CHAPTER-I
INTRODUCTION

1.1 Background of the Study

Nepal is a small and landlocked country. It lies smutheast of Asia. It is one of the
developing countries of the world. Economic stattithe business and industries are also
of middle class. The economic growth of the courripgased on the financial market; it
is in fact the backbone of the economy. The devatg of the financial sector thus
reflects the development level of the country amshde the economy of the whole
country is represented by the financial sector. different financial institutions such as
banks, insurance companies, co-operatives, fineonompanies, mutual funds, foreign

exchange market etc are small sub divisions of lingacial division.

The United National Committee for Development Plagnincludes Nepal among the

“least developed countries” or poorest of the warfgbor countries. These countries are
characterized by a number of economic and soca&lfes. In Nepal, as well as in the
other least developed countries, an extremely lomnemic growth rate combined with

the high rate of population growth has brought isééign in the already low level of per

capita income. Majority of the population dependest agriculture (Primarily

subsistence agriculture) and access to modern nmepwomy activities is limited.

Nepal is situated between the two most emergingajleconomy power of the world,

India in the east, west and south with an opendyoadd China in the North. Nepal is al
landlocked country and home place of natural beauth trace of artifacts. Extra

ordinary diversities and similarities can be seerehHowever economic growth 4.63%
of the country has not improved substantially otiere so as to overtake population
growth. As the current population growth is 1.35660ag them 25.16% lived in deep
poverty by unequal national income distribution nkn development index of Nepal is
0.463 and poverty gap index is 5.6%in 2013 is wiitigday by day.



Nepal is one of the Developing countries in theldjcand south Asia according to world
development report 2014; it has $ 1133 GNP pert@aMost indicators reflect dismal
performance on gender aspect of human developni¢apalese women are extensively
involved on agriculture activities. They are invedivin triple work responsibilities i.e.
reproduction, household chores and employment. Meweousehold chores and family
care not considered productive jobs. Due to limietlcational skill and lack of
opportunism, majority of women are self-employedmanual agricultural activities in
rural areas. Basically, Nepal is male dominateetgdiowever; Women play vital roles
in family institutions in recent years in our sdgieWomen’s legal status has changed
with new laws moving towards participation in pc#l and economic sector, social,
technological Legal (PESTL) sector. A large numbewomen are working as doctors,
engineers, layers, pilots and scientists. But tiheroreality is that most of the Nepalese
women with limited educational skills and few fodm@pportunities are primarily
involved in self-employed activities as a meanssopporting their families. Most of
these activities do not provide them sufficientome to reduce their poverty. Women
lack of technical knowledge and managerial skills aut of access to credit market
resources. In this way they are less able to madpeifisant improvement in their

economic condition.

Different economist has their own view point forpeassing the effectiveness of the
financial institutions for the promotion and fatalion of economic development. A
study conducted by J. Schumer, about the relateiwden the growth of the financial

institution and economic development, defined tharfcial institution as one of the two
key factors and the other being the entreprenquréhianother study by John G. Gurley,
he did not take these factors as essentials fagrthath or development of economy. The
opinion that serve as a bridge between the twooawtlas the view of other researcher
Rondo Camron who emphasize that the importanceheffinancial institutions lies

somewhere between the two extremes. These opidmkffer in the order of merit to

the role of financial institution in the processexfonomic development but they never

ignored its significance.



Financial institution occupies an important placea nation's economy. A financial
institution is indispensable in a modern societyplays a pivotal role in the economy
development of a country and forms the core ohtlbaey market in an advance country.
It has played an immensely valuable role in theneoac life of every country big or
small. The special interest of economist in thévaes of financial institution is due to
the monitory nature of the deposit liabilities bétinstitution(Principle and Practices of

Banking and Insurance).

Bank is a formal financial institution, which réees money, which is paid back by
honoring cheque. The main objective of financiatibtation is to collect scattered saving

and to supply to the needy person or organization.

The modern financial system of the world falls iWefcategories as recommended by R.
S. Sayers:

» Central Bank

» Commercial Banks

* Finance Companies

* Insurance Companies

* Other Financial Institutions.

The funds are collected mainly in the form of defsoBme and saving deposits) by the
financial institution which are used as a partrdéiest investment. The inadequacy of
interest formation is to some extent wiped out g@lecting deposits from several

branches such as households, business and govesa&posal income is the personal
saving which is not consumed. Savings is the amlafintvhen expenditure is subtracted
from the income. People with more income save nibi@n people earning less.

Household saves more than that of the business gawérnment in general. For

household, saving equals to current income minuset expenditure. For business
sector savings include current earnings retainsdienbusiness firms after payment of
taxes, stockholder's dividend and other expensegei@ment saving arise where there is

a surplus of current revenue over expenditure. Mduée more saving, financial
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institution can play a vital role by providing @ttive interest rate and offer a different
scheme. The large parts of the income in the dpugdocand poor countries are consumed
to fulfill the daily needs of the people and theyed less. Even if some people are able
to save their money, they show their interest teest such surplus funds on non-
productive sectors like gold, land, vehicles anaddsoBanks and financial companies, as
intermediaries, can attract savers to save monertwyiding them attractive interest rate
and accept the deposit. Banks provides loan tol@ns who are in need of money from
the money accumulated in the form of deposit aner@st of bank while granting loan.
Bank charges a certain percentage of interesteédotirower and borrower has to pay
that interest for using banks’ money. Interest @aml also varies according to the nature
of loan, whether loan is of short term or long teAn appropriate interest rate structure
greatly affects the collection of deposits, molilian of saving (only in productive
sector) and profit position of any financial ingtibn, which in turn, affects the economic

betterment of the whole country.

1.1.1 Profile of the Banks under Study
There are 30 commercial banks operating in Neg@hdgaka’' in rank. Among them only
3 banks are taken as sample for study. The gemtradluction of the banks under study

is as:

Himalayan Bank Limited (HBL)

All customers are treated with utmost courtesy alsied clients. The bank, wherever
possible, offers tailor made facilities to its dlie, based on the unique needs and
requirements of different clients. To further exdehe reliable and efficient services to
its valued customers, Himalayan Bank Limited ha®opaéed the latest banking
technology. This has not only helped the bank testamtly improve its service level but
has also prepared the bank for future adaptationet® technology. The bank already
offers unigue services such as SMS banking andnietd3anking to customers and will

be introducing more services like these in the haare.



Himalayan Bank Limited (HBL) was incorporated in92%y few distinguished business

personalities of Nepal in partnership with Emplayé&ovident Fund and Habib Bank

Limited, one of the largest commercial bank of B&li. Banking operation commenced
from January 1993. It is the first commercial bafiNepal whose maximum shares 80%
are held by the Nepalese private sector and rengpioy foreign. Besides, commercial

banking services, the bank also offers industnal merchant banking services. The bank
has 23 branches in and outside of Kathmandu vallelyding a Himalayan exchange

center. Himalayan Bank Limited has always been citachto providing a quality

service to its valued customers, with a personatho

Everest Bank Limited

Everest Bank Limited (EBL) started its operationl®94 with a view and objectives of
extending professionalized and efficient bankingvises to various segments of the
society. The bank is providing customer friendlyvemes through a network of 26
branches across the nation. Punjab National BahNB)Pjoint venture partner of the

bank (holding 20% equity in the bank) is the latgestionalized bank in India having
113 years of banking history. PNB is a technologyesh bank serving over 35 million

customers through a network of over 4,500 branspesad all over the country with a
total business of around INR 2178.74 billion. Magragnt of the EBL is being handled
by PNB under the Management Service Contract. Tdigk has been conferred with
“Bank of the Year 2009, Nepal” by the banker, almaltion of financial times, London.

The bank was bestowed with the “NICCI Excellenceai by Nepal India chamber of

commerce for its spectacular performance undentieaector.

The shareholding pattern of the bank is 50% prorept&80% public and 20% Punjab
National Bank.

Nabil Bank Limited (NABIL)

It operates exchange counter at Tribhuban inteynatiairport. Now this counter is
restricted in departure lounge and domestic terinomy. Nabil is the pioneer in
introducing credit cards in Nepal. The bank is m@pal member of Visa and Master

Card International since early 1990. It has widasge of services in credit cards which
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include acquiring of all kinds of cards under Viaad Master Card brands. It also
acquires Diners Cards being a sole agent for thmtcp and has arrangement of POS
sharing with American Express Cards. The bank ssudest range of credit and debit
cards under the brands of visa and master cardcd¢ouatholders as well as non-
accountholders. The bank is largest institutiontlie country with a wide spread

merchants and ATM network throughout the country.n®w the number of its outlets

and branches has reached 28 and 31 respectivahfirfhcommercial joint venture bank

of Nepal, Nepal Arab Bank Limited, was establisbedJuly 12th 1984 under a technical
service agreement with Dubai Bank Limited and waisamed as Nabil Bank Limited

(NABIL) on 1st January 2002. In the beginning thetharized interest of this bank was
Rs.100million and paid up interest was Rs.28 mll&D0 thousand. The 50% share of
NABIL owned by Dubai Bank Limited was transferred Emirates Bank International

Limited, Dubai by virtue of its annexation with tHater. Later on, Emirates Bank

International Limited sold its entire 50% shareNational Bank Ltd, Bangladesh. Now

National Bank Limited is managing the bank in ademice with the Technical Services
Agreement signed between it and the bank on Ju®&.1Bhe bank introduced an

Automatic teller machine (ATM) first time in Nepah three places in the valley at
Kantipath, New road and Lalitpur. The bank hascisporate head office at Kamladi,

Kathmandu. Its branches are located at Kantipatipuieshwor, Newroad, Jorpati,

Lalitpur, Maharajgunj, Birgunj, Alau, Biratnagatahari, Butwal, Pokhara, Bhairahawa,
Nepalgunj, Lakeside Pokhara, Dharan, Bhalwadi, aBidde, Damak, Hetauda,

Narayangadh, Baglung, Tulsipur, Ghorahi, Dhangadiahendranagar.

1.2 Statement of the Problem

The higher the investment, higher will be the pridin, employment, income will also
increase and ultimately the economy will grow t&wm. the purpose of this study is to
explore how the investment is related to the ecoaagnowth. Would increase the
employment, standard of living and status of couettonomy. Does decline in interest
rate increases the lending activities? Or whahes dctual condition on this regard in
Nepalese financial market place? If the condit®mat as per theory then -what are the

possible causes for such effects? Focusing on épaldse context, the investment is low
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in productive sectors due to unavailability of stiéfnt finance, security and other factors.
Nepal's main export is basically raw materialsmians that Nepal is exporting raw
materials instead of producing goods and services fthese. If cheap financing is
available, many factories could be established daprbenefits from utilization of
resources, which the economic growth and developimas direct relation with interest.
The low interest rate is the factor that drives timeestment in positive momentum.
According to the economic theory (other thing ramatonstant). In the same manner,
market interest rate is the sum of real rate phfiation premium. But this may or may
not occur in real practice. So this study is gdimgdentify: Is there any positive relation
of interest rate and inflation as per theory? Sirhyl high interest rate is stimulus for
high savings (deposits) but this may not the caseeal world as people deposit more
even in less interest rate due to security, cormrer@ and other reasons. Thus through
this study, it is going to discover: what is théaten of deposit and interest rate? Or

Does substitution effect is truly applicable in ldkgse context?

More specifically, this study seeks to solve thever for following questions. (Add
some more)What is the future scope of financiditutsons? How the public savings are
being mobilized. Or, what portion of total savirgjty mobilized in productive sectors.
* To what extent competition exists among finanamstitution in terms of interest
rate?
» Does substitution effecs practical in the context of Nepal or not? Inestlwvords
what is the effect of high interest rate on saviftgposits)?
* What is the actual condition of interest rate irpBlese financial market place?
» Are borrowers of Nepalese market sensitive to thierést rate of credit?
Alternately, what is the relationship between iagtrrate and borrowing amount?
» What is the position of interest rate spread aad land advance ratio in Nepalese
context?
 What is managerial perceptive in regards to fir@nperformance of financial

institutions?



1.3 Obijective of the Study
The general objective of the study is to identifg tnterest Rate Structure of Commercial
Banks of Nepal Speci&#eference to NABIL Himalayan and Everest Bank Ledit
» To examine the sensitivity of interest rate toithestment.
* To understand the perception of management teringheir financial
performance
* To explore the relation of interest rate with depdexistence of substitution

effect) in Nepalese market

1.4 Significance of the Study

At present, commercial banks are gaining wide panyl through the efficient
management and professional service and playingnesrhirole in the economy.
Regarding the economic structure of the countrgkbalo not have sufficient investment
opportunities. Rapidly increasing financial indiilns are creating threats to the
commercial banks. The main objective of commeiozalks is to earn more profit by the
proper mobilization of funds. They provide diffetdmanking facilities to the banking
customers. Commercial banks have pivotal role itection of dispersed small saving
and transforming them into meaningful capital irte@nt. Success and prosperity of the
bank relies heavily upon the successful investmehtcollected resources to the
productive sector of economy. Hence, successfulmditation and effective
implementation of investment policy is the primarsge for the successful performance
of banks and other financial institutions. Therefothe study is aimed to analyze the
existing investment portfolio of commercial banksNepal and point out the various
weaknesses or defect inherent in it and providek@ge of suggestions for its
improvement. The result of the research will bephelfor CBs, especially for sample
banks to formulate strategies to face the incrgasompetitions. There is no doubt that
the study will also have multi-dimensional impoxtanfor various areas which are

mentioned below in brief.



1.5 Limitation of the Study

This study is not a comprehensive study. This stiglyconducted for the partial
fulfillment of degree of MBS. So, there are manyidencies in this study due to various
limitations. Some of the limitations are as follows

» The sample are taken only from commercial banksrdinancial intermediaries
are not included in the study.

* Only few statistical tools like arithmetic mean,efficcient of correlation, and
financial tools like loan advance ratio and intemede spread has been used for
data analysis. Survey has been conducted withddrpeople involved.

* Only one factor -interest rate- is taken for thedgt Impact of other aspects
besides interest has not been studied. fiscal2@a8/09 to 2012/013.

1.6 Organization of the Study

The study has been divided into five chapters tkenstiudy more systematic.

Chapter I. Introduction
The first chapter includes background, statement pobblems, objectives and

organization of study. Limitation statement andnfigance of the Study.

Chapter Il Review of Literature
The second chapter includes the conceptual framevaod reviews the issues related to

the study, Review of Journals and Article and RvesiResearch Work.

Chapter Il Research Methodology
The third chapter is concerned with the researcthodelogy consisting of research
design, population & sample, financial & statisticariables etc.different statically tools

used for study

Chapter IV. Data Presentation, Analysis and Finding of the study
The fourth chapter presents the Data, presentaimh analysis of result of financial

performance of selected finance companies.
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Chapter V. Summary, Conclusion and Recommendation
The fifth and final chapter consists of summaryndauosion, and recommendation and

suggestions for the improve of future performanicéne company.
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CHAPTERK-II

REVIEW OF LITERATURE

The literature review is designed to familiarizee timvestigator with any relevant
information pertaining to the topic being studi®lack & Champion, 1976:107). It is
also a way to avoid investigation problems thatehalready been definitely answered.
Thus a literature review is the process of locatoigtaining, reading and evaluating the
research literature in the area of the studengseast (Wolf & Pant: 2009). The purpose
of literature review is to find out what resear¢hdses have been conducted in one's
chosen field of study and what remains to do. Tiragry purpose of literature review is
to learn not to accumulate. It is a way to discowbat other researchers have covered
and left in the area. A critical review of the taéure helps the researcher to develop a
thorough understanding and insight into previouseaech works that relates to the

present study (source: Investmémalysis and Management)

2.1 Interest

To examine how money affects economic activity,fe@is on the interest rate, which is
often called “The price of money”. Interest is {h@yment made for the use of money.
The interest rate is the amount of the interesd gmar unit of time expressed as a
percentage of the amount borrowed. In other wopd®ple must pay opportunity to

borrow money. The cost of borrowed money, measimedipee per year per rupee
borrowed, is the interest rate. Financial institng, as financial intermediaries, collect
money from savers in the form of deposit and prewttht to business sector in the form
of loan. These institutions pay the interest todkpositors for the money-borrowed and

charge interest from the borrowers for money tlaat reen lent.

