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CHAPTER |

INTRODUCTION

1.1  Background of the Study

Nepal, a land locked country surrounded by two fastest growing Asian economies, India and
Peoples’ Republic of China, is one of the least developed countries in the world. It has been well
know that trade, commerce and industry are the signs of healthy economic development of every
country. The current pace of the economic growth and the level of economic development
attained over the years indicate the potentiality to compete in the international market. But the
pace of economic development of Nepal is till in itsinfant stage. Government has now initiated
various economic policies like industrial policy, trade policy, foreign investment policy and
privatization policy to accelerate the economic growth and development of the country.

With the implicit objective of the economic development of the country, Nepa has adopted
mixed and liberal economic policy. Especially after the restoration of the democracy, the concept
of the liberalization policies has been incorporated as directive principal and state policies. As a
result of the libera economic policy thrust adopted in the eighties, various multinational
companies, finance companies and joint venture banks came into existence. The economic
liberalization process ushered the private sector initiatives in the development of the financial
sector in addition to contributing to the structural reform as well as the qualitative and
guantitative growth of this sector and had benefited from several competition-enhancing
measures like the new libera entry policy for banks and non-banks, complete autonomy in
determining the interest rates, implementation of prudential regulatory measures, etc.

As in other countries, goldsmiths and landlords were the ancient bankers of Nepal. Though all
the banking activities were not carried out by “Tejarath Adda”, Tejarath Adda established during
the tenure of the Prime Minister Rannodip Shingh in 1933 B.S. was the first step towards the
institutional development of banking in Nepal. Tejarath Adda did not collect deposits from the
public but gave loans to employees and public against bullion.

Banking in true sense of term started with the inception of Nepal Bank Ltd on 30™ Kartik, 1994

B.S. Right from the inception, it carried out functions of acommercia bank. Nepal
Bank Ltd had a Herculean task of attracting people toward banking sector from pre-dominant
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Sahu mahajan’s transaction and of introducing other banking services as well. Nepal Bank Ltd as
a first commercial bank of Nepa was established 128 years after the establishment of first
commercia bank in India. On this ground, as compared to India, Nepal lags behind 128 years
even for establishing a simple banking institution.

Having felt the need of development of banking sector and to help the government formulate
monetary policies, Nepal Rastra Bank was set up in 2013 B.S. as the central bank of Nepal.
Since then, it has been functioning as the government’s bank and has contributed to the growth
of financial sector. Though Nepa Rastra Bank, at present, adopted a deregulatory approach, it
reguires continuous modification in the view of fast changing world.

Integrated and speedy development of the country is possible only when competitive banking
services reaches nooks and corners of the country. In order to fulfill this objectives, government
set up Rastriya Banijya Bank in 2022 B.S. as a fully government owned commercia bank. With
the coming up of Rastriya Banijya Bank, banking services spread to both the rural and urban
aress.

Despite being an agricultural country, our farming system is the traditional one to consume more
cost and yield less. To get rid of this problem, scientific agriculture is imperative, which requires
adequate finance and specialist of the field. To meet these ends, Agricultural Development Bank
was established in 2024 B.S. Moreover, Nepal Industrial Development Corporation had already
been set up in 2016 B.S. to transform the agro-based economy to the industrial one and Security
Exchange Center to enhance capital market activities.

From 2024B.S. onwards, the then His Majesty’s Government of Nepal (HMG/N) established
fiverura development banks namely:

Eastern Rural Development Bank

Central Rural Development Bank

Western Rural Development Bank

Mid-Western Rural Development Bank

Far-Eastern Rural Development Bank

In order to operate all commercia banks incorporated in Nepal, uniformity of laws of banking
acts are essential. So a Commercia Bank act 2031 B.S. was enacted and has been amended
many times in accordance with the needs. With the promulgation of the act, Nepal witnessed
growth in the number of banks from private sector and the number continues to grow even today.
Now the act has been replaced by an umbrella act called Bank and Financia Institutions Act,
2063. This act governs not only the commercial banks but aso all the financia institutions
operating within the country. It classifies commercia banks as category 'A’ financial institution,
development bank as 'B’, finance companies as 'C' and micro-finance as 'D' respectively.

14



Thelist of commercia banks established till Mid-January 20009.

Commercial Bank Ltd.

S.No HEAD
COMMERCIAL BANKS ESTD.DATE OFFICE
1 | Nepal Bank Ltd. 1994/07/30 | Kathmandu
2 | Rastriya Banijya Bank 2022/10/10 | Kathmandu
3 | Nepal Arab Bank Ltd. 2041/03/29 | Kathmandu
4 | Nepal Investment Bank Ltd. | 2042/11/16 | Kathmandu
5 ;’Z;’Z‘ZZ. Chartered Bank| ,,,2/10/16 | Kathmandu
6 | Himalayan Bank Ltd. 2049/10/05 | Kathmandu
7 | Nepal SBI Bank Ltd. 2050/03/23 | Kathmandu
8 | Nepal Bangladesh Bank Ltd. | 2050/02/23 | Kathmandu
9 | Everest Bank Ltd. 2051/07/01 | Kathmandu
10 | Bank of Kathmandu Ltd. 2051/11/28 | Kathmandu
11 Z;’; ‘;Iwm,al gﬁﬁt . and | »053/06/28 | Kathmandu
12 | Lumbini Bank Ltd. 2055/04/01 2’ arayangad
13 |Neval  Industrial —and| ... ., /07 | Biratnagar
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14 | Machhapuchhre Bank Ltd. 2057/06/24 | Pokhara

15 | Kumari Bank Ltd. 2056/08/24 | Kathmandu

16 | Laxmi Bank Ltd. 2058/06/11 | Birgunj

17 | Siddhartha Bank Ltd. 2058/06/12 | Kathmandu

2006/03/16 Kathmandu

Agriculture Development

18
Bank

19 | Global Bank Ltd 2007/01/02 | Kathmandu
Citi Bank Int tional

20 Li ;Ze" ant. nternationat »007,/06/21 | Kathmandu

21 | Prime Bank Ltd 2007/09/24 | Kathmandu

22 | Sunrise Bank Ltd 2007/10/12 | Kathmandu

23 | Bank of Asia Nepal Ltd 2007/10/12 | Kathmandu
Devel t Credit Bank

24 L:’;e opment  Lredit  Bant 2001/01/23 | Kathmandu

25 | NMB Bank Ltd. 1996/11/26 | Kathmandu

(Source: Useful links-Licensed Commercial Banks, www.nrb.org.np)

During the last two and half decades the number of financial institutions has grown significantly.
At the beginning of the 1980s there were only two commercial bank and development banks in
the country. Induction of economic liberalization policy, particularly the financial sector
liberalization provided impetus in the establishment of new bank and non bank financial
ingtitutions. Consequently, by the end of mid-Jan 2009 altogether 235 bank and non bank
financial ingtitutions licensed by NRB are in operation. Out of them, 25 are "A" class
commercia banks, 59 "B" class development banks, 78 "C" class finance companies, 12 "D"

class micro-credit development banks, 16 saving and credit co-operatives, and 46 NGOs.
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Capital formulation and the investment are highly needed for the healthy economic development
of every country. A heathy economy is equally dependent on efficient transfer of funds from
people who are net savers to firms and individuals who need capital so that the problem of
inadequate capital formulation can be wiped out. Without efficient transfers, the economy simply
could not function and economic efficiency is ssimply impossible without a good system for
alocating capital within the economy. As such, various banks and financia institutions that
came into existence after the liberalization policy play a crucia role in the capital formulation
and investment for the economic devel opment of the country.

Banking sector has been known as the integral part of the economy. Banks and other financial
institutions perform various activities. Among these, one of the major functions of the banks and
other financia ingtitutions is to act as financia intermediaries wherein they collect funds from
the surplus units and distribute as loans to those deficit units in the economy by providing
interest to depositors and charging interest from the borrowers. In doing so, the financial
intermediaries provide a link between saving and investment and between the present and the
future. As a consequence, savers can earn higher returns from their saving and borrowers can
execute their investment plans to earn future profits. Further, financia intermediation crucially
affects the net return to savings and the gross return for investment too. The spread between
these two returns mirrors the banks interest margins, in addition to transaction costs and taxes
borne directly by savers and investors. This suggests that bank interest spreads can be interpreted
as an indicator of the efficiency of the banking system.

Saving equals income minus current expenditure. For business sector, saving include current
earning retained inside business firms after payment of taxes, stockholder’s dividend and other
expenses. Government savings are when there is a surplus of current revenues over current
expenditure. As people in the least developed countries have very low income source, most part
of earning is spent in consumption. Even if some people save, their money remains idle at home.
It is not invested in the productive sector. Hence, the flow of capital is low in the financial
market for the economic development. Banks as an intermediary can influence savers to save and
then deposit their money in bank by providing them attractive interest rate. Interest rate is one of
the important factor which influence people to save and deposit their savings in banks for long
period. “Interest is payment for the use of money”. Therefore, when savers deposit their savings
in bank, the banks pays certain percentage of interest on savings.

As the banks have acquired more deposits, they can lend the funds to the needy businessmen/
entrepreneurs and earn interest-based income by charging certain percentage of interest on loan
so that money can be used in the productive sector. The rate of interest is the price a borrower
must pay to secure loanable fund from alender for an agreed upon the time period.

17



1.2 Thelnterest Rate Strategies of NRB

In the monetary system of al countries, the central bank is an apex institutions of the monetary
system, which seeks to regulate the functioning of the financial institutions of the country. Nepal
Rastra Bank as the central bank under the Nepal Rastra Bank Act 1955 was established in 26™
April, 1956. Its function was to supervise commercial banks and to guide the basic monetary
policy of the nation. Its maor ams were to regulate the issue of paper money; secure
countrywide circulation of Nepalese currency and achieve stability in its exchange rates,
mobilize capital for economic development and for trade and industry growth; develop the
banking system in the country, thereby ensuring the existence of banking facilities, and maintain
the economic interests of the general public. Nepal Rastra Bank also was to oversee foreign
exchange rates and foreign exchange reserves.

Nepal Rastra Bank is an autonomous and corporate body having perpetual succession. It started
its operations with a total number of 23 employees including the Governor and the Chief
Accountant. In the initial years of its operation, Bank had to focus its attention on abolishing the
dual currency system, regulating the circulation of Nepalese currency throughout the kingdom
and maintaining stability of exchange rates of the Nepalese currency. For this purpose, the bank
opened its offices and currency exchange counters in various parts of the country. Currently,
NRB has 7 main offices all over Nepal.

NRB is authorized to determine the interest rate charged and offered by the commercial banks
and financial institutions. There was full discretion to NRB in determining interest rate structure
of banks and financia institutions in the period of 1960 to 1975. The financial system reforms
started after the liberalization of interest rates in 1984 when commercial banks were given
autonomy to fix interest rates over and above the central banks rates by 1.5 percentage points on
saving and 1 percentage point on term deposits. The financial institutions got freedom in fixing
their interest rates in their deposit and loans in 1986. However, there was limitation imposed on
certain sectors of lending such as the rates of maximum of 15 percent on the priority sectors loan
and for the other kinds of loans financial institutions were given freedom to maintain the interest
rate structure. On December 1993, Banks and finance companies were not allowed to have more
than 6 percentage interest rate spread between deposit and lending rates. Commercia banks were
obliged to publish their interest rates and variations were permitted only to the extent of 1
percent on deposit and 2 percent in the lending rates between borrowers for the same purpose.

Interest is both a payment and receipt for the use of money. Interest, therefore, can be considered
from the above two points. If the interest is paid, it can be considered as a ‘cost’. On the other
hand, if interest is received, it can be considered as a ‘return’. Since, money can earn a return
over a period of time; interest rates are often considered as an expression of the time value of
money and are expressed in percentage. All business organizations or individuals are responsive
to interest rate of the banks and financial institutions in one way or another. A variety of interest
rate risk exists in the financia markets. However, in the context of Nepal, interest rate is
regulated by the central bank during the early stage of financial market, development taking the

18



period from 1955 to 1965. But gradually dramatic change had been made in the regulation on the
interest rate by the central bank i.e. Nepal Rastra Bank according to the compatibility of the
banks and financial institutions through liberalization. In the early mid 1980’s Nepal has adopted
liberal economic policy as a result of which many banks and financial institutions came into
existence. Regulation of the financial system aimed at control of the economy rater than foster
safety and soundness of financial system. But the interest rate deregulation, curtaillment or
elimination of directed credits, lifting entry and exit barriers for financial intermediaries,
restructuring of banking system and institution of regulatory and supervisory mechanism are
some of the components which open the door of such liberalization. There was full discretions to
NRB in determining interest rate structure of banks and financia institutions from the period
1960 to 1975 as it was the sole and whole institution authorized to determine the interest rate as
per NRB act (Shrestha & Bhandari,2007:128).

The eraof interest rate liberalization started in November 16, 1984 when NRB granted autonomy
to commercia banks to fix the rates of interest over and above the NRB rates by 1.5 and 1.0
percentage points respectively on saving and term (fixed) deposit. NRB directed commercial
banks to reduce the interest rates by 2 percent points than the normal credit for agricultural and
cottage industries in 18 remote districts. Interest rates policy in Nepa was characterized by an
elaborate system of mandatory deposit and lending rates for commercial banks and other
financial institutions before the deregulatory moves of May 1996. The interest rates were further
liberalized in May 29, 1986 when commercial banks were allowed to fix rates higher than the
minimum deposit rates fixed by the NRB. Commercia banks were also set free to fix lending
rates except certain item in the priority sector. The minimum interest rates were 8.5 percent on
saving deposit and 12.5 percent for one year fixed deposit. The interest rates on fixed deposit
with a maturity period or less than one year were left to the discretion of the banks themselves.
Regarding lending rates, the interest rate was at 15 percent maximum.

On August 22, 1992, NRB issued some directives to commercial banks and other financial
institutions to clearly spell out the interest rate on deposits. NRB also suggested to commercid
banks and other financial institutions to limit the spread of interest rate at 6 percent within Mid-
December 1993. A further instruction to banks and financial institution was issued in 2002 and
now the interest rate spread required to be maintained by commercial banks and financia
institutions has a so been removed.

Table 1.1 shows the trend of interest rate structure in the Nepalese financial markets for the
period of eight decades:

Table 1.1: Phase-wise Development in Interest Rates

1960 | Sole monopoly of NRB to fix interest rate on deposit and loans

1976 | NRB empowered to determine interest rate
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1980 | Process continued for NRB to fix interest rate and banks and financial institution
to follow it.

1986 | Freedom to commercia banks to offer higher interest rates from the minimum
level of interest rate fixed by NRB.

1989 | Interest rate fully deregulated

1992 | Issue directive to commercial banks to spell out interest rate policy encouraging
competition in interest rate.

1993 | Spread not to exceed 6 percent.

1999 | Decrease spread to 5 percent.

2002 | Removal of spread restriction.

Source: Shrestha & Bhandari ,2007:129
1.3  Brief Profile of the Sample Commercial Banksunder Study

Asthere are 25 commercial banks that are operating within the country as on Mid-January 2009,
only 5 commercial banks are taken as sample for the study. Ownership of the bank, size of the
capital and establishment period are taken into consideration while selecting the sample banks.
Among the 5 banks, 2 banks are established and/ or operating with more than 50 percent foreign
partnership and two have only 0-20% foreign share are rest of one bank have nearly 100% public
share. All the banks in the sample are operating for more than last 10 years.

NABIL Bank Ltd.

Nepal Investment Bank Ltd.
Himalayan Bank Ltd.
Everest Bank Ltd.

Bank of Kathmandu

NABIL Bank Limited

NABIL Bank Limited (NABIL) commenced its operation on 12 July, 1984 as the fist Joint
Venture bank of Nepal. Dubai Bank Limited, Dubai (DBL) was the initial foreign joint venture
partner with 50% investment. Later, it was acquired by Emirates Bank International Limited,
Dubai (EBIL).

NABIL Bank Limited had the official name Nepal Arab Bank Limited till 31% December 2001.
NABIL Bank Limited is the pioneer in introducing much innovative banking service in banking
sector of Nepal with 36 branches and countersin all major cities.
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It is the only bank having its presence at Tribhuvan International Airport, only international
airport of this country. Also the number of outlasts in the country is the highest among the joint
venture and private banks operating in Nepal. Success of NABIL is a milestone in the banking
history of Nepa as it paved the way for the establishment of many commercial banks and
financial institutions.

NABIL provides a full range of commercial banking services through its outlets spread across
the nation and reputed correspondent banks across the globe. Moreover NABIL has a good name
in the market for its highly personalized services to customers. So, NABIL bank received as
“Bank of the Year: 2004”.

The share subscription of the NABIL isdivided in 5 parts. NB International Ltd. has taken 50%,
Nepalese Public has taken 30%, Nepa Industrial Development Corporation has taken 6.15%,
Rastriya Beema Samsthan has taken 9.67% and the remaining 0.33% of share is taken by Nepal
stock Exchange.

Nepal Investment Bank Ltd. (NIBL)

NIBL, previously Nepal Indosuez Bank Ltd, was establish in 1986 as a joint venture between
Nepal and French partner (holding 50% of Capital) Credit Agricole Indosuez, a subsidiary of one
of the banking group in the world. With the decision of Credit Agricole Indosuez to divest, a
group of companies comprising of bankers, professionals, industrialists and businessmen, in
April 2002, acquired 50% of holding of Credit Agricole Indosuez in Nepal Indosuez Bank. The
name of bank was changed to Nepal Investment Bank Ltd upon approval of the bank’s Annual
General Meeting, Nepal Rastra Bank and Company Registrar’s Office.

The shareholding structure comprise of:

A group of companies holding 50% of the capital
Rastriya Banijya Bank holding15% of capital
Rastriya Bima Sansthan holding 15% of capital
The general public holding 20% of capital

The mission statement of NIBL is “To be the leading Nepali bank, delivering world class service
through blending of state-of-the-art technologsy and visionary management in partnership with
competent and committed staff, to achieve sound financial health with sustainable value addition
to all our stakeholders. We are committed to do this mission while ensuring the highest level of
ethical standard, professional integrity, corporate governance and regulatory compliance”. NIBL
bank received as “Bank of the Year: 2003”, “Bank of the Year: 2005” and “Bank of the Year:
2008”. The bank has 38 branches operating within the country.

Himalayan Bank Limited (HBL)
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HBL was incorporated in 1992 by the distinguished business personalities of Nepa in
partnership with Employee Provident Fund and Habib Bank Limited, one of the largest
commercia bank of Pakistan. Banks operations were commenced from January 1993. It is the
first commercia bank of Nepal with maximum share holding by Nepalese private sector. Its
authorized capital is Rs. 2,000 million, issued capital is Rs. 1,013.5125 million and paid up
capital is Rs. 1,013.5125 million as on Mid-July 2008. HBL has its share listed on Nepal Stock
Exchange in 5" July 1993. The share participation of the bank is 51% promoter’s shareholders,
20% Habib Bank of Pakistan, 14% Employee Provident Fund and 15% Nepal Public
Shareholders. Besides commercial activities, the bank aso offers industrial and merchant
banking. The bank at present has 10 branches in Kathmandu valley and 18 branches outside the
Kathmandu valley. The bank’s policy is to extend quality and personalized service to its
customers as promptly as possible. The bank, as far as possible, offers tailor made facilities to its
clients, based on the unique needs and requirements, to extend more efficient services to its
customers. Bank has been adopting innovative and the latest banking technology. This has not
only helped the bank to constantly improve its service level but has also kept it prepared for
future adoption of new technology. HBL is committed to be a “BANKING WITH A
DIFFERENCE” which was awarded during 2059 BS as “NATIONAL EXCELLENT AWARD”
by FNCCI. It aso received Nepal's No. 1 Bank Award from the Bankers' Almanac for the year
2003 and 2006 and Best Presented Accounts Award 2008.

