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CHAPTER - ONE
INTRODUCTION

1.1  General Background of the Study

Government has now initiated various economic policies like industrial policy, foreign
investment policy, privatization policy and trade policy emphasizing on economic
liberalization for the economic growth and development. Capital is considered as the
most important and as the life-blood of the business to foster. Capital formation and its
proper utilization are essential for economic development of any country. In such context,
the financia institution plays a vital role in economic development of a country. They act
an intermediary between the surplus units and deficit units. It pools the funds scattered in
the economy and mobilization them to productive sector. Financial system contains tow
components viz.; depository financia institution and non-depository financia institution.
Commercia Banks and financial companies in Nepalese context are the examples of
depository financial institution whereas Employee Providence Fund, Development Banks,
Insurance Companies etc. are the examples of non-depository financial institution. As a
depository financia institution, Commercial Banks accept deposits from customers in
different form by providing interest and lend loan and advances to other customers who

have cash shortage for investment and other usage by charging interest.

The history of banking in Nepa is not so long. It was started in 1994 B.S. after the
establishment of Nepal Bank Limited. Before the establishment of this bank, people use
to fulfill their needs from goldsmiths and moneylenders known as 'Sahu Mahajan'. Later
on in 1933 B.S. Prime Minister Ranodip Singh established Tejarath Adda from where
loans are disbursed against bullion but did not collect deposit from public. In 2013, Nepal
Rastra Bank was established under Nepal Rastra Bank Act 2012 as a central bank of
Nepal. It formulates monitory and fiscal policies to strengthen and develop financial
system. Rastriya Banijya Bank and Agriculture Development Bank were established in
2022 B.S. and 2024 B.S. respectively to serve the public needs. After the restoration of
democracy in 2046 B.S. and liberalization policy of financial sector adopted by
government, financial sector has made a hallmark progress both in terms of the number of

financia institutions and beneficiaries of financial services.



Commercial Banks are one of the major components in the financial system. They work
as intermediary between depositors and lenders and facilitate in overall development of
the economy, with major thrust in industrial development. Commercial bank came into
existence mainly with the objectives of collecting the idle funds, mobilizing them into

productive sector and causing and overall economic devel opment.

The commercia banks are the heart of the economic system. They hold the deposits of
million of persons, government and business units. It exchanges money, accepts deposits,
grants loan and operates commercial transaction. They make funds available through their
lending and investing activities to borrowers, individuals, business firms and government.
Thus, their task is to provide a collecting point for saving or relatively small average
amount from large number of individual sources and invites them into a productive and
needed sector of the country, so as to develop the nation. In the developing country like
Nepal, there is always lack of financial resources not only because of it's real absence but
because of the available resources are not properly mobilized and are not fully utilized for
productive purpose, in this course the commercial banks are financial institute rather than

banking institute.

The act of saving and lending, borrowing and investing are intimately linked through the
financial system. '‘And one factor that significantly influences and ties all of them together
isthe rate of interest. The rate of interest is the price a borrower must pay to secure scarce
loanable funds from alender for an agreed upon period. It is the price of credit, but unlike
other prices in the economy, the rate of interest is really a ratio of two quantities: the
money cost of borrowing divided by the amount of money actually borrowed, usualy

expressed on an annual percentage basis.

"Interest rates send price signals to borrowers, lenders, savers, and investors. For
example, higher interest rates generally bring forth a greater volume of savings and
stimulate the lending of funds. Lower rates of interest, on the other hand, tend to dampen
the flow of savings and reduce lending activity. Higher interest rates tend to reduce the
volume of borrowing and capital investment and lower rates stimulate borrowing and
investment spending” (Rose, 2003 : 98)



1.1.1 Functionsand Performances of Commercial Banks

The performances of commercial banks are broader in scope, size and magnitudes.
Commercial Banks are one of the major financial intermediaries whose primary function
is the transfer of monetary resources from the savers to the users. The transfers are made
at certain prices and conditions governed by the broad policy parameters stipulated by the
central bank authorities. The spread between the prices received by the banks on the
funds lent and the prices paid by them on the funds mobilized is one of the crucial factors
which determine the viability of banking operations. The functions of commercial banks
are asfollows:

Primary Functions
The primary function of commercia banks are given below:
FigureNo. 1.1

Primary Function of Commercial Bank

Primary Functions

Y

' \ }

Accepting Deposits|| Providing L oans Investments
Demand deposit Loans & Advances Purchase securities
Saving deposit Overdraft Investing shares
Time deposit Cash and credit Purchase government securities
Discounting loans

Accepting Deposit
Commercial banks accept deposits from individuals, partnership firms and corporations
and also from center government and local governments. It is the most important function
of the commercia bank. Different types of deposit accepted by commercid banks are asfollows:
1) Current or demand deposit: Demand deposits, often referred to as "Checking
accounts' are essentially working balances that individuals, businesses, financial
institutions, and governmental units use to make payments when they need cash
by drawing cheque without prior invest and no interest is offered in this account.
(i) Saving deposit: Saving deposits generally are in small amount. They bear a
relatively low interest rate but may be withdrawn by the depositor with no notice.
(iii)  Fixed or time deposit: Time deposits carry afixed maturity; a penalty is charged
for early withdrawal. Thistype of deposit usualy offers the highest interest rates a



bank can pay. However the depositor can take loan from the bank against the
security of fixed deposit receipt. The fixed deposit in Nepa is of 3 months,
6months, 1 year, 2 years, and above.

(iv)  Margin deposits. These are deposits use as margin on lending.

(V) Call deposits: These deposits that are called on short notice. It is also known as

money at call and short notice.

Providing L oans

The second important function of a is to provide different types of loans. The principal
business of commercial banks is to make loans to qualified borrowers. The Commercial
bank earns profit by giving the amounts deposited with it in the form of loans. Bank loans
may be classified as. (d) Loans and advances, (b) Overdraft, (c) Cash credit, (d)
discounting of a bills and so on. Loans and advances are major component of bank's
lending portfolio. There are mostly commercial loans that are secured and constitute main
sources of bank's assets. The excess loan taken more than deposit balance is overdraft.
The credit taken for a short period of overnight is cash credit. Banks discount the bills on
the basis of providing exports credit using the documents like bill of lending and other
supporting documents. Loan may also be provided on the security banking of fixed time

deposits certificates.

The bank charges interest on loans, which are usualy higher than those offered on other
deposits. Since the banks in Nepal are now free to fix interest rates, the rate of interest on
both deposits and loans various from bank to bank. As of mid-July 1999, bank charge
13.50-16.50 interest rates on different types of loans and these have been change to range
of 10-16 percent in 2003. Similarly, these have been change to a range of 6.5 to 16
percent in the mid-July 2009.

I nvestments

Commercial banks also extend credit when they purchase securities' and his category of
assets may be especially attractive when loan demand is slack, as a way employing
loanable funds. A very high percentage of these securities represent the obligations of
governmental units. The reminder is corporate notes and bonds. Nepalese commercial
banks have invested on shares and debentures of Nepal insurance and Transport
Company, National Insurance Company, Nepa Oil Corporation, Credit Guarantee

Corporation, Agricultural Projects Services Center, Rural Development banks and so on.



Secondary Functions

The functions other than main functions performed by commercia bank are called

secondary functions. These are partly non-fund and service-based income. The secondary

functions are as follows:

@) Safety of the valuable goods - loans are given on the safety of the valuable goods
pledged as security for loan.

(i) Issue credit instrument - provided other financial services like issue of credit
instruments to encourage further transaction of commercial banks.

(i)  Dealing of foreign exchange - Allowed undertake in foreign exchange transactions
as asource of income for the commercial banks.

(iv)  Economic information and statistics - developed necessary information and the
bank statistics to inform the public about the operations and financial position of
the banks.

(V) Works as referee - provided needed information if some one to take advice on the
borrowers or clients having business with banks.

(vi) Issue of guarantee - provided guarantee as a contingent liability to encourage
foreign business of import and export.

(vii)  Government transactions - helping the government in times of need to meet fiscal
deficits.

1.1.2 History of Interest Ratein Nepal

In the context of Nepal, interest rate is regulated by the central bank during the early stage
of financial market development taking the period from 1955 to 1965. But, the country's
central bank namely Nepal Rastra Bank gradually began to liberalize the determination of
interest rate on a phase-wise basis according to compatibility of the banks and the

financia institutions that have developed in the country.

The central bank is a sole and whole institution authorized to determine interest rate as
per NRB act for a large number of years. There are full discretion NRB in determining
interest rate structure of banks and financial institutions taking from the period 1960 to
1975. NRB is empowered in the fixation of interest, which commercial banks and
financial institutions have to follow athough they can provide higher rates after fulfilling
the minimum interest rate set by Nepal Rastra Bank. In 1986, financial institutions got

freedom in fixing their interest rates in their deposits and loans. In addition there was



aso, limitation on the interest rate amounts the different loans on provided for the
productive and priority and full deprived sector. On August 22, 1992, Nepal Rastra Bank
issued some directives to commercial Banks and financia institutions to clearly spell out
the interest rate policy encouraging competition in interest rate. NRB also instructed to
limit their interest rate spread on deposit and credit at 6 percent within the mid- Dec 1993.
A further instruction to banks and financial institutions was issued in 2002 and now the
interest rate spread requires to be maintain by commercia banks and financial institutions

has a so been removed.

The interest rate regime in Nepal ese Perspective change from rigid control and monopoly
of NRB from 1960-1980 to that of ultimate deregulation of interest rate and removal of
spread from 1986 to 2002. At present there is complete freedom to have competitive
interest rate. However, NRB with change in monetary policy has given directives to the
commercia banks and financia institutions to maintain balance in determination of
interest rate on deposit and loan. The enactment of the Umbrella Act, putting all financial
institution under the same directives has directed banks and financial institutions t o

minimize the spread between interest rate on deposit and loan.

1.1.3 Brief Profile of Sample
Out of 25 Commercial Banks, only five banks are takers out as sample. Brief profile of
these sample banks under study provides easy references to do research smoothly. They

aeasfollows

0] Nabil Bank Limited (NABIL)

Nabil Bank Limited, the first foreign joint venture bank of Nepal, established in July 1984
AD under the company Act 1964 and started its operations from that. The initial foreign
partner handed its shares to Emirates Bank Limited and now its shares transferred to
National Bank Ltd. (Bangladesh). In January 1, 2002, the bank was renamed as Nabil
Bank Limited. Previoudy, it was named as Nepa Arab Bank Limited. Nabil was
incorporated with the objective of extending international standard modern banking
services to various sectors of the society. Pursuing its objective, Nabil provides a full
range of commercia banking services through its 19 points of representation across the
Kingdom and over 170 reputed correspondent banks across the globe. The major
shareholders of this bank are:



National Bank Ltd. (Bangladesh)  50%
Financia Institution 20%
General Public " 30%
NABIL, as a pioneer in introducing many innovative products and marketing concepts in
the domestic banking sector, represents a milestone in the banking history of Nepal as it
started an era of modem banking with customer satisfaction measured as a focal objective

while doing business.

(i) Investment Limited (NIBL)

Nepa Investment Bank Limited, one of the leading commercial banks of Nepal,
previously Nepal Indosuez Bank Ltd., was established in 1986 as a joint venture between
Nepalese and French partners. The French partner, holding 50% of the capital of NIBL,

was Credit Agricole Indosuez, a subsidiary of one the largest banking group in the world.

With the decision of Credit Agricole Indosuez to divest, a group of companies comprising
of bankers, professionas, industrialists and businessmen, has acquired on April 2002 the
50 percent shareholding of Credit Agricole Indosuez in Nepal Indosuez Bank Ltd. Since,
it sold its entire stake to Nepalese Promoters. The bank is renamed as Nepal Investment
Bank Limited. It has following shareholding structure.

e A group of companies holding 50 percent of the capital.

e RashriyaBanijya- Bank holding 15 percent of the capital.

e Rashtriya Beema Sansthan holding the same percentage.

e Theremaining 20 percent being held by the General Public,

(i)  Standard Charter Bank Nepal Limited

Standard Chartered Bank Nepal Limited formerly known as Nepa Grindlays Bank
Limited has been in operation in Nepal since 1987. Theinitial foreign partner of this bank
was ANZ grindlays Bank. An integral part of the only international banking group
currently operating in Nepal, the bank enjoys an impeccable reputation of a leading
financial ingtitution in the country. Currently the major shareholders are:

e Standard Chartered Grindlays Bank (England) 50%

e Nepa Bank Limited 33%

e Genera Public 17%



The global network of SCBNL gives the bank, the unique opportunity to provide truly
international banking in Nepal. Also, the Bank has been the pioneer in introducing
"customer focused' products and services in the country and aspires to continue to be a

leader in introducing new products in delivering superior services.

(iv)  Himalaya Bank Limited (HBL)

Himalayan Bank was established in 1993 in joint venture with Himalayan Bank Limited
of Pakistan. It is first joint venture bank with maority of Nepalese shareholders. This
bank has been adopting innovative and latest banking technology. Despite the cut-throat
competition in the Nepal ese Banking sector, Himalayan Bank has been able to maintain a

lead in the primary banking activities Loans and Deposits. The major shareholders are as

follows:

e Nepalese Promoters 51%
e Habib Bank (Pakistan) 20%
e Employees provident Fund 14%
e General Public 15%

Himalayan Bank is committed to bea"BANK WITH A DIFFERENCE".

(V) Nepal SBI Bank

Nepal SBI Bank Ltd (NSBIBL) isthe first Indo-Nepal joint venture in the financial sector
sponsored by three institutional promoters, namely state Bank of India, Employees
provident fund and Agricultural Development Bank of Nepal through a Memorandum of
Understanding signed on 17" July 1992. NSBL was established on 7" July 1993 with an
authorized capital of Rs. 12 crore and commenced operation with one full-fledged office
at Durbar Marg, Kathtnandu with 18 staff members. The staff strength has since increased
to 174, The authorized, and issued capital have been increased to Rs. 100 crore and Rs. 65
crore respectively, while the paid-up capital stands at Rs. 64,78 crore. The shareholding
structures of this bank are as follows:

e 'State Bank of .India 50%
e Employees Provident Fund 15%
e Agricultural Development Bank Nepal 5%

e General Public 30%



1.2  Focusof the Study

The financia institutions growing as a mushroom in a country are currently viewed as
catalyst in the process of economic growth of a country as they help in efficient
transformation of idle saving into productive investments. The interest rates play a vital
role in progress and survive of these institutions in the long run. It is believed as one of
the most important factors for the development of financial institution. Changes in interest
rates can have adverse effects both on a bank's earnings and its economic vaue. So, interest

rate should be reasonable to increase its profit by increasing itsfinancial performance.

The observed and the most focusable part of this study are to examine the effects of
interest rate on financial performance of Nepaese Commercial Banks. This study
attempts to analyze the interest rate structure of Nepalese Commercial Banks, effect of
interest rate on its deposit collection and mobilization of its fund and also its' effect on
profit of Banks. The study is also concentrate on whether the theories on interest rate
propounded by various economists match in Nepalese context or not. Since, interest rate
is the main concern of every individual who saves (deposits) and borrows money, it is

important to study about interest rate.

1.3 Statement of the Problems

Commercial Bank, one of the financia ingtitutions, plays a crucial role in proper
functioning and development of economy and maintaining standardization of society in a
country. Commercial Banks operate its function under the rules, regulation, guidance and
directives of the central bank as well as the commercial bank act 2031 B.S. There is
interrelationship between the interest rates. Bank Performances and economy of a
country. In this sense that the interest rate has embedded power to influence the banking
performance and the Banking Performance also assist to change the economy of the
country. Similarly, the economic conditions of a country directly influence the
determination of the interest rate. In the past, the Nepa Rastra Bank regulated all
financial institution to charged interest for deposit and loan but now these institutions are
free to determine their interest rate. So, the interest rate charged and offered by
commercia banks are also different. In the global competitive market it is vast difficult
for any business to survive and progress long lasting without doing some innovative and
creative task in this sector. So, most of the commercia banks are adopting new banking

system, they seem successful to achieve remarkable market share in Nepalese financial



institution, which has lead to cut throat competition among each other. Apart these
interest rates also perform a vital role in the field to financia institution because al the
performance of commercial banks largely depends upon the interest rate fixed by them.
Such changes in interest rate changes demand for investment and volume of saving, w

directly affect in value of stock, earning and economic value of banks.

The determination of interest rate in commercial bank is very critical job for the top-level
management, because of inappropriate interest rate hampers the overall performance of
this bank. The interest rate should be that, which induce people to save and deposit more
in bank and also induce the investor to invest more in productive sectors of a country.
Those activities progress the business of commercial banks and improved the economic
condition of developing country like Nepal. Due to the low interest in deposit depositors
are not encourage to deposit in commercial bank. They were attracted to financial and
credit and saving cooperatives. Many people keep their saving idle because they are
provided less interest. In the other hand, the lending rate of interest must be attractive to
the borrowers, so that they will be able to enjoy benefits by utilizing borrowed fund. This
is possible only when the fund- seeking people will be able to earn more than what they
pay for loans.

It isvery difficult to calculate the true or effective rates not only public but also university
graduates in commerce or business administration. Since, the determination of true

interest rate affects the performance of commercial banks.

1.4 Objectivesof the Study

Since the performance of commercial banks, largely depends upon the interest rate

charged by them. The main objective of this study is to assess and identify the effect of

interest rate on the performance of commercial banks in Nepal. The following sub-

objectives have been formulated to fulfill the above main objectives:

1 To study and evaluate the major qualitative factors in determining the interest rate
charged and provided by the Nepalese Commercia Banks.

2 To examine the interest rate structure of Nepalese Commercial Banks in different
time period.
3 To study how far total deposit collection, total loan and advances and total

investment been affected by the interest rate of Nepalese Commercia Banks.
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4. To evduate the opinion of depogitors, loaners and bankers on the effect of interest rete.
To assess and conclude the effect of change in interest rate on profitability of

Nepalese Commercia Banks.

15 Resear ch Questions

The researcher has influenced to analyses these following questions:

e What factors affect interest rate and what kind of risk bankers face?

e How the interest rate changes affect in the performance of commercia bank?
e What are the methods used in determination of interest rate?

e How isit affects the deposit mobilization in different sectors?

16  Research Hypothesis

'Every researcher has to start with certain assumption and presumption through which
subsequent study might prove and disapprove. It is the hypothesis round which entire
research process revolves, A hypothesis helps the researcher in proceeding further and
finding solution of the problem, which he/she wants to study. Without hypothesis, the
effectiveness of the research is not possible, to know the scope of study, nature of data to
be collected and the one to be discarded. Again, the hypothesis helps in organizing the
collected data in a very systematic way and in fact it stands at the mid-point of research
directing towards particular way of finding tentative solution to the question of how an
why" (Joshi, 2003, P. 241).

Hypothesisis a set as null hypothesis and aternative hypothesis.

1. Hypothesis one is related to the significance of the correlation coefficient between
interest rate and deposits.
Null hypothesis, ho: P=0. i.e., interest provided on deposit by commercial banks
and deposit, amount are uncorrel ated.
Alternative hypothesis, Hj: P20, i.e., interest provided on deposits by commercial
banks and deposit amount are con-elated.

2. Hypothesis two is related to the significance of the correlation coefficient between
interest rate and lending.
Null hypothesis, HO: P=0, i.e., interest charged on lending and lending amount of

commercia banks are uncorrel ated.
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Alternative hypothesis, hi: P=0, i.e, interest charged on lending and lending
amount of commercial banks is correlated.

3. Hypothesis three is related to the significance of the correlation coefficient
between interest rate on investment and investment amount. Null hypothesis, HO:
P=0, i.e., interest rate provided investment and investment amount of commercial
banks are uncorrel ated.
Alternative hypothesis, HI. P=0, i.e, interest rate provided on investment and
investment amount of commercial banks is correlated.

4. Hypothesis four is related to the significance of the correlation coefficient
between interest rate on deposit and interest rate on lending. Null hypothesis, HO:
P=0, i.e., interest rate provided on deposit and interest rate charged on lending of
commercial banks are uncorrelated.

Alternative hypothesis, HI: P20, i.e. interest rate provided on deposit and interest rate

charged on lending of commercia banksis correlated.

1.7  Significance of the Study

The determination of interest rate is very critical job to top-level management in the
financial institutions because the interest rate determined by them will affect their
financial performance, that directly link with the earning and economic value of the
institute as well as economic activities of society. So, the determination of interest rate in
commercia banks should be effective that help to progress their business in right path.
This study will be benefited in determining interest rate and choose appropriate
investment decision as whole study is based on effect of interest rate. In some instance
commercia banks and financia institutions even exploit the customers charging
unfavorable interest rate, which badly effects on its performance. It is hoped that to some
extent this study will help the policy makers to make strong policy regarding interest rate
charged on deposit, lending and marketable securities. Last but not least this study will
help teachers, student, researchers and academicians in abstracting some useful
information about effect of interest rate on financial performance of commercia banks
and economic activitiesin Nepal. It is useful to the bankers, lenders, borrowers and other
researchers. It helps the student about study of effect of interest on financial performance

of commercial bank.
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1.8 Limitation of the Study

There are some limitations under this study, which are as follows.

1 This study has mainly based on the secondary data rather than the primary data.

2 This study has covered data from Mid-July 2005 to 2009.

5 Although there are 26 commercia banks, samples have been drawn as per non-
random sampling covering only few banks for the study convenience. So, there
may exist some samples errors.

4 The reliability of this study depends upon the reliability of published data and the
fairness of the opinion given by respondents.

5 Since this study is only for the purpose of fulfillment of the master Degree,

stipulated time and resources are the limitation for the study.

19  Organization of the Study

This study is divided into five chapters. The first chapter is designed to be introductory
chapter that includes general background of the study, list of commercial banks, brief
profile of sample banks, research hypothesis, focus of the study, statement of the

problem, objective of the study, significance of the study, and limitation of the study.

"The second chapter reveals the review of literature, which includes review of book and
review of relevant study. The review of book contain concept of interest and interest rate,
function of interest rate, Theories of interest rate, determinants of interest rate, factors
affecting interest rate, linkage of interest rate on banking performance and effects of
interest rate risk. Similarly, the review of relevant study contains review of articles and

review of unpublished thesis.

The third chapter is research methodology, which includes research design, population
and sample of the study, sources of data and collection procedures, data processing and

presentation techniques, Necessary tools and techniques.

The forth chapter presents analysis and interpretation of data of related topic based on

annual reports of sample banks, publications of NRB and research questionnaires.

Thefifth chapter isthe last chapter that includes summary, conclusion and commendation.
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CHAPTER-TWO
REVIEW OF LITERATURE

The chapter | provided the introduction, problems, objectives and limitation of this study.
This chapter review of literature provides the concepts inputs and bases for this study. It
develops concepts and ideas about the selected topics by reviewing all the relevant
materials regarding these topics. "Review of literature means reviewing research studies or
other relevant propositions in the related area of the study so that al the past studies, their
conclusions and deficiencies may be known and further research can be conducted. It is an

integral and mandatory processin research works' (Joshi, 2003 : 107).

"Review of literature is way to discover what other researcher in the area of our problem has
uncovered. It is dso away to avoid investigating problems what have already been definitely
answered. The literature survey provides the students with the knowledge of the status of their
field of research. The primary purpose of literature review is to learn, not to accumulate. It
enables the researcher to know; what research has been done in the subject? What others have
written about the topic? What theories have been advanced? The approach taken by other
researchers. Areas of agreement or disagreement, and whether there are gaps what you fill
through the proposed research” (Wolf & Pant, 2003 : 34 & 35).

Review of literature, thus, directly leads to the question one proposes to investigate. This chapter
can be divided into two parts. They are Conceptua/Theoretica review (review of related books)
and Review of rdated sudies.

2.1 Conceptual and Theor etical Review
This segment related to the review of related books. The theoretical concept of interest rate and
its relation with other subjects are discussed.

211 Meaning of Interest

In economics, interest has been defined in various ways. Commonly, interest is regarded as the
payment for the use or service of capital. In other words, interest is the price paid for the use of
borrowed funds from other. These funds are mainly used for investment in physical capita but
they may aso be used for consumption purposes. As money to be invested in physical capita
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has to be saved by some one, interest so becomes the price for abstinence or waiting or time

preferenceinvolved in the act of saving and lending it to other for investment in capital.

Interest isthe amount that an individua can earn by lending aunit of currency for ayear. Itisthe
cost of borrowing or the price paid for the use of another's money. It is charge for borrowing
money or the return for lending it. Interest may be Gross and Pure. The payment, which the
borrower makes to the lender excluding the principal, is gross interest. Net interest is the
payment for the use of capital or money only. It is normally the same during a period even in
different markets. Interest can be explained as reward for risk taking, reward for
inconvenience and reward for management. Pure interest is what remains with the lenders

after deducting the reward for risk taking, inconvenience and management from Grossinterest.

2.1.2 Meaning of Interest

The acts of saving and lending, borrowing and investing are intimately linked through the
financid system or financid performance and one factor that significantly influences and ties dl
of them together is the rate of interest. The rate of interest is the price a borrower must pay to
secure scare loanable funds from a lender for an agreed - upon time period. It is the price of
credit. The rate of interest is the ratio of two quantities. The money cost of borrowing is
caculated by the amount of money actually cost of borrowing divided by the amount of money
actually borrowed, usualy expressed on an annua percentage basis. Thus,

Annua Rate of Interest on Loanable Fund (in percent)

_ Feerequired by theLender for theBorrower toobtain credit N
Amount of credit madeavailabletotheBorrower

100

Interest rate send price signds to borrowers, lenders, savers and investors. For example, higher
interest rate generaly bring forth a greater volume of saving and stimulate the lending of
funds. Lower rate of interest on the other hand, tend to damper the flow of saving and reduce
lending activity. Higher interest rate tend to reduce the volume of borrowing and capital

investment, and lower interest rate stimulate borrowing and investment spending.
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2.1.3Importance Functionsof I nterest Rate
"The rate of interest performs several important functions in economy. These functions are
Sated asfollows.

o It helps guarantee that current savings will flow into investment to promote
economic growth.
o It rations the available supply of credit, generally providing loanable funds to those

investment projects with the highest expected returns,

o It brings the supply of money into balance with the public's demand for money.

o It is an important tool of government policy through its influence on the volume of
saving and investment. If the economy is growing too slowly and unemployment
is rising the government can use its policy tools to lower interest rates in order to
stimulate borrowing and investment. On the other hand, an economy experiencing
rapid inflations has traditionally called for a government policy of higher interest

rates to slow borrowing and spending and encourage more saving.

214 Theoriesof Interest Rate(Rose 2003 : 114-120)
Various interest rate theories have been propounded by various economists, which
describe how interest rate is determined in various situations. Some well-known theories

of interest rates are as follows.

2.1.4.1 Classical Theory of Interest Rates

One of the oldest theories concerning the determinants of the pure or risk free interest rare is
the classical theory of interest rates, developed during the eighteenth and nineteenth
centuries by a number of British economists and elaborated by Irving fisher 1930) and others
more recently. The classica theory argues that the rate of interest is determined by two forces:
(2) the supply of saving, derived mainly from households, and (2) the demand for investment

capita, coming mainly from the business sectors.

