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Abstract: The article, is trying to capture the way difference between active and passive interest rates
influence macroeconomic sustainable development in a country. However the theory is limited on this area
and the author is intending to merge practical aspects with conceptual terms.

The role of banks in an economy is very important, as all inflows and outflows are done through fi-
nancial institutions. Bank sustainability is the area of study and practice that captures the contribution
of banks in sustainable development of a country. Banking instruments are the means by which banks are
present and act in the economy. Banking techniques are the mechanisms of banking instruments. The most
important banking instruments are the loans and the deposits. So banks take deposits from different entities
and use them as resource to finance other entities. A bank is considered contributing to sustainable devel-
opment, if lending divisions allocates resources to investments that bring long-term welfare to the commu-
nity not only for today people, but for future generations. Therefore, we can establish a correlation between
banking sustainability and sustainable development through the evolution of banking instruments.

Looking to detail, bank sustainability is highly affected by the local macroeconomic issues, but also
from global influences.
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rate.
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Motivation

The challenge of banking sustainability
is very suggestive described in the compa-
ny’s vision of Triodos Bank, one of the bank
that is exclusively dedicated to sustainable
development, which is done beyond the de-
clarative attitude - often visible within ma-
jority of the other banks. One of the Board
members says: “Triodos Bank promotes the
dignity of human and environmental con-
servation focusing on people’s quality of life.
The key to success is responsible attitude to
business, transparency and conscientious
use of money. Triodos Bank offers banking
sustainability through products and services
that directly promotes sustainable develop-
ment. This in turn creates a society that en-
joys a better quality of life. “

The study of sustainability in banking
can include specific issues or the classical
ones:

» Differential between the active and
passive interest rate. As this difference is
smaller, the more transparent the contribu-
tion of banks in sustainable development of
economy is;

» Relationship between short-term fi-
nancing and long-term financing;

» Relationship between lending in local
currency and in foreign currency

» Risk management;

» Financing green project

The intention of the author is to reveal
the magnitude of the impact at macroeco-
nomic and microeconomic level of the in-
terest rate differential between loans and
deposits.

The concept of “the difference between
active and passive interest”, using the most

simple definition is the expression of the
balance of the interest rate charged by bank
for the interest rate on investments and the
interest rate paid by the bank for the funds
attracted.

But, with the purpose to capture the
essence and also in order to ease the under-
standing of the importance of the diversified
effects in an economy generated by the dif-
ference between active and passive interest
rate, we have to identify the components of
our indicator.

The beginning of the analyze, is to get
a bird eye overview of the mechanism be-
hind the concept. Thus, banks receive inter-
est revenues from customers and pay interest
expense also to customers. If ignoring com-
missions, the net result is the operational
profit margin. Furthermore the bank need
to cover the risks costs (credit risk, currency
risk, interest rate risk) and administration
cost resulting the net profit. The sustainabil-
ity issue appears in the situation where the
bottom line, i.e. net profit, is excessive high,
compared with the return in other sectors of
economy. This is due to the fact that the inter-
est revenues are high, while the interest ex-
pense is too low, meaning that the banking
sector in such economy has a monopolistic
position on both sides lending and deposit-
ing. This is an anomaly of the banking system
and in the long run, such an unbalance will
not bring sustainable development.

Why this happened? How is possible
that banks have interest revenues so high?
Who is bearing this? Why the banks of-
fer so small compensation for the resource
attracted?

The way to get inside this deviation is
to identify the elements that compose the
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differential between the active and passive
interest.

As already mentioned, interest reve-
nues need to cover the cost with deposits and
to ensure a profit after deducting adminis-
trative expenses. But the mechanism inside
the banks is done through a treasury depart-
ment which perceives a cost to lending and
is paying revenue for the resources attracted.
The instrument which is behind this process
is the banking transfer price instrument. In
theory, transfer price is often met as a fiscal
tool. The role in the banking area is more so-
phisticated and the transfer price used is es-
tablished through internal bank policies. The
reason is related to the fact that the banking
internal transfer price behave in a certain way
depending on specific features of each bank.

Characteristics of the transfer price in-
strument are:

»The transfer price is the key tool
which is determinant in computing the prof-
itability of each business entity, or a product
in a bank;

» The transfer price is governed by rules,
procedures and internal policies. Particularly
for banking sector each bank has specific reg-
ulations for calculating the transfer price;

»The transfer price is made up of a
number of components which can be di-
vided into a fixed (given and unchangeable
subcomponents) and respectively in variable
components;

So, the difference between active and
passive interest rate is dependent on interest
rate and on transfer price. Furthermore those
core elements are dependent on other factors
of influences. As it will be described each

influence will create an additional cost/incen-
tive on interest rate determining the level of
the differential.

