = the real of interest rate

0 = depreciation rate of capital

.+ — the price of capital expected by investors
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If the cost of using capital has changed the deiran capital will decrease and it
can be explained by creating differential equatmove for cost of the capitd] (Suppose

that a fixed volume of employment):

ok _ 1
= : <0
azt  PevFkk(K,L)

The derived above is negative result of diminishieirns(Pt = Fkk(K, L) = 0) it result as

decrease of money in the case of increasing theof@spital used as the real interest rate is
directly proportional with the using cost the protive of investment will decline as this
price increase. But, regard to the relationshipcafisumption with interest rate the price
reflects the income earned by individual ownershese bonds, or on the contrary, it is the
price paid by individuals who receive loans. Soattmeans the real interest rate is
determinant of the level of consumption, increasthe interest rate has two effects, positive
impact by increasing the net wealth of the indiadawners of the bonds and the negative
impact of individuals who borrowers for consumptemd the final outcome depends on the
size of the two prevailed in the positive side k#aaincrease the consumption and vice versa.
Then, any change in the interest rates has an inopaavestment and economic growth. the
increase in the real interest rate with other thibging the same lead to lower output, but we
do not know the size of this decline and dynamithis settlement output, and for that we
turn to some of the techniques in econometrics siscbausal analysis and estimate multiple

self-regression models (Mohamed M, 2006)

2.2.2 Interest rate and the impact of displacement:

The means of displacement is the impact of the gdham the public spending (expenditure)
G on the spending of private investment and consioml, C). When the public spending
increased that leads to decrease the private sgeadia result of increase in the interest rate.
The final result of this effect is replacement loé £xpenditure (consumption and investment)
as a result in increased the public spending aed thanges the structure of aggregate
demand for public expenditures at the expenseieatgr expenditure. They cannot influence
the interest rate only by applying fiscal or mongtaolicy and first policy allocated for all
the decisions on changing the public spending xegaand second policy means changing
guantity of supply for money. So, it is not easyitmlerstand the impact of displacement only
by explain the 1IS-LM model (Michael Juman, 2010).
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a- Mathematical result of IS equation:

To simplify the analysis we assume that the closeehmunity and has two sectors, the
balance of income and output can be achieved widtahdemand is equal to total supply or
savings equal to investment, and assuming thatdhsumption function is linear function in
the income and it is not affected by interest rétés function is given by the following
formula:

C=C,+cYydY=Yy

While the investment function is;
I=1,—qgi/ g >0

The equation of IS is the relationship betweenitlerest rate and income when both
the market for goods and services is in balanceitawdl proceed from the balance of real
market to find this relationship, we either useniitsal of income or identical of leakage

(injection), if we used the first identical we gieé following:

Y=C+I
) Y =g+ CY + Qi
Ca+la .
—) Y—l_c 1. I (1)

b- Mathematical result of LM equation:
The LM curve is containing both income (Y) and et rate (i) where the demand
and supply for money equal.

M® Mo

P P
The overall function of demand for money (overalthdtion for liquidity preference)

is the sum of two functions: a function of demaadrhoney for transactions and function of

demand for money for speculation and thereforefuhetion of demand for money depends

on both the income and the interest rate, and ildvbe as follows:
M o\ _ M Mgp -
- = = = 4+ == kY + Lo—

5 f(Y, 1) > ; KY + Lo—mi

The decline function of demand for money is affddig the sensitivity of demand for money
for speculative to the interest rate, as this $eityiwas large whenever the demand curves
closer to the equator in the case of the conttamould be is almost vertical. The amount of
income affects the status of this curve, when @nge that leads to move the curve to the
right in the case of increase and to the left isecaf decrease. The demand for money for

transactions and reservists be stable in the shont based on Keynes' theory and therefore
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the function of demand for money affected primaiiyerest rate and the function be a

decreasing at this price (Michael Juman, 2010).

The balance in the money market is achieved wheralegmount of demand and
supply for money:

M M M* My Mgp M° .
N AT
P P P P P P

c- The comprehensive balance (Total balance):

It can be reached a solution to determine bothee of income and the interest rate,
which leads both real and monetary market to delance by (Hicks - Hansen) model or by
(IS-LM). This model depends on each of the classimeadel, the commodities market,
Keynes' model, and money market to reach a geegqualibrium. So, we sufficient here to
find a balance for the economy consists of two®@scand the same thing applies to the
economy consists of three sectors or an open ecpnooreach that we need the equations

of (IS-LM).
_ Ca+la g
T T e T g e (1S)
M.‘T
— P Lo + m | o
K o

So, we conclude that the condition of balance is;
Ca+la g . M-L .
- i = LY
1-¢ 1—cC 4 l

The algebraic solution of two pervious equationgegius the value of income and
interest rates, which achieved the balance in bwtkets goods and services and the money
market. We express (i) instead of (Y) in equatitiM) and then compensate it in (IS)

equation:

(M) = i=— Y+L°' Mo,y = &2tl2_ 8 (ﬁ y 4 ko= Mo M”)
m

m 1—c 1-¢ M

After shortcut we get the following:

m

=——(Cat
Y (1-clm+gk (Cat o) +

(Mo — Lo)

(1- fl'n"+gﬁ:

The relationship above shows that there are twinfadead to expansion the income.
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1. Investment multiplier (independent multiplier spending) who pushing income for
expansion when one of the components of independepénditure increased, such as

independent of investment or public expenditutes Malue of this multiplier is equal to:

K m _ 1
e” (1—cim+gk {1—(:}gm£

If we compare this multiplier with simple Keynesianultiplier (ﬁ) we find that the
merge of the money in the Keynesian model leadtetdine the value of the multiplier. The
decline in the multiplier is directly proportional the (g) and (k) and inversely with (m). The
monetary has no affect in case of the investmest i sensitive to interest rate (g) or
sensitivity of the demand for money for specula(ivg is very high.

2. The monetary multiplier or monetary driving feres supporting independent spending
multiplier, which is equal to:

g 1
Km == - . T
(1—c)m+gk k_H‘l_C}_g

This multiplier is directly proportional to the géc and inversely k and m.

Finally, the (IS-LM) model shows through the pensamultipliers that monetary policy can
be an alternative for fiscal policy to support #gmnomic recovery. The both multiplier for
spending plus money reached to highest value whenntvestment and monetary have no
sensitive on the interest rate, and thus is ecgemdb lack of interest rate, which leads the
income to reach its highest level when the demamdponents is not related to the interest
rate, as requests cash transactions only and ngpéxulation and these cannot be achieved

only if the interest rate equal to zero (Michaghdm, 2010).
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2.2.3 The expected impact of inflation and deflatio on the price of interest rate and
income:

The decline in prices has several positive effecisncome, including its impact on
the curve (LM), which moves to the right and leadh increase in income. The lower prices
result in the so-called Peugeot impact (Arthur B)gand interpreted by this economist that
cash balances are part of the wealth of individiaald therefore the lower price leads to
higher real balances and the consequent rise isucgption because consumers feel they are
richer than ever before and so they spend moreorflerg to this analysis, the function of

consumption is as follows:
C=0G+c(Y-T) + b(M/P) / b>0

The high consumption leads to transmission cury@S)fto the right, which leads to increase

the balance of income. If lower prices have thd$ects that means the economy has the
ability to self-settlement (automatically enteredfull operation), but economists reject this

analysis due to effects of other factors on incdihae we have not covered previously (Fred

Ragheb, 2010). If we separate in our previous mbeeleen the real and nominal of interest
rate and consider the investment as a part of ggggelemand with the real interest rate, and
demand for money related with nominal interest, revewe will get the following relation:

i=r+n

The above equation is called the Fisher equatitative to (Fisher 1867-1947). It
indicates that there are two reasons lead to chamgenominal interest rate, which is
changing the real interest rate and the inflatibms inflation increase when the supply for
money based on the quantity theory of money. Theach of inflation on the nominal of
interest rate called Fischer impact. So, basedsireFs relation we get the following:

r=i-n

Due to the lack of knowledge of the future inflaticate when determining the nominal
interest rate there are two concepts for the re#rest rate, which are nearly and
dimensionally interest rate (Fred Ragheb, 2010g banks set the nominal of interest rate
based on expected inflation rate in the future thedefore the real interest rate (a nearly ) is
the nominal interest rate minus the expected ioflatate, while the real interest rate (a

dimensionally) is a nominal minus the actual indatrate:
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lfexante= | - Na

lexpost= I-n

The investment is affected by the real interest(regarly) because the real interest
rate (dimensionally) is not known through the irtugsnt process and thus model of (IS-LM)

becomes as follows:

Y=C(Y-T)+(j-Na)+Gq

M LG, Y
_ = I,
— =LY

Na= expected inflation

The curve (IS) depends on fiscal policy also depamdexpected inflation, any change in this
inflation leads to transmission of the curve. Ipegted inflation is zero, it means that the
general level of prices is fixed and therefore éxpanded form will change into a normal
model of (IS-LM) (Fred Ragheb, 2010).

Suppose that agents of economists expect loweegrtbe expected inflation would
be negative and increase its impact dimensionat mterest rate at each level of the
nominal price, which negatively affects the investin and the consequent transition

curve (IS) to the left, which leads to lower income

The economic interpretation of the pervious analysias follows; the expectation to happen
price deflation in the future by the producersiscdurage those to borrowing for investment
because they expect to pay amounts borrowed valugraater than its original value.
Therefore, the level of investment is decline atideasely affects aggregate demand and then
the total income, and also decline the demand fonay, which leads to a decrease the
interest rate, as this decline is less than theard inflation. Based on the above we reach
the important result: if the cause of deflatiodas money supply, the monetary authorities
are contributing to the worsening economic situatmd low income even though the real
money supply remained unchanged on the additiothéohigh real interest rate (Fred
Ragheb, 2010).
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Since the nominal interest rate is determined erbtsis of the expected inflation the

equation of (LM) become as follow:
MO

S =L(i+ Na, Y)
The expectation of rising prices leads to increasenominal interest rate and the consequent
decline in the demand for money, if the money sygpy as it is the price will increase and
then increase the interest rate. The size of thesiment is not affected because the real
interest rate does not change much due to incraafiation and nominal interest rate at the
same time. Finally, in the presence of the intera®, the expected price deflation leads to a
reduction of income, and the expectation of riganges lead to higher nominal interest rate,
while the inflation price has a negative impactio@ aggregate demand, and then on income.
Under a system based on the interest rate, mongtaligy whether expansionary or

contraction contributes in the worsening econonti@son (Fuad Hashim Awad, 2005).
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Section three: The relationship between interest te&s and some economic variables
2.3.1 The relationship between the interest rate ahthe inflation rate:

Fisher believes that the real interest rate isrdeted by the real powers of savings and

investment that means the real interest rate isekuhange rate between the present and
future goods. However, this price is not necesgaolbe price that borrowers get. So, the

borrows borrowing from the market price or nomipate for the interest, which is exchange

rate between present and future monetary, in teerade of inflation and when all exchanges
of money and the real and nominal interest ratadmetical, but the nominal interest rate is

influenced by the expected inflation rate, and Wewvs of economists disagreed on the

quality of the relationship between the nominakiest rate and the real interest rate. The
analysis done by Fisher is an extension of theyarsatione by Gibson in 1923, which called

(Gibson Contradiction) (Hassan Awad, 2007).

It is based on non-natural discrimination betwdenreal interest rate and the current interest
rate and it has been shown the low interest ratescated with the high level of price
because decrease interest rate leads to increasstrment and this results in increase the
demand for loans and an increase in the quantityaiey and then increase the prices. If
agents of economists predicted a rise in pricds supply and demand curves for cash
balances available for lending will moved to upd &éme difference between the real price and
the nominal current price is expected to inflati@muah, 2004)

Fischer assumes that the real interest rate ipérdtent of the inflation rate that means the
demand for money as a determinant of demand fdr baknces available for lending and
related to the real interest rate. While (Mended3)9believes that the real cost of cash
collection is the nominal interest rate. In this&awhenever inflationary expectations were
high leads to increase the nominal interest ratewd¥er, studies conducted by both
(Feledesten and Elstein-1970) in America show it tof what was explained by Fisher in
the long term, as the real interest rate is agtuatlependent of the rate of inflation. So, the
expected in inflation at a nominal rate of interesll create a difference between the
productivity of investment and income from saviagsl this difference is equal to the rate of
inflation. Also, in case of inflation the interesite should rise as level of the inflation

increase to maintain equality between savings anesiment (Hassan Awad, 2007).
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2.3.2 The relationship between the interest rate @ahinvestment:

It is known that the large part of the investmeuersling does by the productive sector or the
business sector, which consists of borrowed uiiit® investment in the economic modern
usually depends on the own sources of funds ongytduhe large amount of investment on
the one hand and inadequate sources on the othdr e classical theory provides an
inverse relationship between investment spendimiaterest rate is based on the theory of
capital formation because the concept of the reaestment is a process during which
consists of capital accumulation of capital goodsch as; buildings, machinery, and
equipment. Therefore, the behavior of investmeerndmg depends on what happens to the
productivity of these commodities in the procesa@fumulation on the one hand and on the
cost of financing investment spending on the otdso, the classics deem that the interest
rate in the market always tends toward a level #thieves a balance between savings and

investment (Maghawri S, 2012).

2.3.3 The relationship between the interest rate ahthe demand for money:
Many economists especially monetarists reject thatdemand for money has very

flexibility to the change of interest rate. Whileidedman deems based on statistical studies
that took place in the United States of America thare is no experimental ideas in school
about the impact of the interest rate on the realahd for money, but there is no agreement
on whether if there is a close relationship in lthey or short term between the interest rate
and liquidity preference. Although, almost all clusions showing that inflexibility in
response the demand for money for a change imtkeest rate even in the long term, where
it found that change in real income or wealth esiost important factor to make a change in
the required amount of real money, and not chamgies interest rate (Graff, 1999).

The conclusion drawn from the function of demandrfney at Friedman define by three
variables: wealth, opportunity cost to keep moneyl aeturns and tastes, and order
preferences, as it is known that within these ckaniipe interest rate includes different
concepts. Moreover, even if the interest was netptimary variable in the equation, but it
cannot be denied or ignored its impact on the fanabf demand for money. Especially that
Friedman does not want to separate between the targngector and the real sector, he
believes that the interest rate is not only a memygphenomenon determined by the demand
and supply for money, but it must be consider thatinterest rate that depends on the real

indicators and entrance test confirms that the gharash have a significant impact on the
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real sector. The result reached by Friedman isttireabutput rate of the function of demand
for money will allow happening desirable betweea thal of economic analysis, and then
inverse relationship between interest rates anddgmand for money and therefore we
cannot say that the demand for money has greabliliexand sensitivity to the interest rate

(Ceglowski, 2005).

2.3.4 The relationship between the interest rate @hexchange rate:

The role of the interest rate to achieve a certauel of the exchange rate is one of the
important and complex issues for many economistsjsing interest rates in some country
would lead to increased demand for local goodsthnd improve the value of the national
currency. This response requires a lot of conditisuch as; (the investment climate, flexible
between the interest rates and investment, fletyibil the productive apparatus, the stability
of a lot of economic variables ...etc.). For exampthen the currency is weak the central
bank adopts the policy of interest rate to compienfa the high risk of a currency collapse
(Maghawri S, 2012).
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Section four: The expected impacts of interest rate liberalizatin policy on the economy
of developing countries:

In this section we will study what caused deregotatand unexpected effect of
interest rate policy on the economy of developiogrtries.

2.4.1 The impact of the interest rate on the econamsectors:

1 - The impact on debts of the banking sectothe main problems posed by rising interest
rates is the negative impact on debts sector dfibgrsystem, where increase of these debts
may lead to faltering borrowers to repay their debthich displays the entire banking for
crisis, especially as this debt is not only parthef deposits of individuals with the banking
system. Some others economists deem that the shtate role in economic life as a method
of monetary policy, it affects the banks and finahmstitutions that influenced their activity
by the interest rate. So, decrease in the inteadstleads to reduce their profits, which also
lead to compensate the credit, while increase @ itherest rate lead to reservation and
preference for government bonds at this time. Ti@ge in interest rate affects the value of
cash and real wealth in society and that leadfextathe individuals' decisions to increase or
decrease consumer spending. Also, the interesthaseimpact on the financial market
because of the relationship between the money manke the financial market, rise in
interest rates in the monetary market leads to aeslihe possibility of proposing new
versions and marketing of securities as a resulloafer prices, and the direction of
individuals to deposit their money in banks rattiem buying them, but decrease the interest
rates leads to a rise in the value of stocks amdishjovhich affects the investment (Maghawri
S, 2012).

2 - The impact on business investmentbased on some other study they confirmed that
raising the interest rate a significant reductiorhe rate of investment, but at the same time
improving in the productivity of investment spenglirSo, raising the interest rate leads to
raise the cost of capital, which leads to increas#idtionary pressures and reduce overall
investment demand, the result may be a state gfiatian in the economy after an increase
in the interest rate and thus increase in the gavmwith recession in the investment
demand. It is worth mentioning that the high re@dt of capital with increasing burdens of
interest rate will lead to higher inflation resotifrom the increase the costs, which will lead
the interest rate to further increase accordinghto methodology predicted of the interest
rates (Greiner, 1995).
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2.4.2 Impact of the interest rate on the balance gfayments:

1 - The role of monetary policy in controlling thebalance of payments:the monetary
policy plays an important role in the achievemeibath the internal and external balance
and holds the balance of payments (external balamce of the monetary policy goals.
According to the monetary approach to the analgdislevelopments in the balance of
payments it in an open economy, the balance of patgris a monetary phenomenon, which
means the relationship between the demand and ysdpplmoney are responsible for
creating these imbalances. For example, when iserdlae supply for money more than
demand for money community members resort to iserethe demand for goods and
services, and when the developing countries weigackerized by poor flexibility in
productive the individuals tends toward to buy godor export, which leads to decrease
exports and increase the imports, as well as dertam/est in foreign securities, resulting

in a deficit in the balance of payments (Ceglow2Ri05).

Thus, monetary policy can play an important roléréating these imbalances in the balance
of payments, in the case of disability the cenbahk can intervene by raising the price
rediscount, and then the commercial banks resoraige the interest rate on the loans,
thereby reducing the volume of credit and incretmse domestic demand for goods and
services, which will lead to lower domestic pricasd this decline in prices will also lead to

encourage export and reduces the citizens demabdytéoreign goods and reduce imports,
in addition affects primarily on current accourdad balance of payments. The high interest
rates within the state, will work to encourage fgnecitizens or residing abroad to deposit
their money in national banks, which would allow the entry of more capital into the

country, and have a clear impact on capital accoapital and thus reduce the deficit balance

of payments (Greiner, 1995).

2 - The positive impact of interest rate on the baince of payments:t is known that the

balance of payments includes current account aaddtance of capital transactions. Also,

the current account associated with gap of locdugces in terms of:
AC=SDG-IDC......ceevvviieviinn. (1)

AC: surplus or deficit in the balance of curreminsactions.
SDG: gross domestic of savings.

IDG: gross domestic of investment.
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The increase the deficit in the current accountrmeesther an increase in gross domestic of
investment or decrease in gross domestic of saviligde the balance of capital account

explains the financial flows from and to the coynwhether in the form of direct investment

or in the form of loans. Also, it funded the defithe balance of current transactions
(Ceglowski, 2005).

According to the rule of double-entry to the bakwt payments we get the equation:
AC=AK +DAR =0 ..oceovvvierereern 2)

AC: surplus or deficit in the balance of curreminisactions
AK: surplus or deficit in the balance of capitarsactions
DAR: the change in official reserves
In our study of the positive impact of real intérestes on the balance of payments,

we care about the balance of capital transactionstlae change that occurs in the official
reserves. Generally, there are two main reasortsmusoney to flow into the country
-Increase the difference of interest rate appleablthe local currency, with the stability of
the exchange rate of its currency against otheenares

-External factors related with the economy thatvBdrom the capital, such as the decline in
interest rates in the United States of Americayel as the recession, which coincided with
the exit of the capital of the United States of Airee with the flow in Latin American

countries.