Supply of Saving

Saving by Households

Most saving in modern industrialized economies is carried out by individuals and
families. For these households, saving is simply abstinence from consumption spending.
Current saving, therefore, are equal to the difference between current income and current

consumption expenditures.
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In making the decision on the timing and amount of saving to be done, households
typicaly consider severa factors: the size of current and long-term income, the desired
saving target, and the desired proportion of income to be set aside in the form of savings.
Generaly, the volume of household saving rises with income. Higher income families
and individuals tend to save more and consume less relative to their total income than

families with lower incomes.

Although income levels probably dominate saving decisions, interest rate also plays an
important role. Interest rates affect an individua's choice between current consumption and
saving for future consumption. The classical theory of interest assumes that individuals
have a definite time preference for current over future consumption. A rational individual,
it is assumed, will always prefer current enjoyment of goods and services over future
enjoyment. Therefore, the only way to encourage on individua or family to consume less now
and save more is to offer a higher rate of interest on current savings. If more were saved in
the current period at a high rate of return, future consumption would be increased. For
example, if the current rate of interest is 10 percent and a household save $100 instead of
spending it on current consumption, it will be able to consume $110 in good and senrices ayear

from now.

The classical theory considers the payment of interest a reward for waiting the
postponement of current consumption in favor of greater future consumption. Higher interest
rates increase the attractiveness of saving relative to consumption spending, encouraging
more individuals to substitute current saving for some quantity of current consumption. This
is called subgtitution effect as a positive rdationship between interest rates and the volume of

savings. Higher interest rates bring forth a greater volume of current savings.

Saving by BusnessFirms

Not only households but aso businesses save. Most businesses hold savings balances in the
form of retained earnings (as reflected in their equity or net worth accounts). In fact, the
increase in retained earnings reported by busnesses each year is akey measure of the money for
annud investment spending by businessfirms.

The critica dement in determining the amount of business saving isthe leve of business profits.
If profits are expected to rise, businesses will be able to draw more heavily on earnings
retained in the firm and less heavily on the money and capitd.
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A market for funds, the result is a reduction in the demand for credit and a tendency toward
lower interest rates. On the other hand, when profits fal but firms do not cut back on their
investment plans; they are formed to make heavier use of money and capital markets for

investment funds. The demand for credit rises and interest rates may rise aswall.

Although the principal determinant of business saving is profit, interest rates so play arolein
the decision of what proportion of current operating costs and long-term investment
expenditures should be financed internally and what proportion externaly, Higher interest
rates in the money and capital markets typically encourage firms to use interndly generated
funds more heavily in financing projects. Conversely, lower interest rates encourage grester use

of externa funds from the money and capita markets.

Saving by Gover nment

Governments also save, though less frequently than households and business. In fact most
government saving (i.e. a budget surplus) appears to be unintended saving that arises when
government receipts unexpectedly exceed the actud amount of expenditures. Income flows in
the economy (out of which government tax, revenues arise) and the pacing of government

gpending programs are the dominant factors affecting government savings.

Thetota supply of fundsissum of above three dementsas SSonfigureno. 2.1
FigureNo. 2.1
The Substitution Effect Relating Saving & interest Rate

A

Rate of Interest in %

\4

Volume of Saving

Source : Sdf Generated Figure
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TheDemand for |nvestment funds

The savings made by business, government and households are important determinants of
interest rate but they are only one side of determinants. The factors are investment spending,
made by business firms government and in some case households. Business requires huge
amount of funds each year to purchase equipment, machinery and inventories and to
support the congtruction of new buildings and other physical facilities. The mgjority of business
expenditures for these purposes consst of what economists cal replacement investment. But
according to the classica economists, interest rate and investable fund have inverse
relationship. At low rate of interest more investment project becomes economicaly viable. On
the other hand, if the rate of interest rises to high leve, fewer investment projects will be
pursued and fewer funds will be required from the financid market as:

FigureNo. 2.2
Theinvestment Demand Schedule

A

Rate of Interest in %

b e e e = =

\4

Volume of Investment Spending

Source : Saf Generated Figure

The Equilibrium Rate of interest in the Classical Theory of interest Rate

According to the classical economists, the interest rates in the financial markets were
determined by the interplay of the supply of saving and the demand for investment.
Specificaly, the equilibrium rate of interest is determined at the point where the quantity
of saving supplied to the market is exactly equal to the quantity of funds demanded for
investment. To support this in figure no. 2.3 this occurs at point E where the equilibrium
tale of interest is IE and the equilibrium quantity of capital fund traded in the financia
market is QE.
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The market rate of interest moves towards its equilibrium level. However, supply and
demand forces change so fast that the interest rate rarely has an opportunity to settle in at
a specific equilibrium level. At any given time, the rate is probably above or below its
true equilibrium level but moving toward that equilibrium, the volume of saving exceed
the demand for investment capital creating an excess supply of savings. Savers will offer
their fund at lower and lower rates until the market interest rate approaches equilibrium.
Similarly, if the market rate is temporarily below equilibrium investment demand exceeds
the quantity of saving available. Businessfirm will bid up interest rate until it gpproaches the level
a which the quantity saved equasto quantity of funds demanded for investment purpose.
FigureNo. 2.3
The Equilibrium interest Ratein Classical Theory of interest Rate

Demand for
° investment
> |
I= S
o] - Volume of
s e , Saving
S |
Q |
B !
s
0 QE

Volume of Saving Investment
Source : Self Generated Figure

2.1.4.2 Liquidity Preference or Theory of Interest Rates

The rate of interest is realy a payment for the use of scarce resource money. Businesses
and individuals prefer to hold money for carrying out daily transactions and also as a
precaution against future cash needs even through money's yield are usualy low or even

nonexistent.

Investors in fixed-income securities, such as government bonds, frequently desire to hold
money or cash balances as a haven against declining asset prices, interest rates, therefore.
are the price that must be paid to induce money holders to surrender a perfectly liquid
asset and hold other assets that carry more risk. At times the preference for liquidity

grows very strong. Unless the government explains the money supply, interest rate will rise.
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In the theory of liquidity preference, only two outlets for investor funds are considered
bonds and money or cash balances. Money provides perfect liquidity. Bonds pay interest
but cannot be spent until converted into cash. If interest rates raise, the market value of
bonds paying a fixed rate of interest falls, the investor would suffer a capital loss if those
bonds were converted into cash. On the other hand, a fall in interest rate results, higher
bonds prices: the bondholder will experience acapital gain if his’her bonds are sold for cash.

Motivesfor Holding Money

Public demands money for three difference purposes. The transactions motive represents
die demand for money to purchase goods and services. Some money also must be held as
amotive for precautionary because future is uncertain and we cannot predict exactly what
expenses or investment opportunities will arise in the future. The third motive is

speculative motive that stems from uncertainly about the future prices of bonds.

Total Demand for Money

The total demand for money or cash balances in the economy is simply the sum of
transactions, precautionary and speculative demands. Because the principal determination
of transactions and precautionary demand is income, not interest rates, these money
demands are fixed at a certain level of national income. In the figure no. 2.4 the aggregate

demand for the economy.
FigureNo. 2.4
The Total Demand for Money
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Source : SAf Generated Figure
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The Supply of Memory

The other major element determining interest rates in liquidity preference theory is the
supply of money. In modern economies, the money supply is controlled, or at least
closely regulated by government. Because government decisions concerning the size of
the money supply presumably are guided by the public welfare, not by the level of
interest rates, the supply of cash balances is inélastic to the rate of interest. Supply of
money Msis shown in the figure no.2.5 below.

FigureNo. 2.5
The Supply of Money in Liquidity Preference Theory
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Source : Saf Generated Figure

The Equilibrium Rate of Interest in Liquidity Preference Theory
The interplay of the total demand for the supply of money or cash balances determines
the equilibrium rate of interest in the short run. In the figure below IE is the point where
tie quantity of money demanded by the public equals the quantity of money supplied. The
equilibrium rate of interest is shown in the following figure:
FigureNo. 2.6
The Equilibrium Rate of Interest in the Liquidity Preference Theory
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2.1.4.3 Loanable Funds Theory of Interest Rate

The loanable funds theory is the most popular interest rate theory among practitioners. It
argues that the risk free interest rate is determined by the interplay of two forces: the
demand for and supply of credit (loanable funds). The demand for loanable funds consists
of credit demands from domestic, businesses, consumers and government and also
borrowing in the domestic market by foreigners. The supply of loanable funds stem from

two sources domestic saving and new money.

The Demand for Loanable Funds

Consumer (Household) Demand for L oanable Funds

Domestic consumers demand loanable funds to purchase a wide variety of goods and
service or credit. Recent research indicates that consumers are not particularly responsive
to the rate of interest when they seek credit but focus instead principally on the non -price

terms of loan, such as the down payment, maturity and size of installment payments.

Domestic Business Demand for L oanable Funds

The credit demands of domestic businesses generally are more responsive to changes in
the rate of interest than in consumer borrowing. Most business credit is for such
investment purposes as the purchase of inventories and new plant and equipment. The
quantity of loanable funds demanded by the business sector increases as the rate of
interest falls.

Government Demand for Loanable Funds

Government demand for loanable funds is a growing factor in the financial markets but
doesn't depend significantly on the level of interest rates. Government decision on
spending and borrowing depends in response to social needs and the public welfare, not
the rate of interest. Moreover in case of central government, it has the power both to tax
and to create money to pay its debts. State and local government demand on the other
hand, is slightly inelastic because many local governments are limited in their borrowing
activities by legal interest rate ceilings. When open market rate rises above the ceiling,
some state and local governments are prevented from offering their securities to the

public.
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Total Demand for L oanable Funds
The total demand for the loanable fund is the sum of domestic consumer, business and
government credit demands. These demand curves slopes downward and to the right with
respect to the rate of interest. Higher rate of interest lead some businesses, consumers and
government to curtail their borrowing plans, lower rates brings forth more credit demand.
Thetotd demand for loanable fund is shown in the following figure no.2.7, DT istota demand.
FigureNo. 2.7
The Demand for L oanable Fund
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Source : SAf Generated Figure

Supply of Loanable Funds
The major sources of supply of loanable fund are from two sources.
(1) The amount of saving by households, business, governments.

(i)  Theamount of new money created by the commercial banking system.

Domestic Saving

Saving refers to the postponement of current consumption. The decision to save is the
decision to forget current consumption in order to have a larger quantity' of consumption
in the future. Individual or household saves for a variety of reasons but there is little
evidence to suggest that the quantity of loanable funds supplied through saving is clearly
influenced by the level of the interest rate. A higher interest rate represents a greater
reward to saver for postponing current consumption and thus might be expected to
produce a higher quantity of saving for some individuals. In general ease, the quantity of
savings supplied by individual is principally determined by the level of income and it is

influenced to lesser degree by the level of interest rates. Business saving refers to the net
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income after taxes of the firm, less any cash dividends i.e. retained earnings. There is
little reason to believe that the volume of saving at business firm is strongly influenced by
the level of interest rates. For governments the volume of saving is defined as the
difference between revenues and expenditures such that saving exists where revenue

exceeds expenditure (a budget surplus).

Creation of New Money

Although the volume of saving is the principal source of loanable fund in the financia
markets, the supply of the loanable funds may be increased through the creation of new
money beyond the amount made possible by current saving. The amount of new money-
created is determined jointly by the actions of the commercial banking system and the
securities and create money through the credit creation process. However, the ability of
commercia bank to create money is limited by the central banks through the use of its
monetary policy tools like open-marked operations, reserve requirement changes and

discount rate changes.

Total Supply of Loanable Funds

The total supply of loanable funds is including domestic saving, foreign lending,
dishoarding of money, and new credit by the domestic banking system. In the following
figure no.2.8, total supply of loanable fund is given where ST istotal Supply.

FigureNo. 2.8
The Supply of L oanable Funds (Credit)
1
N
£ ST
4
o
=
ke
[}
T
@
0 Volume of Loanable Funds Supply

Source : Sdf Generated Figure
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The Equilibrium Rate of Interest in the Loanable Funds Theory

The two forces of supply and demand for loanable funds determine not only the volume
of lending and borrowing going on in the economy but also the rate of interest. The
interest rate tends toward the equilibrium point at which the supply of loanable funds
equals the demand for loanable funds. This point of equilibrium is shown in the following
figure no.2.9, where IE is equilibrium rate of interest rate and QE is volume of loanable
funds (credit).

FigureNo. 2.9
The Equilibrium Rate of Interest in Loanable Fund Theory
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Source : Saf Generated Figure

2.1.4.4 The Rational Expectations Theory

The Rational Expectations theory is new for the financial market and ingtitutions. This
theory builds on a growing body of research evidence that the money and capital markets
are highly efficient institutions in digesting new information affecting interest rates and
security prices. This expectations theory assumes that businesses and individuals are
rational agents who form expectations about the distributions of future asset prices and
interest rates that do not differ significantly from optimal forecasts made from using all
the available information that the marketplace provides. Rational agent attempts to make
optional use of the resources at their disposal to maximize their return. Moreover, a
rational agent will tend to make unbiased forecasts of future securities prices, interest

rates and other variables.
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Figure No. 2.10
The Expected Demand for and Supply of L oanable Fundsunder the
Rational Expectation Theory.
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DF = Actua Demand for Loanable Fund

DE = Expected Demand for Loanable Fund

DO =Demand for Loanable Fund in Low Interest Rate
SO = Actua Supply of Loanable Fund

SF = Actual Demand of Loanable Fund

Suppose in the above figure no. 2.10, SO and SF represents the actual supply and demand
for loanable funds in the current period, while DF reflects the actual demand for loanable
fund that will prevail in the next time. The supply of loanable funds is assumed to be the

same in both time periods (SO=SF).

Now imagine that during the current periods, the government makes an unexpected
announcement of its increased need to borrow more money in future period F due to an
unusually large budget deficit. The result is new expected demand for loanable fund curve
DE, projected to prevail in the next periods F but as viewed by borrowers and lenders
today in time periods O. In this case, the equilibrium interest rate in the current period
will not be 10 but rather IE, where the expected demand curve (DE) intersects the actual
supply curve SO. The equilibrium quantity of loanable funds traded in the current period
then will be CE not CO. This is because, according to the rational expectations theory,
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borrowers and lenders will act as rational agents, using all the information then will be
CE not CO. This is because, according to the rational agents, using al the information
then posses to assets today. When the future period arrives, the equilibrium interest rate
will rise to rate IF and the quantity of loanable funds traded will be CF. The equilibrium
rate moves upward because the demand for loanable fond in periods F is more that the
expected future loanable funds demand as seen by market participants, in Period O.

2.1.5 Determinantsof Market Interest Rate (Gyawali, 2008 : 87-89)

The market interest rate on debt securities (K) does not only represent the real rate of
interest expected in the world of no inflation, rather it is the real rate of interest adjusted
to expected inflation plus several premiums reflected by securities riskiness and
marketability. Keeping such functional relationship in view, the determinants of market
interest rates can be discussed as follows:

€] Real Risk-free Rate of I nterest

In a perfect market condition, the real risk-free rate of interest is an equilibrium rate
resulting from the interaction of the supply of loanable funds and demand for loanable
funds assuming that our economy is free from inflation. However, the real risk-free rate
of interest does not remain constant but fluctuates over time depending upon the action of
government and the state of economy because both affect the demand for and supply of
funds. Simply stating, if demand increases or supply decreases, assuming no other
changes, the real risk-free rate of interest increases. Conversely, if demand decreases and
supply increases the real risk-freerate of interest decreases.

(b) Nominal Risk-free Rate of interest
The nominal risk-free rate of interest is the actual rate of interest charged by the supplier
of funds and paid by the users of funds. It is the real rate of interest adjusted for expected
average inflation over the life of security. Considering inflationary expectation, the
nominal rate of interest [Kge] is Ssmply equal with real rate of interest [K*] plus expected
average premium for inflation [1P]. It is denoted as:

KRF=K* +IP
Expected inflation directly affects the interest rates because it is regarded as the killer of
purchasing power reflected by the change in price level. If high rate of inflation is
expected, the supplier of funds will demand a higher rate of interest to recover the lost
purchasing power of funds. Therefore, interest rate is affected when expected inflation
changes.
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(c) Default Risk Premium

Default risk premium refers to the addition payment for the risk that the users of funds
will not pay the contractual interest and principal payment. Greater the uncertainty that
the issuer of securities make timely payment of interest and repayment of principa at
maturity, he/she expects higher default risk premium so that market interest rate rises.
Government securities are free from default risk because we do not expect that
government would default on paying regular interest and principal maturity. However,
corporate securities are exposed to default risk. Therefore corporate securities with equal
maturity, liquidity and other features similar government securities would sell at higher
rate of interest because of default risk.

(d) Liquidity Premium

Liquidity here refersto the convertibility of securities into cash. Investors generally prefer
securities, which can be converted into cash without experiencing a loss in value.
General!)" the securities, which are actively, traded over-the-counter [OTC] market such
as government securities and other issued by large and well established corporations,
have high liquidity and vice versa. Since a potential loss in value will result from the need
to sell quickly, a security with low liquidity would have a high liquidity risk. In other
words, if a security is not liquid, investors will add a liquidity premium [LP] when they
determine the interest rates of such securities. Therefore lower the marketability” of

securities, the investors expect greater premium for liquidity so that market interest rate increases.

(e) Maturity Risk Premium

Note that government securities are free from default risk. Therefore, market interest rates
on government securities are smply the nominal risk-free rate, which is equal to the real
risk-free rate plus an average inflation premium. However, market interest rates on
government securities with longer term to maturity require an adjustment of another risk
premium called maturity risk premium. It is well known fact that the value of security
change by greater amount to a given change in interest rate if it has relatively longer term
to maturity. As a conventional rate, the bond of any organization with longer term to
maturity is more exposed to interest rate risk. Therefore, a premium risk is included to
determine the required rate of interest if the maturity period is longer. If interest rate on
otherwise similar risk class securities suddenly rise due to change in the money supply,

the price of long-term bonds will decline by more than the decline in the price of short-
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term bond and vice versa. Therefore, longer the maturity period, greater the market

interest rate caused by maturity risk premium expected by investors.

However, it should be noted that in contrast to interest rate risk of longer term bonds, the
short term bonds are more exposed to reinvestment risk. The investment in short-term
bonds would result into frequency renewal problem when it matures. Therefore, if interest
rte declines, it would lead to decline in interest in come fore investors that would
otherwise have not been resulted if the fund were invested in longer term bonds. Because
of the possibility of reinvestment at lower rate, the short term investor is heavily exposed

to reinvestment rate risk.

Putting all these factors together, the market interest rates can be expressed as:
K=K* +|P+DRP+LP+MRP

Where,

K= The market rate of interest of a given security, which differs from one
security to another depending upon the nature of risk associated.

K* = Thereal risk-free rate of interest that exists on arisk-free asset in the world
with zero inflation.

IP= Average expected inflation rate over the life of given securities.

DRP = The default risk premium that results because of the possibility that a
borrower will not pay interest and principal within the stated time period.

LP= Liquidity Premium

MRP =I ne maturity risk premium reflected by price risk on longer-term maturity
bond.

KRF =K* + [P

2.1.6 Factors Affecting the Interest Rate (Gyawali, 2008 : 89-92)

Interest denotes the cost of money. It refers to die price paid for using money, whether
borrowed or owned. The interest paid on debt capital and the dividends paid on
ownership capital are examples of the cost of money. The supply of and demand for
capital is the prime factor that affects the cost of money. The Source of supply and
demand for loans are divided into four sectors- households, firms, governments and

foreigners. An important cause of interest rate fluctuations are depended upon the
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behaviour of above four sectors varied over time, i.e. why each of four sectors borrows
and lends and the factors that affect how much they borrow and lend These factors aso
affect the interest rate fluctuations So, fluctuations in interest rate are the result of change
in supply and demand for loanable funds To understand those fluctuations, we need to
understand the forces that cause the supply and demand curves to move. These forces can

be categorized into two factors, i.e. Economic Factors and Risk and Cost Factors

2.1.6.1 Economic factorsthat affect interest rates

Although it is useful to identify those who amply or demand loanable funds, it is also
necessary to recognize the underlying economic forces that cause a change in the supply
of or the demand for loanable funds and therefore influence interest rates. These

economic factors are explained as follows:

@ Impact of economic growth on Interest rate

The investment decision of household, firms and government will depend to some extent
on the state of the economy. If the economy is booming, there is a feeling of optimism
among the businessmen and the industrialists. The national production consumption and
capital expenditures, prices of finished goods and raw materials, level of employment all
increase Most business increases their planned expenditures for expansion. As households
income also increases at this stage, they will less save and so borrow more. Government
investment in production sectors aso increases, which translates into additional
borrowing The aggregate demand schedule would shift outward (to the right) The supply

of loanable funds schedule may also shift, but it is more difficult to know

On other hand, if the economy isin arecession, over cosmism occurs among the business
due to the fear. Due to the closer of some businesses, it is natural for other to be affected.
Under liquidity preference theory, the nominal rate must remain unchanged whatever may

be the expectation will lower the real rate of interest.

There is less than one to one relationship between changes in expected inflation and
nominal interest rates with the inflation caused wealth, income and depreciation effect
that is. arise in expected inflation reduces the real rate of return to lender and derives the
nominal interest rate higher but rise in nominal rate is less than the increase in expected
inflation. Nevertheless, according to the inflation caused income tax effect, if investors

desire to protect (i.e. hold constant) his or her expected real after tax rate of return, then
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nominal rate has to increase by a greater amount than any rise in the expected inflation

rate because otherwise real after tax returns will decline when inflation increases

(c) Impact of price deflation

Deflation tends to force real interest rates higher even as nominal interest rates drop
downward zero. These elevated real interest rates tend to slow investment spending and
decrease the development of new jobs. Real economic output will decline as factors come
to produce less and business profit fall. At the same time lenders gain at an expense of
borrowers because the formers purchasing power rises, and business trying to borrow

money have to struggle to raise the capital they require to grow and put people back to work.

The price deflation can result lower output of goods and sendees, but forces real interest
rates upward. However, business and the financial system are much better positioned to
day deal with moderate deflation, in part because of the development of so many risk

management tools (such as financial futures contracts, swaps, and options).

(d) Impact of money supply on interest rates

The central bank can affect the supply of loanable funds by increasing or reducing the
total amount of deposit held by commercial banks or their depository institutions, when
the central bank increases the money supply, which places downward pressure in interest
rate. However, if the central bank's action affects inflationary expectations, this would
also increase the demand for loanable funds, which could offset the effect of the increase
in the supply of funds. If central bank reduces the money supply, it reduces the supply of
loanable funds. Assuming no change in demand, this action places upward pressure on

interest rates.

(e Impact of budget deficit on interest rates

Government runs budget deficits if it spends more than tax revenue. Such deficiency
could be covered either by borrowing or by issuing additional notes or currencies.
Borrowing results into increase in demand for funds and the interest rate rise up. A higher
government deficit increases the quantity of laoanable funds demanded at any prevailing
interest rate, causing an outward shift in the demand schedule. Assuming no offsetting
increase in the supply schedule, interest rate will rise. Given a certain amount of loanable

funds supplied to market (though savings), excessive government demand for these funds
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tend to "crowd out" the private demand for funds. The government may be willing to pay
whatever is necessary to borrow these funds, while the private sector may not. This

impact is known as the 'crowding - out effect”.

The supply schedule might shift a counterargument outward, if the government creates
more jobs by spending more funds than collects from the public (this is what causes the
deficit in the first place). If this were to occur, the deficit might not necessarily place
upward pressure on interest rates. Much research has investigated this issue (in U.S.A.)

and, in general has shown that higher deficits place upward pressure on interest rates.

The increase in public debt refers an increase in the government's demand for loanable
funds. However, because other factors can offset this increased demand the increased

demand for loanable funds by the government do not always result in higher interest rates.

2.1.6.2 Risk and cost factors affecting interest rate

Though it is assumed deposit increases as interest rate increase but interest rate is affected
by numerous factors. In real world, different financia institution quotes different interest
rate. It means that the same types of instrument carries different interest rate so there is
presence of interest spread. For this difference, there are numbers of factors influencing

the difference in interest rates.

(& Marketability

One of the most important considerations for an investor is whether a market exists for
those assets he/she would like to acquire. This is the question of marketability and
financial instruments traded around the world vary widely in terms of the ease and speed
with which they can be converted into cash. Marketability is positively related to the size
(total sales or total assets) and reputation of the institution issuing the securities and to the
number of similar securities outstanding. Not surprisingly, stocks and bonds issued in
large blocks by the largest corporations and government units tend to find acceptance
more readily in the global financial markets and a consistent market price can be
established. In fact, there is a negative relationship between marketability and yield. More
marketable assets generaly carry lower expected returns than less marketable assets,
other things being equal. Purchasers of assets that can be sold in the secondary’ market
only with difficulty must be compensated for this inconvenience by a higher promised
rate of return.
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(b) Liquidity

Liquidity refers to the convertibility of holding securities into cash without experiencing a
loss in value. Liquidity has two aspects. The second aspect might be called a well-
behaved price even if an asset is marketable. It is not liquid if selling it immediately,
rather than waiting to sell, involves an expected loss. Marketability is closely related to
another feature of financial assets that-influences their interest rate or yield: their degree
of liquidity. A liquid financial asset is readily marketable. In addition, its price tends to be
stable over time and it is reversible, meaning the holder of the little risk of loss. Because
the liquidity feature of financial assets tends to lower their risk, liquid assets carry lower
interest rates than illiquid assets.

(c) Default Risk

Another important factor causing interest rate to differ one from another is the degree of
default risk carried by individual securities. Investor's securities face many different kinds
of risk, but one of the most important is default risk that a borrower will not make all
promised payments at the agreed upon times. All securities except government securities
are subject to varying degree of default risk. The yield on a risky security is positively
related to the risk of borrower default as perceived by investor'syield on risky security.

The higher the default risk associated with a risky security, the higher the default risk
premium on that security and greater the required rate of return (yield) that must be
attached to the security as demanded by investors in the market place. And if risk-free

rate remains unchanged, the security's risky yield must rise and the price must decline.

(d) Taxability

The tax code can have a large effect on household incentives for borrowing and saving.
For example, without taxes it makes little sense for you to pay 7 percent interest on a
mortgage and at the same time save for your retirement by buying bonds yielding 6
percent with taxes it can make a lot of senses. Similarly in the tax code can have
enormous effects on the profitability of different types of investment and so on firm

borrowing.



(e) Payment Risk

A newer form of risk affecting the relative interest rates confronting modem investors
arises when they acquire so called loan-backed securities. These loan backed securities
are usually created when a lending institution, such as a bank or mortgage company,
removes a group of similar loans from its balance sheet and places them with a trustee
(such as a security dealer) who using the loans as collateral sells securities to raise new
capital for the lending institution. Each of these securities derives its value for the income
earning potential of the pool of loans that backs the securities. As the loans in the pool
generate interest and principal payments, these payments flow through to holders of the
loan-backed securities, in loan-backed securities investors demand higher yields to

compensate them for prepayment risk associated with it.

