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Abstract

The stock market and interest rate are the main factors to access economic growth in any
country. The effects of interest rate on stock market provide feedback for economic policy
makers in monitoring policies, risk management methods, valuation of securities, and state
policies in financial markets. According to importance of this subject, in this research,
we studied the response of active firms’ value in different industries of Tehran Stock
Market to interest rate shocks using time varying parameter method with augmented vector
autoregressive factors (TVP-FAVAR) and seasonal data during 2011-2018. The results
show the dynamic effects of interest rate on firms’ value in selected industries and different
mechanism of interest rate effects due to institutional factors of active firms in any industry.
This result indicates the importance applying the possibility of changes in parameters of
model. Base on the results obtained, the effects of changes in interest rate over time is
different and it is not possible to declare absolutely on positive or negative effect of interest
rate on firms’ value, because of interest rate is a variable that has close relationship with
macro variables, which causes by influencing other macro variables, it’s effects on stock
market and specially on performance of active firms in this market has been fluctuated and
be accompanied by different responses over time.
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1. Introduction

The interest rate as a strong control instrument acts in management and administration of
market, which is determined by interaction of demand and supply of money in developed
countries, while due to lack of efficient structures such as developed financial markets,
determined by order and taking into account inflation and supporting certain economic
sectors in developing countries such as Iran. For example, the Iranian financial system has

been faced with many restrictions such as ordering interest rate during last decades.

In Iranian economy, increasing in dependence of economic system to money and
banking system induces the strong effect of interest rate on investment and consequently
on other macroeconomic variables. In this regard, the stock market is one of the markets
that has faster reaction to changes in interest rate. This evidence shows the importance of

study about the effect of changes in interest rate on firms’ value in stock market.

Generally, the answer to this question that why is the response of capital market and,
especially stock market and institutional variables in this market to changes in interest rate,
is one the subjects that can provide useful knowledge about policy making in investment
and financial markets for policy makers. In this paper, we investigate the response of active

firms’ value in Tehran Stock Market to changes in interest rate.

2. Materials and Methods

The firm value shows the ability of management team in asset managing. The main purpose
of stock company is increasing in firm value, due to firm value is considered as the main
factor for shareholders welfare and owners, and increasing in firm value add to shareholders

welfare and owners (Handayani et al., 2022).

Identifying and analyzing the effective factors on firm value, enables company mangers
to understand and recognize the effective factors on company performance. Identifying the
main factors is a creative process based on trial and error, due to the effective factors on
firm value be possible different according to strategy and structure of a company, and

environment in which company operates (Copeland et.al. 1994).

Changes in interest rate can influence the firm value in different ways. In this paper, we
used discounted cash flow model and Tobin’s Q as a measure of firms’ value. We used
TVP-FAVAR model and growth of firm value (RQ), growth of domestic variables of
industry (RIVI), growth of liquidity (RM), real interest rate (R), growth of government
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spending (RG), growth of real exchange rate (REX), growth of GDP (RGDP), and inflation
rate (INF) as macro variables in the empirical model. The general form of model is as

follows:

Xig = Afi,tfi,t + 5 eye + it
Uie~N (0, v )

By adding i state relation, the complete space-state model is as follows:

fit) (fi t—1) (fi t—P)
4 = B g + o+ B g + (9
(}’t PRI\ Yeoq YRR\ ye_p bt

Ei,t"‘N(O' Qi,t)

In this equation, the model coefficients and loading factors follow a random walk

process as follows:
Aie = Aie—1+ Vie
Bit = Bit-1+ it

In this paper, the results of response analysis are presented using two lags in variables.
Also, we describe the effects of changes in interest rate on firm value in selected industries
using one standard deviation in interest rate shock. In addition, the three dimensions of

graphs are used for presenting the results in different time.

In this paper, we used the six industries including materials and drug products, cement,
lime and plaster, automobile and parts manufacturing, basic metals, chemical products, and
food and beverage products with 96 active companies in mentioned industries. In addition,
we used seasonal data for the period of 2010-2018 and variables including growth of firm
value (RQ), growth of domestic variables of industry (RIVI), growth of liquidity (RM),
real interest rate (R), growth of government spending (RG), growth of real exchange rate

(REX), growth of GDP (RGDP), and inflation rate (INF).

3. Discussion

In this paper, we studied the response of firm value to interest rate shocks. The results
indicate that response of firm value in stock market to interest rate shocks are dependent to

economic conditions and implemented monetary and fiscal policies in different years. In
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addition, the structure of active companies in any industry is determinant factor in response

of firm value to changes in interest rate over time.

