CHAPTER-I

INTRODUCTION

1.1 General Background of the Study

The level of development of any country is reflected by the development of
financial sector of that country. Therefore, development of financial sector reflects
the whole economy of the country. The financial sector is a vast field, which
comprises of banks, co-operatives, insurance companies, stock exchange, foreign
exchange market, mutual funds, etc. These institutions facilitate and improve the
distribution of funds, money, and capital by providing services like payment
mechanism, security trading, and distribution of funds, money and capital by
providing services like payment mechanism, security trading, risk diversification
and portfolio management. Further, these institution mobilize saving and make
investment in different type of enterprises of the national economy that
consequently help in reducing poverty, raising employment opportunities and
thereby developing the society and country as a whole. Financial institution
occupies an important place in a nation’s economy. The financial system is the
total flow of resources in the economy as made possible for active participation of
the network of financial intermediaries crating of government, regulating
authorities and other constituents are involved in the transformation of the funds

for enhancing the productive capacity of the economy.

The financial system determines the cost of credit and the amount of credit
available to pay for the daily purchase of varieties of goods and services. The
functioning of financial system has a powerful impact on the health of economy. It
plays a vital role in the economy and forms the core of the money in an advance

country.

The Nepalese financial sector is composed of banking and non banking sector.
Banking sector comprises Nepal Rastra Bank (NRB) and commercial Banks. The

non banking sector includes development banks, micro-credit development banks,



finance companies, co-operatives financial institution, non-government
organizations (NGOs) performing limited banking activities. Other financial
institution comprises of insurance companies, employee’s provident fund, Citizen
Investment fund, postal saving offices and Nepal stock exchange. These
institutions collect deposits from general public providing certain rate of interest
and advances loans to different needy persons or business houses charges higher

interest rate.

Nepal Rastra Bank , the central bank of Nepal, was established in April 26,1956
under the Nepal Rastra Bank Act 1955 to discharge the central banking
responsibilities including guiding the development of the emergent domestic
financial sector. Before establishment of NRB, central banking activities except
issue of note were performing by Nepal Bank Limited, the first organized bank of
Nepal. The main objective to establish NRB was to facilitate the circulation of
Nepalese currency all over the country, to establish the currency exchange rate, to
promote the industries by mobilizing capital in the country. Since the
establishment of NRB, there has been a significant growth in both the number and
activities of the domestic financial institutions. By the end of 2068, NRB licensed
219 financial institutions out of them 31 are commercial banks, 87 are
development banks, 80 finance companies, and 21 micro-credit development

banks.
1.1.1 Brief Introduction about Interest Rate

Interest is a payment for the use of money. The acts of saving and lending and the
borrowing and investing activities within the financial system are significantly
influence by the interest rate. The interest rate is the price paid for borrowing the

scarce loan able funds from a lender for an agreed upon time period.

Interest rate is one vital tool for shaping economy. It plays important role in
borrowing and lending. Generally the rate of interest is computed dividing the cost
of borrowed funds in rupees by the amount of money actually used by the

borrower. The interest rate is expressed in an annual percentage basis.



An appropriate interest rate structure affects the deposit and lending of any
financial institutions, which in turn affects the economic up liftmen of the whole
country. The impact of interest rate is both the saving and investment in the
economy. Interest rates provides the price signals to borrowers, lenders, savers
and investors .Higher rate encourages savings in greater volume and increases the
lending activities of funds. Lower interest rate, in other hand, discourages the

savings and reduces the lending activities as well.

Interest rate in the free market economy is determined by the free interplay of the
demand and supply forces. The interest rate performs several important roles in
order to function properly the money and capital market in the economy. It
performs the several major functions like generating adequate volume of savings
to fund investment to grow the economy, to direct the flow of credit in the
economy toward those investment projects having greater expected rate of return,
bringing into balance the supply of money within the public’s demand for money,

and acting as a tool to adopt government policy.
1.1.2 Brief Profile of the Sample Commercial Banks under Study

As there are 31 commercial banks that are operating within the country as on mid-
August 2013, only two commercial banks are taken as sample for the study.
Ownership of the bank, size of the capital and establishment period is taken into

consideration while selecting the sample banks.
Nepal Investment Bank Limited (NIBL)

Nepal Investment Bank Ltd. (Nepal Indosuez Bank Ltd) was established on 21°
january 1986 as a third joint venture bank under the company Act 1964. Initially,
the Bank is manages by Banque Indosuez, paris in accordance with joint venture
and technical services. 50% of the shares of Nepal Indosuez bank Itd held by credit
Agricole Indosuez was sold to the Nepalese promoters on April 25, 2002 as per the
transaction record of NEPSE. After this divestment of shares by Nepalese Owners,
the name of th the company was changed to Nepal Investment Bank Ltd by its 15
AGM held on May 31, 2002.



NIBL provides various services and facilities such as, E-banking, 24 hours
banking, Credit card facilities, Automated Teller Machine (ATM), Visa Electron
Debit Card, Letter of credit services, Retail Banking, Corporate Banking, Trade

Finance, International Trade, Deposit Locker, Bank Guarantee, etc.
Table: 1.1

The Ownership of NIBL

Subscription % hold
Group of Company Holders 50%
Rashtriya Beema Sansthan 20%
Rashtriya Banijya Bank 15%
General Public 15%

Total 100%

Source: Annual Report of NIBL 2010/11

Table: 1.2
Present Capital Structure of NIBL

Share Structure Amount (Rs)

Authorized capital (400,000,000 shares @100) 4,000,000,000
Issued capital (24,090,977 shares @100) 2,409,097,700
Paid up capital (24,090,977 shares @100) 2,409,097,700

Source: Annual Report of NIBL 2010/11

Himalayan Bank Limited (HBL)

Himalayan Bank is a joint venture with Habib bank of Pakistan and started its
operation in 2049 B.S. This is the first joint venture bank managed by Nepali chief
executive. It does not include government ownership. It is established to maintain
the economic welfare of the general people to facilitate loan for agriculture,

industry and commerce for providing the banking services to the people and
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country. It holds of a vision to become a leading bank of the country by providing
premium products and services to the customers, thus ensuring attractive and

substantial returns t the stakeholders of the bank.

It provides various services and facilities such as Tele-Banking, 24 hours banking,
Credit card facilities, Automated Teller Machine (ATM), Visa card, Letter of

credit services, Safe deposit locker, Foreign currency transactions, etc.

Table: 1.3
The Ownership of HBL

Subscription % hold
Promoter Share Holders 51%
Habib Bank Ltd. Pakistan 20%
Employees Provident Fund 14%
Total 100%

Source: Annual Report of HBL 2010/11

Table: 1.4

Present Capital Structure of HBL

Share Structure Amount (Rs)

Authorized capital (30,000,000 shares @100) 3,000,000,000
Issued capital (20,000,000 shares @100) 2,000,000,000
Paid up capital (20,000,000 shares @100) 2,000,000,000

Source: Annual Report of HBL 2010/11
1.2  Statement of the problem

Interest rate is an essential tool in the field of finance and economies. According to
economic theory saving increase as increase in interest rate with investment
increases as decrease in interest rate. Generally when interest providing in deposits
is very less people keeps their surplus funds idle and when interest charge on

lending is very high the possible investors also can’t borrow funds for investment



in priority sectors of the economy. In such situations how could be possible to

develop country’s economy in international market.

The interest rate plays important role for the banking development. The favorable
investment climate makes appropriate interest rate. The interest is a price of
money. It is different in depositor and lender. The difference between the deposit
and lending margin is the gain of bank. The interest rate charged and offered of a
financial institutions and commercial banks was regulated by central bank until
before few years, but now these institutions are free to fix their interest rate.
Commercial banks can play vital role by adopting effective interest rate policy on
deposits and lending for encourage investment in every sector of economy. An
appropriate interest rate can divert investment in proper field. On the other hand
the lending rate of interest must be attractive to the borrowers. So that they will be

able to enjoy benefits by utilizing borrowed fund.

With the above discussed phenomena, this study attempts to answer the following

questions.

» What is the Impact of liquidity position of organization on interest rate

charged and offered by commercial banks?

» What are the various methods that commercial banks in Nepal use to

calculate the interest rate they charged to borrowers?

» What are the other major qualitative factors that shape the interest rate of

commercial banking sectors of Nepal?
1.3  Objectives of the Study

The main objectives of this study are to know the overall influence of interest rate
on deposit and lending of commercial banks. Besides this the other specific

objectives related to this study are as given below.

» To explore the interest rate structure on deposits and lending of commercial

banks.



» To analyze the relationship of interest rate on the volume of deposits of
commercial banks.

» To examine the relationship of interest rate structure on the volume of
lending of commercial banks.

» To explore the problems and to suggest for further improvements on the

basis of findings of the study.
1.4 Significance of the Study

An appropriate interest rate can divert investment in proper field. Lower interest
rates discourage the saving and encourage the investment. Higher the inflation,
higher will be the interest rate. In the contest of developing country like Nepal
because most of the theories of financial markets and institutions are determined

by the study conducted by developed countries.

It is crucial task of top level management to fix interest rate. Even though people
have more souring and even need more money for investments are not familiar
with the interest rate structure of banks. In this study major functions of
commercial joint venture banks will be analyzed by using various mechanisms.
This study will help the policy makers to formulate strong policy regarding interest
rate charged on deposits and lending in our Nepalese contest. Further this study
will help to various parties such as further researcher, students, investor, business
organization and individual to get useful information about interest rate deposits

and lending.
1.5 Limitation of the Study

A research is the vast investigation for the setline of the problems. There is not far

from several limitations. The main limitations of this study are as follows:

» The samples are taken only from joint venture banks; other financial

intermediaries are not included in this study.



» This study is based on the data of seven years period and hence the

conclusion drawn confines only to the above period.

» The reliability of this study depends upon the information provided by

concerned banks and published data.
» Most of the data used under this study are of secondary data.

» There are various factors that affect the deposit and lending amount of
commercial joint venture banks. However this study is focused on the

interest rate.
1.6 Organization of the Study
This study is divided in five chapters.

The first chapter presents introduction of the study. It includes background,
interest rate, profile of sample banks, and statement of the problem, objective,

significance and limitation of the study.

The second chapter deals with the literature review including concept of interest
rate, theories of interest rate and factors effecting interest rate from different

books, journals and thesis.

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

and presentation and method of analysis.

The fourth chapter presents analysis and interpretation of data of related topic
based on annual reports of sample banks. Under this chapter, the collected and
processed data are presented, analyzed and interpreted using analytical tools,

charts and figures.

At the end of the chapter summary, conclusion and recommendation is made.



CHAPTER-II

LITERATURE REVIEW

Review of literature is basically a stock taking of available literature in one’s field
of research. The literature survey thus provides the students with the knowledge of
the status of their field of research. The primary purpose of literature review is to

learn not to accumulate. It enables the researcher to know:
1. What has been done in the subject?
2. What others have written about the topic?
3. What theories have been advanced?
4. What approaches have taken by other researchers?
5. What are areas of agreement or disagreement about the research?
6. Whether there are gaps that can be bridged through the research purpose.

The purpose of literature review is thus, to find out what research studies have
been conducted in one’s chosen field of study and what remains to be done.

Therefore, this chapter has been divided into three parts. They are as follows:
2.1 Conceptual Review

It works as a theoretical framework in the field of research. All the basic
knowledge required in the field of research can be cleared from the conceptual

review. The concepts of those required basic knowledge are as follows:
2.1.1 Meaning of the Bank

The word ‘Bank’ is believed to be derived from Italian word ‘Banca’ which means
a bench used by medieval moneychangers. So afterward, such business was given

name as bank.

Different writers have given different definitions for banks.



According to Crowther - “A bank is an institution which collects money from
those who have it spare or who are saving it out of their income and lends money

out to those who require it”.

According to Sawyers - “A bank is an institution whose debts are widely accepted

in settlement of other people’s debts”.

According to Practical Nepali Dictionary — “A bank is the institution who accepts
deposits and grant loans and the person can withdraw deposited amount at any

time”.

From the above definitions it can be said that banks are those institutions which are

established to perform monetary and credit transactions.

The term ‘Bank’ can be used for those financial institution also which are mainly

concerned with development of trade, commerce and industries.
2.1.2 Role of Commercial Banks

The role of commercial bank in the economy is obviously a prime prerequisite for
the formulation of the bank policy as the role shape, the nature and character of the
bank. The deposit minded banker may under emphasize safety. Often commercial
bank performs a number of interrelated functions. There are not only the
custodians of the community’s money but the suppliers of its liquidity. For these
banks customer who seldom borrow from the bank an impartment function may be
the acceptance and safe keeping of deposits. But those customers who often take
loans from the bank, the credit creation function may be the most important. The
commercial bank is different from the other banks especially from central bank. In
appearance the main distinction between central bank and a commercial bank is
that now- a- days the central bank does not do much banking, but the
more fundamental difference is one of aim. The main objective of the commercial
bank is to make profit where as the central bank thinks of the effects of its
operations on the working of the economic system. The commercial bank has the

shareholders and is expected to do the best it can for them but the government by
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contrast usually owns the central bank. The commercial bank may be few or many
and they are to be found business with the general public all over the country. But,
there is only one central bank in each country. Its market operations are mainly
impersonal and are confined to what is necessary for influencing the country's
financial business in the directions citrated by economic policy (Sawyers, 1972:17-
18).