Everest Bank Ltd. (EBL)

EBL was established in 1993 A.D. It started its operation from 18™ October 1994 with a view
and objective of extending professional and efficient banking service to various segments of the
society and thereby contributing to the economic development of the country. Under the
technical service agreement signed between two banks, Punjab National Bank (PNB) as itsjoint
venture partner in1997 has been providing top management services and banking expertise to
Everest Bank Ltd. PBN has helped the bank in laying down sound system and procedures. EBL
has been steadily growing in its size and operations ever since its inception and today it has
established itself as leading private sector bank of the nation, reckoned as one of the fastest
growing commercial bank of the country. It has amain policy to grant aloan at possible rate and
through easy procedures, beside many other commercia activities. Bank paid up capital has
increased to 831.4 million (Ordinary shares 491.4 million, 9% Cumulative Non-Redeemable
Preference shares 140 million and 7% Cumulative Convertible Preference Shares 200 million)
against the Authorized Capital of 1000 million (Ordinary shares 650 million, 9% Cumulative
Non-Redeemable Preference shares 150 million and 7% Cumulative Convertible Preference
Shares 200 million) . The local Nepalese promoters hold 50% stake in bank’s equity, while 20%
of the equity contributed by joint venture partner PNB whereas remaining 30% is held by public.
The bank is currently operating with 35 branchesin total.

Bank of Kathmandu (BOK)
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BOK was established in 1993 in collaboration with the Siam Commercial Bank, Thailand under
the Company Act and the major objective is to operate commercia banking activities throughout
the country with the approval of NRB. The SIAM Commercial Bank diluted its holding to the
Nepalese citizens in 1998. Its ownership capital structure is General Public 98.00%, Organized
Institution 2.00%. Since its major shares are owned by general public, it is regarded as the Bank
of Nepalese promoters.

BOK has become a prominent name in the Nepal ese banking sector. This bank has today become
alandmark in the Nepalese banking sector by being among the few commercia banks, which is
entirely managed by Nepalese professionals and owned by the general public. BOK started its
operation in March 1995 with the objective to stimulate the Nepalese economy and take it to
newer heights. BOK also aims to facilitate the nation’s economy and to become more
competitive globally. To achieve these, BOK has been focusing on its set objective right from
the beginning. To highlight its few objectives:

To contribute to the sustainable development of the nation by mobilizing domestic saving
and channeling them to productive areas

To use the latest banking technology to provide better, reliable and efficient serviceat a
reasonable cost

To facilitate trade by making financial transaction easier, faster and more reliable through
relationship with foreign banks and money transfer agencies\

To contribute to the overall social development of Nepal

With the aim of providing banking services at the customer’s fingertips, BOK is starting Internet
Banking and Alert Service very soon. In Internet Banking, BOK provides Customer e-banking
(Core, Retail and Bill payment) as well as corporate e-banking facilities (Trading financing and
web based Cash Management). This bank has 32 branches and its head office is located at
Kamal pokhari, Kathmandu.

14 Statement of the Problem

Capital formulation and its proper utilization are highly essential for economic development of
the country. As the banks and financial institutions have a significant role to play in the
economic development of a country, more emphasis should be placed in enhancing deposits from
savers and lending to those potential investors/ borrowers which require financing from the
banks by providing interest to the depositors and charging interest to the borrowers. Generaly,
when interest provided in deposits is very less, people keep their surplus fund idle. In the same
way when interest charge on lending is very high the possible investors will also be unable to
borrow funds for investment. Mgjority of people are in need of money to invest in productive
sector and more capital is needed even to use modern technology which can be possible only
through the banks. The village money lenders are providing credit on excessively high interest
rate and even collecting deposits in low interest rate. If financial intermediaries like bank and
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financial institution do not play important role in channeling saving to productive sectorsin such
situation it will not be possible for capital to formulate and to compete in the international
market. The genera policy and practices followed by Nepa with respect to interest rate charged
and offered by banks and financial institutions is a subject of great debate, especially in recent
years. When credit becomes more costly and less available, total spending for goods and services
falls, businesses cut back production and reduce their inventories. As a result, unemployment
rises and economic growth slows down. However, interest on deposits must be able to increase
the amount of deposits by encouraging people to save their income and on the other hand,
lending rate of interest must be attractive to the investors so that they will be able to enjoy the
benefit by utilizing borrowed funds. This can be possible only when the fund seeking people will
be able to earn more than what they pay as interest on borrowing funds. But whether the
financial system of Nepal is able to attain such situations or not is a matter of concern for us. The
problems of this study are as follow:

1. What is the impact of liquidity position (demand or supply) of organization in interest
rate charged and offered by commercial banks?

2. What are the various methods that commercia banks in Nepal use to calculate the interest
rate they charged to borrowers?

3. What are the other mgjor qualitative factors that shape the interest rate in commercial
banking sectors?

15  Objectivesof the Study

The primary objective of this study is to identify the structure of the interest rate of commercial
banks and its impact on deposit and lending. And in order to achieve primary objective, the sub
objectives are highlighted as below:-

To highlight the interest rate structure on deposits and lending of Nepalese commercia
banks

To study and analyze the relationship of interest rate on the volume of deposits of
commercia banks

To study and analyze the relationship of interest rate structure on the volume of lending
of commercial banks

To study and anayze the relationship between interest rate of loans and interest rate of
deposit of commercial banks

To provide suggestions on the basis of finding of the study

1.6 Theoretical Framework

In the financia literature, interest rate decision is one of the major factors. It affects lending and
borrowing of individual as well as firm. Interest is the amount paid by a borrower to a lender
above the amount (the principal) that has been borrowed. Similarly, in the flows of fund,
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investors’ attitude is affected by interest rate structures. In financial term, higher interest rate
attracts deposit from customer which increases investment opportunity. Banks or financial
ingtitutions collect deposit from individual and lend that deposit to investor with higher interest
rate as compared to interest rate provided to depositors. Therefore, the interest rate between risk
and return has positive relationship i.e. higher risk equal to higher return and vice versa.

1.7  Significance of the Study

This study will try to help analyze the interest rate structure of commercia banks in Nepal and
try to develop some ideas to know whether it influences deposits and lending. This being an
important aspect for the economic development of the country has not much been emphasized
that means very few number of research work has been found in this topic. Hence, it is hoped
that the finding of the study to some extent will help the policy makers to make strong policy
regarding interest rate charged on deposits and lending in Nepalese context. Similarly, it can be
fruitful resource for teachers, students, researchers and academicians in abstracting some useful
information about interest rate, deposits and lending.

1.8 Research Hypothesis

Testing of hypothesis is one of the vital aspects of the decision making theory. It consists of
decision rules required for drawing probabilistic inferences about the population parameters. “A
hypothesis is a conjectural statement of the relation between two or more variables. Hypotheses
are always in declarative sentences form and they relate either generally or specifically, variables
to variables”. By testing the hypothesis, we can find out whether it deserves the acceptance or
rejection of the hypothesis. Generally, two complementary hypotheses are set up at one time. If
one of the hypotheses is accepted then other is rgjected and vice versa. The null hypothesis is
called the hypothesis of difference.

Is there any significant correlation between interest rate and deposits of commercia
banks?

Null Hypothesis, Ho: p=0 i.e. interest rate provided on deposits and the volume of deposit
of commercia banks are not correlated

Alternative Hypothesis, Hy: p£0 i.e. interest rate provided on deposit and deposit amount
of commercial banks are correlated

Is there any significant correlation between interest rate and lending of commercial
banks?

Null Hypothesis, Ho: p=0 i.e. interest rate charged on lending and lending amount of
commercia banks are not correlated

Alternative Hypothesis, Hi: p#0 i.e. interest rate charged on lending and lending amount
of commercial banks are correl ated

Is there any significant correlation between interest rate of deposit and lending of
commercia banks?
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1.9

Null Hypothesis, Ho: p=0 i.e. interest rate provided on deposit and charged on lending of
commercia banks are not correlated

Alternative Hypothesis, Hi: pz0 i.e. interest rate provided on deposit and charged on
lending of commercia banks are correlated.

Limitations of the Study

The study is limited by the following steps:

1.

Reliability of study depends upon the reliability of published and the genuineness of the
respondents.

As the samples have been drawn at random for convenience there may exist some
sampling errors and the sample size may not be sufficient to generalize the finding.

This study coversonly 5 fiscal years.

The samples are taken only from commercial banks; other financial intermediaries are not
included in the study.

The deposit amount and lending amount of the commercial banks are influenced by
several factors. However, this study mainly focuses on the interest rate.

1.10 Plan of the study

This study is divided in 5 chapters. Prior to the body of the thesis several pages of preliminary
materials such as title page, approval sheet, viva sheet, acknowledgments, table of contents, list
of figure, list of table, abbreviation used etc have been presented.

Chapter |: Introduction

The first chapter consists on introduction of the study, background of the study, statement of the
problems, significance of the study, objectives of the study, limitation of the study.

Chapter |1: Review of Literature

This chapter includes review of the literature, which was obtained during the review of books,
articles, journals, reports and other relevant materials.

Chapter 111: Research Methodology

This chapter deals on research design, population and sample size, source of data, data collection
and processing techniques and analysis of tools.

Chapter 1V: Presentation and Analysis of Data

This chapter attempts to analyze and evaluated data with the help of analytical tools and interpret
all the result into the unit of empirical findings and resullts.

Chapter V: Summary, Conclusion and Recommendations
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This chapter covers on the results and findings and recommend some suggestions.

CHAPTER |1
REVIEW OF LITERATURE

21 | ntroduction

In this chapter, attempts have been made to review the literature related to interest rate structure
and its impact on lending and deposit of commercia banks in Nepal. Both the theoretical aspect
as well as findings of the previous studies has been included here so as to identify the broaded
aspects of interest rates structure and its impact on lending and deposit of commercia banks in
Nepal. This chapter is going to show the problems posed by different researchers and writers and
the solutions and strategies they exerted. The main motto of this chapter is to show how far and
how much our present study is associated with different past researches. So, different journals,
articles, books and research works were reviewed.

2.2  Conceptsand Meaning of Interest Rates

A rate which is charged or paid for the use of money is known as interest rate. Interest is the
amount paid by a borrower to a lender above the amount (the principal) that has been borrowed.
An interest rate is often expressed as an annua percentage of the principal. It is calculated by
dividing the amount of interest by the amount of principal. Conceptualy, interest is both a
payment and receipt for the use of money. Interest, therefore, can be considered from the above
two point. If interest is paid, it can be considered as a ‘cost’. One the other hand, if interest is
received, it can be considered as a ‘return’. Since, money can return over a period of time,
interest rates are often considered as an expression of the time value of money. It is the price of
credit but unlike other price in the economy, the rate of interest isreally aratio of two quantities-
the money cost of borrowing divided by the amount of money actually borrowed, usually
expressed on an annua percentage basis. For example, if a lender (such as a bank) charges a
customer Rs90 in a year on aloan of Rs1000, then the interest rate would be 90/1000 *100% =
9%.

The neo-classical economist however defined the interest as the price for the use of
loanable funds. But the modern economist, in their effort to avoid these divergent and
controversial views about the nature of interest, have explained it in terms of
productivity, saving, liquidity preference and money. In other words, interest is the
rewards for the pure yield of capital of saving for forgoing of liquidity and surplus of
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2.3

money. The rate of interest, according to Keynes, is a purely monetary phenomenon and
in his theory, he has presented “a proposition that the rate of interest influences the level
of economic activity by first influencing the rate of real investment in the economy”.
According to him, the real investment isin fixed capital or durable machines. Schulz has
also expressed his view that, “An important aspect of interest rate policy is the setting of
an appropriate margin between the lending and deposit rate. If the margin is too high,
bank will make excessive profits and this leads to waste of save resources. If it istoo low,
it will discourage intermediation and devitalize financial institutions. At the same time,
the demand for credit goes on increasing being affected by the cheap loan rates. Hence, it
can be concluded that changes in interest rate structure produce either positive or
negative impact upon the growth of a developing economy such as ours” (Rose,
2003:113).

Interest rate is one of the crucial indicators of financial as well as economic system of the
country. Interest rates send price signals to borrowers, lenders, savers and investors. For
example, higher interest rate generally brings forth a greater volume of saving and
stimulates the lending of funds. Lower rate of interest, on the other hand tends to dampen
the flow of saving and reduce lending activity. Higher interest rate tends to reduce the
volume of borrowing and capital investment and lower interest rates stimulate borrowing
and investment spending.

Functions of theinterest ratein the Economy

The interest rate performs various important functions in the economy. Some of them are as
follows:-

24

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 isasignificant 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 the 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, 2003:113).

Theories of interest
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Various interest rate theories have been propounded by various economists, which describe how
interest rate is determined in various situations. Some well known theories of interest rates are as
follows:-

24.1 Classical theory of interest rates

One of the oldest theories concerning the determinants of the pure or risk free interest rate is the
classica theory of interest rates, developed during the eighteenth and nineteenth century by a
number of British economists and elaborated by Irving Fisher in 1930. The classical theory
argues that the rate of interest is determined by two forces. (1) the supply of savings, derived
mainly from the households and (2) the demand for investments capital, coming mainly from the
business sectors (Rose, 1997:193).

Savings by Households

Generaly, most of the savings in modern industrialized economics is carried out by individuals
and families. For these households, saving is simply abstinence from consumption spending.
Current saving therefore is 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. Generally, the volume of
household saving rises with income. Higher income families and individuals tend to save more
and consume less relative to their total income than families with lower incomes.

Although income levels probably dominate saving decisions, interest rates also play an important
role. Interest rates affect an individual’s choice between current consumption and saving for
future consumption. The classical theory of interest assumes that individuas 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 saved
in the current period at a high rate of return, future consumption would be increased.

The classical theory considers the payment of interest a reward for waiting the postponement of
current consumption in favor of greater future consumption. Higher interest rates increase the
attractiveness of saving relative to consumption spending, encouraging more individuals to
substitute current saving for some quantity of current consumption. This so called Substitution
Effect calls for positive relationship between interest rates and the volume of savings. Higher
interest rates bring forth a greater volume of current savings. For example, if the rate of interest
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in the financial markets rises from 5 to 10 percent, the volume of current saving by householdsis
assumed to increase from 100 million to 200 million.

Saving by Business Firms

Not only households but also business saves. Most businesses hold savings balances in the form
of retained earnings (as reflected in their equity or net worth accounts). In fact, the increase in
retained earnings reported by businesses each year is a key measure of the volume of current
business savings which supplies most of the money for annual investment spending by business
firms.

The volume of business saving depends on two key factors: the level of business profits and the
dividend policies of corporations. These two factors are summarized in the retention ratio, the
ratio of retained earnings to net income after taxes. Thisratio indicates the proportion of business
profits retained in the business for investment purposes rather than paid out as dividends to the
owners.

The critical element in 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 heavily on earning
retained in the firm and less heavily on the money and capital markets for funds. The result is a
reduction in the demand for credit and a tendency toward lower interest rates. On the other hand,
when profits fall but firms do not cut back on their investment plans, they are forced 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 rates also play arolein
the decision of what proportion of current operating cost and long-term investment expenditures
should be financed internally and what proportion externally. Higher interest rates in the money
and capital markets typically encourage firms to use internally generated funds more heavily in
financing projects. Conversaly, lower interest rates encourage greater use of external funds from
the money and capital markets.

Saving by Gover nment

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

Thetotal supply of fundsis sum of above three elements as SS on figure no. 2.1
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Rate of interest S

(Percentage per annum)

Volume of current savings
Fig:-2.1 The Substitution effect relating Savings and Interest rates.
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 these
purposes consist of what economists call replacement investment. But according to the classical
economists, interest rate and investing fund have inverse relationship (Rose, 1997:195).

At low rate of interest more investment project becomes economically viable. 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 as figure no. 2.
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Rate of interest

(Percentage per annum)

0
Volume of investment spending
Fig:-2.2 The Investment Demand Schedule
The Equilibrium Rate of Interest in the Classical Theory of Interest

According to the classical economists, the interest rate in the financial market and determined by
the interplay of the supply of saving and demands for investment. Specifically, the equilibrium of
interest is determined at the point where the quantity of saving supplied to the market is exactly
equal to quantity of funds demanded for investment. As shown in the figure below this occurs at
point E, where the equilibrium rate of interest is |E and the equilibrium quantity of capital funds
traded in the financial marketsis QE.

Rate of Interest | Demand for Investment

'4

(Percent per annum) <+—VYolume of saving

IE

QE
Volume of Saving and Investment

Fig:-2.3 The Equilibrium Rate of Interest in the Classical Theory
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The market rate of interest moves toward its equilibrium level. However, supply and demand
forces change so fast that the interest rate rarely has an opportunity to settle in at a specific
equilibrium level. At any given time, the rate is probably above or below its true equilibrium
level but moving towards that equilibrium. If the market rate is temporarily above equilibrium,
the volume of savings exceeds the demand for investment capital creating an excess supply of
savings. Savers will offer their fund at lower and lower rates until the market interest rate
approaches to equilibrium. Similarly, if the market rate is temporarily below equilibrium,
investment demand exceeds the quantity of saving available. Business firm will bid up interest
rate until it approaches the level at which the quantity saved equals to quantity of funds
demanded for investment purpose.

2.4.2 The Loanable Funds Theory of Interest

Developed by Swedish economist Knut Wicksell (1851-1926), the loanable funds theory of
interest states that interest rates are determined by the supply and demand of loanable funds in
the capital markets. 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 financia factors that influence interest rate
(i.e. borrowing and lending). In addition, loanable funds theory of the rate of interest suggests
that investments and savings determine the long-term level of interest rates, whereas short-term
rates are determined by financial and monetary conditions in the economy. The loanable fund
theory is a short-run, partial equilibrium explanation in which some factors produce a change in
the interest rate and on the level of employment, income and production of the resulting impact.
Rather, the loanable funds theory focuses on the factors that underlay the supply and demand
schedules for loanable funds and on their interaction (Cooper & Fraser, 1983:160).

Supply of L oanable funds

The maor sources of supply of loanable funds are from two sources. (1) The amount of saving
by households business, governments and (2) The amount of new money created by the
commercia banking system.

Domestic 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. Individua or households 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
quantity of saving for some individuas. In general case, the quantity of saving supplied by
individualsis principally determined by the level of income and it isinfluenced to alesser degree
by the level of interest rates.
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Business saving refers to the net income after taxes of the firm, less any cash dividends i.e.
retained earnings. Thereis alittle reason to believe that the volume of saving at business firm is
strongly influenced by the level of interest rates.

For governments, the volume of saving is defined as the difference between revenues and
expenditures such that saving exist which revenues exceed expenditures such that saving exists
when revenues exceed expenditures (a budget surplus).

To summarize, saving (the postponement of current consumption) may be done by households,
business and governments. The volume of saving of each of these unitsis influenced by avariety
of factors of which the interest rate is one. As a result, we might expect that the relationship
between the interest rate and the volume of saving. For example, at interest rates of ‘r’, the
volume of saving would be Q. The responsiveness of saving to change in interest rates is quite
small.

Rate of Interest S

(Percent per annum) r

r

0 Q Q
Volume of Saving
Fig:-2.4 The Interest Rate and Volume of Saving

New Money- Although the volume of saving isthe principal source of loanable fundsin financia
markets, the supply of loanable fund 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 deposit) through the credit creation process. However, the ability of commercial
banks to create money is limited by the central bank through the use of its monetary policy tools
like open-market operations, reserve requirement change and discount rate changes.

There is little evidence that either the centra bank or commercia banks are substantially
influenced in the money creation process by the level of interest rates. The principal factor that
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determines the volume of new money created by the banking system is the amount of reserves
and the principal factors that determine the amount of reserve is central bank monetary policy.
Neither of these factors could be directly influenced by the level of interest rates. We may
therefore, draw the relationship between the amount of new money created and interest rate as
shown in figure 2.5. The volume of new money supplied is Q and at the higher interest rate r’,
the amount of new money created is the same Q. essentialy, change in the money supply are
determined by factors other than the interest rate.

Rate of Interest

(Percentage per'annum) r’

r

0 Q
Amount of new money
Fig:-2.5 The Supply of Loanable Funds
Total Supply for Loanable Fund

In summary, the total 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 either by an
increase in the desire to save by business, households and governments or by the creation of
more new money by commercial banking system. Conversely, the supply of Volume of saving of
loanable fund may fall because of areduction in the desire to save.

ST
Rate of Interest

(Percentage per annum)
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Volume of Loanable Funds Supplied
Fig:-2.6 Total Supply of Loanable Funds
The Demand for L oanable Fund

The demand for loanable fund is composed of the demand by household, business and
governments.