However, the flow of these funds to the country tedkection and they are especially in the
following points

_Increase in foreign demand for the country'senay leads to increase the its value and
improve its own exchange rate against other cureendhere is no doubt that improved this
exchange rate is one of the factors of health gfesmonomy, but it could lead to become the
country's exports more expensive on the world nigakd then to contraction, and to the
accumulation of deficits in its trade balance. Alseads to doubt that country's ability to meet

foreign obligations, or so-called lack of credittboness of that country.
_This money is flowing lead to domestic liquidithhetcentral bank intervened by one of its

tools that are sterilized those funds. This procedan lead to increase in the fiscal deficit as
it will include a high rate of domestic deffiussein Ali, 2007).
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_ The money flowing in short-term could lead to @mage long-term investments, but any
procedure that might prejudice confidence in theegoment policy would lead to the escape

of those speculative money, and then the investatem
__The continued flow of capital to the country and tlontinued realization of the surplus in

its balance of capital transactions may lead tuea® a surplus in the overall balance of

payments and accumulate with its official reservd®se precautions have an important role
to face the external deficit

Finally, we conclude that the rule of positive bétreal interest rate accompanied stability in
the exchange rate, which leads to flow of foreigpital in short-term within the state,
especially if there were not actual differenceswieein the return on the funds in local

currency and the return on the money in foreigmenaies (Hussein Ali, 2007).

2.4.3 Impact of the interest rate on exchange rates

1 - The risk of financial liberalization on the extange rate: allowing to growth bank
accounts in foreign currency within the countrygain be justified on the basis of beneficial
short-term - such as encouraging the owners otdpéalists to convert their currencies into
the country, as accumulation of foreign currencyhimi the domestic financial system, it
becomes as the economic ticking bomb as Jacob €lrsakl. The internal financial policies,
as well as reduce the real interest rate and tve $keeding to lend to new investments can
also drop the quality of the investment by insiapiin the foreign exchange markets. In
Gleb's an experiment on 36 of developing countrieey may reach average of annual
growth by 2% between the two periods, and the reésathis are:

-Increased volatility in the exchange rate and tb#apse of the commitment to fixed
exchange rates after 1973.

- The exchange of trade, such as increase inicggqr

- Rigidity (curb) the largest domestic financiablamgher inflation and lower interest rates on
deposits.

-Decrease the average of real interest rates amsdegrom -2% in the period (1965-1973) to
-5% (74-85), and this decline in the interest [@ate8% does not explain less than half of the
decline in the level of growth rate.

- The (Sebastaban Edwards-1989) in his a study3ofléveloping countries reached a

negative relationship between the average rate P @rowth and viability of the real

96



exchange rate to change. Also, concluded that dissilpility of change in the real exchange
rate increases when inflation is high and unstable.

- In the end of eighties and early of nineties @ppée a new trend in Latin America, where
governments continued to resort to the bankingesysb get the most of available funding,
where it was obliged to pay the positive of reaéiast for these debts to banks, where the
result was an accumulation great of government dtimealebt in developing countries
(Argentina and Brazil), which overthrew the produetof investment.

- Maknon deems the achievement of financial libeaélon with retaining control of
monetary his real return and internal stabilizetlod level of prices without resorting to
forcing limitation of price and keep interest rat@s deposits, and then on loans, are all

consider as essential points to the success obetdordevelopment (Hussein Ali, 2007).

2 - Set the procedures of the exchange ratg:is very important for the experts of monetary
to look at the exchange controls as an integrdl gfaiinancial management, and should not
be lifting those restrictions on international dapiflows, but only after taking real
procedures of monetary financial and tax, and atblated to foreign trade. The central bank
(the government) has to impose controls on exchamgeurrency because without
government involvement the market of exchange meticy will has deficit in liquidity and
unstable. The substitution of direct and indireatal currency (demand deposits) with
foreign currencies represents as reason to redigcexchange rate as it happens within the
domestic financial system with the trend of indiads to deposits rather than cash
prevailing. So, the unrestricted of internationmlahcial to the nominal interest rates on
domestic deposits and loans will increase as resptmlower the expected of exchange rate
(Hussein Bakhit, 2007).

3 - The relationship between interest rates and ekange rates:tended some countries to
liberalize restrictions on financial transactionsreign exchange stabilization were
encouraged competition for many local and foreigaricial institutions to work in the local
market and reduce rates of reserve and liquidgywall as allowing pay interest on bank
reserves and prevent the allocation of credit oviple preferential prices.

When choose the instruments of monetary policy ralks into account the implications of
the internal and external variables and their tsandhe future.

Therefore, the role of the interest rate to achieeertain level of the exchange rate is one of

the important issues for many economists. The ioglabetween them depends on other
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variables, and we can give a picture abstract aied lletween the interest rate and exchange
rate (Hussein Bakhit, 2007).

- The increase in the interest rate leads to deerdamand for other currencies that have low
interest thereby reducing the exchange rate ofctimeency against the currency which
increased its price whether actual or expecteapric

- Exchange rate is also influenced by the purclgapiower of money resulting from the
deficit or surplus in the current account of théahae of payments as well as the country
budget. When these balance get surplus and pungchgmwer tended to increase the
exchange rate will increase against other currencie

- Based on the above that the interest rate andhpsing power of money affect the
exchange rate and in this case we can said thae#henterest rate is the basic influence in
movements of exchange rate.

- So, if the increase in the interest rate is agrgd in some cases evidence of a significant
increase of inflation, it may be combined with @lde in the exchange rate of the currency.

- The follow these steps of the strategy the ecgnofeveloping country can moving in the
right way to improve their economy. Therefore, toacge the local market for capital
between the interest rates for both deposits an#t lwmns, and the real exchange rate that
reflects the economy's inability to control balamddrade with the movement of cash flow
(Hussein Bakhit, 2007).

2.4.4 The impact of the interest rate on the counyrbudget:

The interest rate practiced impact on this varidgbteugh treasury bills and their role in the
accumulation of internal debt to repay from therdop budget, in addition to its impact on
the rest of the items of internal debt (Kamal BaR@i06).

1 - The impact of the interest rate on treasury blk: treasury bills are considered as
recommended tools in the framework of the monetafgrm process so as to provide the
bank liquidity. It also works to stabilize the exacige rate.

The central bank can begin conducting public austiof treasury bills on a monthly basis,
but it must be associated with the managementoal igovernment debt.

So, these debts have negative impact, they are:

_ Impacts on investor behaviour toward establislingontributing to the establishment of
new projects or finance existing projects. The eguent is losing of real investment

opportunities with a better return to the econorhgieveloping countries.
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_ Developing countries face the problem of intemtelbt service resulting from the issuance
of treasury bills and of course, fulfil the valukedebts required from the country follow the
most important policies such as:

1-Impose new taxes to try to increase governmesnee, which includes the redistribution
of national income, as well as set forth in that itlhpact on final demand.

2-Transfer proceeds from the sale of public sembonpanies to pay the interest of these bills
(debts), which explains the loss of the value ekthassets.

3- The expansion of foreign borrowing with the gesbs that accompany it and that forced
many developing countries to submit to the condgiof the IMF for debt rescheduling with
creditors (Kamal Bakri, 2006).

2 - The interest rate and treating the fiscal defit: the basic problem for developing

countries is fiscal deficit, if they are not rid this problem the process of liberalization may
turn into an economic disaster. But if the fiscaficit was financed by burden of inflation,

there may be a serious problem in the evaluaticcurnency rate if the monetary authorities
tried to control the domestic prices by reducingirmstall the exchange rate (Ceglowski,
2005). The best strategies could be proposed t@gnag the economics in the treatment of
the fiscal deficit are:

- The authorities should be cancel the restrictiohsnterest rates and subsidized credit
directed to a certain category of borrowers, ofa@gpthe unconditional support that appears
directly in the accounts of the treasury.

- The movement of private capital in the world @ldobe subject to controls of currency
exchange or reserve requirements.

- If the minimum of domestic inflation exceeds thaind in the major trading partners of the
country, the exchange rate should be determineztttiirthrough a process of gradual of

negative reduction (Ceglowski, 2005).

2.4.5 Positive real rates and their relationship tanflation:

The Extended Studies conducted on a number of ogwg countries established by
assuming that the higher real and positive intaists on the deposit leads to improves the
quality of capital formation and real economic gtewHowever, pairing private between the
nominal interest rate and inflation rates that aeiee their return to depositors can lead to a

significant difference in economic performance (Ch@90).
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1 - The policy of confrontation inflation: If the price level was stable, it can maintainl rea
interest rates on deposits with a minimum of riskfact, it may be possible to achieve real
financial growth and even when interfering governm& put limits on interest rates on
deposits and loans in the monetary system (monptdigy), when inflation at high level that
means attempt to equivalent with increase the naimprice of interest can involve

significant risks, especially when interest rates@mpletely free (Cho, 1990).

The stability of monetary that combined with thedleof internal fixed prices supported by

the commitment of the highest stable of foreignhexge rate, which was the main method
achieved through the high real interest rates arah€ial development.

The instability in the level of price in the econprof developing countries it becomes

necessary to use nominal interest rates to offeetkpected inflation and to find a balance
between supply and demand balances loanable icathital market. Some economists deem
that in the case of a high inflation, it can beuagd with high nominal interest rates,

especially if commercial banks were owned by thentxy, and then do not compete much
with each other (Cho, 1990).

2 - The non-inflation financing policy: often developing countries resort the finance
minister to raise the financial resources for eooigoactivity to use subsidized credit. So,
there are three attributes appear in developingtc@s on financing scheme.

- Large reserve requirements: often the commeasridl savings banks reserves with a high
proportion of their deposits with the central bawkere sometimes exceed 30% without real

interest (Galenson, 1992).

- Specialization of credit agencies: due to thevflaf large cash resources at the disposal of
the central bank, it is through the channels twipecheap credit to a number of specialized
agencies, which in turn lends to low interest rad@sl lending investors, farmers and
industrial projects that the government wants topsut, and go directly to the Ministry of

Finance to cover the government's budget defial€@son, 1992).

- Limits interest on deposits and loans: the govemt resort in its monetary policy to
determine the interest rate for lending commentiakimum formal (This is for commercial
banks), while the specialized agencies often pelodns at low interest rates about 2 - 4%
(Galenson, 1992).
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Chapter three: The policy of interest rate and its impact on the @nomy of
developing countries

Introduction :

The interest rate as a tool of monetary policy heffective and efficient on the
variables of economic activity, especially in theyikes' analysis, which depends on fiscal
policy rather than monetary policy where it is affeg the demand for liquidity, and then its
impact on the level of expenditure, operating amddpction depends on the level of
investment and consumption, and investment dependshe adequacy marginal capital
(expected of profit rate) and where interest ratese low that leads to increase the size of
the investment due to the expected high returrrafitp

Section oneCharacteristics and advantages of the economies @eveloping countries:
The prevailing economic organizations andeveloping country characterized by

economies of the characteristics and advantagesarfomic, social and political those need
to achieve economic development in their policies.

Although, the varying economies of developing coest in the degree of economic
backwardness and economic structures, but theghanacterized by optimum utilization of
economic resources both material and human. So,b#sec problem that facing the
developing countries is needs to establish a ptamucsystem that able to bring about
economic development effective (Ali, 2008).

In this section we will discuss the general chamastics of the developing countries, and
then run the reasons for the weakness of savindkeise countries, without ignoring the
nature of the banking system for the developinghtges (Ali, 2008).

3.1.1 Characteristics of the economies of develogjrtountries:
The economies of developing countries characterizederal points we will

summarize the most important properties as follows:

1 the dominance of agricultural production and extactive and underdevelopment of
the industrial production: the nature of the economy of developing counisebe control

of agricultural production and extractive activityhile the shares of this activity increase in
the overall national activity by 40%, but in devalty countries it does not exceed 20%. On
the contrary, the share of industrial production developing countries at least 25%,
compared to more than 50% in the developed inddistountries. So, it is the right to
described developing country by agricultural orrastive, and the developed countries to
industrialized countries (Chuah, 2004).
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In this description in the economies of the deprlg countries leads to several conclusions
on their economic systems, such as:

- Lack of diversity of professions and trades, whtauses the concentration of the workforce
in the agricultural sector.

- Low the productivity of both labor and capital the agricultural sector because the
agricultural work does not need to large capacityraining and experience, and does not
require heavy capital.

- Most developing countries specialize in the pidun of one or two types of agricultural
commodities or extractive for export, which leads é¢conomic dependency to the
industrialized countries (Chuah, 2004).

2_ rising importance of foreign trade:the economies rule of developing countries for the
agricultural and extractive production, and thgmpedalization in the production of one
commodity or more are intended for export that ptsdse countries to depend on foreign
trade for the disposal of their primary and agtietal versus and import their needs of other
commodities. This is expressed in high degree agnopss economies in developing
countries on the global market, which leads thenenues of these countries completely
related with changes and fluctuations economiedgeseloped countries and international
markets. In addition, these resulted in most depetp countries suffer a deficit in their
balance of payments, due to lack of export earnamgklack in the type of export production,
and the low prices of these products, as well gkdriimports of manufactured products and
even agro-food products, add to that higher impades compared with the price of exports
(Faisal Al-Fakhri, 2004).

3_The low of national income: as a result of the structure of the economieseireldping

countries and their nature of agricultural and ative, with the result that exports and
imports constitute a high proportion of nationakpui, these reasons explain the low in
national income and the accompanying decline ircppita income, and then the low level of
consumption and saving. Despite, the low level atfamal income, the structure of income
distribution is characterized by poor distributiohwealth. So, we find in these countries
stationed most of the wealth in the hands of aifediwiduals, and the majority of members

of the community get only a small share of this kte@Fred Ragheb, 2010).

4 The country intervention to make developmentthe process of economic and social
development requires a change in the economic acidlsand politics structures in order to
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create the development process, but to sustainnaaidtain these developing need the
intervention of country by its various institutiotts oversee all stages of their development
plans.

Then, the intervention of country may explain tmeation of the overall development, as
well as to bring about a productive able to movera energy material and human potential
in the community, these cannot be achieved onlgutdin establishment of strong public
sector and to rely on the system of the natiorah jFred Ragheb, 2010). The experience of
planning in developing countries have faced manstases, including political and social
conditions that require the establishment of angfrcountry that able to take the initial steps
necessary for the development process. Finallgait be said that the economies of the

developing countries is characterized by the follmgixcharacteristics:

- Lack of the flexibility on the whole productiongply.
- The importance of major agriculture.

- The rareness in the capital

- Low level of national and per capita income.

- Unemployment concentrated especially in the serand agriculture sectors.

3.1.2 Vulnerability factors of savings:

The weakness of investment in developing countsiadten explained by specialists
weak in the savings, and returns it to the follayweasons:
1 the low average of per capita of national incosavings is what left of income after
spending on consumer goods and services; it iklaaséhe level of income.
2_use non-rational surplus income: it cannot salf bf savings to developing countries, but
they have savings even it was weak, then whatisdsdo not use commonly used sound and
rational due to several reasons including: the phanon of negative savings, as expenditure
of funds to purchase land and luxury housing, whadtes several forms have money in the

form of liquidity or buy jewelry or spend moneyeamcess consumption (Fred Ragheb, 2010).

3_ Decline the institutions of savings and weak ofternal market: in most developing
countries there is a shortage in the number oélilasions savings such as commercial banks
and savings banks and savings ...etc. This is intiaddo the inadequacy of the performance

of its mission fully with the conditions of theseuntries (Faisal Al-Fakhri, 2004).
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4 inflation expenses of the country administrativeThe analysis of the general budget for
these countries indicates that the administratiperses represent a substantial proportion of
the total expenditure, unlike the case in the itialzed countries. The inflation of public
expenditure that is unproductive to the countrydéeto weakening of savings and general
surplus revenue. In addition, to this phenomenarethare bribery, corruption, theft that
extends to public money, mismanagement, and delaysdpletion of public planned
programs, but based on these and other reasonsavéhét the sacrifice of members of the
community in developing countries in vain, and agsult it may cause disappointed to the
community, which not leads to occurs interactiotween economic policies and members of

the community (Frenkel, 1998).

3.1.3 Banking system in developing countries:

We cannot know the conditions prevailing bankingniost developing countries,
without identifying their monetary and banking caimhs during the period of colonization.
In this regard has been organizing the bankingegsygb suit the interest of the colonized
country and to achieve the objectives of the caenithe banking systems in most
developing countries has characterized in the cal@eriod by the following characteristics:
1 nature of the banking system in the developingoantries in the colonization period:
the banks of colonial countries have opened amsite in their branches in the colonies and
resulted in this situation that these banks aradiras of foreign banks were subject to its
credit policy, but these subject are not commensuséh interest economics to the colonies
it aims to achieve their resources to the inteoéshe colonized country. Also, these credit
institutions were only interest to provide loanddmeign companies for all those working in
the extraction of raw materials or the exploitatminagricultural land or the foreign trade
sector, while other sectors that called the tradél sector was deprived of any means of
financing because they were mostly belongs to nldeggenous people. The banking system
has created several investment problems that thelaf@ng countries were to face at their
independence (Maked Ali, 2007).

The most important of these problems were theeisdue-structuring the banking system to
serve the economic interests, and the draftingredva credit policy that allows providing the
necessary funding for the development (Maked AlI)D).
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a - spread in Algeria during the French coloniaiquk an extensive of foreign banks,
especially French, to serve the interests of foreglonizer, and the natives (the Algerians)
did not have a chance to do so.

b- Various economic sectors, add to this the probt# the liberalization of the
banking system of dependency and foreign domination
2 - Characteristics of the banking system after indpendence:these characteristics
represented in the central bank's relationship withgovernment, and the difficulties that
faced by the work of commercial banks and lackedfedlopment and growth of the monetary
and financial markets (Maked Ali, 2007).

A - Conditions origination of the central banksteafindependence all developing countries
create central banks in order to achieve countntrobover the banking system, and these
central banks were owned by the country. The palicthese banks related to the policy of
governments in achieving economic development theitwork of these central banks since
their established to the present time they facedraéproblems and difficulties as a result of
conditions and the role assigned to them. Thesklgmts can be summed up in how central
banks participate in the development of the nati@manomy, and how to coordinate the
relations between them and the government. Thecypation of the central banks in the
development of the national economy have resoddddilitate the process of credit in order
to create more money supply, also worked to achtewtrol and guide the commercial banks
by forcing them to follow credit policy consistewith the objectives set to achieve the
economic plan. Also, it worked on the creationiofiled financial markets based on mainly
treasury bills when buying them and compel comnaéifzanks to keep a certain percentage
of the liquidity in the form of bonds to the publircasury. Finally, it worked to achieve
control over the movement of capital in order teyant it to escape to outside the country.
Therefore, coordinating the relationship betwees ¢bntral bank and the government, we
find that there is independence granted to therakebtnk in many developing countries
stipulated in the law, but this independence ditdraspect the terms of the fact, which leads
government to resort to request more monetary igguand this increase carries with it the
risk of inflation. One of the difficulties that litthe effectiveness of the role of the central
bank is the tendency of governments to impose tioéron the central bank with regard to

monetary policy (Frenkel, 1998).

B - the establishment of commercial banks: as dsgHre establish and role of commercial

banks in developing countries after their indepecde as it mentioned that most of
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developing countries have inherited banks systexhwere branches of foreign banks, which
their interests contrary with the interests of theependent country. While other countries
worked to nationalize the entire bank, and thenkviormake a mixed banking sector and the
country contributes in the capital of commerciahks® and other countries worked on the
establishment of a national banking system throuafionalization and to contribute to the
capital of banks (the case of Algeria) (Khaled \@0Z2).

The commercial banks in the developing countrieseda several difficulties,
including: weak deposits and competitive foreigmkiag institutions that allowed by some
countries. Also, the concentration of banks inrinal areas, high levels of interest rates on
loans due to lack of funds and the increased risgkams and lack of guarantees provided by
the borrowers, confusion between commercial bamkkspecialized banks set up by some
developing countries to finance their planned paiotgg, and set up to specialize in lending
long and medium-term.

C - Decline in development of the monetary finahmarkets: the existence of the monetary
and financial markets is very important not onlyettable the central bank to control credit,
but also represents a space for the developmetiteofinancial resources to fund various
development programs and various investment (Kh&kd2005). So, many developing

countries worked to develop their markets that dealcash treasury bonds. But this
experience did not give only limited results, sitice development of monetary and financial

market depends on the availability of several coowls, such as:

- That will be regular offers of bank liquidity alending faced by regular demand for loans,
and the availability of this condition depends be diversity of productive activities that
require credit on a regular basis during the year.