(f) Exchange Rate Risk

As today's financial markets have become more global, there has been a significant
growth in the borrowing and investing in foreign denominated financia claims. A U.S
company establishing manufacturing facility in Nepa might be inclined to issue share and
or bonds denominated in Nepalese rupees rather than U.S. dollars. Investors also have
available to them many investments involve exchange rate risk. This risk relates to the
potentiality that the rate of exchange between the domestic currency and foreign
denominated currency will change as aresult of any numbers of factors. The primary risk
for the borrower is that the value of the currency borrowed rises in relation to the
domestic currency. This results in an unexpected cost on the international loans, since the
loan would have to be repaid in the foreign currency that has risen in value relative to the
domestic. This potential chance in currency values must be reflected in computing the

cost of borrowing.

2.1.7 Interest Rate and its Linkage on Bank's Performance

Fluctuations in interest rates and in exchange rates change the value of promises of future
payment. Such changes can result in significant profit or losses for financia institutions,
which make accept and trade such promises much of what banks. Futures markets and
other financial institutions do involve promises of future payment. They accept promises,
make promises and trade promises. Change in the value of these promises are therefore of
great consequence of them. A fall in values can be a danger. For example afall in values

led to the collapse of the saving and loans. A rise in value can be a boon: arise in values
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has had much to do with the improvement in the situation of the commercial banks in the
early 1990s.

Interest rate risk is the exposure of a bank's financial condition to adverse movements in
interest rates. Accepting this risk is a normal part of banking and can be an important
source of profitability and shareholder value. However, excessive interest rate risk can
pose a significant threat to a bank's earnings and capital base. Changes in interest rates
affect abank's earnings by changing its net interest income and the level of other interest -
sensitive income and operating expenses. Changes in interest rates also affect the
underlying value of the bank's assets, liabilities and off-balance sheet instruments because
the present value of future cash flows (and in some cases, the cash flows themselves)
changes when interest rates change. Accordingly, an effective risk management process
that maintains interest rate risk within prudent levels is essentia to the safety and

soundness of banks.

Effects of Interest Rate Risk
Changes in interest rates can have adverse effects both on a bank's earnings and its
economic value. This has given rise to two separate, but complementary, perspectives for

assessing a bank's interest rate risk exposure.

Earning Per spective

In the earnings perspective, the focus of analysisis the impact of changes in interest rates
on accrua or reported earnings. This is the traditional approach to interest rate risk
assessment taken by many banks. Variation in earnings is an important focal point for
interest rate risk analysis because reduced earnings or outright losses can threaten the
financial stability of an institution by undermining its capital adequacy and by reducing
market confidence.

In this regard, the component of earnings that has traditionally received the most attention
IS net interest income (i.e. the difference between total interest income and total interest
expense). This focus reflects both the importance of net interest income in banks' overall
earnings and its direct and easily understood link to changes in interest rates. However, as
banks have expanded increasingly into activities that generate fee-based and other non-

interest income, a broader focus on overal net income-incorporating both interest and

36



non-interest income and expenses-has become more common. The non-interest income
arising from many activities, such as loan servicing and various asset securitisation
programs can be highly sensitive to market interest rates. For example, some banks
provide the servicing and loan administration function for mortgage loan pools in return
for a fee based on the volume of assets it administers. When interest rates fall, the
servicing bank may experience a decline in its fee income such as transaction processing
fees are becoming more interest rate sensitive. This increased sensitivity has led both
bank management and supervisors to take a broader view of the potential effects of
changes in market interest rates on bank earnings and to factor these broader effects into

their estimated earnings under different interest rate environments.

Economic Value Per spective

Variation in market interest rates can also affect the economic value of a bank's assets,
liabilities and OBS positions. Thus, the sensitivity of a bank's economic value to
fluctuations in interest rates is a particularly important consideration of shareholders,
management and supervisors alike. The economic value of an instrument represents an
assessment of the present value of its expected net cash flows, discounted to reflect
market rates. By extension, the economic value of a bank can be viewed as the present
value of bank's expected net cash flows, defined as the expected cash flows on assets
minus the expected cash flows on liabilities plus the expected net cash flows on OBS
positions. In this sense, the economic value perspective reflects one view of the

sensitively of the net worth of the bank to fluctuationsin interest rates.

Since the economic value perspective considers the potential impact of interest rate
changes on the present value of al future cash flows, it provides a more comprehensive
view of the potential long-term effects of changes in interest rates than is offered by the
earning perspective. This comprehensive view is important since changes in near-term
earning the typical focus of the earnings perspective-may not provide an accurate

indication of the impact of interest rate movements on the bank's overall positions.

Embedded L osses
Tic earnings and economic value perspectives discussed thus far focus on how future
changes in interest rate may affect a bank's financial performance. When evaluating the

lewd of interest rate risk it is willing and able to assume, a bank should also consider the
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pact that past interest rates may have on future performance. In particular, instruments
that are not market to market may already contain embedded gains or losses due to past
ale movements. These gains or losses may be reflected over time in the bank's earnings.
For example, a long term fixed rate loan entered into when interest rates were low and
refunded more recently with liabilities bearing a higher rate of interest will, over its

remaining life, represent adrain on the bank's resources.

2.2  Review of Relevant Studies

2.2.1 Review of Unpublished Thesis

It was hardly found a study on "Effects of Interest Rate on Financial Performance of
commercia Banks in Nepal" in library of Tribhuvan University. Nevertheless, some
extent related studies to this topic have conducted as thesis for the partial fulfillment of
M£.S. and M.B.A in T.U., which are reviewed below.

(a) Tanka prasad Upreti's Study

Mr. Tanka Prasad Upreti conducted a study on "Determinant of Interest Rates in Nepalese
Financial Market" with the objectives of identifying the interest rate charged and offered
by Nepalese financial ingtitution through examination of the relationship between
influencing factors and interest rate in 2006. This study was held by taking three
commercia banks, one development bank, one finance company and one employee
provident fund as sample based on secondary and primary data using different statistical
tools. The major finding of this study is that the interest rate was affected by the deposit
of financial market, inflation of a country and indirectly affected by political instability
and violence of a country. Similarly, interest rates aso influence the amount of loan
flowing in Market. On the basis of these finding this study has recommended to collect
deposits and lending the deposited amount more by determining effective interest rate for

productive and non productive sectors differently.

(b) Firoj Ahamad Khan's Study

A study entitled "Interest Rate Change and its Impact on Deposit and Lending of
Commercial Banks in Nepa" was conducted by Mr. Firoj Ahamad Khan in 2006. His
target for conducting this study is to see the impact of interest rate on deposit, lending and
inflation by taking five Commercial Banks of Nepal as samples using different financial
tools. Similarly the other objective of this study is to identify whether the interest spread
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is satisfactory or not and to identify whether the theories that are taught in university
courses are applicable or not in Nepalese context. He found that most of sample banks
average interest rate on both deposit and lending is in decreasing trend with the increase
in deposit. It is against the theory i.e. substitution effect. Similarly, Most of samples
bank's interest spread was found to be satisfactory during last seven fiscal years. In
average he also suggested to increase interest rate in deposit decrease interest rate in
lending and decrease the interest rate spread for progressing banking transaction and

development of country.

() Anita Shrestha's Study

Miss. Anita Shrestha (in 2007), in his study titled, "Financial Performance Analysis of
Commercial Banks of Nepal (with special reference to Nepal Investment Bank and
NABIL" set up the objectives to analyze the financia strengths and weaknesses of banks
using financial tools and statistical tools and also to provide suggestions for its
improvement. She found that liquidity ratio, leverage ratio and financia indicators of
NABIL were better position than NIBL, and Turn over ratio of NIBL was in better
position than NABIL. Profitability position of NIBL is much weaker than NABIL. The
study suggested both banks to review their overal capital structure and investment
portfolio to make better mix capital structure, not to limit their activities within the urban

areas only and to introduce new banking systems and improve their services.

(d) Kishor Khatri Chettri's Study

Mr. Kishor Khatri Chettri in 1980 had conducted a study titled "Interest Rate Structure
and its Relation with Deposits, Inflation and Credit in Nepal". The objective of his study
was to show the relation between interest rate and other economic variable like deposits,
inflation, and credits flow. His study concludes that deposit depends upon numerous
factors besides income inflation and interest rate. The upward movement in the deposit
rates increases the volume of deposit. There is no consolidated type of money and capital
markets in Nepal. Finally the relationship between credit flow and loan rate is found out
to be negative. If the loan rate of interest is confessional, there will be possibility of

raising investment and thus the volume of credit.
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2.2.2 Review of Articles

€)] Devlal K.C'sarticle

According to Mr. Devla K.C., Interest rate is one of the main weapons of monetary

policy in his article entitled "Interest Rate Policies” published in NRB samachar, Baisakh,

2054 B.S. He has mentioned the following facts regarding interest rate:

0 The level of interest depends upon the internal liquidity, situation of external
interest rates, change in exchange rate etc. Interest rate also depends upon the
change in real national income, return on alternative income, number of financial
institutions and the capacity of financial institutions.

(i)  The desire to save money of the general people is closely related with the rate of
interest on deposits but the rate of interest on deposits of financia institution itself
depends upon the liquidity position of the bank and the amount of loan demanded.

(iii)  Low rate of interest adversely affects saving mobilization, flexibility of capital
and effective utilization of capital resources while higher interest rate affects
investment negatively.

(iv)  Less spread shows the ability of financial institutions. But it is necessary to keep
appropriate spread leve for financid ingtitutions to maintain them quaified in this sector.

(b) Dr. Manohar K. Shrestha'sarticle

Dr. Manohar K. Shresthas article entitled "Comparative Performance Evaluation of
Commercial Banks', Kosh, July- October, 1990 has expressed his view, that the main
point to be considered in interest rate reform is that such a change in interest rate provides
a fair distribution of fixed deposits according to their length and amount. This kind of
information, if extended to other items would be a good base for analysis of bank's
liquidity. Although the belief that high interest rate tends to avoid capital fights to India,
Y et the actual fact is that increase in interest rate of government securities has compelled
banks to raise interest rate on deposits and there by making lending to productive sector
costly. Thus, it is advisable to lower interest on government securities enjoying tax
advantage so that there will be better effect on deposit and lending rates.

2.2.3 Review of Research Paper
Peter J. Montiel research paper
Mr. Peter J. Montiel researched in the title "Real Exchange Rates, Saving and Growth: Is

there alink?' published by World Bank, Development Research Group Macroeconomics
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and Growth Team in May 2008. From this research, he found that the real exchange rate-
to saving link or the labeled of the capital accumulation channel is conceptualy and
empirically weak.

The literature on cross-country differences in saving rates has not identified exchange rate
policy in general, or a depreciated real exchange rate in particular, as an important factor
in explaining such differences. Even in the high-saving, high-growth countries that have
provided the main impetus for professional interest in the capital-accumulation channel,
explanations for high saving rates have tended to focus on factors such as demographics,
financial-sector policies, mandated saving schemes, and fiscal policies, rather than

exchange rate policies.

In short, there is as yet little analytical or empirical support for the view that an exchange
rate policy geared to the maintenance of a depreciated real exchange rte promotes
increased domestic saving, and through more saving, larger rates of domestic capital
accumulation and growth. If exchange rate policy indeed has a significant impact on
economic growth in developing countries, it is likely to do so through what this paper has
labeled the TFP channel, rather than through the capital accumulation channel.

2.2.4 Research Gap

Interest rate structure in different sector is made on the basis of the directive and circulars
of Nepal Rastra Bank as well as the guidelines and policy of the concerned commercial
bank. Commercial Banks should follow these directive and circulars. Furthermore, their
own investment guidelines and policies should be in line with NRB directives and
circulars. So the up to data study over the change of time frame is major concern for the
researcher and concerned organization as well as industry as a whole. This study covers
the more recent financial data, NRB circulars and guidelines than that of studies

previously conducted.

The optimum diversification of loan advances reduced the default risk of credit. It is the
major concern of stakeholders to know the relation between interest rate and advance of

amount of the bank.

No case study has not yet been shown about the profitability ratio analysis on this topic

only the relationship between interest rate with deposit amount, loan and advance amount
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and investment amount are shown. From that it was unclear about the change of
profitability with interest rate structure fluctuation. Hence, total interest expenses to total
interest income ratio, total interest expenses to total credit ratio is calculated. Test of
hypothesis has a so been done to check the significant of used variables.

So, this study will be fruitful to those interested persons, parties, scholars, teachers
businessman, civil society and government for academically aswell as policy perspectives.
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CHAPTER - THREE
RESEARCH METHODOLOGY

This chapter deals with research methodology used in this study, A research methodology
helps to solve the research problem in systematic way. This chapter has been designed
and developed as a guideline or a plan for the achievement of objectives set and
developed for the purpose of this study in the first chapter. Research methodology
facilitates the reliability and validity of research work. The basic objective of this chapter
isto guide chapter four for data presentation, descriptive and empirical analysis of interest
rate and its effect on financia performance of commercial banks in Nepal. So, suitable

research methodology as demanded by the study has been followed.

3.1 Research Design

Research design is the plan, structure and strategy of investigation conceived so as to
obtain answers to research questions and to control variance. Research design is a blue
print for the collection measurement and analysis of data. It presents a series of
guideposts to enable the researcher to progress in the right direction in order to achieve
the goal. It is the arrangement of condition and analysis of data in a manner that aims to
combine relevance to the research purpose with economy in procedure. This is an ex-post
facto or historica research design. Research design is more anaytica and less
descriptive. The relevant and needed data has been collected from various publications of

various commercia banks and publications of Nepal Rastra Bank.

3.2  Population and Sample of the study

The term "population’ or universe for research means aggregate or totality of objects under
the study. Sampling refers to the method of selecting a sample from the universe or
population. A subset of the universe selected for the study is known as sample. Here the
population or universe of the study comprises of al 25 commercia banks within the
kingdom of Nepal. As the study of whole population makes the study more complicated,
only first established private sector's 5 Commercial Banks are taken as sample for the
study convince. The number of unitsin the sample is called sample size. In this study the
sample size are selected on the basis of bank's establishment date, which is also known as

the non-probability sampling (non- random sampling or unbiased sampling). Thefirst five
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Private sector's Commercial Bank of Nepal are NABIL Bank Limited, Nepal Investment
Bank Limited, Standard Chartered Bank Nepal Limited, Himalaya Bank Limited and
Nepal SBI Bank Limited.

3.3  Sourcesof Data and Collection

Data could be collect by primary and secondary methods. As primary data is very
difficult to generate and also it makes the study more cumbersome, more secondary data
has been used in this study than primary data. The primary data provide a accurate and
uniform information in the study. So, this study is based on the secondary sources of data
as well as the primary source of data to fulfill the above-mentioned objectives. These
secondary data are collected mainly from published Sources, like publication of
commercia banks, annual reports of Commercial Banks, bulletins published by NRB,
website of Commercial Banks and newspaper. The primary data has been used in this

study. The primary data are collected by questionnaires method.

34  DataProcessing and Presentation Techniques

Data obtained from various sources cannot be directly used in their origina form, as they
are raw data. It needs to be processed in well manner so that it makes easier to understand
and helps in conducting the study. After well processing of such raw data then only

analysis part can be completed and effective conclusion can be drawn from the study.

As the presentation of data means to keep raw data into understandable form by editing,
rechecking and using various tools such as tables, charts, figures and trend lines. In this
study also data are presented using all above mention tools so as to make understand the

analysis part in proper and easier way.

3.5 Necessary Toolsand Techniques
In order to get the concrete result from the research, data are analyzed with different types
of necessary tools. As per the topic requirement, this study used the financial and

statistical tools obtain the above set up objectives.



3.5.1 Financial Toolsand Techniques
In order to analyze various data, different financia tools have been used with the help of
ratio analysis one can easily understand the effect of interest rate on financial

performance of commercial banks. So, the following ratios are used to analyze the data.

(& Fund Management Ratios

Fund management ratios are also known as turn over ratios or asset management ratios or
activity ratios or efficiency ratios. Turnover ratios are employed to evaluate the efficiency
of the firm that manages and utilize its assets. They measure the effectiveness of the
investments that are used to produce profit. Unlike other manufacturing concerns the
bank produces loans & advances and investments. So, it sells the same. In other word, the
financial institution run a money business, it buys money at lower cost and sells money at
higher cost. High ratio depicts the manageria efficiency in utilizing the resources. It
shows the sound profitability position of the bank. Low ratio is die result of insufficient
utilization of resources. So, these ratios are used to evaluate manageria efficiency and

proper utilization of assets. The following turnover ratios have been tested in this study.

(i)  Total Loansand Advancesto Total Deposit Ratio

Total Loans and Advances to Total Deposit is the ratio that actually measures the extent
to which the banks are successful to mobilize the total deposits on loan and advances this
ratio is calculated by dividing total loans and advances by total deposits. The ratio is
computed as follows.

Tota Loansand Advances «
Total Deposits

100

A high ratio of Loan and Advances shows the better mobilization of collected deposits in

the fields of loans and advances.

(i)  Total Investment to Total Deposit ratio

Theratio Total Investment to Total Deposits is used to measure the extent to which banks
are successful in mobilizing the total deposits on investment. Bank cannot utilize whole
of its fund raised through deposit and borrowing into deposit by investing its bank deposit
by investing in different securities issued by the government and other financial or non

financial companies. Basically commercial banks are investing their funds in government
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securities such as Treasury bill, development bonds, national saving and share &
debentures of other company. But this study is limited to government bonds and national
saving certificate. The ratio is computed as follows.

Tota Investment N
Total Deposit

100

In general high ratio is the indicator of higher success to mobilize the bank fund as
investment and vice-versa. In other word, high ratio reveals the managerial efficiency
regarding the utilization of deposits. Low ratio is the result of less efficiency in use of

funds.

(ili)  Total Credit to Total Deposit Ratio

Total credit here denotes the total loans and advances plus total investment. Total credit
to total deposit ratio measures the extent to which the bank is successful in mobilizing its
fund as credit by total deposits. It can be computed as,

Total Credit «
Total Deposit

100
Higher the ratio indicates the better performance of bank in mobilizing its fund but very
high ratio show poor liquidity position and risk in credit. On contrary, too low ratio may

be the cause of idle cash or use of fund less productive sector.

(b) Profitability Ratios

Profitability ratios are calculated to measure the earning performance and operational
efficiency. Profitability also indicates public acceptance of the product and shows that a
firm can produce competitively. It is directly related to the earning of the banks for a

certain period.

"A bank should be able to produce adequate profit on each rupee of investment. If the
investments do not generate sufficient profits, it would be very difficult for the banks to
cover operating expenses and interest changes. The profitability of the bank should aso
be evaluated in terms of its investment in assets and in terms of capital, contributed by
creditors. If the bank is unable to earn satisfactory return of investment its survival is
threatened" (Pandey, 1993 : 119).
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The following profitability ratios have been tested in this study.

(i)  Total Interest Expensesto Total Interest Income Ratio

The total interest expenses to total interest income ratio measures how much interest
expenses have been made in relation to interest income received. Banks pay interest to
their depositors on various deposits such as current deposit, saving deposit, fixed deposit,
call deposit and others deposit. Total interest expenses refer to total interest amount paid
on deposit liabilities. They should mobilize deposits in such a way that they are able to
pay interest to their depositors and also to earn profit. Interest is the major source of
earning for commercial banks. Banks receive interest from loans and advances,
investment (i.e. government bond, foreign bonds, NRB bonds, and debenture & bonds),
agency balance, cal deposit, and others. Tota interest income refers to total interest
amount earned from these sources. It can be computed as follows.

Total Interest Expenses y
Total Interest Income

100

Lower ratio isfavorable from point of view of profitability.

(i)  Total Interest Expensesto Total Deposit Ratio

The total interest expenses to total deposit ratio measures how much interest expenses
have been made in relation to total deposit collected. Here, the tota interest expenses are
the sum of interest paid by the bank on different type of collected fund in terms of
deposit. The total deposit comprises current deposit, saving deposit, fixed deposit, call
deposit and others deposit. Thisratio can be calculated as follows.

Total Interest Expensm)<
Total Deposit

100

Lower ratio is favorable from point of view of profitability but it may also indicate the

deposit collected fund of bank is lower.

(iii) Total Interest Incometo Total Credit Ratio

The interest is the major source of earning and it holds large proportion in total operating
income of the bank. The total interest earned to total investment ratio measures interest
earned from total investments of the bank. Here, the total interest earned is the sum of

interest received by the bank from loans and advances, money at call and short notice,
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investment in government securities. The total investment comprises money at call and
short notice, loans and advances including bills purchased and discounted, investment in
government securities and others. Thisratio can be calculated as follows.

Total Interest Income
Tota Credit

High ratio indicates the proper utilization of banks' collected funds for income generation

x100

purpose. Low ratio represents unsatisfactory performance.

3.5.2 Statistical Toolsand Techniques
The statistical tools have been used in this study to achieve set up objective are as
follows.
(& Arithmetic Mean
The arithmetic mean is the sum of al the observations divided by the number of
observation. In such a case dl the items are equally important. Simple arithmetic mean is
used in this study as per the necessity for analysis. It is computed by using following
formula.
2 X

Mean (X) = N
Where,

2 X =Sumof al value of the variable X’

N = Number of Observation

X = Variables Involved

(b) Standard Deviation

"The standard deviation is the best tools to measure the fluctuation in any data. It usually
denoted by the Greek letter o (small sigma). The standard deviation is defined as the
positive sguare root of the arithmetic mean of square deviation from their arithmetic mean
of aset of values. It is aso known as 'Root Mean-Square Deviation™ (Pant & Chaudhary,
2055 : 196).

Standard deviation, in this study, has been used to measure the degree of fluctuation of

interest rate and that of other variables as per the necessity of the analysis. It is computed

by using following formula.
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Standard Deviation () = Z(X _X)

Grester the magnitude of stlandard deviation higher will be thefluctuation in dataand vice versa

(c) Coefficient of Correlation

"Correlation Coefficient is the statistical tool, which describe the degree to which one
variable is linearly related to other variables. Two or more variables are said to be
correlated, if change in the value of one variable appears to be related or linked with
change in the other variables. Correlation is an analysis of the covariance between two or
more variables and correlation analysis deals to determine the degree of relationship
between the two variables. It refers the closeness of the relationship between two or more
variables. Correlation says just degree of relationship between two or more variables. It
does not tell us anything about cause and effect relationship” (Sharma& Chaudary, 2060 : 405).

Simple Correlation Coefficient can be computed by following formula.
nxxy-(Zx)(2y)
InZx?- (£ nzy? - (Ty)*

Simple Correlation Coefficient (r) =

Interpretation of Correlation Coefficient

) It lies always between + 1 and - 1.

i) Whenr =+ 1, thereis perfect positive correlation.

iii) Whenr = -1, there is perfect negative correlation.

iv) When r = 0, there is no correlation.

V) When r lies between 0.7 to 0.999(-0.7 to - 0.999), there is a high degree of
positive (or negative) correlation.

vi) When r lies between 0.5 to 0.699, there is a moderate degree of correlation. vii)
When r isless than 0.5, there is low degree of correlation (Sharma & Chaudhary,
2060 : 412).

Simple Correlation between deposit rate and deposit amount, loans & advance rate and

loans & advance amount, investment rate and investment amount and deposit rate and

loans & advance rate are examined in this study.
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(d) Coefficient of Determination (r?)

The square root of simple correlation coefficient is called coefficient of determination. It
measures the percentage of total variation in dependent variable is explained by
independent variable.

t- test for significance of correlation Coefficient

t-distribution is commonly called studentst -distribution and is used when the sample size
is less than 30, given a random sample from a bivariate normal population when
hypothesis is tested that the correlation coefficient of population is zero, i.e. the variables
in population are uncorre ated, the following t- test is gpplied, which is gpplied in this study.

t= \/r_zx\/n—Zztn_z

1-r

Here, 't' follows t- distribution with (n-2) degree of freedom ( d.f ), 'n' being the number of
sample. If the calculated value of T exceeds to t0.05 for (n-2) d.f., we say the value of 'r'
issignificant at 5 percent level. If 't' < 10.05 the data are consistent with the hypothesis of
an uncorrelated popul ation.

3.5.3 Variables

Variables are the characteristics of person, things and groups, program etc. A variable is,
thus, a symbol to which numerals or values are assigned. Deposit rate, lending rate,
investment rate, deposit amount, lending amount and investment amount etc are variables
of this study.

Dependent Variables

The variable that values dependent upon the other variables is called dependent variables.
The researcher's purpose is to study analyze and predict the variability in dependent
variable. Here, deposit amount, loan & advance amount and investment amount are the
dependent variables. In this study, profits of bank are also dependent on interest expenses

and income,

Independent Variable

The variable that is not influenced by any other variables is called independent variable.
Any change in the independent variable, either positive or negative leads to change in
dependent variable. Here, interest rate on deposit, loan & advance rate and investment
rate are the independent variable, while calculating correlation coefficient, coefficient of
determinants and t-statistics in this study. Interest rate is also affected by other factors but
it is taken as independent variable in data calculation.
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CHAPTER - FOUR
DATA PRESENTATION AND ANALYSIS

The most important inputs to fulfill the objective set in chapter one is past data. Analysis
and interpretation are the central steps in the research process that assist researcher to
present the relevant past data and required information effectively and systematic way to

obtain the set objectives.

This chapter is categorized into three parts viz. presentation, analysis and interpretation to
make the study clear, effective, systematic, result oriented and easily understandable the
study. Since, the analysis is mainly, based on secondary data, firstly, the data are
presented in tabular and chart form. Then, the data are analyzed using various statistical
tools and financial tools as mentioned in chapter three, finally the resulted are interpreted.
Presentation, analysis and interpretation of sample banks are made individually one after
another to show effects of interest rate on financial performance of commercial bank in
Nepal.

4.1  MajorsQualitative Factorsin Determining Interest Rate

Interest rates are prices for loanable funds - prices of funds invested, lent out or borrowed
for various periods of time. The supplier or lender of funds normally wants to earn an
income and the user or borrower will generally be prepared to pay for the right to use the

accumulated funds.

The nominal or market interest rate is determined by the supply and the demand for
funds. The supply of funds depends on the preference of society for current versus future
consumption. Societies that are prepared to postpone consumption to a later date and that
prefer to accumulate wealth now will set aside a higher portion of their current income for
wealth accumulation than societies that have a stronger preference to spend now. The
lower the preference for current consumption, the stronger the incentive will be to
accumulate funds. The demand for funds depends on the opportunities available for using

borrowed funds efficiently and profitably. The more profitable, the usage of funds, the
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greater, the demand for funds, similar to the determination of the prices of goods and
services, the prices of funds, i.e. the general level of interest rates, are determined by the
demand for and the supply of funds. If the demand for funds increases and/or the supply
decline, the price of funds will rise, i.e. interest rates will move higher. If the demand for
funds declines and/or the supply increases, interest rates will move lower. At the same
time, the interest rate level and expected changes in that level will also affect the supply
of and demand for funds. The period to which the interest rate relates is in the future,
because funds are provided to borrowers for future repayment. The future can be foreseen
only imperfectly by both lenders and borrowers of funds. Uncertainty about the future
will consequently play a prominent part in the process of interest rate determination.
Among the more prominent/well known types of uncertainty likely to have an impact on

the level of interest rates are the following:

o The term of the period over which funds are made available. The longer the term
of the loan, the greater the uncertainty that circumstances may change and
therefore the higher the compensation demanded by the lenders of funds. Thus,
the longer the term of a loan, the higher the interest rate charged. Other factors

may at times, however, lead to higher short-term than long-term interest rates.

o The lender of funds will also be concerned about the ability of the borrower of
funds to repay the loan. The higher the risk of default by the user or the lower
his/her credit rating, the higher the interest rate asked by the supplier of funds.

o If inflation is expected to be high, the buying power of borrowed funds declines
rapidly. The supplier or lender of funds will seek protection against the erosive
power of inflation by demanding a higher interest rate. Therefore, higher expected
inflation will bring about higher interest rates. If expected inflation is not properly
accounted for in interest rates, lenders of funds will reduce the portion of their
income that they are prepared to lend out. By contrast, the demand for borrowed
funds will be strong under such circumstances, as potential buyers will borrow
more money in order to buy ahead of the expected price increases. The interest
rate is the price, which equates the supply of funds with the demand for funds. If

there is an imbalance in the market for funds, as is likely to occur when expected
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inflation is not fully reflected in the level of interest rates, market interest rates
will have to adjust in such a way that the total demand for and supply of funds
will be equal over time. If the supply of funds is inadequate relative to demand,
the interest rate has to rise to encourage a larger supply of funds to match the

demand for funds.