The saving and investment in the economy, whichirdhgenced by the interest rates, are
the real economic variables. The incomes and expead of the variable sectors of the
economy result in excess savings or excess invesimeach of the sectors.

11



For example, an increase in the interest ratevides additional incentives to
individuals and others to postpone current gorgion and thereby free resources for
investment. Government policies intended to exghedvolume of saving; should aim at
increasing the attractiveness of saving by increpsie return to saving- the interest.
Interest rates send price signals to borrowerslden; and savers. As defined earlier, the
interest rate is the price of money: thecerirenting the use of resources that
money commands for a specified period. The interast plays a vital role in the
allocation of resources and in the decision makihgonsumers and business. Higher
interest rates generally bring forth a greatefume of savings and stimulate the
lending of funds. Lower rates of interest, on tlieeo hand, tend to dampen the flow of
borrowing and reduce lending activity. Higher ietgrrates tend to reduce the volume of
borrowing and interest investment, and lower raté@aulate borrowing and investment
spending (Rose, 1997:301).

Investment is function of interest rate. The qyadihd flow of investment determines the
income in the economy. Therefore, the impact oéredt rate is both on the saving and
investment in the economy. Further, the borrowisugd savings are always influenced by
the interest rates. The cost of production, whiepethds upon the production function, is
influenced by the interest rate. Nepal Rastra Baska guardian, fixes the terms and
conditions regarding the interest and other aadiwibf financial institutions in Nepal.

However, in recent years, banks are permittedXdhe interest rates they charge and
offer on loan and deposit. Interest rate in the frearket economy is determined by the
free interplay of the demand and supply forces.d\ege economy has not developed to

that level that free market can determine the @sterates.

2.2 Interest Rate in Nepal

The rate of interest on saving deposits were daitse5 percent (increased by 0.5
percentage point) but the rate of interest on 3thwand 6 months fixed deposit were
reduced. However, the rate on fixed deposits hathiegmaturities of more than 1 year
was raised varying by 1 to 1.75 percentage poiAtother change in interest rate

structure was introduced on July 16, 1974. There@dt rate on saving deposits was fixed
12



6.5 percent; that on fixed deposits of 3 and 6 m®mbaturities were kept constant and
interest rates on all other categories of fixedod@p were raised by 2 percentage points.
While observing the historical background of thierast rate structure of Nepal, frequent
changes can be noticed. In the beginning, theasteate charged and offered by banks
and financial institutions were mentioned at a Iovexel with a view to stimulate real
income and employment. However, change had beer taé to time. Studies of the
annual reports of Nepal Rastra Bank (NRB) divulge thanges made the objectives
behind such changes and their justifications. Eimelihg rates of commercial banks were
also revised respectively. The lending rates weveeted in some cases, however, the
loan for unproductive purposes were made costlier2bpercentage points. Giving
different justifications, NRB issued directives ttte banks and financial institutions to
apply new interest rates from April 18, 1975 whweés a drastic change. The interest rate
was increased from 6.5% to 8% on saving deposdstaat on fixed deposits of 3 months
and 6 months were increased to 4 percent and If&merespectively. The interest on
deposits was increased by 1 percentage point tteatajled upto August 30, 1966.
Similarly, other two categories of fixed deposited35 years and above 5 years were
created and interest rates on those two types pdsits were 5 percent and 6 percent
respectively. On August 31, 1966 the interest catall types of deposit was increased
approximately by 1 percentage point. The interésicgire was again revised on April
14, 1971. The interest rate on 1 year deposits magased from 9.5 percent to 16
percent and all 2 years and above fixed depodiswas increased from 9.75 percent to
16 percent. Prior to the revision there were niifler@nt categories of lending carrying
the interest rate between 8 to 15 percent. Butdhsion categorized the loan only in two
categories. 15 percent interest rate was applidab#dl loans; small sectors, agriculture
sector, industry, export credit and credit agadestelopment bonds whereas 18 percent

minimum rate was fixed for other purposes.

In addition, the lending rates on all types of lwamere raised by 1 percentage point.
NRB authorized the commercial banks and other firninstitutions to charge an
additional 2.5 percent interest above the sperdfie on all over due loans and minimum

of 17 percent interest rate on misuse loan of afjure, industry and service sectors. A
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provision of 1 percent rebate for timely repaymemés also made. NRB further revised
the interest rate on August 17, 1982, which wabghtschange on lending rate. Giving
right in offering the interest rate on saving aimdet deposit to the extent of 1.5 percent
and 1 percent respectively above prevailing raRBNssued direction to the commercial
banks. On May 29, 1986, commercial banks and fiahnastitutions were given
freedom in fixing the interest rate on deposits &ahs. However, the higher limit and
lower limit was fixed by NRB. The interest rate the loan against fixed deposit receipts
was fixed two percent high Next amendment in irderate was made on 15 June 1982,
and the interest rates on all types of depositewareased by 0.5 percentage point The
minimum of 8.5 percent interest rate was fixed $aving deposits. The rate on fixed
deposits of less than 1 year maturity needed tat beast not less that the rate on saving
deposits. Minimum of 12 percent interest rate wasdf on 1 year fixed deposits. The
interest rate on more than 1 year fixed depositddcbe fixed by the banks themselves
but that ought to be higher that the rate on 1 ye@&d deposit. Banks and financial
institutions were given freedom to fix lending ratébject to a minimum of 15 percent for
the priority sector. Commercial banks and finanamstitutions were granted complete
freedom in determining their own deposit and legdiates. They had also been given
complete freedom to make rules and working proesi@bout the kinds of deposits,
time period of deposits, repayment conditions, fumiinterest rates and interest
interestization on overdue loans. NRB since thes i@t administered and regulated
interest rate. Monetary management has been cadltlatough open market operation.
Than on fixed deposits. On February 12, 1977, N&Bsed interest rate again. The rate
offered on savings and 3 months fixed deposits leasred to 9 percent (by one
percentage point). However, the interest rate e year fixed deposits was lowered by
2 percentage point to 12 percent and that on X\aat above fixed deposit was declined

by 2 percentage point.

However, on August 22, 1992, NRB issued some duestto banks and financial
institutions to clearly spell out the interest ogpdsits of at least up to 1 year, not to
create the range of percentage in interest ratesemlit of same types and purposes and,

to stop fixing the interest rate on flat basis.abidition to this, NRB also instructed the
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bank and financial institutions to limit their imést rate on deposit and credit at 6 percent
within the mid-December 1993. Then after, NRB hat negulated interest directly but

has given instructions in time-to-time regarding thterest rate and terms and conditions
of lending and keeping accounts. Currently interatg spread required to be maintained

by bank and financial institutions has also beemoeed.

2.3 Theoretical Review

2.3.1 Meaning of Interest

Government policies intended to expand the volufmgawing should aim at increasing
the attractiveness of saving by increasing thermeta saving, the interest rate. The
interest rate is the price of money; the priceentting the use of the resources that money
commands for a specified time by the free intergagupply and demand in a market
economy. The interest rate plays a vital role ia #tlocation of resources and in the
decision making of consumers and business.

2.3.2 Theories of Interest

The closest approximation to this pure rate inrted world is the market yield on the
government bonds minus inflation. The rate of ie¢eron Treasury bond is called risk
free rate of interest which consists of real rdteterest plus premium for inflation. It is
a rate of return presenting no risk of financiadddo the investor and representing the
opportunity cost of holding idle cash, becauseitivestor can always invest in no risk
bonds and earn this minimum rate of return. Onae pate of interest is determined, all
other interest rates may be determined from itXanening the expected future inflation
and special characteristics of the securities tsdyeindividual borrowers. For example,
only the government can borrow at risk-free interase; other borrowers pay higher
rates due to the greater risk of loss attachedhéo securities. Numerous interest rates
exist in the financial markets and these differeates are due to the risk premium
associated with the issuer. Even securities isfiyethe same borrowers often carry a
variety of interest rates. In this section, we fcyon those basic forces that influence
the level of different interest rates. To uncoveese basic rate-determination forces, we

must make a simplifying assumption. In this chapter assume that there is one
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fundamental interest rate in the economy knowrhatire or real rate of interest which
is the component of all interest rates. Differemciquidity, marketability and maturities
are other important factors causing interest ratdiffer from the pure or risk free rates

(Rose: 1997:403).In this study mainly four theooémterest are reviewed. They are:

I. The Classical Theories of Interest Rates
The determinant of pure or risk free interest rata concern of this theory which is one
of the oldest. Number of British economist put fard this theory during the f&nd
19" century and was further elaborated by Irving Fisine1930.The classical theory

argues that the rate of interest is determinedvoyforces:

* The supply of savings, derived mainly from housdhand

» The demand for investments interest comes maioiy fthe business sector.

il. Saving by Households
Generally, the volume of household savings riseél wicome. Higher-income families
and individuals tend to save more and consumertdative to their total income than

families with lower incomes.

Although income levels probably dominate savingiglens, interest rate also plays an
important role. Interest rates affect an individkialhoice between saving and current
consumption. The classical theory of interest agsuthat individual have a definite time
preference for current over future consumptionafional individual, it is assumed, will
always prefer current enjoyment of goods and sesvaver future enjoyment. Therefore,
the only way to encourage an individual or famdycbnsume less now and save more is
to offer a higher rate of interest on current sgsinlf more were saving in the current
period at a higher rate of return, future consuarptand future enjoyment would be
increased. The classical theory considers the patyofenterest as a reward for waiting
the postponement of current consumption in favogrefter future consumption. Higher
interest rate increase the attractiveness of sa(ang future consumption) for some

guantity of current consumption. This so-called stitbtion effect calls for a positive
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relationship between interest rates and the volahsavings. Higher interest rates bring

forth a greater current volume of savings.

Current savings, therefore, are equal to the diffee between current income and current
consumption expenditures. In making the decisiothentiming and amount of saving to
be done, households typically consider severabfacthe size of current and long-term
income, the desired savings target, and the depnaabrtion of income to be set aside in

the form of savings (i.e. the propensity to save).

iii. Saving by Business Firms:
Retained earnings are the form in which most of blisinesses hold their saving
balanced (as reflected in their equity or net watitounts). The increased retained
earnings are reported by business each year ghd ey measure of the volume of the
current business saving interest rate (7.5%) ardethetained earnings supply most of
the money for annual investment spending by busifiess. The volume of business
saving depends on two key factors: the level ofrflass profits and the dividend policies
of corporations. To purchase securities and makeslobut only household but also
businesses save and direct their savings intoitla@dial market. These two factors are
summarized in the retention ratio, the ratio o&ietd earnings to net income after taxes.
This ratio indicates the proportion of businessfifgoretained in the business for
investment purposes rather than paid out as didslém the owners. The critical element
in determining the amount of business savings e ttine level of business profits. If
profits are expected to rise, business will be ablelraw more heavily on earnings
retained in the firm and less heavily on the moaag interest markets for funds. The
result is a reduction in the demand for credit arteéndency toward lower interest rates.
On the other hand, when profits falls but firmsrt cut back on their investment plans,
they are forced to make heavier use of the monéeyi@terest markets for investment
funds. The demand for credit rises and interestsrabay rise as well. Although the
principal determinant of business saving is profitterest rates also play a role in the
decision of what proportion of current operatingstso and long-term investment

expenditures should be financed internally and wadportion externally. Higher
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interest rates in the money and interest markepscdily encourage firms to use
internally generated funds more heavily in finagcprojects. Conversely, lower interest

rates encourage greater use of external fundsthiermoney and interest markets.

iv. Saving by Government
Governments also save, though less frequently tlmariseholds and businesses. In fact,
most government saving (i.e. a budget surplus) agp® be unintended saving that
arises when government receipts unexpectedly exteedctual amount of expenditures.
Saving rate 8.4%Income flows in the economy (outvbfch government tax revenues
arise) and the pacing of government spending prograre the dominant factors

affecting government savings.

V. The Demand for Investment Funds
The savings made by business, government and haldsedre important determinants of
interest rate but they are only one side of deteamts. But according to the classical
economist, interest rate and invest able fund haverse relationship. At low rates of

interest, more investment projects become econdiyidable.

Vi. The Equilibrium Rate of Interest in the Classical Theory of Interest:
According to the classical economists, the interagts in the financial markets were
determined by the interplay of the supply of savargl the demand for investment.
Specifically, the equilibrium rate of interest istedrmined at the point where the quantity
of savings supplied to the market is exactly eqodhe quantity of funds demanded for
investment. The factor is investment, expenses rhgdrusiness firms, government and
in some case households. Business requires hugenéenaf funds each year to purchase
equipment, machinery and inventories and to supipertconstruction of new buildings
and other physical facilities. The majority of mess expenditures for these purposes
consist of what economists call replacement investm
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In this theory, the main theme is the supply anchaled for loanable funds (i.e. lending
& borrowing) determines the interest rate. Thislarption emphasizes the flow of funds
by suppliers of loanable funds (lenders) and tlosv fbf funds by the demanders of
loanable funds (borrowers). It is a monetary theairynterest since it focuses on the
financial factors that influence interest rates.(borrowing and lending). In addition, the
loanable fund theory is a short-run, partial etpuilim explanation in which some factor
or factors produce a change in the interest ratetHere is no analysis of the long-run
impact of this change in the interest rate on #ell of employment, income, and
production of the resulting impact of changes irpEyment, income and production on
the interest rate. Rather, the loan able fund thémuses on the factors that underlay the

supply and demand schedules for loan able fund®arheir interaction.

Vi. Supply of Loan able Funds:
The major sources of supply of loan able fund esenftwo sources:
* The amount of saving by households, business, gowarts and

* The amount of new money created by the commeraiaking system.

Vil. Saving:
There is little reason to believe that the volunfiesaving at business firm is strongly
influenced by the level of interest rates. For gaweents, the volume of saving is defined
as the difference between revenues and expendiBuels that saving exists when

revenues exceed expenditures (a budget surplesgsttrate 7.5.

The decision to save is the decision to forgo aurcensumption in order to have a larger
guantity of consumption in the future (Cooper & @ih 1983:304). Saving refers to the
postponement of current consumption. Individualhousehold save for a variety of
reasons but there is little evidence to suggesttiigaquantity of loan able funds supplied
through saving is clearly influenced by the leviethe interest rate. A higher interest rate
represents a greater reward to the saver for posipcurrent consumption and thus
might be expected to produce a higher quantityaging) for some individuals. In general

case, the quantity of savings supplied by indivisiua principally determined by the
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level of income and it is influenced to a lessegrde by the level of interest rates.
Business saving refers to the net income afterstatehe firm, less any cash dividends

i.e. retained earnings.

viii. ~ New Money:
Although the volume of saving is the principal smuiof loan able funds in financial
markets, the supply of the loan able funds maynbesased through the creation of new
money beyond the amount made possible by curremgalhe amount of new money
created is determined jointly by the actions of toenmercial banking system and the
central bank. Commercial banks use any excessvesséo make loans and purchase
securities and create money (demand deposits) ghrdbie credit creation process.
However, the ability of commercial bank to createney is limited by the central bank
through the use of its monetary policy tools likpen-market operations, reserve

requirement changes, and discount rate changes.

To sum up, the supply of loan able fund is the safnthe supply of savings and the
amount of new money created. This supply schedulean able fund may be increased
by either an increase in the desire to save bynbasi households or governments or by
the creation of more new money by commercial bapkiystem. Conversely, the supply
of loan able funds may fall because of a reduciotihe desire to save of a reduction in

the amount of new money created.

iX. The Demand for Loadable Fund:
The demand for loadable fund is composed of theateinby individual, business and

governments.

X. Consumer Demand:
Most business credit is for such investment purp@sethe purchase of inventories and
new plant and equipment. As noted earlier in oscussion of the classical theory of
interest, a high interest rate eliminates some n@ssi investment projects from

consideration because their expected rate of resudower than the cost of funds. On the
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other hand, at lower rates of interest, many imaest projects look profitable with their
expected returns exceeding the cost of funds. Toreréhe quantity of loadable funds
demanded by the business sector increases addhwd mterest falls.