- To re-regulate banks, so that the bank workingliqnid exchange surpluses among
themselves, and prevents transfer abroad to imvégsteign currency markets.

- The central bank has to be able to activate tagket and control of cash and this requires
coordination between governments and central béftkaled W, 2005).
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Section two:The compatibility of monetary theories to the econmy of developing
countries

The various theories of the traditional monetarlyjol prevailed until the advent of the crisis
of the global recession (1929 1933), and then naopeheory of contemporary Friedman's
theory interest to interpret the factors involveddietermining the value of money and the
general level of prices. While the monetary theofeynes has interested in effect of the
using money on the effective aggregate demand,inipact on the level of production,
employment and national income (McKinnon, 2006).

3.2.1 The appropriateness of the monetary theory dfaditional and contemporary:
1 traditional monetary theory and circumstances ofdeveloping countries:it is already

mentioned that the traditional monetary theory éesentially the interpretation of the factors
and causes that interfere in determining the vafusoney, and then to determine the general
level of prices. Where it has established a dicectelation between the quantity of money
and the general level of prices under stabilityhbaitational speed money (preferably cash)
and volume of transactions (national income). T¢tnemists Ridolv and Chabert deem that
this theory cannot be the subject of the applicatod interpretation of the conditions of
underdeveloped countries, but if there is a setomiditions and assumptions, which means
any increase in the money supply will sign the eroy of those countries in inflation crisis
and these economists are based on the followirspnsa

- The developing countries characterizes of thecsiral to exercise the amount of money for
their impact on the real quantities because ineré@aghe money supply leads to increased
demand, but the adoption of these countries ondion@arkets, as well as the nature of their
local markets and systems prices any increase nmadé will occur inevitably increase in
prices, and thus the existence of gaps inflatignangl then increase the amount of money
with what is known of the high propensity for comgtion in the developing countries,
would necessarily make inflated market demand wmitarket that has inelastic supply.
Moreover, it would lead to increase the prices @&ndoncluded that any increase in the
guantity of money will be transformed into consurgends and this form directly effect on
prices and that the cause of increase the consomptropensity as a result of increasing the
amount of money (Magdy M. Shehab, 2012 ).

- The tradition factor and simulations that areeeti®d communities of developing countries
would promote the idea of any increase in the dtyaot money will make a direct impact on

prices only without impact on any other factors.
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- The assumption of employment situation does pptyato various countries that have high
ratios of unemployment, and lack of using theiratalities of physical and human resources.
Actually, some countries have achieved signifiaanteases in the size of their real gross as
a result in their economic development programs.

- The increase in the quantity of money comes fiooneased trade, increase the economy
money and increase in population........... etct T@ans the amount of money usually come
after growth, and then it does not merely serva dependent variable and not independent
variable it is derived variable. It cannot exery ampact on prices.

- The most of developing countries depend in taeanomy on international trade, where are
the amount of money for payments of internal antereal, and becomes the negative
relationship. So, the prices of imports and flovidaveign goods and services are exerting
their effects on domestic prices and determinatheunt of money (Kandil, 2003).

2_ monetary theory of contemporary and its relevane to the situation of developing
countries: the monetary theory of contemporary to the amoointmoney cannot be
appropriate to the circumstances of the countrynecuocally backward. Friedman's theory
and his followers from the owners’ doctrine casloffetarist), were mainly come to suit the
conditions and variables of the economic systenestloped capitalism. Because of these
reasons that this theory through its analysis lleirhas nature cash purely, where the
interpretation of inflation, and thus higher pricas the basis that a monetary phenomenon,
occurs when the growth rate of the money supplyrnsater than the growth rate in
production, while explains of inflation in the déweing and developed countries as a
monetary and structural phenomenon. In additiome, riionetary theory of contemporary
looks at the relationship between the change imgtrantity of money and the change in the
level of price through what occurs to change in @edhfor money. Friedman interprets and
analysis the determinants of the demand for mooegonhduct rational derived from the
theory of consumer behavior. The individual haslétermine his/her demand for money to
keep them in the form of liquidity and choose betwaeveral alternatives according to the
return achieved by each type of assets which ateluited of wealth (cash assets), financial
assets, natural and in-kind assets, and humanroesod his analysis is difficult to accept in
developing countries that are characterized byfiaod monetary narrow markets and weak
transactions in stocks, which means double thevigctand the limited diversification of
financial assets and cash and low ratio of wealthere it becomes only the alternative for

money as a form of wealth is the real assets (Hus$ani, 2002).
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However, the monetary theory of contemporary toahmmunt of money's conditions cannot
be work with the rule of developing countries oé ttountry backward, but we cannot deny
this theory because it has same interest as thetityjutheory of traditional, especially the
relationship that exists between the amount of ma®l volume of production, and this
relationship cannot be neglected if we need toyarsbf inflationary pressures that faced by
many developing countries. So, the adoption of rtegepolicy as it deemed by the
monetarists and applies on developing countries Imasg implications and stabilizing effects
on the national economy of these countries (Husstani, 2002).

3.2.2 The applicability of the Keynesian theory:

The Keynes theory in labor and money was as releoluh the world of macroeconomic
(overall economic), which contributed to providigglutions to minimize the effects of that
crisis that traditional theory failed to explainford appropriate solutions. Here is question;
to what extent the Keynesian analysis can be cereudto the situation and circumstances of
developing countries? On other words; does the Esigm analysis can be used to solve the
problems in developing countries? When we discussiothe Keynesian theory we have
concluded that this theory came to explain andesfdthe situation of the capitalist world in
the depression, so this theory has made approma@tgions to the crisis, based on fiscal
policy rather than monetary policy (Magdy M. Sheh2®il?2 ).

The interest rate consider as monetary phenomeatarnined demand and supply
for money (preference cash), and this price isa tioat determines investment, and the
investment with the marginal propensity to consuiagrmine the size of aggregate demand
effective and spending. Therefore, the increagbenquantity of money at Keynes will lead
to a lower interest rate, and then will increase diemand for investment, as a result of the
multiplier which will increase income and increage®perating and production. So, Keynes
deems that increase the amount of money does reztlgilead to the increase the prices, but
also lead to increased spending due to an incieaseome because of increased investment.

According to this analysis, we believe that thewmstances and the economic and
social characteristics of the developing counteas not apply to the Keynesian theory,
which means that Keynesian analysis is not fitriterpret and deal with the economic
situation of the developing countries due to sduwe@sons such as:

1 - Funding policy of deficit: it provided by Keynesian analysis to solve thenupleyment
problem - for example - it is not consistent witle tdeveloping countries circumstances,
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which suffer from low flexibility in supply produste. In reality, these countries do not need
increase in spending cash to get out of the ecaneetdession, but they need structural
change in the production process through a propk&smed economic development that
means the problem of these countries is not demestalem it is supply problem. Also, they

need to raise the degree of utilization of produectiesources available to raise the level of
production of goods and services. Accordingly,itnaions in the developing countries any

increase in spending will direct lead to incredseprice (Michael Juman, 2010).

2_ the relationship between the quantity of moneyral the interest rate in developing
countries: the circumstances and conditions in developinghttas in the field of monetary
and financial make it difficult to accept the thgdhat a change in the quantity of money will
reflect directly on the interest rate. So, mosth# developing countries have two sectors
monetary and traditional sectors inside each cglsnticonomic system, and even the modern
sector includes the regulated and unregulated rtaskets and this situation is usually called
(bilateral financial) (Gibson R, 2001).

Where the regulator of money market consists ofcedral bank, the treasury, commercial
banks, financial institutions quasi banking, sasingenters the current account, non-banking
financial institutions such as insurance companissgial security, various lending
institutions. Also, where it was present in urbasaa are widely and works with a high
degree of development, but it on the contrary m tthral areas. Due to the duplication of
money and capital markets in the economy, it ifadift to control directly by the monetary
authorities, which leads to heterogeneity in irdenates, and then it's hard to affect the
decision of monetary authorities on the changehm quantity of money effectively on
interest rates (Muhammad G, 2004).

We conclude that Keynesian theory does not appllgaalifferent countries. Theory assumes
the existence of a single interest rate that adtebly changes in the quantity of money, which
leads to affect investment, spending, productiah @meration. In addition, that the differing

interest rates are not limited to differences imetary markets regularly and irregularly even
in the one money market the interest rates canifferaht. So, the interest rates in both
markets are not united according to the forcesipply and demand, in the regular monetary
market it is determined price of interest rate leytcal administrative. The central bank is

responsible to make decision in determining theredt rate. Also, the diversity in the
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structure of interest rate where change of intenasis in the regularly market by degree of
risk, and by interest of the debtor and creditargd dhe nature of those borrowers and
depositors. While in the irregular of monetary dnthncial markets the determining of
interest rates are subject to a number of factas \&riables bonus risk, administrative
expenses, the expense of opportunity, and the eejmnonopoly power enjoyed by lenders
(Muhammad G, 2004).

3 - Weakness range of money and financial marketsOne of the reasons mismatch
analysis Keynesian to the conditions of differemtirtries, and it has great importance in the
monetary analysis is particularly in the narrow me®f the money and financial market,
which distinctive character of the underdevelopedntries, especially if we consider that the
analysis Keynesian requires development and pregnesrkets. The cause shortness of
financial and monetary markets in developing caaestrand that is through trading and
dealing in securities trading, but mainly due te thck of dealing with those securities. On
the other hand, limited dealing in regulated maslat commercial banks, especially in the

treasury bills (Michael Juman, 2010).

The deal of government bonds represents a broaaemn developing countries is noticed

that most of the bonds traded on the market is hglthe central bank, commercial banks,

insurance companies, and social security. As foatwhlated to bonds and private equity,

there was a limited deal in financial markets atutls exchanges. So, the weakness of the
scope of the money and financial market is lacksavings and cash, and the lack of
transactions in securities trading and private podlic financial, we emphasize that it is

difficult to consider Keynesian analysis based oonetary and fiscal markets, where the

change in the quantity of money directly reflectad the interest rate(Madani Bin Fame,

2008).

4 relationship between interest rates and investm& we already mentioned in the
Keynesian analysis that increasing the quantitynohey would lead to lower interest rates,
and then increase the investment, but in realitgenfeloping countries and their economic
situation may make the related between the intesgstand investment difficult, which is
decrease the interest rate would directly leachtweiase investment. As it indicated before
that it is not necessary change in the quantityofey will reflected on the interest rate, and
thus be reflected on the investment decision elvérere was a reduction in the interest rate
due to the increase of money supply (Madani Bin &a2008).
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Some economists believe that the decline in theaiel of investments in developing

countries is not due primarily to a rise in theekewf interest rates. The solution to the
problem of weak in investment does not necessaedpire decrease in interest rate as it
requires work to raise sufficiently marginal invasint. The result, most economists do not
bet on the appropriateness of monetary analysi&eynesian conditions and economic
conditions of the developing countries. So, thenésyan theory found to put the appropriate
treatment and interpretation required for condgian the capitalist countries in limited

situations (Madani Bin Fame, 2008).

Section three: The effect of skeptic current on irdrest rate:

The collapses of traditional monetary and new aassheories are unable to interpret and
deal with the crisis of the global recession. Kesyladt his ideas about the interest rate, which
was deemed initially effective irreplaceable in tteatment of changes, as it was the reaction
failed of the monetary policy, and hence it appedusng periods of recession that the
interest rate is ineffective to change the invesiintkecision. Despite, the intervention of the
authorities to reduce the interest rates to theeftvlevels that Keynes expressed by trap
liquidity, and then the raise of interest rate dad stand the growing of demand for credit. As
a result of these lead many economists to beliaf the interest rate may become a weak
weapon, and that care and the importance givehlyg the classical economists, including
Keynes was misplaced. Some economists went toefuethd explicitly said that the interest
rate cannot have any role in the monetary anabsisit cannot be considered as a tool of

monetary policy instruments which influence econoagtivity (Omar Mohiuddin, 2009).

3.3.1 Mead Model and Abrcol Model:
The importance of the interest rate as a tool ohetary policy and its impact on the

economic variables of the industrialized countiilesgeneral and developing countries in
particular has been reduced; such research anesia as following:
1 we mean opinions and ideas of some economigitalists, while the Islamists do not see
the interest rate as an instrument of monetaryyaisalwhich could affect the economic
activity variables.
2_ the first research was of this group (Mead, AadiWilson) in October 1938, which
included a large number of projects, then the sgmep had considered last in February
1939 and included 1308 projects of productive pmtsje

The second search was done by the U.S. economiaéine Ibrcol from Harvard

University in 1938. Refer to each of the expansion:
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-Field by a group of economists and British reslears from the University of Oxford such
as (T.Wilson-P.W.Andrey-J.E. Mead) and from the .8 .K.Ebersol), from the University
of Hardvard during the period 1938 and 1939, oarame of business owners in capitalist
societies, to know the impact of changes in intet@®s on the investment decision, and thus
volume production decision. The results came a eudohd alarming to many specialists in

the analysis of monetary and financial (Robins@9Q.

- There is almost complete agreement that theasteate in the short term does not directly
affect the investment in securities, and in fixegital. The reason is due to the installations
do not borrow from the banks and in some casesgrtpact of the change in the interest rate
does not make sense when compared to impact of phainge, in a few cases acknowledged
by some economists that the interest rate maytatiecdecisions to purchase machines, but
it does not affect in maintenance of a stock ofdgo@\lso, some economists decided that the
interest rate affects the stock, but it is notdhky factor that drives to increase the stocks.

- Majority of economists deny the existence of dimgct impact of change in interest rate in
the long term on the size of the investment everugh some of them acknowledge the
importance of these changes for investment, edpedfathe interest rate is low and
continued to decline for some time (Rebick, 2005).

Search has been criticized, both on the samplé®wrthe questions are asked and
content....etc. The economists who criticized thielfe#udy objected to the following points:
- They argue that the sample taken in search ob@dr Harvard not suitable outcome to be
replaced rule, where it is not reasonable in tloginion to study like this sample and
circulate the results to say it represents theetpci
- The data collection albeit by a group of econopniafessors of researchers interns to this
process, but they are no longer prepared specieriy out this search. Many of them did
not have an idea on the subject of interest rassit admit in lIbrcol's analysis ( Omar
Mohiuddin, 2009).

3.3.2 Interest rate is misleading index to developg countries:

It is known that each system constants and vasalaed since the money and the
banks considered variables in any system whatéwess economic and social situation. So,
when the interest rate was as tool of the monegtafticy and as variables that has doubts
raised about its affect and usefulness in effedheneconomic variables. There is a question
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about the necessity and effectiveness of the istteige in the contemporary economic
systems, including underdeveloped?

We have proved the study that there are fundamdiftaiences among economists about the
definition and the concept of interest rate, nottention its role and its implications in
economic activity. We have completed that theréesys tool considers harmful to economic
activity, to be canceled or not be relied upon akmg economic and monetary policy, in the
socialist system. The interest rate is not encreadie a tool used by the bank to organize its
relationship with various projects. The rigidity thfe interest rate in such these systems did
not leave any impact on economic life, and thenftimetion and the nature of the interest
rate in the system is just a tool regulatory adstiative rather than economic function and
cash. While, the interest rate was replaced betwhendifference capitalist schools of
thought about the impact and efficacy without asaasreference to cancellation or refusal.
The interest rate in the capitalist thought is omanetary policy tools that can affect various
economic variables private saving, investment, dipgnand production, but the difference

was in the extent and degree of impact and fedgibillimmer, 2000).

The professors J.Lezlir, W.Conrad, and L.Jonhsoreweached on the basis of field
studies to the fact that capital in contemporargnemies had been abused dangerously
allocated among sectors of the economy and thes tghbamvestments, because of the interest
rate. The interest rate has been described asgmbmisleading tool in the allocation of
resources, discriminate mainly for large proje@sd it was a tool to promote interest
monopolistic trends.

While in small or medium projects that have higbexductivity, and greater efficiency, these
projects get loans much less of their needs wigi kevel of price. On this basis, and even
without serious study under the regime of fixeceiast and secured in advance, does not
accomplish investments feasibility and most profga(return expected), due to the inability
to finance that goes to projects that have lesduymtive, and less need for external financing,

but it has powerful of authority and more influahifY oshikawa, 2001).

If this is the case of developed countries whereval competition between large
corporations, the reality of developing countresiot much different with them, but the need
for these countries to projects of medium and snsalhe most important of the major
projects that absorb as much of the funding, anldk$® effective, and this what happens to a
lot of developing countries that have adopted thenufactured industries (development
pattern of the States that have adopted the ssicsgistem) (Yoshikawa, 2001).
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Moreover, the field studies that already refereddnfirmed the businessmen believe
that the interest rate is not an important factodetermining the level of investment, which
means the demand for investment is inelastic ferititerest rate, due to two reasons; the
interest rate represents the percentage of fracfitihe expense of bringing new investment,
and adoption of many of the projects on a selfdaoiag, which makes expense implied
impact on limited invested capital.

The opponents and doubters to use the interestimaaehieving the objectives of
monetary policy, and then achieve the objectivescohomic policy to following grounds:

- Raise the costs of debt service and the pronfiseceased tax burdens and income
redistribution in favor of creditors who are suppad$o better than the rest of society.

- Support the development of monopolistic sectdrictv has a better status allows it
to increase in the cost of borrowing to consumgreaksing the price of products.

- Damage to long-term investments, as the longeogé¢o import loans make these
investments zero gravity and then exposure to ossewell as for investments in long-term
bonds, where prices are low due to increase iimnteeest rate.

As a result of the above-mentioned reasons, thexdst rates as a monetary policy tools
proved its failure to influence the investment imds of crisis (whether inflation or
deflation), which summoned to find another toohwbnetary policy tools that can influence

the investment (Yoshikawa, 2001).

3.3.3 The effectiveness of the policy of self-finamg:

The negative effects of the interest rate on thmtalaformation process, and ineffective in
addressing the imbalances and inflationary defiaip some economists deem that the
interest rate is one of the most important factofsinstability in the economies of
contemporary countries in general and developingntees in particular. Friedman has
wondered at the beginning of the eighties aboutkless behavior, which causes
unprecedented for the U.S. economy, respondedst@umestioning by saying: The answer
that comes to mind is his reckless behavior disaidges in interest rates. The fluctuations in
interest rates directly affect the investment maridich makes it difficult to take a long-
term investment decisions with confidence, or gptahning for the future of the business.
The applied field studies by the U.S. banking systeave proven that there is a strong
positive correlation between the level of investimand the level of profits. This is due to
non-distributed profits that allow the project cdkiw assisted self-financing. In the United
States during the period (1977 _1980) produced mstnialited profits, in addition to the
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provisions for depreciation of assets in joint-Kt@ompanies, a important net monetary
resource reported five times dividends of the tatalestment spending in non-financial
companies in 1980. The relative share of internating was (87%) and about 4% increase
in the capital, and the loan was share the res).($%, we conclude that the profit is the
primary force against the decisions of investors aoly as a standard for attractive

investment, but also because an important fundmgee (Yip, 2005).

Section four: Reflection of the real interest rate on the economgf developing countries:
Which is well known by researchers and profess®imalthe field of monetary analysis that
the traditional monetary, Keynesian, and contenmyaifzeories (Friedman's thesis) have not
been accepted by economists in suitability withneooic and financial conditions of the
developing countries (Zainab Hussain Awadallah,8080, the existence like this monetary
theories that tried to interpret of the relatiopshetween an independent variable of interest
rate and other economic factors as dependent Vesiahnd the views of these economic

researchers based on the following principles:

- The reform process in the monetary sector arahtiral centered to the interest rate, where
governments work in this area to become intergsteapressing the real price in the market,
in order to achieve the objectives of macroecondmaiance, and to achieve this it requires
the removal of restrictions on determining creditl Zemove the rules that govern it, and the
need to eliminate subsidies for the productionsuaitthe public and private sector.

- The increase in interest rates on deposits leadscreases the flow of funds available for
new investments.