4.2  Presentation and Analysisof Secondary Data
In this part, the secondary type of data is used to analyze the effects of interest rate on

financial performance of Commercia Banksin Nepal. Which are presented as follows:

4.2.1 Interest Rate Structure of Nepalese Commercial Banks

Interest rate is considered as a price or cost in the act of saving, lending and investment. It
is a reward for risk taking, reward for inconvenience and reward for management. The
market interest rate is determined by the real risk-free rate, inflation rate, default risk
premium, liquidity risk premium and maturity risk premium and maturity risk premium.
The interest rate structure and level of interest rate is depended on the economics and risk
factors. The interest rate regime in Nepalese Perspective change from rigid control and
monopoly of NRB to complete freedom to have competitive interest rate with hope of
maintaining efficiency in financial system an important part of government's financial
liberalization policy. Due to this the interest rate structure of Nepalese Commercia Banks
are different in bank to bank at different time period. The anaysis of interest rate
structure on deposit, Loan and advance and investment of Nepalese Commercial Banks

are shown as follows:

4.2.1.1 Interest Rate Structure of NABIL

The NABIL collects fund from different account such as fixed account, saving account,
current account and other account. These collected funds are used in different sectors.
The interest rate structures on deposit, loan and advances and investment of NABIL are

shown as follows:
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TableNo. 4.1

Interest Rate Structure on Deposit of NABIL

Ason Mid-July
(In %)
Deposit vexr

2005 | 2006 | 2007 | 2008 | 2009
Saving 25 2 2 2 2
Specia Saving - 35 | 35 | 35 4
Fixed
7 days - - - - -
14 days 25 25 175 3 -
1 month 3 3 2 35 35
2 month - - - - -
3 month 325 | 325 | 275 | 6.75 4.5
6 month 35 35 3 6.75 55
1lyear 4 4 35 5 7.5
2 year/above 3.625 | 4.125 4 6.75 | 825
Mean (X ) = Average of each Deposits 3.196 | 3.234 | 2.813 | 4.656 | 5.036
Average of Average Deposit 3.787
Standard Deviation of Average Deposit (o) 0.89

Source : Various banking and financial statistics published by NRB and Annex - |

Table no. 4.1 shows that the average interest rate on all deposits and its standard deviation
of NABIL. According to this table, NABIL has decreased and increased trend from mid-
July 2005 to 2009. It is dightly increased from 2005 to 2006 to 3.196 percent, 3.234
percent and highly decreased in 2007 to 2.813 percent. Then it is started to increased mid
July 2008 to 2009 in 4.656, 5.036 respectively. Standard deviation of 0.89 means that the
scatteredness among deposit rate within these five years time period is 0.89 percent.




TableNo. 4.2

Interest Rate Structure on Loans and Advances of NABIL

Ason Mid-July
(In %)
Deposit ver

2005 | 2006 | 2007 | 2008 | 2009
Overdraft - - - - -
Export Credit 7.50 10 | 8745 | 8.75 11
Import L/C 975 | 975 | 875 | 8.75 11
Against FDR 7 7 7 7 7
Against HMG Bond 725 | 75 7.5 7.25 7.25
Against BG/CG 9 9 7.5 75 10
Against other Guarantee 10 10 8.5 8.5 -
Industrial Loan - - - - -
Commercial Loan - - - - -
Priority Sector 115 | 115 | 10.25 | 10.25 -
Poorer Sector 7.5 75 6.75 7 8
Term Loan 12 12 105 105 11.5
Working Capital 11 11 9.75 | 9.75 11
Hire Purchase 9.75 | 95 925 | 9.75 -
Others 10 10 9.25 95 | 11.25
Mean (X) = Average of each Deposits 9.35 | 956 | 8.645 | 8.708 | 7.333
Average of Average Deposits 8.71
Standard Deviation of Average Deposit (o) 0.78

Source : Various Banking and Financial Satistics (NRB) and Annex - |

From the table no. 4.2, it depicts that the average interest rate on loan and advances of
NABIL is also increased trend. It is slightly increased in each year. The average interest
rate on loan and advances of NABIL in mid-July 2005 to 2009 are 9.35 percent, 9.56
percent, 8.645 percent, 8.708 percent and 7.333 percent respectively. The standard
deviation of NABIL 0.78 shows that scatteredness among lending rates from the average

of all lending rates within these five years time period is 0.78 percent.
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TableNo. 4.3
Interest Rate Structure on I nvestment of Nepalese Commercial Banks

ason Mid July
(In %)

Sectors\Y ear 2005 | 2006 | 2007 | 2008 | 2009
Investment:
A. Government Securities 355 | 395 | 147 | 394 | 3.25
- Treasury bills (31 days) 10625 | 10 | 975 | 9.75 | 7.25
- National saving certificate 550 | 550 | 550 | 4875 | 4.875
- Development bonds
B. Share & Debenture - - - - -
C. NRB Bond - - - - -
Mean (Y) = Average of each Investments 6.558 | 6.483 | 5.573 | 6.397 | 5.125
Average of Average Investments 6.02
Standard Deviation of Average Investment (o) 0.57

Source : Nepal Rastra Bank Quarterly Economic Mid July 2009 and Annex - |

Note: Since, the interest rate structure on investment is provided by NRB to al the

interested parties. The analysis of interest rate on investment for other banksis also same.

So, this table will not be shown in case of other commercial banks analysis.

The above reveals the average interest rate on investment for al interested parties. The
average interest rates from Mid July 2005 to 2009 are 6.558 percent, 6.483 percent 5.573

percent, 6.397 percent and 5.125 percent respectively. The standard deviation of 0.57

means that the scatteredness among investment rate within these five years time period is 0.57

percent.
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The above figure represents the trend line of deposit rate, loan and advances rate and
investment rate of NABIL. There is positive relationship between the deposit rate and
investment rate. Both interest rates slightly decrease from Mid July 2006. But the interest
rate of loan and advance rate is slightly decreasing from Mid July 2005 to 2007. From
2007 it is started to increase up to 2009.

4.2.1.2 Interest Rate Structure of NIBL

The NIBL collected funds from different account such as fixed account, saving account
current account and other account. These collected funds are used in different sectors.
The interest rate structures on deposit and loan and advances of NIBL are shown as
follows. The interest rate structure on investment of NIBL is same as shown in above
table.

TableNo. 4.4
Interest Rate Structure on Deposit of NIBL
Ason Mid July
(In %)
Deposit Year 2005 | 2006 | 2007 | 2008 | 2009
Saving 2625 | 250 | 250 | 250 25
Special Saving - 275 | 275 | 275 | 275
Fixed - - - - -
7 days - - - - -
14 days 1.25 1.25 1.25 1.25 1.25
1 months 1.75 1.75 1.75 1.75 1.75
2 months - - - - -
3 months 2625 | 2625 | 2625 | 2.75 | 2.625
6 months 2875 | 2875 | 2875 | 3.00 | 2875
1year 3625 | 3625 | 3625 | 55 5.25
2 year/above 3875 | 3875 | 3875 | 575 | 575
Mean (Y) Average of each deposits 2661 | 2656 | 2.656 | 3.156 | 3.093
Average of Average Deposits 2.84
Standard Deviation of Average Deposit (o) 0.23

Source : Nepal Rastra Bank Quarterly Economic Mid July 2009 and Annex - |

The above table shows that the average interest rate on deposit of NABIL isin decreasing
and in creasing trend. It is constant to 2.656 in 2006 to 2007, then after it is increasing
3.156 percent in Mid July 2008 and 3.093 percent in 2009. The standard deviation of
NIBL indicates that the dispersion among the deposit rates within these five periods is
0.23 percent.
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TableNo. 45

Interest Rate Structure on Loans and Advances of NABIL

ason Mid July
(In %)
Deposit vex

2005 | 2006 | 2007 | 2008 | 2009
Overdraft 10.875 | 10.875 | 10.875 | 10.875 | 10.875
Export Credit 9.375 | 9375 | 9375 | 9.375 | 9.375
Import L/C - - - - -
Against FDR 7.5 7.5 7.5 7.5 7.5
Against HMG Bond 7 7 7 7 7
Against BG/CG 8 8 8 8 8
Against other Guarantee - - - - -
Industrial Loan - - - - -
Commercial Loan - - - - -
Priority Sector 8 8 8 - 8
Poorer Sector 6.5 6.5 6.5 6.5 6.5
Term Loan 115 115 115 115 115
Working Capital 11 11 11 10.875 | 10.875
Hire Purchase 10 10 10 10 10
Others 9.75 9.75 9.75 9.75 9.5
Mean (X ) = Average of Each Loan &

9.045 | 9.045 | 9.045 | 9.1375 | 9.1125
Advance
Standard Deviation of Average Loan &
Advance (o) 004

Source : Banking and Financial Statistics Published by NRB Mid July 2009 and Annex-|

From the above table, it is clear that average interest rate on loans and advances of NIBL
is aso increasing trend. It increases from 9.045 percent to 9.1375 from Mid July 2005 to
2008. It is constant to 9.045 percent from Mid July 2005 to 2007 and it is decreases from
9.1375 percent to 9.1125 in Mid July 2009. The standard deviation of 0.04 indicates that

the dispersion among the lending rates within these five years time period is 0.04 percent.
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FigureNo. 4.2
I nterest Rate Structure of NIBL
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The above figure shows the positive relationship between deposit rate and loan &
advances rate. The deposit rate trend rate is being stable in Mid July 2005 and 2006. Buit,
it is started to decrease from Mid July 2008 to 2009. The loan and advance rate sable
from Mid July 2005 to 2007 and dlightly increase in 2008 and 2009. The trend line of

investment on NIBL is same as explain in figure no. 4.1.

4.2.1.3 Interest Rate Structure of SCBNL

The SCBNL collects fund from different account such as fixed account, saving account,
current account and other account. These collected funds are used in different sectors.
The interest rate structures on deposit and loan and advances of SCBNL are shows as

follows. The interest rate structure on investment of SCBNL is same.
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TableNo. 4.6
Interest Rate Structure on Deposit of SCBNL

ason Mid July
(In %)

Deposit Y ear 2005 | 2006 | 2007 | 2008 | 2009
Saving 1.75 2 2 2 2
Specia Saving - - - - 2.75
Fixed - - - - -
7 days - - - - -
14 days 1 1 1 1 1
1 months 150 | 150 | 150 | 1.50 1.50
2 months 150 | 150 150 150 1.50
3 months 150 | 150 150 150 1.50
6 months 175 | 175 | 1.75 | 1.75 1.75
1year 225 | 225 | 225 | 250 25
2 year/above 250 | 250 | 250 | 2875 | 2.875
Mean (X ) Average of Each deposits 1719 | 1.719 | 1.719 | 1.828 | 1.93
Standard Deviation of Average Deposit (o) 0.09

Source : Various Banking and Financial Satistics Published by NRB in Mid July and Annex-|

Above table depicts the average interest rate on deposit of SCBNL is increasing from
1.719 in Mid July 2005 to 1.75 percent in Mid July 2006. It is remain constant to 1.75
percent in Mid July 2006 and 2007. Then, it is again dlightly increase in Mid July 2008
and 2009 in 1.828 and 1.93 respectively. The standard deviation 0.09 refers to dispersion

among the interest rate on deposit with in thisfive Mid July is 0.09 percent.
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TableNo. 4.7
Interest Rate Structureon Loans & Advances of SCBNL

ason Mid July
(In %)
Deposit vexr

2005 | 2006 | 2007 | 2008 | 2009
Overdraft 6.5 6.5 6.5 6.5 6.5
Export Credit 9.25 9 9 8.5 8.25
Import L/C 975 | 825 | 825 | 825 | 850
Against FDR 5 5 5 5 5
Against HMG Bond 8.5 725 | 725 | 725 | 7.50
Against BG/CG 975 | 9 9 9 85
Against other Guarantee 1225 | 105 | 105 | 105 | 105
Industrial Loan 11 10.75 | 10.75 | 10.75 | 10.75
Commercial Loan 115 | 11.25 | 11.25 | 11.25 | 11.25
Priority Sector - - - - -
Poorer Sector 10 7.5 7.5 7.5 75
Term Loan 12.75 | 10.75 | 10.75 | 10.75 | 10.75
Working Capital 1225 | 95 9.5 9.5 9.5
Hire Purchase 9 825 | 825 | 825 -
Others 105 | 975 | 975 | 975 | 115
Mean (X) = Average of all loan and advance | 9.857 | 8.805 | 8.805 | 8.768 | 8.923
Standard Deviation of Average loan and
advance (o) 042
Source : Various Banking and Financial Satistics Published by NRB in Mid July and

Annex-|

From the above table, it seems that the average credit rate of SCBNL is also in decreasing
trend. It decreases gradually from 9.857 in Mid July 2005 to 8.768 in Mid July 2008. It is
dlightly increase in the Mid July 2007, it is constant to 8.804 percent. The standard
deviation of 0.42 refers to the dispersion among the average loan rate within above six

period is 0.42 percent.

61




FigureNo. 4.3
Interest Rate Structure of SCBNL
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The above figure shows that the deposit rate trend of SCBNL is decreasing gradually
continuously from Mid July 2005 to 2009. The loan and advance rate trend of SCBNL is
decreasing dightly. But in Mid July 2006 and 2007, it is constant to same level. It
explains the positive relationship between deposit rate and loans and advances rate. The

trend line of investment of SCBNL is same as explained in figure no. 4.1.

4.2.1.4 Interest Rate Structure of HBL

The HBL collected fund from different account such as fixed account, saving account,
current account and other account. These collected funds are used in different sectors.
The interest rate structures on deposit and loan advances of HBL are shown as follows.

The interest rate structure on investment of HBL is same as shown in above table no. 4.3.
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TableNo. 4.8
Interest Rate Structure on Deposit of HBL

ason Mid July
(In %)

Deposit Y ear 2005 | 2006 | 2007 | 2008 | 2009
Saving 3.375 2 2 2 2.25
Specia Saving 275 | 275 | 3375 | 4.125
Fixed
7 days
14 days 175 | 175 | 175 2 25
1 months 2 2 2 225 | 325
2 months - - -
3 months 25 250 | 250 | 250 | 3.75
6 months 3 3 3 3.25 4.5
1lyear 375 | 375 | 3.75 5 6.5
2 year/above 375 | 375 | 375 | 5375 | 7.625
Mean (X ) Average of each deposits 2.875 | 2.688 | 2.688 | 3.219 | 4.313
Standard Deviation of Average Deposit (o) 0.61
Source : Various Banking and Financial Satistics Published by NRB in Mid July and

Annex-|

From the above table, it is clear that the average interest rate on deposit of HBL isalso in
decreasing and increasing trend. In Mid July 2005, it was 20875 percent and followed
2.688 percent in 2006 and 2007. Then, it is increased in 2008 and 2009 by 3.219 percent
and 4.313 percent. And the standard deviation 0.61 indicates that the scatteredness among

the deposit rate within these five times period in 0.61 percent.
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TableNo. 4.9

Interest Rate Structureon Loans & Advances of HBL

ason Mid July
(In %)
Deposit vear

2005 | 2006 | 2007 | 2008 | 2009
Overdraft 1050 | 105 9 9 9.75
Export Credit 8.50 85 | 7375 | 85 |[9.625
Import L/C 9575 | 9575 | 7.75 | 825 | 9.375
Against FDR 6 6 6 4 4
Against HMG Bond 55 55 6.5 7 7
Against BG/CG 8.75 875 | 725 | 75 9
Against other Guarantee - - - - -
Industrial Loan 10.5 10.5 - - -
Commercial Loan 10.375 | 10.375| - - -
Priority Sector 11.625 | 11.625| 10 - 10
Poorer Sector 6.375 | 6.375 | 6.375| 6.875 | 7.375
Term Loan 10.625| 10625 | 9.25 | 95 11
Working Capital - - - - -
Hire Purchase 10.25 | 10.25 | 85 85 |[10.75
Others 9.75 9.75 9 7.75 | 9.875
Mean (X) = Average of loan & advance 9.102 | 9.102 | 7.909 | 7.688 | 8.886
Standard Deviation of Average Loan &
Advance (o) 061

Source : Various Banking and Financial Satistics Published by NRB in Mid July and

Annex-|

From the above table, it is clear that the average interest rate on loans and advance is

decreasing increasing in each year. It was 9.102 percent in Mid July 2005 and 2006. Then

after, it was followed by 7.909 percent, 7.688 percent and 8.886 percent in Mid July
2007, 2008 and 2009 respectively. The standard deviation of 0.61 denotes that the

dispersion among the average lending rate within these five times period.




FigureNo. 4.4
Interest Rate Structure of HBL
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The above figure shows the positive trend line of deposit rate and loan & advances rate of
HBL during the Mid July 2005 to 2009. The rate of loan and advance trend line is slightly
decrease from 2006 to 2008 and it is increased in 2009. Both trends line are sloping
upward. The deposit rate is increased from 2005 to 2009 continuously. The trend line of

investment of HBL is same as explained in figure no. 4.1.

4.2.1.5 Interest Rate Structure of NSBIBL

The NSBIBL collects fund from different account such as fixed account, saving account,
current account and other account. These collected funds are used in different sectors.
The interest rate structure on deposit and loan and advances of NSBIBL are shown as
follows. The interest rate structure on investment of NSBIBL is same as shown in above
table no. 4.3.
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TableNo. 4.10
Interest Rate Structure on Deposit of NSBIBL

ason Mid July
(In %)

Deposit Y ear 2005 | 2006 | 2007 | 2008 | 2009
Saving 325 | 325 | 325 3 3
Special Saving
Fixed
7 days
14 days
1 months 2.75 275 | 2745 | 275 | 275
2 months - - - -
3 months 3.25 25 325 | 325 | 325
6 months 3.75 3 375 | 45 4.5
1lyear 4 3.75 4 4.75 55
2 year/above 4.5 3.75 4 475 | 6.5
Mean (X ) Average of each deposits 3.583 | 31167 | 3.50 | 3.883 | 4.25
Standard Deviation of Average Deposit (o) 0.37

Source : Various Banking and Financial Satistic Published by NRB in Mid July and

Annex-|

The above table depicted the interest rate structure of NSBIBL as on Mid July. The
average interest rate on deposit of NSBIBL is decreasing Mid July 2005 to 2006. Then it

is dlightly increase 3.167 percent, 3.50 percent, 3.883 percent, 4.25 percent in Mid July
2006, 2007, 2008 and 2009 respectively. The standard deviation of 0.3663 means that, the

dispersion among the deposit rate within these five years time period is 0.37 percent.
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TableNo. 4.11
I nterest Rate Structure on Loans and Advances of NSBIBL

ason mid July

(In %)
Deposit ver

2005 | 2006 | 2007 | 2008 | 2009
Overdraft 1125 | 1125 | 975 | 975 | 9.75
Export Credit 9.25 925 | 775 | 7.75 | 7.75
Import L/C - - - - -
Against FDR 6 5.25 55 3 3
Against HMG Bond 6.75 6.75 | 6.75 | 6.75 -
Against BG/CG 9 9 85 85 95
Against other Guarantee - - - - 9
Industrial Loan - - - - 9.25
Commercial Loan - - - - -
Priority Sector 11.75 | 11.75 | 10.25 | 10.25 -
Poorer Sector 8 8 8 8 8
Term Loan 11.75 | 11.75| 975 | 975 | 9.75
Working Capital - - - - -
Hire Purchase 10 10 9 9 -
Others 9.75 9.75 | 8625 | 8.75 9.5
Mean (X ) = Average of each deposits 9.350 | 9.275 | 8.388 | 8.15 | 8.388
Standard Deviation of Average Deposit (o) 0.50

Source : Various Banking and Financial Satistic Published by NRB in Mid July and

Annex-|

The above table no. 4.11 shows that the average interest rate structure of loans and
advance of NSBIBL from the Mid July 2006 to 2009. The average interest rate of all
credit is in decreasing trend. In Mid July 2005, it is 9.350 percent and it gradually
decreased to 9.275 percent, 8.388 percent and 8.15 percent in 2006, 2007 and 2008
respectively. Again it is slightly increase to 8.388 percent in 2009. The standard deviation
of 0.50 signifies that the scatteredness among the lending rates within the six years time

period is 0.50 percent.
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FigureNo. 4.5
Interest Rate Structure of SBIBL
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In the above figure no. 4.5, the deposit rate and loan and advance rate of NSBIBL is
decreasing and increasing trend. The deposit rate is slightly decreasing in 2006 and start
to increasing 2007, 2008 and 2009. But loan and advance rate are decrease from 2006 to
2008. It shows the positive relationship. The trend line of investment of NSBIBL is same

asexplained in figure 4.1.

4.2.2 The Relationship of Interest Rate with Deposit, Loan and Advance and
Investment of Nepalese Commer cial Banks

Interest rate trend price signals to borrowers, lenders, savers and investors. It means that
the higher interest rate generaly bring forth a greater volume of saving and stimulate the
lending of funds. Lower rate of interest on the other hand, tend to damper the flow of
saving and reduce lending activity. Higher interest rate trends to reduce the volume of
investment spending. The effect of interest rate on deposit collection, loan and advance
and investment can be studied with help of correlation coefficient, coefficient of
determination and t-test.

The calculation of correlation coefficient, coefficient of determination and t-test of

Nepalese Commercial Banks are studied as follows:
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TableNo. 4.12
Correlation Coefficient, Coefficient of Deter minations and t-Statistics of NABIL

Deposit Denosit Interest on Loan & Investment Investment
Rate D Loan & Advances . Amount
Y ear . Amount . Ratein %
in% @) Advancein Amount (5) (6)
€Y % (3) (4)
2005 3.196| 14586.8 9.354 11222.7 6.558 4353.3
2006 3.324| 19348.4 9.542 13239.4 6.483 6174.8
2007 2813 | 233424 8.625 15878.3 5.573 8952.3
2008 4.656 | 31915.05 8.708 21365.06 6.397 14072.07
2009 5.036 | 37348.25 9.778 27589.93 5.125 15899.88
Total | 19.025 | 126540.9 46.007 89295.39 30.136 49452.35
r» = 0.877627868 r34,=0.17930436 rss=-0.633191724 r13=0.30219038
ri2> = 0.770230675 r32>=0.032150053 rse-=0.400931759 r13-=0.091319026
Mt1o/=3.171210047 lt3a/=0.315680286 | /tss/=-1.416960386 t13/=0.549079898

Source : Banking and Financial Statistics, Published by NRB in Mid July 2009 and Annex |
Where,
r2 = Correlation Coefficient between Deposit Rate and Deposit Amount
(r)?> = Coefficient of Determinations between Deposit Rate and Deposit Amount
Itio/ = t-test between Deposit Rate and Deposit Amount

In above table, the simple correlation coefficient between interest rate on deposit and
deposit amount (r12) is 0.8776 this means that there is highly degree of positive
correlation between these two variables. According to real theory of interest rate, the
higher interest rte attracts depositors and increases the supply of money. Similarly,
opposite case will happen, when interest rate decrease and vice-versa. But within this
study period, the result of correlation coefficient between interest rate on deposit and
deposit amount is favour the real theory. That means deposit amount is increased even in
decreased interest rate. The coefficient of determination (r’y,) is 0.7702 which indicates
77.02 percent of total variation in the value dependent variable (i.e. deposit amount) has
been explained by the independent variable (i.e. deposit rate) and remaining 22.98 is due
to effect other factors in the economy. From this analysis, it can be said that interest rate
is affecting deposit positively some extent. Test significance of correlation between
deposit rate and deposit amount also supports it. Because tabulated value of 't' for 3 (i.e.
n-2) d.f. (degree freedom) at 5 percent level of significance is 3.182 which is grates than
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calculated value of 't' (i.e. t- calculated < t-tabulated, 3.171 < 3.182). Thus, t is
insignificant, hence null hypothesis is accepted is accepted and aternative hypothesis is
rejected. Which means that variable (deposit rate and deposit amount) of NABIL Bank

are uncorrel ated.

The correlation coefficient between interest rate on loans, advances and total |oan amount
(rz4) 0.1793 which indicates the low degree of positive correlation. In other words small
change in lending rate changes the total loans and advances amount slightly proportion,
i.e. demand for investment and vice-versa. This analysis related to the classical theory of
interest rate. The coefficient of determination (r%s4) 0.3156 indicates the 31.56 percent of
total variation in dependent variable (Loan and advances amount) is explained by one
independent variable (Interest rate on loan and advances) and remaining 68.44 percent is
due to the effect of other factors in the economy. Test significance of correlation
coefficient between interest on loans and advances and lending amount shows that the
tabulated value of 't' for 3 d.f. at 5 percent level of significance 3.182 is greater than the
calculated value of 't' 0.316, i.e. (tca = 0.3156) < (tia = 3.182). It is not significant and null
hypothesis is accepted which means that the variables (lending rate and loan amount) of
NABIL Bank are uncorrelated.

The correlation coefficient between interest on investment and investment amount (rsg) is
-0.6331. It denotes the moderate degree of negative correlation between these two
variables. The coefficient of determination (r’ss) 0.4009 implies that 40.09 percent of total
variation in dependent variable (investment amount) is explained by the independent
variable (investment rate) and remaining 59.9 percent is due to the other factors in
economy. Test significance of correlation between interest on investment and investment
amount makes clear that the tabulated value of 't' for -1.4169 i.e. (tca = -1.4169) < (t =
3.182). Thus, it is insignificant and null hypothesis is accepted. Which means that the

variables (investment rate and investment amount) of NABIL Bank are uncorrelated.

Similarly, the correlation coefficient between interest rate on deposit and interest rate on
loans and advances (r’13) is 0.3021. It implies the moderate degree of positive correlation
between interest rate on deposit and interest rate on loans and advances. That means, with
the increase or decrease in one variable the other variable aso increase or decreases.

When deposit rate increase in small percentage then interest rate on loan and advances
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also increase in small percentage and vice versa. The coefficient of determination r? is
0.0913. Which indicates 9.13 percent of total variation in dependent variable (Ilending
rate) is explained by one independent variable (deposit rate) and remaining 90.87 percent
is effect of other factors in the economy. Under the test significance of correlation
coefficient between deposit rate and lending rate, 't' calculated 0.5490 is less than 't'
tabulated 3.182. So, null hypothesis is accepted. It means that the variables (deposit rate

and loans and advances rate) of NABIL Bank are uncorrelated.