Consumer (Household) Demand- Domestic consumers demand loanable funds to purchase a
wide variety of goods and service on credit. Recently research indicates that consumers are not
particularly responsive to the non price terms of aloan such as the down payment, maturity and
size of installment payments. This implies that consumer demand for credit is relatively inelastic
with respect to the rate of interest. Certainly arise 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 rate 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 generaly 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, 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 rate of interest, many investment
projects look profitable with their expected returns exceeding the cost of funds. Therefore, the
guantity of loanable funds demanded by the business sector increases as the rate of interest falls.
The total demand for loanable fund is shown in the following figure 2.7 where DT is total
demand.

Government Demand-Government demand for loanable funds is a growing factor in the
financial market 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
dlightly interest elastic because many local governments are limited in their borrowing activities
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by legal interest rate ceilings. When open market rates rises above these ceiling, 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.

DT
Rate of Interest

(Percentage of annum)

Total Demand for Loanable Fund
Fig. 2.7 Total Demand for Loanable Fund
The Equilibrium Rate of Interest in the L oanable Funds Theory

The two forces of supply and demand for loanable funds determine not only the volume of
lending and borrowing in the economy but aso the rate of interest. The interest rate tends
towards the equilibrium point at which the supply of loanable funds equals the demand for
loanable funds. If the interest rate is temporarily above equilibrium, the quantity of loanable
funds supplied by domestic savers and foreign lenders, by banking system, and from the
dishoarding of money exceeds the total demand for loanable funds and the rate of interest will be
bid down. On the other hand, if the interest rate is temporarily below equilibrium, loanable funds
demand will exceed the supply. The interest rate will be bid up by borrowers until it settles at
equilibrium once again.

Rate of Interest Die Sk

(Percentage per annum)




QE
Volume of Loanable Funds
Fig.2.8 Equilibrium Rate of Interest in Loanable Funds Theory
24.3 ThelLiquidity Preference Theory of Interest Rate

The loanable funds approach to interest rate determination focuses on supply and demand for
loanable fund. The liquidity preference theory is an aternative approach which focuses on the
liquidity preference instead of the supply and the demand for money. It is assumed that
individuals inherently prefer money among all financial assets since money can be used to make
payments and provide perfect liquidity. Wealth holders are persuaded to hold financial assets
other than money only because these non-money assets are money less the demand for money
holdings and greater the income, greater the demand for other financial assets and vice versa
(Rose, 1997:209). The demand schedule for money can thus be depicted as a function of the rate
of interest as shown in figure 2.9.

Rate of Interest
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Fig.2.9 The demand for money (Mp) as afunction of the rate of interest
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Thus, the greater the income, the greater will be the quantity of money demanded at a given rate
of interest and vice versa. The relationship is depicted in fig 2.10 where MpY31, MpY2, MpY3
represent the demand for money at the successively higher income level Y3, Yo, Y3. Thus for a
given income level, say Y, and a given money supply the rate of interest (rg) is viewed as
determined by the supply-demand equilibrium depicted in fig 2.11 where MS is the supply of
money. The equilibrium interest rate re is obtained by action of individuals seeking to maintain
desired levels of cash balances. Since the amount of desired money holding is a function of the
rate of interest, there is only one rate of interest at which the demand for money balance is the
same as the amount of the money supply. At arate of interest higher than rg, say ry infig 2.11
individual in the aggregate will be holding more money (Ms) then they desire Mpy at that rate of
interest (the total supply of money must be held by the public). To rid them of “excess” cash,
individual purchase interest bearing financial assets, driving their prices up and their interest rate
down. This occurs until the rate of interest fallsto rg at which Mpe=Msg

The outcome of course isthat public still holds in the aggregate, the same amount of money but
at the lower rate of interest, thisis now the desired amount. On the other hand, if the interest rate
islower than re say r_ infig 2.11 the public will be holding smaller money balance (Ms) that they
desire (Mp,) at that rate of interest. As a result, in order to obtain more cash in this situation,
individual sell interest bearing securities, the aggregate effect of which is lower security prices
and higher interest rates. The interest rate will thus rise to rg at which point desired cash holdings
equal s the supply of cash.

A principal aspect of the liquidity preference model is that changes in the money affect the rate
of interest. In the liquidity preference framework, with income and the price level assumed to be
constant, an increase in the money supply will lower re the equilibrium rate of interest (fig 2.12)
and decrease in the money supply will rise re (fig 2.13).
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In summary, when the money supply is MS;, the rate of interest is r;. As the money supply
expands to MS; and M S;, the rate of interest falls to r, and r3 respectively. The process by which
interest rates fall as M3 expands can again be interpreted in terms of public preference for money
holding relative to other financial assets such as interest bearing securities. For example, asin fig
2.14, when the money supply expands from MS; and MS,, individua find themselves holding
larger cash balance than they desire at interest rate ri. As they seek to reduce money holding by
purchase of security, security price rise and interest rate fal until a new equilibrium is
established at interest rate r, where Mp=Ms.

MS; MS, MS;

r

I

Quantity of money

Fig 2.14 Money Supply and Interest Rate
2.4.4 The Rational Expectation Theory

Expectation theory, also termed expectation, is one of the most common economic theories of
term structure. It comes in severa variations, the most widely known being the unbiased
expectation theory. This theory is new for the financial markets and institutions. It builds on a
growing body of research evidence that “the money and capital markets are highly efficient
ingtitutions on digesting new information affecting rates and security prices”. This expectation
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theory assumes that equilibrium interest rate depends upon the change in the expectation of the
investors regarding future security prices and return. The decision of the investor towards the
borrowing and lending funds come from al available new information. When new information
appears about investment, saving or the money supply, investors begin immediately to translate
that new information into decision to borrow and lend funds. So, rapid is the process of the
market digesting new information that security prices and interest rate will be equal to current
period interest rate. In other words, the knowledge of past interest rate will not be reliable
forecast of future interest rate. In a perfect efficient market, it is impossible to win excess return
continuously by trading on publicly available information (Rose, 1997:211).

The important assumption and conclusion of the rational expectation theory are (1) the price of
securities and interest rates should reflect al available information and the market uses al this
information to establish a probability distribution of expected future prices and interest rates (2)
change in rates and security prices are correlated only with unanticipated information (3) the
correlation between rates of return in successive time periods is zero (4) expectation concerning
future security prices and interest rates are formed rationally and efficiently.

If the money and capital market are highly efficient in the way we have described, this implies
that interest rates will always be at or very near their equilibrium levels. Any deviation from
equilibrium rate dictated by demand and supply force will almost instantly eliminate security
trader who hope to consistently earn windfall profits from correctly guessing whether interest
rate are “too high” (and therefore will probably rise) are unlikely to be successful in the long run.
Interest rates fluctuations around equilibrium are likely to be random and monetary. If market
participants were expecting increased demand for credit (with supply unchanged), an unexpected
announcement of reduced credit demand implies lower interest rates in the future. Similarly, a
market expectation of less credit demand in the future (with supply unchanged) when confronted
with an unexpected announcement of higher credit demand, implies that interest rate will rise.

We can illustrate the foregoing points about that rational expectation theory of interest by
modifying the loanable funds theory of interest so that its demand and supply schedules reflect
not just actual demand and supply but also the expected demand for and supply of loanable funds
that will prevail in the next future time period. The supply of loanable funds is assumed to be the
same in both time period (So=S¥).

Now imagine that during the current period, the government makes an unexpected
announcement of its increased need to borrow more money in future period ‘F’ but as viewed by
borrowers and lenders today in time period “‘O’. In this case, the equilibrium interest rate in the
current period will not be “lo’, but rather “le’, where the expected demand curve ‘De’ intersects
the actual supply curve ‘So’. The equilibrium quantity of loanable funds traded in the current
period then will be ‘Ce’ not “‘Co’. This is because, according to the rational expectation theory,
borrowers and lenders will act as rational agents, using all the information they posses (including
expected events) to price financial assets today. When the future period arrives, the equilibrium
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interest rate will rise to rate ‘If’ then quantity of loanable funds traded will be ‘Df’. The
equilibrium rate move upward because the demand for loanable fund in period “f’ is more than
expected future loanable funds demanded as seen by market participants in period ‘0’. Suppose,
on the other hand, the actual loanable funds demanded in period ‘F’ increases upward and
beyond ‘Do’ but by a smaller amount than was anticipated by investors in the market in period
‘0’.

Ds S
De

Co Ce G
Fig. 2.15 Equilibrium interest rates under rational expectation theory

Demand schedule ‘Ds” would then fall somewhere between ‘D, and ‘D¢’. The equilibrium
interest (with supply curve unchanged) would be lower than i.e. laying somewhere between ‘I’
and ‘I .

25 Changesin Interest Rateand Its Effect on Value of an Asset:

The price of security and the rate of interest are inversely related. A rise in the interest rate
implies a decline in price; conversely, a fall in interest rate is associated with a rise in the
security’s price.

The investing funds in financial assets can be viewed from two different perspectives, the
borrowing and lending of money or the buying and selling of securities. Similarly, the
equilibrium rate of interest from the lending of funds can be determined by the interaction of the
supply of loanable funds. Demanders of loanable fund (borrowers) supply securities in the
financial marketplace and suppliers of loanable funds (Ienders) demand securities for investment.
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Therefore, the equilibrium rate of return of yield on a security and the equilibrium price of that
security are determined at one and the same instant and are ssimply different aspects of the same
phenomenon, the borrowing and lending of loanable funds.

This can be illustrated with the help of figure no 2.16 and 2.17 which show the demand and
supply curves for both the rate of interest and the price of securities. The supply of loanable
funds curve (representing lending) in the interest rate diagram 2.16 is analogous to the demand
for securities curve (also representing lending) in the price of securities diagram 2.17. Similarly,
the demand for loanable funds curve (representing borrowing) in the interest rate diagram is
analogous to the supply of securities curve (also representing borrowing) in the price of
securities diagram.

Rate of interest
Supply of loanable fund Demand for securities
(Saving) (Lending)
Supply
IE ’\Demand of fund PE of securities
orrowing)
LF SE
Fig.2.16 Interest rate determination Fig.2.17 Security price determination

We note in fig 2.17, the borrowers are assumed to issue a larger volume of securities at a higher
price and that lenders will demand more securities at alower price. In fig 2.16, on the other hand,
borrowers demand a smaller quantity of loanable funds at a higher interest rate, while the lenders
supply fewer loanable funds at a lower interest rate. The equilibrium interest rate in fig 2.16 is
determined at a point IE where the demand for loanable funds equals the supply of loanable
funds. Similarly, in fig 2.17, the equilibrium price for securities lies at point PE where the
demand for and supply of securities are equal. Only at the equilibrium interest rate and
equilibrium security price will both borrowers and lenders be content with the volume of lending
and borrowing taking place in the financial system.

2.6  FactorsAffecting the Differencein Interest Rates
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Although it is assumed that deposit increase as interest increases but interest rate is affected by
numerous factors. In real world, different financial institutions quote different interest rate. It
means that the same type of instrument carries different interest rate at the same time, so thereis
presence of interest spread (Kohn, 1993:169). For this, there are various factors affecting the
difference in interest rate:-

Credit or Default Risk
Liquidity Risk
Marketability Risk

Call or Prepayment Risk
Servicing Costs
Exchange Rate Risk
Taxability

Credit or Default Risk- The credit risk is the most commonly associated risk. It determines the
different amount individuals or firms pay based on their credit worthiness. Different parties will
be offered different rates on debt obligations (such as loans). The measure of credit worthiness of
an individua is called a credit rating or credit score. Other entities (such as governments and
companies) will acquire a bond rating if they are active in bond markets. Credit risk requires
making estimates of the possibility of loss due to this reason. This probability is then converted
into an interest rate premium, the credit or default risk premium and added to the saver’s
required nomina yield. The credit spread between an instrument and its risk free equivalent is
called the risk premium.

Liquidity Risk- A desirable quality of assets that are to be part of a precautionary reserve is
liquidity. An asset isliquid if it can be turned into cash quickly without loss. But the risk that the
lender might not be able to get cash on short notice is called the liquidity risk. The difference in
interest rate due to liquidity risk is called liquidity spread. Instruments such as bonds have an
active secondary market. The saving bond will obviously offer a higher return. Other instruments
such as savings deposits are easily transferable to cash.

Another interesting phenomenon observed from liquidity spread is that on-the-run securities
(primary market) have lower interest rates compare to the off-the —run securities (secondary
market). Thisimpliesthat thereis a higher demand for on-the-run securities.

Marketability risk- Marketability is the capacity of being sold quickly at low transaction cost.
Marketability risk deals with the degree of difficulty in being able to convert a financial into cash
at its most recent transaction price or very close to it. Savers who purchase poorly marketable
investments expect to be compensated for the lack of marketability. This represents an additiona
interest spread and is referred to as the marketability risk premium.
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Call or Prepayment risk- Some financial claims offer the borrower the right to repay the
principal debt prior to maturity. On financial claims like bond, these provisions are referred to as
call provision and on some financia claims such as home mortgage and installment auto loan,
they are caled prepayment provisions. These provisions are options. The borrower has the
option to call or repay the debt before the maturity date. The investor in such callable financial
claim must accept repayment risk. The repayment risk is that if interest rates fall, the borrower
will call the bond or prepay the mortgage. The investor receiving cash cannot reinvest it a an
interest rate as high as risk. The compensation that investors demand to accept this risk is an
additional interest spread offered as the call premium.

Servicing Cost- Some financial claims are difficult to service. This means that the process of
collecting interest and principal payment providing accurate records or monitoring the ongoing
credit position of the borrowing involves considerable operating costs. This cost is included in
the interest rate charged and isreferred to as the servicing cost.

Exchange Rate Risk- As our financial market has become more global, there has been a
significant growth in the borrowing and investment in foreign currency denominated financial
clams. A U.S. company establishing manufacturing facility in Nepal might be inclined to issue
shares and or bonds denominated in Nepal ese rupees rather than U.S. dollars. Investors also have
available to them many investments involving exchange rate risk. This risk refers to the
potentiality that the rate of exchange between the domestic currency and foreign denominated
currency will change as a result of any factors. The primary risk for the borrower is the
devaluation of the domestic currency. This results in an unexpected cost on the international
loans, since the loan would have to be repaid in the foreign currency that has risen in value
relative to the domestic currency. This potential change in currency values must be reflected in
computing the cost of borrowing.

Taxability- The final factor influencing the change in interest rate is taxability. Financial claim
income is typically subject to taxation. Since the value of the financia claim is based on it’s
anticipate cash flow, taxation acts to reduce those cash flows. Not al incomes are taxable
equally. Thus, higher the tax, lower will be the cash flow and higher the interest rate and vice
versa

2.7  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
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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
entire amount of borrowing in cash but quite often s/he retains the amount with the bank as
deposit (Bhandari, 2003:73).

2.8  Typesof Deposit

In practice, there are mainly three type of deposit in banks. They are:-

Current deposit

A current deposit is a running account in the banking heritage offering various flexible payment
methods to alow customers to distribute money directly to others. Most current accounts have a
cheque book; offer the facility to arrange standing orders, direct debits and payment via a debit
card. Current accounts may aso allow borrowing via overdraft facility. These accounts are also
called demand deposit or demand liabilities since a deposits account held at a bank or other
financial institution is the funds deposited in which are payable on demand. The primary purpose
of demand accounts is to facilitate cashless payments by means of check, bank draft, direct debit,
electronic fund transfer, etc. These accounts are generally opened by business houses, corporate
bodies, public institutions and other organizations whose banking transactions are numerous and
frequent so that the amount is being paid into and drawn out of the account continuously. As
these deposit are payable on demand, banker is obliged to keep larger cash reserves than are
needed in the case of fixed and saving deposits. These types of account are just a facility offered
by the bank to its customers. So, such deposit doesn’t yield an interest return.

Saving Deposit

According to Commercial Bank Act 2031 saving account means “An account of amount
deposited in a bank for saving purposes.” Saving deposit are accounts maintained by commercial
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bank, savings and loan associations, credit unions, and mutual savings banks that pay interest but
can not be used directly as money (by, for example, writing a check). Saving accounts are
maintained by a customer with a depository institution for the purpose of accumulating funds
over a period of time. Funds deposited in a savings account may be withdrawn only by the
account owner or a duly authorized agent, or on the owner’s nontransferable order. The bank
fixes the minimum and maximum amount to be withdrawn through a cheque from the deposit.
The account may be owned by one or more persons. Some accounts require funds to be kept on
deposit for a minimum length of time, while other permits unlimited access to funds. Funds can
be deposited or withdrawn at will, and most savings accounts pay interest from day of deposit to
day of withdrawal. The account holding financial institution may require up to seven day’s
notice before approving withdrawals; most, however, have waved thisright.

Fixed Deposit

A fixed deposit is a money deposit at a bank that cannot be withdrawn for a certain “term” or
period of time. When the term is over it can be withdrawn or it can be held for another term.
Generaly speaking, the longer term the better the yield on the money. A deposit of fundsin a
savings institution under an agreement stipulating that (a) the funds must be kept on deposit for a
stated period of time, or (b) the institution may require a minimum period of notification before a
withdrawal is made. They are different from saving account in that the fixed deposit has a
specific, fixed term-often three months, six months, or one to five years and, usually a fixed
interest rate. It is intended that the fixed deposit be held until maturity, at which time the money
may be withdrawn together with the accrued interest. Usualy, the person or institution who
wants to gain more interest opens such type of account. In exchange for keeping the money on
deposit for the agreed-on term, institutions usualy grant higher interest rate than they do on
accounts from which money may be withdrawn on saving account.

2.9 Importance of Deposit

The income of an individual is divided into consumption and saving. Deposit arises from saving.
S/he deposits 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. Thereis a
direct relationship between deposit of banks and the 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 financia intermediariesis|arger in present context.
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2.10 Concept of Lending (Credit)

The word ‘credit” means ‘trusting’. In credit transaction, the lender (or banks) must have
confidence in the borrower that s/he will be able to repay the money. In credit transactions, the
creditor turns over to the debtor to repay an equivalent amount usually money in future plus an
added sum called interest. In other words, the commercial bank earns profit by lending the
amount in terms of loan or credit and in return it gets interests. Banks loan are classified as (a)
Loan advances (b) Overdraft (c) Cash credit (d) Discounting of bills and so on. But besides this,
the other forms of credit are: Bills Exchange, Cheques, Drafts, Promissory Note, Travelers’
Cheque, Treasury Bills (T-Bills), Letter of Credit (LC), Book Credit etc. (Shrestha & Bhandari,
2004:255).

If credit is made to the government the credit is known as public credit and if credit is transacted
by the private for his own purposes the credit becomes private. There are certain distinctions
between public and private credit. Bank is the major sources of credit to both private and public
debtors. Sometimes banks also take credit. There is another type of credit known as investment
credit and commercial credit which can be divided according to the purposes of using credit. The
former refers to the credit which is used for investment and the latter for trade purposes.
Similarly, another classification is consumer’s credit and producer’s credit. The latter type of
credit is the advances made to individuals firms, companies and governments, which are used to
facilitate the production of goods and services.

211 FactorsAffecting the Volume of Credit
The volume of credit within a country depends upon different factors which are as follows: -

Credit Rate- If the bank credit rate is very high, the volume of credit expansion is less and vice
versa. It means that volume of credit and interest rate of credit has inverse relation. People invest
very little 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.

I nvestment Opportunity- If the investment opportunity within the country is high, the volume of
credit becomes high. The basic thing for investment stimulation is easy and cheap credit etc.
more investment opportunity will be available when the interest rate is low.

Pace of Financial Development- If there are enough banking facilities to provide loans in easy
terms, the volume of credit may be high. It is due to the lack of cheap money lenders that rural
people are deprived from cheaper loan. If the banking facilities within the nation are expanded,
the volume of credit rises.

Basic infrastructure-Like transportation, marketability, availability of raw materials also plays
an important role in raising volume of credit in the country.

48



Political Condition- Political condition, especially political instability, is aso one of the maor
causes of low volume of credit. In such a case none would like to risk his capital in new
ventures. The present condition of the country is the glaring example of this.