- Making real interest rates on deposits to alimerof money high, the industrial and
agricultural companies deprived weak return ofatiraternal investments, or keep balances
unproductive to combat inflation. Also, we foundahtompanies can directly investing in
various fields in a way self-financing even if thegnnot borrow from banks, and in this
regard (Thornton and Bodial-1990) provided expexefiNepal” can related (linked) the
stability of price to self-funded investments.

- The countries striving to reform may resort tgmile the institutions of bank credit as a
useful tool to ensure control in the price leveltle field of improving productivity to the
capital in public institutions (Zainab Hussain Avwadldh, 2008).
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3.4.1 Contemporary forms of interest rate deregulaon:

Before addressing the experiences of developingntdes in the interest rate
liberalization it should be noted some forms of teomporary that appeared in the mid-
eighties of last century, which attempted to expthe effect of changing the interest rate on
the growth of financial assets lendable, and thé@wth.

1 - Alanai and Sarakojlo model:they commissioned by the IMF, during the perio@7(-
1980) they studied sample data of twenty-one de@wedpcountry, to stand on interest rate
policy on bank deposits and its impact on the ghowftthe real financial assets and GDP.
The search was based on the calculation of theageereal interest rate for one-month
deposit of each country, where arranged countmeghe basis of whether the average real
interest rate on the deposit positively or negifiy¢olker, 2005).

Table (3.1): The impact of the real interest rateeconomic growth to a range of developing
countries.

1_ country with positive real interest rates Financial assets GDP
Malaysia 13,8 8,0
South Korea 11,1 8,6
Sri Lanka 10,1 4,7
Nepal 9,6 2,0
Singapore 7,6 9,1
Philippines 5,6 9,2
2_country with negative real interest rates sonawh

Pakistan 9,9 5,4
Thailand 8,5 6,9
Morocco 8,6 55
Colombia 5,5 5,8
Greece 54 4,7
South Africa 4,3 3,7
Kenya 3,6 5,7
Burma 3,5 4,3
Portugal 1,8 4,7
Zambia -1,1 0,8
3 country with negative real interest rates largel

Peru 3,2 3,4
Turkey 2,2 51
Jamaica -1,9 -0,7
Zaire -6,8 0,1
Ghana -7,6 -0,1

Source: Bulletin from the International Monetaryngu2005.
Observed from the above table that there is a tdoeaelation (positive) between

financial assets (M2) and the growth rate of GDPBIP (1)
Also they reached the countries that maintain p@siteal interest rates enjoyed the

largest growth in their real financial assets.
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2 - The Alan Gelb Model: The study carried out by Alan Gelb was more comgmsive
than previous experiments, where he analyzed taéamrship between the average interest
rate on deposits for a period of three monthsxarsinths, and the average GDP real growth
through financial statements compiled by each otsétan and Neil from the 34 of
developing country with over a longer period (19&85). The Gelb has divided the sample
conducted by the research into two periods (1968)18nd (1974-1985). Like the previous
study for the International Monetary Fund; firdhetorder countries in terms of quality
depending on whether real interest rates on dep@spositive or negative is somewhat or
strongly negative (Abdul Rahman, 2011).

Table (3.2): the impact of the real interest ratdtee rate of economic growth (Gelb model)

index (indicator) (1965-1973) (1974-1985)

positive | negativel Strongly positive | negative] Strongly

negative negative

Real interest rate 3,7 -1,7 -13,7 3,0 -2.4 -13,
PIB growth rate 7,3 5,5 4,7 5,6 3,8 19
PIB / M3 28,9 27,0 29,1 40,3 34,0 30,5
M3 / real saving 18,7 12,7 6,4 16,6 8,2 -0,9
Inflation 22,2 7,1 40,1 20,8 23,9 50,3

Sours: these results were published in the refahteoWworld Economic Development of the World
Bank in 1998.

From the table we note that during the second get®/4-1985, the average GDP growth
overall (PIB) 5.6% in countries that have positreal interest rates, while reached (PIB)
3.8% in countries that have negative interest ydtes countries that have strong negative
interest rates the GDP ratio reached 1.9%., aidtite same results of the study carried out
by the IMF. Gelb reached through this study thathe®%o increase in the real interest rate
offset by an increase of between 0.2-0.25 in probdocgrowth. Also, Gelb from his
experience concluded that the efficiency of investtrvarying from country to country was
closely linked with positive average of real insreate. So, there is relative importance of
the high savings family as part of the (PIB) inlexege for improved productivity of capital
as a result adoption of positive real interestsrateee table (2). He has proven in (1989) that
there is a strong positive correlation betweenréa interest rate on deposits and economic
growth. How important is the impact of efficienay rielation to investment (savings) in the
interpretation of the increase in the rate of ggalwth at the impact of high real interest rate?
After statistical and mathematical studies Gleb treashed that the importance of the impact
of efficiency was about four times more than th@amance of investment in interpret of the
differences in growth (PIB) included 34 developowuntry in the sample, which means the
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higher prices for average of real interest on diépdsave made major impact through
increased the interest of investment more thanraatation of savings as part of the (PIB).
Gleb deems that the positive relationship betweernreal interest rate and real growth looks
strong, and from the quality and quantity of theestment clearly improved when the
powerful brokerage (Abdul Rahman, 2011).

The Gelb believe that the advantages of monetabilgy played by internal financial
variables in order to increase economic growth.r8igjng the real interest rate on deposits
by reducing the rate of inflation is consideredsisengest impact of each percentage point
here versus a percentage point there that raisectinénal interest rate to offset the impact of
continued inflation, and then there are limits iorease the nominal interest rate in a safe
way in an inflationary climate. However, it must cereful when deciding on any internal or
external change. The positive relations betweergtheth of financial assets and GDP does
not show which change (internal and external) wasr¢ason. Governments usually interfere
to put a limitation on nominal interest rates omlbaleposits, while at the same time
determines the rate of price inflation, and thenrial interest rate on deposits determined by

one way or another the public policy of the courikipdul Rahman, 2011).

3 - The R.McKinnon and A.Xu model: It known to many economists that there is a
consensus to various monetary theories on theeexdstof negative relationship between
interest rate and investment, while Makinnon andvivere against the policies that lead to
reduce the interest rate to encourage investmdmdy have defined reduce of interest rate
less than equilibrium level to phenomenon of brgkfmancial (the level that is equal

between the savings and investment). Also, theyqarahat the rule of this phenomenon will
lead to reduce the savings rate than what neededatace the investment (Abdul Rahman,
2011).

In time that Keynes has encouraged the money ptioyake investment and thus reduce the
rate of interest, but McKinnon asked to raise gérates in order to improve the efficiency
of investments where accompanied with rise in ederates out inefficient project from the

market. Moreover, the rule of decrease the inteegst mean that it will not be choosing the
most efficient investment, or it will not be moravatization in order to arrange the rates of
return on investment, but would intervene with otekements such as personal knowledge
and the political influence of the selection of jpats that get credit. Also, he cares about
relationship between the interest rate and its anhpa the rate of (PIB / M2), he deems that
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the rise in this rate can lead to financial deepgmivhich leads to the increase in the rate of
GDP growth (PIB), and this explains that the risegdal interest rates, and then increase in
the rate and increases the flow of funds avail&dniéending for new investments and finally
leads to higher real growth rate (PIB). This heeched also by Gurley and A.Xu that there
is a direct correlation between the degree of firdevelopment of the economy and the
level of growth, because without this financial gt and the growth in income will not be

optimal developed and it will not reach its maximgrowth (Abdul Rahman, 2011).

However, McKinnon returned and retreat from thisipon in 1991, where he refers that the
editorial is not always the ideal situation for lbotconomies, and by referring to the
experiences of some developing countries. He atdednthat interest rate liberalization
improves be gradual and be preceded by creatingifepeconomic structure, the most
important measures to control inflation. McKinnoglibves that the main reason leading to
the slow growth of underdeveloped countries is latkapital and weak financial markets,
and based on that he asking for objective of mopgbalicy to be the development of
financial markets (Amory, 2002). In addition, tmabdney is the primary means which used to
capital formation in developing countries; both theney and wealth are treated as
complements and not substitutes to each other., Al&iKinnon expresses the function of

demand for money, which highlights the role of ithterest rate as follows:

MD/P=f(y, 1/y,]I, Pe)

Where: MD / P: the demand for real cash balancedy

Y: real income.

I /Y: the real rate of investment to real income.

I: the nominal interest rate on savings and timgogits.

Pe: the expected rate of inflation.

McKinnon and Shu believe to achieve fiscal balareguires definitive limits should be
imposed on the policy of deregulating capital meskend commodities, and to stop work
interventionist policy guidance and controls thastrict the movement of trade on the
internal and external levels. The way that is agemnboth monetary and fiscal policies should
be subject to the logic of the gradual liberaliaatof the economy. Also, that the optimal
approach to the liberalization of the economy MgiGin and Shu deem that when the real of
interest rates is negative leads to low efficien€ynvestment, and this does not mean that

increase in the interest rate will lead to raidimg efficiency of investment, but this will make
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choice located on the project more efficient baththe private or public sector (Mahmoud
Younis, 2007).

The summary of this analysis can be said that Mo&imsupporters idea of raising
the nominal interest rate to expected and actdiation, and that optimum of interest rates is
equal to the rate of inflation plus (+) a reasoealgturn match wait and un-use of money,
and this is the only way to increase savings faitradling financial braking.

4 - Maxwell Fry Model: he is from the University of Breneajm in Britai@88 and he use

data from different sectors in 22 of developing rdoies, he added Taiwan that were not a
member of the IMF reached the same conclusion,ttfeat is strong positive relationship

when real growth attributed of the production te tieal interest rates on deposits. Also,
noted the positive impact of higher interest ratesthe productivity of new investments.

Therefore, Fry has displayed the model of McKinmmd Shu, where the model tested on
seven Asian countries suffering from financial lmgk It has been explained by Fry in the
case of financial model of braking, as explainedMmKinnon and Shaw that managing loan
nominal interest rate, which makes the real prss than the equilibrium price. Fry reached
that every increase in the interest rate by 1%ddadan increase in economic growth by
about 0.5%. Also, the quality of the investmend &w interest rate to traditional investment
the low return, as it is characterized by easyseulire. The Fry noted in his model, which is
applied to the McKinnon and Shu Model in anothedgtconducted on sixteen developing
countries in the period between (1975 _1990). Hevgdathat there is a causal relationship
between the real interest rate (independent vajadohd the investment rate, where rising

investment rates at low real rates of interest (Am2002).

However, when Fry interpret the result that he mnefasm his study he pointed out that when
the real interest rates are negative, there is otivenfor the efficient use of capital. In this
case, the idle power in the project become no ewmst,the investors cannot use the whole of
production capacity in the project, and under theasimstances, the balance becomes actual
capital for the project is much higher than thesetifve capital stock in the project. He refers
to the example of the standard of the study comdutthat the actual capital stock in the
project equal to 66% of the balance of the projdoén the real interest rate -15%, while the

balances become equal when the real of interessbexomes 5% (Cho, 1990).
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3.4.2 Conditions apply the high level of interestates:

McKinnon and Shu believe that the developing caastbefore eliminating inflated prices
and before the opening the capital market for lepdind borrowing and before working on
the flow of credit and distribution of capital, atien capital market liberalization where it is
lending and borrowing based on the positive retdrest rates. The priority is to achieve
fiscal balance central government. The control npustede financial liberalization through
control the direct government spending as much @ssiple. In order to achieve the
successful economic reform governments is to workhe development and its tax system to
quickly regain revenue that may be lost as a resfuffiving up ownership of the means of
production. In this context, the best when econdriberalization (transition from a socialist
to a market economy), to remain several industagdets and most natural resources are
owned by the countries as resources income for phielic treasury. Otherwise, the
privatization process could create a deficit coasidy the budgets of public finances. The
optimal liberation approach is representing to opsarket and a national capital allows
depositors to receive as well as paid by borrowewsarding effective interest rates, which
can be adjusted according to inflation rates. Bwg process of lending cannot proceed
without restrictions at the level of institutions iadividuals unless proven price levels at a
certain point. Also, it should not be editing trenking system and directed the government
setting interest rates on deposits and loans ofté&r autting financial controls (Hussein
Bakhit, 2007).

The McKinnon and Shu idea was supported by FryaSien Edwards, and another group of
economists. Without stability in inflation ratesetiolatility that cannot be predicted with
respect to the actual interest rates, and currerclgange rates makes unlimited lending by
the banks. McKinnon suggested the developing cmmtthat followed the approach
liberation and they followed a banking system adhtrand owned by country. McKinnon
and shu deem with financial system that suffersaffmancial distress (financial repression),
the real prices of interest on cash deposits beegative as it is difficult to predict when the
inflation be great or unstable. In these casesfdah&ign currency exchange rates become
highly unstable, and thus demand for the localenay, which includes savings, deposits,

and current accounts wither away for the grossnatiproduct (Magdy M. Shehab, 2012 ).
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The pressure on the financial system in develomiagntries would crumble the
national capital market with causing adverse caowktfor qualitative and quantitative of real
capital accumulation, and on the following:

- Reduce the flow of funds that midwife to borrotwdugh the formal banking
system, which forcing borrowers to reliance on-fielincing.

- Vary of the interest rates for bank lending dafistinct class (owners of monopolies)
to another category is distinct from borrowers (bmaestors).

- Affects the process of self-financing within gi®jects and individuals, especially if
real return on cash deposits and negative currency.

- It is impossible to make a significant financ@depening of the outside of the
banking system when installations suffer from amt@cshortage of liquidity, or when
inflation is high and unstable.

- The foreign capital inflows may become unprodeeetivhen the local capital market
in the case of disorder and it is impossible taljmtethe foreign currency exchange rates.
The contemporary model can be summarized to dehl pusitive real of interest rates. The
Fry, McKinnon, Shu, and Gleb models refer thatwzg to the top level of investment and
an effective way to raise the efficiency of investrhis offset ceilings for interest rate to a
level of equilibrium, any access to a higher lesfeinvestment and income. Also, to fighting
inflation it must raise the nominal interest raide final result is that countries retained
higher real interest rates and a more stable pewcel, generally achieved real economic
growth and more powerful (Magdy M. Shehab, 2012 ).

The McKinnon and Shu are not believe that reduedriterest rate to attract the investment
and they believe that to raise the investmentiefiicy requires an increase in the interest rate
and also Frey and Edwards were agree with thenthes proved that there is a causal
relationship between the real interest rate (inddpst variable) and the rate of investment.
This view is shared by Pollack when he reached stinm the same conclusion based on
standard estimates for a kind of forty in develgpoountries during period -1965-1985 that
increase the real interest rate ten percentageésp@ises the economic growth rate by about
two to three percentage points, also concludedttigaliower the real interest rate of less from
its equilibrium level: 1% requires an increase he tate of investment: 1% to maintain a

constant rate of economic growth (Hussein Bakl@ig 7).
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3.4.3 The risk of increase the interest rate:

1 - Reasons for dealing with low interest ratesThat the very high interest rates above the
inflation rate recorded as an indicator of the oanty of inflation and thus the failure of
monetary stability program, and this would be supgabby fears that inflation is not going to
decrease. When inflationary expectations remai laigd uncertain, it is when hiring any
higher interest rate it increase from the normaicepr(10-20%), which determines
approximate average of the real interest rateptreower must bet on what will be the rate
of inflation. In this case, will accept a more ses project in the hope of getting a profitable
return unless perish this revenue due to inflatimmgd then becomes unable to meet its
obligations. The authorities should provide sulzgdi credit lines (formal reduction below
the level of interest rates in the market) to comumaé banks to help them avoid bankruptcy
due to keep the old debt, where the debt outstgn(ioubtful) often impede the full
liberalization program for the banking system. Thsult is that policy of cash constraints

depends on nominal interest rates and real highaliducceed (Magdy M. Shehab, 2012 ).

2 - The impact model of the interest rate on the $ction of projects: the Stagelts and
Weiss (1981) deem that the higher of real interats for any category of borrowers more
likely to stop payment according to the loan cocttrdhe borrowers may stop if they are
exposed to extraordinary losses, and thus witreas® in the interest rate can be observed the
following:

- High percentage of borrowers who like adventaratile will decline safest borrowers and
who are not likely to evade payment, and this iswbtagelts and Weiss call (option with
opposing risks).

- Each borrower will be inclined to change the mataf the project (as long as the bank
cannot censor minutes on all his actions) till nsaemore risk and this call (phenomenon
incentive) by Stagelts and Weiss, and both phenamelh pushing the bank to reduce the
optional interest rate borne by any category ofrdwers to get expected profit to its

maximum.
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P1 P2

RT R? R3 > R

Figure(3.1): A simplified model of the impact oftimterest rate on the selection of projects acaise study of
return banks

R: real interest rate on bank loans

P1: Secure, which manages projects a return ofimgrivack

P2: Projects carry runs a return of risk

P3: High-risk projects return

Il: Expected real return for the Bank of $ oneladf toan

The figure distinct three categories of risks inessling order of the expected return and the

expected change in the return on the borrowerje@r{Magdy M. Shehab, 2012 ).

Category 1 enjoy guarantees a completely safewahdnterest that borrower can repay, and
due to the absence of the phenomenon of opposmigezhisk or (phenomenon motivation),
the bank's profits increased with the interest cate¢he loan over the line makes an angle of
45%. Category 2 the second curve covers projeetsatte most risk, as it is expected to get
more return for a borrower, but P 2 located below t the right of the line of 45% due to
the phenomenon of motivation and opposing chowsle-iThe bank profit (on every dollar $)
increases slower than increase the interest ratbeoloan, bank and gets the maximum profit
when determining the interest rate on the loan R fact that higher revenues of bank
comes when restricted lending to category 3, @llibrrowers who belong to the category 3
refrain completely despite the fact that their potg are the most projects productivity and
the reason that the bank in the case of risk antidcnot have contracted for lending under
the interest rate fixed to get an interest ratén lgough to cover the cases used cessation of
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payments in category 3. The government can supphessystem to impose, without the

need for that ceiling lower interest what set by blank (R0O), and urges this bank to turn the
direction of its loans to borrowers unsuspectinmpletely, even if they are less productive,
who belong to the category 1 and exclusion to heers of categories 2 and 3 with higher

economically return. However, this procedure sitgpgseconomy in financial distress because
of the imposition of benefits at lower level thannecessary to prevent risk selection with
categories 1 and 2 (Magdy M. Shehab, 2012).

Then any bank enters the high-risk lending at m&gd interest rates in non-normal way, it
holds one of the possibilities:

- To get good results in terms of successful boersvio repay these loans with high interest,
this leads to huge profits for the shareholdernhefbanks.

- In terms of bad results in cases of stopped paysriead to large losses for the bank, (but
these losses may return to the banking system wahode). It will be borne mainly by
monetary authorities although the owners of theklmaay lose their shares or property rights
in the case of unsatisfactory results. Thus, tipeebed profits in advance of the risky lending
process can be very high because the bank's phafits no limit in case related to achieve
good results (Fred Ragheb, 2010).

The bank that is not subject to the regulationsdoes not have adequate precautions against
loan losses have an incentive in the process dirlgnwith high interest (loans risky, such as
Khalifa Bank of Algerian) since it already knowsattihe economic results will return profit
to it, and that it can get away from the heavydgs®ank in this case treating as if it wanted
to engage in risky, the expected profit is higlentthose achieved by the bank who hate risk
(subject to legal regulations), because deposuramce (loans) covers any non-normal
losses, and then with increasing disorder of econawmnditions the bank who lender risk
can determines the interest rate on the loan aigleh level and more risky, but the
authorities attempt to reduce their losses expeasea result of its assessment of the deposit
insurance, and it could force banks to litigatioterest rates with much lower and safer loans
(Fred Ragheb, 2010).
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3.4.4 The optimal interest rate for developing coumies:
If installed the price level was successfully (apfened in Algeria in 2000), What is the real

interest rates on deposits and loans should bet&tdy the government in order to maintain
high real financial development while reducing thational banks unnecessary risk?.
According to the experiment field by a group obmemists on some developing countries
the average of interest rate (nominal and realhéomedium-term deposit in those countries
(5% -8%), and ranged from average interest ratdeams (7% - 12%). This rule which refers
to the nominal interest rates seem viable in o#itenomies that are being edited, and that are
stable price levels, and its government does netirte resort to its bank to get cheap
financing. If we assume no restrictions on intexesthere the interests are free and
determined through a competitive balance, and sgploat the rate of real and expected
inflation is limitation. There is strong and posgéirelationship between the interest rate on
loans and the nominal of inflation rate. While tteationship between inflation and the
interest rate on deposits is negative relationshiig banks had to pay high nominal interest
to depositors in order to maintain the deposit dgbeir own, and because of the burden of
the reserve, which does not pay its interest, tkerest rate on loans should increase greater
value for commercial banks to continue to covereitpenses. So, when it leaves nominal
interest rates free the inflation increases théedifice between the interest rates for both
deposits and loans. As a result, the more we clotiteorate of inflation whenever we were
able to reduce the difference between interessrate deposits and the interest rates on
loans. In this case, the control inflation at véow levels 1%, the real interest rates on
deposits ranging from (5% -8%), and real interatts on loans between (7% -12%). In order
to maintain the real financial growth without fallj into the large risk to reach that must
availability requirements, and procedures for ieserrate liberalization, and its access to the
optimal price that can be applicable to the econoimgeveloping countries to maintain the
necessary flow of financial resources in order ase the economic growth rate (Abdul
Rahman, 2011).