FigureNo. 4.6
Deposit Callection and M obilization of NABIL
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The above figure represents the position of total deposit collection and mobilization of
these collected funds into loan and advances and investment sectors by NABIL. The
mobilization funds of banks depend upon the deposit collection funds by this bank. The
total deposit collection is decreased in Mid-July 2005 and then after it is increased
continuously. The funds mobilization in loan and advances are increase in every Mid-July
and the fund mobilization in investment sectors is decreased up-to Mid-July 2005 then
after it is also increased. The fund mobilization in loan and advances sectors is greater

than the fund mobilization in investment sectors.
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TableNo. 4.13
Correlation Coefficient, Coefficient of Deter minations and t-Statistics of NIBL

Deposit Deposit Inlfir::t; : Loan & Invest_ment Investment
Y ear _ Rate Amount (2) | Advancein Advances Ratein % Amount
in% (1) % (3) Amount (4) (5) (6)
2005 | 2661 14254.8 9.045 10490.4 6.558 4074.2
2006 | 2.656 18927.3 9.045 131715 6.483 5672.9
2007 | 2.656 24488.9 9.045 17769.1 5.573 6518.6
2008 | 3.156 34451.7 0.137 36455.4 6.397 9560.3
2009 | 3.093 46698.1 9.112 27189.8 5.125 11186.1
14.222 138820.8 45.384 105076.2 30.136 37012.1
r1,=0.866332288 r4:=0.963037774 rss=-0.639084183 | r,5=0.993548638
r1,>=0.750531634 r34°=0.927441754 rs-=0.408428593 | r,5°=0.987138897
1t12/=3.004259109 |  /t34/=6.192422226 |  /tsg/=-1.439179981 | /t;3/=15.17436912

Source : Banking and Financial Satistics, Published by NRB in Mid July 2009 and Annex |

From the table shows the correlation coefficient between deposit rate and deposit amount
of NIBL (r12) is 0.8633 interest rate on loan and advances and loan amount of NIBL (rzs)
is0.8663 and similarly investment rate and investment amount (ry3) is 0.9935. This means
there is high degree of positive correlation between these independent and dependent
variables of NIBL during this study period. That is small changes (increase/decrease) in
interest rate changes (decreases/increases) the loan amount in high proportion.

The coefficient of determination %, 0.75053 which means 75.05 percent of total variation
in dependent variable (deposit amount) is explained by independent variable (deposit
rate) remaining 24.94 percent is due to the other factors in the economy. Test significance
of correlation between deposit amount result is significant as calculated 't' 3.0042 is
greater than tabulated 't' at 5 percent level of significance for 3.182 so, null hypotheses is
rejected and alternative hypothesis is accepted. It means the variable deposit rate and
deposit amount of NIBL are correlated.

The coefficient of determination r’, is 0.9274. It means 92.74 percent of the total
variation in dependent variable (loan amount) is explained by the independent variable
(loan and advance rate) and remaining is due to the other factors in the economy. Under
the test significance of correlation between loan rate and loan amount, aternative
hypotheses is accepted as calculated 't' 6.1924 is greater than the variable between loan
rate and loan amount of NIBL are correlated.
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Similarly, the coefficient of determination between investment rate and investment
amount r’ss is 0.6390 means 63.90 percent of total variation in dependent variable (total
investment amount) is explained by the independent variable (investment rate) and
alternative 36.1 percent is due to the other factors in the economy. Under the test
significant, alternative hypothesis is accepted, as calculated 't' 1.4391 is lower than the
tabulated 't' at 5 percent level of significance for 3 d.f. 3.182. So, it can be concluded that
the variable investment rate and investment amount are not correlated.

From the same table revedls that the correlation coefficient deposit rate and lending rate
(r13) is 0.9935 is which means there is high degree of positive correlation between these
two variables. That is smal change (increase/decreases) in deposit rate change
(increases/decreases) the lending rate high proportion. The coefficient of determination
r’13 0.9871 indicates cent percentage of total variation in dependent variable (lending rate)
is explained by the independent variable (deposit rate) and it is slightly affected by other
factors in economy. Under the test significance of correlation between the deposit rate
and lending rate of NIBL, the calculated value of 't" is 15.1743. Hence, calculated 't' (i.e.
tea = 15.1743) is greater than tabulated 't' (i.e. t = 3.187). It is significant and alternative
hypothesis is accepted. But the null hypothesis is rejected. It can be concluded that the
deposit rate and lending rate of NIBL is more correlated.
FigureNo. 4.7
Deposit Collection and M obilization of NABIL
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The above figure shows the volume of deposit collection and fund mobilization in loan
and advances and investment sectors by NIBL. The fund mobilization in lone and
advances sectors are increased with the increased in deposit collection. The fund
mobilization in investment sector is ups and downs nature. The fund mobilization of
NIBL inloan and advances sectorsis also greater than in investment sectors.

TableNo. 4.14

Correéation Coefficient, Coefficient of Deter minations and t-Statistics of SCBNL

Deposit Deposit Inlf((a)r;stg? : Loan & Invest'ment Investment

Y ear _ Rate Amount (2) | Advancein Advances Rate in % Amount

in% (1) % (3) Amount (4) ) (6)

2005 1.719 19344 9.857 8525.1 6.397 9704.1
2006 1.75 23050.5 8.804 9206.3 5.125 12850.6
2007 1.75 24640.3 8.804 10790 4.965 13564
2008 1.828 29743.8 8.768 14240.9 6.397 19446.6
2009 1.93 35871.7 8.923 13915.2 5.125 25620.9
8.977 132650.3 45.156 56677.5 28.009 81186.2
r1,=0.983034424 r3s=-0.561574706 | r56=-0.206322395 | r13=-0.412952414
r12°=0.966356678 r3°=0.31536615 | r562=0.042568931 | r132=0.170529696
1t12/=9.282819722 |  [t34/=-1.175544251 | /t56/=-0.365218896 | /t13/=-0.785344515

Source : Banking and Financial Satistics, Published by NRB in Mid July 2009 and Annex |

From the above table, the correlation coefficient between deposit rate and deposit amount
seems positive. The correlation coefficient ri, + 0.7621 indicates there is high degree of
positive correlation between deposit amount and lending rate. It denotes with the less
increase or decrease in deposit rate increases or decreases deposit amount more
proportionately. The coefficient of determination (r?1,) 0.0663 implies that 96.63 percent
of total variation in dependent variable (loan rate) has been explained by the one
independent variable (deposit amount and remaining 3.37 percent is due to the effect of
other factors in the economy. Under the test significance of correlation coefficient
between deposit rate and deposit amount, the calculated 't' (i.e. tcg = 9.2828 is more than
the tabulated 't' at 5 percent level of significant for 3 d.f. (i.e. t%=3.182). Hence, null
hypothesis is rgjected and aternative hypothesis is accepted, which means the variables
deposit rate and deposit amount rate of SCBNL are correlation.

It is clear that there is high degree of negative correlation between interest on loan and
advance rate and loan and advance amount (rs4) is-0.5615 which means with the increase
in interest on loan and advance rate decreases and with the decrease in interest rate loan
and advance amount increase. The simple correlation
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FigureNo. 4.8
Deposit Collection and M obilization of SCBNL
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The above figure depicts the deposit collection and fund mobilization of SCBNL. The
deposit collection and fund mobilization in investment are ups and downs nature. Where
as the fund mobilization in loan and advance are also ups and downs in each Mid July.
The fund mobilization of SCBNL in investment sectors is greater than in loan and

advances sectors.
TableNo. 4.15
Correation Coefficient, Coefficient of Determinations and t-Statistics of HBL
. . Interest on Loan &
Deposit | - Deposit Loan & Advances Invegmmt Investment
Y ear Rate Amount . Ratein %
in % (1) @) Advancein Amount ) Amount (6)
% (3) (4
2005 2.875 24831.1 9.102 13590.9 6.558 5509.6
2006 2.688 26456.2 9.102 15768.3 6.483 10890.5
2007 2.688 29905.8 7.909 17841.5 5.573 1821.6
2008 3.219 31939.8 7.688 20492.4 6.397 17686.7
2009 4,313 34746.3 8.886 25878.4 5.125 15339.1
15.783 | 147879.2 42.687 93571.5 30.136 51247.5
r1,=0.799680523 rs4=-0.232258876 rss=-0.0139794 r13=0.118351917
r1,2=0.639488939 r2s>=0.053944185 rse-=0.000195424 r13-=0.014007176
[t12/=2.306841997 | [t34/=-0.413594321 | /ts¢/=-0.024215397 t13/=0.206442471

Source : Banking and Financial Statistics, Published by NRB in Mid July 2009 and Annex |
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From the above table, it is clear that the two variables deposit rate and deposit amount are
highly positive correlated. The correlation coefficient between these two variables is
0.7996 which means small increase or decrease or decrease in deposit rate decrease or
increase the deposit amount in higher proportion. This analysis does not match the
genera theory that increase in interest rate increases the deposit amount and vice-versa.
The coefficient of determination (r%) 0.6394 indicates that 63.94 percent of total
variation in dependent variable (deposit amount) is explained by one independent variable
(deposit rate) and remaining 36.06 percent is due to the other factorsin the economy. Test
of significance of correlation coefficient between deposit rate and deposit amount at 5
percent level of significance for 3 d.f. reveals that it is significant. Since, the calculated
value of 't (2.3068) is loss than tabulated value of 't (3.182), null hypothesis is accepted
and aternative hypothesis is regjected. It means the variables deposit rate and deposit

amount of HBL is uncorrelated.

Again, from the same table no. 4.15, the correlation coefficient between interest on loan
and advances and loan amount is -0.2322. It indicates there is low degree of negative
correlation between these two variables. It means that with the small increase or decrease
in lending rate decreases or increases the loan amount in low rate. Similarly, the
coefficient of determination (r%s;) 0.0539 denotes that 5.39 percent of total variation in
dependent variable (loan amount) is explained by independent variable (Ilending rate) and
remaining 94.61 percent is due to the other factors in the economy. Test significance of
correlation coefficient between lending rate and loan amount results in significant,
because the calculated value of 't' (-0.4135) is less than the tabulated value of 't' at 5
percent level of significance for 3 d.f. (3.187). Hence null hypothesis is accepted and
alternative hypothesis is rejected, which means there is correlation between loan rate and

oan amount.

In the same table, the correlation coefficient between two variables investment rate and
investment amount is -0.0139. That is low degree of negative correlation. It means that
with the increase or decreases in investment rate decreases or increase investment
amount in small proportion. The coefficient of determination r’ss 0.000195 denotes that
only 0.0195 percent of total variation in dependent variable (investment amount) has been
explained by independent variable (investment rate) and remaining 99.98 is due to other

factors in the economy. Test significance of correlation coefficient between investment
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rate and investment amount is insignificance as calculated 't' (tca = -0.0242) is less than
tabulated 't at 5 percent level of significant for 3 d.f. (ta, = 3.182). So, null hypothesisis
accepted, that means the variable investment rate and investment amount are

uncorrel ated.

But in the same table, the correlation coefficient between deposit rate and loan rate of
HBL is 0.1183. It is the low degree of positive correlation. So, with the less increase or
decreases in deposit rate, loan rate increase or decrease small proportionately. The
coefficient of determination r’;z 0.01400 denotes that 1.4 percent of total variation in
dependent variable (loan rate) is explained by independent variable (deposit rate) and
remaining 98.6 percent is due to the effect of other factors in the economy, which has not
been studied in this research. Test significance of correlation coefficient between loan
rate and deposit rate results in significant, as calculated 't' (tcg = 0.2064) is lower than
tabulated 't' at 5 percent level of significant for 3 d.f. (tw = 3.187). So, null hypothesisis
accepted and other hypothesis is reected, t hat means the variable loan rate and loan

amount are uncorrel ated.

Figure No. 4.9
Deposit Collection and Mobilization of NIBL
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The above figure shows that the volume of deposit collection and fund mobilization in
loan and advances and investment sectors by NIBL. The fund mobilization in loan and
advances sectors are increased with the increased in deposit collection. The fund
mobilization in investment sectors is ups and downs nature. The fund mobilization of

NIBL inloan and advances sectorsis also greater than in investment sectors.

TableNo. 4.16

Corrdation Coefficient, Coefficient of Deter minations and t-Statistics of NSBIBL
Deposit Deposit Inlfir:ﬁtg? : Loan & Investment | Investment

Y ear _ Rate Amount Advancein Advances Ratein % Amount

in% (1) (2 % (3) Amount (4) (5) (6)

2005 3.042 8645.8 9.35 6765.1 6.558 2607.7
2006 3.167 | 10852.7 9.275 8250.8 6.483 3699.9
2007 35| 114452 8.388 10065.4 5.573 2377.5
2008 3.883 | 13750.3 8.15 127425 6.397 3167.5
2009 425 | 27957.2 8.388 15131.7 5.125 13331.8
17.842 | 72651.2 43.551 52955.5 30.136 25184.4
r1,=0.883581708 r34=-0.83001219 rs6=-0.740503764 r13=-0.835737495
r2°=0.780716635 |  rs"=0.688920236 | rs°=0.548345825 | r15°=0.698457161
[t12/=3.268168956 | /t1o/=-2.577562577 | [ts¢/=-1.908468005 | /t13/=-2.636064331

Source : Banking and Financial Satistics, Published by NRB in Mid July 2009 and Annex |

From the above table the calculation of correlation coefficient, coefficient of
determination and test statistics of NSBIBL has been clearly shown. The correlation
coefficient r, = 0.8835 denotes that there is low negative correlation between deposit rate
and deposit amount which means small increase/decrease in interest rate on deposit
decreasel/increase  deposit amount small in proportionately. The coefficient of
determination r?, = 0.7807 denotes that 78.07 percent of total variation in dependent
variable (deposit amount) has been explained by the independent variable (deposit rate)
and remaining by the other factors in the economy. Test significance of correlation
coefficient between deposit rate and deposit amount at 5 percent level of significance for
d.f reveals not significant. The calculated value of 't' 3.2681 is greater than tabulated
value of 't' 3.182 so, the null hypothesis is rejected and alternative hypothesis is accepted

means the variables deposit rate and deposit amount of NSBIBL is correlated.

From the same table no. 4.16 the correlation coefficient between interest on loan and

advance and loan amount r 3 is 0.8300, which means there is highly negative correlation
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between these two variables. It indicates that small increase/decrease in interest rate
decreases/increase loan amount more proportionately. The coefficient of determination
(r®ss) 0.6898 indicates that 68.89 percent of total variation in dependent variable (loan
amount) has been explained by one independent variable (loan rate) and remaining is due
to the other factors in the economy. Test significance of correlation coefficient between
loan amount and loan rate results significant. The calculated value of 't' 2.5775 is less than
tabulated value of 't' at 5 percent level of significance for d.f 3.187 So, null hypothesisis

accepted that means these two variables are uncorrel ated.

From the same table no. 4.16, the correlation coefficient between interest rate on
investment and investment amount (rsg) is 0.7405, which means there is highly negative
degree of correlation between these two variables. The coefficient of determination (r’se)
0.5483 indicates that 54.83percent of total variation in dependent variable (investment
amount) has been explained by independent variable (investment rate) and remaining is
due to the other factors in the economy. Test significance of correlation coefficient
between investment rate and investment amount results insignificant. The calculated
value of 't' 1.9084 is less than tabulated value of 't at Spercent level of significance for d.f
3.182. So, the null hypothesis is accepted and there is uncorrelated between these two

variables.

But from the same table, the correlation between interest rate on deposit rate and lending
rate is seemed to high degree of positive correlation i.e. r;3 = 0.8357, which means small
increase in interest rate on deposit increase the interest rate on loans and advances rate at
lower proportion. The coefficient of determination r’y3 = 0.6984 means that 69.84 percent
total variation independent variable (deposit rate) has been explained by the one
independent variable (lending rate) remaining is due to the other factors in the economy.
Test significance of correlation coefficient between deposit rate and lending rate results
significant as the calculated value of 't' -2.63606 is less that the tabulated value of 't' at 5
percent level of significance for 3 d.f. (3.187). So, the null hypothesis is accepted

aternative hypothesisis rejected and there is uncorrelated between these two variables.
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Figure No. 4.10
Deposit Collection and M obilization of NSBIBL
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Source : Table No. 4.16

From the above figure it can explain that the loan and advances of NSBIBL is increased
with the increased in deposit collection. The fund mobilization in investment sectors is
aso increased up-to Mid July 2006 and decreased in Mid July 2007. The funds
mobilization in loan and advances sectors of NSBIBL is greater than in investment

sectors.

4.2.3 Analysis the Effect of Interest Rate on Deposit Mobilization of Nepalese
Commercial Bank
The interest rates play a crucia role in funds collection from different sources and
mobilization in different sectors. The interest rate has positive relationship with deposit
collection and investment. But it has negative relationship with the loan & advances. It
means, if the interest rate is high in deposit and investment, the fund collected from
deposit and the fund mobilized in investment will also increase. Similarly, if the interest
rate is high in loan & advances, the fund mobilized in loan & advances sectors will

decrease. So, the interest rate directly affects fund management of banks.

The effect of interest rate on deposit mobilization of banks can be clear by analyzing the

fund management ratios of these banks. Here, the funds management ratios include Total
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Loan & advances to Total Deposit, Total Investment to Total Deposit and Total Credit to
Total Deposit. The Total Credit to Total Deposit ratio is the summation of total loan &
advance to total deposit and total investment to total deposit. These ratios help to evaluate
managerial efficiency and proper utilization of assets, which are shown as follows:
TableNo. 4.17
Interest Rate and Funds Management Ratio of NABIL

Year | Loan & Advanceto Total | Investment to Total Deposit | Total Credit to Total
Deposit Ratio Ratio Deposit Ratio

Loan & (Total Loan | Investment (Tota Average (Total
Advance | & Advance | Rate (%) Investment = | Interest Credit +

Rate (%) + Tota Total Rate (%) Total
Deposit) x Deposit) x Deposit) x

100% 100% 100%

2005 | 9.3%4 76.94 6.558 29.84 7.956 106.78

2006 | 9.542 68.42 6.483 31.91 8.012 100.34

2007 | 8.625 68.02 5.573 38.35 7.099 106.38

2008 | 8.708 66.94 6.397 44.09 7.552 111.03

2009 9.778 73.87 5.125 42.57 7.451 116.44

Source : Banking & Financial Statistics Published by NRB Mid July 2009 and Annex-|

The above table clears that the effect of interest rate on deposit mobilization of NABIL
Bank. Interest on Loan & advances isincrease from 9.354 percent to 9.542 percent in Mid
July 2005 to 2006, where as its total loans and advances to total deposit ratio is decreased
from 76.94 percent to 68.42 percent respectively. Which means NABIL Bank able to
mobilize its deposit amount on total loans and advances is only 76.94 percent at interest
rate 9.354 percent. Similarly, it able to mobilize its total deposit amount on total loans and
advances is 68.42 percent at interest rate 9.542 percent which shows that customers are
aware about interest rate. In the Mid July 2006 the interest rate rises to 9.542 percent, the
loans and advances to total deposit ratio aso decreased to 68.42 percent, which is the real
theory that increase in interest rate decreases lending activities and decrease in interest
rate increases lending activities. In this way, loan and advances to total deposit ratio are
68.02 percent, 66.94 percent and 73.87 percent at loans and advances rate 8.625 percent,
8.708 and 9.778 percent in Mid July 2007, 2008 and 2009 respectively. Here NABIL
Bank has shown a good sign of performance that it is able to mobilize its deposit at higher
ratio even in the case of rising interest rate. Such a higher ratio shows a better

mobilization of fund and vice-versa.
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Similarly, in the above table the total investment to total deposit ratio of NABIL Bank is
increasing from Mid July 2006 to 2008 from 29.84 percent to 31.91 percent to 28.38 and
to 44.09 percent at investment rate 6.558 percent, 6.483 percent,5.573 percent and 6.397
percent respectively. The total investment to total deposit ratio started to decrease in
42.57 percent in Mid July 2009. But the investment rate increased to 6.397 percent in Mid
July 2008. Then after, it decreases to 5.125 percent in Mid July 2009. The interest on
investment is generally lower than interest on loan & advances. So, NABIL Bank
normally prefers flowing its funds to loans and advances. Since, bank can not utilize
whole of its funds raised through deposits into loans & advances, it mobilize the excess
fund investing in different government securities issued by government. From the above teble it
showsthat the NABIL Bank investsits fund in such away to achieve higher return.

In the same table, the total credit to total deposit ratio denotes the aggregate performance
of Bank in loan and advances and investment on total deposit. The average interest on
total credit 7.956 percent, 8.012 percent, 7.099 percent, 7.552 percent and 7.451 percent
from Mid July 2005 to 2009 respectively. The bank is aso able to mobilize its total
deposit on total credit to 106.78 percent, 100.34 percent, 106.38 percent, 111.03 percent
and 116.44 percent from Mid July 2005 to 2009 respectively. The total credit total deposit
ratio above cent percentage reveals the excess use of money in total credit from other
sources aso, not only from total deposit.
FigureNo. 4.11
Funds Management Ratio of NABIL
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The above figure shows the trend line of fund management ratios of NABIL. All these
trend lines are ups and downs nature. A high ratio of total credit to total deposit indicates
the better mobilization of collected deposits in the fields of loans and advances and
investment or the manageria efficiency regarding the utilization of deposits. Similarly,
the low ratio is the result of less efficiency in use of funds. The NABIL has high total
credit to total deposit ratio in Mid July 2009 and low total credit to total deposit ratio in
Mid July 2002.

TableNo. 4.18
Interest Rate and Funds Management Ratio of NIBL
Y ear Loan & Advanceto Investment to Total Total Credit to Total
Total Deposit Ratio Deposit Ratio Deposit Ratio
Loan & (Total Investment (Total Average (Total
Advance Loan & Rate (%) | Investment | Interest Credit +
Rate (%) | Advance + + Total Rate (%) Total
Total Deposit) x Deposit) x
Deposit) x 100% 100%
100%
2005 9.045 73.59 6.558 28.58 7.801 102.17
2006 9.045 69.59 6.483 29.97 7.764 99.56
2007 9.045 72.56 5573 26.62 7.309 99.18
2008 9.137 80.52 6.397 27.74 7.767 108.27
2009 9.112 58.22 5.125 23.95 7.418 82.18

Source : Banking & Financial Statistics Published by NRB Mid July 2009 and Annex-|

From the above table, it is clearly shown that the interest rate on loans and advances of
NIBL is stable for three-three years during this study period. That is, the interest rate on
Mid-July 2005 to 2007 is to 9.045 percent and following Mid July 2008 and 2009 is to
9.137 percent and 9.112 percent. While the deposit mobilization towards loans and
advances is 73.59 percent, 69.59 percent, 72.56 percent, 80.52 percent and 58.22 percent
in Mid July 2005 to 2009 respectively. Since, higher the ratios better the performance,
NIBL is walking through the right path with respect to loan and advance to total deposit

ratio.
The total investment to total deposit ratio express the ratio of the total deposit mobilized

toward investment. The total investment to total deposit ratio of NIBL is 28.58 percent,
29.97 percent, 26.62 percent, 27.74 percent and 23.95 percent at investment rate 6.558
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percent, 6.483 percent, 5.573 percent, 6.397 percent and 5.125 percent in Mid July 2005,
2006, 2007, 2008 and 2009 respectively. In the Mid July 2009 the ratio was only 23.93
percent, which indicates that there was not much interested in market oriented interest
rate in this year. But this study shows that the NIBL has improved in investment ratio
during this study period. It has increased the investment ratio up to 29.97 percent in Mid
July 2006 which is high ratio during this study period.

The overall amount of total credit to total deposit ratio gives a clear figure about the
mobility of funds of NIBL. The average credit interest rates are in decreasing trend. That
is 7.801 percent, 7.764 percent, 7.309 percent, 7.769 percent and 7.118 percent in Mid
July 2005 to 2009. The total credit flow of NIBL in above respective year are 102.17
percent, 99.56 percent, 99.18 percent, 108.27 percent and 82.18 percent. Since, higher the
ratio denotes the better performance, NIBL has able to catch the higher ratio in Mid July 2008.
FigureNo. 4.12
Funds Management Ratio of NIBL
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The above figure represents the fund management ratios of NIBL. These trend lines also
increasing and decreasing nature. The higher ratio indicates the manageria efficiency of
this bank and low ratio indicates the manageria inefficiency of this bank. The NIBL has
mobilized its deposit fund more in loan and advances sectors than investment sectors. The
NIBL has high total credit to total deposit ratio in Mid July 2008 and low total credit to
total deposit ratio in Mid July 2009.



TableNo. 4.19
Interest Rate and Funds M anagement Ratio of SCBNL

Y ear Loan & Advanceto Totd Investment to Totd Total Credit to Total
Deposit Ratio Deposit Ratio Deposit Ratio
Loan & (Total Loan & | Invest (Total Average | (Tota Credit
Advance Advance + -ment | Investment = | Interest + Total
Rate (%) | Total Deposit) | Rate | Tota Deposit) Rate Deposit) x
x 100% (%) x 100% (%) 100%
2005 9.857 44.07 6.558 50.17 8.207 94.25
2006 8.804 39.94 6.483 55.75 7.643 95.69
2007 8.804 43.79 5573 55.05 7.188 98.84
2008 8.768 47.87 6.397 65.38 7.582 113.25
2009 8.923 38.79 5.125 71.42 7.024 110.21

Source : Banking & Financial Satistics Published by NRB Mid July 2009 and Annex-|

From the above table, it is clear that the loans and advances rate is decreases. Where total
loans and advances to total deposit rate is not increased with decreased lending interest
rate , which is against the real theory. In the Mid July 2002, the total loans and advances
to total deposit ratio is 44.07 percent at lending interest rate 9.857 percent. It means the
SCBNL able to mobilize its total deposit towards loans and advances is only 44.07
percent. In the following Mid July 2006 to 2009 the total loans and advances to total
deposit ratios are 39.94 percent, 43.79 percent, 47.87 percent and 38.79 percent at the
lending rate 8.804 percent, 8.804 percent, 8.768 percent and 8.923 percent respectively.

In the same table the investment to total deposit ratio and investment rate is not increased
or decreased in uniform way. The investment to total deposit ratio for Mid July 2005 is
50.17 percent at investment rate 6.558 percent. It means the SCBNL mobilized 50.17
percent of its deposit fund on investment sectors. Similarly, the same ratio in the
following Mid July 2006 to 2009 are 55.75 percent, 55.05 percent, 65.38 percent and
71.42 percent at the investment rate 6.483 percent, 5.573 percent, 6.397 percent and 5.125
percent respectively.

In conclusion, it can say that the SCBNL attracts to mobilize its deposit fund on
investment sectors than lending sectors. It utilizes excess fund in investment sectors than
lending sectors. It shows that the SCBNL has good portfolio management towards
investment considering effective interest rate. The total credit to total deposit ratio is
aggregate ratio of total lending to total deposit ratio and total investment to total deposit
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ratio. It shows the total mobilization of fund made by bank at different interest rate. The
same ratio for SCBNL is 94.25 percent, 95.69 percent 98.84 percent, 113.25 percent and

110.21 percent at average interest rate 8.207 percent, 7.643 percent, 7.188 percent, 7.582

percent and 7.024 percent in Mid July 2005 to 2009 respectively.