Factors of influence

The differential between active and pas-
sive interest rate, is influenced by a complex-
ity of elements, but the major category is to
split them in: macroeconomic factors and in-
ternal factors.

Macroeconomic factors could be fis-
cal policy or monetary policy. With regard
the banking sector, monetary policy weight
more than other macroeconomic factors of
influence.

Monetary policy depends on: inflation,
reference interest rate and the mandatory
minimum reserve requirements.

Influence from inflation. The higher
the inflation rate is, the more difficult is to
control the market expectation and in con-
sequence the banks are forced to include in
their interest rate components a risk margin
to cover the losses from inflation.

Influence from reference interest rate.
Reference interest rate is the interest rate of
a country monetary policy which is deter-
mined by decision of the Board of Directors
of the Central Bank, in Romania the decision
is taken by the National Bank of Romania.
In a relative stabilized economy, key inter-
est rate is meant to stimulate the economic
growth and the community welfare.

The role of the reference rate is reflect-
ed in the formation of the base rate, as it is
the starting point in construction of a level of
interest rate, which in fact can be EURIBOR,
LIBOR or ROBOR.
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Reference rate creates a double impact:

> firstly, direct impact on the resultant
of the differential between the active and pas-
sive interest rate;

»on the other hand creates a preference
on foreign currency lending, which conse-
quently brings negative effects on the nation-
al currency. This impact is found also in the
differential between the active and passive in
the sense that, if maintained at a high level
allows commercial banks to benefit from a
wide range of market manipulation tools in
establishing the interest rate. From recent-
ly banking practice, if looking at Romanian
market, in order to maintain the profitability

as high as possible or for covering the provi-
sion for bad loans, banks are keen to benefit
from a high level of reference rate.

In conclusion, this factor represents
one of the given and unchangeable element
which is part of interest rates composition.
In our country even if the last years prove a
downtrend for these indicators, if compared
to the region, remains at a high level.

In the chart below is presented the evo-
lution of the interest rate differential between
the rates of reference name in RON com-
pared to rates in EUR
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Influence from minimum reserves re-
quirements. As defined by the Central banks
minimal reserve requirements (MRR) is the
amounts blocked at the national bank ac-
counts of the commercial banks in a certain
quota, on hand of credit institutions in do-
mestic and foreign currency, with the very
clear purpose of limiting uncontrolled bank
expansion activity. The National Bank of
Romania states that, “MRR function is the
main mechanism of monetary control (which
is closely correlated with the liquidity man-
agement by the central bank) and the sta-
bilization of interest rates on the interbank

market. The major role of reserve require-
ments in foreign currency is to mitigate for-
eign currency credit expansion “.

Thus, the minimum reserves become
placement in central bank accounts remuner-
ated with a low interest.

Those resources are locking legal re-
serve requirements are part of a bank’s to-
tal market funds raised from clients that are
gathered for a cost supported by the bank, as
interest expense. To pay this cost commer-
cial bank must make investments with the
remaining available funds after part of the
resource is in MRR accounts which need to
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ensure a return to cover the cost of attracted
resource. So, indirectly this creates an ad-
ditional pressure on customers interest rate
that is translates into a possible increase of
the differential between the active and pas-
sive interest rate.

For the purpose of profitability, banks
use MRR as another reason to keep the lend-
ing interest rate up, while the deposit rate is
low, which conduct to a difference between
them unreasonable high, neglecting the effect
on created on the other sector of activity or
the entire community.

Internal factors. The most significant
contribution is the transfer price as a link be-
tween the mother company and the subsid-
iary of the parent company.

The transfer price is the instrument by
which these revenues are transferred to the
parent bank. This is nothing unusual, as
are common rules of the market economy.
Imbalance lies in when the subsidiaries are
pushed for huge profits, in detriment of the
pressure on customers that need to bear im-
portant financing cost.

In every bank, transfer pricing decisions
are taken by the Committee dealing with
asset and liability management, met name
ALCO (Assets and Liabilities Committee)

The transfer price is determined by
management policies as follows:

» For private banks with foreign capital
contribution, transfer price is established by
the parent company;

»For private banks with private and
state owned capital, by headquarters.

The core in-house analysis of profitabil-
ity is done through transfer price computa-
tion. The internal workflow considers the
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profitability per each type of product, classi-
fied function of currency, volumes, terms and
also on destination retail or corporate. The
logic is different in case of loans compared
with deposits. Lending represents a division
and deposit another division. Treasury is the
matching entity. Transfer price is deducted
from interest revenue to compute a profit
margin. Furthermore Treasury receives rev-
enue from lending division while deposits
receive revenues as providers of resource.