In addition to aforementioned point, other factors like trade condition, currency condition are
also the factors affecting the volume of credit.

2.12 Term structureof Interest Rate

The relationship between the rates of return on financial instruments and their maturity is called
the term structure of interest rate (Rose, 1997:250). This term structure may be presented
visualy by drawing a yield curve for all securities having the same credit quality. The yield
curve considers only the relationship between the maturity and term of aloan or security and its
yield curve for securities bearing different degree of credit risk subject to different tax laws
because both risks and tax laws affect relative yields along with maturity.

2.12.1 Pure Expectation Theory

According to the pure expectation theory, the term structure of interest rates is determined solely
by expectations of future interest rates to understand how interest rate expectations may
influence the yield curve, assuming that the annualized yields of short term and long term
securitiesare similar; i.e., theyield curveisflat (Madhura, 2001:51).

Expectations theory was first developed by Irving Fisher in 1930. The Expectation theory
assumes that investors are indifferent to risk and in efficient markets they will buy and sell debt
securities of different maturities until the expected return on all assets is equal across all time
periods. Therefore, current long term rates are based on current and expected future short-term
rates. The expectation theory is the principal theory underlying the calculation of future and
forward rates.

The expectation theory can explain three different shapes for the yield curve. When investors
expect rates to increase in the future, the yield curve will be upward sloping. When investors
expect rates to remain constant, the yield curve will be flat. Finally, when investors expect rates
to fall, the yield curve will be downward sloping. Specificaly, long-term rates are the geometric
average of the current and future short term rates (Kiran Thapa, 2065:255).

2.12.2 TheLiquidity Premium Theory

Security dealers who trade actively in the financial markets frequently argue that other factors
besides interest rate expectations also exerts a significant impact on the character and shape of
the yield curve. Liquidity premium is one of them. (Rose, 1997:255)
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This theory is the extension of the expectations theory. The liquidity premium theory is derived
from the premise that long-term bond prices are more volatile than short-term bond prices. In a
world of uncertainty, investors prefer to hold short-term securities because they can be converted
into cash with little risk of capital loss. Therefore, investors must be offered aliquidity premium
to buy longer-term securities that have higher risk of capital losses. The liquidity premium theory
states that long term rates are equal to geometric average of current and expected short-term rates
plus liquidity risk premium that increases with the maturity of the security. Therefore, the
liquidity theory explains the following facts. (1) interest rate on bonds of different maturities
tend to move together over time, (2) Yield curves are usualy upward sloping, (3) when short
term interest rates are low, yield curves are more likely to have steep upward slope, whereas
when short term interest rates are high, yield curves are more likely to be inverted (Kiran Thapa,
2065: 256).

Long term securities tend to have more volatile market prices than short term securities.
Therefore, the investors face greater a risk of capital loss when buying long term financial
instruments. This greater risk of loss will be important to an investor who is risk averse (not risk
neutral as in the expectation theory). To overcome the risk of capital loss, investors must be paid
an extrareturn in the form of an interest rate (term) premium to encourage them to purchase long
term financia instruments. This additional rate or yield premium for giving up liquidity (known
as the liquidity premium) would tend to give yield curves a bias toward a positive slope. The
liquidity premium view does not preclude the important role of interest rate expectations in
influencing the shape of the yield curve. Rather, it argues that other factors, such as liquidity,
play an important role as well.

2.12.3 The Segmented-Markets or Hedging-Pressure Argument

A strong challenge to the expectations theory appeared in the 1950s and 1960 in the form of the
market segmentation argument or hedging-pressure theory of the term structure of interest rates.
The key assumption in the market segmented theory is that bonds of different maturities are not
substitutes at all, so the expected return from holding a bond of one maturity has no effect on the
demand for abond of another maturity.

The market segmentation theory segmented the markets for different maturity bonds as
completely separate. The interest rate for each bond with a different maturity is then determined
by the supply and demand for the bond with no effects from expected returns on other bonds
with other maturities (Kiran Thapa, 2065: 256).

Why would some investors prefer one maturity of security over other? Market segmentation
theorists find the answer in a fundamental assumptions concerning investor behavior, especially
the investment behavior of financia intermediaries, such as investment companies, pension fund,
and banks. These investor groups, it is argued, often act as risk minimizers rather then profit
maximizers as assumed under the expectations hypothesis. They prefer to hedge against the risk
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fluctuations in the price and yield of securities by balancing the maturity structure of their assets
with the maturity structure of their liabilities.

The existence of maturity preferences among investors groups implies that the financial markets
are not one larger pool of loanable funds but rather are segmented into a series of submarkets.
Thus, the market for securities of medium maturity (5 t010) year securities attracts different
investors groups than the market for longer term (over 10 year) securities.

2.12.4 Preferred Habitat Theory

The Preferred Habitat Theory view is closely alied with the market segmentation theory view,
though it also brings in elements of the expectations and liquidity premium arguments, thus
providing a composite theory of the determinants of the yield curve.

Preferred Habitat argues that investors select a preferred maturity range along the yield curve on
the basis of their risk preferences, tax exposure, liquidity requirements, binding regulations,
expectations and other factors. Each investor will tend to stay in his or her preferred maturity
habitat unless induced to leave by higher yields or other considerations. Moreover, investors
expect that interest rates will tend to move back toward their normal range based on historical
experience (Kiran Thapa, 2065:257).

Proponents of preferred habitat argue that investor derive their expectations about future interest
rate on the basis of historical experience- the recent trend of interest rates and what history
suggest is a “normal” range for rates in the short term, the majority of investors expects current
interest rate tends to persist into the future; thus, rising interest rate in recent weeks often lead to
the expectation that rates will continue to rise in the near term. However, investors generally
expect that given sufficient time (month or years), interest rate will return to their historical
average. (Rose, 1997:255)

2.13 Review of Previous Thesis

Prior to this thesis, several studies have been conducted by different researchers. Some of them
as are supposed to be relevant for the justification of need and importance of this study is
presented below:

» Mr. Rajbhandary conducted a study entitled “The Interest Rate Structure of Commercial
Banks in Nepal” in 1978. The objective of his study was to show the relation of interest rate
with saving and fixed deposits; with loans and advances and with interest earning (i.e.
interest received on loan minus interest paid on deposits).

His analysis concludes that the time deposits are positively and significantly correlated with
the interest rates. There is significant correlation between the saving deposits and the rate of
interest. Fixed deposit is more sensitive to the interest rate revision done by NRB. The
correlation between the growth of fixed deposits and the interest rate particularly from 1974
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and 1977 is most significant but the relation between interest rate and loan and advances is
less significant. Among the entire sector, the private sector seems most sensitive to interest
rate change. Most of the loans too correlated positively if absolute cumulative figure are
taken. But the growth rate of total loans and advances except investment on HMG securities
is negatively correlated more with the weighted average rate of interest since 1973. The
growth of loan to private sector is also negatively correlated with interest rate since 1971.
Negative correlation between loans and interest rate meant that loan decrease at higher
interest rate and vice versa.

The net interest earning is depended upon interest coverage. The total interest received and
the total interest paid significantly correlated in the case of both of the banksi.e. Nepal Bank
Limited and Rastriya Banijya Bank, the sample organizations of the study. He isin view that
NRB can well monitor the credit flow and profits of the commercia banks in Nepa by
manipulating the rates of interest. It can manipulate the demand for and supply of money.

» Mrs. Pandey conducted a study entitled “Money Supply, Level of Prices and Interest Rate
Structure” in 1979 taking objective to show the relationship among money supply, price level
and interest rate structure. She has analyzed the factors affecting money supply and price
level. However, she has only explained the interest-rate-history showing what NRB had done
to interest rate rather than showing the relationship of interest with price level and money
supply. It might be relevant because interest rate, at the time, was fully controlled by NRB.

» Mr. Kshetry conducted a study entitled “Interest rate structure and its relation with deposits,
inflation and credits in Nepal” in 1980 with the following objectives:
To present a concrete picture of the interest rate structure in Nepal
To predict the relationship between interest rate and other economic variable like deposit,
inflation, and credit flow in Nepal
To analyze the impact and the implication of the policy of interest rate of NRB

With the above mentioned objectives, he was of the view that deposit depends upon numerous
factors besides income, inflation and interest rates and he concluded his study as:

If other variable are kept constant, institutional interest rate is important explanatory
variable to influence the volume of deposit in Nepal.

Interest rates play an important role in under developed country like Nepal where the
demand for capital isincreasing at each level of income. An appropriate interest rate can
divert investment in proper field. This means that the upward movement in the deposit
rates increases the volume of deposits.

According to him, the fixation of attractive interest rates on deposit has been responsible
for the substantial growth in the volume of depositsin recent years.
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He aso opines that most of the commercial banks in Nepal are concentrated only in the
urban areas. Regarding deposit mobilization in the present context, the urban areas have
occupied magjor parts of the credit and the credit is concentrated in urban areas. The
volume of deposit has overcome the volume of credit.

Finally, the relationship between credit flow and loan rates is found out to be negative. If
the loan rate of interest isin concession, there is the possibility of raising investment and
thus the volume of credit.

» Mr. Bhatta conducted a study entitled “Interest Rate and its effect on Deposit and Lending”
in 2004 with the following objectives:-
To examine the relationship between interest rate and deposits
To examine the relationship between interest rate and loans
To present and analyze interest rate structure of various commercia banks in different
time period
To show the relationship between inflation and interest rate on deposit and lending

The conclusions drawn by Bhatta are as follows:-

Deposit rates of all the sample banks under study are in decreasing trend; means that
every year deposit rates of sample banks under study have decreased.

Lending rates of all the 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 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 concludes that case 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 increasein
lending rate, lending amount decreases and vice-versa. So, he concluded that lending rate
is the most important determinant of loan and advances of all commercia banks. This
makes clear that borrower’s seem more interest conscious.

Finally, his conclusion about his study, in her own words, as follow:-
“There is significant relationship between deposit rate and deposit amount and lending rate

and lending amount of amost commercia banks except one. Test of significance for
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correlation coefficient between inflation rate and deposit and lending rate shows that these
variables are not correlated”.

» Another study was made on the topic “Interest rate and its relation with Deposit, Lending and
Inflation in Nepal” by Mr. Parajuli in 2005. 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 Mr. Parajuli from his study 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 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. He also concluded that the spread between deposit interest rate and lending interest
rateisin decreasing trend.

2.14 Research Gap

After reviewing those related literature, we have approached to following points, which certainly
provide guideline to present study:

Interest rate refersto arate which is charged or paid for the use of money . Interest is the amount
paid by a borrower to alender above the amount (the principal) that has been borrowed.

In finance literature, there is different form of theory of interest. They are classical theory,
loanable fund theory, liquidity preference theory, and rational expectation theory. The term
structures of interest rate are pure expectation theory, liquidity premium view of yield curve,
segmented-marketed or hedging-pressure argument, and preferred habitat theory.

Interest rate of deposit and lending is playing important role for bank and financial institution.
Deposit is an arrangement whereby an individual or organization may place cash for the
safekeeping in a bank, discount house or financia institution. The type of deposits is current,
saving, fixed deposit.

In credit transactions, the creditor turns over to the debtor to repay an equivalent amount usually
money in future plus an added sum called interest. In other words, the commercial bank earns
profit by lending the amount in terms of loan or credit and in return it gets interests. Banks loan
are classified as (a) Loan advances (b) Overdraft (c) Cash credit (d) Discounting of bills and so
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on. But besides this, the other forms of credit are: Bills Exchange, Cheques, Drafts, Promissory
Note, Travelers’ Cheque, Treasury Bills (T-Bills), Letter of Credit (LC), Book Credit etc.

After observing some Nepalese studies and those master degree theses, following point can be
found:

Deposit rates of al the sample banks under study are in decreasing trend

Lending rates of al the sample banks under study are also in decreasing trend

The correlation coefficient between these two 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.

The correlation analysis between lending rate and lending amount of all sample banks
under study comes highly negative.

This study includes the variables like deposit amount, interest rate on deposit, amount of loan,
lending rate, and their relationship of five commercial banks (HBL, EBL, NABIL, NIBL, and
BOK). | want to prove that this research is an origina and one should be the foundation for the
future researchers to know about the INTEREST RATE ASSESSMENT OF COMMERCIAL
BANK AND ITS IMPACT ON DEPOSIT AND LENDING. Future researchers are requested to
research about the different factors influencing interest rate like maturity period, open border
with India, political instability.

CHAPTER |11
RESEARCH METHODOLOGY
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31 Introduction

With a view to attain the overall objective of examining the interest rate and its impact on
deposit and lending of commercial banks in Nepal, this study attempts to identify the impact of
interest rate on lending and deposit of commercial banks in Nepal. To achieve the stated
objectives certain methodology should have to be followed which is discussed in this chapter. It
provides a description of methods and procedures for collecting and analyzing the data.

3.2  Research Design

“Research design is a purposeful scheme of action proposed to be carried out in a sequence
during the process of research focusing on the management problem to be tackled”. It explains
the methods, procedure and entire process necessary for complete a research work. The present
study is mainly descriptive. Hence, it follows both explanatory as well as analytical technique.
Selection of both types of research decision views that the quality and quantity of information
areto be verified.

3.3 Sour ce of Data and Collection Procedure

As the research is mainly based on secondary source of data, these can be obtained after high
level of efforts, more time and convincing the concerned authorities. Published annual report,
balance sheet, prospectus, annual general meeting and unpublished office records, journals,
magazines, government and university publications, NRB as well as the web site of various
banks have been used as the sources of secondary information from the respective offices.

Personal observation and some informal interview methods have been conducted for more
information and authenticity about the various published data as the primary data.

34  Population and Sample

A small portion chosen from the population for studying its propertiesis called a sample and the
number of units in the sample is known as the sample size. The method of selecting a small
portion of the population for the study and to draw conclusion about the characteristics of the
population is know as sampling. The population of the study comprises of all 25 commercial
banks that are operating within the kingdom of Nepal. As the study of whole population makes
the study cumbersome and also collecting and analyzing the information and data of al the
commercia banks is not practical due to time constraint and unavailability of resources, only 5
commercia banks are chosen as samples from the population. The following are the banks that
are considered as the sample banks for the study are as follows:-

NABIL Bank Ltd.

Nepal Investment Bank Ltd.
Himalayan Bank Ltd.
Everest Bank Ltd.

~AowbdhpE
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5. Bank of Kathmandu Ltd.

This study will try to explore the objectives set in the previous section and it is also expected that
this study will help in analyzing the interest rate structure regarding deposit and lending.

Justification

These commercial banks are very popular in the market. Nepal Investment Bank won bank of the
year three times. Other banks have also received such and alike awards in different periods of
time. So, these all banks are competitors. Therefore, | am selecting these banks for study in
interest rate structure and its impact on lending and deposit of commercial banksin Nepal.

3.5 Toolsfor Data Analysis

The thesis will cover and include the financial and statistical tools to analyze the data in order to
reach to the conclusion of the research. In order to get the concrete results from this research,
data are analyzed, by using different types of tools. As per the topic requirement, emphasis is
given on statistical tools, | am planning to use following for the study:

3.5.1 Arithmetic Mean

The most popular and widely used measure of representing the entire data by one value is called
arithmetic mean. It is the sum of the entire observations dividend by the number of observation.
In such a case, dl the items are equally important. In this study, arithmetic mean is used as per
the necessity for analysis. It is computed by using following formula:

Mean (X) = ax

n
Where, X = Mean
aX=Sum of al variable X
n = Variablesinvolved
3.5.2 Standard Deviation

The standard deviation is a statistic used as a measure of the dispersion or variation in a
distribution, equal to the square root of the arithmetic mean of the squares of the deviations from
the arithmetic mean. It is the best tools to study fluctuation in any data. It is usually denoted by
the letter sigma (s). It is aso known as ‘Root Mean-Square Deviation’ and is computed by using
following formula:

SD. (s) = 0&(X-X)% n
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Greater the magnitude of standard deviation higher will be the fluctuation and vice versa.
3.5.3 Correation of Coefficient

Correlation is an anaysis of the covariance between two or more variable and correlation
analysis deals with the degree of relationship between variables. The correlation anaysis refers
the classes of the relationship between the variables. In other words, this tool is used to describe
the degree to which one variable is linearly related to the other variables. Two variables are said
to be correlated if the change in the value of one variable (independent) affects the change in the
other variables (dependent). Correlation analysis enables us in determining the degree and
direction of relationship between two variables. However, it does not tell us anything about the
cause and effect relationship.

Correlation may be positive or negative and range from -1 to +1. Simple correlation between
interest rate and deposit amount, interest rate and credit or lending amount and interest rate (both
deposit rate and lending rate) is computed in this thesis. Let’s take an example that the
correlation between interest rate and deposit is positive which indicates that when interest rate
increases, deposit also increases in the same direction and vice versa.

The simple correlation coefficient (r) is calculated by using following formula:

Simple Correlation Coefficient (r) = Covariance (X1 X>)

s (X1) s(X2)
Where, Covariance (X1X2) = 1/n{ &( X1 =X1) (X2°X2)}
n= Total number of observation
X1 and X, = two variables, correlation between them are calculated
3.5.4 Coefficient of Deter mination

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 portion of total variations due to independent
variable. It measures the percentage of total variation in dependent variable explained by
independent variable.

Coefficient of determination (r15%) = (r1)?

3.5.4 t-test for significancefor Correlation Coefficient
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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 hypothesisis given

by

|.e. t follows t-distribution with n-2 degree of freedom (d.f.), ‘n’ being the sample.

CHAPTER IV
PRESENTATION AND ANALYSISOF DATA

4.1 | ntroduction

This chapter is like a nervous system of human body, which leads to conclude through major
findings, important conclusion and applicable recommendation. It makes the proper linkage with
the other chapters of the study.
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This chapter 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. In
this section, the filtered data are presented and analyzed. The relevant data and information
necessary for the study and to show the relationship between variablesi.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. This chapter consists of various
calculations made for the analysis of interest rate and its impact on deposit amount and lending
amount of sample banks. To make our study effective and precise as well as easily
understandable, this chapter is categorized into three parts; presentation, analysis, interpretation
and findings. The analysisisfully based on secondary 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
and at last interpretation is made as per properties of presented data and calculated value.

To make our study clear and result oriented, presentation, analysis and interpretation of the study
is made bank wise i.e. the one after another. 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
anayzed. Even relationship between deposit rate and lending rate is calculated and analyzed.
Analysisis made on the basis of different statistical tools like correlation coefficient, coefficient
of determination, and t-statistics for significance.

4.2  Analysisof Deposit and Interest Rates

In this section, detail study of fluctuation in interest rate on deposit of five sample banks is
studied. For this study, only saving and fixed deposits are taken, as current deposit does not earn
any interest. The interest rates are generaly different in magnitude for every sample banks.
These differences are due to the numerous factors like maturity period, policy of bank, goodwill
of organization and so on. Hence, it is preferable to take a glance on the interest rate structure on
different types of deposits. In the real world, government owned bank and banks with reputation
and goodwill have lower deposit rates. Similarly, finance companies, co-operative and
development banks quote higher interest rate on deposits than commercia banks do.

4.2.1 NABIL Bank Limited

Table4.1 Interest rate structure of NABIL on deposits (Mid-July 2004 to 2008)

Deposits 2004 2005 2006 2007 2008
Saving 2.50 25 2.00 2.00 2.00
Fixed

7 Days

14 Days 1.75 25 2.50 1.75 3.00
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1Month 2.25 3.00 3.00 2.00 3.50
2Months

3Months 2.75 3.25 3.25 2.75 6.75
6Months 3.00 3.50 3.50 3.00 6.75
1Year 3.50 4.00 4.00 3.50 5.00
2Years 4.00 4.00 4.125 4.00 6.75
Fixed Deposit | 2.88 3.38 34 2.83 5.29
Mean

Whole M ean 2.82 3.25 3.20 2.71 4.82
SD.(s) 0.76

Source: Banking and Financial Statistics, NRB
(Note: Calculation of whole mean standard deviation is shown in Annex 1)

Table 4.1 shows the interest rate structure on deposit of NABIL Bank during the last five fiscal
years. For this study 2004 istaken as initial year and 2008 as final year. Table shows the interest
rates which prevailed in the Nepalese financia markets during last past five years. Data shows
the increasing tendency of interest rate till the year 2006 except for the year 2007 and the year
2008 witnessed the highest rise in interest rate of al the five years. The interest rate on saving
was 2.5% in the year 2004 and remained constant during the year 2005. It decreased to 2% and
remained constant till the year 2008. Hence, saving deposit rate shows moderately decreasing
trend. In the same manner, bank used to quote the interest rate of fixed deposit in different short
term period like 7 days, 14 days, 1 month, 2 months, 3 months and so on. The interest rate on
fixed deposit isin increasing trend during the five fiscal years except for the 2007 and witnessed
highest increase in the year 2008. Table shows that average interest rate on fixed deposit were
2.88% for the year 2004, 3.38% for the year 2005, 3.4% for the year 2006, 2.83% for the year
2007 and 5.29% for the year 2008. Similarly, average interest rate for deposit was 2.82%, 3.25%,
3.20%, 2.71% and 4.82% for the year 2004, 2005, 2006, 2007 and 2008 respectively. The
average figures a so show the increasing tendency in interest rate.

