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CHAPTER ONE
INTRODUCTION

1.1  Background of the study

Nepal is asmall landlocked South Asian country which isin slow development phase. It
is an example of poor country though with rich natural resources. The lack of capital and
technica knowhow has become a major barrier that has led those resources being unutilized.
The pace of economic development of Nepal is still in infant stage. Its economic condition is
characterized by the declining interest rate, high inflation and slow growth in per capital income,

low income, low savings and low investment along with very low growth rate.

The economic development of Nepal is till in itsinitial stage. For the economic growth and
development, government has now initiated various economic policies such as industrial policy,
foreign investment policy, privatization policy and trade and transits policy with the implicit

objective to help theinitial stage and the private sector.

After restoration of democracy in 2046 BS and liberalization policy adopted by government
many commercia banks, devel opment banks and finance companies emerged to provide banking
facilities to the people. These institutions collect deposits from genera public providing certain
rate of interest and advances loans to different needy persons or business houses charges higher
interest rate. In this way such financial institutions makes profit and profit is essentia for the

survival of growth.

The Nepalese financial sector is composed of banking and non banking sector. Banking
sector comprises Nepal Rastra Bank (NRB) and commercial banks. The non banking sector
includes development banks, micro-credit development banks, finance companies, co-operatives
financial ingtitution, non-government organizations (NGOs) performing limited banking
activities. Other financial institution comprises of insurance companies, employee's provided

fund, citizen investment fund, postal saving offices and Nepal stock exchange.

The incorporation of Nepal Bank Limited (NBL) in 1937 was the turning point of modern
financial system of Nepal. It was established under the Nepa Rastra Bank Act 1937. Prior to
this, the Tegjarath Adda, which was established in 1980 used to disburse credit to people. It used
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to render commercia banking services such as acceptance of deposits, delivery of credit facilities

and other commercial banking services.

Nepal Bank Limited remained the only financial institution in Nepal until Nepal Rastra Bank,
the central Bank of Nepal, was established in 1956 under the Nepal Rastra Bank Act 1955. The
second commercia bank, Rastriya Banijya Bank, was established in 1996 as per the Rastriya
Banijaya Bank Act, 1966 under the full ownership of the government the main objective as
establishing the second commercia bank was to supplement the banking services to the growing

economy.

There is tremendous growth in the number of financial institution in Nepa in the last two
decades. At the beginning of the 1980, when financial sector was not liberalized, there were only
two commercial banks and two development banks performing banking activities in Nepal.

There were no micro credit development banks.

After the liberalization of the financial sector, financial sector has made a hall-mark progress
both in terms of the number of financial institutions and beneficiaries of financia services. By
mid-July 2009, NRB licensed bank and non-bank financial institutions totaled 175 out of them,
26 are commercia banks, 59 development banks, 78 finance companies, 12 micro- credit

devel opment banks.
1.1.1 Brief introduction about interest rate

Interest is a payment for the use of money. So when savers deposit their savings in banks
that time bank pays certain amount of interest on saving amount because of used this money to
lend other customers. The interest rate is the price charged a borrower for the loan of money.
This price is unique because it is a price of credit but unlike other prices in the economy the rate
of interest isreally aratio of atwo quantities: the total required fee a borrower must pay alender
to obtain the use of credit for a stipulated period divided by the amount of credit actually made

available to the borrower.!

Interest is also payment for uses of money people must pay interest in borrow money.

Banks and financia institutions pay interest for borrowed money and they also charged interest

! Rose peter, S(1997) "Money and capital Markets', Irwin /McGraw Hill. P. 193
13



to lender for investment amount. Interest bearing is the cost at used lending money. Interest rate
isamedium of collecting find lending money. It is the cost of holding period at a specific time. It

isalso caled compensation for the used of borrowed funds.

Interest rate is one vital tool for shaping economy. It plays important rate in borrowing
and lending. Generally the rate of interest is really a ratio of two qualities the money cost of
borrowing divided by the amount of money actually borrowed, usually expressed on an annual
percentage basis. The cost of borrowing money measured in rupee per year per rupee borrowed
is the interest rate.” When we examine how money affects economic activity, we will focus and
the interest rate, which is often called the price of money. Interest is rent paid for the use of
money. In other words people must pay for opportunity to borrow money financial institutions as
financial intermediaries collect money from savers in the form of deposit and provide that for
business sector in the form of loan. These institution pay the interest to the depositors for the
money borrowed from them and charge interest from the borrower for money lend to them. As
any price is determine, theoreticaly, by the interplay of demand and supply in a market
economy, the price of more the interest rate plays vital role in the alocation resources and in the

decision making of consumers and businesses.

An appropriate interest rate structure affects the deposit and lending of any financial
institutions, which in turn affects the economic upliftment of the whole country. The impact of
interest rate is a both the saving and investment in the economy. Interest rate sends price signals
to borrowers, lenders, savers and investors, higher rate generally brings for the greatest volume
of savings and stimulates the lending of fund lower rate of interest on the other hand tends to
dampen the flow of savings and reduce lending activity. Higher interest tends to reduce the
volume of borrowing and capital investment and lower interest rate stimulate borrowing and

investment spending.®

As a financial intermediary commercial banks and finance companies as well as

government should taken concern about interest rate so that idle saving can be utilized for

2 Samuelson, Paul A, & Nordhus, William D. "Economics' sixteen edition, Tata McGraw Hill publishing company
limited, New Delhi, P. 469

% Rose peter , S (1997) "Money and Capital Markets, Financial Institution and Instrumental in a Global market
place”,6th edition, Irwin, Chicago
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investment in productive sectors of the economy, employment, income, as well as whole

€CcoNomy may rose.

Interest rate in the free market economy is determined by the free interplay of the demand
and supply forces. Although interest rate is influenced by various factors the main factors which
determine the interest rate are demand and supply of lovable fund. If supply increases and
demand remains constant, interest rates in the market decrease. Similarly if demand for loanable
fund increases and supply remain constant, interest rates in the market increase. But Nepalese
economy has not developed up to that level so that free market can determine the interest rates.
Nepal Rastra Bank as a guardian, fixes the terms had conditions regarding the interest and other
activities of financia institutions in Nepal. But in recent years banks are permitted to fix the

interest rate they charge and offer on loan and deposits.
1.1.2 Brief Introduction Joint venture Bank

Joint Venture Banks are partnering having alliance Banks with more than one nation.
Joint Venture Bank (JVB) is financia intermediaries, financing deficit units with money
deposited with them by surplus units. The financial system of a banking industry in preciseis a
complex network embracing payments mechanisms and the borrowing and lending of funds.
Though they have other important functions, the key role played by these banks in the system is

to act of their needs to those wishing to borrow.

One of the pre-requisite for the economic development process is the existing of a sound
and healthy financial system, with high level of operating efficiency. The operating efficiency is
monthly tested by their ability to mobilize savings and its deployment for production purposes.
After the onset of economic liberalization process, there has been visible expansion in the
financial system of Nepal. In this connection, Nepalese economy has witnessed several changes

in the financial systems as aresult of which several JVBs evolved in the last decade.

Joint venture Banks were established to invite foreign investment and modern
technologies to provide financial services to the target market in the kingdom of Nepal
government policy of economic liberalization has opened its doors to private foreign investments
in conjunction with Nepalese investors. This has intensified the competition which has ultimately

affected the profitability of the banks. Hence to become successful in moving ahead with to
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become the most preferred supplier of financial services to the target market and to become
noted for their professionalism of its management and staff, to gain their position as the leading
bank in the provision of ther financial performance and to be able to provide stable and
consistent return to their share holders.

Therefore to meet the objectives of the JVBs, they are concentrating in their thrust areas
viz, Corporate Banking, Retail and Private Banking, Investment Banking, Credit cards and
Technology and at the same time they must maintain their asset quality by keeping intact the
lending standards.

The role and importance of joint venture banking system is extremely enhanced in the
prevailing Nepalese economy due to the indispensable functions played by them as a result of
which, they have managed to perform in a significant way by gaining their position as the
leading banks.

The management of these JVBs in mainly held by foreign banks due to which they enjoy
some of the competitive advantageous factors like electronic banking services, scientific credit
evauation, worldwide fund transfer systems, credit cards, tele-banking automatic teller machines
and fully computerized banking networks with highly skilled personnel, advanced management

skills and international chain of branches.