For all countries of the world and more so far the developing countries like Nepal,
fast economic development is one of the most important aspects of the
developmental activities. However, it is obvious that unless the development of the
most important sector like agriculture, industry, and commerce are achieved,
envenomed development is impossible. For all the development, the regular supply
of financial resources is a prerequisite. Finance is thus like fuel for providing
energy to move the tempo of economic development and financial institution
naturally, serve as reservoir for supplying and controlling the stream of that fuel
i.e. finance. The commercial banks which are the financial institutions dealing
with activities of agriculture industry, trade and commerce play the most important
role for the business activities of the world. The objectives of the commercial
banks are to mobilize the idle resources in productive uses collecting then from
scattered and various sources. Its role in economic development is thus immense
in order to bring out greater mobility of resources to meet the ever

increasing needs of financing or the various economic activities.

Presently, the contribution of commercial banks and joint venture banks in
agriculture sectors has been expanding. It provides the credit facilities for the
development of agriculture on cases where Agricultural Development Banks and
Cooperative Societies don't enter into the field. The agriculture sector needs more
and more capital for the improved methods of farming viz. the fertilizers,
equipment, irrigation facilities etc. require obliviously more investment. Thus role
of commercial bank in promoting agriculture sector is increasing in many of other
countries, especially in developing countries like Nepal. The economy of our

country is dominated by agricultural sector. This could be exemplified from the
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figures that about 80 percent of the total population is engaged on agriculture and
about 40 percent of the national income comes from the agriculture. Similarly 51
percent of the export trade is in agricultural product. Also if we take into account
of the major industries of Nepal, they are mainly based on agriculture. This is very
clear that in such a country the financial help to the agriculture sector is most

urgent and indispensable for strengthening the base of national economic structure.

The role of commercial bank is indispensable for industrial development of Nepal.
Due to insufficiency of capital, industries are depending more and more upon the
supply of capital by the banks. It wouldn't be exaggeration to state that commercial
banks are mainly responsible for whatever the industrial development has been
achieved by Nepal. However many other financial institutions like ADB/N, NIDC
have already been established for the development of agriculture and industrial
sector of the country. The commercial banks are also continuously participating in
these activities. Being a mountainous country, many places are very remote and
sometimes it requires many weeks to approach some of the places. Due to lack of
transport and communication facilities and other geographical causes, the country
has been still facing the problem of imbalances economic growth. The scattered
capital of the country is unable to solve the problem of imbalance of the economy
growth. Commercial banks have their appropriate role to play here by expanding
their branches in the different Hilly and Tarai regions available loan to the local
people. In industrial sector, commercial banks are providing the necessary
financial help for the industrial establishment in the country. They provide short
and medium term loan to industries to purchase machineries, tools, raw materials

etc. and to introduce new and developed techniques of production.

So the role of commercial banks is extremely important for the development of
industries, trade commerce, agriculture, hotel, transport etc. of the country. In fact,
no nation can develop itself without the development of these banks. It is not only
true in the capitalist countries but also true in the socialist countries and mixed

economic countries like Nepal as well.
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2.2  Meaning of Interest

The interest is the price of money; the price of renting the use of the resources that
money commends for a specified by the free interplay of supply and demand in a
market economy. The price of the money, the interest rate, plays a vital role in the
allocation of resources and in the decision making of consumers and business. For
example, an increase in the interest rate provides additional incentives for
individuals and others to postpone current consumption (save) and thereby free
resources for investment. Government policies intended to expand the volume of
saving should aim at increasing the attractiveness of saving by increasing the

return to saving — the interest rate.
2.2.1 Functions of the Interest Rate in the Economy
The rate of interest performs several important functions in the economy:

» It helps guarantee that current saving will flow into investment to promote

economic growth.

» It brings the supply of money into balance with the demand of public for

money.

> It rations the available supply of credit, generally providing loanable funds

to those investment projects with the highest expected returns.

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

and encourage more saving (Rose, 2003: p113).
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2.2.2 Theories of Interest

Various interest rate theories have been propounded by various economists, which
describe how interest rate is determined in various situations. There is numerous
interest rates in financial market such type of differences exists due to the risk
premium associated with the issuer. Even securities issued by the same borrowers
often carry a variety of interest rates. In this section, we focus upon those basic

forces that influence the level of different interest rates.

To uncover these basic rate determination forces, however, we must make a
simplifying assumption. We assume in this chapter that there is one fundamental
interest rate in the economy known as the pure or real rate of interest, which is the
component of all interest rates. The closed approximation to this pure rate in the
real world in the market yield on the government bonds minus inflation. The rate
of interest and Treasury bond is called risk free rate of interest, which consists of
real rate of interest plus premium for inflation. It is a rate of return presenting no
risk of financial loss to be investor and representing the opportunity cost of
holding idle cost because the investor can always invest in no risk bonds and earn
this minimum rate of return. Once pure rate of interest is determined, all other
interest rates are determined by adding the risk premium by examining the special
characteristics of the securities issued by individual borrowers. So, the pure rate of
interest is only possible to the government issuer and that issuer other than
government will pay higher rates due to the presence of risk of loss attach to their
securities. The risks associated with liquidity, marketability, default, and maturity
cause to differ the pure interest rate with other interest rates. Several theories have
been developed over the period to determine the pure or risk free rate of interest.
These theories are: (Khan & Jain, 1994:p59).

1. The Classical Theory of Interest Rate

It is one of the oldest theories to determine the pure interest rate developed during
the eighteenth and nineteenth century by a number of British economists and later

elaborated by Fisher in 1930. According to this theory the interest rate is
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determined by two factors: (i) the supply of savings, derived mainly from the
households (Personal/Individual) and (ii) Demand for capital investment, coming

mainly from the business sectors.

Higher interest rate increases the attractiveness of savings relative to consumption
spending, encouraging people to substitute current saving (and future
consumption) for some quantity of current consumption. This substitution effect
calls for a positive relationship between interest rates and the volume of saving
(Khan & Jain, 1994:p61).

» Saving by Households

Generally most of the saving in modern industrialized economies is carried out by
individual and families. For these households, saving is simply abstinence from
consumption spending. Current savings, therefore, are equal to the difference
between current income and current consumption expenditures. In making the
decision on the timing and amount of saving to be done, households typically
consider several factors: the size of current and long-term income, the desired
savings target, and the desired proportion of income to be set aside in the form of
savings (i.e. the propensity to save). Generally, the volume of household savings
rises with income. Higher-income families and individuals tend to save more and

consume less relative to their total income than families with lower incomes.

Although income levels probably dominate saving decisions, interest rate also
plays an important role. Interest rates affect an individual’s choice between saving
and current consumption. The classical theory of interest assumes that individual
have a definite time preference for current over future consumption. A rational
individual, it is assumed, will always prefer current enjoyment of goods and
services over future enjoyment. Therefore, the only way to encourage an
individual or family to consume less now and save more is to offer a higher rate of
interest on current savings. If more were saving in the current period at a higher
rate of return, future consumption and future enjoyment would be increased. The

classical theory considers the payment of interest as a reward for waiting the
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postponement of current consumption in favor of greater future consumption.
Higher interest rate increase the attractiveness of saving (and future consumption)
for some quantity of current consumption. This so-called substitution effect calls
for a positive relationship between interest rates and the volume of savings. Higher
interest rates bring forth a greater current volume of savings. If the rate of interest
in the financial markets rises from 5 to 10 percent, the volume of current savings
by households is assumed to increase from $ 100 to $200 billion (Khan & Jain,
1994:p64).

» Saving by Business Firms (Business Saving)

Not only households, the business also makes the savings in the form of retained
earnings reflected in the net worth accounts. This amount of annual retained
earning measures the volume of current savings made by businesses and
contributes to the annual investment requirement by business firms. Business
saving is influenced by two factors: the volume of profit generated by businesses

and the level of interest in the market.

The critical element is determining the amount of business savings is the level of
business profits. If profits are expected to rise, businesses will be able to draw
more earnings and capital markets for funds. In other hands, when profits falls but
firms do not cut back and their investment plans, they are formed to make heavier
use of money and capital markets for investment funds. The demand for credit

rises, and interest rates may rise as well.

Although the principal determinant of business saving is profits, interest rate also
play a role of what proportion of current operating costs and long term investment
expenditures should be financed internally and externally. Higher interest rates in

the money and capital markets typically encourage firms to use internally.

Most business hold savings in the form of retained earnings (as reflected in their

equity or net worth accounts) (Thapa, 2067: p338).

RE = After tax corporate profits — Dividends
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The volume of business savings depends on these key factors:
o Level of business profits; higher profits-higher will be the savings.

e Interest rates also play a role in the decision of what proportions of current
operating costs and long-term investment expenditures should be financed

internally and what proportions externally.

e Higher interest rates in the money and capital markets typically encourage

firms to use internally generated funds more heavily.
» Saving by Government (Government Saving)

Savings can also be made by government but usually in less frequently. The
government savings is only possible if government receipts unexpectedly exceeds
over the actual amount of expenditure. In another word Government also saves
when the budget surplus = Tax receipts - Government expenditures Most
government saving appears to be unintended saving that arises when government

receipts unexpectedly exceed the amount of expenditures.
The factors affecting government saving are:

e Income flows in the economy (out of which government revenues arise)

Pacing of government spending programs
e Interest rates are not a key factor.
Total saving = Personal Saving + Business Saving + Government Saving
» The Demand for Investment Funds

The savings made by household, business, government are important determinants
of interest rate but they are only one side of determinants. The other factor is
investment spending made by business firms government and in some case by
households. Business requires huge amounts of funds each year to purchase
equipment, machinery and inventories and to support to construction of new

buildings and other physical facilities. The majority of business expenditures for
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these purposes consist of what economists call replacement investment. But
according to the classical economists, interest rate and investing fund have inverse
relationship (Rose, 1997: p195).

At low rate of interest more investment project becomes economically viable and
firms require most funds to finance a longer list of projects. On the other hand, if
the rate of interest rises to high levels, fewer investment projects will be pursued

and fewer funds will be required from the financial markets.

2. The Equilibrium Rate of Interest in the Classical Theory of Interest
Rate

This theory believes that interest rate in the market formed by the interplay of the
supply of saving and demands for capital investment in the economy. The
equilibrium rate of interest will obtain at the point where the savings supplied to
the market is exactly equals to the funds demanded for the funds demanded for the
investment. If the market rate is above the equilibrium and state the volume of
saving exceed the demand for investment, then savers will offer their funds lower
and lower rate until this market rate approaches to the equilibrium. If the market
rate lies below the equilibrium, volume of demand for investment exceeds the
saving, then business firm will bid-up (increase) the interest rate until it
approaches the level of at which saving become equal to the demand for
investment. (Thapa, 2067: p341)

3. The Liquidity Preference Theory of Interest Rate

Liquidity preference theory of interest rate assumes that the equilibrium interest
rate is formed in the money market at point where the quantity of money matches

the total demand for money.

It is assuming that individual inherently prefer money among all financial assets as
money can be used to make payments and it is the most liquid assets but wealth
holders are persuaded to hold financial assets other than money because this non-

money assets offer in interest return which do not exist in the holding of idle
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money. Further, the greater the spread between the yields on non-money financial
assets less will be demand for money holdings and greater the demand for

financial assets and vice versa.
4, The Lonable Fund Theory

In this theory, the main theme is the supply and demand for loanable funds (i.e.
lending & borrowing) determines the interest rate. This explanation emphasizes
the flow of funds by suppliers of loanable funds (lenders) and the flow of funds by
the demanders of loanable funds (borrowers). It is a monetary theory of interest
since it focuses on the financial factors that influence interest rates (i.e. borrowing
and lending). In addition, the loanable fund theory is a short-run, partial
equilibrium explanation in which some factor or factors produce a change in the
interest rate, but there is no analysis of the long-run impact of this change in the
interest rate on the level of employment, income, and production of the resulting
impact of changes in employment, income and production on the interest rate.
Rather, the loanable fund theory focuses on the factors that underlay the supply

and demand schedules for loanable funds and on their interaction.
» Supply of Loanable Funds

The major sources of supply of loanable fund are from two sources: 1) The amount
of saving by households, business, governments and 2) The amount of new money

created by the commercial banking system.
» Saving:

Saving refers to the postponement of current consumption. The decision to save is
the decision to forgo current consumption in order to have a larger quantity of
consumption in the future (Cooper & Fisher:1930). Individual or household save
for a variety of reasons but there is little evidence to suggest that the quantity of
loanable funds supplied through saving is clearly influenced by the level of the
interest rate. A higher interest rate represents a greater reward to the saver for

postponing current consumption and thus might be expected to produce a higher
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guantity of saving for some individuals. In general case, the quantity of savings
supplied by individuals is principally determined by the level of income and it
is influenced to a lesser degree by the level of interest rates. Business saving refers
to the net income after taxes of the firm, less any cash dividends i.e. retained
earnings. There is little reason to believe that them volume of saving at business
firm is strongly influenced by the level of interest rates.For governments, the
volume of saving is defined as the difference between revenues and expenditures
such that saving exists when revenues exceed expenditures (a budget surplus)
(Madura, 2007:p112).

» New Money

Although the volume of saving is the principal source of loanable funds in
financial markets, the supply of the loanable funds may be increased through the
creation of new money beyond the amount made possible by current saving. The
amount of new money created is determined jointly by the actions of the
commercial banking system and the central bank. Commercial banks use any
excess reserves to make loans and purchase securities and create money (demand
deposits) through the credit creation process. However, the ability of commercial
bank to create money is limited by the central bank through the use of its monetary
policy tools like open-market operations, reserve requirement changes, and

discount rate changes.

There is little evidence that either the central bank or commercial banks are
substantially influenced in the money creation process by the level of interest rates.
The principal factor that determines the volume of new money created by the
banking system is the amount of reserves, and the principal factors that determines
the amount of reserve is central bank monetary policy. Neither of these factors

should be directly influenced by the level of interest rates.