Domestic consumers demand loadable funds to puwechaside variety of goods and
service on credit. Recent research indicates thatwmers are not particularly responsive
to the rate of interest when they seek credit bati$ instead principally on the non price

terms of a loan, such as the down payment, matanitlysize or installment payments.

Xil. Domestic Business Demand:
The credit demands of domestic business genernallynare responsive to changes in the
rate of interest than in consumer borrowing. Thiglies that consumer demand for
credit is relatively inelastic with respect to ttage of interest. Certainly a rise in interest
rate leads to some reduction in the quantity ofsaomer demand for loadable fund
(particularly when home mortgage credit is involvedhereas a decline in interest rates
stimulates some additional consumer borrowing. Hmwe along the consumer's
relatively inelastic demand schedule, a substactiange in the rate of interest must

occur before the quantity of consumer demand fod$uichanges significantly.

xiii.  Government Demand:
Government demand for learnable funds is a grovaetpr in the financial markets but
doesn't depend significantly on the level of intéreates. Government decision on
spending and borrowing depends in response tolsoesals and the public welfare, not
the rate of interest. Moreover in case of centmlegnment, it has the power both to tax
and to create money to pay its debts. State aradl mvernment demand on the other
hand, is slightly interest elastic because manwllgovernments are limited in their
borrowing activities by legal interest rate ceibngVhen open market rates rises above
these ceilings, some state and local governmemspeevented from offering their

securities to the public.

21



xiv. ~ Total Demand for Loanable Fund:
The total demand for the loanable fund is the sdidomestic consumer, business and
government credit demands. These demand curvesstipenward and to the right with
respect to the rate of interest. Higher rate adrext lead some businesses, consumers and

governments to curtail their borrowing plans; loweges bring forth more credit demand.

xv.  The Equilibrium Rate of Interest in the Loanable Funds Theory:
Two forces of supply and demand for loanable fudel®rmine not only the volume of
lending and borrowing in the economy but also #te of interest. The interest rate tends
towards the equilibrium point at which the suppfylaanable funds equals the demand
for loanable funds. If the interest rate is tempbraabove equilibrium, the quantity of
loanable funds supplied by domestic savers andgiodenders, by banking system, and
from the dis-hoarding of money exceeds the totatatel for loanable funds and the rate
of interest will be bid down. On the other handthi&¢ interest rate is temporarily below
equilibrium, loanable funds demand will exceed sheply. The interest rate will be bid

up by borrowers until it settles at equilibrium eragain.

xvi.  The Liquidity Preference Theory of Interest Rate:

Wealth holders are persuaded to hold financialtassiner than money only because
these non-money assets offer an interest retuategréhan between the yields by money.
Further, greater the spread between the yieldsoammoney financial assets and money,
lesser will be the demand for money holdings arehigr the demand for other financial
assets and vice versa. The outcome of courseatgtiblic still holds, in the aggregate,
the same amount of money but at the lower ratentdrest, this is now the desired
amount. The loan able funds approach to interdstdatermination focuses on supply
and demand for loanable fund. An alternative apgrothe liquidity preference view

focuses instead on the supply and demand for mdhayg. assumed that individuals

inherently prefer money among all financial assete€e money can be used to make

payments and is thus the most liquid assets.
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xvii.  The Rational Expectation Theory:

This theory is new to the financial market so iinsstill development stage. The main
theme of this theory is that "money and interestketa are highly efficient institutions in
digesting new information affecting interest rase®l security prices" (Rose: 1997:314).
This theory assumes that equilibrium interest depends upon the change in investor's
expectation regarding future security prices artdrne Investor's decision towards the
borrowing and lending funds come from the availgbibf new information. When new
information appears about investment, saving or rtfeney supply, investors begin
immediately to translate that new information iderision to borrow and lend funds. So
rapid is the process of the market digesting neferination that security prices and
interest rates presumably impound the new data friotmally the moment they appear.
In the absence of new information, next periodieragst rate will be equal to current
periods interest rate. In other words, the knowded§ past interest rate will not be a
reliable forecast of future interest rate. In af@etrefficient market it is impossible to win

excess returns continuously by trading on pubkaslgilable information.

The important assumptions and conclusions of thiena expectation theory are:

» The price of securities and interest rates shoeifigat all available information
and the market uses all this information to esshbé probability distribution of
expected future prices and interest rates

» Change in rates and security prices are correlati@g with unanticipated
information

* The correlation between rates of return in suceedsne periods is zero

* No unexploited opportunities for profit can be fdun the securities' markets

* Transaction and storage costs for securities agégide and information costs
are small relative to the value of securities tchded

» Expectation concerning future security prices anterest rates are formed
rationally and efficiently.
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If the money and interest markets are highly edfitiin the way we have described, this
implies that interest rates will always be at oryveear their equilibrium levels. Any
deviation from equilibrium rate dictated by demaadd supply forces will almost
instantly eliminate security trader who hope to sistently earn windfall profits from
correctly guessing whether interest rate are "tgh"n(and therefore will probably rise)
are unlikely to be successful in the long run. fesé rates fluctuations around equilibrium
are likely to be random and momentary. If marketip@ants were expecting increased
demand for credit (with supply unchanged), an ueetgd announcement of reduced
credit demand implies lower interest rates in tieire. Similarly, a market expectation
of less credit demand in the future (with supplchenged) when confronted with an

unexpected announcement of higher credit demargligsithat interest rate will rise.

2.3.3 Functions of Interest Rate in the Economy

It helps to ensure that current savings to flovo imvestment for promoting economic
growth. It also allocates the available supply dits; specially providing funds to the
investment projects with highest expected retufhg supply of money with the public’s
demand for money is also balanced by the intee#et And most importantly, serve as a
crucial tool for the governmental policy for stimtihg or discouraging saving and
investment through its influence on the volume &fisg and investment. The interest
rate has opposite relation with the value of finahassets. It means that if the interest
rate increases, the value of assets decreasescankeyvsa. This concept is very useful for
the valuation of the investable securities. Besttlesthere are some important functions
that interest plays in the economy. If the economygrowing too slowly and
unemployment is rising, the government can uspatgy tools to lower interest rates in
order to stimulate borrowing and investment. On fiber hand, an economy
experiencing rapid inflation has traditionally eallfor a government policy of higher

interest rates to slow both borrowing and spending.
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2.3.4 Change in Interest & Its Effect Upon Value oAn Asset

The price of the security and its yield (rate denest) has inverse relationship. It means
that a rise in yield implies a decline in pricengersely, a fall in yield is associated with
a rise in the security's price. The investing fumdéinancing assets can be viewed from
two different perspectives, the borrowing and legdsf money or the buying and selling
of securities. Similarly the equilibrium rate otenest from the lending of funds can be
determined by the interaction of the supply of I@dohe funds and the demand for loan
able funds. Demanders of loanable funds (borronwsupply securities to the financial
marketplace and suppliers of loanable funds (le)defemand securities as an
investment. Hence, the equilibrium rate of returryield on a security and the price of
that security are determined at once and at sanmeemio The borrowing and lending of
loanable fund are simply different aspects of tame phenomenon although they are

determined at once and at the same instance.

2.3.5 Factors Influencing the Difference in IntereisRates:

In real world, different financial institution quest different interest rate. It means that the
same types of instrument carries different interagt so there is presence of interest
spread. Although it is assumed deposit increasasta®st increases but interest rate is
affected by numerous factors. For this differerimreé are numbers of factors influencing

the difference in interest rates (Thygerson: 1998)3

1. Credit of Default Risk:

Credit or default risk involves the potential ttreatsaver will receive less principal and
interest on the financial claim than the contrgmtcsfies. Default risk is related to the
probability that some or all of the initial investnt will not be returned. The degree of
default risk is closely related to the financialnddion of the company (Cheney &
Moses). Credit risk requires making estimates efgbtential for loss. This probability is
then converted into an interest rate premium, tfeglit or default risk premium and
added to the saver's required nominal yield. Tylyicdhe securities issued by the

government, (esp. T-bills), are considered to leditrisk free.
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2. Marketability Risk:

Marketability is the capability of being sold quigkat low transaction cost (Kohn:
1999:318). Marketability risk deals with the degoédelifficulty in being able to convert a
financial claim into cash at its most recent tratisa price or very close to it. Savers
who purchase investments with poor marketabilitge=t to be compensated for the lack
of marketability. This represents an additionakiatt spread and is referred to as the

marketability or liquidity risk premium.

3. Call or Prepayment Risk:

The investor in the financial claim that is calatr subject to repayment accepts risk.
The risk is that if interest rates fall, the boreowwill call the bond or prepay the
mortgage. The investor receiving the cash funds ikaor she cannot reinvest it at an
interest rate as high as the rate on the previousstment. This risk is called a call or
prepayment risk. The compensation that investormatel to accept this risk is an
additional interest spread reoffered to as theagatiion premium. Some financial claims
offer the borrower the right to repay the principiabt prior to maturity, on financial
claims like bond, these provision are referred gocall provision. On financial claims
such as home mortgage and installment auto lodrey are called pre-payment
provisions. These provisions are options. The legrchas the option to call or prepay
the debt.

4. Servicing Cost:

Some financial claims are difficult to service. §means that the process of collecting
interest and principal payments providing accuratords or monitoring the ongoing
credit position of the borrowing involves considdeaoperating costs. Lenders must be
compensated for the servicing costs. This costdkided in the interest rate charged and

is referred to as the servicing cost (Thygerso®31315).

5. Exchange Rate Risk:
As our financial markets have become more globaket has been a significant growth in

the borrowing and investing in foreign denominat&tbancial claims. A Nepalese
26



company establishing a manufacturing facility inlgdgm might be inclined to issue
bonds denominated in Belgium francs rather thanaNdpupees. Investors also have
available to them many investments that are dermatedhin foreign currencies. This
transaction involves exchange rate risk. This redktes to the potential that the rate of
exchange between the domestic currency and fodggominated currency will change
as a result of any number of factors. The priméaty fior the borrower is that the value of
the domestic currency. This results in an unexplectst on the international loan. Since
the loan would have to be repaid in the foreigmeney that has risen in value relative to
the domestic currency. This potential change imenay values must be reflected in
computing the cost of borrowing.

6. Taxability:

The final factor influencing the change in intereate is taxability. Financial claim

income is typically subject to taxation. Since #adue of a financial claim is based on its
anticipated cash flow, taxation acts to reduce @hcash flows. Not all incomes are

taxable equally.

2.4 Concept of Deposit:

The bank attracts deposits from customers by oifedifferent rates of interest and
different kinds of facilities. Though the bank ptagin important role in influencing the
customer to part with his funds and open deposib@ats with it, it is ultimately the
customer who decides whether s/he should depasisunplus funds in current deposit
alc, saving deposits or fixed/time deposit a/c.kBaeposits arise in two ways. When the
banker receives cash, it credits the customer'suatcit is known as a primary or a
simple deposit. Deposit is a sum of money lodgetth &wibank, discount house or other
financial institution (Shrestha & Bhandari). Degasinothing more than the assets of an
individual which is given to the bank for safekegpwith an obligation to get something
(interest) from it. To a bank these deposits aabilities. Commercial bank Act 2031
(1974) defines “Deposits” as the amount depositeal ¢urrent, savings or fixed accounts
of a bank or financial institution (Bhandari:200d4). The deposits are subject to

withdrawals by means of cheques or on a short ediic customers. There are several
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restrictions on these deposits, regarding the atnafusheposit, number of withdrawal etc.
They are used more as investments and hence theg@ae interest. The rate of interest
varies depending on the nature of the depositlPeteposit cash in the banking system
and thereby convert one form of money, cash, imotler form, bank money. They
prefer to keep their money in deposit accounts iasde cheques against them to their
creditors. Deposits also arise when customers rargeyl accommodation in the form of
loans. When a bank grants a loan to a customeveasrdt usually pay cash but simply
credits the customer’s account with the amounbahl Of course, there is nothing that
prevents the borrower from withdrawing the entimoant of borrowing in cash but quite
often s/he retains the amount with the bank inpogit.

2.4.1 Types of Deposit
There are different types of deposits. But for gtisdy, major three types of deposit are

taken. They are:

Current Deposit:

A current deposit is a running account with amoungisg paid into and drawn out of the
account continuously. This type of account is jadacility offered by the bank to its
customers. So such deposit doesn't yield any siteeturn. These accounts are also
called demand deposits or demand liabilities stheebanker is under an obligation to
pay money in such deposits on demand. The accawet thecomes time barred, because
the limitation does not run until a demand is mhgidhe customer on the bank for the
payment of deposit. These accounts are generalyesp by business houses, public
institutions, corporate bodies and other orgarmrativhose banking transactions are

numerous and frequent.

Saving Deposit:

According to Commercial Bank Act 2031 (1974) savaggount means “An account of
amounts deposited in a bank for savings purpo3ése”saving deposit bears the features
of both of the current and fixed period's depossi@ving accounts are mainly meant for
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non-trading customers who have some potentialdeing and who don't have numerous

transactions entering their account. While opemiregaccount the minimum

Fixed Deposit:

Fixed deposits constitute a very important resodocebanks as bank need not keep
greater reserve in respect of such deposits. Uh@decommercial Bank Act 2031 (1974),
“Fixed account means as account of amounts deposita bank for certain period of
time.” The customers opening such account deplosit inoney in the account for a fixed
period. Usually, only the person or institution wilants to gain more interest opens such
type of account. High interest rate is paid to theposit as compare to saving deposits.
The bank and the customer can take benefit from dieposit. The bank invests this
money on the productive sector and gains profit taedcustomer too can be made his
financial transaction stronger by getting more nesé from this deposit. The principal
amount with interest must be returned to the custafter expiry of fixed time.

In England these deposits are repayable subjecptriod of notice and hence known as
time deposit or time liabilities means that these withdraw able subject to a period of
notice and not on demand (Radhaswamy & VasuDeV@r9)1 Fixed deposit receipt is
not transferable by endorsement and certainly egbtiable. However the debt covered
by the fixed deposit receipts can be assigned. Bgmerally gives loans up to 90% of
the deposit against the security of the deposit.tikis bank charge some interest higher

than the interest allowed on the deposit.

Nari Deposit

These accounts are generally opened by businese#iopublic institutions, corporate
bodies and other organization whose banking traiosscare numerous and frequent.
The bank invests this money on the productive seutd gains profit and the customer
too can be made his financial transaction stroryegetting more interest from this
deposit. The principal amount with interest mustdterned to the customer after expiry
of fixed time. Fixed deposit receipt is not tramafde by endorsement and certainly not
negotiable. However the debt covered by the fixaglogit receipts can be assigned.
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2.4.2 Importance of Deposit

It means that the deposit has very important rolehie economy. There is a direct
relationship between deposit of banks and the invest in the economy. If the volume
of deposit is low, the investment in the economgoalags behind due to lack of
resources. The deposit of banks is the accumulateaest which can directly be

invested. There is a great need of such deposihendeveloping countries. Deposit
includes the idle money of the public, bank beimg inter-mediator to accept this sort of
money and help to channelize this in productivese&o the importance of banks and

financial intermediaries is larger in present cahte

2.5 Concept of Lending (Credit)

Another important function of commercial bank ispi@vide different types of loans or
credit. The word "credit" means "trusting”. In ctettansaction the lender (or banks)
must have confidence in the borrower that s/helvélable to repay the money. In credit
transactions, the creditor turns over to the detwaepay an equivalent amount usually
money in future plus as added sum called intetesbther words the commercial bank
earns profit by lending the amount in terms of loarcredit and in return it gets interests.
Banks loan are classified as: a) Loans and advamje®verdrafts ¢) Cash credit d)
Discounting of bills and so on (Shrestha & Bhand@&ut besides this, the other forms of
credit are: Bills of Exchange, Cheques, Drafts,ni#ssory Note, Letter of Credit (LC),
Travelers cheque, Treasury Bills (T-Bills), BookeGit etc.

If credit is made to the government the creditn®wn as public credit and if credit is
transacted by the private for his own purposesctieelit becomes private. There are
certain distinctions between public and privateditreBank credit refers to the credit
taken by the banks. Bank is the major source dfitte both private and public debtor.
Sometimes bank also take credit. There is anoyp of credit know as investment
credit and commercial credit which can be dividedoading to the purposes of using
credit. The former refers to the credit which igdi$or investment and the latter for trade
purposes. Similarly, another classification is eoner's credit and producers’ credit. The

latter type of credit is the advances made to iddals firms, companies and
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governments, which are used to facilitate the @agryon of the various branches of
utility creation.