Figure4.1 Interest Rate on Saving and Fixed Deposits of NABIL
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The above figure 4.1 shows the trends of interest rate on saving and fixed deposits. Deposit rate
on saving as well as fixed is in increasing trend. The saving interest rate has remained more or
less constant. Similarly, fixed deposit rate has increased every year except the year 2007. For the
graph purpose in this study, the average of 1month, 6 months and 2 years is taken in fixed
deposit to make the figure clear.

Calculation of Correlation Coefficient, Coefficient of Deter mination and t-statistics

Table4.2 Relationship between I nterest Rate on Deposit and Deposit amount of NABIL
(Rs. in million)

Sour

Year (1) Saving Deposit | Saving Fixed Deposit | Fixed ce:

Interest Rate (2) | Deposit Interest Rate(4) | Deposit Bank

Amount (3) Amount (5) Ing

2004 2.50 5,994.10 2.88 2,310.60 F??]g
2005 2.50 7,026.40 3.38 2,078.60 ncial

2006 2.00 8,770.80 3.40 3,450.20 Satis
2007 2.00 10,187.40 2.83 5,435.20 tics,
2008 2.00 12,159.97 | 5.29 8,464.09 NRB

Correlation r,3=-0.859566 r45= 0.773292

Coefficient of | rp°= 0.738854 r4s°= 0.597981 (Note
Determination :

t-statistic t-call = -2.913386 | Significant | t-call= 2.112425 | Insignificant '”g

t-tab = 2.571 t-tab = 2.571 rote

on deposit is taken from the rate calculated in table 4.1 and calculation of Correlation
Coefficient, Coefficient of Determination and t-statistics is cal culated as shown in annex1)

Table 4.2 shows that the total amount of fixed deposit and saving deposit and the interest rate
offered on such deposits of NABIL during last five fiscal years starting form 2004 to 2008. Table
shows that the interest rate of saving deposit is on decreasing pattern while the interest rate of
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fixed deposit isincreasing continuously except for the year 2007. On the other hand, total deposit
amount is in increasing pattern. Hence, in case of saving there is negative relation between
interest rate and deposit. This shows people do not stop to save despite the decrease in interest
rate. With the increase in income, saving deposit increases without any incentive in interest rate.
However, in case of fixed deposit, there is positive relation between interest rate and deposit.
Since fixed deposit offers very less liquidity as compared to saving deposit, depositors seek high
interest rate to forego the current liquidity as envisaged by Keynes Liquidity Preference Theory.

It could be quantified by calculating correlation coefficient between them. This relationship can
also be shownin figure 4.2 and 4.3.

Figure4.2  Deposit Amount of NABIL during different Fiscal Years
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Figure4.3  Deposit Rate of NABIL during different Fiscal Years
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Table 4.2 shows that the interest rate on saving deposit has decreased from 2.5% to 2% during
five fisca years. In the period, the deposit amount has increased from Rs 5,994.10 to Rs
12,159.97 millions. This shows that in spite of decrease in the interest rate on saving deposit, the
saving amount increased within the period of five years. Similarly, table shows that the fixed
interest rate has increased from 2.88% to 5.29% in year 2004 to 2008. On effect of thisincrease,
the amount of fixed deposit has also increased from Rs 2,310.6 million to Rs 8,464.09 million.

To verify the above trend, it is necessary to calculate the correlation coefficient and t-statistics.
The calculation of correlation coefficient between saving deposit interest and saving deposit
amount (rz3) = -0.859566. This negative correlation coefficient indicates that they have inverse
relationship with each other. Decrease in interest rate is followed by an increase in saving deposit
amount and vice versa. This shows that the substitution effect in case of NABIL for saving
account is not applicable. The coefficient of determination between these two variables is % =
0.738854 which means 73.89% total variation in dependent variable (saving deposit amount) has
been explained by independent variable (interest rate) and remaining percentage of 26.11% is
the effect of other factors. The t-value for testing the significance of the correlation coefficient
between variable is t-cal = -2.913386 (Jt| =2.913386). Since the tabulated t-value at 5% level of
significance for two tails at 5 degree of freedom (t-tab= 2.571) is less than the calculated value
(t-call=2.913386), the correlation coefficient is significant. This means the variables mentioned
(interest rate on saving deposit and amount of saving deposit) for NABIL are significantly
correlated and alternative hypothesis (H1) is accepted which means there is negative relationship
between interest rate on deposit and saving deposit amount of NABIL.

In the same manner, the correlation coefficient for fixed deposit interest rate and fixed deposit
amount rgs= 0.773292. This shows that these two variables are positively correlated i.e. when
interest rate on fixed deposit increase, the deposit amount aso increases and vice versa. The
coefficient of determination between these two variables is r,5°=0.597981 which mean 59.80% of
total variable (fixed deposit) is explained by independent variable (fixed deposit rate) and
remaining 40.20% is the effect of other variables. The t-value for testing the significance of the
correlation coefficient between variables id t-call = 2.112425 which islower than the tabulated t-
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value (t-tab= 2.571) at 5% level of significance for two tail a 5 degree of freedom. The
conclusion can be drawn that correlation coefficient between these two variables is insignificant.
This means null hypothesis (HO) is accepted i.e. there is no relationship between fixed deposit
interest rate and fixed deposit amount of NABIL.

4.2.2 Nepal Investment Bank Ltd (NIBL)

NIBL also accepts the deposit of various kinds. The deposit interest rate has fluctuated during the
different fiscal years. The general structure of deposit interest rate can be shown by the help of
following table 4.3

Table4.3 Interest rate structure of NIBL on deposits (Mid-July 2004-2008)

Deposits 2004 2005 2006 2007 2008
Saving 5.00 2.63 2.50 2.50 2.50
Fixed

7 Days

14 Days 3.00 1.25 1.25 1.25 1.25
1Month 4.00 1.75 1.75 1.75 1.75
2Months

3Months 5.00 2.63 2.63 2.63 2.63
6Months 5.50 2.88 2.88 2.88 2.88
1Year 6.50 3.63 3.63 3.63 5.25
2Years 6.75 3.88 3.88 3.88 5.75
Fixed Deposit | 5.13 2.67 2.67 2.67 3.25
Mean

Whole M ean 511 2.66 2.64 2.64 3.14
SD.(s) 0.95533

Source: Banking and Financial Statistics, NRB
(Note: Calculation of whole mean standard deviation is shown in Annex 1)

Table 4.3 shows the interest rate structure on deposit of NIBL during the last five fiscal years.
For this study 2004 is taken as initial year and 2008 as fina year. Table shows those interest
rates were prevailed in the Nepalese financial markets during last past five years. Data shows the
decreasing tendency of interest rate. The interest rate on saving was 5% in the year 2004 and
decrease by 2.37%, 0.13% in the year 2005 and 2006. It remained constant during the year 2007
and 2008. In the same manner, bank used to quote the interest rate of fixed deposit in different
short term period like 7 days, 14 days, 1 month, 2 months, 3 months and so on. The interest rate
on fixed deposit is also in decreasing trend during the five fiscal years. Table shows that average
interest rate on fixed deposit were 5.13% for the year 2004, 2.67% for the year 2005 to 2007 and
3.25% for the year 2008. Similarly, Table shows that average interest rate on total deposit were
5.11% for 2004, 2.66% for the year 2005, 2.64% for the year 2006 and 2007 and 3.14% for the
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year 2008 respectively. The average figures also show the decreasing tendency in interest rate
except the year 2008.

Figure4.4 Interest Rate on Saving and Fixed Deposits of NIBL
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The above figure 4.4 shows the trends of interest rate on saving and fixed deposits. Deposit rate
on saving as well asfixed isin decreasing trend. The saving interest rate is 5% in the year 2004
which fals to 2.5% in the year 2008. Similarly, average fixed deposit rate was 5.13% in
beginning year which decreased to 3.25% in the year 2008. For the graph purpose in this study,
the average of 1month, 6 months and 2 yearsis taken in fixed deposit to make the figure clear.

Calculation of Corrdation Coefficient, Coefficient of Deter mination and t-statistics

Table4.4 Relationship between I nterest Rate on Deposit and Deposit amount of NIBL
(Rsinmillion)

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




2004 5.00 4,922.00 5.13 2,294.70

2005 2.63 6,703.50 2.67 3,212.40

2006 2.50 8,082.00 2.67 5,413.00

2007 2.50 10,742.20 2.67 7,516.80

2008 2.50 13,688.80 3.25 7,944.20

Corréation ro3=-0.658411 I 45= -0.539932

Coefficient of | rx°= 0.433505 r45°= 0.291526

Deter mination

t-statistic t-call =-1.515164 | Insignificant | t-call=-1.111060 | Insignificant
t-tab = 2.571 t-tab = 2.571

B

Fin
anci
al
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istic
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(Note: Interest rate on deposit is taken from the rate calculated in table 4.3 and calculation of
Correlation Coefficient, Coefficient of Determination and t-statistics is calculated as shown in

annex1)

Table 4.4 shows that the total amount of fixed deposit and saving deposit and the interest rate
offered on such deposits of NIBL during last five fiscal years starting from 2004 to 2008. Table
shows that the interest rate of saving was 5% in the year 2004 which decrease to 2.50% in the
year 2006 t02008. Similarly, the interest rate of fixed deposit was 5.13% in the year 2004 which
decrease to 2.67% in the year 2005 and remain constant till the year 2007 whereas on other hand
saving and fixed deposit amount is increasing in every fiscal year. Therefore, there is a negative
relationship between deposit interest rate and deposit amount of NIBL.

It could be quantified by calculating correlation coefficient between them. This relationship can
also be shown infigure 4.5 and 4.6.

Figure4.5 Deposit Amount of NIBL during different FY
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Figure 4.5 show saving and fixed deposit amount is continuoudly rising each fiscal year.
Similarly, the interest rate of fixed deposit and saving deposit can also be shown on figure 4.6 as.

Figure4.6 Deposit Rates of NIBL during different FYs
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Table 4.4 shows that the interest rate on saving deposit has decreased from 5% to 2.5% during
fivefiscal years. In the period, the deposit amount has increased from Rs 4,922.00 to Rs 13,688.8
millions. This shows that in spite of decrease in the interest rate on saving deposit, the saving
amount increase within the period of five years. Similarly, table shows that the fixed interest rate
has been decreased from 5.13% to 3.25% in year 2004 to 2008. On effect of this decline, the
amount of fixed deposit also started to increase from Rs 2,294.70 to Rs7,944.20 million.

To verify the above trend, it is necessary to calculate the correlation coefficient and t-statistics.
The calculation of correlation coefficient between saving deposit interest and saving deposit
amount (rp3) = -0.65841. This negative correlation coefficient indicates that they have negative
relationship with each other. Decrease in interest rate is followed by an increase in saving deposit
amount and vice versa. This shows that the substitution effect in case of NIBL for saving account
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is not applicable. The coefficient of determination between these two variables is r’; = 0.433505
which means 43.35% of total variation in dependent variable (saving deposit amount) has been
explained by independent variable (interest rate) and remaining 66.65% is the effect of other
factors. The t-value for testing the significance of the correlation coefficient between variable is
t-cal = -1.515164. Since the tabulated t-value at 5% level of significance for two tails at 5 degree
of freedom (t-tab= 2.571) is higher than the calculated value ([t]-call=1.515164), the correlation
coefficient is insignificant. This means the variables mentioned (interest rate on saving deposit
and amount of saving deposit) for NIBL are insignificantly correlated and null hypothesis (HO) is
accepted which means there is no relationship between interest rate on saving deposit and saving
deposit amount of NIBL.

In the same manner, the correlation coefficient for fixed deposit interest rate and fixed deposit
amount rss= -0.539932. This negative correlation coefficient indicates that they have negative
relationship with each other. The coefficient of determination between these two variables is
r45°=0.291526 which means 29.15% of total variable (fixed deposit) is explained by independent
variable (fixed deposit rate) and remaining 70.85% is the effect of other variables. The t-value
for testing the significance of the correlation coefficient between variables is |t|-call = 1.111060
which isless than the tabulated t-value (t-tab= 2.571) at 5% level of significance for two tail at 5
degree of freedom. The conclusion can be drawn that correlation coefficient between these two
variablesisinsignificant. This means null hypothesis (HO) is accepted i.e. there is no relationship
between deposit interest rate and deposit amount of NIBL.

4.2.3 Himalayan Bank Ltd (HBL)

Table4.5 Interest rate structure of HBL on deposits (Mid-July 2004-2008)

Deposits 2004 2005 2006 2007 2008
Saving 3.75 3.75 2.00 2.00 2.00
Fixed
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7 Days

14 Days 2.30 2.30 1.75 1.75 2.00
1Month 3.30 3.30 2.00 2.00 2.25
2Months

3Months 3.75 3.75 2.50 2.50 2.50
6Months 4.00 4.00 3.00 3.00 3.25
1Year 5.25 5.25 3.75 3.75 5.00
2Years 5.75 5.75 3.75 3.75 3.88
Fixed Deposit | 4.06 4.06 2.79 2.79 3.15
Mean

Whole M ean 4.01 4.01 2.69 2.69 2.98
SD.(s) 0.60859

Source: Banking and Financial Statistics, NRB
(Note: Calculation of whole mean standard deviation is shown in Annex 1)

Table 4.5 shows the interest rate structure on deposit of Himalayan Bank during the last five
fiscal years. For this study 2004 is taken as initial year and 2008 as final year. The data shows
the decreasing tendency of interest rate. The interest rate on saving was 3.75% in the year 2004
which remained constant during the year 2005 and it decreased to 2% in the year 2006 and
remained constant during the year 2007 and 2008. In the same manner, the bank used to quote
the interest rate of fixed deposit in different short term period like 7 days, 14 days, 1 month, 2
months, 3 months and so on. The interest rate on fixed deposit is also in decreasing trend during
the five fiscal years except year 2008. The table shows that average interest rate on fixed deposit
were 4.06% for the year 2004 and 2005, 2.79% for the year 2006, and 2007, and 3.15% for the
year 2008. Similarly, average interest rate for deposit was 4.01% for the year 2004 and 2005,
2.69% for the year 2006 and 2007respectively and 3.15% for the year 2008. The average figures
also show the decreasing tendency in interest rate.

Figure4.7 Interest Rate on Saving and Fixed Deposits of HBL
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Figure 4.7 shows the trends of interest rate on saving and fixed deposits. Deposit rate on saving
as well as fixed is in decreasing trend. The saving interest rate is 3.75% in the year 2004 and
remains constant in the year 2005. After that the saving interest rate falls to 2% in the year 2006,
2007 and 2008. Similarly, average fixed deposit rate is 4.01% in the year 2004 and remains
constant in the year 2005. After that the average fixed interest rate falls to 2.79% in the year
2006 and remains constant in 2007 and again increases to 3.15% in the year 2008. For the graph
purpose in this study, the average of 1month, 6 months and 2 years is taken in fixed deposit to
make the figure clear.

Calculation of Correlation Coefficient, Coefficient of Deter mination and t-statistics
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Table4.6 Relationship between I nterest Rate on Deposit and Deposit amount of HBL

(Rsinmillion)

Year (1) Saving Saving Fixed Deposit | Fixed
Deposit Deposit I nter est Deposit
Interest Rate | Amount (3) | Rate(4) Amount (5)
@)
2004 3.75 11,719.70 | 4.06 6,043.70
2005 3.75 12,852.40 | 4.06 6,364.30
2006 2.00 14,582.80 | 2.79 6,350.20
2007 2.00 15,784.70 | 2.79 8,201.10
2008 2.00 17,934.96 | 3.15 6,423.87
Correlation rs = - Rys= -
0.855277 0.577118
Coefficient of | ry°=0.731499 r45°= 0.333066
Deter mination
t-statistic t-call = -] Significant |t-call= - | Insignificant
2.858869 1.224008
t-tab = 2.571 t-tab = 2.571

Source: Banking and Financial Satistics, NRB

(Note: Interest rate on deposit is taken from the rate calculated in table 4.5 and calculation of
Correlation Coefficient, Coefficient of Determination and t-statistics is calculated as shown in
annex1)

Table 4.6 shows that the total amount of fixed deposit and saving deposit and the interest rate
offered on such deposits of HBL during last five fiscal years starting form 2004 to 2008. Table
shows that the interest rate of both saving and fixed deposit is decreasing continuously whereas
on other hand saving deposit amount is increasing in every fiscal year. But the fixed deposit
amount is in fluctuation trend i.e. first three years it is relatively constant then it increases
significantly in the fourth year and again decreases in the fifth year. Therefore, there is anegative
relationship between deposit interest rate and deposit amount of HBL.

It could be quantified by calculating correlation coefficient between them. This relationship can
also be shown in figure 4.8 and 4.9.

Figure4.8 Deposit Amount of HBL during different FYs
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Figure 4.8 shows saving deposit amount is continuously rising each fiscal year but fixed deposit
amount seems to grow each year with some fluctuation. It means that there is rise and fall for
fixed deposit amount. Similarly, the interest rate of fixed deposit and saving deposit can also be
shown on figure 4.9 as.

Figure4.9 Deposit Rates of HBL during different FYs

4.5
) a— .
3.5

25 AN ‘ |
) N

15 =—&®—Saving Interest Rate

Rates

Fixed Interest Rate
0.5

2004 2005 2006 2007 2008

Fiscal Y ear

Table 4.6 shows that the interest rate on saving deposit has decreased from 3.75% to 2% during
five fisca years. In the period, the deposit amount has increased from Rs 11,719.7 to Rs
17,934.96 millions. This shows that in spite of decrease in the interest rate on saving deposit, the
saving amount increase within the period of five years. Similarly, the table shows that the fixed
interest rate has been decreased from 4.06% to 2.79% in year 2004 to 2007 and again increased
to 3.15% in the year 2008. On effect of this decline, the amount of fixed deposit also increased
from Rs 6043.7 million to Rs 8201.10 during the year 2004 to 2007 and again decreased to Rs
6423.87 million in the year 2008.
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To verify the above trend, it is necessary to calculate the correlation coefficient and t-statistics.
The calculation of correlation coefficient between saving deposit interest and saving deposit
amount (rp3) = -0.855277. This high negative correlation coefficient indicates that they have
inverse relationship with each other. Decrease in interest rate is followed by an increase in saving
deposit amount and vice versa. This shows that the substitution effect in case of HBL for saving
account is not applicable. The coefficient of determination between these two variables is ry =
0.731499 which means 73.15% total variation in dependent variable (saving deposit amount) has
been explained by independent variable (interest rate) and remaining percentage of 26.85% isthe
effect of other factors. The t-value for testing the significance of the correlation coefficient
between variable is t-cal = -2.850869 (|t| =2.850869). Since the tabulated t-value at 5% level of
significance for two tails at 5 degree of freedom (t-tab= 2.571) is less than the calculated value
(t-call=3.862204), the correlation coefficient is significant. This means the variables mentioned
(interest rate on saving deposit and amount of saving deposit) for HBL are significantly
correlated and alternative hypothesis (H1) is accepted which means there is relationship between
interest rate on saving deposit and saving deposit amount of HBL.