In summary, the supply of loanable fund is the sum of the supply of savings and
the amount of new money created. This supply schedule of loanable fund may be

increased by either an increase in the desire to save by business, households or
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governments or by the creation of more new money by commercial banking
system. Conversely, the supply of loanable funds may fall because of a reduction
in the desire to save of a reduction in the amount of new money created (Madura,
2007:p114).

» The Demand for Loanable Fund

The demand for loanable fund is composed of the demand by individual, business

and governments.
» Consumer Demand

Domestic consumers demand loanable funds to purchase a wide variety of goods
and service on credit. Recent research indicates that consumers are not particularly
responsive to the rate of interest whey they seek credit but focus instead
principally on the non price terms of a loan, such as the down payment, maturity
and size or installment payments. This implies that consumer demand for credit
is relatively inelastic with respect to the rate of interest. Certainly a rise in interest
rate leads to some reduction in the quantity of consumer demand for loanable
fund (particularly when home mortgage credit is involved) whereas a decline in
interest rates stimulates some additional consumer borrowing. However, along the
consumer’s relatively inelastic demand schedule, a substantial change in the rate of
interest must occur before the quantity of consumer demand for funds changes

significantly.
» Domestic Business Demand:

The credit demands of domestic business generally are more responsive to changes
in the rate of interest than in consumer borrowing. Most business credit is for such
investment purposes as the purchase of inventories and new plant and equipment.
As noted earlier in our discussion of the classical theory of interest, a high interest
rate eliminates some business investment projects from consideration because their
expected rate of return is lower than the cost of funds. On the other hand, at lower

rates of interest, many investment projects look profitable with their expected
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returns exceeding the cost of funds. Therefore the quantity of loanable funds

demanded by the business sector increases as the rate of interest falls.
» Government Demand:

Government demand for loanable funds is a growing factor in the financial
markets but doesn’t depend significantly on the level of interest rates. Government
decision on spending and borrowing depends in response to social needs and the

public welfare, not the rate of interest. Moreover in case of central

government, it has the power both to tax and to create money to pay its debts. State
and local government demand on the other hand, is slightly interest elastic because
many local governments are limited in their borrowing activities by legal interest
rate ceilings. When open market rates rises above these ceilings, some state and

local governments are prevented from offering their securities to the public.
» Total Demand for Loanable Fund

The total demand for the loanable fund is the sum of domestic consumer, business
and government credit demands. These demand curve slopes downward and to the
right with respect to the rate of interest. Higher rate of interest lead some
businesses, consumers and governments to curtail their borrowing plans; lower

rates bring forth more credit demand.
5. Rational Expectancy Theory of Interest

The rational expectancy theory assumes that equilibrium interest rate depends
upon the changes in investor’s expectation regarding future security prices and
return on investors’ decision towards borrowing and lending funds comes from the
availability of new information. The rational agents attempt to make optional use
of the resources at their disposal to maximize their returns (Khan & Jain,
1994:p75).
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2.2.3 Factors Affecting Interest Rates
There are following factors that affecting the interest rates
» Marketability

Marketability is the capability of being sold quickly at low cost transaction cost.
Marketability risk deals with the degree of difficulty in being able to convert a
financial claim into cash at its most react transaction price. Savers who purchase
poorly marketable securities expect to be compensated for the lack of marketabiliy.
This represents an additional interest spread and is referred to as the marketability

of liquidity risk premium.

Marketability is positively related to the size and population of the institution
issuing the securities and to the number of similar securities .Not surprising, stocks
and bonds issued in large blocks by the largest corporations and government units
tend to find acceptance more readily in the market with a larger number of similar
securities available, but sell transactions are more frequent and a consistent market

price can be established.
» Default Risk

Default risk involves that potential unit that a saver will receive less principal and
interest on the financial claim that the contract specifies. It is related with the
probability that all the entail investment will not be returned. The degree of default
risk is closely related to the financial condition of the company. Default risk
requires making estimates of the possibility of loss. Investors in securities face
many different kinds of risk, but one of the most important is default risk-the risk
that borrower will not make all promised payments at the agreed upon times. All

securities except government securities are subject t varying degree of default risk.
» Prepayment Risk

A new form of risk affecting interest rate confronting modern investors arises

when they acquire so called loan backed securities. There loan backed securities
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are usually created when a lending institution, such as bank or mortgage company,
removes a group of similar loans from its balance sheet and places them with a
trustee (such as security dealer) to raise new capital for the lending institution.
Each of these securities derives its value from the income earning potential of the

pool of loans that backs of securities.
» Servicing Cost

Servicing cost means that the process of collecting interest and principal payment s
providing accurate records or monitoring the ongoing position of the borrowing
involves considerable operating costs. Lender must be compensated for the
servicing costs. This cost is included in the interest rate charged and is referred to

as the servicing cost
» Call privileges

Many corporate bonds and mortgages most have municipal revenue and some
government bonds issued in today’s financial markets carry a call privilege. This
provision of the bond contract grants the borrower the option to restore all or a
portion of a bond issue by buying back the securities in advance of maturity.
Bondholders usually are informed of a call through a notice in a newspaper of
general circulation, while holders or record are mortified directly. Normally when
call privilege is exercised, the issuer will pay the investor the call price, which
equals the securities face name plus a call size of the call penalty is set forth and
generally varies inversely with the number of years remaining to maturity and the

length of the call deferment period.
» Taxability

The final factor influencing the change of interest rate is taxability. Financial claim
income is typically subject to taxation. Taxes imposed by federal, state and local
government have a profound effect on the returns earned by investors on financial
assets. Since the value of financial claim subject to taxation is based on its

anticipated cash flow, taxation acts to reduce cash flows. Not all incomes are
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taxable equally. Thus higher the tax lower will be the cash flow and vice versa
(Van Horne, 1998:p87)

2.3  Concept of Deposit

An arrangement whereby an individual or organization may place cash for the
safekeeping in a bank, discount house or financial institution is known as deposit.
Deposit is nothing but it is a type of asset. It is understood that the institution may
invest the cash and pay the depositor a specified amount of interest and that the
depositor can reclaim the full value of the account according to the agreed upon
procedures governing the account. The account holder retains rights to their
deposit, although restrictions placed on access depend upon the terms and
conditions of the account and the provider. The deposit account would be shown as
a liability owed by the bank to its customer. Commercial Bank Act 2031 defines
“deposits” as the amount deposited in a current, saving or fixed accounts of a bank
or financial institution. The deposits are subject to withdrawals by means of
cheque on a short notice by customers. There are several restrictions on these
deposits, regarding the amount of deposit, numbers of withdrawal etc. they are
used more as investments and hence they earn some interest. The rate of interest
varies depending on the nature of the deposits. The bank attracts deposits from

customers by offering different rates of interest and different kinds of facilities.

Though the banks pay an important role in influencing the customer to save and
open deposit account with it, it is ultimately the customer who decides where s/he
should deposit his surplus funds in current deposit account, saving deposit or
fixed/time deposit account. Bank deposits arise in two ways. When the banker
receives cash, it credits the customer’s account, it is known as a primary or a
simple deposit. People deposit cash in the banking system and thereby convert one
form of money, cash into another form, bank money. They prefer to keep their
money in deposit account and issue cheques against them to their creditors.
Deposits also arise when customers are granted accommodation in the form of

loans. Of course, there is nothing that prevents the borrower from withdrawing the
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entire amount of borrowing in cash but quite often s/he retains the amount with the
bank as deposit (Bhandari, 2003: p73).

2.3.1 Types of Deposit
There are mainly three types of deposits in banks in practice. They are:
» Current Deposit

A current deposit is a running account with amounts continuously. These accounts
are also called demand depositor demand liabilities since the banker is under the
obligation to pay money in such deposits on demand. The account never becomes
time barred, because the limitation does not run until a demand is made by the
customer on the bank for the payment of deposit. These accounts are generally
opened by business houses, public institutions, corporate bodies and other
organizations whose banking transactions are numerous and frequent. This type of
account is just a facility by a bank to its customer s. So such deposit doesn’t yield
and interest return.

» Saving Deposit

According to commercial bank act 2031 saving accounts means "An account of
amounts deposited in a bank for saving purpose”. The saving deposit bears the
features of both the current and fixed period's deposits. Saving account is mainly
meant for non-trading customers who have potential for saving and who don't have
numerous transactions entering their account. While opening the account the
minimum compensating balance differ according to the banks rule. Similarly there
Is also divergence as to how much amount of money can be withdrawn. But if the
customers want to withdraw more money from the bank which is not allowed by it
but if he/she gives pre-information to the banks, he/she can withdrawn more
money. The bank fixes the minimum and maximum withdrawal amount that can

be drawn through a cheque from the deposit.
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» Fixed Deposit

Fixed account means an account of amounts deposited in a bank for certain period
of time. The customers opening such account deposit their money in the account
for fixed period. Usually, only the person or institution who wants to gain more
interest opens such type of account high interest rate is paid to this deposit as
compare to saving deposit.The bank invests this money on the productive sector
and gains profit from this deposit. The principal amount with interest must be
returned to the customer after expiry of fixed time. Bank generally gives loans up
to 90% of the deposit against the security of the deposit for this bank charge.
(Commercial Bank Act, 2031)

2.3.2 Importance of Deposit

The income of an individual is divided into consumption and saving. Deposit
arises from saving. People deposit the saved part of income in the bank and gets
interest from it. Banks in turn lend this money and earn profit by charging high
interest rates. The borrowers from banks, invests this fund in the productive sectors
yielding more return than the interest on borrowed fund. This investment leads to
create new employment opportunity in the economy. Ultimately, due to the new
employment the purchasing power of the economy increases and finally GDP and
growth of the country occurs. It means that the deposit has very important role in
the economy. There is a direct relationship between deposit of banks and them
investment in the economy. If the volume of deposit is low, the investment in the
economy also lags behind due to lack of resources. The deposit of banks is the
accumulated capital which can directly be invested. There is a great need of such
deposit in the developing countries. Deposit includes the idle money of the public,
bank being the mediator to accept this sort of money and help to channelize this in
productive sector. So, the importance of banks and financial intermediaries is

larger in present context. ((Thapa, 2067: p233)
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2.4  Concept of Lending (Credit)

The word credit means trusting. In the credit transactions the lender (or banks)
must have confidence in the borrower that she/he will be able to repay the money.
In credit transactions, the creditors' turns over to the debtor to repay an equivalent
amount usually money in future plus as added sum called interest. In other words
the commercial bank earns profit by lending the amount in terms. Banks loans are
classified as: a) loans and advance b) Overdrafts ¢) Cash credit d) discounting of
bills and so on. Beside this, the other forms of credit are bills of exchange cheques,
Drafts, Promissory Note, Letter of credit (LC), Travellers cheque, Treasury
Bills(T-Bills),etc.

2.4.1 Factors affecting the volume of lending

The volume of credit with in a country depends upon different factors. Some of the

factors are as follows:
» Credit (Ilending) Rate:

If the bank credit rate is very high the volume of credit expansion is less and vice
versa. It means that the volume of credit and interest rate of credit has inverse
relation. People invest very leftie in productive sectors when the interest rate is

high in the market economy.
» Rate of Return:

If the rate of return is high people inclined to invest more people earn more profit
and they become able to afford higher rate of interest along with timely repayment

of loan.
» Investment opportunity

If the investment opportunity with in the country is high, the volume of credit
becomes higher. The basic thing for investment stimulation is easy and cheap

credit etc.
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» Pace of Financial development:

If there are enough banking facilities to provide loans in easy terms, the volume of
credits may be high? It is due to the lack of cheap money lenders that the rural
people are deprived of loan. If the banking facility with in the nation is expanded,

the volume of credit arises.
> Basis Infrastructure:

Like transportation marketability, availability of raw materials plays an important

role in raising the volume of credit in the country.
» Political situation:

Political instability is one of the causes of low volume credit. In such situation
none would like to take own capital. The present condition of the country is the

glaring example of this (Rose, 2003: p78).
2.5 Concept of Inflation

Inflation in common sense is increment in general or average price level in the
whole economy. It is the increase in general price level. Inflation is not a
temporary fluctuation in price but it is sustained and appreciable increase in price.
Due to the increase in general level in price, the value of purchasing power of
money declines as there is and inverse relationship between the general level of
price and value of money. According to economic couther "Inflation means a state
in which the values of money is falling i.e. prices are increasing." It is generally

rise in prices across the economy.

During inflation, the cost of living increases rapidly, so inflation severely hurts the
people who depend on the income from fixed income securities like bonds and
preferred stock. Similarly as purchasing power of money falls as well as the

debtors gain and the creditor loses.
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2.6 The Nominal and Real Interest Rates

Before expanding the relationship between inflation and interest rates, several key
terms must be understood. In this connection one should be familiar with nominal
rate and real rate of interest. These rates are actual rates that are used to transact
with the customers. For example an announcement in the financial press the major
commercial banks have raised their prime lending rate to percent per annum
indicates what nominal interest rate is now being quoted by banks to their best
customers. Similarly the real interest tare is the return to the lender. The real rate
will be lower than the nominal rate. An investment's real rate of interest during
some period is calculated by removing the rate of inflation from the nominal

return.
» The Fisher Effect

Economic theory tells us that interest rates reflect expectations about likely future
inflation rates. In countries where inflation is expected to be high, interest rate also
will be high, because investors want compensation for the decline in the value of
money. This relationship was first formalized by economist Irvin fisher and is
preferred to as the fisher effect. According to fisher effect, nominal interest rate is

related to the real rate by the following equation.