FigureNo. 4.13

Fund M obilization Ration of SCBNL
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The above figure depicts the trend line of fund management ratio of SCBNL. The trend
line of total investment to total deposit ratio of SCBNL is higher than the total loan and
advances to total deposit ratio. It indicates the SCBNL mobilized its fund more in

investment sectors than loan and advances sectors. The total credit to total deposit ratio of
SCBNL is higher in Mid July 2008 and lower in Mid July 2005.

TableNo. 4.20

Interest Rate and Funds Management Ratio of HBL

Year | Loan & Advanceto Total Investment to Total Total Credit to Total
Deposit Ratio Deposit Ratio Deposit Ratio
Loan& | (Tota Loan& | Investm (Totd Average | (Total Credit
Advance | Advance = Total ent Investment = | Interest + Total
Rate Deposit) x Rate | Total Deposit) | Rate (%) | Deposit) x
(%) 100% (%) x 100% 100%
2005 | 9.102 54.73 6.558 22.19 7.83 76.92
2006 | 9.102 59.6 6.483 41.16 7.792 100.77
2007 | 7.909 59.66 5.573 6.09 6.741 99.19
2008 | 7.688 64.15 6.397 55.37 7.042 119.53
2009 | 8.886 74.47 5.125 44.15 7.005 118.62

Source : Banking Financial Satistics Published by NRB Mid July 2009 and Annex-|
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From the able table, it is shown that the total credit to total deposit ratio is 76.92 percent
Mid July 2005, which means 76.92 percent of total deposit has been mobilized towards
total credits, when the average interest rate was 7.83 percent. In the same year total loan
and advance to total deposit ratio was only 54.73 percent and total investment to total
deposit ratio was 22.19 percent means 54.73 percent of total deposit mobilization towards
loan and investment and 22.19 percent of total deposit mobilized toward investment
sectors. In that year the bank has idle funds 23.48 percent of total deposit. Similarly, the
total credit to total deposit ratio in the following Mid July are 100.77 percent, 99.19
percent, 119.53 percent and 118.62 percent at the average interest rate 7.792 percent,
6.741 percent, 7.042 percent and 7.005 percent respectively. The higher ratio indicates the
better performance. So, in conclusion, it can be said that HBL isimproving its performance.

On the same table, in the following year Mid July 2005, 2006, 2007, 2008 and 2009 the
total loans and advances to total deposit ratio are 54.73 percent, 59.6 percent, 59.66
percent, 64.15 percent, 74.47 percent on decreasing loan and advances interest rate 9.102
percent, 9.102 percent, 7.909 percent, 7.688 percent an 8.886 percent respectively. Asthe
interest rate is lower each year, the loans and advances to total deposit ratio must be
higher as per real theory. At this time, the total loan and advances to total deposit ratio
was decreased with decreased interest on lending rate.

From the same table, it is clear that the BHL mobilized its deposit fund into investment
sector in following Mid July 2006 to 2009 are 41.16 percent, 6.09 percent, 55.37 percent
and 44.15 percent at the investment rate 6.483 percent, 5.573 percent, 6.397 percent and
5.125 percent respectively.
FigureNo. 4.14
Funds Management Ratio of HBL
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The above figure demonstrates the trend line of fund management ratios of HBL. The
trend line of total loan and advances to total deposit ratio of HBL is higher then the total
credit to total deposit ratio. It indicates the HBL mobilized its fund more in loan and
advances sectors than investment sectors. The HBL has used very low fund in investment
sectors at Mid July 2007. The total credit to total deposit ratio HBL is higher Mid July
2008 and lower in Mid July 2005.
TableNo. 4.21
Interest Rate and Funds Management Ratio of NSBIBL

Year | Loan & Advanceto Total | Investment to Total Deposit | Total Credit to Total
Deposit Ratio Ratio Deposit Ratio

Loan & (Total Loan | Investment (Total Average (Total
Advance | & Advance | Rate (%) Investment = | Interest Credit +

Rate (%) + Total Total Rate (%) Total
Deposit) x Deposit) x Deposit) x

100% 100% 100%

2005 9.35 78.25 6.558 30.16 7.874 108.41

2006 | 9.275 76.03 6.483 34.09 7.200 110.12

2007 | 8.388 87.94 5.573 20.77 6.677 108.72

2008 | 8.150 93.42 6.397 23.09 7.273 116.51

2009 | 8.388 54.59 5.125 47.68 6.756 102.28

Source : Banking & Financial Satistics Published by NRB Mid July 2009 and Annex-|

From the above table, the average interest on credit is in decreasing and increasing 2005,
total loans and advances to total deposit ratio denotes that at 9.35 percent interest on loans
and advances to total deposit ratio 78.25 percent of total deposit has been mobilized
towards loans and advances. Similarly, total investment was 30.16 percent of total deposit
at 6.558 percent interest rate was mobilized toward investment. In the same year 108.41
percent of total deposit was mobilized towards total credit at the average rate of 7.874
percent. The loans and advances rate of NSBIBL is decreasing to 9.35 percent, 9.275
percent, 8.388 percent, 8.15 percent and 8.388 percent in Mid July 2005, 2006, 2007,
2008 and 2009 respectively but the total loans and advances to total deposit ratio at the
same rate are 78.25 percent, 76.25 percent, 87.94 percent, 93.42 percent and 54.59
percent respectively, which is not in uniform way. This shows that it does not match with
the real theory i.e. decrease in interest rate increases in loan amount. Higher ratio shows

the better performance.
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In the same table, average interest on total credit is declining up to 2007. They are 7.874
percent, 7.20 percent, 6.677 percent respectively. Similarly, the total credit to total deposit
ratio are 108.41 percent, 110.12 percent and 108.72 percent in Mid July 2005 and 2007
respectively. It shows that total credit to total deposit ratio are increasing with the
decreasing average interest rate apart Mid July 2008. Such a maximum extent of
mobilization of credit can create crisis in the operation of the bank and can create
economic imbalance.
Figure No. 4.15
Funds Management Ratio of NSBIBL
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The above figure shows the trend lines of fund management ratio of NSBIBL. The trend
line of total loan & advances to total deposit ratio is higher than the total investment to
total deposit ratio. It indicates the NSBIBL has more attracted to loan & advances sectors
than investment sectors. The total credit to total deposit ratio of NSBIBL is increasing
Mid July 2007 to 2009.

424 Effect of Change in Interest Rate on Net Profit of Nepalese Commercial
Banks

The interest rate risk is the exposure of a bank's financial condition. The changes in

interest rates affect a bank's earning by changing its net interest income and the level of

other interest-sensitive income and operating expenses. The changes in interest rates also

affect the underlying value of the bank's assets, liabilities and off-balance sheet
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instruments. As the interest rate is very dangerous for the banking performance, it should

be managed carefully.

The effect of change in interest rate on net profit of Nepaese Commercia Banks is

studied as follows:

TableNo. 4.22
Changein Interest Rate and Net Profit of NABIL
Change
Ch_ange Interest in Interest Changein
Interest in Rate Change
Rateon | Interest Interest Net ;
Rate on | Interest on . in Net
Year : Loan & | Rateon Rate on Profit .
Deposit | Rate on Invest- Profit
: .. | Advance | Loan & Investment | Amount
(in%) | Deposit |~ . ment . Amount
(in %) (in%) | Advance (in %) (in %)
0 (in %) °
2005 | 3.196 - 9.354 - 6.558 - 816.5 181.4

2006 | 3.234 | 0.038 9.542 0.188 6.483 -0.075 979.2 162.7

2007 | 2.813 | -0.42 8.625 -0.917 | 5573 -0.91 654.7 | -324.5

2008 | 4.656 | 1.843 8.708 0.0983 | 6.397 0.824 750.4 95.7

2009 | 5.036 0.38 9.778 1.07 5.125 -1.272 1033.8 | 2834

Source : Various Banking & Financial Satistics Published by NRB Mid July and Annex-|

The above table helps to find out the effect of change in interest rate on net profit of
NABIL Bank. In the Mid-July 2009 the NABIL Bank has increased its net profit by 283.4
million, which is great improvement for it. In the same period, the interest rates on three
variables i.e. deposit rate, loans and advances rate and investment rate were increased by
0.107 percent, 0.854 percent and decreased by -0.075 percent respectively. In the Mid-
July 2006 deposit rate and loan advance 0.38 percent rate increased by 0.038 and 0.188,
but investment rate in decreased by -1.372 percent. As a result, net profit for this period
increased by 162.7 million. In the Mid-July 2007 deposit rate, investment rate and loan
and advance rate decreased by 0.42 percent, 0.917 percent and -0.91 percent respectively.
As aresult net profit decreased by -324.5 million. In the Mid-July 2008 the deposit rate
investment rate and loan and advances rate increased by 1.843 million, 0.083 percent and
0.824 percent respectively. As aresult, the net profit of bank increased by 95.7 million.
Similarly, in the Mid-July 2008. This analysis shows that the little change in interest rate

will affect more in net profit of bank. This table also shows a conflict result to 'effect of
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change in interest rate on profitability of bank' in the sense that the bank increased its net
profit by 283.4 million by decreasing interest rate on investment in Mid-July 2009. In the
same way the bank decreased its net profit by 324.5 million by decreasing interest rate on
three variablesin Mid-July 2007.

TableNo. 4.23
Changein Interest Rate and Net Profit of NIBL
Change Change
Interest Chiar?ge Interest in Interest in Chanoe
Rateon | Interest | Rateon | Interest Net -hang
Rateon | Interest . in Net
Y ear . Loan& | Rateon | Invest- | Rateon | Profit .
Deposit | Rateon Profit
(in%) | Deposit A(_jvance Loan & ment Invest- | Amount Amount
(in %) (in%) | Advance | (in %) ment
0 (in %) (in %)
2005 | 2.661 - 9.045 - 6.558 - 265.5 -
2006 | 2.656 | -0.005 9.045 0 6.483 | -0.075 | 385.1 119.6
2007 | 2.656 0 9.045 0 5.573 -0.91 515.7 130.6
2008 | 3.156 0.5 91375 | 0.0925 | 6.397 | 0.824 750.4 234.7
2009 | 3.093 | -0.063 | 9.1125 -0.025 5125 | -1.272 | 914.6 164.2

Source : Various Banking & Financial Satistics Published by NRB Mid July and Annex-I

The above table shows that the effect of change in interest rate on profitability of NIBL.
Higher profitability of bank indicates the better performance of this bank. So, it can
conclude that the NIBL performance during these periods is improving and better. In the
starting of this study period Mid-July 2005, the bank was in profit 265.5 million but in the
following year Mid-July 2006 it able to earn 119.6 million more than previous year by
making constant interest rate on deposit and lending, when investment rate was decreased
by -0.075 percent. On the same cases, in the Mid-July 2007, the NIBL able to increase it
net profit by 130.6 million. Similarly, in the Mid-July 2006, the bank able to increased its
net profit by 119.6 million by decreasing deposit rate by 0.005 percent and making
constant lending rate, when investment rate provided by NRB is decreased by 1.272
percent. In the same way, the bank again able to increase its net profit by 130.6 million by
making constant deposit rate and lending rate, when investment rate is decreased by -0.91
percent in Mid-July 2007.
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Changein Interest Rate and Net Profit of SCBNL

TableNo. 4.24

Change Interest Changein | Interest Chiar?ge
Interest in Interest Rate Net | Change
Rate on Interest . :
Rate on | Interest Rate on on Profit | in Net
Y ear . Loan & Rate on )
Deposit | Rate on Loan & Invest- Amo- | Profit
: .. | Advance Invest-
(in %) | Deposit (in %) Advance | ment ment (in unt | Amount
(in %) ° (in%) | (in%) %
2005 | 1.719 | -0.131 | 9.857 -0.258 6.5558 - 5379 | -18.8
2006 | 1.75 0.031 8.804 -1.053 6.483 | -0.075 | 662.2 | 124.3
2007 | 1.75 0 8.804 0 5.573 -0.91 692.1 29.9
2008 | 1.828 | 0.078 8.768 -0.026 6.397 0.824 | 8144 | 1223
2009 | 1.9306 | 0.1026 | 8.923 0.155 5125 | -1.272 |1028.3| 213.9

Source : Various Banking & Financial Satistics Published by NRB Mid July and Annex-|

In the above table shows that the effect of change in interest rate on profitability of
SCBNL for five times period. SCBNL increased its net profit by 124.3 million and 29.9
million in Mid-July 2006 and 2007 respectively. The interest structure in Mid-July 2006
for SCBNL was decreasing lending and investment and slightly increasing deposit rate

and in Mid-July 2007, investment rate was still increasing but deposit and lending rate

were remain constant. In 2008 and 2009 two increasing variable (deposit rate and lending

rate) are increasing but interest rate on investment was increasing as well as the net profit
also increasing from 122.3 to 213.9 in 2008 and 2009.
TableNo. 4.25

Changein Interest Rate and Net Profit of HBL

Change Change Change
Interest in 9 Interest in Interest in Chanoe
Rateon | Interest | Rateon | Interest Net -hang
Rateon | Interest : in Net
Y ear : Loan& | Rateon | Invest- | Rateon | Profit .
Deposit | Rate on q Profit
(in%) | Deposit A dvance Loan & ment Invest- | Amount Amount
(in %) (in%) | Advance | (in%) ment
° (in %) (in %)
2005| 2.875 | -1.139 9.102 -1.656 6.558 - 752.3 31.9
2006 | 2.688 | -0.187 9.102 0 6.483 | -0.075 | 5138 | -2385
2007 | 2.688 0 7.909 -1.193 5.573 -0.91 828.4 314.6
2008 | 3.219 0.531 7.688 -0.221 6.397 | 0.824 | 1050.8 | 2224
2009 | 4.313 1.094 8.886 1.198 5125 | -1.272 | 11821 | 131.3

Source : Various Banking & Financial Satistics Published by NRB Mid July and Annex-|
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The above table shows that the change in net profit amount with the change in interest
rate of HBL in different Mid-July. The interest rate structure on deposit rate is decreasing
and constant. The changes in interest rate on deposit are -0.187 percent, 0.531 percent and
1.094 percent in Mid-July 2006, 2007, 2008 and 2009 respectively. The interest rate
structure on lending is decreasing, increasing and constant. The changesin interest rate on
lending are -1.193 percent, -1.193 percent, -0.221 percent and 1.198 percent in Mid-July
2006, 2007, 2008 and 2009 respectively. Similarly, the interest rate structure on
investment is decreasing. The changes in interest rate on investment are -0.075 percent,
-0.91 percent, 0.824 percent and -1.272 percent in Mid-July 2006, 2007, 2008 and 2009
respectively. On this structure of interest rate, the HBL has changes its net profit amount
by -238.5 million, 314.6 million, 222.4 million and 131.3 million in Mid-July 2006, 2007,
2008 and 2009 respectively. It clears that the HBL has increased its net profit in each
fiscal year apart Mid-July 2006.
TableNo. 4.26
Changein Interest Rate and Net Profit of NSBIBL

Change Interest Changein Ch;':\r?ge
Interest in Interest Interest Change
Rate on Interest Net ;
Rate on| Interest Rate on Rate on : in Net
Y ear . Loan & Rateon | Profit .
Deposit| Rate on Loan & | Investment Profit
R .. | Advance . Invest- | Amount
(in %) | Deposit . Advance (in %) . Amount
(in %) (in %) (in %) ment (in
%)
2005| 3.042 | -0.583 9.35 -0.15 6.558 - 4.6 -129.2

2006/ 3.167 | 0.125 9.275 -0.075 6.483 -0.075 132 127.4

2007| 3.5 0.333 8.388 -0.887 5.573 -091 | 3599 | 227.9

2008 3.883 | 0.383 8.15 -0.238 6.397 0.824 | 2551 | -104.8

2009| 4.25 0.367 8.388 0.238 5.125 -1.272 | 337.1 82.0

Source : Various Banking & Financial Satistics Published by NRB Mid July and Annex-|

The above table shows that the change in net profit amount with the change in interest
rate of NSBIBL and investment rate of NRB in different Mid-July. The interest rate
structure on deposit rate is 0.1255, 0.333, 0.383, 0.367 in Mid-July 2006, 2007, 2008 and
2009 respectively. The interest rate structure on lending is decreasing during this study
period. The change in lending rate are -0.075 percent, -0.887 percent, -0.238 and 0.238 in
Mid-Jduly 2006, 2007, 2008 and 2009 respectively. Similarly, the interest rate structure on
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investment is also decreasing. The changes in interest rate on investment are -0.075
percent, -0.91 percent, 0.824 percent and -1.272 in Mid-July 2006, 2007, 2008 and 2009
respectively. On this interest structure the NSBIBL has net profit changed by 127.4
million, 227.9 million, -104.8 million and 82 million in Mid-July 2006, 2007, 2008 and 2009
respectively. It showsthat this bank has most improve it performance form Mid-July 2006.
TableNo. 4.27
Changein Interest Rate and Net Profit of NABIL

Total Total Total Interest Total Interest Total Interest
Year Interest Interest Expensesto Expenses to Income to
Expenses Income Total Interest Total Deposit Total Credit
(Rs) (Rs) Income Ratio Ratio (%) Ratio (%)
2005 243.4 1033.3 23.56 1.67 6.63
2006 357.0 1296.4 27.54 1.85 6.68
2007 502.7 1465.0 34.31 2.15 5.90
2008 758.4 1978.7 38.32 2.37 5.58
2009 1152.1 2794.8 41.22 3.08 6.42

Source : Various Banking & Financial Satistics Published by NRB Mid July and Annex-|

The above table shows the profitability analysis on NABIL Bank. The total interest
expenses are affected by deposit rate and deposit amount. Similarly, the total interest
incomes are affected by average rate and total credit amount. The interest expenses to
interest incomes of banks directly related to its profitability. The higher profitability ratio
indicates the good performance of banks. The total interest expenses and total interest
income of NABIL bank are in increasing trends. So, the total interest expenses ratio of
NABIL isincreasing trend isin ups and downs trends. The total interest expenses to total
interest income indicates, how much total interest expenses paid out of total interest
income. It is 23.56 percent, 27.54 percent, 34.31 percent, 38.32 percent and 41.22 percent
in Mid-July 2005, 2006, 2007, 2008 and 2009 respectively. The total interest expenses to
total deposit ratio of NABIL Bank indicates how much the interest expenses to total
deposit ratio of NABIL Bank. It is 1.67 percent, 1.85 percent, 2.15 percent, 2.37 percent
and 3.08 percent in Mid-July 2005, 2006, 2007, 2008 and 2009 respectively. Similarly,
the total interest income to total credit ratio of NABIL Bank indicates ratio of amount
earned on tota credit amount of NABIL Bank. It is 6.63 percent, 6.68 percent, 5.90 percent, 5.58
percent and 6.42 percent in Mid-July 2005, 2006, 2007, 2008 and 2009 respectively.
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Figure No. 4.16
Profitability Ratio of NABIL
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Source : Table No. 4.27

The above figure shows the trend lines of profitability ratio of NABIL. The total interest
expenses to total interest income ratio is higher than the total interest expenses to total
deposit ratio and total interest income to total credit ratio. Similarly, the trend line of total
interest expenses to total deposit ratio is lower than the trend line of total interest income

to total credit ratio. It notifies that the NABIL has good earning performance.

Table No. 4.28
Changein Interest Rate and Net Profit of NIBL
Tota Totd Tota Interest Tota Interest Tota Interest
Year Interest I nterest Expensesto Expensesto Income to
Expenses Income Tota Interest Total Deposit Tota Credit
(Rs) (Rs) Income Ratio Ratio (%) Ratio (%)
2005 350.8 8514 41.20 2.46 5.85
2006 491.4 1153.5 42.60 2.60 6.12
2007 686.4 1566.3 43.82 2.80 6.45
2008 991.8 2166.1 45.78 2.87 5.80
2009 1686.4 3222.6 52.32 3.61 8.39

Source : Various Banking & Financial Satistics Published by NRB Mid July and Annex-1
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The above table shows that the profitability analysis of NIBL. The total interest expenses
and total interest income of NIBL Bank are increasing trends. It indicates the NIBL has
utilized its collected fund in more quantity. The total interest expenses to total interest
income ratio NIBL is 41.20 percent, 42.60 percent, 45.78 percent and 52.32 percent in
Mid July 2005, 2006, 2007, 2008 and 2009 respectively. The total interest expenses to
total deposit ratio of NIBL indicates the ratio of amount paid on deposited amount of
NIBL. It is 2.46 percent, 2.60 percent, 2.80 percent, 2.87 percent and 3.16 percent in Mid
July 2005, 2006, 2007, 2008 and 2009 respectively. Similarly, the total interest income to
total credit ratio of NIBL indicates ratio of amount earned on total credit amount of
NIBL. It is 5.85 percent, 6.12 percent, 6.45 percent, 5.80 percent and 8.39 percent in Mid
July 2005, 2006, 2007, 2008 and 2009 respectively.

FigureNo. 4.17
Profitability Ratio NIBL
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Source : Table No. 4.28

The above figure shows the trend line of profitability ratio of NIBL. The trend line of
total interest expenses to total interest income ratio is ups and downs nature. The lower
ratio is favourable from point of view of profitability. The trend line of total interest
expenses to total deposit ratio is lower than the trend line of total interest income to total

credit ratio. It indicates the NIBL has god earning performance.
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Table No. 4.29
Changein Interest Rate and Net Profit of SCBNL

Total Total Total Interest Total Interest Tota Interest
Year Interest Interest Expensesto Expensesto Income to
Expenses Income Total Interest Total Deposit Total Credit
(Rs) (Rs) Income Ratio Ratio (%) Ratio (%)
2005 254.2 1058.6 24.01 131 5.81
2006 302.2 1189.1 25.41 1.31 5.39
2007 411.4 1410.8 29.16 1.67 5.79
2008 471.7 1591.2 29.60 1.40 4.46
2009 543.8 1887.2 28.81 151 4,77

Source : Various Banking & Financial Satistics Published by NRB Mid July and Annex-|

The above table represents the profitability analysis of SCBNL. The total interest
expenses and total interest income are bank's expenditure and earning on deposit
collection and deposit mobilization respectively. The total interest expenses to total
interest income ratio of SCBNL is 24.01 percent, 25.41 percent, 29.16 percent, 29.60
percent and 28.8 percent in Mid July 2005, 2006, 2007, 2008 and 2009 respectively. The
total deposit amount of SCBNL. It is 1.31 percent, 1.31 percent, 1.67 percent, 1.40
percent and 1.51 percent in Mid July 2005 to 2009 respectively. Similarly, the total
interest income to total credit of SCBNL indicates ratio of amount earned on total credit
amount of SCBNL. It is 5.81 percent, 5.39 percent, 5.79 percent, 4.46 percent and 4.77
percent in Mid July 2005 to 2009 respectively.
Figure No. 4.18
Profitability Ratio of SCBNL
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Source : Table No. 4.29
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The above figure represents the trend line of profitability ratio of SCBNL. The trend line
of total interest expenses to total interest income ratio is ups and downs nature. The lower
ratio is favourable from point of view of profitability. The trend line of total interest
expenses to total deposit ratio is lower than the trend line of total interest income to total

credit ratio. It indicates the SCBNL has good earning performance.

TableNo. 4.30
Changein Interest Rate and Net Profit of HBL
Total Total Total Interest Total Interest Total Interest
Year Interest Interest Expenses to Expenses to Income to
Expenses Income Total Interest Total Deposit Total Credit
(Rs) (Rs) Income Ratio Ratio (%) Ratio (%)
2005 556.3 1407.7 39.52 2.24 7.37
2006 645.8 1562.1 41.34 2.44 5.86
2007 755.5 1776 42.54 2.53 5.99
2008 824.0 1970.9 41.80 2.57 5.16
2009 934.8 2330.5 40.11 2.69 5.65

Source : Various Banking & Financial Satistics Published by NRB Mid July and Annex-|

Above table explain that the total interest expenses and total interest income up and down
trend in each Mid July 2005 to 2009. That indicates the performance of HBL is not
progressing. The tota interest expenses to total interest income ratio of HBL is 39.52
percent, 41.34 percent, 41.8 percent, 41.8 percent and 40.11 percent in Mid July 2005 to
2009 respectively. The tota interest expenses to total deposit ratio of HBL is 2.24
percent, 2.44 percent, 2.53 percent, 2.57 percent and 2.69 percent in Mid July 2005 to
2009 respectively. Smilarly, the total interest income to total credit ratio is 7.37 percent, 5.86
percent, 5.99 percent, 5.16 percent and 5.65 percent in Mid July 2005 to 2009 respectively.
Figure No. 4.19
Profitability Analysisof HBL
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The above figure represents the trend line of profitability ratio of HBL. The trend line of
total interest expenses to total interest income ratio is decreased in Mid July 2005 and
then increased dlightly. The lower ratio is favourable from point of view of profitability.
Thetrend line of total interest expenses to total deposit ratio is lower than the trend line of

total interest income to total credit ratio. It indicates the HBL has good earning

performance.
TableNo. 4.31
Changein Interest Rate and Net Profit of NSBIBL

Total Total Total Interest Total Interest Total Interest

Year Interest Interest Expenses to Expenses to Income to
Expenses Income Total Interest Total Deposit Total Credit

(Rs) (Rs) Income Ratio Ratio (%) Ratio (%)
2005 258.4 516 50.08 2.99 551
2006 334.8 703.1 47.62 3.09 5.88
2007 412.2 831 49.60 3.60 6.68
2008 454.9 966.9 47.04 3.31 6.05
2009 824.2 1864.2 44.21 2.94 6.52

Source : Various Banking & Financial Statistics Published by NRB Mid July and Annex-I

Above table depicts that the total interest expenses and total interest income of NSBIBL
Bank is increasing and decreasing trend. Even this bank has increased its total interest
expenses from Rs. 258.4 million to Rs. 824.2 million and total interest income form Rs.
516 million to Rs. 1864.2 million. The total interest expenses to total interest income ratio
of NSBIBL bank is 50.08 percent, 47.62 percent, 49.60 percent, 47.04 percent and 44.21
percent in Mid July 2005 to 2009 respectively. The total interest expenses to total deposit
ratio of NSBIBL bank is 2.99 percent, 3.09 percent, 3.60 percent, 3.31 percent and 2.54
percent in Mid July 2005 to 2009 respectively. Similarly, the total interest income to total
credit ratio is 5.51 percent, 5.88 percent, 6.68 percent, 6.05 percent and 6.52 percent in
Mid July 2005 to 2009 respectively.
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Figure No. 4.20
Profitability Ratio of NSBIBL
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Source : Table No. 4.31

The above figure displays the trend line of profitability ratios of NSBIBL. The trend line
of total interest expenses to total interest income ration is decreasing, which is favourable
from the point of view of profitability. The trend line of total interest expenses to total
deposit ratio is lower than the trend line of total interest income to total credit ration. It

indicates the NSBIBL has good earning performance.

4.3  Presentation and Analysisof Primary Data

In this section primary data is analyzed. The primary data provide more accurate and
uniform information in research. The primary data can be collected with using different
method. In this study, the primary data are collected from the direct persona interview
and information through correspondents' methods with the Bankers, financial managers
and lecturer whose have a good knowledge upon the effect of interest rate. Please see

annex-I11 for questionnaire and respondents' viewpoints.