Hence they have been able to perform satisfactory through service excellence and
customer satisfaction, there by earning a stable and consistent return to their shareholders. The
main objective of joint venture bank is to mobilize ideal resources for productive use after
collecting them from different sources. Its role in economic development is so immense it brings
about greater mobility of resources to meet the emerging necessity of the economy. The essence
of joint venture bank is the financial intermediate between the ultimate savers and borrowers.

There are altogether six joint venture bank named as:

a. NABIL Bank Ltd.

b. Himalayan Bank Ltd.

c. Everest Bank Ltd.

d. Nepa Bangladesh Bank Ltd.
e. Nepa State Bank Ltd.

16



f. Standard Chartered Bank Ltd.

In Nepal, to encourage joint venture in banking sector three major reforms were carried
out in 1980 AD. The reforms include alowing the foreign at control an interest to operate as
joint venture, lifting at control an interest rate and introduction at the auctioning at government
securities. The government policy of allowing foreign JVB to operate in Nepal is basically forget
to encourage local traditionally run commercial banks to enhance their banking capacity through
competition, efficiency, modernization mechanization, computerization and prompt customer

services.

Joint venture banks are registered in Nepal under the company act 2021 BS and operated
under the Commercial Bank Act 2031. They have joint venture between Nepalese investors and
their parent banks. They domestic pertain of investment has been shared by financial and non

financial institutions as well as private investors.

All the Nepalese joint venture banks and operated under the rules, regulation and

guidance of Nepal Rastra Bank.

Table 1-1 List of licensed joint venture banks Mid-July 2008

Joint Venture Banks Operating Head Office Telephone Fax
Date

NABIL Bank Ltd 1984/7/16 Kantipath Ktm 4429546 | 4429548
Standard Chartered Bank | 1987/1/30 Naya Baneshwor | 4781469 4780762
Ltd Ktm
Himalayan Bank Ltd 1993/1/18 | Thamel Ktm 4227749 | 4222800
Nepa Bangladesh Bank | 1993/6/07 Naya Baneshwor | 4738972 | 4780106
Ltd Ktm
Nepal SBI Bank Ltd 1993/7/07 Hattisar Ktm 4435516 | 4435612
Everest Bank Ltd 1994/10/18 | Lazimpat Ktm 4443377 | 444316
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1.1.3Interest Rate Structurein Nepal

Table 1-2 Structure of Interest Rates (Annual Percentage)

Mid-July
2005 2006 2007 2008

Nepal Rastra Bank
Bank Rate 55 6.25 6.25 6.25
Refinance Rates 2.0-35 2.0-35 15-35 15-35
Government Securities
Treasury Bills (91 days) 3.94 3.25 2.77 5.13
National Saving Certificate 6.5-13.0 6.5-8.5 6.0-8.5 6.0-7.5
Development Bonds 3.0-8.0 3080, 3.06.75 5.0-8.0
Interbank Rate 471 2.13 3.038 3.61
Commercia Banks
Deposit Rates
Savings Deposits 1.75-5.0 2.0-5.0 2.0-5.0 2.0-6.50
Time deposits

1. Month 1.75-3.5 1.5-35 15-35 1.5-3.75

3. months 1.5-4.0 1.5-4.0 1540 1.5-6.75

6 Months 2.5-45 1.75-4.5 1.75-4.5 1.75-6.75

1Year 2.25-5.0 2.25-5.0 2.25-5.0 256

2 Years and Above 2.5-6.05 2.5-6.4 2.5-55 2.75-6.75
Lending Rates
Industry 8.25-13.5 8.0-13.5 8.0-13.5 7.0-13.0
Agriculture 10.0-13.5-0 9.5-13.0 9.5-13.0 9.5-12.0
Export Bills 4.0-12.0 5.0-11.5 5.0-11.5 5.0-11.5
Commercial Loans 8.0-14.0 8.0-14.0 8.0-14.0 8.0-135
Overdrafts 5.0-145 6.5-13.5 6.0-14.5 6.5-13.5
Cash Reserve Ratio (CRR)
With NRB 5.0 5.0 5.0 5.0
Cashin Vault - - - -

Sources: Macro economics indicators of Nepal, NRB, Research Department, Statistics

Division, January 2008.

According to the structure of interest rate in presented in table 1-2 deposit rates are
increasing during the period 2005 to 2008 mid July. This may be due to the increase in the
interest rate on government securitiesi.e. treasury bills. According to table the interest rate of T-
bills however has been decreased from 3.94% to 3.25% in period of 2005 to 2006 and again
decreased from 3.25% to 2.77% in period of 2006-2007.there is significant increment 2.77% to
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5.13% in period of 2007-2008. As per principle, interest rate Ti-bills are the bases of al interest
rate many interest rates. So decline in interest rate may leads to decline in interest of others and
vice-versa. The interest rate of nationa saving certificate has been decreased from 6.5% -13% to
6% -7.5%. Similarly the interest rate of development bond is increased from 3.80% - 8.0% to

5.0% - 8.0% over four year periods.

The interbank interest rate was 4.71% on 2005 Mid July but it decreased to 2.13% when
it came during the mid July of 2006. Again sane is increased up to 3.61% at end of Mid July
2008 It seems that Nepal ese commercia banks have excise fluctuation on liquidity. The most of
commercia bank classified their deposits into two sections saving deposit and time deposits and
offered the different interest rates or them. Talking about saving deposit the interest rates ranges
from 1.75%-5.0% in the year 2005 but this rate increased to ranges 2.0%-6.5% when it came to
the year of 2008.

In the same way, the interest rate on time deposits also shows the changing trend. In
Nepal ese economy, time deposits are classified in five categories. 1 month, 3 months, 6 months,
1 year, 2 years and above. In one month time deposits interest rate, the table shows the
decreasing in interest, the maximum interest rate ranges was 1.75 to 3.5% in 2005 where as this
table has been increased to 1.5% to 3.75% in 2008. For 3 months time deposit rates, the
maximum interest rate was 1.5 to 4.0% in 2005. Wheress, this rate reached to the range of 1.5%
to 6.75% in 2008. Similarly the 6 months time deposit rates also increased up t01.75% t06.75%
till 2008. In case of 1 year rate the is constant in 2005,2006,2007 and increased up to maximum
range of 2.5% t06.0% in 2008 . At last 2 years and above interest rate has been increased from
2.5% -6.05% to 2.75% - 6.75%.

For lending the table shows that average interest rate had fell during the 4 years period.
But in case of lending there was wide range in maximum and minimum range. The range or
spread of maximum rate and minimum rate was low in case of deposit. The lending rate is
categorized in five parts: industry, agriculture, export bills, commercia loans and overdrafts.
Among the entire highest rate was for over drafts. It shows the average of industrial sector
lending rate was 10.875%, 10.75%, 10.75% and 10% respectively on past four years. It shows
that an past four years that interest rate of industry was around 10% on average. Similarly for
agriculture sector the average interest rate was 11.75%, 11.25%, 11.25% and10.75 respectively
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on past four years. This shows that agriculture lending rate was cheaper when it reaches to 2008.
For export bills that average rate was 8%, 8.25%, 8.25% and 8.25% respectively for four years.
For commercial loans the average lending rate was 11%, 11 %, 11% and 10.75% respectively
and finally for overdraftsit was 9.75%, 10%, 10.25% and 10% respectively on past four years.

1.2 Identification of the problem

Interest rate is an essentia tool in the field of finance and economics. According to
economic theory savings increase as increase in interest rate with investment increases as
decrease in interest rate. Generally when interest providing in deposits is very less people keegps
their surplus funds idle and same when interest charge on lending is very high the possible
investors also can't borrow funds for investment in priority sectors of the economy. In such

situations how could be possible to develop country's economy in international market.

The interest rate plays important role for the banking development. The favorable
investment climate makes appropriate interest rate. We have seeing the commercia banks has to
shoulder more risk and up certainty in an investment the banks gain some profit now as well as
they has lot of risk an bad debts. They are facing the problems on refund of investment like
government owned bank more but in another parts joint venture and private bank were making
good profit in competition each other. They are generating the new ideas and providing the
various facilities to accuracy the bank customer. The interest is a price of money. The interest
rate is different in depositor and lender. That differences margin in the gain of bank. The interest
rate charged and offered of a financial institutions and commercial banks was regulated by
central bank until before few years, but how these ingtitutions are free to fix their interest rate.
Commercial banks can play vital rote by adopting effective interest rate policy on deposits and
lending for encourage investment in every sector of economy. But it is true that commercial
banks are established with proffer motives and interest rate may affect its profits too. An
appropriate interest rate can divert investment in proper field. In short interest on deposit must be
able to increase the amount of deposit must be able to increase the amount of deposit by
encouraging people to save their income. On the other hand the lending rate of interest must be
attractive to the borrowers. So that they will be able to enjoy benefits by utilizing borrowed fund.
This is possible any when the fund seeking people will be able to earn more then what they pay

20



as interest on borrowing funds. But whether our country is able to attain such situations or not is

amatter of concern for us.
With the above discussed problem, this study attempts to answer the following questions.