Nominal interest rate = expected real rate inflation premium + (expected real rate

X inflation premium)
This above equation can be written as:
Nominal interest rate = expected real rate + inflation premium rate

It means that if inflation premium increases than nominal rate also increases.
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2.7 Review of Related Studies

Various studies have been made or done in this field. Some of them have been

reviewed so that the chances of duplication can be minimized.
2.7.1 Review of Journals and Article

Sharma (2000) conducted his article on “Banking the Future on Competition”
found that all the commercial banks are establishing and operation in urban areas,

his achievements are:
» Commercial banks are charging higher rate of interest on lending.

» Commercial banks are establishing and providing their services in urban
areas only. They do not have interested to establish in rural areas. Only the

RBB and NBL have branches in rural areas.

» They do not properly analyze the credit system. The researcher
further states that private commercial banks have mushroomed only in
urban areas where large volume of banking transaction and activities are

possible.

Shrestha (2004) in his article, ‘A study on deposit and credit of commercial banks
in Nepal”, conclude that the credit deposit ratio would be 51.30, other things
remaining the same. In Nepal, this was the lowest under the period of review.
Therefore, he had strongly recommended that the joint venture banks should try to
give more credit entering new field as far as possible, otherwise they might not be

able to absorb even the total expenses. (Nepal Rastra Bank Samachar, NRB 2004)

Bhandari (2007) conducted his article on “The impact of Interest rate structure on
investment portfolio of Commercial Banks in Nepal”. The objective of the study is

given below:

» To cast a glance at the historical background of interest rate structure of
commercial banks, policies, decision and strategies regarding it and their

Impact.
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» To present and analysis interest rate structure of commercial banks in

different time period.

» To assess the impact of interest rate structure of commercial banks of their
investment portfolio by analyzing their deposits, loans, advances, interest

spread, investment and bills purchased and discounted.

In his analysis two commercial banks and three joint venture banks are taken for
the purpose of the study. Most of data and information and data have been
collected from discussion and interview; both the financial and technical tools are

used for the analysis of data. Finally he has concluded follows:

Rates of commercial banks have been fluctuating. Deposit and lending rate were
increased immediately after linearization of the interest rate on august 31, 1989,

but however started to decline which have helped in increasing the credit flow.

Interest rate structure has direct influence on profitability of commercial banks.
Decreasing lending rates helps to increase the profitability through increasing the
credit. Most of the banks are having similar interest rate structure, which lesions

the importance of linearization of interest rate.

Bajracharya (2008), in his article “Rastriva Banijya Bank: A comparative
performance study” published in Rajat Jayanti Smarika, "Despite the growth of
commercial banks is not consistent, low growth of local banks and JVBs. The
mobilization of rural savings is better in case of local banks. Credit expansion is
decreased in local banks than JVBs. Credit deposit ratio is better in JVBs.
Nonperforming loan is greater in local banks and profitability is greater in JVBs.
Local banks are forced to open and continue their branches at rural areas therefore

the competition among the local banks and JVBs is not healthy."
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2.7.2 Review of Unpublished Thesis

Dangol (2005) on the “Impact of Interest Rate on Financial Performance of

Commercial Banks” concludes:
» Most of the commercial banks contradict the general financial theories.

» The relation between amount of deposits and interest rae on deposit, in
general concept, must be positive. But deposits are increasing despite the
decrease in the general level of interest. The result of such phenomenon is
that there are fewer investment opportunities for the banking sectors as well

as general investors.

» The relation between total amount of loan and the lending rate is negative
and significant. However, the change in the total amount of loan flow is not

proportionate with the change in the lending rate.
» Correlation between interest rate and inflation is not significant.

» Not only interest rate is responsible to shape the profitability of banks but

also the operating efficiency also has major influence on it.

Bhatta (2007) in the topic “Interest Rate and its effect on Deposit and Lending.”
In this study, the disseminator tries to portrait the relation of interest rate with

deposit and lending amount. The conclusion drawn by Mrs Bhatta is:

» Deposit rates of all sample banks under study are in decreasing trend;
meaning that every year deposit rates of sample banks under study have

decreased.

» Lending rates of all sample banks under study are also in decreasing trend;
means that every year lending rates of sample banks under study have

decreased.

» Analysis shows that interest rates on lending are far higher than deposit

rates of sample banks. The correlation coefficient between these two
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variables, (deposit rate and lending rate) of sample banks comes highly

positive.

The simple correlation coefficient between deposit rate and deposit amount
of sample banks were highly negative. But out of them, correlation
coefficient analysis of one sample bank is found to be negative. It means
that in that case the theory doesn’t match the analysis. So writer conclude

that the result appears in that study was different than the theory.

The correlation analysis between lending rate and lending amount of all
sample banks under study comes highly negative. This relation between two
variables (lending rate and lending amount) of sample banks matches with
the theory which says with the increase in lending rate, lending amount
decreases and vice-versa. So she concluded that lending rate is the most
important determinant of loan and advances of all commercial banks. This

makes clear that borrower’s seem more interest conscious.

Finally her conclusion about her study, in her own words, as follow:

There is significant relationship between deposit rate and deposit amount and

lending rate and lending amount of almost all commercial banks except one. Test

of significance for correlation coefficient between inflation rate and deposit and

lending rate shows that these variables are not correlated.

Parajuli (2009) carried out a study entitled “Interest rate and its relation with

Deposit, Lending and Inflation in Nepal”. In this study, the disseminator tries to

portrait the relation of interest rate with deposit and lending amount (i.e. existence

of substitution effect).

The findings drawn by Parajuli were as follows:

» The interest rate on both deposit and lending of all the sample banks are

found to be in decreasing trend. Theoretically, there is positive relationship

between saving amount and saving interest rate but here negative
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relationship is found. It states that there is no substitution effect in Nepalese

financial market.

» Analysis of fixed deposit amount and fixed interest rate shows negative
relationship except RBB and NBL. Theoretically, there is negative
relationship between lending interest rate and lending amount. In this study
for the 5 sample banks except NBL have negative correlation between these

two variables.

» The relationship between interest rate on deposit and inflation rate is
positive. Similarly, the correlation between interest rate on lending and
inflation rate is found to be moderately positive. This thesis concluded that
the spread between deposit interest rate and lending interest rate is in

decreasing trend.

Neupane (2010), carried out a study entitled “Interest Rate Structure and Its
Influence on Deposit and Lending of Joint Venture Banks in Nepal”. He has shown
the influence of interest rate on deposit and lending in Nepalese Joint Venture

Banks. The conclusion drawn by Mr. Neupane is:
» The interest rate of all sample banks are found to be in decreasing trends

» Analysis of sample banks shows that interest rates on lending are far higher

than deposit rates.

» Analysis of samples banks concludes that interest rate on deposit is to be

found so low which does not attract the depositor.

» Lending interest rate of sample banks have decreased every year which

provide better opportunities for the borrower’s investor.

» Sample Banks under study show weak on mobilization of collected deposit.
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Pokharel (2011) “Determinants of Interest Rates in Nepalese Financial Markets”
which gives some ideas about the interest rates in Nepalese markets. Though, this
thesis tried to identify the factors that shape the interest rates in Nepalese markets,
it also tried to explore the relationship between the interest rate, deposits, credit
rates and inflation. Among different objectives, some objectives that match to this

study are:

» To show the relationship between the liquidity position and interest rate on

deposit and lending.

» To identify the effect of inflation on interest rate charged and offered by

various Nepalese financial institutions.

» To identify the different methods used by Nepalese financial institutions to

calculate interest on lending.

During the study, Mr. Pokharel found similar result as discovered by the Mrs.

Bhatta. According to Mr. Pokharel, the major findings of the study are:

» The correlation coefficient between interest rate on deposit and amount of
deposit collected of all sample organizations were highly negative. It means
that, deposit amount of all sample banks are found to increase even if the
interest rate of deposit, the attracting factors for deposit, is decreasing. This

is against the theory.

» According to theory, there must be positive relationship. Similarly in case
of lending rate and lending amount, Mr. Pokharel found the result as
suggested by the theory. It means, the correlation coefficient between
amount loaned and interest rate on lending of 10 sample bank is found to be
highly negative. In other words, negative coefficient of other organizations
means that more amounts is demanded at lower interest which means that

when demand increases, price (interest rate on lending) also increases.

» Similarly considering about the relationship between interest rate on deposit

and on lending for all sample banks, disseminator found it to be highly
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positive correlated. In his own words, it is “Variation in one rate also brings
variation in another rate in same direction.” Therefore it is concluded both

interest rate are determining factor of each other.

» In same manner, the researcher explored that the relation between interest
rate on deposit and inflation rate is little positive. Theoretically there should
be positive correlation between these two variables. Due to little positive
correlation, it is concluded that the interest rate in Nepalese Financial
market is affected by inflation rate to some extent. Similarly the same result
is obtained when it is tried to explore the relationship between lending rate
and inflation rate. It means, theoretically there should be a positive and
perfect relationship between them. Practically, the researcher found it but
the degree of positive correlation is somewhat less. So on this the researcher
concluded that “Interest rate on lending in Nepalese Financial Market is
affected by inflation only to some extent.” Finally, the relationship of
interest rate on lending with risk-free rate is both positive and negative. It
means that interest rate on lending in Nepalese Financial Markets in not

affected by risk-free rate of interest.

Pokharel (2012) on the topics “Determinants of Interest Rates in Nepalese
Financial Markets”, also give some ideas about the interest rates in Nepalese
markets. Though, this thesis tried to identify the factors that shape the interest rates
in Nepalese markets, it also tried to explore the relationship between the interest
rate, deposits, credit rates and inflation. Among different objectives, some

objectives that match to this study are:

» To show the relationship between the liquidity position and interest rate on

deposit and lending.

» To identify the effect of inflation on interest rate charged and offered by

various Nepalese financial institutions.

» To identify the different methods used by Nepalese financial institutions to

calculate interest on lending.
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2.8 Research Gap

Research gap focuses that the researcher how much trying to give new things from
his/her study with compare to previous studies held by different researcher. Due to
changing the time and circulation of environment the previous and present may be
different in many ways. This is a research gap between the present research and

previous research.

We have had a plenty of research work done on the topic "Comparative Study of
Interest Rate Structure and its impact on Deposit and Lending of NIBL and HBL",
where these banks were crucial as it determine its strength and weakness on the
aspect of interest rate policies with the NRB directives. Here this study focused on

analyzing the primary data relating to interest rate structure of these banks.

Hence in this study overall joint venture banks are taken in a definable way which
makes sense. The selection of the banks is made here on the basis of joint venture

banks.
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CHAPTER-III

RESEARCH METHODOLOGY

Research methodology is a way to systematically solve the research problem. It
highlights the method adopted in the present study. It also focuses about the
sources and limitation of the data. Which are used in the present study? It indicates
the various sequential steps to be adopted by the researcher in studying a problem
with certain objectives in view. So it the methods, steps and guide lines, which are
to be followed in analysis and it is a way presenting the collected data with

meaning fully analysis.

The reliability and validity of research work is facilitated by research
methodology. The study of research methodology give the student the necessary
training in gathering materials and arranging them, participating in the field work
which required, and also training in techniques for collection of data appropriate

to sorting it out and interpreting it.
3.1 Research Design

Research design is a plan, structure and strategy of investigation. It is simply the
framework for the study and helps the analysis of data related to study topic. It
constitutes the blue print for the collection, measurement and analysis of data. It is
descriptive and prescriptive in nature. The relevant and necessary data are
collected from annual reports of various joint venture banks and publications of

Nepal Rastra Bank for analytical purpose.
3.2 Population and Sample

Now, 31 commercial banks (including government owned, public and joint
venture) are operating in Nepal. Due to the time and resource factors, it is not
possible to study all of them regarding the study topic. Therefore samplings are
done selecting from population. The population for the study comprises 31

commercial banks out of them two joint venture banks are taken as sample to draw
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the conclusion about population since population of joint venture banks are not

large.
3.3  Sources of Data and Collection Procedure

The research is based on both the secondary and primary data. These secondary
data are collected mainly from sources like annual reports, prospectus published
bulletins, newspaper, journal internet and other sources. Besides this in some case
primary data are also used. They can be collected through questionnaire distributed
to the executives, employee and others personals of sample bank. Secondary data
are collected from various publications of concerning organizations from Rastra

Bank and even from websites of various banks.
3.4 Data Processing and Presentation

The information or data obtained from different sources will be in raw form. From
that information, direct, presentation is not possible. So it is necessary to process
data and converts it into require form. After then only the data are presented for
this study. This process is called data processing. For this study the required data
are taken from the secondary sources (bank's publication) and presented. For
presentation different figures and tables are used. Similarly graphical presentation
is also made. So far as the computation is concerned, it has been done with the

help of scientific calculator and computer software program.
2.5 Tools for Data Analysis and Presentation

The analysis of data is done according to pattern of data available and felt
necessity. This study requires more statistical tools rather than financial tools for
analysis and presentation. So, emphasis is given on statistical tools and some

financial tools are also used to meet the objectives of the study.
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3.5.1 Statistical Tools

Statistical tools are used to analyzed the relationship between two or more
variables and to find how these variables are related. In this study, following

statistical tools are used.
> Arithmetic Mean (X)

It is a given set of observation of their sum divided by the number of observation.
In such case all items are equally important. It depicts the characteristic of the
whole group. It is an envoy of the entire mass of homogeneous data. Generally the
average value lies somewhere in between the extremes i.e. the largest and the

smallest items. It is calculated as follows:

Mean (X) = %

Where,
X = Arithmetic Mean
X = Sum of values of all items, and,
N = Number of items

» Standard Deviation ()

The concept of standard deviation is introduced in 1983 by Karl Pearson. Standard
deviation is the positive square root of the arithmetic average of the squares of all
deviation measured from the arithmetic average of the series. the standard
deviation measures the absolute dispersion of a distribution. The greater the
amount of dispersion the greater the standard deviation i.e. greater will be the
magnitude of the values from their mean. A small standard deviation means a high
degree of uniformity of the observation as well as homogeneity of a serves.