4.3.1 Suitability of Interest Rate Determining Processin Nepalese Commercial Banks
On the questionnaires collection, the first questionnaire is setup to get the result on
suitable of interest rate determining process in Nepalese Commercia Banks. The

following results are obtained by research.
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TableNo. 4.32

Suitable of Interest Rate Deter mining Process

Opinion
Yes No None of Them Total
Respondent

Bankers 6 4 - 10
Finance Managers 3 - 10
Lecturer 2 6 2 10
Total 11 17 2 30

Percentage (%) 36.67 | 56.67 6.66 100

Source : Field Study, 2010

The above table shows the respondents viewpoints on suitability of interest rate

determining process in Nepalese Commercia Banks. The total respondents viewpoints on

'Yes, 'No' and 'None of them' are 11 numbers, 17 numbers and 2 numbers respectively.

The percentages of respondents are shown in following figure.

FigureNo. 4.21

Suitability of Interest Rate Deter mining Process
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Source : Table No. 4.32

The above figure represents the suitability of interest rate determining process in

Nepalese Commercial Banks. The respondent viewpoint on 'Yes, 'No' and ‘None of them'

is 36.67 percent and 6.66 percent respectively. The total respondent viewpoint in 'No'

result is greater than "Y es' and 'None of them' result.
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4.3.2 Trend Lineof Interest Rate Structure of Nepalese Commercial Bank
The second questionnaire is setup to know the outcomes on interest rate structure of
Nepalese Commercial Bank. The following results are obtained by research.
TableNo. 4.33
Interest Rate Structure of Nepalese Commer cial Banks

Opinion _ _
Decreasing Increasing Constant Total
Respondent
Bankers 6 - 4 10
Finance Managers 1 10
Lecturer 4 2 4 10
Tota 17 3 10 30
Percentage (%) 56.67 10 33.33 100

Source : Field Sudy, 2010
The above table shows the respondents’ opinions on trend line of interest rate structure in
Nepalese Commercial Banks. The total respondents opinion on 'Decreasing’, ‘Increasing'
and 'Constant' are 17 numbers, 3 numbers and 10 numbers respectively. The percentages
of respondent are shown in following figure.

Figure No. 4.22

Interest Rate Structure of Nepalese Commer cial Banks
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Source : Table No. 4.33

The above figure represents the interest rate structure of Nepalese Commercial Banks.
The respondents viewpoint in decreasing, increasing and constant is 56.67 percent, 10
percent and 33.33 percent respectively. The total respondent viewpoint in ‘Decreasing'

trend in greater than 'Increasing' trend and 'Constant' trend.
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4.3.3 Relationship of Interest Rate with Deposit Collection

The third questionnaire is related to relationship of interest rate with deposit collection of
Commercial Banks in Nepal. The outcomes from different respondents are presented in
table and figure below:

TableNo. 4.34
Relationship between Interest Rate and Deposit
Option o )
Respondent Positive Negative Neutral Total
Bankers 6 2 2 10
Finance Managers 4 2 10
Lecturer 8 1 1 10
Tota 18 7 5 30
Percentage (%) 60 23.33 16.67 100

Source : Field Study, 2010

The above table shows the respondents opinion on relationship of interest rate with
deposit collection. The total respondents opinion on 'Positive’, ‘Negative' and ‘Neutra' and
18 numbers, 7 numbers and 5 numbers respectively. The percentages of respondent are
shown in following figure.
Figure No. 4.23
Relationship between Interest Rate and Deposit
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Source: Table No. 4.34

The above figure respondents the relationship of interest rate with deposit collection. The
respondent viewpoint on 'Positive’, 'Negative' and 'Neutral' is 60 percent, 23.33 percent
and 16.67 percent respectively. The total respondent viewpoint in 'Positive' is greater than
'‘Negative and 'Negative' is greater than 'Neutral'.
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4.3.4 Relationship of Interest Rate with Bank I nvestment
The forth questionnaire is related to relationship of interest rate with Banks' Investment.
The outcomes from different respondents are presented in table and figure below.
TableNo. 4.35
Relationship between Interest Rate and Bank I nvestment

Opinion o )
Positive Negative Neutral Total
Respondent

Bankers 2 2 10
Finance Managers 4 2 10
Lecturer 1 1 10
Total 18 7 5 30

Percentage (%) 60 23.33 16.67 100

Source : Field Sudy, 2010

The above table shows the respondents’ viewpoint on relationship of interest rate with
deposit collection. The total respondents viewpoint on ‘Positive’, ‘Negative' and ‘Neutra’
are 18 numbers, 7 numbers and 5 numbers respectively. The percentages of respondent
are shown in following figure.
FigureNo. 4.24
Relationship between Interest Rate and Bank I nvestment
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Source : Table No. 4.35

The above figure represents the relationship of interest rate with Bank Investment. The
respondent viewpoint in 'Positive’ and ‘Neutral' in 60 percent, 23.33 percent and 16.67
percent respectively. The total respondent viewpoint in 'Positive' is greater than 'Negative'
and 'Negative' and Negative is greater than 'Neutral'.
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4.3.5 Relationship of Interest Rate with Loan and Advance
The fifth questionnaire is related to relationship of interest rate with loan and advances.
The options on this questionnaire are 'Positive’, ‘Negative' and ‘Neutral'. The viewpoints
of different respondents are depicted in table and figure below.
TableNo. 4.36
Relationship between Interest Rate and L oan and Advances

Opinion o ]
Positive Negative Neutral Total
Respondents

Bankers 1 1 10
Finance Managers 2 2 10
Lecturer 2 1 10
Tota 5 21 4 30

Percentage (%) 16.67 70 13.33 100

Source : Field Study, 2010

The above table shows the respondents opinion on relationship of interest rate with loan
and advances. The total respondents opinion on 'Positive, ‘Negative' and 'Neutral' are 5
numbers, 21 numbers and 4 numbers respectively. The percentage of respondent are
shown in following figure.

Figure No. 4.25

Relationship between Interest Rate and L oan and Advances
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Source : Table No. 4.36

The above figure represent the relationship of interest rate with Bank Investment. the
respondent viewpoint on 'Positive’, Negative' and 'Neutral' is 16.67 percent, 70 percent
and 13.33 percent respectively. The total respondent viewpoint on 'Negative' is greater
than 'Positive’ and 'Neutral'.
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4.3.6 Impact of Interest Rate on Fund Management of Commer cial Banks
The sixth questionnaire is concerned with the how for the interest rate impact on the fund
management of Nepalese Commercial Banks. The viewpoints of different respondent on

'Yes, 'No' and 'None of them' are depicted in following table and figure.

TableNo. 4.37
Impact of Interest Rate on Fund M anagement
Opinion
Respondents Yes No None of Them Total
Bankers 3 2 10
Finance Managers 3 3 4 10
Lecturer 1 3 10
Total 14 7 9 30
Percentage (%) 46.67 23.33 30 100

Source : Field Study, 2010

The above table shows the respondents the viewpoint of respondent on impact of interest
rate on fund management of Commercia Banks. Among the total respondents, 14
members and 7 members are agree and disagree respectively with the interest rate impact
the fund management of Commercial Banks. Similarly, 9 members are not believed that
only interest rate impact the fund management of Commercial Banks. The percentages of
respondent are shown in following figure.

Figure No. 4.26

Impact of Interest Rate on Fund M anagement
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Source : Table No. 4.37
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Above figure shows most of respondent agree on the interest rate impact the fund
management of Commercial Banks. The 46.67 percent of respondent followed by the
interest rate impact the fund management, 23.33 percent of respondent followed by
interest rate do not impact the fund management of Commercial Banks and 30 percent of
respondent followed by not only the interest rate impact the fund management of
Commercial Banks.

4.3.7 Roleof Interest Ratein Success of Commercial Banks
The seventh questionnaire is related to the interest rate play a vital role in success of
Commercid Banksthan other factors. The respondent viewpoints are shown in following table.

TableNo. 4.38
Role of Interest Ratein Success of Commercial Banks
Opinion Yes No None of Them Total
Respondents
Bankers 4 3 3 10
Finance Managers 5 3 2 10
Lecturer 8 1 1 10
Tota 17 4 6 30
Percentage (%) 56.67 23.33 20 100

Source : Field Sudy, 2010

The above table shown the viewpoint of respondents on role of interest rate in success of
Commercial Banks. The total respondents followed by 'Yes and 'No' and 'None of them'’
are 17 numbers, 7 numbers and 6 numbers respectively. The percentage of respondents
are shown in following figure.
Figure No. 4.27
Role of Interest Ratein Success of Commercial Banks

56.6

20% 23.33%

7%

BYes ONo A None of Them

Source : Table No. 4.38
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The above figure shows that most of respondents are agree with the interest rate play a
vital role in success of commercial banks than other factors. According to this figure
56.67 percent of respondent believe that the interest rate play a vital role in success of
Commercial Banks, 23.33 percent of respondent believe that the interest rate do not play a
vital role in success of Commercial Banks and 20 percent of respondent believe that not

only the interest rate play avital role in success of Commercia Banks.

4.3.8 Effect of Interest Rate on Deposit, Loan and Advances and Investment of
Commercial Banks

The eighth questionnaire is composed to know how far the interest rates affect the

deposit, loan and advances and investment of Commercial Banks. The respondent

viewpoints are shown in following table.

Table No. 4.39
Effect of Interest Rate on Deposit, Lon and Advances and I nvestment
Opinion _
Respondariis High Affect Moderately Affect Lowerly Affect | Total
Bankers 6 2 2 10
Finance Managers 7 2 1 10
Lecturer 8 1 1 10
Total 21 5 4 30
Percentage (%) 70 16.67 13.33 100

Source : Field Study, 2010

The above table shown the viewpoints of respondents on how far the interest rate affect
the deposit collection and mobilization of Commercial Banks. The respondents followed
by 'Highly Affect', 'Moderately Affect' and 'Lowerly Affect' are 21 numbers, 5 numbers

and 4 numbers respectively. The percentage of respondents are shown in following figure.
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Figure No. 4.28
Effect of Interest Rate on Deposit, L oan and Advances and | nvestment
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Source : Table No. 4.39

The above figure depicts 70 percent of respondent agree with the interest rate highly
affect the deposit collection and deposit mobilization, 16.67 percentage of respondent
agree with the interest rate moderately affect the deposit collection and deposit
mobilization and only 13.33 percent of respondent agree with the interest rate lowerly
affect the deposit collection and deposit mobilization of Commercial Banks.

4.3.9 Effect of Interest Rate on Net Profit of Commercial Banks
The ninth questionnaire set up to know the change in interest rate changes the net profit of
Commercial Banks. The respondent viewpoints are shown in following table.

TableNo. 4.40
Effect of Interest Rate on Net Profit
Opinion
Respondent Yes No None of Them Total
Bankers 4 4 10
Finance Managers 8 1 10
Lecturer 10 - - 10
Total 22 4 5 30
Percentage (%) 73.33 13.33 16.67 100

Source : Field Study, 2010

The above table shows the viewpoints of respondents of respondents on the change on
interest rate change the net profit of Commercial Banks. The respondents followed by
'Yes, 'No' and 'None of them' are 22 number, 4 numbers and 5 numbers respectively. The
percentage of respondent are shown in following figure.
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Figure No. 4.29

Effect of Interest Rate on Net Profit
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Source : Table No. 4.40

The above figure show 73.33 percent of information followed by the interest rate affect

the net profit of Commercia Banks. 13.33 percent of information followed by the interest

rate to not affect the net profit of Commercial Banks, but 16.67 percent of information

followed not only the interest rate affect the net profit of Commercial Banks.

4.3.10 Interest Rates Send a Price Signal to Depositor, Lenders, Investors and

Borrowers

The tenth and last questionnaire is set up to get the knowledge on the interest rates send a

price signal to depositors, lenders, investors and borrowers. The respondent viewpoints

are shown in following table.

TableNo. 4.41
Interest Rates Send a Price Signal
Opinion
Strongly Agree Agree Disagree Total
Respondents

Bankers 2 3 10

Finance Managers 1 1 10

Lecturer 10 - - 10

Total 23 3 4 30
Percentage (%) 76.67 10 13.33 100

Source : Field Sudy, 2010

110




The above table shows the viewpoints of respondents on the interest rate send a price
signa to depositors, lenders, investors and borrowers. The respondents followed by
'Strongly Agree, 'Agree’ and 'Disagree’ are 23 numbers, 3 numbers, 3 numbers and 5
numbers respectively. The percentage of respondents are shown in following figure.
Figure No. 4.30
Interest Rates Send a Price Signal

70%

13.33%

16.67%

O Strongly Agree B Agree Disagree

Source : Table No. 4.41

The above figure shows more respondent about 76.67 percent are strongly agree, about 10
percent just agree and about 13.33 percent disagree with the interest rate send a price

signal to depositors, lenders, investors and borrowers.

44  Major Findings of the Study
The major findings from the presentation and analysis of secondary and primary data are

asfollows:;

4.4.1 Findingsfrom Secondary Data

The major findings from the presentation and analysis of secondary data are afollows:

@) The average interest rate structure on deposit, loan and advance and investment of

five sample banks s fluctuated in time to time during this study period.

111



(i)

(iii)

(iv)

v)

The study found that the standard deviation on average deposit rate and loan and
advance of NABIL is higher than other samples banks i.e. 0.89 and 0.78
respectively. The standard deviation on investment rate is 0.657.

The simple correlation coefficient between deposit rate and deposit amount of
NABIL, NIBL, HBL, SCBL and NSBIBL have high degree of positive
correlation. The correlation analysis between interest rate on loans and advances
and loan amount of sample banks SCBNL, HBL and NSBIBL has high degree of
negative correlation. But, NABIL has low degree and NIBL has high degree of
positive correlation between interest rate on loans and advance and loan amount.
The correlation analysis between investment rate and investment amount of HBL
and SCBL have low degree of negative correlation. NABIL, NSBI and NIBL have
high degree of negative correlation. The correlation analysis between deposit rate
and lending rate of NIBL has perfect positive correlation. NABIL has highly
positive correlation. SCBNL and NSBIBL have negative correlation. But NABIL

and HBL haslow degree of positive correlation.

The ssimple coefficient of determination analysis between deposit rate and deposit
amount (r’y) of HBL Bank is 0.63, which is very low than other sample bank. the
simple coefficient of determination between lending rate and lending amount
(r’as)of SCBNL is 0.96, which is very high than other sample bank. The simple
coefficient of determination between investment rate and investment amount (r’s)
of HBL is 0.053, which is very uncountable portion. The coefficient of
determination between loans and advances rate and deposit rates of NIBL is
nearly 1, it means the total variation in dependent variable by one independent
variable cent percentage and the variation due to the other factors is nil, which is
not possible in real theory. The simple coefficient of determination between
investment rate and investment amount (r’ss) of NIBL is 0.98 which is very

positively high than other sample bank.

Test of significance for correlation between deposit rate and deposit amount of
NIBL and HBL result significant. Test of significance for correlation between
lending rate and lending amount of NABIL has insignificant. Test of significance
for correlation between interest rate on investment. Test of significance for
correlation between interest rate on loan and advances and interest rate on deposit

of higher significant, which calculated value of 't' is9.28.
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(vi)

(vii)

(viii)

In this study, the turnover ratios are not matched with the general financial theory
than decrease in interest rte increases loans and advances amount and increased in
interest rate increases the investment amount of bank. The higher ratio shows a
better mobilization of fund and vice-versa. Here, the SCBNL has lower ratio of
total loans and advances to total deposit than other sample banks but NABIL has
higher ratio of total investment to total deposit than other sample banks.

The interest rate structure of five sample banks are not constant (NABIL, NIBL,
SCBNL, HBL and NSBIBL). It uses different technique in bank's interest rate
according to the situation of country and bank itself to mobilize the collected fund
and increases the financia performance. The banks increase, decrease and make
constant it interest rate according their needs. From this job, the banks have also

changes its net profit.

Among these sample bank, NSBIBL is in better position incase of total interest
expenses to total interest income and total interest expenses to total deposit ratio.
total interest expenses to total interest income, the high ratio on Mid July 20009.
Similarly, in case of the total interest income to total credit the NIBL has high
ratio of 8.39 percent in Mid July 2009 and NIBL has low ratio of 4.46 percent in
Mid July 2009.

4.4.2 Findings from Primary Data

The major findings from the presentation and analysis of primary data are as follows.

(i)

(i)

(iii)

(iv)

The respondents viewpoint on suitability and unsuitability of interest rate
determining process in Nepalese Commercial Banks are 36.67 percent and 56,67

percent respectively. 6.66 percent of respondent followed by 'none of them'.

The respondents' viewpoints on decreasing, increasing and constant trend line of
interest rate structure of Nepalese Commercial Banks are 56.67 percent, 10
percent and 33.33 percent respectively.

The respondents viewpoints on relationship of interest rate with deposit are 60
percent, 23.33 percent and 16.67 percent respectively in positive, negative and

neutral.

The respondents' viewpoints on relationship of interest rate with bank investment

are same as relationship of interest rate with deposit.
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(v)

(vi)

(vii)

(viii)

(ix)

x)

The respondents' viewpoints on relationship of interest rate with loan & advances
are 16.67 percent, 70 percent and 13.33 percent respectively in positive, negative

and neutral .

The respondents agree and disagree with the interest rate impact the fund
management of Commercial Banks is 46.67 percent and 23,33 percent, About 30

percent of respondent are followed by none of them,

About 56.67 percent and 23.33 percent of respondents respectively agree and
disagree with the interest rate play a vital role in success of Commercial Banks.
But 20 percent of respondents believe that not only the interest rate play a vital

role in success of Commercial Banks.

About 70 percent, 16.67 percent and 13.33 percent of respondents respectively
believe that the interest rate highly, moderately and lowerly affect the deposit,

loan & advances and investment of Commercial Banks.

The 73.33 percent of informant followed by the interest rate affect the net profit of
Commercial Banks, 13.33 percent of informant followed by the interest rate do
not affect the net profit of Commercial Banks, but 16.67 percent of informant
followed not only the interest rate affect the net profit of Commercial Banks.

The informant viewpoint on strongly agree, agree and disagree with the interest
rate send a price signal to depositors, lenders, investors and borrowers are 76.67

percent, 10 percent and 13.33 percent respectively.
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CHAPTER - FIVE
SUMMARY, CONCLUSION AND RECOMMENDATION

Finally, the research study comes to the very end. Thisisthe last part of the study, which
is file most important chapter for the research because this chapter extracts of all the
previously discussed chapters. This chapter comprises summary, conclusion and
recommendations. Summary part includes the briefing about the all four chapters. They
are introduction, review of literature, research methodology and data presentation &
analysis chapter. Conclusion part is drawn from the analysis part and comparing the
theoretical aspect and analysis. Similarly, recommendation part is made based on the
conclusion, result and experience of thesis. Recommendations are made to the concern
authorities and further researcher to improve and solve the present situation of interest

rate structure so that commercial banks progress better its financia performance.

51 Summary

Nepal is a small country situated in the heart of Asia It lie between two economically
powerful countries China and India. Nepa is one of the least developed, least-
industrialized countries of the world. Its economic condition is characterized by the
declining interest rate, high inflation and slow growth in per capita income, low income,
low saving and low investment along with very low growth rate. Political unrest and
capital inadequacy are the major barriers in the development process. Even rich in nature
resource, Nepal could not take advantages form it due to lack of technical knowledge and
capital formation. Now a day, the financia institution plays a vital role in economic
development of a country. They act as an intermediary between the surplus units and
deficit units. It pools the funds scattered in the economy and mobilizes them to productive
sector. After the restoration of democracy and the government adopted the open and
libera policy many financial institution established in a country. Among them.
Commercial Banks are one of the major components in the financial system. They work
as intermediary between depositors and lenders and facilitate in overal development of
the economy. The commercia banks are the heart of the economic system. They hold the
deposits of million of persons, government and business units, exchanges money, grants
loan and operates commercia transaction. The commercial bank survive by making
profit, which is the interest spread i.e. difference between interest received and interest
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charged. Interest is the payment made for the use of money and interest rate is the amount

of interest paid per unit of time expressed as a percentage of the amount borrowed.

Interest rate being the most important variable in financia literature, this study has been
undertaken to depict the effect of interest rate on financial performance of commercial
bank in Nepal viz. NABIL, NIBL, SCBNL, HBL and NSBIBL, This study has focused on
the structure of interest rate, which has interrelationship between deposit, credit and
investment. Its effect on various aspect of economy has been a matter of discussion for a
long time. Deposit collection and mobilization are also not an exception. Deposit
collection and its effective maobilization being the top most function of every commercial
bank, shouldnt neglect (he determining factors of interest. The proper interest rate
provided and charged on deposit, lending and investment activities affects the profit
position of bank and even lure depositors and borrowers to deposit and borrow. Various
theories of interest rate and various factors in the economy that affects in deposit

collection and mobilization of banks have been clearly stated in previous chapters.

With the impact of such theories and economic factors, interest rate fluctuates time to
time. Such fluctuation on interest rate has been studied with help of financia tools and
statistical toolsin systematic manner. The financia statements of the five yearsi.e. form
Mid July 2005 to 2009 have been examined for this subject matters. Since, this study is based
on historica data, the research design designated is historical and of explanatory type.

The interest rate structure of all sample banks in deposit, loans and advance and
investment are not in uniform nature. It is increased, decreased and constant during this
study period. Statistical analysis of this sample banks' correlation coefficient between
deposit rate and lending rate are moderate, higher and perfectly positive correlation. Test
of significance for correlation coefficient between deposit rate and deposit amount,
lending rate and lending amount, investment rate and investment amount and deposit rate
and lending rate of sample banks' are come to significant and insignificant, but the NIB
has higher significant between deposit rate and lending rate. Similarly, financial analysis
shows that total credits to total deposit ratios of all sample banks are increasing, which
shows that all sample banks during study are able to mobilize its deposit in the maximum
extent. Almost al bank financial performance is not so bad during this study period, but
the NIB has increased its net profit in each and every fiscal year. Thus, the interest rate
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structure of commercial banks' has greater influences over its financial performance but
however the commercial banks of Nepal not yet fully success in this regard. By analyzing
the primary research, it was found that the interest rates highly affect the financial
performances of Commercia Banks.

52  Conclusion
From the studies and analysis made in the previous chapters following conclusion has
been drawn.

Interest Rate Structure
The average interest rate structure of all sample banks on deposit rate, loan and advances
are different. But the average interest rate structure on investment of al sample banks is
same given by the NRB.

Standard Deviation

The standard deviation of sample banks signifies that the scatteredness among the interest
rates within the five years time period. In this study, the NABIL has the higher standard
deviation on average deposit rate and loan and advance. Similarly, NIBL has the lower
standard deviation on average deposit rate and average deposit rate and average loans and
advances.

Simple Correlation Coefficient

The simple correlation coefficient between deposit rate and deposit amount of samples
banks has high degree of positive correlation. The correlation analysis between interest
rate on loans and advances and loan amount of five sample banks has high degree of
negative correlation. The correlation analysis between investment rate and investment
amount of HBL has low degree of negative correlation. NABIL, NSBIBL and NIBL have
high degree of negative correlation. Similarly, SCBNL has low degree of negative
correlation. The correlation analysis between deposit rate and lending rate of NIBL has
perfect positive correlation. NABIL has moderate positive correlation. SCBNL and
NSBIBL have high degree of negative correlation. HBL has low degree of positive
correlation.
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Simple Coefficient of Deter mination

The simple coefficient of determination analysis between deposit rate and deposit amount
(r’1) of five sample banks clear that the total variation in dependent variable (deposit
amount) of NABIL has been explained by one independent variable (deposit rate) to
small extent and more percentage of variation is due to the effect of other factor in the
economy. It is opposite in case of NIBL, SCBNL, HBL and NSBIBL.

The analysis of simple coefficient of determination between lending rate and lending
amount (%) of five samples banks clear that the total variation in dependent variable
(lending amount) of all sample banks have been explained by one independent variable
(lending rate) to more extent and less percentage of variation is due to the effect of other

factor in the economy.

The analysis of simple coefficient of determination between investment rate and
investment amount (r’ss) analysis that the total variation in dependent variable
(investment amount) of SCBNL and NSBIBL have been explained by independent
variable (investment rate) to small extent and more percentage of variation is due to the
other factors in the economy. In case of the HBL and SCBNL, it is opposite to this

decision.

The analysis shows that interest rate on loans and advances are far higher than deposit
rates of this five sample banks. In case of NABIL and NIBL the total variation in
dependent variable (lending rate) by one independent variable (deposit rate) to large

extent and less percentage of variable is due to the other factorsin the economy.

Test of Significance

Test of significance for correlation between deposit rate and deposit amount of SCBNL
and NSBIBL result significant means that there is correlation between deposit rate and
deposit amount. NABI, NIBL and HBL results are insignificant that means there is no

correlation between deposit rate and deposit amount.

Test of significance for correlation between lending rate and lending amount of NIBL
come significance means there is correlation between interest rate on lending rate and
lending amount. But the NABIL, SCBNL, HBL and NSBIBL have insignificant result.
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Test of gignificance for correlation between interest rate on investment rate and
investment amount of all sample banks are insignificance, meaning there is uncorrelated
between these variable. NIBL has higher significant. It means there is corrdlated between
interest rate on loan and advances and interest rate on deposit rate.

Test of significance for correlation between interest rate on loans and advances and
interest rate on deposit of NABIL, SCBNL, HBL, NSBIBL comes insignificant, meaning
there is uncorrelated between these variable, NIBL has higher significant. It means there

is correlated between interest rate of loans and advances and interest rate on deposit rate.

Funds Management Ratios Analysis

The higher ratio shows a better mobilization of fund and vice-versa. The total loans and
advances to total deposit ratio of five sample banks are not constant, it is increased in
some Mid July during this study period ignoring the interest rate. In some case, this ratio
is not matched with the genera financial theory that decreases in interest rate increasing

loans and advances. Comparing this sample banks the SCBNL has the less ratio.

The total investment to total deposit ratios indicates the deposit mobilization towards
investment in government securities. This ratio is also not matched with the general
financial theory that increases in investment rate increases the investment amount. The
SCBNL has the higher ratio than other banks.

The total credit to total deposit ratios indicates the collected fund mobilized into total
credits. The total credits to total deposit ratios of most sample banks are increasing but
some of sample banks in later year extended its credit beyond the total deposit collected.

This may create economic crisesin near future and affects daily operation of bank.

Effect of Changein Interest Rate on Net Profit of Banks

The interest rate structure of five sample banks are not constant. It uses different
technique is bank's interest rate according to the situation of country and bank itself to
mobilize the collected fund and increases the financia performance. The banks increase,
decrease and make constant its interest rate according to their needs. It shows that the
financial performance of NIBL is better than other sample banks as it has greater net
profit changes and it has increases its net profit each and every fiscal year more and more

during this study period.

119



Profitability Ratio

Profitability is the end result of a number of corporate policies and decision. It measures
how effectively the firm is being operated and managed. Besides owners and manages,
creditors are also interested to know the financial soundness of the firm. Owners are eager
to know their return whereas managers are interested in their operating efficiency. So they
calculate profitability ratios because expectation of both owner and manager are

evaluated in term of profit earned by the firm.