1) What aretheinterest rate structures of commercial joint venture banksin Nepal ?

2) What are the relationship of interest rate with deposit amount and lending amount of
commercial joint venture banks?

3) Istheinterest rate on deposit of Joint Venture Banks can attract to the depositors?

4) Isthelending rate of joint venture banks can attract to the borrower or investor?

5) Is the interest rate spread satisfactory or not provided by commercia joint venture
banks?

1.3 Objectives of the Study

The main objectives of this study is to know the overall influence of interest rate on
deposit and lending of joint venture banks as well as to identify whether the interest rate spread
is satisfactory or hot. In the same way this study also aims to identify whether the theories that
are taught in university courses are applicable or not in Nepalese financial sector. Besides this
the other specific objectives related to this study are as given below.

I To present and analyze the interest rate structure of various commercial joint venture
banks at different time period.

ii. To examine and analyze the influence (i.e. relationship) of interest rate on deposit
amount and lending amount of commercial joint venture banks.

iii. To examine and analyze the position of interest rate and loan and advance ratio of
commercial joint venture banks.

iv. To recommend appropriate suggestion base on the analysis of the data to concerned

authority.

1.4 Significance of the Study
Interest is simply the price borrowed fund. Higher interest generally brings a lending

investment. Lower interest rates on the other land discourage the saving and encourage the

21



investment. Higher the inflation, higher will be the interest rate. But in real world the theory may
or may not come true in context of developing country like Nepal because most of the theories of
financial markets and institutions are determined and developed by the study conducted by
developed countries.

Many studies have been made in various topics related to financial management. The topic
being an important aspect for the economic development of the country has no much been
emphasized that means not much research work has been found in this topic so curiosity arose to
make a study on this topic and be familiar with interest rate structure of commercial joint venture
banks and to know whether it influences deposits and loans.

It is crucial task of top level management to fix interest rate. Even though people have more
souring and even need more money for investments are not familiar with the interest rate
structure of banks. In this study major functions of commercial joint venture banks would be
analyzed by using various mechanisms. Since this study deal the part of the manageria function,
hence it is hoped to some extent this study will help the policy makers to formulate strong policy
regarding interest rate charged on deposits and lending in Nepalese context. This study will be
also useful to various parties such as further researcher, students, teachers, financial institutions,
investor, business, organization, and general individual to get some useful information about

interest rate deposits and lending.

1.5 Resear ch hypothesis

Testing of hypothesis is one of the most important aspects of the research study. It is the
guantitative statement about the population parameter. In other words, it is an assumption that is
made about the population parameter and then its validity is tested. By testing the hypothesis we
can find out whether it deserves the acceptance or rejection of the hypothesis. The acceptance of
the hypothesis means there is no any sufficient evidence provided by the sample to rgect it and
does not necessarily imply that it is true. The main goal of testing of hypothesis is to test the
characteristics of hypothesized population parameter based on sample information whether the

difference between the population parameter and sample statistic is significant or not.*

* Sharma, P..K. & Chaudhary, A.K. "Statistical Methods' Khanal Book Prakashan, Kathmandu. P. 229
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Generdly, two complementary hypotheses are set up at one time. If one of the
hypotheses is accepted, then the other hypothesis is rejected and vice versa. The two
complementary hypotheses that are set up in the testing of hypothesis are the null hypothesis
and alternative hypothesis. The hypotheses formulated for this study are as follows

First Hypothesis

Null hypothesis, Ho: p = 0 i.e population correlation coefficient is zero. In other words, the
variables (deposit interest rate and deposit amounts) are uncorrelated in Nepalese financial
market.

Alternative hypothesis Hi: p # O i.e. population correlation coefficient is not equal to zero. In

other words, the variables (deposit interest rate and deposit amount) are correlated.

Second Hypothesis

Null hypothesis Ho: p = 0 i.e. population correlation coefficient is zero. In the words the
variables (credit interest and credit or loan amounts) are not correlated in Nepalese commercial

joint venture banks.

Alternative hypothesis Hi: p # O i.e. population correlation coefficient is not equal to zero. In

other words, credit interest rate and credit or loan amounts are correl ated.
Third Hypothesis

Null Hypothesis Ho: p = 0 i.e. population correlation coefficient is zero. In the words, there

does not exist any correlation between interest rate on deposit and interest rate on lending.

Alternative hypothesis Hi: p # 0O i.e. population correlation coefficient is not equal to zero. In

other words, there exist correlation between interest rate on deposit and interest rate on lending.

1.6 Limitation of the Study
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A research is the vast investigation for the setline of the problems. There is not far from
several limitations. That weakens the heart of the study e.g. inadequate coverage of banks, time
periods taken, reliability of statistical and financial tools used and other variations. This study
will be limited by the following factors.

e This study includes only six commercia joint venture banks and its data as a sample
for this study.

e Thisstudy is based on the data of seven years period and hence the conclusion drawn
confines only to the above period.

e The reliability of this study depends upon the information provided by concerned
fault venture banks and published data.

e The samples are taken from commercia joint venture banks, other financial
intermediaries would not include in the study.

e Most of the data used in study are of secondary type.

e There are many factors that affect the deposit amount and lending amount of
commercial joint venture banks. However this study is focused on the interest rate.

1.7 Plan of the Study
This study is divided in five chapters.

The first chapter presents a bring introduction of the study. It includes background, interest
rate joint venture banks, interest rate structure profile of sample banks, and statement of problem,

objective significance, research hypothesis and limitation of study.

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

The third chapter is research methodology, which includes research design, population and
sample sources of data and collection procedure, data processing and presentation and tools and
method of analysis.
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Chapter four presents analysis and inter predation of data of related topic based an annual
reports of sample banks. In this chapter collected and processed data are presented, analyzed and
interpreted with using analytical tools with presenting charts and figures.

At the end of the chapte,r summary of whole study, conclusion and recommendation is made.
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CHAPTER TWO
REVIEW OF LITERATURE
2.1 Introduction

For all types of studies, review of literature is essential, which helps to find out what
research studies have been conducted in ones chosen field of study and what remains to do. In
fact, review of literature begins with a search for a suitable topic and continues throughout the
duration of the research work. It is a path to find out what other research in this area has
uncovered. It is the process of locating, obtaining, reading and evaluating the research literature
in the area of the students interest.” It is aso a means to avoid investing problems that are
already been positively answerer. The main reason for afull review of research in past isto know
the outcomes of those investigations in areas where similar concepts and methodol ogies had used
successfully.

Review of literature means reviewing research studies or other relevant propositions in the
related area of the study so that al the past studies, their concussions and deficiencies many are
know and further research can be conducted. The most important reason of literature review isto
learn not researcher such as, what research has been done in the subject? What the ones have
been developed? Methods approaches used by other researchers area of agreement or
disagreement etc.

2.2 Theoretical Review
2.2.1 Meaning of interest

Interest rate is one of the important variables in economics and financial system of the
country. In common parlance interest in payment for made by a borrower to the lender for the
money borrowed and it is expressed a rate percent per year. But in economics widely different
views have been put forth from the time to Aristotle recognized only annual husbandry and stock
rising as two |egitimate industries whose product could be lent and interest earned on them.®

According to carver interest is the income which goes to the owner of capital. According to
mill's "Interest is the remuneration for more abstinence”

Interest is the amount paid to the creditor in return to a debt borrowed by a debtor for a
fixed period at time. As the reward of their factors of production this market is aso a reward of

®>Wolf, K. Howord and Pant, P.R. (2005),"Social Science Research and Thesis Writing", Buddha Academic
Publishing and Distribution, Ktm, P. 34
® Jhingan, M.L. (1986), "Advance Economic Theory" Konark Publishing Pvt. Ltd. New Delhi, P. 621
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other factor of production this interest is aso a reward paid to the capitalist for the use of
capital .’

Prof. Wickell : "Interest is the payment made by the borrower of capital by virtue of its
productivity as aremain for his capitalist's abstinence"

Prof. Meyer: "Interest isthe price paid for the use of loan able founds.”
Prof. Seligmen : "Interest is the return for the fund of capital.”
Prof. Lord J.M, Keynes: "Interest is the reward for parting with liquidity.”