Standard deviation is denoted by a Greek letter '0 ' (sigma) and is calculated as :

LX—x)*

Standerd deviation(o) = .
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o = Standerd deviation

YX-X)? = Sum of squares of the deviations

measured from arithmetic average.
N = Number of items
» Coefficient of Correlation (r)

The correlation analysis is the technique used to measure the closeness of the
relationship between the variables. It helps is in determining the degree of
relationship between two or more variables. It describes not only the magnitude of
correlation but also its direction. The coefficient of correlation is a number which
indicates to what extend two variables are related with each other and to what

extent variations is one leads to the variation in other.

Correlation may be positive or negative which lies between + 1. Simple
correlation between interest rate on deposit and deposit amount interest rate on
lending and credit or lending amount is computed in this thesis. The correlation
between interest rate on deposit and deposit amount is positive. Interest rate on
lending and lending amount is negative when inflation increases, interest rate also

increases and vice versa.
The interpretation of calculated value of correlation coefficient by following way.
> If r =0, then there is no correlation between variables.
» If r >0, then there is positive correlation between variables.
» If r <0, then there is negative relation between variables.
» If r = +1,then there is perfect positive correlation.

» If r=-1, then there is perfect negative correlation.
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Where,

Correlation coefficient
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1
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Xz' Xz

Y X2
> Coefficient of determination (r?)

The coefficient of determination is the primary way to measure the extents or
strength of the association that exists between two variables, x and y. It refers to a
measure at the total variance in a dependent variable that is explained by its linear
relationship to and independent variable. The coefficient of determination is
denoted by R? and the value lies between zero and infinity. The close to infinity
means greater the explanatory power. A value can occur only in the explained
diagram that falls exactly on the regression line. The R? is always positive. It can't
tell whether the relationship between two variables is positive or negative. The
square of the simple correlation coefficient is called coefficient of determination
and it is very useful in interpreting the value of simple correlation coefficient. The
main significance of the coefficient of determination is to represent the position of

total variations due to independent variable.
Coefficient of determination (r?12) = (r2)?
» Test for significance of correlation coefficient

If 'r' is the observed sample correlation coefficient of 'n' pairs of observations from
bivariate normal population the test statistics for significance of correlation under

null hypothesis is given.
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t = X:i-X5)

Sz(nlfnlz)
Where,
X, = Mean value of X, series
X, = Mean value of X, series
N1 = No of X;series
n, = No. of X, series
v o= mime
S;2 = Variance of X; series (61)?
S;2 = Variance of X, series (o;)?2

Level of significance: Fix level of significance « = 5%

Critical Value: Tabulated or critical value of t at o« % level of significance for

(ny + n, - 2) degree of freedom obtain from t tables.

Decision: If calculated t is less then or equal to tabulated value of t it falls in the
accept region and the null hypothesis is accepted and if calculated t is greater then

tabulated t, null hypothesis is rejected.
3.5.2 Financial Tools

Financial tools are used to examine the strength and weakness of performance. In
this study, financial tools like interest rate spread and ratios have been used. Ratio
Is the mathematical relationship between two accounting figures. Ratio analysis is
used to compose a firm's financial performance and status to that of other firms.
The qualitative judgment regarding financial performance of firm can be done with
the help of ratio analysis. Therefore only those ratios have been covered in this

study as required by the study.
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» Percentage Change

To find out the changing positions of different amount this ratio is used. This ratio
is calculated to measure the acceleration or retardation of any variables to the

company is to take the suitable direction. It is calculated in following way:

A t thi —-A t last
Annual percentage Change — mount of this year—Amount of last year

Amount of last year
» Interest rate Spread

Interest rate spread is a difference between interest rate on lending and interest rate
on deposit. Generally banks charge more interest on lending than they provide

interest on deposits. Interest rate spread can be calculated as follows:
Interest rate spread = Interest rate on lending — Interest rate on deposit

Higher spread shows the bank charge high rate for the borrowers than they provide

for depositors.
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CHAPTER-IV
DATA PRESENTATION AND ANALYSIS

This chapter is like a nervous system of human body, which leads to conclude
through major findings. It makes the proper linkage with the other chapters of the
study. Without this part the study remains incomplete in a sense that the above set
objectives in chapter one cannot be achieved and conclusion and recommendation
cannot be drawn. It is not possible to ignore this part to know what the real
problems are and what factors are affecting those problems in the real world in

conjunction to the research topic

To make our study clear and result oriented, presentation, analysis and
interpretation of at first the interest rate structure is shown (that of deposit and
lending) then after the relationship between interest rate on deposit and deposit
amount and relationship between interest rate on lending and lending amount is
shown and analyzed. This part is the core of the study which includes detailed
presentation, analysis and their interrelationship of the data from which concrete
result of Nepalese market can be obtained. The relevant data and information
necessary for the study and to show the relationship between variables i.e. between
interest rate on deposit and deposit amount and interest on lending and lending
amount are presented analyzed and interpreted keeping the objectives set in mind.
The analysis is fully based on secondary data and primary data. Firstly, data are
presented in terms of table, graph chart of figures according to the need. The
presented data are then analyzed using various statistical tools as mentioned in

chapter three according to the requirement of the study.

Even relationship between deposit rate and lending rate is calculated and analyzed.
Analysis is made on the basis of different statistical tools like correlation

coefficient, coefficient of determination, and t-statistics for significance.
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4.1

4.1.1 Analysis of Deposit and Interest Rate of HBL

Presentation and Analysis of Secondary Data

In this section, detail study is made about deposit amount and interest rate of

sample banks. For this study only saving and fixed deposits are considered because

current deposit doesn't earn any interest.

The interest rate structure for HBL on saving and fixed deposits for past seven

FY's is presented on table below.

Table 4.1
Interest Rate Structure on Deposit of HBL
Deposits 2005/06 | 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | 2011/12
Saving 5 55 5.75 6 6.5 6.5 7
Fixed
7 days - - - - - - -
14 days - - - - - - -
1 month 4 3.5 3.5 3.5 35 35 4
2 months - - - - - -
3-6 months 5 5.5 5.5 6 6 6.5 7
6-12 months 55 6 6.5 7 7.5 8 9.5
1 year 7 8 8.5 9 9 9.5 10.5
2 yrs/above 7.75 8.5 9 9.5 10 10.5 11
Mean 571 6.17 6.46 6.83 7.08 7.42 8.17
Fixed deposit 5.85 6.30 6.6 7 7.20 7.60 8.40
mean
Std. deviation 0.820%
of mean

Sources: Banking and Financial Statistics: 2005/06-2011/12.

The above table portrays the interest rate of HBL on saving deposit and fixed

deposits. All the interest rate on deposit is on increasing trend. The average interest

rate for both saving and fixed account is on similar trend. They are fluctuating by
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increasing units. The deviation is measured by standard deviation which is 0.820%

of each year interest rate.
Correlation coefficient, coefficient of determination and t- statistics of HBL
Table 4.2

Relationship Between Interest Rate and Deposit of HBL (Rs in million)

Year (1) Saving Deposit | Saving Deposit | Fixed Deposit | Fixed Deposit
Interest Rate (2) | Amount (3) Interest Rate (4) | Amount(5)
2005/06 ) 1694.9 5.85 5236.8
2006/07 5.5 2086.9 6.30 5453.6
2007/08 5.75 2913.6 6.60 5031.6
2008/09 6 4225.9 7 4875.7
2009/10 6.5 5475.2 7.20 3536.6
2010/11 6.5 7414.8 7.60 2887.0
2011/12 7 5582.9 8.40 1578.1
Correlation r23=0.875 I 45=-0.942
Coeff. of Deter. r? 23= 0.766 r?45=0.888
t-statistic t-cal=12.79 t-tab=2.179 t-cal=17.86 t-tab=2.179
Significant Significant

Source: Banking and Financial Statistics: 2005/06-2011/12 & Annex V and VI

The above table shows saving deposit amount is in increasing trend though the
interest rate is also in increasing trend. Fixed deposit amount seems increasing till
FY 2006/07 and decreasing afterwards. It means interest rate and deposit amount
have inverse relationship. To get the exact relation the correlation coefficient and

t- test is calculated.
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Figure 4.1

Deposit Amount of HBL during Different FYS (Rs. in millions)
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Source: Table 4.2

The value for correlation between saving deposit and interest rate is 0.875. This is
high degree of positive correlation. It means during the seven fiscal years there
was increase in saving deposit amount and saving interest rates. The coefficient of
determination is 0.766. The calculated value for t is 12.79 for saving account
which is greater than t- tab value hence null hypothesis is rejected. It means there

is significant relationship between two variables.

Similarly, fixed deposit value of correlation coefficient is rss is -0.942 which
indicates that two variables have negatively relationship. And the calculated value
at t is 17.86 and tabulated t is 2.179. It means t-tab less then t-cal so null
hypothesis is rejected. It means t-test is significant. This analysis shows that

substitution doesn’t affect is applicable for bank.

4.1.2 Analysis of Lending and Interest Rate of HBL

This is second area of the analysis where mainly the relationship between lending
interest rate and its effect upon leading amount is attempted to study .Generally,
when there is higher interest rate in the economy people normally borrow lesser
amount than the period when lending rate is low. According to theory, when there

Is less lending rate, there should be the higher amount of borrowing by the user of
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their fund. Higher amount of borrowing indicates higher investment in the country

or higher transaction in trade. This is necessary for the growth of the country. So,

this study tries to explore the relationship between lending rate and lending amount

in Nepalese economy.

The sector where HBL granted its credit during last seven FYs and their

corresponding interest rate, average interest rate and lending amount are presented

in following table.

Table 4.3

Lending Rates of HBL on Different Sectors During Seven FYs

Sector 2005/06 | 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | 2011/12
Overdraft 15 14.5 14 13 - - -
Export credit 12 11.75 11.75 10.5 9.5 9.5 9.5
Import LC - - - - - - -
HMG Bond 9 9 9 8.5 7.5 7.5 7.5
BG/CG 13 13 13 12 8 8 8
Other Guarantee - - - - - - -
Industrial Loan 14.5 14 14 - 12 12 12
Commercial Loan 15 14.5 14 - 9.5 9.5 9.5
Priority Sector 13 13 13 11 10 10 10
Loan
Poorer Sector 12 12 12 10 9.5 9.5 9.5
Loan
Term Loan 14 14 135 12 - - -
Working Capital - - - - - - -
Hire Purchase 14.5 14.5 14 12.5 9.5 9.5 9.5
Others 15 145 14 13 10.5 10.5 10.5
Average Int. Rate | 13.36 13.16 12.93 11.39 9.56 9.56 9.56

1)

50




Leading Amount 7022 7969 8363 9996 10052 | 11071 | 11928
(2)
Correlation (ry2) -0.93
Coeff. Of det. 0.262
(r’12)
t-statistics t-cal= 34.28 t-tab=2.179 insignificance
Standard deviation 1.802%

Source: Banking and Financial Statistics: 2005/06-2011/12 & Annex VII

The above table shows that lending interest rate structure of HBL on seven FYs on
different sectors. From table it is clear that the interest rates of HBL are falling
stage. The average interest rate is declining slowly during the seven FYs. This
phenomenon can be seen clearly with the study of average interest rate. The
average interest rate for FYs 2005/06, 2006/07, 2007/08, 2008/09, 2009/10,
2010/11 and 2011/12 are 13.36, 13.16, 12.93, 11.39, 9.56, 9.56 and 9.56
respectively. The average interest rate shows that the rate has fallen at steady rate.
In this bank, lending interest of non-productive loan falls more than leading
interest rate on productive sector loan in the same manner for lending amount the
lending of HBL increased each year but this amount is slowly decreased after FY
2009/10. During the last FY the lending amount rises. But the lending amount is in
increasing trend. This shows that the lending amount and interest rate have
negative relationship but to get the exact numerical result of relationship
completion should be necessary to calculate. The figure for changing trend of

interest amount and lending rate is given bellow.
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Figure 4.2
Lending Amount of HBL during different FYs
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Source: Table 4.3
Correlation coefficient, Coefficient of determination and t-statistics of HBL

From table 4.7 the correlation coefficient between the lending amount and lending
rate ri» is -0.93. According to our classification this negative correlation is of
"high degree negative correlation™. In this case it is clear that interest rate on
lending and lending amount has inverse relationship i.e. increase in lending rate
results decrease in total lending amount. According to the theoretical concept of
lending rate and lending amount people prefer more money when the market

interest rate is low in the market.

Test of significance of correlation coefficient between the lending rate and lending
amount verify the fact. The calculated value of t-statistics is 34.28 and t-tabulate
value is 2.179 with 5 degree level of significance. Since calculated value is greater
than tabulated value Ho is rejected. It means there is significant co-relation
between two variables. From this it is clear that the increase in lending amount is

significantly correlated due to decrease in lending interest rate.
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4.1.3 Analysis of Deposit and Interest Rate of NIBL

The interest rate structure for NIBL on saving and fixed deposits for past seven

FY's is presented on table below.

Table 4.4

Interest Rate structure on Deposit of NIBL

Deposits | 2005/06 | 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | 2011/12
Saving 5.25 5.25 6 6 6.25 6.5 6.75
Fixed
7 days - - - - - - -
14 days - 2.5 2.5 2.5 - - -
1 month - 3 3 3.25 3.75 3.75 4
2 months - - - - - -
3 months 4 4 4 4.25 4.25 45 5
6 months 5 5 5.5 5.75 6 6.25 6.5
1 year 6.5 6.5 6.5 6.75 7 7.25 7.5
2 7.5 7.5 7.75 8 8 8.25 8.5
yrs/above
Mean 5.65 4.82 5.04 5.21 5.88 6.08 6.38
Fixed 5.75 4.75 4.88 5.08 5.80 6 6.30
deposit
mean
Std. 0.575%
deviation
of mean

Sources: Banking and Financial Statistics: 2005/06-2011/12.