1 - Terms success of the interest rate liberalizain: The liberalization of the interest rate

does not mean leaving it treating to with the fercé supply and demand that lead to the
disruption to the economic and monetary indicabat, interest rate liberalization means that
the use of monetary instruments is directly workihgpugh the market and affect interest

rates.
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1 - The most important studies carried out in #rsa were Gleb, Shu, and McKinnon studies
that previously mentioned. In addition, (Hyrycheiydshi, he is expert in the IMF) on some
Asian countries including Japan and Taiwan.

2 - Since the controlled Algeria in the rate oflatibn the real interest prices are debtor and
creditor coincide with the proposed model. Thisuregp a degree of monetary stability that
can be modified the interest rate indication exmansnd monetary and credit contraction.
The process of monetary reform can be achievethges depend on degree and speed of the
economic structure and development stage and tagveeimportance of each of the public
and the private sector and their role in the nafi@onomy, in addition to the integration of
the national economy with the global economy. Adbéconomists in different schools deem
that specifically forced to determine the intemegé works to reduce its role in doing its job
in balancing and proper guidance resources andsliasi well as from the development of the
financial sector and monetary, and then price t#rest has an important role and indication
balance the internal and external economic anctiefii allocation of investment and
financial resources (Abdul Rahman, 2011). Thus bigedifference between the real interest
rate that determines the free market, accordingth® forces of supply, demand,
administrative price, and the interest rate deteechiby the monetary authorities that leads to
difficulty in interest rate liberalization and aeking financial and monetary reforms. The
liberalization of the interest rate is a necessany vital to the operations of macroeconomic,
and it needed to achieving efficiency and effectass of conditional and structural changes
that are associated with the reform process infittencial systems and cash. Then that

interest rate liberalization requires the avaiipibf a set of important conditions such as:

- Ensure competition: The liberalization of intdreste requires cancellation of obstacles to
the process of competition to try to avoid achigwvide differences between the interest rate
on deposits and the interest rate on loans anceptieg expansion in credit operations, as
well as to ensure the response of the banking myk&iehe directions of monetary and fiscal
authoritie.

- Ensure of non-segmentation market: The directibprojects to deal with some financial
and banking institutions without the other, as sulteof owning these projects may lead
banks to non-completion of the market. As well s facilities should be given to the

licensing and facilitate mergers and the openingesy bank branches (Kandil, 2003).

- Also must stay away from discrimination in credperations and prevent provide lower

interest rates than the rates prevailing in theketaBecause the competition may leads to
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rise in the interest rate that threatens to inerdiggiidity in the banking system. So, it must

be corrected financial structures of these bankd, that the rest of the rationalization of

competition in the banking system, and without ¢heseasures, the competition distortions
may occur in the price and the structure of interates and the lack of response from the
banking system to the financial prospects for tlometary authorities.

Moreover, the best policy in the financial liberaliion should work to install the price level

(inflation) and get rid of the burden of the regete commercial banks, and phasing out all
kinds of subsidies and credit and it must remainkbaregulated target secured (Frenkel,
1998).

2 — Procedures of interest rate liberalization:

- The monetary and fiscal policies that followed daveloping countries recommended

canceling more subsidies and regulations of intewss and credit facilities, and allowing

the central bank to use policy discount and operkebgolicy, and that remains away with

respect to flow normal credit market in domestipitzd. The central bank must remain the
last traditional lender in order to avoid finanaailses at the whole level of the system.

- McKinnon said in the first phase of the transitio a more open capital market, it is best to
completely rely on non-bank sources of financingd self-financing.

In the case of transition to a new banking systhat ts more competitive, it may cause

problem, but in the short term the higher of ind¢mates on both deposits and loans allowing
for new banks is loaded with any debt leads theentikely to the old banks' exposure to the
bankruptcy. The pervious Loans will be at low ietdrrates (Matheson 1979), and the
solution is to take the government to undertake tlgbt. Also, it can be used as credit for
banks that keep them in exchange for the widenmeggutions landing and be recapitalized
loans for commercial banks (Duraid Mahmoud al-Saana?004).

- There is a causal relationship between the rdatest rate (independent variable)
and the investment rate (dependent variable), gh investment rates at relatively low real
interest rates.

- The experiences of some developing countriesepted us with a wrong model in this case,
it has proceeded on privatization of banks and eladcinterest rate ceilings on deposits and
loans with ease of supervision and government obhimig on commercial banks. The process
of insurance on deposits and loans might causeuseproblems for monitors of banks in

order to reduce entering into unnecessary riskdmoercial banks, savings institutions, and
credit. In a developing country does not have stoekket (underdeveloped market) and it

does not have standards of sophisticated accouf®in@008).
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Chapter four: The modified effect of interest rateson the macroeconomic

balance of Algerian
Introduction:

Algeria is the countries, which fought a new expece in the pattern of conduct of
the economic goal of transition from a socialistremmy to a liberal economy accordance to
the principles and foundations of a market econcamgl where they applied the experience
of economic development model based on the priesiphd theories of the socialist system
for three decades that prevailed during the congpledf large investment projects in the
seventies through fourth planned in the first aedosad manufactured industries, which

require huge funds monitoring .

The adjustment of the interest rates for Algerienisrvene in the context of economic
reforms, which fell for the applied since the maighties, either voluntarily or by agreement
with the International Monetary Institutions in pegation credit and economic reform
programs expanded. In the context of this propdsedl,chapter aims to study and analyse the
impact of adjusting the interest rate on the ecdoowariables, and then on the most
important indicators of cash balances internal extérnal in light of the economic reforms.
Especially the structural reforms introduced by eklg in agreement with the International
Monetary Institutions within the framework of thustural adjustment program, and this

chapter would be divided into four key investigaso
Section one: The evolution phases of interest rates

The economies of developing countries have beewkrixefore the eighties as phenomenon
of financial braking, which means - the phenomentimset interest rates at levels below the
equilibrium price. In order to increase investmetitat it does not reflect market forces,
rather the rate of inflation, where the real ins¢mate on loans and deposits during this period
is negative, which led to backfire on a lot of emonc variables, especially at the level of

savings and rationalize investments (McKinnon, 3005

One of the greatest tasks that been done by bah&tewer system and development model
approach is the task of the economic finance aedrtbbilization of national savings, within
the framework of sound economic policy to be oneh&f most important means interest

rates, where it is cost to the capital, and theeefidt should be develop a strategy in
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determining their rates to ensure the rational afsthe flow of investment and loans are

allowing recovery the cost and profit (McKinnon 0.
4.1.1 Stability phases of interest rates.

This stage stretched from the date of independantiethe oil crisis of 1986. The interest
rate policy in Algeria was perfectly matched to kbgic of a central economic planner, where
the interest rates were set administratively, with@gard to the scarcity and cost of capital
or the cost-effectiveness of the money lendersvals determined in a way that allows for
dealers economists (public institutions) to genkat the lowest cost for the purpose of the
base necessary configuration for the economic dpwent of the country (McKinnon,
2006).

4.1.2 Gradual liberalization phases of the interestate.

The administrative management of the Algerian eoonbias led to keep banks out of its
traditional functions, which is financing of theomomy and the mobilization of savings

within the framework of the economic policy to e tmost important and means in its terms
is the interest rates. Therefore, it plays an irtgyurrole in finding a balance between supply
and demand for capital. Indeed, the banking systaiandonment of the most important
tasks so that banks have become mere windows inepletihe directives of the scheme, and
both risk assessment and the allocation of loamsirbe according to commercial criteria
constitute secondary goals for the banks. Thiscpoliad negative repercussions on the
performance of banks, institutions and the behavajusavers and owners of capital. The
monetary authorities did not pay attention to teeasisness of this approach only after the
oil crisis, where it stood over the imbalances thatell all the economic and monetary
indicators, and then it had no chance only adhemeforms and amendments to the many
economic variables. So, the most important lawsewbe loan, bank, the laws of the

independence of the institutions, procedures forarfcial liberalization, the gradual

liberalization of the interest rate, the abolitiohdirect funding decisions and subsidized
institutions, re-consideration of monetary poliaydaits executive (the central bank), and

open the way for private investment and foreignomal (McKinnon, 2006).
The purpose of the interest rate liberalizatiotviachieve the following objectives:

- Raising the level of savings for various sectamsgrder to provide the necessary funding

for investments.
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- Rationalization of loans based on its differgmiets and maturities.

- Raising the productivity of the capital by seléw most efficient of investments, in order to

achieve real economic growth.

- Raising nominal interest rates that will limitethise in inflation, and allow the rule of

positive real interest rates, and then positivénetarns to savers.

. In order to achieve these pervious objectives, ionetary authority adjusted nominal
interest rates on loans, where the average intextesto 7% from 2000 to 2003 - see table (7-
1). It has thus become determine the level ofbdoek loan is subject to the requirements of
the overall economy and not to the needs of irgiitg, and in May, 2003. The interest rates
had been amended to raise its nominal price, alsoduced flexibility in the structure of

interest rates applied by banks (see table belMegK{nnon, 2005).

Table (4-1): The Evolution of the interest rate #imelinflation rate from 2000-2010.(%)

Statement 2000-03* | 2004 2005-07 2008 2009 201D
Discount rate to the end of the year 5 6 11,5 15 14 13
Interest rate ** 7 8 12,8 18 18,5 17
Prompt (average)

Inflation rate 10 18 26 29 30 19
The real interest rate *** -3 -10 -13,2 -11 -11,5 2 -

Source: Statistiques Financieres Internationakldd|-Juin 2010- Banque D Algerie , Rap ,204@ww.ons.dz
* Calculated period, 2000-2003, and 2005-200i,the basis of the weighted average.

** Interest rate on the loan interest rate = diiatgrest rate + (2-5) points.

*** The real interest rate = nominal interest rédérected) - the rate of inflation.

As a result of the existence of a negative rearest rate on loans and deposits during this
period, these negative results have left their mamkthe national economy and in the

following manner:

- The direction of individuals to prefer real saysnon the financial savings, which means

lower attractiveness of individuals to financiaVises.

- A waste of the state's financial capabilities] areak the productivity of institutions due to

low the real cost of capital.
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- Individuals' preference savings in foreign cuniea compared to dinar (theory of foreign
currency substitution) and this phenomenon hasaleftimber of negative effects that are as

follows:

- The emergence of informal financial markets (heck market), which directly impact the
exchange rate of the dinar for the Algerian comgdceforeign currencies - especially - the

French franc (before the advent of the Euro).

- Further deterioration in the balance of paymefus,inspecting the state of the foreign
currencies in order to do the banking system to ipggrest on these deposits in the same

currency.

Structure of interest rates: during the first phé2@00-2003) from the stage of gradual
liberalization of interest rate the monetary auities in Algeria have part of the interest rate
structure to applied a preferential interest rdiesveen the various sectors of economic
activities as well as the traditional distinctioetlween the collection periods of loans see
table below (Mohammed Saleh, 2004).

Table (4-2): interest rates by sector and ternhefldan,%

Type of loan sectors Short-term loan medium-teramlo | long-term loan
Industrial and Commercial (trade) 05,00 05,75 05,75
Agricultural cooperatives and self-path 04,50 05,25 04,00

(self-sufficiency)

Traditional agricultural 04,50 05,75 03,00

Source: Mourad Goumiri ,L offre de Monnaie en AlgeP96.

From the above table we observe:

The analyst for various interest rates convergemserved in the latter levels of the various
sectors in the short term, where settled betweds?445.0%) and (5.25% -5.75%) for the
medium term. In the long term there is a discrepamstween the different sectors, which
benefited the traditional agricultural sector (pte sector) to reduce the significant interest
rate of 3%, while the applied rate of 4% on thaeadjural sector of the cooperatives. While
the industrial sector and the trade not benefitiog this support. Moreover, the interest rate
is lower in the short term in the agricultural ®eaompared to the commercial and industrial
sector, which imply the country to direct investrn&rans to the agricultural sector and the
same note found with regard to direct loans in mm@dand long-term. In 2004 the
differential interest rates has been cancelled laagle the simple margin to commercial
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banks' policy to define the granting of credits dgctor and term of the loan (Mohammed
Saleh, 2004).

Algerian bank and rediscount rate policy: BeforavLB0-2004 that related to the loan and
cash, the bank did not exercise as part of therfdgdanking system any significant activity
in the field of banking supervision, and his jolthe rediscount only was as a tool to provide
banks with the necessary liquidity and loans . @04 the date of the Law of the loan and
cash, which returned to the bank of Algeria's e its importance, and allowed it to use
rate of rediscount as a tool of indirect monetaslyqy and analytical important tool in that it
is a standard real analysis of monetary policy iaddby the monetary authorities (Galenson,
1992).

In this context, the stages of change in rediscoatetcan be traced as follows:
- Rediscount rate stability before 2000 where is\&b3.75% level.

- Lower average one point from 1990-2000 to rea€b%, which is the period of application

development schemes.
- Rising to 05.00% from 2000 to 2003.
- The high rate to 11.5% during the period 200572@0 reach a maximum of 15% in 2008.

- Low point average at the end of 2009 to becon®é,lebntinuing decline in the rediscount
rate to 13 % in 2010.

Return explanation lower the rediscount rate ienégears to the following reasons:
- Low in the inflation rate.

- A government austerity lead to contraction in etany and financial in the country, which
taken by the government in the context of the esooweform program underlined with the
IMF.

- The government's desire to revitalize the nati@@nomy by encouraging public and

private investment in various sectors.

4.1.3 The phases rule of real positive of the intest rates:
It requested from the followed governments to folithe model of gradual liberalization of
interest rates, to reach a positive real of intera®. By issuing a series of legal texts from
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bank loan in 2000, to follow the law of 2002 rebgtito the independence of public
institutions, including commercial banks, then & of cash and loan in 2004, which return
to its monetary policy and roles of the centratbbto managing each of cash and the loan to
allow the achievement of the objectives expanstonis deflationary goals. However,
standby credit agreements 2003-2005 and expandeadalgreements in the framework of the
structural adjustment program extended over theageefrom 2008-2010. The interest rate
has liberalized on deposits of commercial banksay 2003, which rose between October
2005 and April 2008 from 12% to 16% to 18.5% betwagril 2008 and December 2010,
registering a maximum height. The interest ratesoans moved in the field of 15% -20%
during the period October 2005 and April 2008, ¢othue to rise up to the area of 18% -
23.5% during the period April 2008. Whereas durihig period, interest rates negative in
real terms, the government has taken in the framewbthe structural adjustment program

supported by the International Monetary Institusig@hance, 2004).

Table (4-3): The Evolution of the interest rateidgrthe period 2000-2010, %

Statement 2000-03 2004  2005-07 2008 2009  201p
Discount rate to the end of the year 11,0 9,6 8,5 ,0 6| 6,0 5,0
Interest rate 15 10,5 | 9,5 8,5 8,5 8,0
Prompt (average)

Interest rate 18 12,5 10,5 9,75 9,75 9,0
loans (average)

Inflation rate* 57 5,0 2,6 0,34 4,2 1.4
The real interest rate ** 9,3 5,5 7,0 8,16 4,3 6,6

Source: Statistiques Financieres Internationakedl-Juin 2010- Banque D Algerie , Rap ,204@ww.ons.dz

* Given the rate of inflation, this was measuredtba basis of the consumption index of

Algiers.
** \We calculate the real interest rate on the basihie nominal interest rate (router).

By using simple model (Fisher Model): the nominaferest rate = real interest rate +

inflation rate

With regard to interest rate-oriented (Interester&t Director). The reference price is
determined by the central bank to commercial bankshe acceptance of deposits and

granting of loans the above table can be concltigedbllowing points:

- Note that the average nominal interest rates absehigh pace, moving from 8% in 2008 to

a maximum of 18.5% in 2008.
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This implies to the beginning of the actual apglma of the structural adjustment program,
underlined with the IMF, and outstanding of the ggosment austerity policy and phase in the
finance and monetary contraction.

- The average interest rate decreased gradualilyiturgached about 10% in 2010 at the end
of the period of the structural adjustment progrtémen continued to decline to settle at 8.5%
during 2008-2009, then 8% after the central bartkfeirediscount rate at around 5%.

- Since the reform programs with the Internatiolt@inetary Institutions to 2010 prevailed
negative real interest rates despite the gradiimgiof the nominal interest rate on deposits
and loans.

- Since that date Algeria has known the rule oftpasreal interest rates, which had reversed
on the policy of savings and investment, on thdoperance of banking institutions, on
balances economic and monetary internal and exfemd this is what will be exposed to it
later (Chance, 2004).

There are many researchers drawer on the grouatishéhreal interest rate is the difference
between the nominal interest rate and the inflatiate. However, it means that the real
interest rate is only function in the inflationeabut the real interest rate in every function of
the nominal interest rate and the inflation rat, tBere are more than formulas to calculate

the real interest rate:

. 1+nominal interest rate =
Real interest rate( — 1) 100

1+inflation rate

. nominal interest rate—inflation rate”
Real interest rate —— 100
Price index

. 100+nominal interest rate N
Real interest rate ( — l) 100

Price index

Section two: The effect of interest rate on savingsnd finance.

The researchers in traditional monetary theorythewners’ monetary doctrine believe that
saving is a function of a variable interest ratbere the change in the volume of savings has
positive change with changing in the values of fhasireal interest rates. Also, the
investment is a function of the variable interestey and they have negative relationship.
When the identification of monetary financing farvéstment can be achieved only by
comprehensive mobilization and each real savings biath savings in private sector

(domestic), or saving the legal (institutional),sorcalled public savings (savings of financial
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companies and public institutions, savings deposital banks), and as productive
investments are financed with long-term resourceavioid inflationary pressures. So, the
problems of financing economic activity is ofterkes to economists and specialists, which
mean the evolution of growth in any country canydse achieved by providing the ability to
finance. The implementation of the plan presuppse®eds all necessary resources for the
benefit of specific objectives. Funding is an intpat tool to achieve economic development.
Therefore, the treatments of funding problems ateeat or ask how to fill out the savings
and materials and the means necessary to accontpésfunding capabilities (Magdy M.
Shehab, 2012).

The funding, whether by saving (Deposit) or finaigcicash resources, or lending from
abroad, it represents the fact that economic paitegice, the consequences will have an
impact on other economic variables such as consamptrices, interest rates and savings.
Finally, before | explain the interest rate on sgei, | should look first at the ways to fund
economic projects in the framework of monetary @othrough the stages of development of

the national economy (Graff, 1999).
4.2.1 Fanancing policy in Algeria.

The subject of analysis funding and its brancheasehis necessary to understand the
monetary economy in Algeria. Although, the problefrfinancing planned investments for
national companies and economic activities of d#ffeé was the main concern of the
monetary authorities and financial since independéa the present day, but in fact there is a
clear contradiction between domestic savings tovdr@éous economic agents, and external
debt flows (Chance, 2004).