2.5.1. Factors Affecting the Volume of Lending

The volume of credit within a country depends updferent factors. For this study only
the effect of interest rate is taken into consitienaand other factors are not considered.
Some of the factors affecting the volume of cradé as follows:

1. Credit (Lending) Rate:

If the bank credit rate is very high then, the voéuof credit expansion is less and vice
versa. It means that volume of credit and interag¢ of credit has inverse relation.
People invest very little in productive sectors witlee interest rate is high in the market

economy.

2. Rate of Return:
If the rate of return is high people inclined towest more. People earn more profit and

they become able to afford higher rate of inteagmhg with timely repayment of loan.

3. Investment Opportunity:
If the investment opportunity within the countryhgh, the volume of credit becomes

high. The basic thing for investment stimulatioe&sy and cheap credit etc.

4. Pace of Financial Development:
If there are enough banking facilities to providaris in easy terms, the volume of credit
may be high. It is due to the lack of cheap momeylérs that rural people are deprived of

loan. If the banking facilities within the natioreaexpanded, the volume of credit rises.

5. Basic Infrastructure:
Like transportation, marketability, availability odw materials also plays an important
role in raising the volume of credit in the country
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6. Political Condition:

Political condition, especially political in-staity, is also one of the major causes of low
volume of credit. In such a case none would likeigh his interest in new ventures. The
present condition of the country is the glaring mpée of this. In addition to
aforementioned point, other factors like trade ¢oowl currency condition are also the

factors affecting the volume of credit.

2.6 Concept of Inflation

Inflation in common sense is increment in generaawerage price level in the whole
economy. It means that it is the increase in génatiae level, not the increase in
individual prices. Inflation is not a temporarydtuation in price but it is a sustained and
appreciable increase in price (Joshi: 2056:109¢ Ruthe increase in general level in
price, the value of purchasing power of money aedlias there is an inverse relationship
between the general level of price and value ofegoAccording to Economist Crowther
"Inflation means a state in which the value of moisefalling i.e. prices are increasing."
Inflation is a general rise in prices across thenemy. G. Ackley defines inflation as,
“Inflation is persistent and appreciable rise ia general level or average level of price.”
During inflation, the cost of living increases rdlyi so inflation severely hurts the people
who depend on the income from fixed income se@agilike bonds, and preferred stock.

Similarly as purchasing power of money fall the tdeb gain, and the creditor loses.

Inflation has severe social, political and economeifiiects. Hence, some like to call it
'worst than taxes' and 'legal robbery'. During 85t40 years, almost all countries of the
world have experienced some degree of inflatiom.example, Germany, Russia, Austria
in 1920s and Hungary, Romania, China and again &®yrm 1940s had experienced the
strain of hyper-inflation. Inflation brings polia€ instability. According to Milton
Friedman the rise of Hitler was due to hyper-inflat Today each and every nation of
the world is suffering from the economic evil oflation. The trend of rising prices has
the general phenomenon of every country. The mestldped and industrialized
countries have adopted various method like cremttrol via bank interest rate, checking

money supply and various other price control pescyet they have not been able to
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remain aloof from this disease. On the other h&aeddeveloping nations who have much
less sufficient type of economy are suffering selyefrom both domestic as well as

imported inflation.

If the rate of increase in money incomes overcothesrate of increase in production,
there is excess purchasing power in the hands blicounflation is reflected in high
prices and increased imports. There are many #®oeigarding how inflation occurs in
an economy. Some of these theories are demanéhfiation, cost-push inflation, wage-
push inflation etc. Similarly there are various huets of checking inflation, such as,
government spending, taxes which lie under fisoal bf checking inflation and higher
reserve requirements, open market operation etchwie under the monetary method of
checking inflation. But these are not going to sedlssed here because these are not the

concern of our present study.

2.6.1 Inflation and Interest Rates

Inflation occurs when the average price level ie thconomy rises. Interest rates
represent the "price" of credit. Are they also etiéel by inflation? The answer could be
positive; one can derive from several price levielsthe answer to be yes. There is

positive correlation between interest rates andtioh.

In other words, increase in inflation increases itlterest rates. But the exact effect of
inflation on interest rate is not identified yetn @his regards, there are many theories.

Here in this case, mainly two theories are goingealiscussed.

The Nominal and Real Interest Rates:

Before exploring the relationship between inflatemd interest rates, several key terms
must be understood. In this connection one shoalthmmiliar with nominal rate and real
rate of interest. The nominal rate is publisheduoted interest rate on a security or loan.
These rates are the actual rates that are usadrtsatt with the customers. In other
words, “nominal rate of return are money ratesettinn that are not adjusted for the

effect of inflation” (Francis). For example an annoement in the financial press that
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major commercial banks have raised their prime ifepdate to 10 percent per annum
indicates what nominal interest rate is now beingtgd by banks to their best customers
(Rose: 1997:603).

Similarly, the real interest rate is the returrihte lender or investor measured in terms of
its actual purchasing power. In a period of inflatiof course, the real rate will be lower
than the nominal rate. An investment's real rateinbérest during some period is

calculated by removing the rate of inflation frommetnominal return i.e. by using

following equation: (1 +rr) -(1—2% : ;)

Where
rr = real rate of return
r = nominal rate of return

g = inflation rate

The Fisher Effect:

Economic theory tells us that interest rates réflegpectations about likely future

inflation rates. In countries where inflation ispexted to be high, interest rate also will
be high, because investors want compensation édégline in the value of the money.
This relationship was first formalized by econonirstn Fisher and is referred to as the
Fisher’s effect (Shrestha & Bhandari). Accordind-tsher effect, nominal interest rate is

related to the real rate by the following equation:

Nominal interest rate = Expected real rate +albidh Premium rate + (Expected
real x Inflation Premium)

According to Fisher, the cross-product term indbeve equation (i.e. Expected real rate
x Inflation Premium) is often eliminated becausdsitusually quite small except in
countries experiencing severe inflation.

So the fisher's equation can be written as

Nominal Interest rate = Expected real rate + tidlaPremium
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Clearly, if the expected real interest rate is Heddd, changes in nominal rate will reflect
shifting inflation premium. It means that if inflab premium increases then nominal rate
also increases. But this does not necessarily mbanhsn increase in expected inflation
automatically increase nominal interest rates. &lae several different views on this
matter but according to Fisher expected rate afrmetends to be relatively stable over
time because it depends on such long term fac®teeaproductivity of interest and the
volume of savings in the economy. Therefore, a ghan the inflation premium is likely

to influence only the nominal interest rate, astaa the short run. The nominal rate will

rise by the full amount of the expected increashareal rate of inflation.

If this view, known today as the Fisher effectc@srect, it suggests a method of judging
the direction of future interest rate changes. f@dxtent that a rise in the actual rate of
inflation causes investors to expect greater iftain the future, higher nominal interest
rates will soon result. Conversely, a decline ia #ttual rate of inflation may cause
investors to revise downward their expectationsfudéire inflation, leading to lower
nominal rates. This will happen because, in ancieffit market, investors will be

compensated for the risk of expected changes ipuhghasing power of their money.

The Harrod-Keynes Effect of Inflation:

There is another view about inflation-interest nakationship propounded originally by
British economist Sir Roy Harrod. This view confliwith that of Fisher's effect. It is
based upon the Keynesian liquidity preference thebinterest rate. Harrod argues that
the real rate will be affected by inflation but theminal rate need not be. Following the
liquidity preference theory, the nominal interesteris determined by the demand for and
supply of money. Therefore unless inflation affegither the demand for and supply of
money, the nominal rate must remain unchanged déga of what happens to
inflationary expectations. According to this priple, Harrod argues that a rise in
inflationary expectations will lower the real ratkeinterest. In liquidity preference theory,
the real rate measures the inflation-adjusted metur bonds. However, conventional
bonds, like money, are not a hedge against inflatbie@cause their rate of return is fixed

by contract. Therefore, a rise in the expected o&taflation lowers investors' expected
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real return from holding bonds. If the nominal raté return on bonds remains

unchanged, the expected real rate must be squbgaegbectations of rising prices.

2.6.2 Tools to Measure Inflation

There is no completely satisfactory way to sumnearize price changes that have
occurred over a given time period for the large bhenof goods and services available in
the country. Nevertheless, the government has pteghto do so by measuring the cost
of specific mix of major items a basket of goodsnsisting of specified quantities and
qualities of various items of food, clothing, haugiand health care products bought by
the average urban household (Francis) at varioug pbtime. The "overall" price level
computed for this representative combination ahgds termed as cost-of-living index.
The percentage change in this index over a givea period can be viewed as a measure
of the inflation that took place from the beginnioigthe period to the end of the period
(Sharpe, Alexander & Bailey: 2004:253).

Similarly most governments compute a number ofrédtiive price indices in order

provide a wider choice for analysis. Neverthelesany people tend to focus on one
index as an indicator of the price level .Generallymost of the countries, Consumer
price Index, CPI, is used as this tools to caleuldie inflation rate. The percentage
change in the CPI over time measures the rateflation, as shown below in equation.
The inflation rate is denoted by q.

_CPh—CP}
=~ CPb

Where
CPL = Consumer price index of period 1
CPL = Consumer price index of period 0
Nepal Rastra Bank too, uses CPI as the tools tsuneanflation in the country taking

1995/96 fiscal year as base index.
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2.6.3. Interest Rate Spread

Interest spread is the difference between avenaigeest earned on earning assets and
average interest paid on interest paying liabgitie can be calculated as follows:

Interest rate spread = interest income/earning tasserest expenses/interest paying

liabilities.

2.7 Review of Books, Journals and Articles

Commercial banks are financial institutions whichka profit by lending the money that
are collected in the form of deposits from theistomers. That's why risk associated in
lending policy of the banks is always critical. Rancan lose the confidence of the
customers and can lead towards bankruptcy, if thoeyt have a sound credit policy.

Khan and Jaiwiew in the booKFinancial Management"The type of relationship to be
investigated depends upon the objective and purpbsevaluation. The purpose of
evaluation of financial statements diggers amorngua groups (creditors, shareholders,
potential investors, management, government, lédaaters and so on) interested in the
results and relationships reported in the finanstatements. For example, short-term
creditors are primarily interested in judging themfs ability to pay its currently-

maturing obligation."(Khan and Jain, 1988:116).

Again, the same author expressed that "While tituis that general economic conditions
and industry practices have a strong impact on lével of receivables, a firm's
investments in these type of current assets is gieatly affected by its internal
policy."(Khan and Jain, 1988:669)

2.8 Review of Journals and Articles

Banks can lose the confidence of the customersandead towards bankruptcy, if they
don't have a sound credit policy Commercial banksfiaancial institutions which make
profit by lending the money that are collected Ire tform of deposits from their

customers. That's why risk associated in lendidgpof the banks is always critical.
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Shrestha (2008)an article entitledPortfolio Management in Commercial Bank, Theory
and Practice”’mentioned that the portfolio management becomegiuwgrortant for both
individuals as well as institutional investors; @stors would like to select a best mix of

investment assets subject to the following aspects.

Thapa (2009) published an articléPortfolio Analysis on Investment with special
Reference to Nepalese Commercial Bat#ting the subsequent issues. Banking and
financial service are among the fastest growingistides in the developing world and are
also emerging as cornerstone for the other devedopnd underdeveloped nations as
well. According to him, the primary function of ark is trade risk. Risk cannot be
avoided by the bank but can only be managed. Taeralifferent types of risk. Among
them interest rate risk is one of the common rieklianks facing owing to the volatility
of the interest rate in the market.

Pendleton (2010)n an article "Nepal's Financial Reform: A Tardy ¢&aof Deliberate
Race"Pendleton, B. tries to explore the need and releyaf financial reform program
in Nepal. In this article Pendleton suggests théMG has way to go for complete
financial reform, restore financial soundness teed@ng public, much work is left to be
done; however, the Government had set to "Road Maptomplete this phase and
continues to improve the reform process, a prowesen to sustain the economy for
generations to come.” An investment of money iseetgd to generate additional money.
Every investment entails some degree of risk;quiees a present certain sacrifice for a
future uncertain benefit. This book describes vasiways to select the investments that
will provide the maximum future return at an acedyie level of risk. It examines such
marketable financial instruments as common stgaleferred stocks, bonds, put potions,
and call options, combination options, and futureentracts on the traditional
commodities, financial futures and other investragas well as the risks associated with
each. It analyses these assets, the markets iy are traded, the laws governing
the trading, the valuation of he assets, the coattn if a diversified portfolio and other

important investment management techniques
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Bhattarai (2011).In an article, Bhattarai, M. tries to indicate f@blem of banks' bad
debt and non performing asset. According to tha@utif a bank cannot recover its loan
lending, bank's cash flow will be badly affecte&lImilarly it can affect the close

relationship between depositors

Karki, (2012). In an article, Challenges of non-performing loan management inaNlep
Karki, U has mentioned the causes of increasingdtief non- performing loan. Karki
identified the major causes such as "poor loanyaisalguarantee oriented loan system,

and depreciation on valued assets, misuse of laek of regular supervision of loan

Pradhan (2013)In an article "Importance of Credit Information Burro and its
Activities" Pradhan, M.Ltried to identify the need of credit informationrtms. In this
article the author tried to dig out about the dgthiment of credit information burro and

major activities, which are assured by the NepaitfeBank Act 2058 section 58

Gautam, (2014)in an article "WTO and Challenges of Financial Services Libieatlon

in Nepal"Gautam, B., has put an opinion in the contextmdricial service liberalization
and financial reform in Nepal. According to Gautétime process of financial services
liberalization in Nepal is very recent phenomendnhas been gathering pace gradually,
the process of liberalization was started withfthancial sector reform in mid eighties. It
was surged up after the initiation of structuraljustiment Program and Enhanced
Structural Adjustment Program with respective |@ema assistance of the World Bank
and International Monetary Fund. Financial sec&dorm was implemented on a phase
wise basis. It was designed to address the institait deficiencies and closed and
controlled financial system. Various macroeconopalcies were modified and adjusted
during the period to facilitate the liberalizatiprocess. The procedural relaxation on the
entry of joint venture banks (with collaboratiodgtermination of interest rate (first, in
1986 with certain limit and then in 1989 withoutyalmmit) and operation of various

financial transactions are mainly attributabletfor reform.
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2.9 Review of Theses:

In the preparation of this thesis, some researplengaand thesis related with the current
study contributed some ideas and help in the ptaen of this study regarding to this
thesis. These are very few thesis submitted tdilbharies of Tribhuvan University and
its wing colleges on the same topics. But besit® there are some other theses which
are related to this study to some intent. The wevand the extract from them are

presented in this section.

Bhandari (2008), “The Impact of Interest Rate Structure on InvestmeRortfolio of
Commercial Banks of Nepéalhas concluded followings:
Relationship between interest rate and deposinif8ignce of interest rate on lending.
Impact of liberalization on banking performancepesally in terms of interest rates of
commercial banks has been fluctuating. Deposits landing rates were increased
immediately after liberalization of the interesteraon August 31, 1989 but however,
started to decline which have helped in increa#iiegcredit flow. Interest rate structure
has direct influence on profitability of commerckanks. Decreasing lending rate helps
to increase the profitability through increasing ttredit .Most of the banks are having
similar interest rate structure which lessens thpaortance of liberalization of interest
rate.
The Main Objective
» Effective interest rate structure helps in propéitization of resources as
measured by loan to deposit ratio
» Deposits are more interest rate conscious and iyegitco-related. Loans and
advances of commercial banks have been found toobh&nuously increasing

with the decline in interest rates
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The Major Finding

It has used more long term sources of financing thlaort term sources and
followed conservative working capital policy.

The major components of current assets in Royag®iumited are cash and
bank balance, receivable, inventory. Among thesesnti assets inventory holds
largest portion of current assets.

Company cannot efficiency utilize current assetd #mere is also inefficient

management of receivable policy.