In this way there is different definition of interest even then the some conclusion may be
drawn from all these definition and the conclusion is that interest is the amount of return paid for
the use of capital.

Interest is the amount paid to the creditor in return to a debt borrowed by a debtor for a
fixed period of time. As the reward of other factors of production this interest is also a reward
paid to the capitalist for the use of capital. The system of borrowing loan and of paying the
interest is very old. The economics of different times had hated the system of interest. Even then
the poor people were compelled to take loans and pay interests due to various resources. Those
days the loans were taken mostly for consumption purpose. But in the modern days, there are
differences in the nature of loans. These days the loans are taken mostly by the businessman and
the industrialists and these loans are used for the purpose of production. The amount of loan is
received from the fund of capital. Various economists have defined interest differently.
According to Prof. Wicksell, "Interest is payment made by the borrowers of capital by virtue of
its productivity as areward for his (capitalist's) abstinence.” According to Prof. Meyers, "Interest
is the price paid for the use of loan able funds." According to Prof. Carver, "Interest is the
income which goes to the owner of capital.” According to Prof. Lord JM. Keynes, "Interest is
the way, there are different, definitiona of interest. Even then the same, Conclusion may be
drawn from all these definitions and the conclusion is that the interest is the amount of return
paid for the use of capital.

2.2.2 Interest Rate Levels

Funds are allocated among the borrowers by interest rate; firms with the most profitable
investment opportunities are willing and able to pay the most for capital, so they trend to attract
it away from less efficient firms or from those whose products are not in demand of course, our
country is not completely free in the sense at being influenced only by market forces, these the
federa government has agencies that help designated individuals or groups obtain credit

7 Joshi, Dr. Shyam (2000), "An Introduction of Economic Theory" ,Nabin Prakashan, Bhotahity, Ktm. P. 384
27



favorable terms among those eligible for this kind of assistance are small businesses, certain
minorities and firms willing to build plants in areas with high unemployment. Still most capital
in the use economy is allocated through the price system.

2.2.3 Functions of the Rate of Interest in the Economy®
The rate of interest performs several important functionsin the economy.

% It helps guarantee that current savings will flow into investment to promote
economic growth.

It relates the available supply of credit, generally providing loan able funds to those
investment projects with the highest expected returns.

++ It brings balance the supply of money with the public's demand for money. It is also
an important tool of government policy through its influence government meridians
control over the volume of saving and investment.

It the economy is growing too slowly and unemployment is rising. The government can use

this tool to lower interest rates is order to stimulate borrowing and investment and accelerate the
production and development an the other hand, an economy experiencing rapid inflation has
traditionally called for a government policy of higher interest rates to slow both borrowing and
spending.

2.2.4 Theories of Interest

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

To uncover these basic rate determination forces, however, we must make a simplifying
assumption. We assume in this chapter that there is one fundamental interest rate in the economy
known as the pure or real rate of interest, which is the component of all interest rates. The closed
approximation to this pure rate in the real world in the market yield on the government bonds
minus inflation. The rate at interest and Treasury bond is called risk free rate of interest, which
consist of real rate of interest plus premium for inflation. It is arate of return presenting no risk
of financial loss to be investor and representing the opportunity cost of holding idle cast because
the investor can always invest in no risk bonds and earn this minimum rate of return. Once pure
rate of interest is determined, all other interest rates may be determined from it by examining the
expected future inflation and special characteristics of the securities of the securities issued by
individual borrowers. For example only the government can borrow at risk free interstate, other

8 Rose Peter, S. (1997), "Money & Capital Markets, Financial Institutions and Instrumentsin a Global Market Place
sixth edition, Irwin,Chicago, p. 193
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borrowers pay higher rates due to the greater risk of loss attached to their securities. Difference
in liquidity marketability and maturities are other important factors causing interest rate to differ
from the pure or risk free rates some well known theories interest rates are as follows.

2.2.4.1 TheClassical Theory of Interest Rates’

One of the oldest theories concerning the determinants of the pure or risk free interest rate
isthe classical theory of interest rates, developed during 18th and 19th. Centuries by a number of
British economists and elaborated by Irving fisher (1930) earlier in this century. The classica
theory argues that the interest is determined by two forces first is supply of savings, derived
mainly from households and second the demand for investment capital, coming mainly from the
business sector.

Savings by households

Individuals and families carry out most of the saving in modern industrialized economics.
For these households, saving is simply abstinence from consumption spending current savings
therefore are equal to the difference between current income and current consumption
expenditures. In making the decision on the timing and amount of saving to be done, households
typically consider several factors: the size of current and long term income, the desired savings
target, and the desired proportion of income to be set aside in the form of savings (i.e. the
propensity to save). Generally the volume of household savings rises with income. Higher
income families and individuals tend to save more and consume less relative to their total income
than families with lower income. Although income levels probably dominate saving desisting,
interest rates also play an important part. Interest rates affect and individua's choice between
current consumption and saving for future consumption. The classical theory of interest assumes
that individuals have a definite time preference for current 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 offer a higher rate of interest current savings. If more were saved in the
current period at a higher rate at return, future consumption and future enjoyment would be
increased. Higher interest rates increase the attractiveness of saving relative to spending,
encouraging more individuals to substitute current saving and future consumption, for some
quantity between interest rates and the volume at savings. Higher interest rates bring forth a
greater current volume of savings.

Saving by Business Firms

° Rose Peter, S. (1997) "Money and capital markets Financial institution and instrumental in a global market place”,
6" edition Irwin, Chicago, P. 193, 194, 195, 196
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Not only households but also business do save. Most businesses hold saving balancesin the
form of retained earnings (as reflected in their equity or net worth accounts). In fact the increase
in retained earnings reported by business each year is a key measure of the volume of current
business saving, which supplies most of the money for annual investment spending by business
firms.

The critical element is determining the amount of business savings is the level of business
profits. If profits are expected to rise, businesses will be able to draw more heavily earnings and
capital markets for funds. The result is a reduction in the demand for credit and a tendency
toward lower interest rates. In the other hands, when profits falls but firms do not cut back and
their investment plans, they are formed to make heavier use of money and capital markets for
investment funds. The demand for credit rises, and interest rates may rise as well.

Although the principal determinant of business saving is profits, interest rates aso play a
role in the decision of what proportion of current operating costs 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 heaving in financing projects, conversely, lower interest rates encourage greater use of
externa 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 actual amount of expenditures. Income flows in
the economy (out of which government tax revenues are use) and the pacing of government
spending programs are the dominant affecting government savings.

The Demand for Investments Funds

The savings made by business government and households are important determinants of
interest rate but they are only one side. The other side is investment spending made by business
firms, government and in some cause households business requires huge amount at funds each
year to purchase equipment, machinery and inventories and to support the 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 classica economist,
interest rate and invest able fund have inverse relationship. At low rates of interest more
investment projects become 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.
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Theequilibrium rate of interest in the classical theory of interest

According to the classica economists the interest rates in the financial markets were
determined by the interplay of the supply specifically; the equilibrium rate of interest is
determined at the point where the quantity of savings supplied to the market is exactly equal to
the quantity of funds demanded for investment. To support this in figure no 2-3 this occurs at
point E where the equilibrium rate of interest is IE & the equilibrium quantity of capital fund
traded in the financial market is QE.

The market rate at interest moves towards its equilibrium level flowers supply and demand
forces charge so fast that the interest rate rarely has an opportunity to settle in at a specific
equilibrium level. At any given time, the rate is probably above or below its true equilibrium
level but moving toward that equilibrium. 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 fund at lower and lower rates until the market interest rate approaches
equilibrium. Similarly if the market rate is temporarily below equilibrium, investment demand
exceeds the quantity at 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.

2.2.4.2 The Liquidity Preference Theory of Interest Rate™®

The loan able funds approach to interest rate determination focuses a supply and demand
for loan able fund. An alternative approach the liquidity preference view focuses on the liquidity
preference instead of the supply and demand for money.

It is assumed that individua inherently prefer money among al financial assets since
money can be used to make payments and is thus the most liquid assets wealth holders are
persuaded to hold financial assets other than money only because this non-money assets offer in
interest return which do not exist in the holding of idle money. Further, the greater the spread
between the yields on non money financial assets and money, less will be the demand for money
holdings and greater the demand for other financial assets and vice versa. The demand schedule
for money can thus be depicted as a function of the rate at interest.