1 - Funding of economic sectors in the construcpbase of the national economy: pursue
Algeria of socialism system after independencetdéekach a distinct of banking system that
can be respond to the requirements of the planoedoeny. So, we see that this phase was
characterized by the establishment of a range gt heconomic sectors, which led to the
establishment of a financial and banking systend also to establish a structures and
financial monetary institutions and to mobilizeioagl savings to finance various economic
sectors especially industry and agriculture sechoe to the contribution of the public
treasury. Because of the bad situation in the eaoamand financial status during that period,
and in front of the inability of local finance tla@thorities resorted to borrowing from foreign

banks to ensure the continuity of the activityhege institutions (Gibson R, 2001).
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2 - The stage of financial reform on the fundingptdnned investments: in front of the

difficulties and contradictions faced by nationastitutions, and the lack of commitment by
the commercial banks, it was necessary to workixXdhe situation which required doing

financial and structural measures to cope witheti@ution of events and economic variables
(Magdy M. Shehab, 2012).

This stage coincided with the start of implemeataf the first program planned quartet
(1999-2000) and the establishment of State for rittnin 1999. The essence of financial
reform of 2000 came to the following principles:

- Forcing public institutions to collect bank acotsiat a single bank , in order to monitor the
banks indirectly financial operations of the comipan

- The all planned investments for the benefit ofiar@l companies have become through
loans, after it was funded from the state treaguoyreduce the burden on the public treasury
) . Thus was created the Algerian development b@anlact as a mediator between the
commercial banks and the central bank and the ppurgasury in financing investment

projects planned (Graff, 1999).

- The text of Order No. 70-93 on the law of fis@)00 in the seventh paragraph: the
financing of productive investments, guaranteedurrééble loans, granted by national
financial institutions or external loans. Accordit@this law, financing of investments are

three public institutions types of loans.
- Medium - term bank loans rechargeable CentrakBattiscount.

- Long-term loans granted by saving resources cigteby the treasury of relevant financial

institutions.

- External contributions convened by the treasuryublic institutions that related to the
powers of the central body for planning and funddegision from the jurisdiction of the

Ministry of Finance and this after the approvatte# commission funding scheme.

Starting from the year 2003 has been a changeenntfestments of financing policy and
ensures methods. The national companies no loregertbe financing of local structures and
vocational training for workers, where the courgnsured that the final contributions (final
competition) and the other investments were funoledhe National Development Bank in

the form of long-term loans, with postponement ebtdresponse during 4 and 8 years for

138



industrial projects, with the abolition of the irgst during the time period of achievement
(Abdul Rahman, 2011).

3 - The stage of the restructuring of the natianatitutions: the hardest stages of the
financing of planned investments is a period oftruesuring of the national institutions,
where numbered after restructuring 384 institution2002 where it was about 30 in 2000,
this was requires the mobilization of additionakincial resources where the authorities were
not able to provide from the traditional resourflesal savings), then it resorted to foreign

financial markets.

4 - The financing policy reforms under the tramsitto a market economy: The oil crisis has
reflection on the financing policy of the publicstitutions, where it has issued the new law in
1998 relating to the independence of public ingths in funding and needless the treasury
for direct financing from its own resources to #heésstitutions. Except that the law of the
loan monetary 1999, separated definitively the ibdgyg of recourse the public treasury to
any form of funding for these institutions, whelne separation between the central bank and
treasury, and canceled the mandatory placementadury bonds and bank settlement. Also,
put limit on loans and advances that can be gramyeatie Algerian bank to treasury, and has

been raising the rediscount rate to reduce recaansfunding (Abdul Rahman, 2011).

These actions have increased after agreementdhvétmternational Monetary Institutions ,
where the country was committed to implementingtéres of the agreement , which states
expressly limiting the treasury finance unproduetpublic investments , as public health
facilities , equipment, structures of universitieducational institutions, and social housing....
etc. In the context of these reforms the instindgidhad recourse to the banks that were
returned with its traditional functions to negatiawith them on the terms of the loan as
required by the work of these banking institutiams the grounds that it has become a
commercial banking institution subject to the piphe of profitability and cost-effectiveness.
Under the procedures of establishing Stock ExchdB&geck Market) in Algeria, the law
allows institutions that achieve good results foreé consecutive years, the possibility of
borrowing from the financial market (stock markett 20% of its capital subscription, either
in the form of bonds private (Sonatrach) or infitien of shares (Riad Setif, Saidal, Eurasian
hotel ...) (Kamal Bakri, 2006).

5 - The funded of policy of the private sector: the context of economic reforms on

productivity institutions, especially to fund thevestment of public and private sectors, the
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private sectors benefited from the privileges thate not available in last two and a half
decades. The Algerian law No. 25-88 is directed gheate sector investments towards
industrial activities and services that have ptyofor the country. The funding for private
sector investments done through bank's loans aml hlkcame the launching of economic
reforms banks enjoy complete independence in aessbn granting loans. Also, it is
benefited from reductions in the quality of custorfiscal and other concessions in the

framework of the national investment promotion (&b R, 2001).
4.2.2 The savings policy in Algeria.

The socialist economic model pursued by the Algersqauthorities depends on finance
investments that planned mainly on financing of detdsaving, which collected from
petroleum tax and the significant contribution loé tentral bank, as a result of the ease the
treasury for central cash. Thus policy has negadffects on the true concept of the process
of saving, where marginalized the family savingsjo produce about the marginalization
of large groups of community members in the finagaf economic and social development.
Since independence to the beginning of the nin¢iesavings of household sector did not

represent only 6% on average of the total natisagings (Kamal Bakri, 2006).
The weakness of family savings due to several reaand factors such as:
- Weak of income, and lack of awareness of savamgsng individuals and institutions.

- Limitation the work scope of the banking and qudmenking financial institutions that

responsible for collecting and mobilizing domestiwings.
- The rule of negative real interest rates, becafigdlation - even if inflation was repressed.

- Monetary and fiscal policy often the public treasresort to refinancing with the central
bank to get the necessary financial resources Her short-term financing. The finance
planned investments of public institutions; itmsindirect ways by the Treasury on the road
to the Algerian Development Bank. Where the Baokbgations was a way from the true
potential of financing domestic savings, which oftgepend on funding from abroad, the

latter is in fact the most important means of ficiag (Hussein Bakhit, 2007).

The mobilization of domestic savings (internal) tendone by two main points:
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1 - The savings of the household sector: the fasakings is equal to the difference between
the cash incomes for family and final depreciati@and the ability of the funding
requirements is equal to saving the total familyirsga minus capital formation. In a way of
process it can be measured by means of savingp@sided (compactness) which is equal to
saving total household minus savings depositechitk® and current postal centers accounts

and saving funds and reserves (Mohamed M, 2006).

It can be notes on the process of mobilizing savifay the domestic sector have gone

through distinct stages:

A - The phase lasted from 1990 to 1992: There as lgrowth in the incomes of individuals
increased by almost 50%, but this increase werammflect the economic and good social
situation for the family sector, where it knew la¢ tow level of family savings as a result low
nominal interest rates on savings deposits for ingusstimated by: 2.80% per year - see
Table (4-4).

B - Phase lasted from 1992 to 1999: this stagecaed and amend the basic Law in 1993,
also the interest rates has been known on dep@siig from 3.5% 1992 to 5% to the end of
1999., and despite the high cash incomes in nonaisalemarkable as it doubled 8 times
during the period of time, but the high marginagensity to consume was at the expense of
marginal propensity to save, where consumptiondoabled during the same period almost
at the same pace (10 times), which is not alloveeth¢rease the size of the savings. The
total savings mobilized by the savings fund aneémes, the actual savings is equal to the
difference between the amount of payment and repaymmounts plus interest, may rate
ranged between 30 and 60% during the period 19982-18 addition, the savings that is not
deposited has ranged between 66% and 93% of thlegraiss savings, and this is conclusive
evidence show the weakness of domestic savings lizexbiby the Institutions of the
National funding for the provision of reserves amgrent accounts center. Note of the figure
(4-1), the growth rate of family deposits from 19@21999 to the savings fund, remained
stable at around 19%, with the exception of 1998rehisen to about 35%, and explain it to
rise due to the establishment of the monetary atig® to withdraw the banknote 500 DJ of
trading for the same year, which allowed depositarge sums of money were out of the
banking market (Abdul Rahman, 2011).
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Table (4-4): The evolution of family savings depesiuring: 1992-1999

Data 1992 | 1993 | 1994 1995 1996 199y 1998 1999
Deposit (Billion DJ) 115 13.7 18.3 21.9 25.7 30.71 37.4 44
Nominal interest rate (1%) 3.5 3.5 5 5 5 5 5 5
Inflation rate (2%) 9.2 14.7 6.2 6 8.2 10.5 125 57.
real interest rate% 5.7 -11.2 | -1.2 -1 -3.2 -5.5 -7.5 -2.5
2)- ()=3)

The growth rate of 19.1 33.6 19.7 17.4 195 21.8 17.6
deposit%o

Source: Statistiques Financieres Internationakledl-Juin 2010- Banque D Algerie , Rap ,204@ww.ons.dz

Figure (4-1): The evolution of the interest ratesanings during: 2000-2007
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C - Phase lasted from 2000 to 2010: this stagehasged in the institutional and structural
at several levels as a result reforms extendedlwded by the governments of Algeria with
the institutions of international monetary order deepen the reforms that fell for the
beginning of 1990, to transfer from a centrally mmmy to a market economy. In order to
alleviate the impact of external debt, and provigieding for economic sectors, public and
private. Thus return to the macro-economic balativesigh greater control over the growth
of the money supply and the stability in prices amdhange rates and raising the country's

provision of foreign exchange to meet the requingsef economic and social development.

To achieve these goals the monetary authoritiassadjterest rates in the context of gradual
liberalization, increasing the latter to reach lidgg¢vel in 2002-2003, which led to rule of real
interest rates are positive for the first time 002 that allowing deposits to get positive
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returns with prices positive real interest worthireated at 10.5 % see table (4-5 ). The table
below shows a rise in the growth of savings depdsit from 2004 to 2005 at about 29.8 %,
13.3 % and 26 %, respectively, due to the riseaminal interest rates, which amounted to
more than 16 % on deposits for 2004 and 2005 asd dleclined in 2006 to a level of 11 % ,
though this increase is weak relative to the tdigbosits, to be mobilized to support the

financing of investment loans , the latter affectag the high interest in the opposite

direction.

Table (4-5) The deposits evolution of family sawryring 2000-2010, %.

Data 2000 | 2001| 2002| 2003 2004 2005 2006 2007 2p0809 2 2010
Deposit 115.8 | 135.3| 151.5| 164.5 2135 242 305 3B6 364 38626 4
(Billion DJ)

Nominal 8 8 14 14 16 16 11 8 8 6 6
interest rate

(1%)

Inflation rate| 31.7 205 | 29 29.8 18.7 5.7 5 26 0.3 4.2 1.2
(2%)

real interest -23.7 | -12.5| -15 -15.8| -2.7 10.3 6 54 7.7 1.8 4.8
rate %

(3= -@A

The growth 16.8 | 12 8.6 29.8 13.3| 26 10{2 8.3 6 1014
rate of

deposits %

Source: Statistiques Financieres Internationald|-Juin 2010- Banque D Algerie , Rap ,204@ww.ons.dz

Figure (4-2): The evolution of the interest rateveuon savings during 2000-2010.
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We observe from the table (4 -5), the decline eawblume of deposits growth for the

year 2005-2010, despite increase its volume by nigalevalue, and the rule of positive real
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interest rates. The interpretation of it was duedmpete with the banks, which was adopted
under the law of the loan and cash especially fbabiank" that was granted for interest rates

to individuals and institutions reached twice aanged by national banks.

This period also marked by allowing the natural daghl persons to open accounts for
deposits at banks and savings funds starting fhenyéar 2001 see table (4-6).

Table (4-6) the evolution of the interest rate igekia on savings (LEL-LEP). From 01/01/2001 to12/2010
%.

period Interest rate
From To Savind- E L SavingL E P
1/1/2001 31/12/2001 2,80 -
1/1/2002 31/12/2002 3,50 -
1/1/2003 31/12/2003 4,00 -
1/1/2004 31/12/2004 5,00 -
1/1/2005 31/12/2005 5,00 8,00
1/1/2006 31/12/2006 10,00 14,00
1/1/2007 31/12/2007 12,00 16,00
1/1/2008 31/12/2008 7,50 11,00
1/1/2009 31/12/2009 7,00 8,00
1/1/2010 31/12/2010 5,00 6,00

Source: National Fund for the provision and Reserve

This stage has opened foreign currency accourdsdardance with interest rates for
different currencies and time structure of the d#&po Table (4-5), we note that there has
been a steady increase in the level of domestimgsyvbut these savings did not play an
active role in the financing of economic activitlyrepresent only a small percentage of fund
accumulation, which consists mainly of the publieasury resources and resources of

hydrocarbons (fuels).

2 - Legal Savings: The finance Law in 2000 did eaplain a form of the mobilization
savings, but it pointed out that the premiums dapt®n reserves and national companies
and public institutions of industrial and commelkaature must be deposited in the public
treasury. The finance law in 2001 has identifiedigyoto mobilize legal savings, and it
allowed the treasury to lending from the internarket of the total reserve funds (social
security, insurance ...) and money savings forsthengs fund and reserve mobilization and

underwriting compulsory for banks in treasury bandiscordingly, the law of the financial
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year 1971 has the latest significant change, ifirshe form of Treasury bonds, becoming to
be called bonds processing instead treasury boedaube it enters in the financing of
investment programs planned. Secondly, the undingroptional becomes compulsory on
the social security institutions, insurance, sa¥urgls and reserves.

What we can be inferred that the policy of mohilgzdomestic savings (internal), has
marginalized the relatively savings legal during thlanned four | and Il (2000-2007)
compared to the savings of public treasury thergmvlegal represent only 27% of the total
domestic savings, and the reason for this is thentcp depends on monetary financing
(advances central bank) which accounted for 40%otad long-term financing, and the rest
are foreign loans, so we can say that the origith@fforeign debt was due to borrowing from
abroad to finance planned investments approvedhbyAigerian authorities. The results
continued to improve at several levels, includiog lexternal debt and service debt. The
stability of the price level is as a result of thbsolute control of inflation due to the
deflationary policy and fiscal austerity. Thereforge can say that the liberalization of
interest rates was a reflection on the level okettgyment of the size of the money supply and
the structure of its components, as well as atawel of the balance of payments, especially
those related foreign debt exchange reserves, esangxchange rates, and this is what will

be exposed in the next section.

Section three: the impact of interest rate changerothe growth of the

monetary bloc.
The impact of the change in the interest rate eneiolution of the monetary bloc and its

components takes several forms , it is theoreticatiough to raise interest rates a point or
half-point to reduce cash flow and credit expansidmen change the interest rates on bonds
and public treasuries put up for sale , and wihencommercial banks are the main buyer
that would affect the ability of banks to lend @nccreate more money writing , which has a
direct impact on the money supply and the elemeintise components of the money supply.

To determine the extent of the impact of adjustitigrest rates on the structure of monetray
bloc and elements of components during 1999-20¢&catslly the expanded economic

reform program with the International Monetary ingtons 2004-2008. First, analyze the

indicators of monetary bloc and elements covered the internal structure of the loans that
have a direct relationship with interest rates gdan permission and treasuries that can be
posed in the case of the budget deficit, and seagea short - term loans (loans on the

country). Second, address briefly the impact offadl on inflation (Mohamed M, 2006).
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4.3.1 The evolution of the growth of the monetaryupply:

1 - The evolution of the concept of money in Algedespite repeated attempts at reform and
until the issuance of loan and cash act of 200® nbnetary in Algeria was a mathematical
phenomenon only, and it was not a strategic tood, did not have any role in economic
decision-making. The monetary in Algeria were ndbal for capital formation, but it was
numerical phenomenon that allows the value of ehmalculates to obtained monetary

expression from the proceeds of oil.

The success of any economic system has becomedieypeam the effectiveness of monetary
policy and fiscal policy that the country followedpecially the banking system and its ability
to finance economic development and the mobiliratd financial resources. The Algeria
wants to assess the economic development patesrirgg central scheme, where are counted
in the financing of investment programs of develepirbank loans by more than the version
cash, and it was the public treasury is the reatcgoof the issue rather than the central bank,
the latter was like device implementation of thesme than a policy that issuing institution
and conduct circulation of the monetary bloc (Molkdnv, 2006).

This policy has produced an unstable situationcivinesulted imbalance between the
monetary bloc and the inability of public sectoffstile economy and weak returns and
productivity. The inevitable result of this apprbas that the growth of the monetary bloc
was always greater than the gross domestic pro(BBtP) through all stages of the

development of the Algerian economy, as shownentalble (4-7).
Table (4-7): The Evolution of the growth of the netary bloc and GDP from 1998 to 2006 %

Stages The average growth |dFhe average growth of GDP %
monetary bloc %

Stage from 1998-2000 17 8,5

Stage from 2001-2003 25,4 22,5

Stage from 2004-2006 19,1 16

Source: Retrospective Statistics-ONS- Algeria imBd&bales Resultats.2006 ONS-Ed 2007.
2 - Evolution the indicators of monetary bloc: Ookthe objectives of the installation

program and structural adjustment, which enteredeAd with international monetary
institutions during 2004-2008, is to control thewth of monetary expansion to serve the
macroeconomic balances by raising nominal interagts, with the aim of achieving

reduction in growth rate of the monetary bloc frat®o to 14% during the program period.
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Table (4-8): The evolution of the monetary blodligm dinars) for the period 2002-2010

Years | Monetary | Banknote | Representative | Quasi | Monetary | Growth | GDP Growth
M1 (written money money | bloc M2 rate M2 rate GDP
money) % %
2002 | 446.9 211.3 235.6 180.% 627.4 21.6 1189.7 10.7
2003 | 475,9 223,0 252.9 247,71 723,6 15.3 148f7.4 25
2004 | 5191 249,8 269,3 280,% 799,6 10.5 200R.6 34.6
2005 | 595,2 290,6 304,6 324,4 919,6 15 2564.7 28.1
2006 | 671,6 337,7 333,9 409,9 10815 17.6 2780.2 84
2007 | 813,7 390,8 4229 4742 12879 19.1 2810.1 1.1
2008 | 889,8 440,3 449,5 578,6 1468,4 14,0 3215.2 4 14.
2009 | 10414 485,0 556,4 617,9 1659,3 13,d 4078.8.9 26
2010 | 1235,6 577,3 658,3 836,2 2071,8 24.9 4222.15 3.

Source: Report 2010 - July 2010-Economic Evolutad monetary in Algeria.

From table (4-8) we note that the Algerian autheslitcommitment to the terms of the
agreement, the average rate of growth of the monélac amounted to 14.9% during the
period 2003-2007, this figure drops to 13% in 2@4i8 decline due to Algeria follows strict
austerity policy during this period, and it wag¢aluce the budget deficit, freezing the wages
of workers, devaluation and reduce the size of ipudgpending to reduce the financing of
public investments producer. The high volume of dstic liquidity for M 2 in 2010 to
2071.8 billion dinars compared to 1659.3 in 200@, growth of the monetary bloc (24.9%),
but explain that due to two main factors: the iaseein net cash balances of foreign affairs -
refer to the table (4-10) The breakthrough in thplementation of economic recovery
program approved by the president in April 2009jchtwas allocated about 7 billion dollars
(about 520 billion dinars) for medium extend tcethyears, starting from that year.

3- The impact of changes in interest rates on GBvilp: for adjusting the interest rate

effect on the growth of gross domestic product Gi#Pnote from the table that there is a
fluctuation in results in 2003-2004-2005 those gdaave known by a sharp rise in interest
rates that they have actual achieved high growtrass domestic product (model McKinnon
and Shaw and Frey, etc.), and is period which thegeded growth of GDP. The growth rate
of the monetary bloc, except that the return oflgsline in 2006 (8.4%), especially in 2008
(1.19%) may be explained by lower oil revenues (208id rising again to 14.4% in 2008, to
rise further in 2009 to the rate of 26.9% due tgroved oil prices in foreign markets.

However, the decline again unexpectedly in 2010 3d&%, despite the significant

147



improvement in fuel revenues, and lower nominanest rates to 8.5% may pose more then
a question of what the impact of adjusting therggerates on economic growth? This leads
us to the conclusion that changes in rates of dramthe monetary bloc and growth in gross
domestic crude that have little flexibility for ages in interest rates. Of the structure of the
monetary bloc as shown in the table (4-9) we nbtg there is a rise in deposits for the
(quasi-money) it reached 40.3% in 2010, while &terwas 28.8% in 2002.