The table above shows the interest rate structure of NIBL with average interest rate
on all deposits and standard deviation. The average interest rate has decreased
from FY 2005/06 to 2006/07 and increased 2007/08 up to 2010/11. The average
fixed deposit rate is decreasing 2005/06 to 2007/08 and then it is increasing up to

2011/12 and standard deviation of mean is 0.575% within seven years period.

53



Correlation coefficient, coefficient of determination and t- statistics of NIBL

Table 4.5

Relationship between Interest Rate and Deposit of NIBL (Rs in million)

Year (1) Saving Deposit Saving Fixed Deposit | Fixed Deposit
Interest Rate (2) Deposit Interest Rate Amount(5)
Amount (3) (4)

2005/06 5.25 1259.5 5.75 2929.4

2006/07 5.25 1274.7 4.75 3132.7

2007/08 6 3274.6 4.88 5517.4

2008/09 6 4171.1 5.08 6854.8

2009/10 6.25 5822.2 5.80 17438.4

2010/11 6.5 7348.9 6 22148.9

2011/12 6.75 8079.2 6.30 28013.3
Correlation r23=0.977 r45= 0.822

Coeff. of r? 23= 0.955 r?45=0.676

Deter.
t-statistic t-cal=3.92 t-tab=2.179 t-cal=7.72 t-tab=2.179

Insignificant

Insignificant

Source: Banking and Financial Statistics: 2005/06-2011/12 & Annex Il and 111

In table above saving amount and deposit rates are arranged is systematic order.

The outlook of the table shows that the interest rate has seen falling in f/y 2005/06

to 2007/08 on fixed deposit but after that it is little bit increasing trend in all year.

The saving deposit amount is in increasing trend. The saving amount has increased

where interest rates also increasing but fixed deposit amount is in increasing trend

either interest rate is falls or increase. To determine the magnitude of relation,

correlation coefficient should be calculated and to identify the strength or

weakness of relationship it is necessary to calculate the test. But prior to clear all

these relations the figure is presented.
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Figure 4.3
Deposit Amount of NIBL During Different FYS
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Source: Table 4.5

The correlation coefficient for saving interest rate and saving deposit amount is
found positive. This value indicates that they have very high positive relationship.
Increase in one variables lead to increase in other variables. Similarly, the
coefficient of determination between two variables, r? »3 is 0.955, which means that
total variations in interest rate on deposit has been explained by supply of deposits
to the extent of 95.5%. The t- value for testing the significance of the correlation
coefficient between variables is 3.92 which is significantly level with 5 degree of
freedom. This means that the rate of saving deposit amount of NIBL are

significantly correlated.

Similarly, correlation coefficient for fixed deposit interest and fixed deposit
amount is 0.822, which indicates that the two variables have positive relationship.
This relation can be clearly explained by the coefficient of determination which is
0.676, means that total variation in interest rate on fixed deposit has been
explained by the supply of deposits to the extent of 67.6 percent. To identify the
significance or insignificance of this correlation, it is necessary to calculate the
value of t-statistics. The calculated value of t is 7.72. Similarly the tabulated value
for t is 2.179 which is less than calculated value. As a result null hypothesis is

rejected. Test of significance of correlation coefficient between fixed deposit rate
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and fixed deposit amount of NIBL makes clear that the variables are statistically

significant.

4.1.4 Analysis of Lending and Interest Rate of NIBL

This is second area of the analysis where mainly the relationship between lending
interest rate and its effect upon lending amount is attempted to study .Generally,
when there is higher interest rate in the economy people normally borrow lesser
amount than the period when lending rate is low. According to theory, when there
is less lending rate, there should be the higher amount of borrowing by the user of
their fund. Higher amount of borrowing indicates higher investment in the country
or higher transaction in trade. This is necessary for the growth of the country. So,
this study tries to explore the relationship between lending rate and lending amount

in Nepalese economy.

The sector where NIBL granted its credit during last seven FYs and their
corresponding interest rate, average interest rate and lending amount are presented

in the table below.

Table 4.6
Lending Rate of NIBL on Different Sectors During Seven FY's

Sector 2005/06 | 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | 2011/12
Overdraft 145 14 13.5 12.5 12.5 12.5 11
Export credit 11 11 11 10.5 10.5 10.5 9
Import LC 13 13.5 13 - - - -
HMG Bond 9.5 9 9 7 7 7 7
BG/CG 11 9.5 9.5 9.5 9.5 9.5 9.5
Other - - - - - - -
Guarantee
Industrial Loan 13.5 14 13.5 - - - -
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Commercial 14.5 14 13.5 13.5 - - -
Loan
Priority Sector 14 12.5 12.5 12 12 12 11
Loan
Poorer Sector 10 9 9 9 9 9 9
Loan
Term Loan 14.5 14 14 12.5 12.5 12.5 11
Working 115 - - - - - -
Capital
Hire Purchase - 13.5 12.5 10.5 10.5 10.5 9.5
Others 14.5 14 13.5 12.5 12.5 12.5 11
Average Int. 12.63 12.33 12.04 10.95 10.67 10.67 9.78
Rate (1)
Lending 10550 | 11385.7 | 12119.9 | 15202.5 | 28417.9 | 33786.1 | 40276.7
Amount (2)
Correlation (r12) -0.9125
Coeff. of det. 0.833
(r’12)
t-statistics t-cal= 11.09 t-tab=2.179 insignificance
Std. deviation 1.050%

of mean

Source: Banking and Financial Statistics: 2005/06-2011/12 and Annex 1V

The above table shows that the interest rate of NIBL on lending on seven fiscal

years granted in different sectors. The average interest rate declined slowly during

seven fiscal years. The interest rate falls only in decimal up to FY 2007/08. After

then the interest rate falls with huge magnitude on FY 2008/09 then again interest
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rate falls smoothly with less magnitude. The lending rate in all the sectors of at
NIBL falls slowly during seven FYs. The lending rate is higher in "others™ sector
in comparison to other sectors. So it can be said that the interest rate is declined
with almost same magnitude in both productive and non productive sector loan.
With rhythm to lending interest rate, the study of lending amount shows that it is in
increasing trend. The lending amount of NIBL is 10550 on FY 2005/06 but it
becomes 40276.7 on FY 2011/12 which is more nearby three times. But to know
the exact relationship it is necessary to compute the correlation coefficient. And it

is presented on the figure 4.4.
Figure 4.4

Lending Amount of NIBL during different FY's
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Source: Table 4.6
Correlation coefficient, coefficient of determination and t-statistics of NIBL

The correlation coefficient of NIBL between lending amount and lending rate is
high degree negative correlation. It indicates that increment in one variables result
the decrement in other variables or vice-versa. In this case decrease in lending

Interest rate increases the lending amount. People preferred more credit from the
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NIBL when bank reduced the lending interest rate. Similarly the coefficient of
determination between two variables (r2 12) = 0.833. It means that the relationship
between dependent variable and independent variables is defined up to the extent
of 83.33%. In other words the increase in lending amount by decrease in interest
rate is defined up to the extent of 83.33 where as remaining percentage is due to

other factors.

Similarly the t-statistics for NIBL is 11.09 (t-cal=11.09). The tabulated value at 5
level of significance with 5 d.f is 2.179. Comparing the t-tab and t-cal, it is clear
that t-cal is grater than t-tab, so null hypothesis is rejected and alternative
hypothesis is accepted. It means that the relation shown by correlation coefficient
is highly significant. The increase in demand of lending amount is due to increase
in lending rate. Therefore according to t-statistics the lending rate is also another

strong as well as important factor that shape the lending amount.

4.2  Presentation and Analysis of Primary Data

In this section primary data is analyzed. The primary data are collected in order to
find out various aspects of interest rate on deposit and lending of commercial bank
in Nepal from the real life experience. A total of twenty sets of same
questionnaire are distributed to the executives, employee and other personals of
the sample banks. The responses received from these respondents have been
arranged, tabulated and presented in order to facilitate the descriptive analysis of
this study. Those people related to the field of banking are familiar about the

Interest rate and it's affecting factors.

The questionnaire either asked for a yes/ no response or asked for ranking of
choices according to number of alternative where first choice is most important
and last choice was least important. If the number of alternatives were four then
the first preferred choice got four points and the last preferred choice got one
point. Any alternatives, which were not ranked, did not get any point. The total
points available to each choice were converted into percentages in reference to the

total points available to each choice. The choice with the highest score of
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percentage is ranked as the most important choice and one with the lowest

percentage being ranked as least choice. The survey is done on the following.

1. Are the commercial Banks having high lending rate in non-productive

sector rather than productive sector?

The question wants to be clear about the high interest rate that is being charged on

non-production sector. The question is asked “Are the commercial banks having

high lending rate in non-productive sector rather than productive sector? The view

points of the different respondents are presented as follows.

Table: 4.7

High lending rate in non-productive sector rather than productive sector?

Response Yes No Don’t know Total

No. % No. % No. % No. %
Respondents | 10 50 3 15 7 35 20 100
Source: Opinion survey, 2069.

Figure 4.5
Percentage of Respondents
35%
O Yes
50% H No

15%

0O Don't know

The above figure shows that 50% of the respondents agree that the lending rate is

high on non-productive sectors. But 15% do not agree and remaining 35% are

unknown about the high lending rate charged on non-productive sectors. There
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should be low interest rate on productive sector so that people can use more funds

from banks on productive sectors which ultimately leads nation towards success.

2. Are the People feeling safe to deposit their saving on the banks?

This question tries to find out the feeling of people to deposit their saving on the

banks. The question is asked “Are the People feeling safe to deposit their saving

on the banks?” The viewpoints of the different respondents are presented as

follows.
Table: 4.8
People feeling safe to deposit their saving on the banks?
Response High Medium Total
No. % No. % No. %
Respondents 13 65 7 35 20 100
Source: Opinion survey, 2069.
Figure 4.6
Percentage of Respondents
O High
@ Medium

65%

The above figure shows that 65% of the respondents are feeling highly

comfortable and safe to deposit their saving on the banks. And 35% are moderately

feeling comfortable and safe to deposit their saving on the banks.
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3. Is Present condition of Commercial Banks in Financial Market is good?

The first question is related about the present condition of commercial banks in
Nepalese financial market. The question is asked “Is Present condition of
Commercial Banks in Financial Market is good?

The view points of the different respondent are presented in figure below.

Table: 4.9

Condition of Commercial Banks in Financial Market is good?

Response Yes No Total

No. % No. % No. %

Respondents 8 40 12 60 20 100

Source: Opinion survey, 2069.

Figure 4.7

Percentage of Respondents

HYes ®No

The above table figure shows the present condition of commercial Banks in
Nepalese Financial Market. 40% of the respondents agree that commercial banks
are in good condition, 60% of the respondents believe that the condition of banks
Is satisfactory. Satisfactory condition indicates that the condition may go up or
down and the economy of the country is worsening day by day so the attention

must be given.
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4. Interest rate structure of the banks is appropriate to attract the investor
and depositors?

This question is related to the interest rate structure of the varies bank and wants to
clear that it is suitable or mot for those inverters and depositors. The question is
asked “Interest rate structure of the banks is appropriate to attract the investor and

depositors? The view points of the different respondents are presented as follows.

Table: 4.10
Interest rate structure of the banks is appropriate to attract the investor and

depositors?

Response Yes No May be Total
No. % No. % No. % No. %
Respondents | 10 50 4 20 6 30 20 100

Source: Opinion survey, 2069.

Figure 4.8

Percentage of Respondents

30%

O Yes
50% B No
O May be

The above figure shows that the 50% of respondent agree that the interest rate
structure is appropriate to attract the investors and depositors. 30% of respondent
are not confirmed and 20% do not agree. From this it is clear that most of the
respondents think that interest rate structure is not appropriate so banks should
think about it.
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5. Deposit on saving deposit scheme is effective than fix deposit scheme?

This question wants to find out that do people like to deposit on saving deposit

than fix deposit. The question is asked “Deposit on saving deposit scheme is

effective than fix deposit scheme?” Here is what our respondents have replied.

Table: 4.11

Deposit on saving deposit scheme is effective than fix deposit scheme?

Response Yes No Don’t know Total
No. % No. % No. % No. %
Respondents | 15 75 4 20 1 5 20 100
Source: Opinion survey, 2069.
Figure 4.9
Percentage of Respondents
5%
20% q
A
B No

75%

O Don't know

The above figure shows that 75% of the respondents agree that people like to

deposit on saving scheme. 20% of the respondents don't agree to the statement and

5% is unknown to this. This may because the interest provided by banks on fix

deposit is decreasing day by day. And people want to keep their saving in saving

deposit due to its feasibility.
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6. Open borders with India affect the interest rate in borrowing and lending?

This question wants to find out that to what extent open boarder with India affect
the interest rate on borrowing and lending? The figure shows what the respondents
have said.

Table: 4.12

Open borders with India affect the interest rate in borrowing and lending?

Response Highly Normally Ineffective Total
No. % No. % No. % No. %
Respondents | 13 65 6 30 1 5 20 100

Source: Opinion survey, 2069.
Figure 4.10

Percentage of Respondents

5%

30% W B Highly

B Normally

O Ineffictive

65%

The above figure shows that 65% of the respondent is highly effective that open
boarder with India affect the interest rate on borrowing and lending. But 30% of
the respondent normally affect and 5% of the respondent do not agree upon the
assumption. It may suggest that open boarder with India somewhat affect the

interest rate on borrowing and lending.
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7. Interest rate on deposit and lending of the banks is effective in Nepalese

financial market?