Dangol (2009) Study conducted by Dangol, N. on th&émpact of Interest Rate on
Financial Performance of Commercial Bankshold the following objectives:

To examine the relationship of interest rate withoant deposits and amount lent. To

examine the sensitivity of interest rate with itiba rate. The study made by Dangol on

the whole concluded. Most of the commercial bankstradict the general financial

theories.

The Main Objective

The relation between amount of deposits and intea¢s on deposit, in general
concept, must be positive. But deposits are inangadespite the decrease in the
general level of interest.

The result of such phenomenon is that there arerfewestment opportunities

for the banking sectors as well as general investor

The Major finding

The relation between total amount of loan and #mlihg rate is negative and
significant.
However, the change in the total amount of loaw fi® not proportionate with the
change in the lending rate. Correlation betweeer@st rate and inflation is not
significant.
Not only interest rate is responsible to shapeptétability of banks but also the

operating efficiency also has major influence on it
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Bhatta: (2010),"Interest Rate and its effect on Deposit and Lendin In this study, the
disseminator tried to portray the relation of ietgrrate with deposit and lending amount
which was the major objective of this study. ButaBh's findings. The conclusions
drawn from Bhatta’s work:

Deposit rates of all sample banks under studyradecreasing trend; meaning that every
year deposit rates of sample banks under study tHagesased. . Analysis shows that

interest rates on lending are far higher than depates of sample banks.

The Main Objective
* The correlation coefficient between these two \@es, (deposit rate and lending
rate of sample banks comes highly positive
* Lending rates of all sample banks under study B@ia decreasing trend; means
that every year lending rates of sample banks ustdely have decreased
The Major finding
« The research found that the operation efficiencythef bank is in satisfactory
condition. Interest earned in comparison of tosaleds is not fair enough.

« The financial and statistical tools of used by najghe researcher were ratio

Pokharel (2011),” Determinants of Interest Rates in Nepalese Finariddarkets’ also
gave some ideas about the interest rates in Nepaiaskets. Though, this thesis tried to
identify the factors that shape the interest rate®epalese markets, it also tried to

explore the relationship between the interest adgppsits, credit rates and inflation.

The Main Objectives
* In other words, negative coefficient of other orgations means that more
amounts is demanded at lower interest which mdaatsithen demand increases,
price (interest rate on lending) also increases.
» Similarly considering about the relationship betwéaterest rate on deposit and
on lending for all sample banks, disseminator fountb be highly positive

correlated.
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In his own words, it is “Variation in one rate alsongs variation in another rate
in same direction.” Therefore it is concluded baoiterest rate are determining
factor of each other.

The Major Finding

The company should always concern about the Iriteags Leading and regular
check should make. It will control the excess andrage of working capital of
the company.

The company should give attention to manpower prenand should avoid both

under staffing and over staffing.

The Main Objective

To show the relationship between the liquidity posi and interest rate on
deposit and lending.

To identify the effect of inflation on interest eatharged and offered by various
Nepalese financial institutions.

To identify the different methods used by Nepalésancial institutions to
calculate interest on lending. During the studykiRoel found similar results as

discovered by Bhatta.

The Major finding

The company should always concern about the curassets and current
liabilities and regular check should make. It vadintrol the excess and shortage
of working capital of the company.

The company should give attention to manpower prenand should avoid both

under staffing and over staffing.

Neupane (2012)Neupane, M.R carried out a study entitled‘Interest Rate Structure

and Its Influence on Deposit and Lending of Jointeviture Banks in Nepal’The

researcher has shown the influence of interestaatdeposit and lending in Nepalese

Joint Venture Banks. The major objectives of thelgtwere:
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The Main Objective
* To explore the relationship between interest ratedeposit.
* To examine the effect of interest rate on borrovangpunt.
* To examine the influence of interest on performaotgoint venture banks in
Nepal.
The Major finding
» The interest rate of all sample banks are fouruktan decreasing trends Analysis
of sample banks shows that interest rates on lgnaiia far higher than deposit
rates.nalysis of samples banks concludes thatestteate on deposit is to be
found so low which does not attract the depositor.
» Lending interest rate of sample banks have dealeasgery year which provide
better opportunities for the borrowers and investor

» Sample Banks under study show weak on mobilizaifaollected deposit.

Poudyal (2013)conducted a study entitled “Interest Rate and itapact on Lending,
Deposit and Inflation” The thesis was carried out with a main objectivexplore the
relation of interest rate with deposit, lending amfthtion. To support the main objectives
the following sub objectives were formulated: Tousinize the relationship of interest
rate with deposit amount. To spot out the sengjtiof interest rate with investment. To
identify other major qualitative factors determigiimterest rate charged and provided by

Nepalese financial institution.

The Main Objective
* In the study conducted by Pokhrel it is found ttiz correlation coefficient
between interest rate on deposit and amount of siiepollected of all sample
organizations were highly negative.
* It means that, deposit amount of all sample bank$aund to increase even if the
interest rate of deposit, the attracting factons deposit, is decreasing. This is
against the theory.

» The substitution effect doesn’t hold true for ak tsamples taken.
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The Major finding

* The interest rate on both deposit and lending ladahple banks are found to be
in decreasing trends.

» Analysis of sample banks shows that there exitatnagrelation between lending
amount and lending ratet was also concluded thatdst rate on deposit and
inflation rate is negative.

* The interest rate on lending and inflation rate hégh degree of negative

correlation coefficient.

2.10 Research Gap

This study includes the variable like deposit ampunterest rate on deposit, amount of
loan, lending rate, perception of management over financial performance of
commercial banks (Nabil, HBL and EBL). This studyariginal work on interest rate
structure of Nepalese financial market and triegravide with an idea how the financial
institutions function. Various previous works thhas been consulted during the
preparation of this thesis are found to be copiedlane without placing original and
updated data. It is also found that various othetoirs affecting interest rate like maturity
period, political instability, and impact of opearter with India etc. are lacking in many
thesis. This study has been conducted considemhg aommercial banks. This study
also includes the very recent data and informagibout the sample banks chosen from
various websites and possible available data éffferstudies that has been so far.
However sophisticated tools for calculation andioxss computer softwares have not
been adopted. Some previous theses are found ® used latest computer softwares.
Despite of critical market situation the study skdwow these companies are growing.
Though detail analyses of international trends hawe been made, various theories
developed by renowned international researcher baea considered and the findings

and conclusion are drawn based on those theories.
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CHAPTER-III

RESEARCH METHODOLOGY

3. Research Methodology

Research methodology is a systematic way to sbkwedsearch problem. In other words,
research methodology describes the methods an@gs@pplied in the entire aspect of
the study. It refers to the various sequentials{ejong with a rational of each step) to be
adopted by a researcher in studying a problem gettain objectives in view (Kothari:

1994). Thus the overall approach to the researphesented in this chapter. This chapter
consists of research design, sample size and iselgubcess, data collection procedure

and data processing techniques and tools.

3.1 Research Design

A research design is the specification of methodd procedures for acquiring the
information needed. It is the overall operationattgrn of framework for the project that
stipulates what information is to be collected, nfrovhich sources and by what
procedures. A research design is the program thdeg the investigator in the process of
collecting, analyzing and interpreting observatigNachmais and Nachmais, 1987:29).
Thus a research design is a plan for the collecioranalysis of data. The design also
enables the researcher to anticipate potential lgmab of data gathering
operationalization of concepts, measurement, 8lack and Champion, 1976:77). For

research there exits different types of researsigddike; Historical research.

Some research can be done only with the help asidtaisce of historical data and as

such historical method for the study of social aesle occupies a very significant place.

It is the critical investigation of events, devalognt and experiences of the past, the
careful weighing of the validity of sources of infmation on the past and the
interpretation of the weighed evidence. Historiapbilosophers, social psychiatrists,

litery men and social scientists use the historggdroach as an aid in visualizing society
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as a dynamic organism, and its structures and iimgctas steadily growing and

undergoing change and transformation (Young, 20@3criptive research.

Descriptive research design seeks to describédadiea problem by using questionnaires
and opinionates. The approach is directed towatelstifying the various characteristics
of the research problems and to create observatiomducive to further researcBase

study research. A comprehensive study of a soaighbe that unit a person, a group, a
social institution, a district, or a community iglled a case study (Young, 2000:26). As
the case study helps in studying behaviour in $ipepirecise detalil, its is also called “the

social microscope” (Burgees, 1949:25:26)

3.2 Field Study Research

This is the research design which involves diréatlys of field situations. Though this
method has broken down the narrow walls of theiticachl experimental laboratory in
research on complex problem of human relationshigsit permit the introduction of

controls in the data collection.ction research.

Action research is also known as applied researclehavioral research which is
associated with particular project and problenairts to contribute both to the practical
concerns of people in an immediate problematicatin and to the goals of social
science by joint collaboration within a mutuallyceptable ethical framework (Clark,
1972: 22-23). This type of research is conducteauidh direct action.

3.2.1 True Experimental Research

A true experimental research is one, which hashagic requirements. One is complete
control over the manipulation of independent vdgaénd another is complete control
over the assignment of subjects in equivalent grdapa true experiment random

assignment of subjects to experimental and coteatments provide the equivalence of
the experimental and control groups (Best and KaB62:148)
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This study mainly concerned with historical resbar Sometime descriptive and
analytical approach has also been used. But génambkhow the relationship of interest
rate with deposit amount, lending (credit) amouastphistorical data are used. The
relevant and needed data has been collected framusapublications of different

commercial banks and Nepal Rastra Bank.

3.3 Population and Samples:
The term “population” or universe for research nsetire universe of research study in
which the research is based (Wolf & Pant: 2000pofulation element is the subject on
which the meseaurement is being taken. A populasidhe total collection of elements
about which we wish to make some interference.e&ihe study is about interest rate, all
the lending and depository institution of Nepal #re member of population study. The
population for the study comprises 31 commercialkba 81 development banks, 79
finance companies, 20 micro credit development paBlsaving and credit co-operatives
(limited banking), one employee provident fund anlker 46 non-government financial
organizations (NGOs) licensed by NRB (NRB websi2)e to the time and resources
factors, it is not possible to study all of thengagsling the study topic. Therefore
samplings are done selecting from population. Amttvegoopulation only 3 Joint venture
banks are chosen as sample. Only three banks leasthieen for study for the greater
accuracy of results, greater speed of data catlects well the banks taken as sample
make a good representation ion of the financialoperance of many banks in Nepal to
great extent. Organization under study are as\J@llovhose general introduction are
presented in chapter one.

* NABIL Bank Limited

* Himalayan Bank Limited

« Everest Bank Limited

3.4. Nature and Source of Data

For this study, mainly secondary data have beed.Udeese secondary data have been

collected mainly from published sources like annggdort, prospectus, balance sheet,
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newspaper, journal, internet and other sourcesdBgshis, have also been used to have
a clear understanding of managerial perceptionrdaggthe performance of commercial
banks. They were collected through and observaBenondary data published on annual
reports of concerning organizations, like interas¢ and amount and their organizational
profiles were collected through personal visit @pective organization as well as from
various newspapers, magazines and their websitese Secondary data like source and

use of funds of respective bank, and inflationgates collected from Nepal Rastra Bank.

3.5. Data Processing and Presentation

The information or data obtained from the differsoiurces are in raw form. Direct
presentation is not possible from that informatiSo. it is necessary to process data and
converts them into required form. After then ortlye have been can be presented for
study. The process is called data processing.H®istudy, required data are taken from
the secondary source (bank's publication, websiesgazines and newspaper) and
primary source (observation and interview) . Farspntation, different tables are used.
Similarly, in most case graphical presentationls® anade. So far as the computation is

concerned, it has been done with the help of s@ienalculator and computer program.

3.6. Data Analysis Tools
In order to get the concrete results from thisaede data are analyzed by using different
types of tools. As per for our study corrected ¢copquirements, emphasis has been

given on statistical tools rather than financiall$o

3.6.1. Statistical Tools

Arithmetic Mean:

It is the sum of all the observations divided bg trumber of observations. In such case
all the items are equally important (Pant & Chaughd999). As arithmetic mean is
most common and popular tools for data analysis imethis study also, arithmetic mean

is used. It is computed by using following formula:
— X
Mean (X ) =
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Where X = Mean
>X = Sum of all the Variable X

n = Variables involved

Coefficient of Correlation:

By this statistical tool, the degree of relatiopshetween two variables is identified. In

other words, this tool is used to describe the eledo which one variable is linearly

related to other variables. Two or more variablessaid to be correlated if change in the
value of one variable appears to be linked with ¢hange in the other variables. The
correlation analysis refers the closeness of tlaioaship between the variables (Sharma
& Chaudhary: 2003). Correlation may be positivenegative and ranges from -1 to +1.

Simple correlation between interest rate and dé@wsount, interest rate and credit or
lending amount and interest rate (both deposit azg lending rate) and inflation is

computed in this thesis. For example, let's say ttiea correlation between interest rate
and inflation is positive. It indicates that whenmflation increases, interest rate also
increases in same direction and vice versa. Forstudy following reference is used

(Panta & Chaudhary: 2053).

. Correlation may be positive or negative and rarfges -1 to +1. When r = +1,
there is positive perfect correlation; when r = tiere is perfect negative correlation;
when r = 0, there is no correlation and when r § then there is low degree of
correlation.When 'r' lies between 0.7 to 0.999-(¥ to -0.999), there is high degree of
positive (or negative) correlation.When 'r' liesveen 0.5 to 0.699, there is a moderate

degree of correlation.

The simple correlation coefficient, r, is calcuthtey using following formula:

: . . 2 X1 X2 — EX1) X
Simple Correlation Coefficient (r)\7nzxn2 tDZ( )Z(i/nlz))g > 2)(ZX X
1 - 1 2 — 2,

Alternately,
_ Cov (X]_Xz)
r= VarXy,VarXs
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Where,
. 1 — —
Covariance (X X3) = n (X1 —X1) (X2=X2)

n = Total number of observations.

X1 and X% = two variables, correlation between them areuwtated.

Z Z
2" + 1z — 2holales
1— 23

Multiple Correlation Coefficient (R3) =\/

Where,
r1» = correlation coefficient between variables oné two.
r,3 = correlation coefficient between variables twad #nree.

r13 = correlation coefficient between variables ond timee.

Multiple correlations is used for the measure ofrde of association between one
variable and a group of other variables as thegeddent variable. It lies between 0 and
1. The close it is to '1', the better the linedatrenship between the variables. The closer

it is to ‘0’, the worse is the linear relationsiupta: 2000).

Coefficient of Multiple Determinations:

The square of the multiple correlation coefficiemtscalled coefficient of multiple
determination. It is very useful tools to interprite value of multiple correlation
coefficients. The main significance of the coefidi of multiple determinations is to
represent the portion of total variation in the elegent variable which is explained by the
variations in the two independent variables.

Coefficient of multiple determination =R?

T-test for significance of sample correlation coeitient:

If 'r is the observed sample correlation coeffiti®f 'n' pairs of observations from
vicariate normal population, the test statistics dignificance of correlation under null
hypothesis is given by

r
t= 7 X\/n——Z ~th—-2
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i.e. t follows t-distribution with n-2 degree oefrdom (d.f.), 'n' being the sample.
The (1a) % confidence limits for estimating population @ation coefficient ) are
given by

r+t, (n-2)xS.E.(r)

=rit1(n-2)><1\/_l—1r2

3.6.2 Financial Tools

Financial tools are used to examine the strengthvaeesakness of performance. In this
study, financial tools like interest rate spread aatios have been used. Ratio is the
mathematically relationship between two accounfiggres. Ratio analysis is used to
compose a firm's financial performance and stabubat of other firm's or to it overtime.
The qualitative judgment regarding financial periance of firm can be done with the
help of ratio analysis. Therefore only those rati@ve been covered in this study as

required by the study.