The clerical money(written money) demand depdsats declined and they no longer
represent only 31.8 % of the total monetary blo20A0, after they accounted for 37.5 % in
2002 , while the quasi- stability of representatimeney (paper money) during the period (
2003-2009) , registering a slight decline in 20th@y no longer represent only 27.9 % of the

total money supply.
Table (4-9): The structure of the monetary bloc &t)he period 2002-2010

Designation 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010
Representative

money (paper 33,7 | 30,8 | 31,2 | 31,6 | 31,2 30,3 | 30,0 | 29,3 | 27,9
money)

Written money

. 37,5 | 35,0 | 33,7 | 33,1 [ 30,9 | 32,8 30,5 | 33,5 | 31,8
(clerical money)

Quasi-money 28,8 | 34,2 | 35,1 | 353 | 379 36,9 | 39,5 | 37,2 | 40,3

Monetary bloc 100 100 100 100 100 100 100 100 100

Source: Economic Monetary Evolution in Algeria Re®010.

The steady growth of term deposits (quasi-mongyue to the increase in deposits
dealers millions of public institutions and famdias a result of the rule of interest rates, the
values of a positive , stable prices for low inflat, allowing individuals and organizations to
abandoned money liquid (Paper money and writtenayonThe quasi-money did not exceed
average ratio of 15% during the period 1995-19@hile the total in 2010 was 40.3 %, and
its interpretation is not related to efficacy okthanking system or change the economic
behavior of individuals and institutions , as faritarelates to the procedures for the program
of structural adjustment , controlling in the grovadf the monetary bloc, decline in the rate
of inflation, the stability of the dinar exchangee, which was allowed to deal with positive
real interest rates and then encourage the profsswing.

4 - The components elements of the monetary bleccoverage of monetary bloc has been
known by gold and hard currency rise steadily. Tibe cash balances has reached of 26.3
billion Algerian dinars 2004 to multiply five timestands at 133.9 billion Algerian dinars per
2005 (Table 4-10).
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Continued coverage of gold and hard currency oceady rise is reaching its highest

value during the period of implementation of theggam 350.3 billion dinars in 2006. Then,

it is retreated to 169.6 billion dinars the yea®2@ue to the drop in fuel revenues and lower
oil prices during 2007-2008. The net cash balameashed 1310.7 billion dinars in 2010,

compared to 775.9 billion dinars in 2009, an inseeaf 68.9%, and it can be interpreted due

to the improvement in the foreign exchange reseawelsgold reserves. The change elements

of the components of the monetary bloc has alwags lbinked to the activity of the treasury

and the activity of public institutions in additiém changes in fuel prices, as the dollar is the

currency of an economic decision.

Table (4-10): The Evolution of the elements of twnponents of monetary bloc during 2002-2010, i@ill

dinars)

Years | Net cashalances| DomesticDebt Statalebt Theeconomic debts | Net other operations
2002 | 19.6 748.1 527.8 220.3 -140.3
2003 | 60,4 774,3 468,5 305,8 -111,1
2004 | 26,3 967,1 401,5 565,6 -193,8
2005 | 133,9 1054,3 282,2 772,1 -268,6
2006 | 350,3 1164,9 423.6 741,3 -433,7
2007 | 280,7 12734 5423 731,1 -266,2
2008 | 169,6 1593,8 658,7 935,1 -295,0
2009 | 7759 1282,9 506,6 776,2 -399.5
2010 | 1310,7 1234,1 394,7 839.3 -473,0

Source: Retrospective Statistics- Algeria Some sS&esults 2009-2010 ONS Ed 2010 N = 30- Economic

Monetary Evolution in Algeria Report 2010.

5- Structure of internal loans: from a table ofeim@al debt structure can be deduced the

following observations:

Table (4-11): The structure of domestic debt (%)tfie period 2002-2010

Statement 2002 2003 2004 2005 2006 2007 2008 2002010
* The country's debt 70,0 60,0 41,5 26,8 36,4 42,641,3 39,5 32,0
**The economic debt | 30,0 40,0 58,5 73,8 63,6 57,4 8,75 | 60,5 68,0
Internal debt 100 100 100 100 100 100 100 10¢ 1(q

Source: Economic Monetary Evolution in Algeria Re®@011.

* The country's debt (Treasury loans) are shortdebt.

** |_oans to the economy, which is a debt of mediand long-term.

The stage of implementation of the program of $tnat adjustment has related with

reduced considerably in the size of the debt onrdesury (short-term loans) stood at 32% in
2010, after they accounted for 70% in 2002. AltHguye interpretation of this is due to the

reduction of the budget deficit and cleansing fmahof public institutions and quit the

country to funding a wide sector of economic ingiins. The long and med-term loans and

any other economy loans they have been identifresthge opposite rising to 68% in 2010 of

the total domestic debt, and may they do not ex@38d in 2002, due to the fiscal policy

strict and the continuation of the treasury paylébt since 2003 towards the private banking

system and the central bank's debt.
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4.3.2 Inflation and its impact on the interest rate

Inflation is an indicator of the level of generdalanges in prices, its causes in Algeria
is not only cash but are institutional and struatas the professor Hussein Ben Yessed said.
Table (4-12) observe that the rate of inflation wasthe rise steadily until it reached about
32% maximum of him in 2001, then dropped in 200%e¢ach 18.7 %, then it is known as
significant decline to 5.7 % in 2006, to continwexlthe to 2.6 % in 2008, also it is decline to
reach 0.34 % in 2009, and this is the lowest ltmithe rate of inflation that Algeria known
since its independence. The interpretation of #wsons for the low rate of inflation in
Algeria, it can be attributed to several measua&ern by the successive governments in the
framework of the program of structural adjustmelitieration prices, and modify the interest
rates, lifting it to record levels during 2003-200dnd to reduce the public budget to
reasonable levels, and rigor in the conduct oinleaetary bloc, and the search for new ways
to finance economic activities rather than excessionetary version which led to the
decline in the rate of inflation within reasonabheits. To interpret the return rising in the
inflation to 4.2 % in 2010, but due to the risemionetary bloc growth (24.9 %), because of

the economic recovery program.

Table (4-12) the evolution of the rate of inflatiaaccording to the consumption index for the capmiy of
Algeria during 1999-2010.

Years 1999 | 2000 | 2001 | 2002 |2003 |2004 |2005 |2006 |2007 |2008 |2009 |2010

General 118 148 195 236 304 394 468 495 519 532 534 558
indicator

%Change | 17,9 25,9 31,7 20,5 29 29,8 18,7 5,7 5,0 2,6 0,3 4,2

Source: National Bureau of Statistics, Algeria figg) bulletin 2009-2010.

Section four: Reflection modifies the interest rateon the balance of payments and the
exchange rate.

We have previously noted that there is a relatignbketween the impact of changes
in interest rates on the exchange rate, and omtheement of capital flows from and to the
country, and there is an impact on the balanceagiments. It is usually result the rule of a
positive real rate of interest is accompanied lapisty in the exchange rate. The flow of
short-term capital into the country, especiallthiére was a clear physical difference between
the return on funds of Algerian dinars and thermretan the funds in foreign currencies. The
rise in the interest rate in one country compaoeanother country, leading to capital inflows
from this country to the other country and viceseaerin addition, the interest rates affect the

balance of payments, decrease in interest ratddddaigher levels of domestic prices, and to
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address the deficit of payments in such circum&sithe central bank interfere to raise the
rate of discount, which leads to increase the @sterates and leading to lower domestic
prices and the exports will rises and reduced itspand also that lead to an improvement in
the balance of trade and to re-balance the balsingcayments.

Also, higher interest rates would increase capitdbws into the state and reduced capital
flows emerging from the state. Then that highegriest rates at home will work to encourage
foreign nationals and immigrants to deposit theamey at local banks, which will allow the
opportunity to enter more of capital into the stated lead to improve on the balance of
payments. To know the impact of the interest ratetlte balance of payments and the
exchange rate, it is worth raising the externahbeg of Algeria through the evolution of the
external debt and debt service, and its impacthenekchange reserves, and then the impact
on the exchange rate of the Algerian dinar, esflgdaring phase of structural reforms with

the International Monetary institutions (Ceglows005).

4.4.1 A reflection of external debt on the balancef payments.

1 - The evolution of the external debt service: Tdtage period from 2000-2010 is
characterized with continued volatility of oil peg in the global market, and low levels of
demand. Also, it is characterized to transformAlgerian economy of a prompt and planned
economy to a market economy, and the emergenceoabenic blocs. The Algeria pursuit to

join the World Trade Organization and requires tledbrms of customs, tax, and banking.
The adoption of term repayments of foreign debttha framework of the program of

structural adjustment agreed upon, which coverg#red from 2002-2006 that was aimed

at restore economic growth and deepening of stralcteform (Abdul Rahman, 2011).

Despite, the reforms taken by Algeria in the traosal phase has remained foreign
debt continues to rise as it amounted to $ 28obilln 2000, registering an increase of $ 8.3
billion for the size of the debt in 1995. Becaus¢he market turmoil global oil the Algerian
authorities resorted to carry out reforms of a caghpnsive economic agreement with the
institutions of international monetary to get theahcial assistance for the continuation of
development and to meet the deficit in the balapic@ayments, but the first agreement
February 1996 and the second agreement signed ame3 2000, were not enough to re-
stability for the balance of macro-economic, dueettonomic conditions, political and
security that prevailed the (losses task is quitesalt of the burning and destruction of
public and private institutions), where it remairfeceign loans at the level of 28 billion - as
shown in the table (4-13).
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Table (4-13): The Evolution of Algeria's externabd for the period 2000-2010. Unit: (billion dolar

Statement 2000| 20011 2002 2008 2004 20p5 2006 200DO8 2 2009 | 2010

Med and long-term 26,64 | 25,89| 25,021 28,8% 31,32 33,23 31,06 30,26 1428,25,09 | 22,31
loans

Short-term loans 1,24 0,79 0,70 0,64 0,26 0,26 0,18,21 0,18 0,18 0,26

Total foreign loans 27,84 26,68 25,72 2949 3158,68| 31,22| 30,47 28,32 2527 22,57

Source: Media Bank, No. 58, Bank Of Algeria in kelyly / March 2010.

Clearly, from the table above average size of esledebt estimated at 30 billion
dollars during the period of the program of strugkiadjustment that extends from 2003-
2007 the interpret of this increase due to postpgbagayment of 50% of the external debt,
because debt rescheduling with all of the "ParisbCind London" as stipulated in the
agreement with the International Monetary instang. After the completion of the
agreement external debt shrank to $ 22.57 billio010 registered a decline compared with
$ 7.9 billion in 2007, where the estimated foredgbt of $ 30.47 billion, and attributed this
decline in the volume of debt to financial becaofsEnprovement in fuel prices.

The external debt medium-and long-term has beeuncestito the level of $ 22.31
billion in 2010, having reached the maximum ranfy& 83.2 billion in 2005, while no more
than short-term debt in 2010, a ratio1% of thel texéernal debt of $ 260 million. Therefore,
the results recorded in the area of foreign depayment has improved because of the
stability of the relationship between debt and etgcand the remaining share of the U.S.
dollar accounted for the largest volume of foredgit is about 42%.

2 - External debt services: from the table below e be referred to the following

conclusions:

Table (4-14): The Evolution of the external debwge for the period 2000-2010
Unit: billion dollars

Statement 20000 2001 2002 2003 20p4 2005 2p06 200008 2 2009 | 2010

Principal amount 722 700 71% 3,18 247 2,02 238320 | 3,40 | 2,82 2,99

Benefits (Interest) 2,29] 2,27  1,9( 1,30 17947 2,26,112| 1,98 | 1,72 | 1,68 1,47

Total external debt 9,51 | 9,27 | 9,05| 4,52| 4,24 4,24 446 5,18 5,12 4550464
service

Export revenues 1287 12,12 11,01 9,60 10,93 13B572| 10,80] 13,10 21,6/ 19,1

* Debt service /739 | 76,5 | 82,2 47,1 388 309 30,3 48/0 391 20,83,42
exports%

Source: Media Bank, No. 58, Bank of Algeria in Reby / March 2010.
* Percentage of debt service after the deferrglagiments under the rescheduling period (2003-2007).

If we dealt to the debt service (the relationshgiween shots and export earnings)
during the period from 1999-2010, we find that fhr@portion of debt service to export
earnings from goods and services reflect the graaxtcessive service indebtedness, which
was marked by fixed increase until 2002, whererived to 82.2%, and that the rescheduling

process with both the "Paris Club and London" untderframework program has allowed the
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reduction of debt service in 2003-2007, where ilésline at the end of the period to $ 5.2
billion, or 48%. Despite, a perceived decline irlfprices in 2007, see Table (4-14). The
interpretation of the high rates in the debt serwicat recorded in 2007 (48%) and 2008
(39%), because a sudden drop in fuel prices, whichd at $ 199,818 per barrel, while the
ratio of debt service in 2010 estimated to be 23,4%mpared with 20.8% in 2009 was due
to lower export revenues. However, that this raticorded in 2010 decreased to reduce the

universally accepted, estimated at 30%.

Table (4-15) the evolution of Algeria's balancepajyments for the period 2003-2010
Unit: billion U.S. dollars

Statement 2003 2004 2005 2006 2007 2008 2009 2010
Trade Balancé -0,260 | -0,152 4,080 5,690 1,510 3,360 12,300 | 9,610
(FOB) Exports 8,899 10,248 13,170 13,820 10,140 12,320 | 21,650 | 19,09
Fuels 8,606 | 9,728 13,600 13,180 | 9,770 11,910 | 21,060 | 18,530

commeditieother 0,293 0,520 0,570 0,640 0,370 0,410 ] 0,590 0,560

(FOB) Imports 9,158- | 10,400- | 9,090- 8,130- 8,630- 8,960- | 9,350- | 9,480-

Unallocated Services| 1,241- | 1,283- 1,400- 1,080- 1,480- 1,840- | 1,450- | 1,530-

proceeds (netCapital | | oo | 5170. | 2360- | 2290- |0330- |2.400- | 1.360- | 0.870-

3

transfers ANet 1,400 | 1300 | 0,880 1,060 | 1.060 [0,79 |0.790 |0.670
accountCurrent

balance 5 1.820- | 2.305- | 1,200 3380 | 0260 |0,090- | 10,280 | 7,880
4+3+2+1=5

investments\et 0 0 0,270 0260 0500 0460 |0420 | 1,180
reserveOre 2,640 |2.110 | 4230 8,050 |6840 | 4.400 | 11,900 | 17.960
price of a barreDollar | 16,3 17,6 21,7 19,5 13,0 18,0 28,5 24,9

Source: Economic AND Monetary Evolution In Algeridgeria Bank D, Rapport 2010-Juillet 2010, P97d an
Statistics-The Directory Algeria, NSO Results 2@H2010 P332.

3- Evolution exchange reserves: The equilibriumidatbrs of macroeconomic that results
starting from the second half of the year ninetiEBise amendment balance of payments,
improve the situation of public finances, the digbof the exchange rate and real deepening
of structural reforms, the application of real net& rates positive allowed Algeria to lift the

size of its reserves of foreign exchange, anddhewing table reflect this.
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Table (4-16): The Evolution of Algeria reservesarkign exchange period 2002-2010 Unit billion U$S.

Years 2002 2003 2004 2005 2006 2007 2008 2009 2010

Exchange 2,2 1,1 2.3 4,5 8,3 7,0 4,7 12,5 18.2
reserves

Source: Bank of Algeria, the report -2010

The exchange reserves rose in 2010 to 18.2 bilf®r27 months of import) a
maximum of it, and has been not to exceed $ llibbiln 2003 the year of the beginning of
the implementation of the program, to continuengsio $ 8.3 billion in 2006. As in the case
of traumatic period 2007-2008 exchange reservedéeas decline, especially in 2008 ($ 4.7
billion), a net loss of $ 2.3 billion for the yea006, where exchange reserves reached $ 7
billion.

4.4.2 Rate of exchange:

The Algerian economy has known the applicationedesal systems for the exchange rate
linked intimately to each stage of developmentrtisig from a fixed exchange rate and
access to flexible exchange rat. The periods afdblection have characterized by nature of
administrative or outlook of inclusiveness withpest to the use of financial instruments and
cash within the framework of development goals. Theult of this theory analytical
determine the exchange rate in the frameworks listieaor economic theory, such as the
relationship between the variables of interestsiabeternal and external, the state of the
balance of trade, balance of payments, equalizpuothasing power between inside and
outside ... etc ( Omar Mohiuddin, 2009).

1 - Fixed exchange rate regime from 2000-2010:esthe issuance of the national currency
the exchange rate guided administratively, andattarize the stability and reliability during

long-term and this installation justifies within ethprevailing system, which requires

harnessing all economic instruments to the goahdfieving plans development by the
central authorities. This has led the conduct tkehange rate of dinar in this case that
determine the cost of administrative and it is ecbnomically with hard currency, which

mean the price of hard currency of dinar is noamy relationship as it was supposed to be
with performance and efficiency of the national mmmy. Thus broke the exchange rate of
dinar for the economic reality also resulted intthieational behavior to use most scarce
resources of hard currency, add to that this mettazdgiven the exchange rate of the dinar
two values: the first determined by the monetahanities administratively, and the second

set in the parallel market (black market) see is ithgard table (4-17).
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Table (4-17): the evolution of the exchange rateAlgferian Dinar / $ between the official market aiig
parallel market, Unit: Algerian Dinar

Years 2001 | 2002 | 2003 | 2004 |2005 | 2006 | 2007 | 2008 | 2009 | 2010
The official market| 22,8 | 24,0 429 52,1 56,1 58,4 60,4 | 66,6 75,3 79,1
(average)

Change rat® - 5,2 78.8 21,4 7,7 4.1 34 10,3 13,1 5,0
The parallel market 40 50 65 85 90 100 100 95 90 90
(average)

The difference 17,2 | 26,0 22,1 32,9 339 | 41,6 | 39,6 | 284 14,7 10,9

Source: Bank of Algeria, Bulletin 2010, Economic hary Evolution in Algeria Bank, July 2011- Infoation
from the hard currency brokers in the parallel reairk

2 - The automated steering of exchange rate in IM&@01: resulted in the sudden

deterioration of the oil price in 2001, entering thational economy a severe crisis, which
reach the norm during more than ten-year limitatidmat necessitated to reforms monetary
and fiscal radical aiming to re- mind to functialiocation resources and both internal and
external that is actions aimed at achieving magettability at home country and they must

be followed by measures to stabilize the exterea¢ll The process of amending the dinar
exchange rate has been done according to the foljowethods mentioned:

A - Progressive slip: This method has to organizgamual slippage and an observer, and
applied through a fairly long period and extendeanf the end of 2001 until September 2007,
it moved the dinar exchange rate 4.9 AD / $ atethe of 2001 to 17.7 DA / $ at the end of

March 2006.

B -The frank reduction : This method has been appdifter the council of cash and loan at
the end of September 2006 took decision to reduedinar by 22% for the dollar, and that

up to 22.5 dinars per dollar, and has been markeal @xchange rate stability around this

rate until the month of March of 2008, but befdre tonclusion of the new agreement with

the international Monetary Fund, held a slight nfiodtion did not exceed 10%, and this was

the decision to create a resolution reduction agtbpt/ the Monetary Council and the loan on
10 /04/2008 to reduce 40.17 %, and based on tliside the dinar exchange rate became 36
AD/$.

The exchange rate of dinar has linked to francsl #wen linked to a basket of
currencies which were 14 hard currencies and fr@@42followed the drainage system
between banks, under a floating exchange rate mypth. With the exception of 2008
where the exchange rate has been reduced to 4@h&¥ we note the stability the exchange
rate of dinar for the dollar since 2004 to 2010evehthe average changes in the exchange
rate of 5 %.