The question tries to know effectiveness of interest rate on deposit and lending of
the banks in Nepalese Financial Market. The question is asked “Interest rate on
deposit and lending of the banks is effective in Nepalese financial market?”” The

result obtained from different respondents is presented below.

Table: 4.13

Interest rate on deposit and lending of the banks is effective in Nepalese

financial market?

Response Effective Satisfactory Total
No. % No. % No. %
Respondents 12 60 8 40 20 100

Source: Opinion survey, 2069.
Figure 4.11

Percentage of Respondents

O Effective
| Satisfactory

60%

The above shows that only 40% of the respondents agree that interest rate on
deposit and lending of the banks is effective in Nepalese financial market. Even

60% think that it is satisfactory in present contest.
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8. People deposits more or withdraw in the situation of violence and

insecurity?

This question wants to clear that what the people do about their cash in the

situation of violence and insecurity. The result is presented in given figure.

Table: 4.

14

People deposits more or with draw in the situation of violence and insecurity?

Response Withdraw No effect Total
No. % No. % No. %
Respondents 19 95 1 5 20 100
Source: Opinion survey, 2069.
Figure 4.12
Percentage of Respondents
5%
‘ ovvithdraw
BMNo effect

The above figure shows that none of the respondents agree that people deposits

more in the situation of violence and insecurity. 95% of the respondents withdraw

more in the situation of violence and insecurity and 5% have replied that there will

no effects at all. From this it is clear that people feels unsafe to deposit their saving

on the bank in the situation of violence and insecurity.
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9. Is Joint venture banks plays important role in economical development of

the country?

This question wants to find out the role of joint venture banks as in economical
development of the country. The figure shows what the respondents have said.
Table: 4.15

Is Joint venture banks are playing important rate in economical development

of the country?

Response Yes May be Total

No. % No. % No. %

Respondents 19 95 1 5 20 100

Source: Opinion survey, 2069.
Figure 4.13

Percentage of Respondents

5%

\

95%

0. Yes
B . May be

The above figure shows that about 95% of the respondents agree that joint venture
banks are playing important role in economic development of the country. No one
disagree with the statement and 5% think that they may be playing important role

in economic development of the country.
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10. Is Nepal Rastra Bank Rules and regulation affect the banking and

financial sectors?

This question tries to know how Nepal Rastra Bank is functioning to regulate
Nepalese Commercial Bank. The result obtained from different reasons is
presented below.

Table: 4.16

Is Nepal Rastra Bank Rules and regulation affect the banking and financial

sectors?
Response Good Satisfactory | Inadequate Total
No. % No. % No. % No. %
Respondents 3 15 16 80 1 5 20 100
Source: Opinion survey, 2069.
Figure 4.14

Percentage of Respondents

0
5% 15%

\>

O Good
B b. Satisfactory

O c. Inadequate

80%

The above figure shows that only 15% of the respondents agree that Nepal Rastra
bank functioning well. About 80% finds the role to be satisfactory. And 5% hoping

banks function to be inadequate.
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11. What are the problems to properly utilizing the deposits in terms of loans

to generate profit?

This question wants to clear that why banks are not properly utilizing their deposit
in terms of loans to generate profit. There may be several reasons but according to
priority only three options are mentioned. The result obtained from different

persons is presented below.

Table: 4.17

What are the problems to properly utilizing the deposits in terms of loans to

generate profit?

Response Due to Due to Due to Total
Interest Politics Others
No. % No. % No. % No. %

Respondents 8 40 7 35 5 25 20 100

Source: Opinion survey, 2069.
Figure 4.15

Percentage of Respondents

25%
o,
40% O Due to Interest

B b. Due to Political
O c. Due to other

35%

The above figure shows that only 40% of the respondent think that interest rate is
one cause that the banks to utilize the deposits. About 35% of respondents agree
that political situation is the main barrier for utilizing the loan and remaining 25%
think due to other several factors. From this it is clear that political situation may

hamper the banks to function well.
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4.3  Major findings of this study

For this study, the seven years data have been considered. The analysis has been
done according to the nature and quality of the available data. Some simple
financial as well as statistical tools have been used to reveal the entire position of
deposit and lending of NIBL and HBL.

» In the analysis of deposit position of NIBL, it is observed that deposit
position percentage change is high in the financial year 2007/08 and 2008/9
15 99.4% & 110.9% respectively and in 2006/07 it is 5.3% change which is
lowest.

» In the analysis of deposit position of HBL, it is observed that deposit
position percentage change is normal except in the financial year 2009/10
and 2011/12.

» The saving deposit amount and saving interest rate, fixed deposit amount
and fixed deposit rates of NIBL is in increasing trend and have positive
relationship of on it.

» NIBL Bank: Amount of saving deposit and interest rate on deposit is
highly positive correlated. Similarly, amount of lending and interest rate is
negatively correlated. Relation between interest amounts with saving
deposit is significant and relation between interest amounts with fixed
deposit is also significant. Both deposit rate and lending rate moved into
same direction.

» Himalayan Bank Limited: Amount of saving deposit and interest rate on
deposit is highly positively correlated but amount of fixed deposit and
interest rate on deposit is negatively correlated. Amount of lending and
interest rate is highly negatively correlated. Relation between interest
amounts with saving deposit is significant and relation between interest

amounts with fixed deposit is also significant.
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The t-statistic of both banks is significant which means that there is
relationship between lending rate and lending amount. So, increase in
lending amount is due to the decrease in lending interest rate and vice-
versa, but due to the other reason.

The fixed deposit interest rate of HBL is in fluctuation trend, but in
increasing trend of NIBL for all year.

Majority of respondents agree that the lending rate is high on non-
productive sectors and minority of respondents is unknown about the high
lending rate charged on non-productive sectors.

Majority of respondents agree that they are feeling highly comfortable and
safe to deposit their saving on the banks and minority of respondents are
moderately feeling comfortable and safe to deposit their saving on the
banks.

Majority of respondents agree that the interest rate structure is appropriate
to attract the investors and depositors. Out of total respondent 30% of
respondent are not confirmed and 20% do not agree the terms.

Majority of respondents agree that the open border with India highly
effective in interest rate on borrowing and lending and 5% of the
respondent do not agree upon the assumption.

Majority of respondents agree that the interest rate is one cause of banks to
utilize the deposits and 35% of respondents agree that political situation is
the main barrier for utilizing the loan and remaining 25% think due to other

several factors.
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CHAPTER-V

SUMMERY, CONCLUSION AND RECOMMENDATIONS

This chapter is a last part of the research study which includes all the briefing of
the whole study and extracts of all the previously discussed chapters. This chapter
mainly consists of three parts summery, conclusion and recommendation. In
summery portion revision of all four chapters are made viz. Introduction,
Literature Review, Research Methodology and Analysis of Data. Then conclusion
is drawn following analysis part and comparing to the theoretical aspect and
analysis. Conclusion part answers whether practically relates to theory. Based on
conclusion necessary suggestions are presented in recommendation part i.e.
various measures are recommended to concerned organization for the

improvement of the current condition of interest rate structure.

5.1 Summary

After the liberalization policy various banks and financial institutions came into
existence with a hope to play important role in the development of financial
system of the country. Accepting deposit from savers and transferring the collected
deposit to the investment sector is one of the major functions of the banking
business. Banks are the real intermediaries who transfer saving to the needy
investors does that certain percentage of interest when amount is loaned outside
charging the certain percentage to them. Even though there are various factors in
the economy that affects deposit amount and lending amount. Interest rate is one of
the major economic indicators that effect deposit and lending amounts of the
banks. With the curiosity to be clear about interest rate structure of commercial
banks and to be clear about whether interest rate influences deposits and lending
amount this study is made. With the major objectives of showing relationship
between deposits rate and deposit amount, lending rate and lending amount this

study is undertaken.
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The review of literature shows that there are so many economic and non-economic
factors that are on deposit and lending. But it is real fact that there is relationship
of interest rate with deposit amount and lending amount. The volume of deposit
amount and lending amount of banks are highly affected by their interest rate.
Generally, there is positive relationship in between interest rate on deposit and
deposit amount. That means, when interest rate on deposit increases that attract to
deposit and deposit amount of banks are increases or vice versa. Similarly there is
negative relationship in between interest rate on lending and lending amount of the
banks. That means increase in the interest rate on lending, decreases the lending
amounts of banks and vice versa. Various commercial banks and financial
companies in Nepal are free to set their interest rate on deposit and lending so all
banks are determined their interest rate as per their own policy purpose or
objective. However interest rate fluctuates time with impact of economic and non-
economic factors which in turn affect deposit amount and lending amount of the

banks.

The effect of interest on deposit and lending amount and interest rate structure on
deposit and lending are analyzed from two joint venture banks of Nepal for seven
years period by using statistical and financial tools mentioned in chapter three.
Secondary data are collected from NRB’s economic reports, annual reports of
related banks and websites and primary data are collected from the questionnaires
distributed to various personal of sample banks. The analysis of all banks shows
average interest rate on deposit is in decreasing and deposit amount is in increasing
trend. Similarly interest rate on lending is also decreasing day by day. This trend
shows, there is reverse relationship in between deposit rate and deposit amount,
lending rate and lending amount of joint venture banks. The statistical analysis
also shows that there is significant relationship between deposit rate and deposit
amount and lending rate and lending amount of most joint venture banks except

few.
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5.2 Conclusions

Commercial banks are the backbone of modern day development of the financial
system. The role of these banks is significant not only in mobilizing saving but
also in making investments for the development of different sectors of the
economy. They are playing very important role in reducing poverty and increasing
employment opportunities in the country. So, the commercial banks are called as
the backbone of the economic development. RBB has made a substantial
contribution in setting up different institutions, for furthering the economic
development of the country. Bank has promoted these institutions by injecting
equity capital or by representation in management. Examples of such institution
are Nepal Oil Corporation, Nepal Investment Bank Ltd. Nepal Housing and

Finance Ltd., Garmin Development Bank in all 5-development regions etc.

Before the liberalization of the financial sector in 1984, there were only 2
commercial banks in operation. There wasn’t much of competition during that
period. Since, the liberalization new joint venture commercial banks started to
come up and the number finally has reached to 31 to date. Due to this rapid
increase in the number of commercial banks in a short span of time the
competitiveness has intensified. In the race to capture more market share there has
been stiff competition between them. The ultimate winners of this competition
have been the consumers as they are getting more service variety, faster services,
easier accessibility etc. To attract new customers the bank are coming up with new
and innovative products matching international standards. Since the beginning of
the new millennium the joint venture banks have come up with new product like
debit card, mobile banking, internet banking, home banking, ABBS etc which an

average consumer had not even imagined a decade back.

Deposit is the important factor for the commercial banks. Higher the deposit,
higher will be the chances of mobilization of funds. The bank should be very
careful while granting loans and advances because loan is the life blood to the
commercial banks for the survival. If commercial banks don’t apply sound

investment policy, it will be a great trouble to collect the loan in future. Therefore,
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the banks should invest the money in different sectors after deep study to save the

bank from the bankruptcy.

From the analysis of relevant data of sample banks under the study; using various
statistical tools mentioned in chapter three and from the findings following

conclusions have drawn.

5.3 Recommendations

To full fill the objectives of this study, related data and ideas are collected from
different sources. These data are presented; analyzed and interpreted then
conclusions are made. Based on the analysis, interpretation and conclusion of this
study certain recommendation can be made here. So that the concerned authorities,
further researcher, academicians and bankers can get insights on the present
conditions of the above topics. It is concluded that this research will fruitful for
them to improve the present condition as well as for further research. The major

recommendations after this study are as follows.

» Interest rate on deposits is too less in Nepal. Commercial banks are
suggested to increase the interest rate on deposits so that depositors are
benefited by their saving.

» The high spreads between interest rate on deposit and lending is another
factor to be considered. Higher spread merely increases the partite margin
of the banks but at the same time it reduces the deposits collection and
investment in the country. So financial institution are suggested to reduce
the spread as minimum as possible.

» The central banks of Nepal, NRB should pay special attention towards
decreasing trend of interest rate on deposit. It may cause different bad effect
in the country such as disintermediation, lack of saving and further saving
may go outside of the country.

» As the central bank of the country, NRB has power to specify the range or
spread between lending rate and deposit rate. So NRB is suggested to

specify the spread whenever there is high gap between lending rate and
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deposit rate in the country. In order to create fair economic situation, NRB
being the regulator it should watch the functions of banks very closely.

As the key to success for any organization and for good financial system in
the country capital investment is essential, this is possible only by proper
decision making of interest. So all the joint venture banks are supposed to
set proper and practical interest rate policy.

While reducing the lending rate, it is suggested to reduce more on
productive sector than non productive sectors. If not possible then bankers
can reduce the rate of all sectors proportionally.

In order to promote more lending and to promote more borrowing lending
institutions should introduce new costumer's oriented shames of lending and
borrowing. So that more lending can be promoted and over liquidity may be
solved.

Banks are not able to mobilize to its deposits in terms of loans due to lack
of sufficient safe investment opportunities. Thus it is suggested to the
government to improve the political situation of the country.

As NRB'S publications are the major sources of data and information
regarding this topic, untimely and late publication makes the researcher
wait long and even individual banks do not put available information
regarding interest rate structure on their published report. So NRB and even
individual and joint venture banks are suggested to publish all necessary
publication in time and in their publication respectively for the convenience

of researcher and other interested people.
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Annex-I|

Questionnaire

A survey on interest rate structure and its effect on deposit and lending of joint

venture commercial Banks in Nepal.
Name: .....ooovviiiiiiiiiiinn
Position: ...
Institution: .............ccooenan.