In the same manner, the correlation coefficient for fixed deposit interest rate and fixed deposit
amount rss= -0.57118. The negative sign indicates that these two variables are inversely
correlated. In other words, change in one variable cause the change in other variable in the
opposite direction. This case is against the substitution effect for fixed deposit. The coefficient of
determination between these two variablesis r4°=0.333066 which mean 33.31% of total variable
(fixed deposit) is explained by independent variable (fixed deposit rate) and remaining
percentage of 66.69% is the effect of other variables. The t-value for testing the significance of
the correlation coefficient between variables i.e. t-call = -1.224008 (|t|= 1.224008) which is less
than the tabulated t-value (t-tab= 2.571) at 5% level of significance for two tall at 5 degree of
freedom. The conclusion can be drawn that correlation coefficient between these two variablesis
insignificant. This means null hypothesis (HO) is accepted i.e. there is no relationship between
fixed deposit interest rate and deposit amount of HBL.

424 Everest Bank Ltd (EBL)

Table4.7 Interest rate structure of EBL on deposits (Mid-July 2004 to 2008)

Deposits 2004 2005 2006 2007 2008

Saving 4.50 3.25 3.25 3.00 3.00

74



Fixed

7 Days

14 Days 3.00 2.25

1Month 3.50 2.25 2.75

2Months 2.75

3Months 4.00 2.50 3.00 3.00 3.00
6Months 5.00 3.00 3.50 3.50 3.50
1Year 5.50 3.50 4.00 4.00 5.00
2Years 6.00 4.00 4.50 4.50 5.375
Fixed Deposit | 4.50 2.92 3.75 3.42 4.22
Mean

Whole M ean 4.50 2.96 3.65 3.36 3.98
SD.(s) 0.52604

Source: Banking and Financial Statistics, NRB
(Note: Calculation of whole mean standard deviation is shown in Annex 1)

Table 4.7 shows the interest rate structure on deposit of Everest Bank during the last five fiscal
years. For this study 2004 is taken as initial year and 2008 as final year. Table shows those
interest rates were prevailed in the Nepalese financial markets during last past five years. The
data shows very fluctuating tendency of interest rate. The interest rate on saving deposit is 4.5%
in the year 2004 and it decreased by 1.25% in the year 2005 and remain constant in 2006. In the
year 2007, it again decreased by 0.25% to 3.00% and remained constant in the year 2008.
However, the interest rate on fixed deposit has a fluctuating trend during the five fisca years.
The table shows that average interest rate on fixed deposit is 4.5% for the year 2004, it steeply
declines to 2.92% for the year 2005, it rises to 3.75% for the year 2006, again falls to 3.42% for
the year 2007 and finally bounces back to 4.22% in the year 2008. Similarly, average interest
rate for deposit were 4.5% for the year 2004, 2.96% for the year 2005, 3.65% for the year 2006
and 3.36% for the year 2007 and 3.98% for the year 2008 respectively. The average figures also
show the fluctuating tendency in interest rate.

Figure4.10 Interest Rate on Saving and Fixed Deposits of EBL
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Figure 4.10 clearly shows the fluctuating tendency of EBL during the five fiscal years. In the
second year there was a sharp decrease in the interest rate. The interest rate moderately increased
in the third year, then dlightly declined in the fourth year and again increased in fifth year. This
overal figure shows that the interest rate isin fluctuating trend.

Calculation of Correlation Coefficient, Coefficient of Deter mination and t-statistics

Table4.8 Relationship between I nterest Rate on Deposit and Deposit amount of EBL

(Rsinmillion)
Year (1) Saving Deposit | Saving Fixed Deposit | Fixed
Interest Rate (2) | Deposit Interest Rate(4) | Deposit
Amount (3) Amount (5)
2004 4.50 2,730.70 4.50 2,914.10
2005 3.25 4,806.90 2.92 3,444.50
2006 3.25 6,929.20 3.65 4,298.20
2007 3.00 9,018.00 3.36 5,658.70
2008 3.00 11,883.86 4.22 6,598.01
Correlation ro3=-0.794613 I 45= 0.063700
Coefficient of | = 0.631410 r45°= 0.004058
Deter mination
t-statistic t-call =-2.266965 | Insignificant | t-call=0.110557 | Insignificant
t-tab = 2.571 t-tab = 2.571

Source: Banking and Financial Statistics, NRB

(Note: Interest rate on deposit is taken from the rate calculated in table 4.7 and calculation of
Corrdation Coefficient, Coefficient of Determination and t-statistics is calculated as shown in
annexl)

Table 4.8 shows that the total amount of fixed deposit and saving deposit and the interest rate
offered on such deposits of EBL during last five fiscal years starting from 2004 to 2008. Table
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shows that the interest rate of saving deposit is decreasing and that of fixed deposit is fluctuating
continuously. On the other hand, saving and fixed deposit amount is increasing in every fiscal
year. Therefore, there is a negative or no relationship between saving deposit and interest rate of
EBL.

It could be quantified by calculating correlation coefficient between them. This relationship can
also be shown in figure 4.11.

Figure4.11 Deposit Amount of EBL during different FY

12000 T
o 10000
8 8000
Z 6000 |
.*g‘ 4000 e W W Saving
3 2000 ' WI 'ml Fixed
o 0

2004 2005 2006 2007 2008

Fiscal Year

Figure 4.11 shows deposit amount is continuously rising each fiscal year. Similarly, the interest
rate of fixed deposit and saving deposit can aso be shown on figure 4.12 as:

Figure4.12 Deposit Rates of EBL during different FYs
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Table 4.8 shows the decreasing trend of interest rates in saving deposit and fluctuating trend in
fixed deposit. To verify the above trend, it is necessary to calculate the correlation coefficient
and t-statistics. The calculation of correlation coefficient between saving deposit interest and
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saving deposit amount (ry3) = -0.794613. This negative correlation coefficient indicates that they
have inverse relationship with each other. Decrease in interest rate is followed by an increase in
saving deposit amount and vice versa. This shows that the substitution effect in case of EBL for
saving account is not applicable. The coefficient of determination between these two variablesis
r’3 = 0.63141which means 63.14% of total variation in dependent variable (saving deposit
amount) is explained by independent variable (interest rate) and remaining is the effect of other
factors. The t-value for testing the significance of the correlation coefficient between variable is
t-cal =-2.2669654 (|t| = 2.2669654). Since the tabulated t-value at 5% level of significance for
two tails at 5 degree of freedom (t-tab= 2.571) is greater than the calculated value (t-call=
2.2669654), the correlation coefficient is insignificant. This means the variables mentioned
(interest rate on saving deposit and amount of saving deposit) for EBL are not correlated and null
hypothesis (HO) is accepted which means there is no relationship between interest rate on saving
deposit and the amount of saving deposit of EBL.

In the same manner, the correlation coefficient for fixed deposit interest rate and fixed deposit
amount is rss= 0.06370054. The figure indicates that these two variables are directly correlated
but the magnitude of correlation is very low. In other words, change in one variable cause the
change in other variable in the same direction but to very low extent. This caseisin favor of the
substitution effect for fixed deposit. The coefficient of determination between these two
variables is rs;s°=0.004050776 which mean only 0.41% of total variable (fixed deposit) is
explained by independent variable (fixed deposit rate) and remaining 99.59% is the effect of
other variables. The t-value for testing the significance of the correlation coefficient between
variables is t-call = 0.11055711 (|t|= 0.1105571) which is less than the tabulated t-value (t-tab=
2.571) at 5% level of significance for two tall at 5 degree of freedom. The conclusion can be
drawn that correlation coefficient between these two variables is insignificant. This means null
hypothesis (HO) is accepted i.e. there is no relationship between deposit interest rate and deposit
amount of EBL.

425 Bank of Kathmandu (BOK)

Table4.9 Interest rate structure of BOK on deposits (Mid-July 2004 to 2008)

Deposits 2004 2005 2006 2007 2008

Saving 2.75 2.50 2.50 2.25 2.25
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Fixed

7 Days 2.00 1.50 1.50 1.50 2.00
14 Days 2.50 2.00 2.00 2.00 2.50
1Month 3.00 2.50 2.50 2.50 3.00
2Months

3Months 3.50 3.00 3.00 3.00 3.50
6Months 4.00 3.50 3.50 3.25 4.00
1Year 450 4.25 4.25 3.63 5.00
2 Years 475 5.00 5.13 3.63 5.50
Fixed Deposit | 3.46 311 3.13 2.79 3.64
Mean

Whole M ean 3.38 3.03 3.05 2.72 3.469
SD. (s) 0.26930

Source: Banking and Financial Statistics, NRB
(Note: Calculation of whole mean standard deviation is shown in Annex 1)

Table 4.9 shows the interest rate structure on deposit of BOK during the last five fiscal years. For
this study 2004 is taken as initial year and 2008 as final year. The data shows the decreasing
tendency of interest rate. The interest rate on saving deposit is 2.75% in the year 2004 which
decreases to 2.5% in the year 2005 and 2006 and further decreases to 2.25% in the year 2007 and
2008.

The interest rate on fixed deposit, on the other hand, does not show any specific trend, it is
fluctuating every year during the five fiscal years. The table shows that average interest rate on
fixed deposit is 3.46.% in the year 2004 which decreases to 3.11% in the year 2005, dightly
increase to 3.13% in year 2006, decreases sharply to 2.79% in year 2007 and again increases
sharply in the year 2008 to 3.64%. Hence, there is no any identifiable trend in fixed deposit
interest rate. Similarly, average interest rate on deposit is 3.38% in the year 2004 which reaches
to to 3.47% in the year 2008 with some fluctuations in between but falling sharply in the year
2007. The average figures a so show the fluctuating tendency in interest rate.

Figure4.13 Interest Rate on Saving and Fixed Deposits of BOK

79



6
5 . S
o /
C 4
% —o—Saving
3
— I 1 Month
E g — ‘
c? —4&—6 Month
1 —-2 Year
0
2004 2005 2006 2007 2008
Fiscal Year

The above figure 4.13 clearly shows the declining tendency of BOK during the five fiscal years
except the year 2006 and 2008. The entire figure shows that the interest rate is on decreasing

trend.

Calculation of Corrdation Coefficient, Coefficient of Deter mination and t-statistics

Table4.10 Relationship between Interest Rate on Deposit and Deposit amount of BOK

(Rsin million)

Year (1) Saving Deposit | Saving Fixed Deposit | Fixed Deposit

Interest Rate (2) | Deposit Interest Rate(4) | Amount (5)
Amount (3)

2004 2.75 2,873.80 3.46 2,279.70

2005 2.50 3,447.50 3.11 2,878.90

2006 2.50 4,582.00 3.13 2,709.80

2007 2.25 5,526.80 2.79 3,037.20

2008 2.25 6,595.20 3.64 3,703.10

Correlation R23=-0.917423 r45= 0.214999

Coefficient of | Rys’= 0.841665 r45-= 0.046225

Deter mination

t-statistic t-call =-3.993394 | Significant | t-call=0.381307 | Insignificant
t-tab = 2.571 t-tab = 2.571

Source: Banking and Financial Statistics, NRB

(Note: Interest rate on deposit is taken from the rate calculated in table 4.9 and calculation of
Corrdation Coefficient, Coefficient of Determination and t-statistics is calculated as shown in

annexl)
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Table 4.10 shows that the total amount of fixed deposit and saving deposit and the interest rate
offered on such deposits of BOK during last five fiscal years starting form 2004 to 2008. Table
shows that the interest rate of saving deposit is in decreasing trend but that of fixed deposit is
fluctuating continuously. On the other hand saving deposit amount is increasing in every fiscal
year. Fixed deposit amount is also increasing in every fiscal year except 2006. Therefore, thereis
anegative relationship between deposit interest rate and deposit amount of BOK.

It could be quantified by calculating correlation coefficient between them. This relationship can
also be shown in figure 4.28.

Figure4.14 Deposit Amount of BOK during different FY
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Figure 4.14 shows saving deposit amount is continuously rising each fiscal year but fixed deposit
amount seems to grow each year with some fluctuation. It means that there is rise and fall for
fixed deposit amount. Similarly, the interest rate of fixed deposit and saving deposit can also be
shown on figure 4.15 as:

Figure4.15 Deposit Rates of BOK during different FYs
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Table 4.10 shows the decreasing trend of interest rates both in saving and fixed deposit. The
saving deposit rate is in decreasing trend. In the same manner, the fixed deposit interest rate is
also in decreasing trend except the year 2006 and 2008. To verify the above trend, it is necessary
to calculate the correlation coefficient and t-statistics. The calculation of correlation coefficient
between saving deposit interest and saving deposit amount (ry3) = -0.917423. This high negative
correlation coefficient indicates that they have inverse relationship with each other. Decrease in
interest rate is followed by an increase in saving deposit amount and vice versa. This shows that
the substitution effect in case of BOK for saving account is not applicable. The coefficient of
determination between these two variables is r%; = 0.841665 which means 84.17% total
variation in dependent variable (saving deposit amount) has been explained by independent
variable (interest rate) and remaining 14.83% is the effect of other factors. The t-value for testing
the significance of the correlation coefficient between variable is t-cal = -3.99339%4 (Jt| =
3.993394). Since the tabulated t-value at 5% level of significance for two tails at 5 degree of
freedom (t-tab= 2.571) is less than the calculated value (t-call= 3.993394), the correlation
coefficient is significant. This means the variables mentioned (interest rate on saving deposit and
amount of saving deposit) for BOK are significantly correlated and alternative hypothesis (H1) is
accepted which means there is relationship between interest rate on saving deposit and saving
deposit amount of BOK.

In the same manner, the correlation coefficient for fixed deposit interest rate and fixed deposit
amount rgs= 0.214999. The positive sign indicates that these two variables are positively
correlated. In other words, change in one variable cause the change in other variable in the same
direction. This case is in favor of the substitution effect. The coefficient of determination
between these two variables is r45°=0.046225 which mean 4.62% of total variable (fixed deposit)
is explained by independent variable (fixed deposit rate) and remaining 95.38% is the effect of
other variables. The t-value for testing the significance of the correlation coefficient between
variables is t-call = 0.351307 (|t|= 0.381307) which is less than the tabulated t-value (t-tab=
2.571) at 5% level of significance for two tail at 5 degree of freedom. The conclusion can be
drawn that correlation coefficient between these two variables is not significant. This means null

82



hypothesis (Ho) is accepted i.e. there is no relationship between deposit interest rate and deposit
amount of BOK.

4.3 Analysis of Fluctuation in Lending Interest Rate and Its Relation with Lending
Amount

In this section, the relationship between lending interest rate and lending amount is presented and
analysis. Generally, when there is higher interest rate (especially lending or credit rate) in the
economy, people normally borrow lesser amount than the period when lending interest rate is
low. Theoretically, there is inverse relationship between lending interest rate and lending
amount i.e. when there is low lending rate, then there should be higher amount of borrowing by
the user of fund and vice versa. Higher amount of borrowing indicates higher investment in the
country or higher transaction in trade. Thisis necessary for the growth of the economy. So, this
study tries to explore the relationship between lending rate and lending amount in Nepalese
economy.

431 NABIL Bank Ltd.

NABIL grants credit on different sectors like export credit, import L/C, priority sectors, working
capital, hire purchase and so on. The lending rates on different sectors differ during different
fiscal years.

Table 4.11 shows the lending interest rate, average lending interest rate, and correlation
coefficient, coefficient of determination, t-value and standard deviation of NABIL during last
five FY.

Table4.11 Lending rate of NABIL on different sectors during last five FYs
(Rsinmillion)
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Sectorg/Years 2004 2005 2006 2007 2008
Overdraft

Export Credit 7.50 7.50 10.00 8.75 8.75
Import L/C 9.75 9.75 9.75 8.75 8.75
Against FDR 7.00 7.00 7.00 7.00 7.00
Against HMG Bond 7.00 7.75 7.25 7.25 7.25
Against BG/CG 9.00 9.00 9.00 7.50 7.50
Against other Guarantee 10.00 10.00 10.00 8.50 8.50
Industrial Loan

Commercial Loan

Priority Sector Loan 12.50 11.50 11.50 10.25 10.25
Deprived Sector 8.00 7.50 7.50 6.75 7.00
Term Loan 12.00 12.00 12.00 10.50 10.50
W/C Loan 11.00 11.00 11.00 9.75 9.75
Hire Purchase 11.50 9.75 9.50 9.25 9.75
Others 10.00 10.00 10.00 9.25 9.50
Average Lending Rate(1) 9.60 9.40 9.54 8.00 8.71
Loan Amount (2) 8,769.70 | 11,078.00 | 13,021.00 | 15,657.10 | 21,514.63
Correlation Coefficient (rio) | -0.644885

Coefficient of Determination | 0.415877

(r122)

t-statistic Insignificant
t-call =-1.461473 t-tab = 2.571

S.D.=0.61

Source: Banking and Financial Statistics, NRB

(Note: Calculation of Correlation Coefficient, Coefficient of Determination, t-statistics and
standard deviation is shown in annex2)

Table 4.11 shows the lending interest rate on different area is in decreasing trend. Table shows
that the maximum interest rate is 12.5% in FY 2004 and minimum rate is 6.75% in FY 2007. This
shows the interest rate declined drastically during the five FY's period. Generally the productive
sector loan rate (like commercial loan, industrial loan, priority sector loan, working capital rate
and so on) declines less in magnitude than non productive sector loan (like overdraft, loan
against government bond, BG/CG rate and so on). For example during the last five FYs
declination of import L/C rate was by 1%. In the same manner, the declining magnitudes were
1.5%, 2%, 0.75% for against other guarantee, higher purchase and others. The declining
percentage were 2.25%, 1.25%, 1.5%, 1.75% in priority sector, deprived sector, term loan and
working capita loan rate respectively. According to theory, in order to induce the investment in
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the country or expansion of trade, the productive sector loan should be available at cheaper rate.
But the figure shows that these sectors loan were some what costlier than other non productive

|oan.

If the average of each fiscal year is taken, then it shows that average lending interest rate isin
decreasing trends i.e. 9.6%, 9.4%, 9.54%, 8%, 8.71% in FY's 2004, 2005, 2006, 2007 and 2008
respectively. The standard deviation for average interest rate is 0.61% which shows the deviation
from mean return. With harmony to interest rate, the lending amount of NABIL is also seen to be
in increasing tendency. The fluctuation in lending interest rate and lending amount can be seen in
the following figures.

Figure4.16 Average Lending Rate of NABIL during different FYs.
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Figure4.17 Average Amount Rate of NABIL during different FYs.
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The above figure no. 4.16 and 4.17 show the trends of lending interest rate and lending amount
of NABIL during different fiscal years. The interest rate has sightly decreased during the five
fiscal years. Similarly, the lending amount isin increasing trend during the five fiscal years.

Correlation Coefficient, Coefficient of Deter mination and t-statistics of NABIL

From table 4.11, the correlation coefficient between lending rate and lending amount (ry2) is -
0.644885. According to our classification, this negative correlation is of “moderate degree”
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which indicates that there is inverse relationship between lending interest rate and lending
amount. It means that decrease in lending interest rate result increase in total lending amount.
This situation matches with the actual theory. According to the theoretical concept of lending
rate and lending amount, people prefer or use money when the market interest rate is low in the
market. Similarly, the coefficient of determination is (r12°) is 0.415877. When tota lending
amount is taken as dependent variable and lending rate as explained by lending rate as
independent variable, then 41.59% of total variation in dependent variable is explained by
lending rate and remaining percentage of 58.41% is due to the effect of other variable in the
economy. The test of significance of correlation coefficient between lending rate and lending
amount also verify the fact. The calculated value of t-statistics is -1.461472 which is lower than
the tabulated t-value at 5% level of significance for two tails at 5 degree of freedom (t-tab=
2.571). In this condition, Hp is acceptable. It means that there is not correlation between two
variables. In other words, the relation is insignificant. In conclusion, the inverse relationship
between lending rate and lending amount is not applicable for NABIL.