2.2.4.3 The Loanable Fund Theory of Interest Rate™

A view that overcomes money of the limitations of earlier theory is the loan able funds
theory of interest rate. This view argues that the risk free rate is determined by the interplay of
two forces the demand for and supply of credit (loan able funds). The demand for loan able funds
consists of credit demands from domestic businesses, consumers and governments and also

10K K. Dewett and Varma O.D. (1999), "Elementary of Economic Theory," S Chand and Company Ltd Ramnagar,
New Delhi. P. 329, 330
" Rose Peter, S. (1997), "Money & Capital Markets', Irwin/ McGraw Hill, P. 205
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borrowing in the domestic market by foreigners. The supply of loan able funds stems from four
sources viz Domestic savings, hoarding demand for money, money creation by the banking
system, and lending in the domestic market by foreign individuals and institutions.

The Demand for L oanable Funds Consumer
(Household) Demand for L oanable Found

Domestic consumers demand loan able funds to purchase a wide variety of goods and
services on credit. Recent research indicates that consumers are not particularly responsive to the
rate interest when they seek credit but focus installment payments, maturity and size of
installment payments.

Domestic Business Demand for L oanable funds.

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

Government Demand for loanable funds.

Government demand for loanable funds is a growing factor in the financial markets but
doesn't depend significantly and 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 demand on the
other hand, is dlightly inelastic their borrowing activities by legal interest rate ceilings. When
open market rate rises above the ceiling, some state and local governments are prevented from
offering their securities to the public.

Total Demand for L oanable Funds

The total demand for the loanable fund is the sum of domestic consumer, business and
government credit demands. These demand curses slopes down word and to the right with
respect to the rate of interest. Higher rate of interest lead some business, consumers and
governments to cartel their borrowing plans, lower rates forth more credit demand. The total
demand for loan able fund is shown in the following figure 2-10 where DT is total demand.

Supply of Loanable Funds'

The magor sources of supply of loanable fund are from two sources.
1) The amount of saving by households, business, governments, and

12 Cooper, S. Keery & Fraser, Donald R (1983), "The Financial Market Place", Addison - Wesley Publication
Company, California P. 160
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2) The amount of new money created by the commercial banking system.
Domestic Saving

Saving refers to the postponement of current consumptions. The decision to save is the
decision to forget current consumption in order to have a larger quantity of consumption the
future. Individual or household save for a variety of reasons but thereis little evidence to suggest
that the quantity of loanable funds supplied through saving is clearly influenced by the level of
the interest rate. A higher interest rate represents a greater reward to saver for postponing current
consumption and thus might be expected to produce a higher quantity of savings some
individuals. In general case, the quantity of saving of saving supplied by individuas is
principaly determined by the level of income and it isinfluenced to lesser degree by the level of
interest rates. Business saving refers the net income after takes of the firm, less any cash
dividends i.e. retained earnings. There is little reason to believe that the volume of saving at
business firm is strongly influenced by the level of interest rates. For government, the volume of
saving is defined as the difference between revenues and expenditures such that saving exists
when revenues exceed expenditure (budget surplus).

Creation of New Money

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

Total Supply of L oanable Funds

The total supply of loanable funds including domestic saving, foreign lending, dishoarding
of money and new credit created by the domestic banking system.

The Equilibrium Rate of Interest in the L oanable Fund Theory

The two forces of supply and demand for loan able funds determine not only the volume of
lending and borrowing going an in the economy but also the rate of interest. The interest rate
tends toward the equilibrium point at which the supply of loan able funds. This point of
equilibrium is shown in the following figure where it is the equilibrium rate of interest rate and
QE isvolume of loan able funds (credit).

Fig. 2-1 The equilibrium rate of interest in loan able funds theory
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Rate of Interest in % DT

O QE

Volume of Loanable Funds

In the given figure DT stand as a total demand of loanable fund and the ST refer supply at
the loanable fund, if the interest rate is temporarily above equilibrium, the quantity of loanable
funds supplied by domestic savers and foreign lenders, by the banking system and from the
disordering 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. Borrower will bid up the interest rate until it settles at
equilibrium once again.

2.2.4.4 Rational Expectancy Theory of Interest™®

The rational expectancy theory assumes that equilibrium interest rate depends upon the
changes in investor's expectation regarding future security prices and return. Investor's decision
towards the borrowing and lending funds come from the availability of new information. When
new information appears about investment, saving or the money supply, investors begin
immediately to translate that new information into decisions to borrow and lend funds. So rapid
is the process of the market digesting new information that security prices and interest rates
presumably impound the new data from virtually, the moment they appear. In absence of new
information, the next period's interest rate. In other words the knowledge of past interest rate will
not be areliable foresaid of future interest rate. In a perfectly efficient market, it isimpossible to
win excess returns continuously by trading on publicly available information.

3 Rose Peter, S. (1997) "Money and Capital Markets', Financial Institution and Instrumentsin a Global Market
place, 6th edition, Irwin Chicago P. 211, 213, 264
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2.2.5 Changein Interest and itsInfluence upon Volume of an Asset

The prices of asecurity and itsyield or rate of return or interest rate are inversely related. A
rise in interest rate implies a decline in price; conversely, afall in yield is associated with arise
in the security's price.

The investing funds in financial asset can be viewed from two different perspectives, the
borrowing and lending of money or the buying and selling of securities. The equilibrium rate of
interest from the lending of funds can be determined by the interaction of the supply of loan able
funds and the demand for loan able funds. Demanders of loan able funds (borrowers) supply
securities to the financial market place, and suppliers of loan able funds (lenders) demand
securities as on investment. Therefore; the equilibrium rate of return or yield on security and the
equilibrium price of that security are detrained at one and the same instant and are simply
different aspects of the same phenomenon, the borrowing and lending of loan able funds.

The inverse relationship between interest rates and security prices can be seen quite
clearly when we alow the supply and demand curves to change. For example suppose that in the
face of continuing inflation, consumers and business firms accelerate their borrowings,
increasing the demand for loanable curves slides up word and to the right with the supply of loan
able funds unchanged. This increasing demand for loanable funds also means that the supply
curve. Both a new loan able equilibrium price for securities and higher equilibrium interest rate
for loanable funds results.

Conversdly suppose consumers decide to save more expanding the supply of loanable
funds. Then the supply of loanable funds curve slide downward. But with more savings, the
demand for securities curve must rise, sliding upward as those added savings are invested in
securities. The result is a rise in the equilibrium price of securities and a decline in the
equilibrium interest rate.

2.2.6 Factors Affecting I nterest Rates™

In the preceding section, we ermined the factors that cause the interest rate or yield on one
security to be different from the interest rate yield on another.

There factors included the maturity period or term of aloan and expected inflation. In this
section, our focus is upon to learn why not one but, in fact, thousands of different interest rates
exist in the economy.

4 Rose Peter, S. (1997) "Money and Capital Markets, Financial Institution and Instrumentsin a Global market
place", 6th edition, Irwin Chicago P. 229, 230, 231, 232 & 233
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a) Marketability

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

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

b) Default Risk
Default risk involves that potential that a saver will receive less principal and interest on

the financia claim that the contract specifies. It is related with the probability that some or al of
the entail investment will not be returned. The degree of default risk is closely related to the
financial condition of the company™. Default risk requires making estimates of the possibility of
loss due to this reason. Investors in securities. Face many different kinds of risk, but one of the
most important is default risk- the risk that a borrower will not make all promised payments at
the agreed upon items. All securities except government securities are subject to varying degrees
of default risk.

c) Prepayment Risk

A new form of risk affecting the relater interest rates confronting modern investors arises
when they acquire so called loan backed securities. There loan backed securities are usually
created when a lending institution, such as a bank or mortgage company, removes a group of
similar loans from its balance sheet and places them with a trustee (such as a security dealer)
who, using the loans as connatural sells securities to rise new capita for the lending institution.
Each of these securities derives its value from the income earning potential of the pool of loans
that backs of securities. As the loans in the pool generate interest and principal payments, these
payments flow through to holders of the loan sacked securities. In loan is backed securities
investor demand higher. Yields to compensate them for prepayment risk associated with it.

d) Servicing Cost

Some financials claims are different to service. This means that the process of collecting
interest and principal payments providing accurate records or monitoring the ongoing credit
position of the borrowing involves considerable operating costs. Lenders must be compensated

1> Cheney, John M. & Moses, Edward. A. (2003), "Fundamental of Investment" West Publishing Company, New
York P. 38
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for the servicing costs. This cost is included in the interest rate charged and is referred to as the
servicing cost’®.

e) ExchangeRate Risk
No today's financial markets have become more global, there has been a significant growth

in the borrowing and investing in foreign denominated financial claims. A US company
establishing manufacturing facility in Nepal might be inclined to issue shares and or bonds
denominated in Nepalese rupees rather than US dollars. Investors aso have available to them
many investments involve exchange rate risk. This risk relates to the potentiality that the rate of
exchange between the domestic currency and foreign denominated currency will than go as a
result of numbers of factors. The primary risk for this borrower is that the valves of the currency
borrowed rises in relation to the domestic currency. This result 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 relate to the domestic. This potential change in currency values must be reflected in
computing the cost of borrowing.

f) Call privileges

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

g) Taxability

The final factor influencing the change in interest rate is taxability. Financial claim income
is typically subject to taxation. Taxes imposed by federal, state, and local governments have a
profound effect on the returns earned by investors on financia assets. Since the value of financial
claim subject to taxation is based on its anticipated cash flow, taxation acts to reduce those cash
flows. Not all incomes are taxable equally. Thus higher the tax lower will be the cash flow and
higher the interest rate and vice versa.