Loan and advance to total deposit ratio:

This ratio is calculated to find out how succedgftihe banks are utilizing their total
deposit on loan and advances for profit genergiingose. A ratio helps us showing the
relationship between loans and advances whichrargeyl and the total deposit collected
by bank. A high ratio indicates better mobilizatioincollected deposit and vice versa. It
should be noted that too high ratio may not beebdtobm liquidity point of view. This
ratio is calculated by dividing loan and advancgsdtal deposits. This can be stated as

below:

Interest Rate Spread
Interest rate spread is a difference between istteste on lending and interest rate on
deposit. Generally banks charge more interestaatkending than they provide interest
rate on deposits. Interest rate spread is calaigdollows: Interest rate spread= Interest
rate on lending — Interest rate on deposit Higlpeead shows the banks charge high rate
for the borrowers than they provide for depositors.
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CHAPTER-IV

PRESENTATION, ANALYSIS AND FINDINGS OF DATA

4. Introduction

The filtered data are presented and detail anabfss®ome researches is included in this
section. With set objectives, analysis and integtien of data from Nepalese market are
carried out. The necessary and relevant data irdtiom essential for the study is
analyzed in this chapter. A set of bank is chosepetform the study in order to analyze
the interest rate and its effect on deposit amolending amount and financial

performance. For the easy understanding, and toenthk effective and precise,

presentation, analysis and interpretation are oategy into which the focus has been
divided.

Tables, graphs and charts are displayed in theept&son section according to need to
present the overview of the information, these data then analyzed using different
statistical tools and finally the results are ipteted. The sequence of three sections has
no clear demarcation line but the arrangement ipeaisthe organization (presentation,
analysis and interpretation). The data obtainedo&pimary and secondary nature. The
analysis is done in a simple way, at first reladidp of deposit and interest rate of all 3
sample banks are analyzed then, the relationshipvelb@ interest rate and credit
(lending) amount is made. While analyzing, diffdretatistical tools like correlation

coefficient, coefficient of determination, t-staits for significance are employed.
Presentation and Analysis of Secondary Data

Secondary type of data is used to analyze aboutsiteamount, lending amount and
interest rate.
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4.1. Analysis of Deposit and Interest Rate
In this section, detail study is made about depasibunt and interest rate of sample
banks. For this study only saving and fixed degobihve been considered because

current deposit doesn't earn any interest.

4.1.1. NABIL Bank Limited (NABIL)

Prior to entering into the main topics, it is prafde to take a glance on the interest rate
structure on different types of deposits. This ssemtial because the interest rates are
generally different in magnitude for every sampdaks. These differences are due to the
numerous factors like maturity period, policy onkagoodwill of organization and so
on. In real world government owned bank and banikls ligh reputation and goodwill
have lower deposit rates. Similarly, finance conigsnco-operative & development

bank quotes higher interest rate on deposits thamercial banks

Table: 4.1
Interest rate structure on deposit of NABIL (in Percentagg

Deposit 2008 2009 2010 2011 2012 2013
Savings 2.5 3.5 3.5 4 4 6
Fixed

14 Days 2.5 2.5 25 2.5 NA NA

1 Months 3 3 3 3.5 4 7.5

3 Months 3.25 3.25 3.25 6.75 5 9

6 Months 3.5 35 35 6.75 6 10

1 Years 4 4 4 5 8 10.5

2Yrs/Above 4 4.25 4.25 6.75 8.5 13
Fixed Deposit Mean 3.375| 3.417 3.41y 5.21 6.3 10

Source: Banking and Financial Statistics, No: 45&®] Interest rate structure of CBs
Mid July 09 and 2013 NRB
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Table no 4.1 shows the deposit interest rate of NARnk in six different FYs. For this

study 2008 is has been taken as initial year & 284 8nal year. The table portrays the
interest rate that prevailed in the Nepalese firdmoarkets during past 6 fiscal years.
The data shows the increasing tendency of inteast The interest rate on saving
deposit in the beginning year was 2.5% and increes€% in 2013. In same manner, the
bank used to quote the interest rate of fixed deposlifferent short term period like 14

days, 1 months, 3 months, 6months, 1year 2 yrsabode. The fixed deposit rate was in
increasing trend. The average interest rate foredfixdeposit are 3.375%,

3.417%,3.417%,5.21%,6.3% and 10% respectivelyHeryear 2008, 2009, 2010, 2011,
2012 and 2013. The average figures also show treasing tendency in interest rate
from 2008 to 2013 but the huge increment showményear 2013. The graph 4.1 reveals
that, previous period interest rates are on dexiniend. It means from 2008 to 2013
interest rates are inclining trend. The interes¢ i@ constant and increasing for fixed
deposit 14 days to 2 yrs and above. The three maild 6 months interest in the year
2012 are slightly decreased. The interest rateOit32s increased by more percentage
then other year. This more increment due to thé dgmand of the fund and scarcity of

the liquidity in the financial market.

Figure: 4.1
Interest Rate of NABIL on Fixed Deposits
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Table: 4.2

Relationship between Interest Rate and Deposit amaotiof NABIL (in %)

vear (1) Saving  Depos|Saving Deposi |Fixed Depos |Fixed Depos
Interest Rate (2) | Amounts (3) Interest Rate(4) % Amounts (5)

200¢ 2.t 7026.¢ 3.37¢ 2078.¢

200¢ 3.t 8770.¢ 3.41% 3450.:

201c 3.t 10187 . 3.415 5435.;

2011 4 1216( 5.21 8464.:

201z 4 14620.- 6.3 8310.7

201z 6 13783.t 10 14711..

Correlatior |ry3=0.765¢ ris = 0.958¢

Coefficient

of rs> = 0.5866 re’ =0.9194

determination

t-statistic t-cal = 2.38:|t-tab = Insignifican |t-cal = 6.754 |t-tab= | Significan

2.571 2.571

Source: Banking and Financial Statistics, No: 45MI3B Annual Report 2013

The above table shows the total amount of fixedod#pand saving deposits and the
interest rates offered on such deposits by NABILsonfiscal years starting from FY

2008 to FY 2013. The table depicts that the botkrést rate has been increased by
fluctuating magnitude. Deposit amount has beereas®d during the study period. There
is positive relationship between the deposit artdrést rate. It can be quantified by

calculating correlation coefficient between therhisTrelationship can also be shown in

graph as shown in
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Figures: 4.2
Relationship between Interest Rate and Deposit amotof NABIL
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Figure 4.2Deposit Amount of NABII

According to table no 4.2, the interest rate onirgadeposit has been reased from
2.5% to 6% during siFYs. The upward tendency is little up 201z and it jumped by
2% in 2013 In same period the deposit amount was Rs 7' millions whick amount
increasdo Rs. 14620.4 millior in 2012 but decreased 13783.6 in the ye2013.

Similarly, for fixed deposit the table-2 shows that total amount of fixed deposit
interest rate on fixed deposit offered by NABIL six consequent FY started fra2008
to FY 2013 The table revealthat fixed interest rate ohas been increased during
2008 to 2013. Inthe FY 2008 the average interest rateposit wa 3.38% on fixed
deposit but it is 10% in the ye2013 This shows that the fixed deposit interest
increased by more percentage. It reflects tlarcity of liquidity in the market. Th
amount of the fixed deposit is higher than saviagasit in the yee2013. In that year the
fixed deposit interest rate increased by 3.Sg, the amount of fixed deposit increas

by more. In this regards, the stitution effect holds true in the case of fixed deifc
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This shows that the interest rate on fixed depwag increasing trend which reached to
high rate from 2013.

To verify the above have been used trend, the letioa coefficient and t-statistics. The
correlation coefficient has been calculated forirggdeposit and deposit amount, then it
is (r.3) =0.7659. This high positive correlation coeffitieindicates that they have
positive relationship each other. Increase in @gerate is followed by an increase in
saving deposit amount. This shows that the posigtiact in of NABIL for saving
account is applicable. The coefficient of deterrtiotabetween these two variables s r

= 0.5866, which means that total variation in dejggrt above variable (saving deposit
amount) has been explained by independent variéiblerest rate) to the extent
0f58.66% and remaining is the effect of other fextorhe t-value for testing the
significance of the correlation coefficient betweeriables is 2.382. Since the tabulated
t-value at 5% level of significance for 5 degredreedom (t-tab = 2.571) is greater than

calculated value (t-cal = 2.382), the correlatioeféicient is insignificant.

In the same manner, the correlation coefficientveeh interest rate on fixed deposit and
fixed deposit amount f¢) is 0.9588. This means that these two variableshaghly
correlated when interest rate on fixed depositeBes®s or (increases) the deposit amount
also decreases or (increases). This is exactlyntatter what the theory (substitution
effects) says. The coefficient of determinationweein these two variables gt =
0.9194, which means 91.94% of total variables ipetelent variables (deposit unit) is
explained by the independent variable (deposif) &teemaining is due to the effect of
other factors. Similarly test of significance ofi@ation coefficient between deposit rate
and deposit amount gives the value of t = t-cal.7/586. The tabulated value at 5%
significant level with d.f. 5 is 2.571 (i.e. t-tab 2.571). Hereck > tap SO H is not
accepted i.e. there is significant relation betwaeo variables. Though the correlation
coefficient indicates that the both variables héngh level of relationship and the t-

statistics clarifies that their relationship isrsfgcant.
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4.1.2. Himalayan Bank Limited (HBL)
The general interest rate structure for HBL forisgwdeposit and fixed deposits during

past six fiscal years is as follows:

Table: 4.3
Interest Rate Structure on Deposit of HBL (Percentge) (in %)
Deposit 2008 | 2009 201Q 2011r 2012 2013
Savings 2.75| 275  2.75 4 4.25 6.5
Fixed
14 Days 25 2.5 1.75 2 2.5 3
1 Months 3.3 3.3 2 2.25 3.2% 4
3 Months 3.75| 3.75 2.5 2.5 3.75 4.75
6 Months 4 4 3 3.25 4.5 10
1 Years 5.25| 5.25] 3.75 5.5 6.5 11
Above 2Yrs 5.75| 5.75| 3.75 55 8.76 115
Fixed Deposit Mean 410 4.0, 2.79 3.5 4.875 7.3/5

Source: Banking and Financial Statistics, No: 45-53 antkhest rate structure of CBs
Mid July 09 and 2013NRB.

From table 4.3 it is clear that the interest ratefined deposit of HBL is in increasing,
decreasing and increasing trend. The interestorataving deposit is in increasing trend.
The average interest rate on fixed deposit is 4,10%0%, 2.79%, 3.5%, 4.875% and
7.375% in FY 2008, 2009, 2010, 2011, 2012 and 2@%pectively. It shows that the
average interest rate is in increasing trend durYig2008 to 2009 and decreased at 2010
then again increased at 2011 then slightly incikas@012 and increased highly in 2013.
The interest on fixed deposit is decreased in thar Y010 and 2011 due to excess
amount of deposit available in the bank. In ther €4 3 the interest rate on the all kinds
and all time period deposits are in increased. $hmwvs that the scarcity of the fund in

the banking system. This phenomenon can be podraythe graph as figure no 4.10.
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The figure below shows the fixed deposit interede rfor different time period. The
interest rate on the year 2010 is decreased amditistarts to increased. In this study

period the interest rate is in fluctuating trengtetest rate is depending upon the demand

and the supply of the liquidity available in thenket.

Figure: 4.3

Interest Rate of HBL on Fixed Deposit
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Correlation Coefficient, Coefficient of Determination and t-statistics of HBL

Table: 4.4

Relationship between Interest Rate and Deposit amotiof HBL(in %)

Year (1) Saving Deposit Saving Deposits Fixed Deposit Fixed Deposit
Interest Rate (2) Amounts (3) Interest Rate (4) Amounts (5)
2008 2.75 12852.4 4.10 6364.3
2009 2.75 14582.8 4.1 6350.2
2010 2.75 15784.7 2.79 8201.1
2011 4 17935 35 6423.9
2012 4.25 20091 4.88 6377.1
2013 6 15494.6 7.38 11328.6
Correlation §3=0.3740 §5=0.7124
Coefficient of Fo =0.1398 1> = 0.5076
determinatior
t-statistic | t-cal=0.8065 t-tab=2.5f1Insignificant | t-cal =2.8936 t-tab = 2.5} ISignifican

Source: Banking and Financial Statistics, No: 45MiR3B Annual Report 2013
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The table 4.4 shows the amount of saving deposititannterest rate as well as amo
of fixed deposit and its interest rate isix fiscal year. The table indicates that, in
hand deposit rates are increasing and deposit anm®uncreasing in ea fiscal year.
This suggests that interest rate and deposit ammagt have positive relationship, i
when one variable is found to be increased; othenble is found to be increased. T

situation can be wealed in graph as figure no in following ways

Figure: 4.4
Deposit Amount of HBL
25000 -
20000 + M Saving Deposit Interest
Rate (2)
15000 - M Saving Deposits Amounts
(3)
10000 - Fixed Deposit Interest
Rate (4)
5000 - B Fixed Deposit Amounts (5)
0 -t
2008 2009 2010 2011 2012 2013

The graph 4 shows saving deposit amount is continuously gisach year but fixe
deposit amount is seems to grow each year with ghrowiation. It means that there
rise and fall for fixed eposit amount. Similarly the interest rate of fixaéelposit anc
saving deposit can also I.To quantify the exact relationship between interagt anc
deposit amount, it is necessary to calculate tt-relation coefficient. The correlatic
coefficient d saving deposit amount and its interest rate;z = 0.3740. It means th
these two variables have moderate positive relslign Though the two variables he
direct relationship but correlation coefficientl$ethat increase in one variable reshe
increase in other variables. The correlation cogffit for fixed deposit rate and amot

IS 115 = 0.7124, which is very high positive correlatidrherefore for both saving at
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fixed deposit, the case is not against the sulbistitieffect. The value of t-statistics for

saving deposit and saving interest is found to-balt 0.8065. The tabulated value for
this condition at 5% level of significance with Bgtee of freedom is 2.571. It means that
in this case t-calculated is greater than t-talbdlaiSo alternative hypothesis is not
accepted, which means that there is insignificadtion between saving deposit and
interest rate. Similarly for fixed deposit, theazdated value for t is t-cal = 2.8936. This
value is greater than t-tabulated. So in this dasenagnitude of correlation coefficient is

significant. It means H1 hypothesis is acceptedisTin the case of saving deposit it is
clear that there is substitution effect & fixed dsi, there is substitution effect in the

context of HBL.

4.1.3 Everest Bank Limited (EBL)
The general structure of deposit interest rate \aré€st Bank Limited (EBL) is shown

below on the table.

Table: 4.5

Interest rate structure on deposit of EBL (in %)
Deposit 2008 2009 2010 2011 2012 2013
Savings 3.25 3.25 3 4 3.5 4
Fixed
14 Days 2.25 2.25 NA NA NA NA
1 Months 2.25 2.25 2.75 2.75 2.75 2.75
3 Months 2.5 3 3 3 3 3
6 Months 3 35 35 3.5 35 35
1 Years 3.5 4 4 5 5 5
Above 2Yrs 4 4.5 4.5 5.5 5.5 55
Fixed Deposit Mean 2.92 3.25 3.55 3.95 3.95 3.95

Source Banking and Financial Statistics, No: 45-53 andehesst rate structure of CBs
mid July 013 and 013 NRB

The table 4.5 reveals the interest rate of EBL avirg deposit and fixed deposits. The
interest rate on deposit is fluctuated, means baotincreasing and decreasing trend. But
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the tendency towards decrement is similar to HBtalbse interest rates remain increase,
constant and decrease during the various FYs.drsithyears fiscal periods, the interest
rate is fluctuating and increasing trend. This ¢enshown clearly if average of all
interest rate is taken. The average interest catéxed deposit is 2.92%, 3.25% 3.55%,
3.95%, 3.95% and 3.95% for the year 2008, 2009,02@D11, 2012 and 2013
respectively. As compared to other two banks ther@st rate of EBL is not more
fluctuating. The similar interest rate for the ldgte years is similar. That mean the bank
had sufficient liquidity at this period. This temay can be exhibited in the pictorial form
as in figure no 4.5 as follows.