4.3.2 Nepal Investment Bank Ltd. (NIBL)
Table4.12 Lending rate of NIBL on different sectorsduring last five FYs

(Rsinmillion)

Sectors/Years 2004 2005 | 2006 2007 | 2008 |
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Overdraft 13.00 10.88 10.88 10.88 10.88
Export Credit 11.50 9.38 9.38 9.38 9.38
Import L/C 12.00

Against FDR 7.80 7.80 7.80 7.50
Against HMG Bond | 9.00 7.00 7.00 7.00 7.00
Against BG/CG 11.00 8.00 8.00 8.00 8.00
Against other

Guarantee

Industrial Loan 13.00

Commercial Loan 12.50

Priority Sector Loan | 14.50 8.00 8.00 8.00

Deprived Sector 12.00 6.50 6.50 6.50 6.50
Term Loan 11.50 11.50 11.50 11.50
W/C Loan 13.00 11.00 11.00 11.00 10.88
Hire Purchase 10.00 10.00 10.00 10.00
Others 13.00 9.75 9.75 9.75 9.75
Average Lending | 12.14 9.07 9.07 9.07 9.14
Rate(1)

Loan Amount (2) 7,174.40 10,295.4 | 13,007.2 | 17,482.0 | 27,145.50
Correlation (r12) -0.548159

Coefficient of | 0.300478

Deter mination(r 1,9

t-statistic t-call=-1.135184 | t-tab =2.571 I nsignificant

S.D =1.2213

Source: Banking and Financial Satistics, NRB

(Note: Calculation of Correlation Coefficient, Coefficient of Determination, t-statistics and
standard deviation is shown in annex2)

Table 4.12 shows the lending interest rate on different area is in decreasing trend. Table shows
that the maximum interest rate is 13% in FY 2004 and minimum rate is 6.5% in FY 2008. This
shows the interest rate declined drastically during the five FY's period. Generally the productive
sector |oan rate (like commercial loan, industrial loan, priority sector loan, working capital rate
and so on) declines less in magnitude than non productive sector loan (like overdraft, loan
against government bond, BG/CG rate and so on). For example during the last five FYs
declination of export credit rate was by 2.12%. In the same manner, the declining magnitudes
were 2%, 3%, 3.25% for against HMG bond, against BG/CG, and others. The declining
percentage for productive sectors were 6.5%, 5.5%, 2.12% in priority sector, deprived sector and
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working capita loan rate respectively. According to theory, in order to induce the investment in
the country or expansion of trade, the productive sector loan should be available at cheaper rate.
But the figure shows that these sectors loan were some what costlier than other non productive
loan.

If the average of each fiscal year is taken, then it shows that average lending interest rate isin
decreasing trends i.e. 12.14% for the year 2004 and 9.07% for the year 2005 to 2007 and 9.14%
for the year 2008 respectively. The standard deviation for average interest rate is 1.22% which
shows the deviation from mean return. With harmony to interest rate, the lending amount of
NIBL isalso seen to be in increasing tendency.

The fluctuation in lending interest rate and lending amount can be seen in the following figures.

Figure4.18 Average Lending Rate of NIBL during different FYs.
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Figure4.19 Average Lending Amount of NIBL during different FYs.
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The above figure no.4.18 and 4.19 show the trends of lending interest rate and lending amount of
NIBL during the different fiscal years. The interest rate has sharply declined in the second year
then remained relatively constant in rest of the years. Similarly, the lending amount is in
continuous increasing trend during the five fiscal years. We can conclude that there is no
relationship between lending rate and lending amount of NIBL.

Correlation Coefficient, Coefficient of Deter mination and t-statistics of NIBL

From table 4.12, the correlation coefficient between lending rate and lending amount (ryo) is -
0.548159. According to our classification, this negative correlation indicates that there is a
inverse relationship between lending interest rate and lending amount. It means that the change
in one variable effect to change in the other variable in the opposite direction. Similarly, the
coefficient of determination is (r1°) is 0.300478. When total lending amount is taken as
dependent variable and lending rate as explained by lending rate as independent variable, then
30.05% or total variation in dependent variable is explained by lending rate and remaining
percentage of 69.95% is due to the effect of other variable in the economy. The test of
significance of correlation coefficient between lending rate and lending amount aso verify the
fact. The calculated value of t-statistics is 1.135184 which is lower than the tabulated t-value at
5% level of significance for two tails at 5 degree of freedom (t-tab= 2.571). In this condition, Ho
is acceptable. It means that there is a no correlation between two variables. In other words, the
relation is insignificant. In conclusion, there is no relationship between lending rate and lending
amount for NIBL.

4.3.3 Himalayan Bank Limited (HBL)

Table4.13 Lending rate of HBL on different sectors during last five FYs
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(Rsinmillion)

Sectors/Years 2004 2005 2006 2007 2008

Overdraft 13.25 13.25 10.50 9.00 9.00

Export Credit 9.50 9.50 8.50 7.38 8.50

Import L/C 12.25 12.25 9.58 7.75 8.25

Against FDR

Against HMG Bond 8.00 8.00 5.50 6.50 7.00

Against BG/CG 10.50 10.50 8.75 7.25 7.50

Against other

Guarantee

Industrial Loan 13.00 13.00 10.50

Commercial Loan 13.25 13.25 10.38

Priority Sector Loan 13.00 13.00 11.63 10.00

Deprived Sector 8.50 8.50 6.38 6.38 6.88

Term Loan 13.00 13.00 10.63 9.25 9.50

WI/C Loan 13.00 13.00

Hire Purchase 13.00 13.00 10.25 8.50 8.50

Others 15.75 15.75 9.75 9.00 7.50

Average Lending | 12.00 12.00 9.36 8.101 7.46

Rate(1)

Loan Amount (2) 13,081.70 | 13,245.00 15,516.00 | 17,672.00 | 19,985.10

Correlation (r12) -0.967964

Coefficient of | 0.936954

Deter mination (r1,°)

t-statistic t-call =-6.677152 Significant
t-tab = 2571

S.D= 1.90969

Source: Banking and Financial Statistics, NRB
(Note: Calculation of Correlation Coefficient, Coefficient of Determination, t-statistics and
standard deviation is shown in annex2)

Table 4.13 shows the lending interest rate, average lending interest rate, correlation coefficient,
coefficient of determination, t-value and standard deviation of HBL during different FYs. The
interest rate of HBL is also in decreasing trend. Table shows that the maximum interest rate is
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15.75% in FY 2004 and minimum rate is 6.38% in FY 2007. This table shows the interest rate
declined drastically during the five FY's period. Generally the productive sector loan rate (like
commercia loan, industrial loan, priority sector loan, working capital rate and so on) declines
less in magnitude than non productive sector loan (like overdraft, loan against government bond,
BG/CG rate and so on). For example during the last five FY s declination of overdraft rate was by
4.25% during 2004 to 2008. In the same manner, the declining magnitudes for import L/C rate
were by 4.5%. The declining percentage for productive sectors was 3%, 2.12%, 3.75% in priority
sector, deprived sector, and term loan rate respectively. According to theory, in order to induce
the investment in the country or expansion of trade, the productive sector loan should be
available at cheaper rate. But the figure shows that these sectors loan were some what costlier
than other non productive loan.

If the average of each fiscal year is taken, then it shows that average lending interest rate isin
decreasing trends i.e. 12% in the year 2004 to 2005, 9.36% in the year 2006, and 8.1% in the
year 2007 and 7.46% in the year 2008 respectively. The standard deviation for average interest
rate is 1.91% which shows the deviation from mean return. With harmony to interest rate, the
lending rate of HBL is also seen to be in decreasing tendency where as the lending amount is
increasing. This table shows that there is the negative relation between interest rate and interest
amount. But to get the exact numerical result of relationship, correlation coefficient is necessary
to calculate. The figure for changing trend of interest rate and lending amount is given on figure
no. 4.18 and 4.19.

Figure4.20 Averagelending rate of HBL during different FYs
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Figure4.21 Lending Amount of HBL during different FYs
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The above figure 4.20 and 4.21 show the trends of lending interest rate and lending amount of
HBL during different fiscal years. The interest rate has remained constant in the second year and
then declined continuously in the rest three fiscal years. Similarly, the lending amount is in
continuous increasing trend during the five fiscal years. We can conclude that there is inverse
relationship between lending rate and lending amount of HBL

Correlation Coefficient, Coefficient of Deter mination and t-statistics of HBL

From table 4.13, the correlation coefficient between lending rate and lending amount (rq2) is -
0.967964. According to our classification, this negative correlation is of “high degree” which
indicates that there is inverse relationship between lending interest rate and lending amount. It
means that decrease in lending interest rate result increase in total lending amount. This situation
matches with the actual theory. According to the theoretical concept of lending rate and lending
amount, people prefer or use money when the market interest rate is low in the market. Similarly,
the coefficient of determination is (r.%) is 0.936954. When total lending amount is taken as
dependent variable and lending rate as independent variable, then 93.70% of total variation in
dependent variable is explained by lending rate and remaining percentage of 6.30% is due to the
effect of other variable in the economy. The test of significance of correlation coefficient
between lending rate and lending amount also verify the fact. The calculated value of t-statistics
is-6.677152 which is higher than the tabul ated t-value at 5% level of significance for two tails at
5 degree of freedom (t-tab= 2.571). In this condition, H; is acceptable. It means that there is a
correlation between two variables. In other words, the relation is significant. Hence, null
hypothesis is rgjected. In conclusion, the inverse relationship between lending rate and lending
amount is applicable for HBL.

4.3.4 Everest Bank Limited (EBL)

Table4.14 Lending rate of EBL on different sectorsduring last five FYs
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(Rsinmillion)

Sectorg/Years 2004 2005 2006 2007 2008
Overdraft 11.38 10.25 9.50 9.50 9.75
Export Credit 9.50 8.00 7.50 7.50 8.75
Import L/C 10.25 8.75 8.38 8.38 8.50
Against FDR 1.50
Against HMG Bond 7.75 6.00 4.42 5.50 7.50
Against BG/CG 10.00 8.00 8.00 8.00 8.00
Against other

Guarantee

Industrial Loan 11.00 10.25 9.50 9.50 9.50
Commercial Loan 10.75 10.00 9.50 9.50 9.50
Priority Sector Loan 12.50 11.50

Deprived Sector 10.50 11.50 7.25 7.25 7.50
Term Loan 12.25 11.00 9.50 9.50 9.75
W/C Loan 10.75 9.00 9.50 9.50 9.75
Hire Purchase 12.25 11.25 6.50 9.50 9.75
Others 10.50 9.75 7.75 7.75 8.00
Average Lending | 10.72 9.63 7.48 8.45 8.29
Rate(1)

Loan Amount (2) 6,131.1 7,914.00 | 10,124.00 | 14,059.20 | 18,814.29
Correlation -0.621343

Coefficient (r12)

Coefficient of | 0.386068

Deter mination(r 1,9

t-statistics t-call =-1.373512 t-tab = 2.571 Insignificant
SD. 1.13449

Source: Banking and Financial Statistics, NRB

(Note: Calculation of Correlation Coefficient, Coefficient of Determination, t-statistics and
standard deviation is shown in annex2)

Table 4.14 shows the lending interest rate, average lending interest rate, correlation coefficient,
coefficient of determination, t-value and standard deviation of EBL during different FYs. The
interest rate of EBL is also in decreasing trend except 2007. The table shows that the maximum
interest rate is 12.25% in FY2004 and minimum rate is 5.5% in FY 2007. This table shows the
interest rate declined drastically during the five FY's period. The beginning year lending rate is
higher than NABIL and lesser than NIBL and HBL. This may due to the competition. In the FY
2004, the average interest rate is 10.72%. But in later year, the falling speed was very high. The
interest rate decreased by 1.09% in the year 2005, 2.15% in the year 2006. But in 2007, the
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interest rate suddenly increased by 0.97%.In 2008, it again fell by 0.16% The table shows that
average lending interest rate is in decreasing trends except 2007 i.e.10.72% in 2004, 9.63% in
2005, 7.48% in 2006, 8.45% in 2007 and 8.29% in 2008 respectively. The standard deviation for
average interest rate is 1.34% which shows the deviation from mean return. With harmony to
interest rate, the lending amount of EBL is also seen to be in increasing tendency where as the
lending rate is decreasing. This table shows that there is the negative relation between interest
rate and interest amount. But to get the exact numerical result of relationship, correlation
coefficient is necessary to be calculated. The figure for changing trend of interest rate and
lending amount is given on figure no. 4.22 and 4.23.

Figure4.22 Averagelending rate of EBL during different FYs
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Figure4.23 Lending Amount of EBL during different FYs

20000
15000

10000 _ o
o p—
w«
0

2004 2005 2006 2007 2008

Lending
Amount

Fiscal Year

B Lending Amount

The above figure 4.22 and 4.33 show the trends of lending interest rate and lending amount of
EBL during different fiscal years. The interest rate has slightly decreased in during the five fisca
years. It fals from 10.72% to 8.29%. Similarly, the lending amount is in increasing trend during
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the five fiscal years despite the fall or rise in interest rate. We can conclude that there is no
relationship between lending rate and lending amount of EBL.

Corrdation Coefficient, Coefficient of Deter mination and t-statistics of EBL

From table 4.14, the correlation coefficient between lending rate and lending amount (ry2) is -
0.621343. According to our classification, this negative correlation is of “moderate degree”
which indicates that there is inverse relationship between lending interest rate and lending
amount. It means that decrease in lending interest rate result increase in total lending amount.
This situation matches with the actual theory. According to the theoretical concept of lending
rate and lending amount, people prefer or use money when the market interest rate is low in the
market. Similarly, the coefficient of determination is (r1,?) 0.386068. When total lending amount
is taken as dependent variable and lending rate as explained by lending rate as independent
variable, then 38.61% of total variation in dependent variable is explained by lending rate and
remaining percentage of 60.49% is due to the effect of other variable in the economy. The test of
significance of correlation coefficient between lending rate and lending amount also verify the
fact. The calculated value of t-statistics is -1.373512 which is less than the tabulated t-value at
5% level of significance for two tails at 5 degree of freedom (t-tab= 2.571). In this condition, Hg
is acceptable. It means that there is no correlation between two variables. In other words, the
relation is insignificant. In conclusion, the relationship between lending rate and lending amount
isnot applicable for EBL.

435 Bank of Kathmandu (BOK)
Table4.15 Lending rate of BOK on different sectors during last five FYs

(Rsinmillion)
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Sectorg/Years 2004 2005 2006 2007 2008
Overdraft 11.75 11.75 11.75 11.75 11.75
Export Credit 10.00 7.25 7.75 7.75 7.75
Import L/C 10.25 10.25 10.25 10.25 10.25
Against FDR 7.50 9.25 7.50 7.50 7.50
Against HMG Bond | 7.25 7.25 7.25 7.25 7.25
Against BG/CG 9.25 9.25 9.25 9.25 9.25
Against other | 7.50 7.50 7.50 7.50 7.50
Guarantee
Industrial Loan 11.75 11.75 11.75 11.75 11.75
Commercial Loan 12.25 12.25 12.25 12.25 12.25
Priority Sector Loan
Deprived Sector 8.75 8.75 8.75 8.75 8.75
Term Loan 11.50 11.75 11.75 11.75 11.75
W/C Loan 11.75 11.75 11.75 11.75 11.75
Hire Purchase 10.75 9.50 9.25 9.25 9.25
Others 8.75 8.75 9.25 9.25 9.25
Average Lending | 9.93 9.79 9.71 9.71 9.71
Rate(1)
Loan Amount (2) 6,104.90 6,167.00 | 7,525.00 | 9,663.60 12,692.90
Correlation -0.648185
Coefficient (r12)
Coefficient of | 0.420144
Deter mination(r 159
t-statistics t-call =-1.474348 Insignificant

t-tab = 2.571
SD. 0.08579

Source: Banking and Financial Statistics, NRB

(Note: Calculation of Correlation Coefficient, Coefficient of Determination, t-statistics and
standard deviation is shown in annex2)

Table 4.15 shows the lending interest rate, average lending interest rate, correlation coefficient,
coefficient of determination, t-value and standard deviation of BOK during different FYs. The
interest rate of BOK is aso in decreasing trend. But the decreasing magnitude is very little. The
table shows that the maximum interest rate is 12.25% in FY 2004 and minimum rate is 7.25% in
FY 2008. Generaly the productive sector loan rate (like commercial loan, industrial loan,
priority sector loan, working capital rate and so on) declines less in magnitude than non
productive sector loan (like overdraft, loan against government bond, BG/CG rate and so on).
For example during the last five FY s declination of hire purchase rate was by 1.5% during 2004
to 2008. In the same manner, the declining magnitudes for export credit were by 2.25% during
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different fiscal years. Overdraft remains constant during different fiscal yearsi.e. 11.75%. The
same fluctuation is with loan against HM G bond, industrial loan, and commercia loan. Thus, we
can say that there is the fluctuation of interest rate in these non productive sectors. But there is
continuous declination of interest rate for the productive deprive sectors and others. According to
theory, in order to induce the investment in the country or expansion of trade, the productive
sector loan should be available at cheaper rate. But the figure shows that these sectors loan were
some what costlier than other non productive loan.

The standard deviation for average interest rate is 0.086% which shows the deviation from mean
return. With harmony to interest rate, the lending amount of BOK is aso seen to be in increasing
tendency. This table shows that there is the negative relation between interest rate and interest
amount. But to get the exact numerical result of relationship, correlation coefficient is should be
necessary to calculate. The figure for changing trend of interest rate and lending amount is given
on figure no. 4.24 and 4.25.

Figure4.24 Averagelending rate of BOK during different FYs
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Figure4.25 Lending Amount of BOK during different FYs
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The above figure 4.24 and 4.25 show the decreasing trends of lending interest rate and lending
amount of BOK during different fiscal years. The interest rate has slightly decreased in during
the five fiscal years. It falls from 9.93% to 9.71%. Similarly, the lending amount is in increasing
trend during the five fiscal years. We can conclude that there is inverse relationship between
lending rate and lending amount of BOK.

Correlation Coefficient, Coefficient of Deter mination and t-statistics of BOK

From table 4.15, the correlation coefficient between lending rate and lending amount (rq2) is -
0.648185. This negative correlation indicates that there is inverse relationship between lending
interest rate and lending amount. It means that decrease in lending interest rate result increase in
total lending amount. This situation matches with the actual theory. According to the theoretical
concept of lending rate and lending amount, people prefer or use money when the market interest
rate is low in the market. Similarly, the coefficient of determination is (r1,?) 0.420144. When
total lending amount is taken as dependent variable and lending rate as independent variable,
then 42.01% of total variation in dependent variable is explained by lending rate and remaining
percentage of 57.99% is due to the effect of other variable in the economy. The test of
significance of correlation coefficient between lending rate and lending amount aso verify the
fact. The calculated value of t-statistics is -1.474348 which is less than the tabulated t-value at
5% level of significance for two tails at 5 degree of freedom (t-tab= 2.571). In this condition, Hg
is acceptable. It means that there is no correlation between two variables. In other words, the
relation is insignificant. In conclusion, there is no relationship between lending rate and lending
amount of BOK.

4.4  Analysisof relation between Deposit Rate and L ending Rate
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Generdly, there is positive relation between interest rate on deposit and interest on lending. On
this ground, different theory has been propounded like Fisher effect, Harrod-Keynes effect and
so on. This al phenomenon have been already explained in the chapter two. To measure the
actual relationship between interest rate on deposit and lending, the prevailing situation of each
bank is analyzed.

441 NABIL Bank Limited

Table4.16  Relationship between I nterest Rate on Deposit and Lending of NABIL

Years Deposit Rate Lending Rate
2004 2.82 9.6

2005 3.25 94

2006 32 9.54

2007 2.71 8

2008 4.82 8.71

Correlation Coefficient (r12) -0.097758

Coefficient of Determination | 0.009557
(r122)

t-statistic | t-call=-0.170137 | t-tab=2.571 I nsignificant

(Note: The average interest rate of deposit and lending is taken from ““Whole Mean” and
“Average Lending Rate” respectively. For this case, values are taken from table 4.1 and 4.11.
Calculation of Correlation Coefficient, Coefficient of Determination and t-statistic is shown in
Annex 3)

Figure4.26 Relationship between Deposit Rate and Lending Rate of NABIL
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Table no. 4.16 shows the trend of interest rate on both deposit and lending of NABIL. The
lending interest rate shows decreasing trend during five fiscal years where as there is no fixed
trend on deposit interest rate. The correlation coefficient between two variables (ri) is -
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0.097758. The negative sign indicates that there is negative relationship between deposit interest
rate and lending interest rate. The coefficient of determination (r:.?) is 0.009557 which indicates
that the variation in dependent variable is explained up to 0.96% by independent variable and
remaining 99.04% is due to the effect of other variablesin the economy. Similarly, the calculated
t-value between the two variables is -0.170137 which is less than the tabulated t-value at 5%
level of significance for two tails at 5 degree of freedom (t-tab= 2.571). Hence, it isinsignificant
and null hypothesis (HO) is accepted which means there is no relationship between deposit
interest rate and lending interest rate of NABIL.