The bank paid interest on its collected deposit and earned interest from its mobilized
fund. Lower ratio is favourable from point of view of profitability. The total interest
expenses and total interest income of SCBNL is lower than other sample banks. In
comparing this sample banks, SCBNL has able to maintain amost same ratio of total
interest expenses to total deposit ratio during this study period. This ratio expresses, how
much interest expenses paid to depositor in term of various deposit collection. Lower

ratio is favourable from point of view of profitability.

The total interest income to total credit of all samples bank is ups and downs. During this
study period the NIBL has high ratio of 8.39 percent in Mid July 2009. Similarly, SCBNL
has low ratio of 4.46 percent in Mid July 2008. This ratio indicates how much interest
income earned from total investment. So, the higher ratio is favourable from point of view

of profitability.

Resear ch Questionnaire

By researching ten questionnaires among the different respondent/information such as
bankers, finance manager and lecturer various viewpoint are collected on the effect of
interest rate. Even in the primary research, there is unmatched the theoretical aspect of the

interest rate with the practical one in some cases.

The most of respondents believe that the interest rate determining process of Nepalese
Commercial Banks are unsuitable, the trend line of interest rate structure is decreasing.
The relationship of interest rate with deposit and bank investment is positive. The
relationship of interest rate with loan and advances is negative, the interest rate impact the
fund management of Commercial Bank, the interest rate play a vital role in success of
Commercial Banks, the interest rate highly affect the deposit, loan & advance and
investment of Commercial Banks, the interest rates affect the net profit of Commercial

Banksand lagt interest rate send aprice Sgnd to depositors, lenders.; investors and borrowers.
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53  Recommendations

Based on the analysis, interpretation, Findings and conclusion on the effect of interest rate
on performance of commercial banks (NABIL, NIBL, SCBNL, HBL and NSBIBL), offer
some few suggestion and recommendation, which would be helpful in near future for the

bankers, researchers and academicians, which are as follows:

Effective Guidelinefor Banks:

NRB, the information house for public and other concerned parties, has authority to
control and stimulate the financial system. It should issue prudential guideline/detectives
to discipline commercial banks in order to maintain effective interest rate with minimum
Spread.

Setting a Practical Interest Rate:
Capital and investment is considered as the key to success of any commercia banks,
which is affected by the interest rate structure of these commercia banks. So, commercial

banks are suggested to set proper and practical interest rate policy.

Optimal Liquidity:

Increasing deposit trend of deposit that pressure down the interest rate shows that
commercial banks are facing over liquidity problem to insecurity, lack of investment
opportunities and political instability. Commercial banks are suggested to manage the

over liquidity through the application of various techniques of liquidity management.

Effective Service:
Success of commercial banks largely depends on effective delivery of service, for this
commercia banks should be made its human resources vibrant with obtaining modern

banking facilities in everywhere of the banks' branches.

Create and Analyze the Investment Opportunity:
Due to the lack of investment opportunity in productive sectors, most of the banks
diverted its saving towards retail banking at cheaper interest rate such an unhealthy

competition should be avoided in near future.
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Repayment of L oan:

Commercial banks should convince borrowers to repay loan by offering services,
facilities, fine waivers discount etc. collection of more savings from the private sectors
and its effective mobilization is possible only through good repayment of loans. Good

repayment of loans ensures the strength of the commercial banks.

Palitical Instability:

Political instability is the main barrier to progress the financia performance of each and
every financial institution and also country's economic condition. Political leader are
recommended to make a political stability, which create various opportunities to financial

institution and definitely progressits' financial performancesin large extent

Recommended to Future Resear cher:

This study focuses on the limit areas of effect of interest rate financial performance of
commercial banks due to time limits. So, it is recommended to future researchers to
conduct deeply in this topic because the interest rate affects other more financial

performances of commercial banks in large extent directly and indirectly.
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APPENDICES

ANNEX- |

1 Calculation of mean (X) of interest rate structure on deposit of NABIL Bank.

- Mean (X) (2005) = ZWX

Where,
X = Sum of al value of variable (x) = 22.37
N = Number of observation = 7
7
= 3.19

Note : Mean of interest rate structure on deposit from year 2005 to 2009 is also

calculated as shown in above.

2. Calculation of Standard Deviation (o) of average interest rate on deposit of

NABIL Bank.
Year Average Interest (X-X) (X-X)?
2005 3.196 -0.591 0.3492
2006 3.234 -0.553 0.3058
2007 2.813 -0.974 0.9486
2008 4.656 0.869 0.75516
2009 5.036 1.249 1.5600
¥ X =18.935 1.2624 3.91876
- Mean (X) = ZTX = 18'—235 =3.787

.. Standard Deviation (o)

[X(X-X)* _ [39186 _ 0.9
N 5

Note : Mean and Sandard Deviation on Loans and Advance and Investment are also
calculated as shown above in deposit rate of NABIL. Smilarly, same process has been

followed in case of rest of the sample banks.



3. Calculation of correlation coefficient between deposit rate and deposit amount of
NABIL Bank.
Deposit 2)=Y-y me
vear| " Deposit Amount (2)|(1)=X-x mean @=Y-y (1)? (2)? (1x2)
Rate (1) an
2005 2.661 14254.8 -0.1834| -13509.36|0.03363556|182502807.6|2477.616624
2006 2.656 18927.3 -0.1884| -8836.86|0.03549456|78090094.66|1664.864424
2007| 2.656 24488.9 -0.1884| -3275.26|0.03549456(10727328.07| 617.058984
2008 3.156 34451.7 0.3116| 6687.54|/0.09709456|44723191.25|2083.837464
2009 3.093 46698.1 0.2486| 18933.94/0.06180196|358494083.9(4706.977484
14.222 138820.8| -8.8818E-16 0| 0.2635212|674537505.5|11550.35498
.. Correlation coefficient between deposit rate (1) and deposit amount (2).
. X
l.€. (r12) = %
1/Zx .Zy
_ 11550.35498
J0.2635212 x 674537505.5
_ 11550.35498
13332.476

0.86

. Coefficient of determinants (r12)?= 0.75

T-test under null hypothesis

t

= . vn-2 t.,
1-r?
0.86
= =2 _x\J5-2
v1-0.75
= 0.86 x1.73
5
= 3.004

Note : Calculation showing correlation coefficient between lending rate and lending

amount, investment rate and investment amount, and deposit rate and lending rate are

calculated as above and same process has been followed in case of rest of the sample
banks.




4. Computation of fund management ratio of NABIL Bank
€)) L oan and advances to total deposit ratio

Tota loansand advance

= - x 100%
Total Deposit
- InMid July 2005 = % x100 = 76.94%
14586.8
- InMid July 2006 = 132394 x100 = 68.42%
19348.4
(b) Investment to total deposit ratio
_ Total Inveﬂmgnt X 100%
Total Deposit
- InMid July 2005 = 43533 x100 = 29.84%
14586.8
- InMid July 2006 = 61748 x100 = 31.9%
19348.4

(© Average Interest on credit
_ Interestonloans& advancestinterestoninvestment

2
- InMid July 2005 = 9.354;;.558 = 7.956%
- InMid July 2006 = %26'483 = 8012%

(d) Total Credit = Total loan and advance + Investment
- In Mid July 2005 11222.7 + 4353.3 = 15576 miillion
- InMid July 2006 13239.4 + 6174.8 = 19414.2 million

(e Total credit to deposit ratio = —Total Cred"_[ X
Total deposit
- InMid-July 2005 = @xloo = 106.78%
14586.8
S InMidaly 2006 = 442 a60- 100.34%
19348.4

Note : Same process of calculating ratios has been followed in case of rest of the sample

banks. The higher ratio indicates better performance of bank.



5. Computation of change in interest rate and change net profit of NABIL Bank.
€)) Change in interest rate on deposit
= Interest Rate2o06) - | Nterest Rate2o0s)
3234-319 = 0.038%
2.813-3.234 = -0.42%

- InMid July 2006
- InMid July 2007

(b) Changein interest rate on Loan and advance

Interest RaIe(zoos) - Interest RaIe(zoo5)
- In Mid July 2006 0542 -9.354 = 0.188%
- In Mid July 2007 8.625-9.542 = -0.913 and so on.

(© Changein Interest rate on Investment

Interest rateooe) - INterest Rateoos)

- InMid July 2006 = 6.483 - 6.558 = -0.075

- InMid July 2007 = 5.573-6.483 = -0.91%
(d)  Changein Net Profit = Net Profitioe) - Net Profitoos)

- InMid July 2006 = 979.2-816.5 = 162.7

- InMid July 2007 = 654.7-979.2 = -324.5

Note : Same process of calculating change on deposit rate, loan and advance rate,

investment rate and net profit have been followed in case of rest of the sample banks.

6. Calculation of Profitability Ratios of NABIL Bank
@ Total interest expenses to total interest income ratio

Total Interest Expenses

= x 100%
Total Interest Income
- InMid July 2005 = 2434 x100 = 23.56%
1033.3
- InMid July 2006 = ﬂxloo = 27.54%
1296.4
(b) Total interest expenses to total deposit ratio
_ Total Interest Expenses X 100%
Total Deposit
- InMid July 2005 = 2434 q00=  167%
14586.8
- InMid July 2006 = 357 x100 = 1.85%

19348.4



(© Total interest income to total credit ratio
Total Interest Income

_ 1COMe . 100%
Total Credit
~inMidady2005 = 1933400 = 663%
15576
S InMidddy 2006 = 204 100-  6es%
194142

Note : Same process of calculating ratios have been followed in case of rest of the sample

banks.



ANNEX - 11

Interest Rate Structure of Commrcial Banksin Nepal Mid July- 2005

{im depsit (in %)

ks | Savings | Spocial

Fimed

Savings | Tdave | 14davs | Tmonth | 2imointh | Smoath | Sinomth | D vears | 2oesiabose
NABIL [ 280 | — 150 [Eob |- 135|550 |40 |56
MIBL | 2625 | — 125 |1.75 - Th2E | 2675 | 462k | SRTS
SRl 1.73 | Ak 1.5 .50 1.3 .73 225 250
IETET T = 75 _|To0 | |70 SO0 375 [57%
MERl | 05108 | 775 ~ 135 | 57%F |40 | 4.50
O Credit fin ")
-E"‘—--____ Banks | MALBIL NI SOCEL HIxL Ml
Seclors T
Crverdrall s [0 RT3 1. 500 [ (h.54) (.25
Export Credits 7.5 U375 25 K50 x5
Import 100 9,75 --- Q.75 4 575 --
Apainst FDR TA0h 1.5 S LRI i 00k
Against HMG Bond T.25 7.0 K50 5.5 n5s
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Avpainst other Guarantee | [{LH] mas [2.25 ana mam
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Hire Purchase Q.75 | Ch 030k Qi 1L2s i
Oihers [RLEEH 075 [k50 9.75 0,75




Interest Rate Structure of Commercial Banksin Nepal Mid July-2006

O deprosit (in %l

Branks | Savings | Special Fised
Savings | Tdayvs | T4davs | lmoith | 2esenth | Smonth | smomh | Dyears | 2vesiabove

MARIL | 200 150 2. 50 3,00 1,25 L= 41K} 4,125
MIBL | 250 275 [ 1.73 2625 I RTS in25 | 1RTE
S0 201 - | A} .50 1.50 1.50 1.75 225 250
11131 L 275 1.75 200 2N 100 375 175
MM 525 - --- 2,73 2,50 ER 375 3,73
O Cred it (in ")
T Baniks | MARIL MIH SOBL HEL M5
sectors T
Crverdralt -—- 10875 500 11500 [1.25
Expon Credits B3, 060 4375 Q.00 8,50 Q.25
Imiport LT 075 --- E25 575 ---

| Against DR 7.0 7.5 3000 i1, (0 525
Aeainst HMG Bond .25 7.0l 725 5.50 .75
Against BG/CG L (M) B0 e R 875 4
Against other Guarantee | 10,00 i [0, 510 —_ -
Imdustrial Loan —aa . [0 75 [ 11500 —aa
Cominercial Loan a [1.25 10575 -
Priority Sector 11.50 B0 - I1.623 11.75
Dieprived Sector 7.50 fr.510) 7.50 6.375 LELY
Term Loan 1200 11,30 10,75 10,625 11,75
Working Capifal 11 | RIRNY G Al — -
Hire Purchase 0,50 10,00 R.25 10.25 [ (k000
Uithers 1060 .75 09.75 73 WI5




Interest Rate Structure of Commercial Banksin Nepal Mid July-2007

b abegeosit {in a)

Banks | Savings | Special Fined
Savings | Tdavs | Vddavs | Trmonth | 2momth | 3memh | feonth | D yvears | 2vsabove

AR | 2K 3,540 = |, 75 2 Ak} moz 175 3.0Hp =l ENL
WIBL | 250 275 .23 1.75 il 2 RTS I625 | ETS
RCBL | 2K | | .51k | .54 |54 |.75 2.25 2. 54b
HBL |20 [275  [— |75 |2 | — ST ET BN B E
bk B 325 == === zz2 275 =oa 325 3,75 ERL ERIL
O Credit (im ")

T Banks | MARIL NIB SCRL FIEL kel k1|
Sectors —

{werdralt -— 10 875 500 R b A
Export Credits 575 375 QA T.37% T.75
Import LT Bia - .25 7.75 -
Acaimst FIE T.(HI 7.511 SA000 fr. LM} 5,50
A gﬂimﬁ HM Bond T.25 7.[H] T.25 fr. 51} ]
Apamst BOACG 7.5 AL ERL 725 B.A0
Apainst other Guarantes | B.50 -- [ 50 - -
Industrial Loan —- - [ir,75 — —
Commercial Loan nam na [1.25 naa
Priority Sector 100,23 AL s [LIELLE 0025
[Deprived Sector 075 B30 T.50 h.375 .00

l'erm Loan [ (0500 I 1.5 10,75 025 G7%
Waorking Capital .75 R G i - -
Hire Purchasze 025 [LEEL .25 w5 G
(thers a5 075 Q.75 LT Koh2s




Interest Rate Structure of Commercial Banksin Nepal Mid July 2008

On Deposit (in %)
| specia Fixed
Banks | Saving Saving 7 14 1 2 3 6 1 2
days | days | months | months | months| months | year | years/above
NABIL 2 35 - 3 35 - 6.75 6.75 5 6.75
NIB 25 2.75 - 1125| 175 - 2.75 3 55 5.75
SCBL 2 - - 1 15 15 15 175 | 25 2.875
HBL 2 3.375 - 2 2.25 - 25 3.25 5 5.375
NSBI 3 - - - 2.75 - 3.25 45 14.75 4.75
On Credit (in %)
Banks| NABIL NIBL SCBL HBL NSBIBL
Sectors
Overdraft - 10.875 6.5 9 9.75
Export Credits 8.75 9.375 85 85 7.75
Import L/C 8.75 - 8.25 8.25 -
Against FDR 7 7.5 5 4 3
Against HMG Bond 7.25 7 7.25 7 6.75
Against BG/CG 7.5 8 9 7.5 85
Against Other Guarantee 8.5 - 105 - -
Industrial Loan - - 10.75 - -
Commercial Loan - - 11.25 - -
Priority Sector 10.25 - - - 10.25
Deprived Sector 7 6.5 7.5 6.875 8
Term Loan 105 115 10.75 9.5 9.75
Working Capital 9.75 10.875 9.5 - -
Hire Purchase 9.75 10 8.25 85 9
Others 9.5 9.75 9.75 7.75 8.75




Interest Rate Structure of Commercial Banksin Nepal Mid July 2009

On Deposit (in %)

Banks | Saving | Special Fixed
Saving | 7 14 1 2 3 6 1 2
days | days | months | months | months | months | year | years/above
NABIL 2 4 - - 35 - 45 55 7.5 8.25
NIB 25 2.75 - [125] 175 - 2.625 | 2875 | 5.25 5.75
SCBL 2 2.75 - 1 15 15 15 1.75 25 2.875
HBL 225 | 4125 - 25 3.25 - 3.75 45 6.5 7.625
NSBI 3 - - - 2.75 - 3.25 45 55 6.5
On Credit (in %)
Banks NABIL NIBL SCBL HBL NSBIBL
Sectors
Overdraft - 10.875 6.5 9.75 9.75
Export Credits 11 9.375 8.25 9.625 7.75
Import L/C 7 - 85 9.375 -
Against FDR 7.25 7.5 5 4 3
Against HMG Bond 10 7 7.5 7 -
Against BG/CG - 8 85 9 9.5
Against Other Guarantee - - 105 - 9
Industrial Loan - - 10.75 - 9.25
Commercial Loan - - 11.25 - -
Priority Sector 8 - - 10 -
Deprived Sector 115 6.5 75 7.375 8
Term Loan 11 11.5 10.75 11 9.75
Working Capital - 10.875 9.5 - -
Hire Purchase - 10 - 10.75 -
Others 11.25 9.5 11.5 9.875 9.5




Total Deposit, Total Loan and Advance and Total | nvestment,
Total Credit and Net Profit of NABIL

Loans Total
Bill ) Share & Total Totd
Total |Loan & Against | Loan & ) Net
Y ear ) Purc- ) Investment|  Other Investment | Credit )
Deposit |Advance Collection | Advance Profit
hased ] Investment (B) (A+B)
Bills (A)
2005| 14586.8| 11078|144.7 137.6| 11360.3 2826.8 1526.5 4353.3| 15713.6| 816.5
2006| 19348.4( 13021.3({218.1 39.4| 13278.8 2372.3 3802.5 6174.8| 19453.6| 979.2
2007| 23342.4| 15657.1|221.2 24.7 15903 5359.2 3593.1 8952.3| 24855.3| 654.7
2008|31915.05| 21021.5|309.4 34.2| 21365.06] 9939.77 4132.3| 14072.07| 35437.13| 750.4
2009|37348.25| 27236.7|312.7 40.5| 27589.93| 10826.38 5073.5| 15899.88| 43489.81/1033.8
Total Deposit, Total Loan and Advance and Total | nvestment,
Total Credit and Net Profit of NIBL
~ |Total Loan
) Loans Against Tota Tota
Total |Loan& Bill & Invest- |Share & Other Net
Y ear ) Collection Investment| Credit .
Deposit |Advance|Purchased ] Advance | ment | Investment Profit
Bills (B) (A+B)
(A)
2005|14254.8| 10295.4 195 0] 10490.4| 1948.5 2125.7 4074.2|14564.6|265.5
2006(18927.3| 13007.2 164.3 0| 131715 2522.3 3150.6 5672.9/18844.4|385.1
2007|24488.9| 17482 287.1 0] 17769.1| 3256.4 3262.2 6518.6|24287.7/515.7
2008|34451.7| 27529.3 214.2 0| 27743.5/6874.01 2686.3 9560.3|37303.8|750.4
2009|46698.1| 26996.6 193.2 0| 27189.8| 7399.8 3786.3] 11186.1/38376.5/914.6
Total Deposit, Total Loan and Advance and Total Investment,
Total Credit and Net Profit of SCBNL
Loans |Tota Loan
) ) Share & Tota Tota
Total | Loan & Bill Against & Invest- i Net
Y ear ] ) Other |Investment| Credit )
Deposit | Advance| Purchased | Collection| Advance | ment Profit
) Investment (B) (A+B)
Bills (A)
2005| 19344| 82135 313.6 0 8527.1| 7204.6 2499.5 9704.1|18231.2| 537.9
2006|23050.5| 8905.1 301.2 0 9206.3| 8644.9 4205.7| 12850.6|22056.9| 662.2
2007| 24640.3| 10538.1 251.9 0 10790| 7115.7 6448.3 13564| 24354| 692.1
2008|29743.8| 13964.4 276.5 0| 14240.9|13902.8 5543.8| 19446.6|33687.5| 814.4
2009|35871.7| 13679.7 2355 0| 13915.2|18640.4 6980.5 25620.9| 39536.1| 1028.3




Total Deposit, Total Loan and Advance and Total | nvestment,
Total Credit and Net Profit of HBL

Loans
) ) Total Loan & Share & Tota Tota
Tota |Loan& Bill Against | Net
Y ear . ) Advance |Investment| Other |Investment| Credit )
Deposit |Advance| Purchased| Collection Profit
) (A) Investment|  (B) (A+B)
Bills
2005| 24831.1| 13245 345.9 0 13590.9 5469.7 39.9 5509.6/19100.5 752.3
2006| 26456.2| 15515.7 252.6 0 15768.3 5144.4 5746.1|] 10890.526658.8| 513.8
2007|29905.8| 17672 169.5 0 178415 6454.8 5366.8| 11821.6|29663.1| 828.4
2008| 31939.8| 20179.6 312.8 0 20492.4| 12751.9 4934.8| 17686.7/38179.1/1050.8
2009| 34746.3| 25519.1 359.3 0 25878.4 9181.4 6157.7| 15339.1/41217.51182.1
Total Deposit, Total Loan and Advance and Total | nvestment,
Total Credit and Net Profit of NSBIBL
Loans |Total Loan
] ) Share & Total Tota
Totad | Loan & Bill Against & Net
Y ear ) i Investment| Other |Investment| Credit )
Deposit | Advance|Purchased|Collection| Advance Profit
) Investment (B) (A+B)
Bills (A)
2005| 8645.8 6619 146.1 0 6765.1 2588.2 195 2607.7| 9372.8| 4.6
2006| 10852.7 8060 190.8 0 8250.8 3680.4 195 3699.9(11950.7| 132
2007| 11445.2 9847 218.4 0| 10065.4 2345.6 31.9 2377.5(12442.9| 359.9
2008| 13715.3| 12742.5 70.5 0 1281.3 3146.9 20.6 3167.5/15980.5| 255.1
2009| 27957.2| 15131.7 131.3 0 15263| 13286.1 45.7| 13331.8(28594.8| 337.6




Total Interest Expenses, Total Interest Income and Net Profit of NABIL

Y ear Total Interest Expenses Total Interest Income Net Profit
2005 243.4 1033.3 816.5
2006 357.0 1296.4 979.2
2007 502.7 1465.0 654.7
2008 758.4 1978.7 750.4
2009 11521 2794.8 1033.8

Total Interest Expenses, Total I nterest Income and Net Profit of NIBL

Y ear Total Interest Expenses Total Interest Income Net Profit
2005 350.8 8514 265.5
2006 491.4 1153.5 385.1
2007 686.4 1566.3 515.7
2008 991.8 2166.1 750.4
2009 1686.3 32226 914.6

Total Interest Expenses, Total I nterest Income and Net Profit of SCBNL

Y ear Total Interest Expenses Total Interest Income Net Profit
2005 254.2 1058.6 537.9
2006 302.2 1189.1 662.2
2007 411.4 1410.8 692.1
2008 471.7 1591.2 814.4
2009 543.8 1887.2 1028.3

Total Interest Expenses, Total Interest Income and Net Profit of HBL

Y ear Total Interest Expenses Total Interest Income Net Profit
2005 556.3 1407.7 752.3
2006 645.8 1562.1 513.8
2007 755.5 1776 828.4
2008 824.0 1970.9 1050.8
2009 934.8 2330.5 1182.1




Total Interest Expenses, Total Interest Income and Net Profit of NSBIBL

Y ear Total Interest Expenses Total Interest Income Net Profit
2005 258.4 516.0 4.6
2006 334.8 703.1 132
2007 412.2 831.0 359.9
2008 454.9 966.9 255.1
2009 824.2 1864.2 337.6




Details of Respondent

Male/Female Profession:

Age: Position:

Education: Experience in profession:
QUESTIONNAIRES

1) Does the interest rate determining process is suitable in Nepalese commercial Banks?
i) Yes ii) No iii) None of them

2) Which trend of interest rate structure of Nepalese Commercial Banks is better to
extend Business or Development?
1) Decreasing ii) Increasing iii) Constant

3) What’s the relationship of interest rate with deposit?
1) Positive ii) Negative iii) Neutral

4) What’s the relationship of interest rate with Bank investment?
1) Positive ii) Negative iii) Neutral

5) What’s the relationship of interest rate with loan & advances?
1) Positive ii) Negative iii) Neutral

6) Does the interest rate impact the fund management of Commercial Banks?
i) Yes ii) No iii) None of them

7) Does the interest rate play a vital role in success of Commercial Banks than other

factors?
1) Yes i1) No iii) None of them

8) How far the interest rate affects to deposit, loan & advances as well as investment of
Commercial Banks?
1) Highly affect i1) Moderately affect ii1) Lowerly affect

9) Does the change in interest rate changes the net profit of Commercial Banks?
i) Yes ii) No iii) None of them

10) Do you agree with the argument, “Interest rates send a price signal to depositors,
lenders, investors, and borrowers?
1) Strongly agree i) Agree iii) Disagree



ANNEX-I11

Date : 5" June, 2010

Dear sirfMadam,

| am conducting a research on “ Effects of Interest Rate on Financial Perfor mance of
Commercial Banks in Nepal”. | will deeply indebt with you, if you provide me few
minutes of your busy schedule to answer the questionnaires enclosed with this letter.
Each of your idea and opinion will be grateful for present research to know more about
the effects of interest rate on financial performance of Nepalese Commercial Banks.

Thank you for your kind co-operation and help.

With regards,

Ashesh Devkota
Balkumari College
Narayangarh, Chitwan



On Questionnaire 1:

Respondents’ Viewpoint

Respondents \Opinion Yes No None of them Total
Bankers - 10
Finance managers - 10
Lecturer 2 10
Total 11 17 2 30
On Questionnaire 2:

Respondents\ Opinion | Decreasing Increasing Constant Total
Bankers 6 - 4 10
Finance managers 7 2 10
Lecturer 4 4 10
Total 17 10 30
On Questionnaire 3:

Respondents\_Opinion Positive Negative Neutral Total
Bankers 6 2 2 10
Finance managers 4 4 2 10
Lecturer 8 1 1 10
Total 18 7 5 30
On Questionnaire 4:

Respondents\ _Opinion Positive Negative Neutral Total
Bankers 6 2 2 10
Finance managers 4 4 2 10
Lecturer 8 1 1 10
Total 18 7 5 30
On Questionnaire 5:

Respondents\_Opinion Positive Negative Neutral Total
Bankers 1 8 1 10
Finance managers 2 6 2 10
Lecturer 2 7 1 10
Total 5 21 4 30




On Questionnaire 6:

Respondents\_Opinion Yes No None of them Total
Bankers 3 2 10
Finance managers 3 4 10
Lecturer 1 3 10
Total 14 7 9 30
On Questionnaire 7:

Respondents\_Opinion Yes No None of them Total
Bankers 3 3 10
Finance managers 5 3 2 10
Lecturer 8 1 1 10
Total 17 7 6 30
On Questionnaire 8:

Respondents\_Opinion | Highly affect | Moderately affect | Lowerly affect Total
Bankers 6 2 2 10
Finance managers 7 2 1 10
Lecturer 8 1 1 10
Total 21 5 4 30
On Questionnaire 9:

Respondents\_Opinion Yes No None of them Total
Bankers 4 3 4 10
Finance managers 8 1 1 10
Lecturer 10 - --- 10
Total 22 4 5 30
On Questionnaire 10:

Respondents\ _Opinion | Strongly agree Agree Disagree Total
Bankers 5 2 3 10
Finance managers 8 1 1 10
Lecturer 10 - - 10
Total 23 3 4 30
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