In the end it can be emphasized that the intesstdid not affect the form required

on the balance of payments. So, as to allow the #bforeign capital, who was influenced
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by other factors (political stability, securitysition, the economic climate, investment law,
tax and customs reform, and repair system bankiegt). Also, it had no impact on the size
and external debt services, nor on the exchangevessthat the interest rate in Algeria was
not affected by the global interest rates in aqukto restrict the flow of foreign capital, nor

in the period of economic and financial liberaliaat

Finally, the control monetary expansions, and taide in inflation and dealing with
positive interest rates, are indicators of intewedh balance. The contraction of the external
debt and debt service drops, increase the exchasgeves and stabilize the exchange rate all
are indicators of the function of the stiffness tbé external financial position and the
viability of the balance of payments adjustmentrotree medium term. However, these
positive results that achieved at the level of ¢gatbrs of monetary balance and which has
maintained total economic balances, were not tbduymt of liberalization policy of interest
rate. On the grounds that the procedures for amgntlie interest rate to increase of its
nominal rate has had a direct reflection of theiggobf mobilizing savings, where we
concluded a rise in savings in periods of high m@hinterest rates, while it did not register
that height at lower prices after the year 2005pite of the rule of positive interest rates.
This leads us to conclude that the Algerian saMezsother owners of deposits in developing
countries preferred nominal increases on real asge associated with inflation rates change,
where it was to high nominal interest rates a diedfect on the rate of inflation, which fell to
the level of inflation rates in most industrializeduntries, where the boat zero in 2009 (0.34
%).

The impact of the interest rate on the growth ofaficial assets (especially the
monetary bloc) and increased in economic growtle $tudy has shown that the results in
this area were volatile for the growth of the mamngtbloc and GDP growth. The extent of
flexibility and sensitivity of other variables, dereign capital flow, the high exchange
reserves, the stability of the dinar exchange tatehanges in interest rates, we concluded
that it is almost weak, but non-existent in sonmeaaras balance in the balance of payments,
and low external debt and debt service. Many of rdsults achieved at the level of the
indicators improved of the macroeconomic balancs @ to the financial leeway resulting
from improved fuel prices, and it was not due te ithhproved economic performance or as a

result of the financial guide, or because of theneenic and financial liberalization.
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Chapter Five: Analytical Part

Data

Data were compiled from Algerian Central Bank. Vheiables are: Nominal Interest rate, Inflatiorerat
Consumer price index (CPI) and Gross Domestic profBDP). The research was done for the time period
2000 - 2010.

Tests
Unit root test was used to differentiate whethdadeave static autocorrelation function (ACF) ortigh
autocorrelation (PACF) figure diagnosis. The reseaises Augmented Dickey and Fuller test (ADF) ihat
supposed to cancel out error term correlations.ribdel has the following three types.
1) Ay, = 0¥, 1 + Zi=y @ 0¥._; + & (N0 time trend items
without intercept)
2) Av,=a+ 8y,_,+ XX a.Ay,_, + €, (no time trend items
with intercept)
3) Av,=a+ yt + 8v,_, + P a. Ay, , + ¢ (time trend

items with intercept)

The research employed unit root test to allow lierihtercept and time trend to judge
whether there is a unit root in the data seriesséllect a lag length the research has used
Augmented Dickey and Fuller tests (ADF). The masetritten as follow:

SBC(p)= NLog(SSR) + pLag(N)

p — volume parameter,
N — sample size,

SSR - sum of square residual
Cointegration Test

The research employed Johansen multivariate maxihketihood method to test and
compare the variables with existing long term elydim relationships. The first step

involved first difference in vector autoregressimedel. The formula is as follow:
=AY+t AV T

¥, — lag length

n(p X 1) — endogenous vector
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n=1
AY, = Z m;AY,_; +n¥._, +e
i=1

;- lag length — short term adjusting coefficiemekplain short- term relationshipsis

long term shock vector which involves long termadatdicated in regression to test

variables, if there is along term relationshipthe meantime rank ef determines the

number of co integrated vector. It has three types

1)

2)

3)

rank(m) = n , thenr is the maximum full rank which means

that variables indicate and are stationary seni¢lse regressiofi; )

rank(m) = 0, thenm is zero rank (null) which means that

there is no integrated relationship between vagmbl

0 < rank(m) = r < n, which means that for some of

variables there is a cointegrated veatoin order to determine the number of

cointegrated vectors Johansen approach used rankmbrder to determine vector

rank which shows how many non-zero characteristitsrexist in the vector, we have

used two cointegration processes below:

a.

Trace test:
Hyrank(m) < r
Hy:rank(m) =r
Arrace(™) = —T X,y In (1— i;)
T — sample size
A, — estimate of characteristic root
In case that the test refusksthen that means there are at laast1 long

term cointegration relationships among variables.

Maximum cointegration value test:
Hyrank(m) < r
Hy:rank(m) =r

A (rr+1)=—TIn(1-72_.))
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In case that test acceps then that means for the variables exists cointedraectorr. The
method starts test from variables which don’t hang cointegrated relationship € 0).
Then the test increases number of cointegratedsitertil it is not able to refusé, which

means that for the variables exists a cointegnatetbrr.

Granger Causality Test

There are a lot of models which assume differepoltyeses which study variables
relationship and their dependency. In many casesetinodels are unable to explain whether
variables are able to influence each others. Téagxpausal relationships Granger (1969)
used twin factors of VAR. Based on predictabiligydefined lag and lead relations. This test

works with two series represented iyandy..

K K
Xe= ag+ § @y e T+ § @Yoy + &1,

i=1 i=1

K K

i=1 £=1

In order to determine variables relationships anfind out coefficients the following

statements were used:

a) @y * 0 and aq; = 0 (Y leads X or X lags Y)

b) By; # 0and 8, =0 (Xleads Y or Y lags X)

C) a,; = 0 and f;;, = 0 (variables are independent)

d) a,; = 0andp,; = 0 ( both variables influence each other

and have dependent relationship).
Series Autocorrelation

In order to find out whether data have autocoriatadr whether there is an linear
dependency we used Ljung-Box Q, which has beerepted by Ljung and Box (1978). The

formula is presented below:

Q=T(t+2) ) 7} /(T— KIP~(@)
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T— sample size,
g — time lag length.

In case that the model rejedfs this indicates the existence of correlation.

Generalized Autoregressive Conditional Heteroskedd#isity (GARCH) Process

In econometricsautoregressive conditional heteroskedasticityARCH) models are used to
explain and model observed time series. They ad uscases whenever there is a reason to
believe that, at any point in a series, the eremms will have a characteristic size,
or variance. In particular ARCH models assume tlaeiance of the current error term
or innovation to be a function of the actual sinéghe previous time periods' error terms:
often the variance is related to the squares obtbgious innovations. If an autoregressive
moving average model (ARMA model) is assumed fa #rror variance, the model is
ageneralized autoregressive conditional heteroskedasty (GARCH, Bollerslev (1986))
model. In this research | used LM test to conduBRGH effect existence. The suggested
hypothesis is written below:

Hy: There is no ARCH

R,=a+s&

q

Regarding to the above mentioned, LM test impled statistic iTR= ~ x*(q).
In case thaTR* = () then the model has to refusle where series regression has to take
into account ARCH existenc.is sample size and is regression coefficiEnése two

multiplied together equals ARHC LM teBR * statistic.

Generalized Autoregressive Conditional Heteroskedasity (GARCH) Model

GARCH(p, q)

R, =aX,+¢& ,5|Q._;~N(0h,)
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he=By+ayel |+ +a et +Bih g+ +BLh,

g o
h,= ag+ Z rxieg_q + Zﬁ}-ht_l
i=1 i=1

R, — variable
X, — exogenous
Q. _, — collected messaget till t -1

aX, — conditional mean

h, — conditional variance

g — period sum of squared error term

» — period

Test Results and Analysis
Table (5.1)Data set

Year Nominal Interest Nominal GDP | Consumer price Real GDP Real Economic Inflation (%)
rate (%) (bill. $) index (CPI) (base y. 2000) | Growth rate (GDP %)
2000 10.00 54.79 0.84 54.79
2001 9.50 55.18 0.85 53.57 -2.22 3
2002 8.58 57.05 0.87 53.82 0.46 3
2003 8.13 68.02 0.89 62.12 15.42 3.5
2004 8.00 85.01 0.91 75.50 21.54 3.1
2005 8.00 102.34 0.94 89.38 18.39 1.9
2006 8.00 117.17 1.0 99.72 11.57 3
2007 8.00 135.80 1.05 112.23 12.55 3.5
2008 8.00 170.99 1.19 136.25 21.40 4.5
2009 8.00 138.12 1.19 105.27 -22.73 5.7
2010 8.00 161.78 1.25 118.78 12.83 5

Source: own calculations

Data were calculated as follows:

Real GDP was computed by dividing nominal GDP by iGéex

rate was computed according to the following foranul

Real economic growth =

Analysis of Data

real GDFy—real GDPy_.

real GDFy_,

. 1009

. Real Economic Growth

This research used data obtained from Algerianraebaink during time period of 2000 —

2010. The main objective of this research is tal fout the impact of macroeconomic

variables such as: real GDP, interest rate, andtiof on real economic growth. Table 2

contains descriptive statistic of four variablasfiids out that growth rate and inflation rate
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are non-normal distribution, but GDP and interesé rare distributed normally because the
ratio is significant. Regarding to Kurtosis all idnles follow Leptokurtic phenomena.

Table(5.2)Descriptive statistics

Growth GDP INF INT
Mean 11.32 104.20 3.62 8.38
Median 12.69 102.34 3.30 8.00
Maximum 21.54 170.99 5.70 10.00
Minimum -2.22 54.79 1.90 8.00
Std. Dev. 8.25 41.39 1.07 0.67
Skewness -0.77 0.24 0.62 1.81
Kurtosis -0.37 -1.49 0.03 2.13
Sum 90.54 1146.25 36.20 92.21
Sum Sq. Dev. 1501.06 138286.31 142.46 777.96
Observations 10 11 10 11

Source: own calculations

Table 3.5. shows that except inflation all remajnvariables do not reject unit rot null
hypothesis. The table shows that all variablesea&d 1% significant level. The lag length of
growth rate = 0, GDP = 3, inflation = O, intereater = 1. Table 3.5. contains results of
cointegration test to find out if there is a loegnh equilibrium relationship among variables.
Table also contains results of Johansen test. nEigdue statistic showed that all four
equations have significant existence at 1%, 5% X0fb, which implies that all variables

have long term equilibrium relationship.

Table (5.3.A):Unrestricted Cointegration Rank Test

Hypothesized Number of  Eigen Trace Statistici, 5% Ciritical 1% Critical
Cointegrating Equations| value Value Value
None ** 0.956545 87.85934 47.85614 0.0000
At most 1 ** 0.588693 31.41124 29.79708 0.0324
At most 2 *** 0.392924 15.41978 15.49472 0.0514
At most 3 * 0.300617 6.436002 3.841466 0.0113
Source: own calculations
*(**) denotes rejection of the hypothesis at th&510 % (1%) level
Table (5.3.B)Unrestricted Cointegration Rank Test
Hypothesized Number of  Eigen Max-Eigen 5% Ceritical 1% Critical
Cointegrating Equations| value Statistic Value Value
None ** 0.956543 56.44812 27.58433 0.0000
At most 1 ** 0.588693 15.99144 21.13163 0.2252
At most 2 *** 0.392922 8.983789 14.26460 0.2876
At most 3 * 0.300615 6.436002 3.841465 0.0113

Source: own calculations

*(**) denotes rejection of the hypothesis at th#510 % (1%) level
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Table 4.5. shows that the research used Grangesalltgutest to analyze the causal
relationships among variables. Results of the itaptied that inflation caused a change in
interest rate. At the same time results implied B8®P caused a change in interest rate,
inflation and real economic growth, while intereste and economic growth had feedback

relationship and they influence each other. Thetationships are explained in the chart

below.

Table (5.4): Pair wise Granger Causality

Null Hypothesis Observations | F-test P-value
GDP does not Granger-Cause Growth 10 0.18512 0.70385
Growth does not Granger Cause GDP 1.16676 0.34211
INF does not Granger-Cause GDP 10 0.52892 0.6004
GDP does not Granger-Cause INF 0.51356 0.6097
INT does not Granger-Cause G 10 0.15238 0.0221
G does not Granger-Cause INT 0.24251 0.0436
INF does not Granger-Cause G 10 3.64336 0.3569
G does not Granger-Cause INF 1.53511 0.0234
INT does not Granger-Cause INF 10 2.13134 0.1521
INF does not Granger-Cause INT 6.99455 0.2166
INT does not Granger-Cause GDP 10 2.28240 0.1340
GDP does not Granger-Cause INT 1.91040 0.0462

Source: own calculations

Alpha (@) = 0.05
Decision rule: reject HO if P-value < 0.05.
lead-lag relationships of variables

A 4

GDP Interest rate

A

A 4

Real Growth rate

A 4

Inflation rate

Source: own drawing

Figure (5.1):Flow Chart for Granger Causality relationship

Table (5.5.A) Part A shows R square values of GIbRfation and interest rate there were
0.942, 0.386 and 0.492 respectively. From the s=jpa test, there is a relationship between
economic growth rate and GDP; there is a curreldtioaship and one lag relationship.
According to the test GDP had influenced growtte ratith coefficients 0.009662 and -
0.01059. T-test findings are: 12.77989 and -8.8328cording to regression test the interest

rate had impact on economic growth rate, coefficiend t-test were: -1.196347 and -
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3.575196. Also according to regression tests ioflahad impact on economic growth rate,
the results of coefficient and t-test were as f8)l@.323841 and 3.359709. Also according to
regression tests current GDP and lag GDP haveeiné&l on economic growth rate.

To make sure that there is no autocorrelation derbekedasticity phenomena among
variables | conducted Ljung-Box and ARCH effectn®&B indicated that regressions did not
reflex autocorrelation. At the same time accordmghe tests there is an ARCH effect which
implies that regression needed to adjust autorsigeesconditional heteroskedasticity.
GARCH tests showed that one lag of interest hagctdtl economic growth rate. ARCH tests
showed that all regressions had not P value whieans that all regressions had adjusted and
coefficients were more accurate to reflect realagion.

Table (5.5.A): The regression of growth rate (BhvGDP, (INT), and (INF)

Modd Intercep GDF GDP(1) GDP-2) GDP(-3) INT INT(-1) INF = == ARCH Effec
Coefficient 7.80685! 0.00966, ~0.0105¢ ~0.00041 0.00059 0.94; QSta 14.438 1 3.64022
1 ttes 4.886301 12.7798 85333, -0.352721 0.46393
pvalue 0.0000 0.000( 0.000( 0,729¢ 0.650+ pv 0.274 v 0.075
coefficien 18.9011 119347 ~0.151601 0.49: QSta 6.6657 1 361171
2 ttes 7.73932 3575191 ~0.55521
pvalue 0.000( 0.002. 0.586( pv 0.879 |V 0.049.
coefficien 5.460281 132384 0.38¢ QSta 731441 0.04926
3 ttes 2.822151 3.35970!
pvalue 0,011 0.003¢ pv 0.836 |-v 0.827(
coefficien 17.0380' 0.01070! -0.0133. 0.00291 ~0.00145! ~0.406861 ~0.253891 ~0.84494 0.96/ QSta 9.7422 1 0.04622
4 ttes 3.91168 7.46971, ~6.5597( 1.43299 ~0.98247 ~1.38248! ~1.02339 20113
pvalue 0.002¢ 0.000( 0.000. 0.182: 0.349( 0.196¢ 0.330; 0.072 pv 0.639 |-v 0.832

Source: own calculations
Table (5.5.B): after using GARCH (1, 1) to run tlegression of growth rate (G) with gross
domestic product GDP, interest rate (INT), andaitadin rate (INF)

Modd Intercep GDF GDP1) GDP-2) GDP(-3) INT INT(-1) INF == ARCH Effec
coefficien 7.80462 0.00965 ~0.01064- ~0.00039 0.0067 QSta 17.846 | 162726
1 ttes 11.2427 19.7427 ~15.8221. ~0.33540! 0.826661
pvalue 0.000( 0.000( 0.000( 0.737. 0.408+ pv 0.120 v 0.221¢
coefficien 21.2220 ~1.37643 ~0.34400. QSta 6.2102 | 0.20783
2 ttes 17.7706 -9.44860' 210133
pvalue 0.000( 0.000( 0.035( pv 0.905 |-v 0.654;
Coefficient 3.77592 1.70023 QSta 9.6093 |
3 ttes 2.66332 4.010231
pvalue 0.007, 0.000. pv 0.650 |-v
coefficien 16.9837. 0.01076 ~0.013401 0.00313 ~0.00169 ~0.36391, ~0.25734. ~0.84564 QSta 2.3659 1 2.869441
4 ttes 8.84760 5.81619 ~8.80488! 1.08007 113742 ~4.11050 ~0.93979 250481
pvalue 0.000( 0.000( 0.000( 0.280. 0.255¢ 0.000( 0.347. 0.012 pv 0.976 |-v 0.110¢

Source: own calculations
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Findings — Results:

The main objective of this thesis was to find dw& impact of inflation, interest rate and real
GDP on economic growth in Algeria. The thesis heedua set of econometric tools such as:
Granger Causality, Cointegration test, Unit rooR@H effect, Ljung-Box Q statistic, and
GARCH model. In order to get more precise resulttad to examine the relationships
between macroeconomic variables: real economic tic®DP, inflation and interest rate.
The results of cointegration tests were as folldwe aim of using cointegration test was to
find out whether variables had long term relatiopsiihe results showed that all of variables
had significant existence in cointegrated vectorar@er Causality analyzed the causal
relations between GDP, inflation, interest rate amal growth rate. The results imply that
GDP was influenced by interest rate and real grawath was influenced by inflation rate.
Also it was obvious that interest rate and realnecaic growth influence each other. This
research confirmed that interest rate and econgnuwth had interdependent lag and lead
relationship. Regression tested relations amongas and it found out that there are two
lags of inflation rates and also there is one lagDP. All of these lags have impact on
current interest rate. In conformity with all reggen tests variables did not have volatility or
spillover risk. Regression test proved that interase and inflation influence each other.
Results showed that GDP did not influence interatt and real economic growth did not
cause inflation. In spite of that interest rate agal economic growth had feedback relation.
The results are very close to Mundell theory wiselys that interest rate did not have the
same pace with inflation rate.

This research showed that real economic growthiatelest are influence each other and
have lag and lead relationship. Regression testwesh that one and two lag of inflation rate
had impacted the current interest rate and oneofa@DP also had impacted the current
interest rate. All regressions proved that ARCHeeffexistence where some of the tested
variables did not have volatility or spillover rigkiring the GARCH test.

In spite of that regression tests showed thattinftaand interest rate influence each other.

One or two lag of inflation rates had strong impactinterest rate development.
Conclusion:

A lot of macroeconomic theories have attemptedxfdagn the relationship between interest
rate, GDP, inflation and economic growth. According-isher (1930), interest rate changes

in proportion to changing of expected inflation. iiell (1963) deduced that nominal interest

rate has not any relationship with inflation. Thiesis concentrated on the effect of these
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variables in Algerian economy over the period 2@)@010. The result showed that interest
rate and real economic growth influence each adiner have lag and lead relationship. The
regression tests showed that one and two lag laitiorh rate and one lag of GDP impact the
current interest rate. The fluctuation of intemagé leads to change in economic growth rates.
It is needed to say that the Algerian economy wlved in global economy and in many
case it is strongly affected by global economy.t same time Algerian economy is
strongly influenced by regional socio-political ests mainly during the recent years. At the
same time Algerian economy has achieved good semegfarding economic growth due to a
number of key reforms, which have been implemenbgdthe Algerian government.

Algerian economy still faces a major threat frorargay inflation.

Recommendations:

The government should embark on reforms that wihnge the economic structure in
Algeria. There is a need for government to exerl@se control on the economy and should
ensure that the political climate is conducive iforestment both by Algerians and foreign
investors. The banking and financial services seeith need to be reformed to allow for
more liberalization and encourage more Algeriangage formal financial services. Political
stability is a key factor in enhancing economicvgitt The effects of the Arab Spring are yet
to be completely resolved and this has continuetiux the Algerian economy. Moving
forward, the government of Algeria should provigewity and stability for the investors.
More than that, the government should exerciseoredsde control and should not hurt

investors with punitive licenses as the case haa bethe past.
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