2.2.7 Deposit

2.2.7.1 Concept of Deposit

18 Thygerson, Jennth (1992), "Financial Markets and Institution", A Managerial Approach, Harper Callings College
Publication, New Y ork P. 36
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Deposit is the sum of money lodged with bank, discount house or other financial
institutions'’. Deposit is nothing more than the assets of on individual which is given to the bank
for safe keeping with an obligation to get something (interest) from it. To a bank these deposits
are liabilities are liabilities. Commercial bank Act 2031 (1994) defines "Deposits' as the amount
deposited in a current, savings or fixed accounts of abank or financial institution®. The deposits
are subject to withdrawals by mean of cheque on a short notice by customers. There are severd
restrictions on these deposits, regarding the amount of deposit, number of withdraw etc. These
are considered more as investments and hence they earn some interest. The rate of interest varies
according to the nature of deposits. The bank attracts deposits from customers by offering
difference rates of interest and different kinds of facilities. Though the bank plays an important
role in influencing the customer to part with his funds and open deposit accounts with it, it is
ultimately the customer who decides whether she/he should deposit his surplus funds in current
deposit a/c, saving deposit alc. or fixed deposit al. Bank deposits arise in two ways. When the
banker receives cash, it credits the customer's account, it is known as primary or a simple deposit
people deposit cash in the banking system and there by convert one form of money, cash, into
another form, bank money. They prefer to keep their money in deposit prim accounts and issue
cheques against them to their creditors. Deposits also arise when customers are granted
accommodation in the form of loans when a bank grain a loan to a customer it doesn't usually
pay cash but simply credits the customer’s account with the amount of loan.

2.2.7.2 Types of Deposit
There are mainly three types of depositsin banksin practice. There are:
Current Deposit:

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

Y7 Shrestha, Dr. Manohar K. & Bhandari, Dipak B, "Financial Market and Institutions’, Asmita Books
Publishers & Distributors, Putalisadak, Ktm. P. 281

18 Bhandari, Dilli, Rgj (2003), "Banking and Insurance, Principle & Practice” Aayush Publication,
Kathmandu P. 73
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Saving Deposit:

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

Fixed Deposit:

Under the commercial bank act 2031 (1974) "Fixed account means an account of amounts
deposited in abank for certain period of time." The customers opening such account deposit their
money in the account of for fixed period. Usualy, only the person or institution who wants to
gain more interest opens such type of account high interest rate is paid to this deposit as compare
to saving deposit. The bank and the customer can take benefit from this deposit. The bank invests
this money on the productive sector and gains profit and the customer too can be made his
financial transaction stronger by getting more interest from this deposit. The principal amount
with interest must be returned to the customer after expiry of fixed time. Bank generally gives
loans up to 90% of the deposit against the security of the deposit for this bank charge. Some
higher interest than the interest allowed on the deposit.

2.2.7.3 Importance of Deposit.

Deposit arises from saving. An individual's income equals consumption plus saving she/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 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 new
employment the purchasing power of the economy increase and finally G.D.P. and growth of the
economy occurs. It means that the deposit has very important rule 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 development countries. Deposit includes the idle money of the public,
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bank being the inter mediator to accept this sort of money and help to canalize this in productive
sector. So the importance of banks and financial intermediariesis larger in present context.

2.2.8 Lending (Credit)
2.2.8.1 Concept of Lending (Credit)

The word credit means trusting. In the credit transactions the lender (or banks) must have
confidence in the borrower that she/he will be able to repay the money. In credit transactions, the
creditor's turns over to the debtor to repay an equivaent amount usually money in future plus as
added sum called interest. In other words the commercial bank earns profit by lending the
amount in terms. Loan or credit and in return it gets interest. Banks loans are classified as; a)
loans and advance b) overdrafts c) cash credit d) discounting of bills and so on'®. But beside this,
the other forms of credit are bills exchange cheques, Drafts, Promissory Note, |etter of credit
(LC), Travelers cheque, treasury bills ( T-Bills), Book credit etc.

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 purpose the credit becomes private. There are certain
distinctions between public and private credit. Bank credit refers to the credit taken by the banks.
Bank is the major sources of credit to both private and public debtors, sometimes bank also take
credit. There is another type of credit knows investment credit and commercial credit which can
be divided according to the purposes of using credit. The former refers to the credit, which is
purposes; similarly, another classification is consumer's credit and producers' credit.

2.2.8.2 Factor s affecting the volume of lending

The volume of credit with in a country depends upon different factors. Some of the factors
the volumes of credit are as follows:

1) Credit (lending) Rate:

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

2) Rateof 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.

19 ghrestha, Dr. Manohar K. & Bhandari, Dipak B. "Financial Markets and Institutions,” Asmita Books Publishers &
Distributors, Putalisadak, Ktm P. 255

40



3) Investment opportunity:
If the investment opportunity with in the country is high, the volume of credit, becomes

higher. The basic thing for investment stimulation is easy and cheap credit etc.

4)  Paceof Financial development :
If there are enough banking facilities to provide loans in easy terms, the volume of credits

may be high? It is due to the lack of cheap money lenders that rural people are deprived of loan.
If the banking facility with in the nation is expanded, the volume of credit rises.

5) BasiclInfrastructure:
Like transportation marketability, availability of raw materials plays an important role in

raising the volume of credit in the country.

6) Political situation

Political situation, especially political instability, is also one of the magjor 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 isthe glaring example of this.

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

2.2.9 Inflation
2.2.9.1 Concept of Inflation

Inflation in common sense is increment in genera or average price level in the whale
economy. It means that it is the increase in general price level, not he increase in individual
prices. Inflation is not a temporary fluctuation in price but it is a sustained and appreciable
increase in price?®. Dueto the increase in general level in price, the value of purchasing power of
money declines as there is and inverse relationship between the general level of price and value
of money. According to economic couther "Inflation means a state in which the value of money
isfalling i.e. prices are increasing.”" Inflation is a genera rise in prices across the economy. This
is distinct from a rise in the price of a particular good of service good of service. Individual
prices rise and fall all the timein a particular good or service. Individual prices rise and fall the
time in a market economy. Reflecting consumer choices and preferences and changing costs. If
the price of one item say particular model of car-increases because demand for it is high, we do
not think of this as inflation occurs when most prices are raising increase smoothly in the range
of some degree across the whale economy.

% Joshi, Shyam (2056), "Micro and Macro Economic Analysis', Talgju Pustak Bitarak, Kathmanu P. 364
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During inflation, the cost of living increases rapidly, so inflation severely hurts the people
who depend on the income from fixed income securities like bonds and preferred stock.
Similarly as purchasing power of money falls as well as the debtors gain and the creditor loses.

2.2.9.2 Inflation and Interest Rates

Inflation occurs when the average price level in the economy rises. Interest rates present the
"Price" of credit. Are they aso affected by inflation? The answer is yes. There is positive
correlation between interest rates and inflation. In other words, increase in infection increases the
interest rates. But the exact effect of inflation an interest rate is not identified yet on this regards,
there are many theories. Here in this case mainly two theories care going to be discussed®.

The Nominal and Real Interest Rates

Before expanding the relationship between inflation and interest rates, several key terms
must be understood. In this connection one should be familiar with nominal rate and real rate of
interest. The nominal rate is published or gusted interest rate an a security or loan. These rates
are actual rates that are used to transact with the customers. For example an announcement in
the financia press the mgjor commercial banks have raised their prime lending rate to percent
per annum indicates what nominal interest rate is now being quoted by banks to their best
customers. Similarly the real interest rate is the return to the lender or investor measured interims
of its actual purchasing power. In a period of inflation, of course, the real rate will be lower than
the nomina rate. An investment's rea rate of interest during some period is calculated by
removing the rate of inflation from the nominal return®.