As literature showed that performance variables in capital market is sensitive to changes
in interest rate and the response of these variables is different in time, the results of this

paper coincide the literature.

On the based obtained results, interest rate is determinant factor in stock market. This
result indicate that monetary authorities can influence the stock market variables by using
monetary policies. Monetary policies affect interest rate and changes in interest rate cause
the investment cost of active companies in stock market and generate the investors’
expectations towards to the profitability of companies, consequently changes in price and
firm value in any industry. However, central banks deny the intention to influence the stock
market, but monetary policies are applied by central banks affect interest rate that has

considerable effects on stock market and firm value.

4. Conclusion

The results of this paper indicate the changes in interest rate have different effects on firm
value in selected industries over time. The internal and external factors that affected firm
activity influence the effects on interest rate on firm value. Therefore, we conclude that
changes in interest rate are determinant factor on performance variables in different
industries of stock market. In the current condition, due to status of monetary variables in
country, especially inflation, there are serious debates in control of inflation using increase
in interest rate. But, an increase in interest rate in current condition of the country generate
the destructive effects on performance variables of active companies in stock market and
intensifies the recession status in economy. So, in current condition that companies are
faced with high cost of product and decreasing profit, the optimal economic policy is

avoiding more fluctuations in interest rate, especially nominal interest rate.
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Fig. 3. The instantaneous reaction of the value of companies active in the automobile and parts
manufacturing industry to the impulse of the interest rate (source: research findings).
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Fig. 4. The instantaneous reaction of the value of companies active in the cement, lime and
plaster industry to the impulse of the interest rate (source: research findings).
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Fig. 5. The immediate reaction of the value of companies active in the food and beverage
industry to interest rate impulses (source: research findings).

6'19); UYy.m 9 5‘90 Cariwo £-Y-€

aols gl (sl 0auiS yygual 4 1y om0 F9 BIS & (g9)ld GV guase g 3lge Caiuo i)l Funly & S
Lly iy dorgi L g A0S (blad pg> 593 )3 (o590 Bk plad 53 (S8 SIS ) o el ol (sbsS
Sglite 0 )0 £ BS & dbgyye Caxio (5] STy (e Sl 0e)d 9 (3STy £95 98 SLuaiBl Sl
GOS890 (sluml j3 60 75 BT AVAF(F)-IFAQ(Y) 5 WA= IVAY sla Jlo ) aS g )sboay (ol 034
ol &S Colas pl b el oad o9yl Y sase g 3lge G i)l e (4,105 51 ey (pod 5)90)
85L 53 Lol cous abgypo Camio )] ke ST el 090 S5 L VWA=V gla Sl jo ke <l
ol Gl Jb cpe pd g Canl adls deldl 093 Fylaa by ya5 0 00 &5 BT Lo I3 IVAF(V)-VYAD(Y) Slo
ol 0390 by Jlo il yidy 50 e il )

Caxio (o3l 51 0y00 F 5 AT Cuto (6135 31 1yl WWAS-ITAY 6 AT -ITAY el L jo e
s Jle 1 i Colpeds WA=V sl Jlu pd Cate @l cpl (5B 0k ¢ ol oalidl 5T cons o
b > cawl atily asldl 090 i Ly 485 0 40 5 AT Cue @l 3l a8 ¢ jobdy fcanl 039y VFAV-VTAS
plas ) o Jlaplle . wl ooy L (g8 iiSTlg o0 &y ST ds joSio Caio 53, YFA0-IYAY
ol 04 1,80 youo Cuaww 4 Slolily 3 0500 758 BT O3l w3590 sla Jlo



IFY Yo 5O Bylails (o—23ilgd Jl—w

[Quarterly Journal of Applied Economis Studies, Iran (AES)

1306 jau7 2

sasl :38b) om0 5 BS 2910 Y gmame g 3go Cario jd Jlad (LS )i (W35, ST i1y N IS
(i3

Fig. 6. The immediate reaction of the value of companies active in the pharmaceutical industry
to the impulse of the interest rate (source: research findings).
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Fig. 7. The instantaneous reaction of the value of companies active in the basic metals industry
to the impulse of the interest rate (source: research findings).
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Figure 8. The instantaneous reaction of the value of companies active in the chemical products
industry to the impulse of the interest rate (source: research findings).
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Table 6. Summary of the results of investigating the effects of interest rate impulses on the
value of industries
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