This is how it works a standard banking
mechanism, but can help understanding the
source of the pressure on the customers.

Divisions fight for their operating prof-
it margins, and in case the mother company
associated with the contextual influences set
high level of transfer rate, than the solution is
to push on interest rate, up for lending, down
for deposits.

So the pressure creates pressure.
Executive managers of the banks to safe-
guard their positions and bonuses are under
pressure to bring profit and so they induce
pressure in the market. Therefore, the trans-
fer price play an important role, is the instru-
ment of the banks to take decision, and at the
end to determine the difference between ac-
tive and passive interest rate.

The transfer price is composed of fixed
elements and of variable elements. The fixed
elements are that one given by the regula-
tors. Also transfer price differ if computed
for loans and if computed for deposits. There
are also common elements for both deposits
and loans.

The first component is the BOR rates
which is the base for loans and for deposits.
This rate is classified depending on the cur-
rency and on the term of the instrument.

Cost with MRR is another fixed element
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of transfer price. This has been explained
already.

Another fixed component of transfer
price given by the regulator is the cost re-
lated to the guarantee fund. This component
appears with the role of cost, meaning that
transfer income diminishes. It is calculated as
a percentage of the average volume of depos-
its recorded at the end of previous year.

Cost with cash in ATM or respective-
ly the other cash that exists in an economy
is also a fix component. Basically the logic
behind is that cost is the same as for MRR
cost. The cash comes from various resources
which bear interest expense, that need to be
cover by the revenues from lending interest
rate.

Above all of fixed elements comes the
contribution from variable elements.

The first one to mention is the country
risk. This represents an additional cost con-
trolled by the bank Head Office, which en-
compass an abstract vision of the bank which
has foreign investment in an oversees coun-
try. This cost contains a very subjective ap-
proach to the mechanism of the transfer price
policy of a bank. A short example can clari-
ty this. A bank owned by Greece has a sub-
sidiary in Romania. There is no comparison
between those two countries in terms of mac-
roeconomic stability, monetary policy, exter-
nal debt, constant GDP growth. But the Head
Office from Greece includes in the transfer
pricing computation a cost related to country
risk.

The cost of procurement of currency
other than the EUR and local one, like for
example CHF, involves an additional cost
justified by the transactions to purchase that
currency through a SWAP. This component

varies depending on the liquidity of the mar-
ket. Most frequent is called the “SWAP cost
basis”.

Finally the spread which isjustifying the
profitability as the core purpose comes with
an additional cost. This is highly variable and
dependent on the market conditions whether
the bank intends to gain market share or not.

All in all, not claiming that the exposure
is exhaustive those are the major elements
of impact in constructing the interest rate.
The mechanism described is the same in any
bank.

Conclusions

The differential between the active and
passive interest rate is a consequence of how a
banking system maturity degree is driven by
the monetary policy instruments. However,
the general economic context through the
rest of economic policies (fiscal, budgetary,
the labor market etc.) is also a contributor
to the evolution of the active and passive
differential.

Simple information regarding this dif-
ferential is not sufficient to conclude whether
or not banks promote sustainable develop-
ment. Why? The reason could be that this in-
dicator is only related to operational profit.
In order to find a rate of return of bank, there
must be considered the provisioning expens-
es and all the other administrative expenses.

In the table below it is visible the evolu-
tion of the differential, which is in a down-
trend up to 2013, but re-launched in 2014, so
the concern of this study is still an issue.
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Currency RON 2010 2011 2012 2013 2014

Average interest rate for deposits retail 6.80% | 6.10% [ 5.64% | 4.83% | 2.40%
Average interest for consumer loans retail | 20.90% | 17.75% | 15.80% [ 13.95% | 12.37%
Interest rate differential 14.10% | 11.65% | 10.16% | 9.12% | 9.97%

Source: Own computations

Is it possible to have a sustainable de-
velopment in a country where the profit is
concentrate in a one single sector?

If this induces a net profit rate of return
than the average from the other sectors of
economy, it means that interest rate differ-
ential is high and the revenues collected by
the bank creates a polarization of profit with-
in the banking domain within an economy.
Taking the analysis further, this creates an
imbalance with the other sectors by dimin-
ishing the capacity of the real economy to
expand because they do not have financial
power or ability to generate profit.

Two important conclusions can be
drawn:

»The first conclusion is that in a free
market, it is difficult to impose a maximum
limits for interest charged by banks and if
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