4.4.2 Nepal Investment Bank Ltd. (NIBL)
There isfluctuation in the interest rate of NIBL during different fiscal years.

Table4.17  Relationship between Interest Rate on Deposit and Lending of NIBL

Years Deposit Rate Lending Rate
2004 5.11 12.14

2005 2.66 9.07

2006 2.64 9.07

2007 2.64 9.07

2008 314 9.14
Correlation Coefficient (r) 0.983964

Coefficient of Deter mination (r?) 0.968185

t-statistic | t-call= 9.554906 t-tab=2.571 Significant

(Note: The average interest rate of deposit and lending is taken from *“Whole Mean” and
“Average Lending Rate” respectively. For this case, values are taken from table 4.3 and 4.12.
Calculation of Correlation Coefficient, Coefficient of Determination and t-statistic is shown in
Annex 3)

Figure4.27 Relationship between Interest Rate on Deposit and Lending of NIBL
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Table no. 4.17 shows the trend of interest rate on both deposit and lending of NIBL. The average
deposit interest rate is decreasing during the first four years but has slightly increased in the fifth
year. The lending rate has sharply decreased in the second year, remained constant till fourth
year and has again increased in the fifth year. The correlation coefficient between two variables
(r12) is 0.983964. The positive sign indicates that there is positive relationship between deposit
interest rate and lending interest rate. Both the deposit interest rate and lending interest rate arein
decreasing trend. The coefficient of determination (r1.%) is 0.968185 which indicates that the
variation in dependent variable is explained by 96.82% by independent variable and remaining
3.18% is due to the effect of other variables in the economy. Similarly, the calculated t-value
between the two variables is 9.554906 which is greater than the tabulated t-value at 5% level of
significance for two tails at 5 degree of freedom (t-tab= 2.571). Hence, it is significant and
aternative hypothesis (H1) is accepted which means there is positive relationship between
deposit interest rate and lending interest rate of NIBL.

443 Himalayan Bank Ltd. (HBL)

Table4.18 Relationship between I nterest Rate on Deposit and Lending of HBL
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Years Deposit Rate Lending Rate
2004 4.01 12

2005 4.01 12

2006 2.69 9.36

2007 2.69 8.1

2008 2.98 7.46
Correlation Coefficient (r) 0.890674

Coefficient of Deter mination (r?) 0.793301

t-statistic | t-call=3.393208 t-tab=2.571 Significant

(Note: The average interest rate of deposit and lending is taken from ““Whole Mean” and
“Average Lending Rate™ respectively. For this case, values are taken from table 4.5 and 4.13
Calculation of Correlation Coefficient, Coefficient of Determination and t-statistic is shown in
Annex 3)

Figure4.28 Relationships between I nterest Rate on Deposit and Lending of HBL
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Table 4.18 shows the trend of interest rate on both deposit and lending of HBL. Both the interest
rates show decreasing trend during five fiscal years. The correlation coefficient between two
variables (r) is 0.890674. The positive sign indicates that there is positive relationship between
deposit interest rate and lending interest rate. Both the deposit interest rate and lending interest
rate are in decreasing trend. The coefficient of determination (r?) is 0.793301 which indicates
that the variation in dependent variable is explained by 79.33% by independent variable and
remaining 20.67 % is due to the effect of other variables in the economy. Similarly, the
calculated t-value between the two variables is 3.393208 which are higher than the tabulated t-
value at 5% level of significance for two tails at 5 degree of freedom (t-tab= 2.571). Hence, it is
significant and aternative hypothesis (H1) is accepted which means there is a positive
relationship between deposit interest rate and lending interest rate of HBL.

4.4.4 Everest Bank Ltd. (EBL)

Table4.19 Relationship between I nterest Rate on Deposit and Lending of EBL
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Years Deposit Rate Lending Rate
2004 4.50 10.72

2005 2.96 9.63

2006 3.65 7.48

2007 3.36 8.45

2008 3.98 8.29
Correlation Coefficient (r) 0.324973

Coefficient of Determination (r¥) | 0.105607

t- t-call=0.595173 t-tab=2.571 I nsignificant
statistic

(Note: The average interest rate of deposit and lending is taken from ““Whole Mean” and
“Average Lending Rate” respectively. For this case, values are taken from table 4.7 and 4.14.
Calculation of Correlation Coefficient, Coefficient of Determination and t-statistic is shown in
Annex 3)

Figure4.29 Relationship between Interest Rate on Deposit and Lending of
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Table 4.19 shows the trend of interest rate on both deposit and lending of EBL. The trend of both
the interest rate is very much fluctuation during five fiscal years. Lending rate steeply fell in the
second and third year, increased in fourth year and again fell in the fifth year. The deposit rate is
decreasing and increasing alternately in every consecutive year. The correlation coefficient
between two variables (r) is 0.324973. The positive sign indicates that there is positive
relationship between deposit interest rate and lending interest rate. Both the deposit interest rate
and lending interest rate are in decreasing trend. The coefficient of determination (r?) is 0.105607
which indicates that the variation in dependent variable is explained by 10.56% by independent
variable and remaining 89.44% is due to the effect of other variables in the economy. But, the
calculated t-value between the two variables is 0.595173 which is less than the tabulated t-value
at 5% level of significance for two tails at 5 degree of freedom (t-tab= 2.571). Hence, it is
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insignificant and null hypothesis (HO) is accepted which means there is a no relationship between
deposit interest rate and lending interest rate of EBL.

445 Bank of Kathmandu (BOK)

Table4.20 Relationship between I nterest Rate on Deposit and Lending of BOK

Years Deposit Rate Lending Rate
2004 3.38 9.93

2005 3.03 9.79

2006 3.05 9.71

2007 2.72 9.71

2008 347 9.71
Correlation Coefficient (r) 0.406874

Coefficient of Deter mination (r?) 0.165546

t-statistic | t-call=0.771471 t-tab= I nsignificant

(Note: The average interest rate of deposit and lending is taken from “Whole Mean and
“Average Lending Rate” respectively. For this case, values are taken from table 4.9 and 4.15.
Calculation of Correlation Coefficient, Coefficient of Determination and t-statistic is shown in
Annex 3)

Figure4.30 Relationship between Interest Rate on Deposit and Lending of BOK
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Table 4.20 shows the trend of interest rate on both deposit and lending of BOK. The interest rate
on lending is in decreasing trend during five fiscal years where as the interest rate on deposit is
fluctuating every year decreasing marginally in the second year, increasing again marginaly in
the third year, again decreasing in fourth year and finally increasing in fifth year. The correlation
coefficient between two variables (r) is 0.406874. The positive sign indicates that there is
positive relationship between deposit interest rate and lending interest rate. The coefficient of
determination (r?) is 0.165546 which indicates that the variation in dependent variable is
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explained by 16.55% by independent variable and remaining is due to the effect of other
variables in the economy. Similarly, the calculated t-value between the two variables is 0.771471
which is less than the tabulated t-value at 5% level of significance for two tails at 5 degree of
freedom (t-tab= 2.571). Hence, it is insignificant and null hypothesis (HO) is accepted which
means there is a no relationship between deposit interest rate and lending interest rate of BOK.

45 Major Findings

On the basis of entire presentation and analysis of relevant data of sample banks using various
anaytical tools, the mgjor findings have been followed:

» The interest rate on both deposit and lending of all sample banks are found to be in
decreasing trend. But, on the contrary to this, deposit amount and lending amount is
increasing every year.

» The saving deposit amount and saving interest rate have inverse relationship of all sample
banks. The value of correlation coefficient between saving deposit rate and saving deposit
amount of sample banks under study is found as -0.859566, -0.65841, -0.85277, -0.7946133,
-0.917423 for NABIL, NIBL, HBL, EBL and BOK respectively. These values show that
there is high degree of inverse relationship except NIBL. That means if one variable
increases, other variable decrease and vice versa. This case is against the theory of
substitution effect.

Form the analysis of coefficient of determination for deposit amount ranging from 0.43350 to
0.84166, it is found that the 43.35% to 84.17% of total variation in deposit amount of sample
banks is explained by the deposit rate (independent variable) and remaining percentage are
due to the effect of other factorsin the economy.

The t-statistic between saving deposit amount and saving deposit rate is significant which
also clarify that the above two variables have strong negative correlation expect NIBL and
EBL. Therefore, there is no substitution effect. Hence, the result is totally against the theory
as the research shows that people deposit more money in saving deposit when the interest
rate decreases.

» Analysis of fixed deposit amount and fixed interest rate shows negative relationship for
NIBL and HBL and positive relationship for NABIL, EBL and BOK. The correlation
coefficient is found as 0.773292, -0.539931, -0.577181, 0.063700, 0.214999 for NABIL,
NIBL, HBL, EBL and BOK. According to correlation coefficient, there is substitution effect
except NIBL and HBL. This shows that the people depositing more money in fixed deposit
are affected by yield rate on fixed deposit.

From the analysis of coefficient of determination for fixed deposit ranging from 0.0040577 to
0.773292, it is found that the 0.41% to 77.32% of total variable in fixed deposit amount of
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sample banks is explained by the deposit rate (independent variable) and remaining
percentage are due to the effect of other factors in the economy.

The t-test clarify that the relationship is not strong. The calculated value of t is less than the
tabulated value of t in case of al the banks, so t-test indicates that there is no significant
relationship between those two variables.

The above data shows that there is negative relationship between lending rate and lending
amount. It means that change in one of the variable affects demand of funds. By using
correlation tools, it can be inferred that NABIL, NIBL, EBL and BOK have moderate degree
of correlation where as HBL has highly negative relationship.

Though NABIL, NIBL, BOK and EBL have moderate degree of correlation between lending
rate and lending amount, the t-statistic is insignificant which means that there is no
relationship between lending rate and lending amount. So, increase in lending amount is not
due to the decrease in lending interest rate but due to the other reason. But for HBL, the t-
statistic is highly significant which means that the variable have strong relationship. So,
increase in lending amount is due to decrease in lending rate.

The correlation coefficient between deposit rate and lending rate is -0.097758, 0.983964,
0.890674, 0.324972, and 0.406874 for NABIL, NIBL, HBL, EBL and BOK respectively.
This indicates that there is positive relationship between deposit rate and lending rate except
NABIL. So, theincrease in one variable causes increase in another variable.

The t-value of the sample bank namely NIBL, HBL is significant where as NABIL, EBL and
BOK isinsignificant. It means that NIBL, HBL has positive relationship between deposit rate
and lending rate. So, the changes in one variable cause change in another variable in same
direction. But, in the case of NABIL, EBL, BOK which is insignificant, it is not due to the
change in one variable cause change in other variable in same direction but due to other
reason.

CHAPTER YV
SUMMARY, CONCLUSION AND RECOMMENDATION

When a study is completed, we should summarize and conclude in specific form, as it is an
important issue in research. In this chapter, summary and conclusion made after analyzing and
interpreting the necessary data regarding structure of interest rates and its impact on deposit and
lending of selected commercia banks. Finally, constructive suggestions and recommendation,
which can be of immense help to improve interest rates and its impact on deposit and lending of
commercia banks, if pursued, have been presented. In this way, an attempt has been made to
summaries the whole study in this chapter categorizing in three subsections namely summary,
conclusion and recommendation.
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51 Summary

Banking sector plays an important role in the economic development of the country. Commercial
banks are one of the vital aspects of this sector, which deals in the process of channelizing the
available resources in the needed sectors. It is the intermediary between the deficit and surplus of
financial resources. In order to mobilize the limited capital, the government of Nepal adopted the
liberalization policy. As a result up to now 25 commercia banks, 59 development banks, 12
micro credit development banks, 78 financial companies, 16 saving and co-operatives and 46
financial NGOs are established within the financial system of Nepal which is hoped to contribute
for economic development by playing important role in the financial system of the country and
living standard of people. Financial institution act as an intermediary between the individua who
lend and who borrow. These institutions accept deposits and in turn lend it to people who are in
need of financial resources. These institutions make the flow of fund easier. So we can not deny
the role a bank plays in developing an economy. It pools the fund scattered in the economy and
mobilizes them to the productive sector. As focus on the above explanation the study has covered
on the study of interest rates regarding its impact on deposit and lending by five years data and
mainly concerns the below issues:

» To examine the interest rate structure on deposit and lending of Nepalese commercia banks
» To study and analyze the relationship of interest rate on deposit amount and lending amount
of commercial banks

Though there are various factors in the economy that affects the volume of deposit and lending,
interest rate is one of the major factor that affect deposit and lending amount. With the major
objective of showing relationship between deposit rate and deposit amount i.e. substitution
effect, lending rate and lending amount, this study is undertaken.

The study is conducted to identify whether some of the theories of finance and economics are
applicable or not in the Nepalese financial markets. The major theories are substitution effect,
fisher effect and inverse relationship between interest rate and lending amount. For this purpose,
brief introduction about Nepalese economy, interest rate, sample organizations, statement of
problem, and significance of the study, research hypothesis and limitation of study are made in
thefirst chapter of this dissertation.

In second chapter, theoretical review as well as review of previous research has been made.
Different views about interest, function of interest, theories of interest, types of interest, factors
affecting interest rate and so on are reviewed. Of the theories of interest, the main four theories —
The Classica Theory, Liquidity Preference Theory, Loanable Fund Theory and Rational
Expectation Theory are reviewed. Similarly, the factor affecting interest rate like credit or default
risk, liquidity risk, marketability risk, call or prepayment risk, servicing cost, exchange rate risk,
taxability are explained. Similarly, factors affecting the volume of credit like credit risk, rate of
return, investment opportunity and so on are explained. Similarly, the term structure of interest
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rate are- Pure Expectation Theory, The Liquidity Premium View of the Yield Curve, The
Segmented-Markets or Hedging-Pressure Argument, Preferred Habitat Theory explains in this
chapter.

Research design used is mainly analytical. Out of the total financial system, five commercia
banks are chosen for sample purpose. The study is mainly based on secondary data used for the
analysis. These all are made on third chapter. Secondary data are collected form NRB’s
economic reports and annual reports of related banks. Lastly on fourth chapter, collected data are
presented in tabular and graphic form and analyzed using various financial and statistical tools
like mean, standard deviation, correlation coefficient and t-statistics.

5.2 Conclusion

It is aso found that lending interest rate of the productive sector loan such as commercia loan,
industrial loan, trade credit, working capital loan were decreased in comparison to the non
productive sector loan.After presentation and data analysis of relevant data of sample
commercia banks under study, using various anaytical tools, some mgor findings of this study
as evaluated and found in analysis are summarized as follows:-

1 According to the theory, there is positive relationship between deposits rate and deposit
amount. But the analysis of substitution effect for both fixed and saving deposit shows
that substitution effect do no exist for all sample banks. It may be due to the increase in
liquidity position of people as well as commercia banks. As people have less investment
opportunity, they put their money in banks and other financia institution rather than to
hold. This may be due to the fact that, in the last five FY's, people accumulated most of
their funds on saving accounts though they don’t get appropriate interest on it. It may be
just because of unavailability of other reliable place of investment, political instability
and feeling of insecurity among people.

The depositors place interest rate's role as secondary in their decision for keeping deposit
in the banks. Absence of better investment opportunities, expectation of inflationary
pressures and the associated safety, liquidity and profitability, what ever be their
respective roles, must have been the factors responsible for increase in volume of deposit
despite downscaling introduced in interest rates during the review period. This might
have produced negatives relationship between interest rates and deposits.

2. From the study, it is found that the interest rate of saving deposit is decreasing
continuously whereas on other hand saving deposit amount is increasing in every fiscal
year. Therefore, there is a negative relationship between deposit interest rate and deposit
amount of al sample banks as proved by negative correlation coefficient of al banks as
well as successful significant t-test of NABIL, HBL AND BOK.
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5.3

In case of fixed deposit, only NIBL and HBL have negative correlation coefficient
between interest rate and deposit but as per t-test the relation is not significant. For rest of
the banks, correlation coefficient is positive indicating positive relation between fixed
deposit interest rate and deposit amount. However, as per t-test the relation is not
significant. Hence, there is no relation between fixed deposit interest rate and fixed
deposit amount. Thus the decrease or increase in deposit is not due to change in interest
rate but due to other factors. Therefore, it is concluded that for fixed deposit also, thereis
no substitution effect at all. Hence, in case of fixed deposit also, the conclusion is not in
line with the theory. Fixed depositors are not motivated by interest rate but by the safety
of investment, guarantee of return, easy liquidity offered by the banks. Interest rate is not
the key factor in mobilizing fixed deposit.

According to theory, there is negative or inverse relationship between lending rate and
lending amount. The study found that all the sample banks have inverse relationship
between lending rate and lending amount. But among them, HBL has strong relationship
as required by theory. The increment in loanable fund for HBL is due to the decline in
lending rate because this relationship is proved statistically significant. But of NABIL,
NIBL, EBL and BOK, increase in lending amount is not due to the decrease in lending
rate but may be due to other factor, as it lowers t-calculated value than tabulated value
which indicated insignificant relationship between variables under study. So it can be
concluded that the lending interest rate is also an important factor for expansion or
contraction of lending amount.

It is found that deposit rate and lending rate of sample banks are moved into same
direction. There is high degree of positive correlation between deposit rate and lending
rate which indicates that change in one variable causes to change in other variable in
same direction. Banks want to maintain the interest rate spread (i.e. difference of lending
rate and deposit rate) to achieve uniform profitability due to which the positive relation
between the rates iswitnessed. But decrease in deposit interest rate is more than decrease
in lending rate which is constraint for investment. Lending rate of same banks is highly
affected by deposit rate.

Recommendation

Base on the above conclusion following suggestions can be recommended to related banks and
concerned parties.

The financia ingtitutions like Commercia banks are suggested to quote higher interest rate on
deposit because it helps to generate more capital from depositors which are needed for the
development of the country. Money gets invested in unproductive sector like gold, land and redl
estate due to low interest rate in bank. Hence, banksin Nepal had to face huge liquidity crunch in
the recent past. In consequence of which, we could see hopping rise in interest rate of banks.
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NRB is suggested to provide clear cut policies related to interest rates on both deposit and
lending rate.

Commercial banks are suggested to charge higher rate in unproductive sectors and lower rate in
productive sectors. So that scarce deposit collected from public goes to productive sector which
ultimately enhances GDP and productivity of the country and provides safety to the deposits. On
the contrary if deposit gets invested in unproductive sector, it does not generate any productive
return and ultimately collapses rendering losses to banks and depositors as well. Productive
sector implies trade, commerce, industry, hydropower, tourism and cultural sectors.
Unproductive sector implies consumer loans, hire purchase loans, personal loans, pledge loans
and those sectors which do not create wealth and do not add to GDP of the country.

Commercia banks should emphasize on the repayment on loan and provide incentive to
borrowers to encourage paying loan. Good repayment of loans is the strength of commercia
banks.

The financia institutions are suggested to include the inflation premium as far as possible while
fixing the interest rates. If the inflation rate is not considered and real rate come out to be
negative then depositors may withdraw their money and utilize it on non-productive sectors.

Investment should be higher yield oriented. For this they have to invest their fund in sector with
higher return as well as introduce competitive customer oriented schemes. It will increase the
profit position of commercial banks.

Commercial banks should formulate and implement a client oriented service policy while fixing
deposit rates and lending rates. It helps the banks to face the cutthroat competition very boldly.

Although the belief those high interest rates tend to avoid capital flights to India, yet the actual
fact isthat increase in interest rate of government securities has compelled banks to raise interest
rate on deposits and there by making lending to productive sectors costly. Thus, it is advisable to
lower interest on government securities enjoying tax advantage so that there will be better effect
on deposit and lending rates
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