Figure: 4.5
Interest Rate of EBL on fixed Deposits
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The figure 4.7 shows that the interest rate on 8theand 6 months fixed deposit has
increased in the year 2009 and remains constantdfter. The 14 days interest rate is

given zero after the year 2009.
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Correlation Coefficient, Coefficient of Determination and t-statistics of EE
Table: 4.6

Relationship between Interest Rate and Deposit amotiof EBL (in %)

Year Saving Depos Saving Deposits | Fixed Depos Fixed Deposit

(1) Interest Rate (. Amounts (3) Interest Rate («+| Amounts (5)
2008 3.25 4806.9 2.92 3444.5
2009 3.25 6929.2 3.25 4298.2
2010 3 9018 3.55 5658.7
2011 4 11883.9 3.95 6598
2012 3.5 14782.3 3.95 7094.7
2013 4 13360 3.95 10440.3

R r3=0.6394 rss = 0.8359

R, rs” = 0.4089 rss” =0.6986

t- t-cal = t-tab = Insignificant t-cal = | t-tab = | Significant

1.6633 2.571 3.0452 2.571

Source:Banking and Financial Statistics, No:-53 NRB Annual Repo2013

The table 4.6 also shows both deposit amount aedest rate are in increasing trenc
means interest rate and deposit amount have pogiélationship. But to find exa
guantity of positive relationship it is necessary to compute t¢brrelation coefficien
Prior to this it is helpful if the data are presshbn graph no 6.
Figure: 4.6
Deposit Amount of EBL
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The graph shows that EBL collected more funds wedfideposit than saving deposits in
last year of the study period. Similarly the redaghip of saving interest rate and deposit
interest rate can be shown on figure no 4.9 asvolThe excel sheet is used to compute
the correlation coefficient, then the value for retation between saving deposit and
interest rate isyg = 0.6394. This is moderate degree of positiveetation. It means that
during the last six fiscal years, there was shagpeiase in saving deposit amount. The
coefficient of determination,# = 0.4089. Similarly the calculated value for t1i$633

for saving account. The value of tabulated t atf5ahd 5% level of significance is only
2.571. So for saving account t-cal < t-tab, andckdfO is accepted. It means that there is

no significant relationship between two variablésposit amount and interest rate).

In same manner for fixed deposit, the value of elation coefficient is g = 0.8359,
which indicates that the two variables have vemghhpositive relationship. In other
words, when increment occurs on one variable ottwm there occur increment on other
variables. The coefficient of determinatiop?r=0.6986. To identify the significance or
insignificance of this correlation, it is necesstrycalculate the value of t -statistics. The
calculated value of t is 3.0452. Similarly the tiibed value for t is 2.571, which is less
than calculated t. As a result null hypothesis @geated and alternate hypothesis is
accepted. It means that the correlation coefficientighly significant. Thus from the

both study it reveals that substitution effectas applicable for EBL.

4.2 Analysis of Lending and Interest Rate

This is second area of the analysis where maidye¢hationship between lending interest
rate and its effect upon lending amount is measu@Gsherally, when there is higher
interest rate (esp. lending or credit rate) in ébenomy, people normally borrow lesser
amount than the period when lending interest satew. According to theory, when there
is low lending rate, then there should be higheowam of borrowing. Higher amount of

borrowing indicates higher investment in the coymtr higher transaction in trade. This
is necessary for the growth of the economy. Sodhidy tries to explore the relationship

between lending rate and lending amount in Nepalestext.
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4.2.1. NABIL Bank Limited (NABIL)
The sector where NABIL grant its credit during |ast FYs and their corresponding

interest rate, average interest rate and lendirguatrare presented in the table 4.7 below

Table: 4.7
Lending Rate of NABIL on Different Sectors during sx fiscal years
Sector 2008| 2009 2010 2011 2012 2013
Overdraft
Export Credit 11 11 10.5 10.5 12 14
Import LC 11 11 10.5 12 14
Against Govt. Bond 7.5 7.5 7.5 7 10.5 14
Against BG/CG 9 9 9 8 11 16
Other Guarantee 10 10 | NA NA NA NA
Industrial Loan NA NA NA NA NA NA
Commercial Loan NA NA NA NA NA NA
Priority Sector Loan 12 12 11 11 | NA NA
Deprived Sector Loan 9 9 9 9 10 12
Term Loan 13 13 12 12 12.5 16
Working Interest 12 12 115 11.5 12 15
Hire Purchase 12.5 12 12 12| NA NA
Others 13 13 12 12 12.5 17
Average Int. Rate(1) 10.91] 10.86 10.5 10.38 11.56 4.7b
Lending Amount (2) 1107813021.3| 15657.1| 21514.6| 27816.6| 32268.87
Correlation (o) 0.7493
Coefficient of determinatior] 0.5615
(r2)

Source: Banking and Financial Statistics, No: 45&8] Interest rate structure of CBs
Mid July 09 and 013 NRB

66



Lending activity of joint venture commercial bankan be diversified into different
sectors. But according to the publication of NeRalstra Bank- Banking & Financial
statistics- the loan of commercial banks are diskiin different sub-sectors like
overdraft, export credit, Import LC, commercial ioand so on. Besides this there are
other section (area) when bank provides loan aasdetlareas are placed in the topic of
"others". For this study, lending area are categarias classified by NRB. According to
table 4-7 it shows that interest rate on lendinglifierent area are in declining stage. The
table shows that the maximum interest rate is P4.#6FY 2013 and, minimum rate is
10.33% on FY 2011. This shows that the interest veas fluctuating and increasing
more significantly. Generally the productive sectoan rate (like commercial loan,
industrial loan, priority sector loan, working inést rate and so on) fluctuate less in
magnitude than non-productive sector loan like dradt, loan against government bond,
BG/CG rate and so on. But the figure shows thagdltsectors loan were somewhat lesser
than other non productive loan.The average lendmegrest rate is 10.91% (2008),
10.86% (2009), 10.50% (2010), 10.33% in 2011, 1%.%8012) and 14.75% (2013).

The average rate was also in increasing trend upeoyear 2009 and then started to
decline for year 2010 and 2011 and then it stattethcrease. In the year 2013 it is
increased by more percentage as compared to dduad fyear. In the year 2010 the
declination was quite fast where as the declinargléncy was little in later year. This
concludes that interest rate on lending was alsteaneasing tendency for past few years.
With harmony to interest rate, the lending amouhtNABIL is also seen to be in

increasing tendency but with some fluctuation. Bhean also be present.
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Figure: 4.7

Lending Amount of NABIL
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Correlation Coefficient, Coefficient of Determination of NABIL

From table 4.7 the correlation coefficient (simptarelation) between lending rate and
lending amount ¢p) is 0.7493. According to our classification, thissitive correlation is

"high degree" correlation. In this case it is clé@at interest rate on lending & lending
amount has positive relationship. It means they eniovsame direction i.e. increase in
lending rate result decrease in total lending arhoficcording to the theoretical concept
of lending rate and lending amount, people prefeuse more money when the market
interest rate is low in the market. But the lendiate is going upward and the lending
amount also increased. Therefore the interestd@ds not matter for lending. The simple
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determination of correlation coefficientff) is 0.5615. When total lending amount is
taken as dependent variable and lending rate apémtient variables, then 56.15% of
total variation in dependent variable is explaineg lending rate and remaining
percentage is due to the effect of other variaiplése economy. That is the same relation
shown by two variables lending amount and lendatg s not strong. The increase in
demand of lending amount does not affect the lendate. This shows the liquidity

demand in the market.

4.2.2 Himalayan Bank Limited (HBL)
HBL also grant credit on different area like comangrloan, industrial loan, overdratft,

working interest and so on. These rates on thereifit fiscal years are as follows:

Table: 4.8
Lending Rate HBL on Different Sectors During Six Fscal Years
Sedor 200¢ 200¢ 201( 2011 201z 2013
Overdraf 12 12 10 10 10.7¢ 18
Export Credi 8.7¢ 8.7¢ 8.7¢ 9.7t 10.7¢ 16
Import LC 11,78 | 11.7¢ 9.t 9.t 10.2¢ 16
Against Govt. Bon 6 6 6.5 7 8 11
Against BG/C( 9.2t 9.2t 8 8 10 16
Other Guarante NA NA NA NA NA NA
Industrial Loal 12.75 | 12.7¢ | NA NA NA NA
Commercial Loa 12t 12t NA NA NA NA
Priority Sector Loa 12.2¢ 12.2¢ 10 NA 10 NA
Deprived Sector Lozt 8.2t 8.2t 8.2t 8.7t 8.7¢ 11
Term Loal 11,78 | 11.7¢ 10.t 10.t 12.t 16
Working Interes NA NA NA NA NA NA
Hire Purchas 11t 11t 9 9.t 12 17
Other: 13.t 13.t 12 10.t 11.2¢ 18
Average Int. Rate(. 10.8¢ 10.8¢ 9.2t 9.2¢ 10.42¢ 15.4¢
Lending Amount (Z 1324t | 15515." | 17672 | 19985.: | 25282.. | 29123."
Correlation (12) 0.627(
Coefficient of determination 122) 0.393:

Source: Banking and Financial Statistics, No: 45&B®l Interest rate structure of CBs Mid July
09 and 013 NRB
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The table 4-8 shows the interest rate of HBL ordileg on six fiscal years granted in
different sectors. HBL lending rate was somewhaterthan NABIL. The maximum
interest rate quoted by the HBL during six FYs w9 on overdraft and “other”
categories. The interest rate of HBL is also inctihating trend. But the increasing
magnitude is high. The average interest rate w0, 10.85%, 9.25%, 9.28%, 10.43%
and 15.44% in 2008, 2009, 2010, 2011, 2012 and 284pectively. Conversely, the
lending amount of HBL is seen to be in increasiegd. With compare to 2008 lending,
lending of 2013 is more than two times. So it candaid that lending of HBL has
expanded rapidly within that six fiscal periods.e§b phenomenon shows that lending
interest rate and lending amount have inverseioaksthip. The increment of interest

leads decrease in lending which shows the invelsgianship.

To quantify this relationship, it is necessary &bcalate correlation coefficient. But prior
to this it is fruitful if the trend of lending intest rate and lending amount is shown in the
figure as in figure no 4.9.
Figure: 4.9
Lending Amount of HBL
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Figure: 4.10
Average Lending Rate of HBL
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The figure 4.13 shows that interest rate of lendaily slowly up to FY 2010. But after

FY 2010 it starts to increased and more percemément in shown in the year 2013.

Correlation Coefficient, Coefficient of Determination of HBL

The correlation coefficient of HBL between lendismmount and lending rate is 0.6270. It
is high degree positive correlation. It indicatkattincrement in one variable result the
increment in other variables. In this case increas@ fluctuate in lending interest rate
increases the lending amount. This is similar wita slaying of theory. Similarly the

coefficient of determination between two variabte”f = 0.3931. It means that the
relationship between dependent variable and indbpenvariable is defined up to the
extent of 39.31%.

In conclusion the same relationship between lendatg and lending amount is not

exactly applicable for HBL. So it is clear that theerease in lending amount is not

significantly due to fluctuate in lending intereate.
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4.2.3 Everest Bank Limited (EBL)
At last, another bank for analysis is Everest Bamkited. This bank also grants the

credit to its customers in different sectors. Betading the NRB bulletin “Banking and

Financial Statistics” the bank provided the loaitsacustomers on following sectors.

Table: 4.9

Lending Rate EBL on Different Sectors During Six Fscal Years
Sector 2008 2009 2010 2011 2012 2013
Overdraft 11.5 11 11 11 11 11
Export Credit 8.5 8 8 10 10 10
Import LC 10 10 10 10 10 10
Against Govt. Bond 6.5 6 6 8 8 8
Against BG/CG 8.5 8.5 8.5 8.5 8.5 8.5
Other Guarantee NA NA NA NA NA NA
Industrial Loan 12 11 11 11 11 11
Commercial Loan 11.5 11 11 11 11 11
Priority Sector Loan 12 | NA NA NA NA NA
Deprived Sectoy 11 10 10 10 10 10
Loan
Term Loan 12 11 11 11 11 11
Working Interest 10.5 11 11 11 11 11
Hire Purchase 12 7 10.5 10.5 10.5 10.5
Others 12 11 11 11 11 11
Average Int. Rate| 10.61 9.625 9.92 10.25 10.25 10.25
(1)
Lending Amount | 7914.4| 10124.2 14059.2 18814.3 24366.2 28156.4
(2)
Correlation (r2) 0.1583
Coefficient of 0.0251
determination @)

Source:Banking and Financial Statistics, No: 45-53 andehesst rate structure of CBs
Mid July 2013 and 010 NRB
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The table 4.9 shows the lending interest rate stracof EBL on six FYs on different

sectors. From table it is clear that the interagts of EBL are in falling stage for two
year 2009 and 2010 and then increased to 10.23201h and remains constant. During
the first phase of FY the interest rate fell by entinan 1%. But in later year the falling
speed is low. This phenomenon can be seen cleattythhe study of average interest
rate. The average interest rate for FY 2008, 2@09,0, 2011 and 2012 are 10.61%,
9.63%, 9.92%, 10.25%, 10.25% and 10.25% respegtivel this bank also, lending

interest of non productive loan falls more thardieg interest of productive sector loan.
In same manner, for lending amount, the lendinguarmof EBL increased each year.
During the last FY the lending amount rises by ntbhem 4 times. This is very significant
figures among these aforementioned sample banks.shiows that the lending amount
and interest have positive relationship. The figiarechanging trend of interest rate and
lending amount is given on figure no 4.14 and fegno 4.11.

Figure: 4.11
Lending Amount of EBL
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Figure: 4.12
Average Lending Rate of EBL
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Correlation Coefficient, Coefficient of Determination of EBL

The correlation coefficient of EBL between lendemgount and lending rate is 0.1583. It
is low degree positive correlation. It indicateattincrement in one variable result the
little increment in other variables or vice verSanilarly the coefficient of determination
between two variable ) = 0.0251. It means that the relationship betweependent
variable and independent variable is defined ugh&extent of 2.51%. The remaining
percentage is due to other factors. This meannitrement in lending is due to the other

economic variables.

4.3 Analysis of the Position of Interest Rate Sprehand Loan and
Advance Ratios

Interest rate spread is a different between intai@s on lending and interest rate on
deposit. Generally banks charge more interestaatkending than they provide interest
on deposit. Similarly loan and advance to totaladétphelps us showing the relationship
between loans and advances which are granted andtti deposit collected by the bank
and also find out how successfully the banks afizing their total deposits on loan and

advance for profit generating purpose.
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4.3.1 NABIL Bank Limited (NABIL)
Position of interest spread and loan and advarimsraf NABIL is given in table 4.10.
Table: 4.10
Position of Interest Rate Spread And Loan and Advace Ratios Of NABIL

Deposit Loan &
Interest rate _ |Interest rate|Loan Amount|Interest rate
_|amount in | . advance
Year|on deposit on lending|in million Rs|spread (% -|
(X2 Million Rs X9 X2 X, ratios (X; +
1, 3 4 1,

(X2) X32)
200¢|3.2¢ 14586.¢ 10.91 1107¢ 7.6€ 0.759¢
200¢|3.4: 19348.- 10.8¢ 13021. 7.4% 0.673(
201(|3.4: 23342.. 10.5( 15657.: 7.0% 0.670¢
2011|5.04 3191¢ 10.3: 21514.¢ 5.2¢ 0.674:
2012|5.92 37348.: 11.5¢ 27816.¢ 5.64 0.744¢
201:]9.3¢ 46410. 14.7¢ 32268.¢ 5.42 0.695:

The above table 4.10 shows a clear picture of esterate on deposits and lending,
deposit amount and lending amount for six FYs ofBNAas well interest rate spread
and total loan & advance ratios. The average spaadduring the period is 7.66%, 7.43,
7.07, 5.29, 5.64 and 5.42 in FYs 2008, 2009, 2@0Q,1, 2012 and 2013 respectively.
The interest rate spread shows how greater rategehay NABIL for lending than

deposit rate. The interest rate spread is in dadibut fluctuating trend. This means the

rate of interest on deposit is increasing trend.

From the calculation of loan and advance to togdodit ratios shows that NABIL was
able to utilized 75.94%, 67.3%, 67.08%, 67.41%484and 69.53% of total deposited
fund on loan and advance for profit generating psepin FYs 2008, 2009, 2010, 2011,
2012 and 2013 respectively. Generally greater laath advance to total deposit ratio

implies the more utilization of total deposit fuas loan. The more mobilization of
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Depositin the form of loan increase in profit but it igghiriskier than other investmer

Nahl utilized more than 67% its total deposit in tlisidy period. The high percentage
shown in the yea200¢.