Address: ..ooveii

Question No 1. Are the commercial banks having high lending rate in non-

productive sector rather than productive sector?

L] Yes
L] No

[1 Don't know

Question No 2. Are the People feeling safe to deposit their saving on the banks?

L1 ves
1 No

[] Don’tknow

Question No 3. Is Present condition of commercial Banks in Financial Market is

good?

[] Yes
[] No
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Question No 4. Interest rate structure of the banks is appropriate to attract the
investor and depositors?

O vYes

] No

[] May be

Question No 5. Deposit on saving deposit scheme is effective than fix deposit

scheme?

] Yes
[] No

[] Don't know

Question No 6. Open borders with India affect the interest rate in borrowing and
lending?

[] Highly effective

] Normally effective

[] Ineffective

Question No 7. Interest rate on deposit and lending of the banks is effective in
Nepalese financial market?

[ Effective

[] Satisfactory

[ Ineffective
Question No 8. People deposits more or with draw in the situation of violence and
insecurity?

] withdraw more

] Deposit
L] No effect
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Question No 9. Is Joint venture banks plays important rate in economical

development of the country?

[] Yes

(1 May be
Question No 10. Is Nepal Rastra Bank Rules and regulation affect the banking and
financial sectors?

] Good

[] Satisfactory

[ Inadequate

Question No 10. Banks aren't properly utilizing the deposits in terms of loans to

generate profit?
[] Political situation

[] Interestrate

] Other factors

83



ANNEX-11

Calculation for Mean value, Standard Deviation, Correlation between &t-test of saving

Deposit Amount and Saving Interest Rate of NIBL (Rs in Million)

Year Interest Saving X1=X1-X1 | Xg=X2X5 | X1 . Xz X412 Xg2
rate (X)) | Amt (X3)
2005/06
5.25 1259.5 -0.75 -3201.96 | 2401.47 | 0.5625 | 10252547.84
2006/07
5.25 1274.7 -0.75 -3186.76 | 2390.07 | 0.5625 10155439.3
2007/08
6 3274.6 0 -1186.86 0 0 1408636.66
2008/09
6 4171.1 0 -290.36 0 0 84308.93
2009/10
6.25 5822.2 0.25 1360.74 340.185 | 0.0625 1851613.35
2010/11
6.5 7348.9 0.5 2887.44 1443.72 0.25 8337309.75
2011/12
6.75 8079.2 0.75 3617.74 | 2713.305 | 0.5625 | 13088042.71
Ny=7 XX, =42 xX;= XXX = | Nxq2= XX2=
N,=7 31230.20 9288.75 2 45177898.54

Source: Banking and Financial Statistics: 2005/06-2011/12

For saving deposit interest rate,

Mean (X) = ZXl :4—2 =6

S.D (o) = /Z(X“‘l) f 0.54

For Saving Deposit Amount,

X _31230.20

= 4461.46

Mean (X) =

2

S.D (o) = \/Z(X;—izy - \/451777898.54 — 6721 45

Correlation between saving deposit interest rate & Saving Deposit Amount,

Y X1X
Jlez ¥ x,2

9288.75

 \[2#45177898.54

(r2) =

=0.977
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For Hypothesis,

Test statistic under Ho,

% % 6—4461.46
= Gk) = L =392
(i_'_i) 1,1
s2\n; n 3921.16(7+7)
NS 4+n;5,2 _ 7x0.54+7X6721.45
Qo= —= 22 = =3921.16

n;+n,—2 7+7-2
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ANNEX-I11

Calculation for Mean value, Standard Deviation, Correlation between &t-test of Fixed
Deposit Amount and fixed Interest Rate of NIBL (Rs in Million)

Year Interest Fixed X1=X1-X1 | Xg=X2X5 | X1 . Xz X412 Xg2
rate (X)) | Amt (X3)
2005/06
5.75 2929.4 0.25 -9361.3 -2340.325 0.06 87633937.69
2006/07
4.75 3132.7 -0.75 -9158 6868.5 0.56 83868964
2007/08
4.88 5517.4 -0.62 -6773.3 4199.446 0.38 45877592.89
2008/09
5.08 6854.8 -0.42 -5435.9 2283.078 0.18 29549008.81
2009/10
5.8 17438.4 0.3 5147.7 1544.31 0.09 26498815.29
2010/11
6 22148.9 0.5 9858.2 4929.1 0.25 97184107.24
2011/12
6.3 28013.3 0.8 15722.6 12578.08 0.64 247200150.8
Ny =7 XXi = XXz = X1 X2 = | Xx,2= XX =
N, =7 38.56 86034.9 30062.19 2.17 617812576.7
Source: Banking and Financial Statistics: 2005/06-2011/12

For Fixed deposit interest rate,

Mean (X)

S.D (0) = \/—E(X;""ﬂz _

_ XX
N,

_38.56 _

For Fixed Deposit Amount,

S.D (o) = \/Z(X;—iz)z - \/6178172576.7 ~ 9394 63

Mean (X) = LX;

_NZ
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7
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Correlation between saving deposit interest rate & Saving Deposit Amount,

(f2) = _ XXiXe
,,ZX12 ZXZZ

30062.19

© V2.17+617812576.7 = 0.822
For Hypothesis,
Test statistic under Ho,
(= (Xlzgz)l _ (5.5—12230.:) — 779
s2(arta;) 5480.6(7+7)

_nyS:°+n, 8% _ 7X0.56+7X9394.63
n1+n2—2 7+7_2

S2

= 5480.6
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ANNEX-IV

Calculation for Mean value, Standard Deviation, Correlation between &t-test of Lending

Amount and Lending Interest Rate of NIBL (Rs in Million)

Year Interest lending X1=X1-X1 | Xg=X2X5 | X1 . Xz X412 Xg2
rate (Xq) Amt (X3)
2005/06
12.63 10550 1.34 | -11126.97 | -14910.14 1.80 123809461.4
2006/07
12.33 11385.7 1.04 | -10291.27 | -10702.92 1.08 105910238.2
2007/08
12.04 12119.9 0.75 | -9557.07 | -7167.80 0.56 91337586.98
2008/09
10.95 15202.5 -0.34 | -6474.47 | 2201.32 0.12 41918761.78
2009/10
10.67 28417.9 -0.62 | 6740.93 | -4179.38 0.38 45440137.26
2010/11
10.67 33786.1 -0.62 | 12109.13 | -7507.66 0.38 146631029.4
2011/12
9.78 40276.7 -1.51 | 18599.73 | -28085.59 2.28 345949956.1
Ny=7 2Xi= xX;= X X1.Xz = XX2=
N,=7 79.07 151738.8 - > x.2= | 900997171.1
70352.17 | 6.60

Source: Banking and Financial Statistics: 2005/06-2011/12

For Fixed deposit interest rate,

Mean (X) =

LX1
N,

_79.07

—= 1129

7

SD (¢)= [EXXS - 890 _ (971
Ny 7

For Fixed Deposit Amount,

Mean (X) = LX;

_Nz

_ 1517388 _

21676.97

S.D (o) = \/Z(X;—iz)z - \/9009977171.1 ~ 11545.21

Correlation between saving deposit interest rate & Saving Deposit Amount,

(r2) =

Y X1Xz

1/lez Y x,?

—70352.17

a v6.60%900997171.1
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For Hypothesis,
Test statistic under Ho,

t = X:1-X5)

_ (11.29-21676.97) _

s2 (nil-'-niz)

S2

2+l
6735.27\7 " 7

)

_ Ny s;°+n; s, _ 7%x0.971+7%11545.21

n{+n,—2

7+7-2
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ANNEX-V

Calculation for Mean value, Standard Deviation, Correlation between &t-test of saving
Deposit Amount and Saving Interest Rate of HBL (Rs in Million)

Year Interest Saving X1=X1-X1 | Xg=X2X5 | X1 . Xz X412 Xg2
rate (X)) | Amt (X3)

2005/06 5 1694.9 -1.04 250427 | 2593.71 1.07 6271375.39
2006/07 3.5 2086.9 -0.54 -2112.27 | 113157 | 0.29 | 4461690.59
2007/08 3.7 2913.6 -0.29 -1285.57 | 367.31 0.08 1652693.9
2008/09 6 4225.9 -0.04 26.73 -0.95 0.00 714.416531
2009/10 6.5 5475.2 0.46 1276.03 592.44 0.22 1628248.92
2010/11 6.5 7414.8 0.46 3215.63 | 149297 | 022 | 10340267.1
2011/12 7 9582.9 0.96 1383.73 | 1334.31 0.93 1914704.76

Ny=7 2Xi= xX;= XXy X2 = | Mxq2= XX2=

N,=7 42.25 29394.2 7511.36 2.80 26269695.1

Source: Banking and Financial Statistics: 2005/06-2011/12

For saving deposit interest rate,

Mean (X) = 2%

N

_42.25
7

=6.04

S.D(o):\/@:\/z'—f‘):o.&

For Saving Deposit Amount,

Mean (X) =

21Xz
N,

_29394.2

=4199.17

S.D () = \/Z(X;—iz)z _ \/26262695.1 — 1937.22

Correlation between saving deposit interest rate & Saving Deposit Amount,

Y X1Xz

(fy) = —
Jlez ¥ x,2

7511.36
= =0.875
V2.80+26269695.1
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For Hypothesis,
Test statistic under Ho,

t = X:1-X5)

_ (6.04—-4199.17) _

s2 (nil-'-niz)

2+l
1130.41\7 7

)

12.79

S2
n{+n,—2

7+7-2
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_nys;°+n; s, _ 7%0.63+7X1937.22

=1130.41



ANNEX-VI

Calculation for Mean value, Standard Deviation, Correlation between & t-test of Fixed
Deposit Amount and fixed Interest Rate of HBL (Rs in Million)

Year Interest Fixed X1=X1-X1 | Xg=X2X5 | X1 . Xz X412 Xg2
rate (Xq) Amt (X3)

2005/06 5.85 5236.8 114 | 115117 | -1315.62 131 | 1325195.66
2006/07 6.30 5453.6 0.69| 1367.97 | -947.81 0.48 | 1871345.83
2007/08 6.60 5031.6 -0.39 945.97 -371.63 0.15 894861.94
2008/09 7 4875.7 0.01 790.07 5.64 0.00 624212.86
2009/10 7.20 3536.6 021| -549.03| -113.73 0.04 301432.37
2010/11 7.60 2887.0 0.61| -1198.63 | -727.74 037 | 143671045
2011/12 8.40 1578.1 1.41| -2507.53 | -3528.45 1.98 |  6287699.54

Ny=7 2Xi= xX;= XXX = | Nxq2= XX2=

N, =7 48.95 28599.4 -6999.34 4.33 12741458.65

Source: Banking and Financial Statistics: 2005/06-2011/12

For Fixed deposit interest rate,

_ 4895

Mean (X) = Zle

= 6.99

S.D(o):\/@:\/“'—f:mg

For Fixed Deposit Amount,

_ XX
N,

Mean (X)

_ 285994 _

4085.63

S.D (0) = \/Z(X;I—iz)z _ \/127417458.65 — 1349.15

Correlation between saving deposit interest rate & Saving Deposit Amount,

Y X1Xz

(M) = ———=
1’lez Y Xp2

—6999.34
V4.33%12741458.65
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= -0.94




For Hypothesis,
Test statistic under Ho,

t = X:1-X5)

_ (6.99-4085.63) _

s2 (nil-'-niz)

SZ

787.47(7 7.

1,1
+

)

_nys;°+n; s, _ 7%0.79+7%X1349.15

17.86

=787.47

n;+n,—2
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Amount and Lending Interest Rate of HBL (Rs in Million)

ANNEX-VII

Calculation for Mean value, Standard Deviation, Correlation between &t-test of Lending

Year Interest lending X1=X1-X1 | Xp=Xz- X1 . Xz X412 Xg2
rate (Xg) | Amt (Xp) X2

2005/06 13.36 7022 2 -2463.86 | -4927.71 4 6070592.02
2006/07 13.16 7969 18 -1516.86 | -2730.34 | 3.24 2300855.59
2007/08 12.93 8363 157 | -1122.86 | -1762.89 2.46 1260808.16
2008/09 11.39 9996 0.03 510.14 15.30 0.001 260245.73
2009/10 9.56 10052 1.8 566.14 | -1019.06 | 3.24 320517.73
2010/11 9.56 11071 1.8 1585.14 | -2853.26 | 3.24 2512677.88
2011/12 9.56 11928 1.8 244214 | -4395.86 3.24 5964061.73

Ny=7 2Xi= xX;= X X1.Xz = 2 X4 XX2=

N, =7 11.36 9485.86 -17673.81 = 18689758.86

19.43

Source: Banking and Financial Statistics: 2005/06-2011/12

For Fixed deposit interest rate,

For Hypothesis,

Mean (X) = v

2 Xy

79 52 _

= 11.36

S.D (o_) - \/Z(X;\I—)_h)z — \/19’.743 = 1.67

For Fixed Deposit Amount,

Mean (X) =

SD (0') - \/Z(X;I—iz)z — \/186897758.86 — 1634

Correlation between saving deposit interest rate & Saving Deposit Amount,

ZXz

664-01

= 9485.86

Y X1Xz

(M) = ———=
1’lez Y Xp2

—-17673.81
v19.43%18689758.86

= -0.93

Test statistic under Ho,

_ (1136-9485.86) _

t= KXo =34.28

1 1
s2(m) 954.14(%+ 7)

o— N1S1° +N;8,° _ 7X1.67+7+1634

7+7-2

=054.14

n;+n,—2
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