The Fisher Effect

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

Nominal interest rate expected rea rate inflation premium + (expected real rate X inflation
premium)

According to fisher, the cross, product term in the above equation (i.e. expected real rate X
inflation premium) is often eliminated because it is usually quit small expect in countries
experience can be written as.

Nominal interest rate = expected real rate + Inflation premium rate

2 ywww.worldbank.co.uk / inflation/effect interest.htm.
2 http://www.bank of England.co.uk/ target two point zero / whats.inflation.htm
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Clearly if the expected real interest rate is held fixed, changes in nominal rate will reflect
shifting inflation premium. It means that if inflation premium increases then nominal rate also
increases.

2.2.10 Interest Rate Spread®

Interest spread is the difference between weighted average rate of interest an lending on
interest earning assets and weighted average rate of interest an interest paying liabilities.
According to Nepal Rastra Bank the interest spread should not exceed 8% currently. It can be
calculated as follows.

Interest rate spread = interest income / earning assets - interest expenses / interest paying
liabilities.

2.3 Review of Previous Thesis

In the preparation of this thesis there are some research papers and thesis related this study,
which contribute some idea and help in the presentation of this study regarding to this thesis,
there are very few thesis and research papers submitted to libraries of Tribhuvan University and
its wing colleges on the same topics. But beside this, there are some other thesis which are
related to this study to some intents. The review and the extract from them presented in this
section.

Narendra Bahadur Rajbhandary was conducted a study on "The interest Rate
structure of commercial Banksin 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 deposit).

His analysis concludes that the time deposits are positively 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 to 1977 is most significant.
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 Rastra Banizya Bank. Heisin view that NRB can well monitor the credit flow and profits of
the commercial banksin Nepal by manipulating the demand for and supply of money.

% ghrestha, M.K.. (2005), "Financial Markets and Institutions' Asmita Books Publishers and Distributors,

Kathmandu P. 275 & 276

% Rajbhandry, Narendra B. "The Interest Rate Structure of Commercial in Nepal", an unpublished thesis,
TU Kathmandu.
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Kishor Khatri Chettri's in 1980 was conducted a study titled " Interest Rate structure
and it'srelation with depositsinflation and credit in Nepal®." The objective of his study was
to show the relationship between interest rate and other economic variables like deposit, inflation
and credit flow. His study concludes the following, according that thesis, the objectives were.

a. To present a concrete picture of the interest rate structure in Nepal.

b.To predict the relationship between interest rate and other economic variables like deposit,
inflation and credit flow in Nepal.

c.To analyze the impact and implementation of the policy of interest rate of Nepal Rastra
Bank.

By this study, he found that rate of interest is directly affected by the rate of inflation. He
found that the price level of Nepal is liked with Indian prices and also found very high inflation
during his study period. His suggestion to commercial banks is to fix the confessional interest
rate in order to promote, the cottage and small scale industries and to monetarists to consider the
rate of inflation while determining to consider the rate of inflation while determining the interest
rate on deposits.

The inflation with in the country is very high since few years. In fact the prices in Nepal
are affected by the movement in Indian price level than by domestic monetary expansion. Prices
in Nepal are linked with Indian because of the 500 miles open boarder and the availability of
Indian goods and currency. There is consolidated type of money and capital markets in Nepal.
Commercial bank branches are concentrated in the urban areas. Regarding deposit mobilization
in the present context the urban area has occupied more than 80% and the flow of credit is also
centralized only in urban areas on the other hand the volume of deposit has overcome the volume
of credit which means to say that banks are not getting new investment opportunities.

Another study conducted by Deepak Raj Bhandari in 1998 upon the title of "The
Impact of Interest Rate Structure on investment portfolio of commercial banks of Nepal®."
He concludes the following:

l. Rates of commercia banks have been fluctuating deposits and lending rates were
increases immediately after liberalization of the interest rate an August 31, 1989 but
however, started to decline which have helped in increasing the credit flow.

. Interest rate structure has direct influence an profitability of commercia banks,
Decreasing lending rate hel ps to increase the profitability through increasing the credit.

1. Deposits are more interest rate conscious and positively co-related.
V. Loans and advances of commercial banks have been found to be continuously increasing
with the decline in interest rates.

% Chettri, Kishor Khatri," Interest Rate Structure and its Relation with Deposits Inflation and credit in
Nepal" unpublished MA thesis, TU Kathmandu

% Bhandari, Deepak Raj, "The Impact of Interest Rat Structure on Investment Portfolio of Commercial
Banks of Nepal", an unpublished M.B.A. thesis, TU kathmandu.
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VI.

Effective interest rate structure helps in proper utilization of resources as measured by
loan to deposit ratio.

Most of the banks are having similar interest rate structure which lessens the importance
of liberalization of interest rate.

Another study conducted by Neeta Dangal in 2003 on the "Impact of Interest Rate on

Financial Performance of Commercial Banks?’ concludes:

Most of the commercial banks contradict the general financial theories.

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

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

Correlation between interest rate and inflation is not significant.

Correlation, between interest rate is responsible to shape the profitability of banks but
also the operating efficiency also has major influence on it.

Another study was conducted by Shasti Bhatta in 2004 in the topic, " Interest Rate and its

Effect on Deposit and Lending®™" . In this study the disseminator tries to portrait the relation of
interest rate with deposit and | Rajbhandry ending amount. Her findings and the findings made
by Chettri are seems to be different. According to Mr. Chettri's finding, all the relation matches
the theory. But other matters are same as Mr. Chettri's. The conclusion drawn by Mrs. Bhatta a
are asfollows.

Deposit rates of all sample banks under study are in decreasing trend, meaning that every
year deposit rates of sample banks under study have decreased.

Lending rates of al 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 rate on lending are far higher than deposit rates of sample
banks. The correlation coefficient between these two variables, (deposit rate and lending
rates) of sample banks comes highly positive.

The simple correlation coefficient between deposit rate and deposit amount of sample
banks are highly negative. But out of them, correlation coefficient analysis of one
sample banks is found to be negative.

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

" Dangol, Neeta, "Impact of Interest Rate on Financial Performance of Commercial Banks' an unpublished
MBS thesis TU Kathmandu.

% Bhatta, Shashi, "Interest Rate and its Effect on Deposit and Lending" an unpublished MBS thesis TU
Kathmandu
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matches with the theory which says with the increase in lending rate, lending amount
decreases and vice versa,

Another study made by Shashi Raj Neupane and the topic, "Interest Rate and Its Relation
with Deposit, Lending and Inflation in Nepal®®", in 2006. His main objectives at the study
were as follows:

i) To explore the relation of interest rate with deposit amounts )existence of
substitution effect) in Nepal ese market.
i)  Toidentity the sensitivity of interest rate to the investment (borrowing)
iii)  Tofind out the relationship of interest rate with inflation in Nepal ese markets.
According to the researcher the interest rate on both deposit and lending of all

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 has found. It
states that there is no substitution effect in Nepalese financial market. Anaysis 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, it is found that all samples banks except NBL have
negative correlation between these two variables. The relationship between interest rate an
deposit and inflation rate is positive. Similarly the correlation between interest rate an
lending and inflation rate is found to be moderately positive. He also concluded that the
spread between deposit interest rate and lending interest rate isin decreasing trend.

% Neupane, Shashi Raj, "Interest Rate & its Relation with Deposit, Lending and the Inflation in Nepal", an
unpublished MBS thesis TU Kathmandu
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CHAPTER THREE
RESEARCH METHODOLOGY
3.1 Introduction

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

The reliability and validity of research work is facilitated by research methodology and
the basic objective of this chapter is to guide chapter four for data presentation, descriptive and
empirical analysis of interest rate in its effect an deposit and lending. The study of research
mythology gives the students the necessary training in gathering materials and arranging them,
participating in the field work which required, and also training in techniques for collection of
data appropriate to factionaries and controlled experimentation and in recording evidence sorting
it out and interpreting it.

3.2 Resear ch Design

Research design is aplan, structure and strategy of investigation. It is simply the frame work
for study and helps the analysis of datarelated to study topic. It constitutes the blue print for
the collection, measurement and analysis of data. It is descriptive and prescriptive in nature.
The relevant and necessary data were collected from annual reports of various join venture
banks and publications of Nepal Rastra Bank for analytical purpose.