Figure: 4.13
Relationship between Deposit Rate and Lending Rate (NABIL
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4.3.2 Himalayan Bank Limited (HBL)
Position of interest spread aloan and advance ratios of HBL is given in tablied
Table: 4.11

Position of Interest rate spread and loan and advare ratios of HBL

Deposit

Interest rate . Interest rate | Loan Amount | Interest rate Loan &
_ amount in _ R _
Year| on deposit o on lending | in million Rs | spread (X; - |advance ratios

Million Rs

(X1) (X3) (X4) X1) (X4 = X3)
(X2)

2008 3.9 24831.: 10.85 13245 6.95 0.5334
2009 3.9 26456.. 10.85 15515.7 6.95 0.5865
2010 2.79 29905.¢ 9.25 17672 6.46 0.5909
2011 3.57 31805.: 9.25 19985.2 5.68 0.6284
2012 4.78 34681 10.43 25282.1 5.65 0.7290
2013 7.25 37611.: 15.44 29123.7 8.19 0.7743

76



The above table 4.11 shows interest rate on depasil lending, deposit amount and
lending amount for six FYs of HBL as well intereate spread and total loan & advance
ratios. The average spread rate during the pesi@da5%, 6.95%, 6.46%, 5.68%, 5.65%
and 8.19% in FYs 2008, 2009, 2010, 2011, 2012 &1@ 2espectively. The interest rate
spread shows how greater rate charge by HBL fatitgnthan deposit rate. The spread is
shown in the year 2013 it is 8.19%. From the calooh of loan and advance to total
deposit ratios shows that HBL was able to utiliZ&134%, 58.65%, 59.1%, 62.84%
72.9% and 77.43% of total deposited fund on loath advance for profit generating
purpose in FYs 2008, 2009, 2010, 2011, 2012 an@® 284pectively. Generally greater
loan and advance to total deposit ratio impliesiibter utilization of total deposit fund
and vice versa. But from above table, HBL has #blbetter utilized total deposit fund.
The table 4-14 can be clarified by the figure 4a2d 4.22.

Figure: 4.14
Relationship between deposit rate and lending ratef HBL
40000
4
35000 -
A
30000 5
25000 @ e Interest rate on
lending (X3)
20000 == Deposit amount in
15000 Million Rs (X2)
- |nterest rate on
10000 deposit (X1)
5000
0 _‘ T ’ T ’ T ’ T ’ T ’_|
2008 2009 2010 2011 2012 2013

77




Figure: 4.15
Deposit Amount and Loan Amount of HBL

40000

35000

30000

25000

20000

15000

=9 Deposit amount in
Million Rs (X2)

10000

5000

2008 2009

2010 2011

2012

4.3.3 Everest Bank Limited (EBL)
Position of interest spread and loan and advarimsraf EBL is given in table 4.15.

Table: 4.12
Position of Interest Rate Spread and Loan and Advare Ratios of EBL

Deposit

Interest rate ) Interest rate | Loan Amount | Interest rate Loan &
_ amount in _ o _
Year | on deposit Million R on lending | in million Rs | spread (X - |advance ratios

illion Rs

(Xa) (X3) (Xa) X1) (X4 = Xy)
(X2)

2008 2.96 10097.8 10.61 7914.4 7.65 0.7838
2009 3.25 13802.5 9.63 10124.2 6.38 0.7335
2010 3.46 19097.7 9.92 14059.2 6.46 0.7362
2011 3.96 23976.3 10.25 18814.3 6.29 0.7847
2012 3.88 33322.9 10.25 24366.2 6.37 0.7312
2013 3.96 36932.3 10.25 28156.4 6.29 0.7624
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The above table 4.12 shows a clear picture of esterate on deposits and lending,
deposit amount and lending amount for seven FYSBif as well interest rate spread and
total loan & advance ratios. The average spreaddating the period is 7.65%, 6.38%,
6.46%, 6.29%, 6.37% and 6.29% in FYs 2008, 2009,02®011, 2012 and 2013

respectively. The interest rate spread shows h@ater rate charge by EBL for lending
than deposit rate. From the calculation of loan addance to total deposit ratios shows
that EBL was able to utilized 78.4%, 73.4%, 73.6%.5% , 73.1% and 76.2% of total

deposited fund on loan and advance for profit geireg purpose in FYs, 2008, 2009,

2010, 2011, 2012 and 2013 respectively. The lendaposit ratio is in fluctuating trend.

This ratio shows the utilization of deposit. Frotmoge table, EBL has able to better
utilized total deposit fund in all FYs. The tablel8 can be clarified by the figure 4.23

and 4.24.

Figure: 4.16
Relationship between Deposit Rate and Lending Ratef EBL
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4.4 Major Findings

This study is conducted to identify the practicaplecability of some of the theories in
the context of Nepal that are taught on the Unityeend colleges. With this motive, this
study is mainly focused on three objectives. Firgt is to determine the actual situation
of substitution effect in the context of Nepaleseamcial markets. Similarly, next
objective is to determine the relationship betwiegnling rate and corresponding lending
amount. And lastly, the next objective is to expltdre managerial perspective in regards
to performance of commercial banks. From the ptasien and analysis of data; using
different financial tools the major findings cantabulated as follows:

Table: 4.13
Unified (Integrated) Results of All Data Analysis.
Particulars NABIL HBL |EBL

Substitution Effect |r (Saving rate & Deposit Amount) 0.7659 0.374 0439

(Deposit and Interest (Fixed rate and Deposit Amount) | 0.9588 0.7[(28359

Rate) t-cal (Saving rate & Deposit Amount) 2.382  0.806%5633

t-cal (Fixed rate & Deposit Amount)| 6.7546 2.8938542

Lending and Interestr (lending) 0.7493 0.62q(0).1583

. The interest rates on both deposit and lendingl saanple banks are found to be
in fluctuating and increasing trend. But contraoythis, deposit amount and lending
amount is increasing every year. The saving deposdunt and saving interest rate have
negative relationship ranging from 0.374 to 0.9588means that they have highly
positive relationship, if one variable increaseseo variable increases. This case is
favoring the theory of substitution effect. Thisyri@e due to the fact that, in last six FYs,
people accumulated most of their funds on savingpwats though they don't get
appropriate interest on it. It may be just becaoisenavailability of other acceptable
investment opportunity, in which a separate stué&n de made. Similarly, the

convenience of using saving accounts provokesmhestor to deposit more on saving
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account. Similarly the excess supply of saving de@peduces the interest rate of saving
account. Analysis of fixed deposit amount and fixederest rate shows positive
relationship. According to correlation coefficieihe substitution effects occur for all
banks in case of fixed deposit that means fixed dacrease/increase when interest rate
on fixed deposit decrease/increase. The correlatmefficient of all banks for fixed
deposit amount and fixed deposit interest rateostiye, the t-statistics clarify that their
relationship is strong and somehow is not stronge ©f the variables that affect the
demand of fund (lending activity) is lending intstreate. Theoretically, there is positive
relationship between lending interest rate anditendmount. In this study for the three
sample banks, it is found that all sample bankse haositive correlation between these
two variables. By using correlation tools, it cam ibferred that all sample banks same
relationship as suggest by theory. During the sfushjod, it is found that, there exist the
high spread between deposit interest rate andrigndierest rate. In the beginning of the
six FY this spreads was large but on later ye&esspread declined to some extent. That
may be due to competitive financial environment degs availability of investment
opportunity. It is also found that, lending intdreste of the productive sector loan such
as commercial loan, industrial loan, trade cregityking interest loan were decreased
lesser in magnitude in comparison to the non prideisector loan. The analysis of
substitution effect for both fixed and saving depshows that substitution effect does
work for EBL and saving deposit of HBL. This medhat, people are oriented to deposit
more amounts if the interest rates on depositisiggrevery year. The increasing deposit
amount clarifies this fact. And rest of them NABHoth fixed and saving and fixed
deposit of HBL have accordance with theory. Theredation between deposit and
interest and positive highly. The t statistics shdlve most of the relation is significant.
According to theory, lending interest rate and Ilegdamount should have same
relationship. From this study, it is found that séimple banks except HBL have strong
relationship as required by theory. The incrementdemand of loan able fund for
NABIL, HBL and EBL do not affect by the incrememt interest rate. The interest rate
spread is more than 5% for all study period of NABInd HBL. The more spread is
found of the EBL. The banks use its deposit addha of lending more than the 67%. It

shows banks lend high amount of loan which is missly area of investment. More
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customers are attracted towards Nabil Bank anddsv@ank as compared to Himalayan
Bank. Various new schemes are considered impottahtto attract customers. Present
rules and regulations are not sufficient for theewgh of banks in competitive

environment. Highly competent man powers are bemgloyed in banks.
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CHAPTER-V

SUMMARY , CONCLUSION AND RECOMMENDATIONS

The main finding of the research is summarizedhis thapter to provide an overview of
the whole study. The several chapters discussedeat@ briefed and the main results
are summed up together with recommendations fdahdéurimprovement based on the
current research study.

5.1 Summary

The government of Nepal with an aim of mobilizifge tlimited interest adopted the
liberalization policy. The result of which tilow 31 commercial banks, 81 development
banks, 79 finance companies, 15 co-operatiflamited Banking)and 46 financial (NGOs)
licensed by NRB are established within the finansistem of Nepallt is the financial
system that could lift the living standard of theople by developing the economy.
Financial intermediaries mobilize the fund by cdiieg the scattered resources from the
savers (household, business or government) andderdive collected funds to the users
or investors (i.e. lending collected amount fronpaigtors to borrower). A developing
country like ours has many unused resources wlocidcbe of huge potential for the
economic growth of the country. Lack of financitgchnical disabilities is some reasons
due to which the country is lagging behind. Theeimtediaries of financial systems
sustain by lending the fund on higher interest eatd paying the deposit holder a little
interest. This indicates; through a large intergstead on deposit and lending these
organizations survive. The profit position of thieganization depends on the decision
made to charge and provide interest on lendingdepadsit. So the decision making job is
very crucial and has to taken with great care. @ewy effective way of luring the
depositors by offering higher interest and in tlzene way, high credit distract the
investors which force the country to shrink down.
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This flexibility of NRB gave freedom to banks anther financial institutions to quote
the interest rate on lending and deposit in pastyfears. As a result of this competition
rises between the financial institutions which pileyportant role in country’s economy.
This study has been carried out thus to identifgtiver some of the theories of finance
and economics are applicable or not in the Nepdiessmcial markets. These major
theories are like substitution effect, fisher effend inverse relationship between interest
rate and lending amount. The first chapter of gles brief introduction about Nepalese
economy, interest rate, sample organizations, retate of problem, significance of the
study, research hypothesis, and so on. Interestisaine of the major factors that affect
deposit and lending amount, though there are varactors in the economy that affects
the deposit amount and lending amount. With theomajective of showing relationship
between deposit rate and deposit amount i.e. sutist effect, lending rate and lending
amount, this study is undertaken.NRB loosen th&migss to fix the interest rate that
financial intermediaries charge and offer, after liberal policy by the government. But
being a responsible organization, NRB issued direstregarding overall performance of
the financial institutions from time to time.Thecead chapter presents the theoretical
review as well as review of previous researchdferént views about interest function of
interest, theories of interest, factors affectingetest rate. The Classical Theory,
Liquidity Preference Theory, Loanable Fund Thearg &ational Expectancies Theory -
are reviewed as part of interest theories along wie factor affecting interest rate like
default risk, marketability risk, exchange rate&kri¥he third chapter is research oriented
for the analytical purpose. Three banks are chasehprimary and secondary data are
used for the analysis. The chapter provides areesgion of various research
methods as well as statistical and financial tosksd in study. The collection of data both
in tabular and graphical from analyzed using déferstatistical tools are organized in
chapter four. Data are analyzed and presented nougagraphical forms. The major

findings of the study are also explained in chafuar.
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5.2 Conclusion

The study conducted with objectives to identify ttedationship of interest rate with
deposit and lending is based on the applicatioseabndary data. The analysis shows
that the interest rates on both deposit and lendfrall sample banks are found to be in
fluctuating and increasing trend. The deposit amh@nd lending amount is increasing
every year. By using correlation tools, it can béired that all sample banks same
relationship as suggest by theory.. The rate @fr@st is in increasing trend except in the
year 2010 and 2011. The lending amount is alsceasing though the lending rate is
rising. This mean the demand of the fund is indrep®very year. The significant
increment in the deposit rate may cause from tloeease in the competition in the
banking industry. During the study period, it isufid that, there exist the high spread
between deposit interest rate and lending inteegst In the beginning of the six FY this
spreads was large but on later years, the spredichel to some extent. That may be due
to competitive financial environment and less alality of investment opportunity. It is
also concluded that, lending interest rate of ttoelpctive sector loan such as commercial
loan, industrial loan, trade credit, working intrdoan were decreased lesser in
magnitude in comparison to the non productive sdotm. For all analysis the amount of
the both deposits and lending amount is incread®dh an objective to explore
perception of management in the financial perforceaaf commercial banks, primary
survey was conducted. The survey shows that comahetzanks are making their great
effort in improving their performance level. Comiien has increased and that too have
forced banks to change their policy in accordanth their competitors to attract more
customers. Various attractive schemes are beinmgdated in order to attract more
customers as well competent man powers are givee prarity in job place. During a
study it was found that managers are quite motilvedencrease the profitability level of

their institutions.
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5.3 Recommendations

To fulfill the objectives of this study, relatedtdaand ideas are collected from different
sources. These data are presented; analyzed amdreted then conclusions are made.
Based on the analysis, interpretation & conclusicaegain recommendation can be made
here so that the concerned authorities, futurearebers, academicians, bankers can get
some insights on the present conditions on abguedolt is considered that this research
will fruitful for them to improve the present cotidn as well as for further research. The

major recommendations after this study are:

. The high spread between deposit interest rate emdlrlg interest rate is another
factor to be considered. Higher spread merely asze the profit figures of the banks but
at the same time it reduces the deposit collectiosh investment in the country. So the
financial institutions are suggested to reduceitterest spread as minimum as possible.
Liquidity crises occurred due to low interest ratedeposit as well as high interest rate
on lending. As the central bank of the country, NR& power to specify the range or
spread between lending rate and deposit rate. S8 fdRes increasing interest rate on
deposit policy. So NRB is suggested to strictlylggpis policy to financial institutions
and regularly monitoring so that the problem ofril@iggap between two interest rates in
the country will be solved. As the key to succemss dny organization and for good
financial system in the country interest and innesit is essential, this is possible only
by proper decision making of interest. So all thiatj venture banks are suffused to set
proper and practical interest rate policy. Whildueing the lending rate, it is suggested
to reduce more on productive sectors than nonpto@usectors. If not possible then
bankers can reduce the rate of all sectors prapately. Manuals of credit policy assets
and liability management of international standiaad needed to put in operation while
the loan realization and restructuring after reviefbanks credit portfolio is currently
underway. To introduce lending management, vardgmartments and units had needed
to set up. Such efforts are underway for loan westiring and realizing outstanding loans

from big clients through continued follow-up. Addital measures also needed to initiate
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for realize loans. New credit policy guide, guidelifor credit decision process and
problem loan guidelines should be formed. As NR#iblications are the major sources
of collecting the secondary data and informatiagarding this topic from the experience,
it is suggested that NRB should pay special attento publish detail information on
timely manner. The untimely publication of the letiths handicaps the research workers
and students Increase in investment only securedgawernment enterprises it may
brings less return and possibility of ignorancesitaall private and cottage industries. To
foster economic growth small enterprise shouldb®neglected. All banks efforts need
to improve the credit flow through introduction méw consumer loans to lift the credit
extensions. Interest rate on deposit is too lowNepal. Joint Venture Banks are
suggested to increase the interest rate on deg®$#tr as possible so that the depositors
are attracted which helps to generate more intéoeshe development of the economy.
Though this situation reduces their profit oppotties, but it will enhance the economic
condition of the country in the long run. Samplstitutions are also suggested to include
their interest rate structure in their annual réeparwell as kindly requested for the co-
operation and sincere support to the research sidBanks are suggested to introduce
various schemes through a detail analysis of faslibeing provided by foreign banks.
Banks are found to be accumulated more in urbaasate would be more beneficial if

they start providing their service to the areadraless excess to banking facilities.
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