3.3 Population and Sample

Now, 26 commercia banks (including government owned, public and joint venture) are
operating in Nepal. Due to the time and resource factors, it is not possible to study al of them
regarding the study topic. Therefore samplings are done selecting from population. The
population for the study comprises 26 commercial banks out of them all six joint venture
banks are taken as sample to draw the conclusion about population since population of joint
venture banks are not large.
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3.4 Sour ces of Data and Collection Procedure

The research is based secondary and primary data. These secondary data are collected
mainly from sources like annual reports, prospectus published bulletins, news paper, journa
internet and other sources. Besides this in some case primary data are also used. They can be
collected through questionnaire distributed to the executives. Secondary data are collected
from various publications of concerning organizations from Rastra Bank and even from
websites of various banks.

3.5 Data Processing and Presentation

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

3.6 Toolsfor Data Analysis and Presentation

The analysis of data is done according to pattern of data available and felt necessity. This
study requires more statistical tools rather than financial tools for analysis and presentation.
So emphasis is given on statistical tools and some financia tools are also used to meet the
objectives of the study.

3.6.1 Statistical Tools
Arithmetic Mean (X)

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

Arithmetic Mean ()—(jzx1+x2+x3;\|r ........... + X

Or

% Gupta, S.C (1999) "Fundamental of Statistics," Himalayan Publication House, Bombay, P. 380
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X i
Il
>

> X = Sum of the sizes of items

N = Number of items

Standard deviation (S)

Karl Pearson first introduced the concept of standard deviation in 1983. Standard
deviation is the positive square root of the arithmetic average of the squares of all deviation
measured from the arithmetic overage of the series. The standard deviation measures the absolute
dispersion of a distribution. The greater the amount of dispersion the greater the greater the
amount of dispersion the greater the standard deviation i.e. greater will be the magnitude of the
values from their mean. A small standard deviation means a high degree of uniformity of the
observation as well as homogeneity of a serves. Standard deviation is denoted by a Greek |etter
'c"' (sigma) and is calculated as follows.

W2
Standard deviation (o) = \/@

Where

n = Number of itemsin the series

x= Mean
X =Variable
Coefficient of Correlation (r)

The correlation analysis is the technique used to measure the closeness of the relationship
between the variables. It helpsis in determining the degree of relationship between two or more
variables. It describes not only the magnitude of correlation but also its direction. The coefficient
of correlation is a number which indicates to what extent two variables are related with each
other and to what extent variationsis one leads to the variation in the other. Correlation
may be positive or negative which lies between + 1. Simple correlation between interest rate on
deposit and deposit amount interest rate on lending and credit or lending amount and is
computed in this thesis. The correlation between interest rate on deposit and deposit amount is
positive. Interest rate on lending and lending amount is negative when inflation increases,
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interest rate also increases in same direction and vice versa. For our study following reference is
used™.,

Correlation may be positive or negative and it always lies between -1 to +1.

Whenr = +1, there is perfect positive correlation

Whenr = - 1, there is perfect negative correlation

When r =0, there is no correlation

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

When 'r' lies between 0.5 to 0.699, thereis a moderate degree of correlation.

e Whenrislessthan 0.5, thereislow degree of correlation.

The correlation coefficient can be calculated as:

Correlation of coefficient 'r' = NEX X, — (£%)(EX,)

\/ nex,” — (£x,)? \/ nEx,” — (X,) i

CoV(X,X,)
var X, var X,

Alternatively r =

Where,
Covariance (X1, X2) = 1/n (X1 - X1) (X2 - X2)
X1 and X» = two variables, correl ation between them are calcul ated.

n= Total number of observations

Coefficient or determination (R?

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

3 Pant, G.D. & Chaudhary, A.K. (2053), " Statistics and Quantitative Techniques', 2nd edition, Nepal Sahitya
Prakashan Kendra, Kathmandu P. 306
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the coefficient of determination is to represent the portion of total variations due to independent
variable®.

Coefficient of determination (r’2) = (r12)?

t - test for significance of correlation coefficient

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

xdn-2~t,,

t=

1-r?
Where (n-2) = degree of freedom
n=sample
t = t- distribution

The (1-a) % confidence limits for estimating population correlation coefficient (p) are
given by

r+t,(n—2)x S.E(r)

1-r?

Jn

=rxt,(n-2)x

3.6.2 Financial Tools

Financia tools are used to examine the strength and weakness of performance. In this
study, financia tools like interest rate spread and ratios have been used. Ratio is the
mathematically relationship between two accounting figures Ratio analysis is used to compose a
firm's financial performance and status to that of other firm's or to it overtime. The qualitative
judgment regarding financia performance of firm can be done with the help of ratio anaysis.
Therefore only those ratios have been covered in this study as required by the study.

L oan and advanceto total deposit ratio:

This ratio is calculated to find out how successfully the banks are utilizing their total
deposits on loan and advances for profit generating purpose. A ratio helps us showing the

% Sharma, P.K. & Chaudhary, A.K. (2058), "Statistics Methods ", Khannal Books Prakashan Kathmandu
P. 420
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relationship between loans and advances which are granted and the total deposit collected by the
bank. A high ratio indicates better mobilization of collected deposit and vice versa. It should be
noted that too high ratio may not be better from liquidity point of view. This ratio is calculated
by dividing loan and advances by total deposits. This can be stated as below:

Loan and advance to total deposit ratio = Loan and advance/ Total deposits
Interest rate Spread

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

Interest rate spread = Interest rate an lending - Interest rate an deposit

Higher spread shows the bank charge high rate for the borrowers than they provide for
depositors.
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CHAPTER FOUR
PRESENTATION AND ANALYSISOF DATA
4.1 Introduction

In this section, al the collected data are presented in the filtered form and are analyzed
thoroughly. This is the one of the major chapter of this study because it includes detail analysis
and interpretation of data from which concrete result of Nepalese market can be obtained. In this
chapter the relevant data and information necessary for the study are presented and analyzed
keeping the objectives set in mind. This chapter consists of various calculations made for the
analysis of interest rate and its effects on deposit and lending amount of sample banks. This
chapter consists of detail analysis and interpretation of data relating to interest rate on deposit
and lending, deposit collection and loan & advance of each sleeted organization from Nepalese
financial system. To make our study effective and precise as well as easily and understandable,
this chapter is categorized in three parts, presentation, analysis and interpretation. The analysisis
based on secondary and primary data available. In presentation section, data are presented in
terms of table, graph chart of figures, according to need. The presented data are then analyzed
using different statistical tools which are mentioned in chapter three. At last the results of
analysis are interpreted. Though there is no distinct line of demarcation for each section (like
presentation section, analysis section and interpretation section) but the arrangement of writing is

made by aforementioned way. The data has been used are both secondary and primary type.

For our simplicity, in this thesis, presentation, analysis and interpretation of data are
made according to the nature. After then, the relationship between interest rate and lending

amount is made.
PRESENTATION AND ANALYSISOF SECONDARY DATA

Secondary type of data is used do analyze about deposit, amount lending amount and
interest rate.
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4.2 Analysis of Deposit and Interest Rate

In this section, detail study is made about deposit amount and interest rate of sample
banks. For this study only saving and fixed deposits are considered because current deposit

doesn’t earn any interest.
4.2.1 NABIL Bank Limited. (NABIL)

Prior to entering into the main topics, it is preferable to take glance on the interest rate
structure on different types of deposits. This is essential because the interest rates are generally
different in magnitude for every sample banks. There differences are due to the numerous factors
like maturity period, policy of bank, goodwill of organization and so on. In rea world
government owned bank and banks with high reputation and goodwill have lower deposit rates.
Similarly, finance companies, co-operative and development bank quotes higher interest rate on

deposits than commercial banks do.

Table4-1: Interest Rate Structure on Deposit of NABIL

Deposits 2002 2003 2004 2005 2006 | 2007 | 2008
Saving 475 3 2.27 25 3 2 2
Fixed

7 days - - - - - - -

14 days 2.75 2 2 1.75 2.5 2.5 1.75
1 month 35 2.75 2.75 2.25 3 3 2

2 months - - - - - - -

3 months 45 3.25 3.25 2.75 3.25 3.25 2.75
6 months 5 3.75 3.75 3 35 35 3

1 year 6 45 4.25 35 4 4 35
2 yrs/ above 6 - 4.75 4 4 4.25 4.25
Whole mean 4.64 3.2 3.35 2.82 3.32 3.21 2.75
Fixed deposit mean 4.62 3.25 3.45 2.87 3.37 341 2.88
Std. Deviation from | 0.6251%

whole mean

Source: Banking and financial statistics: 43-49, NRB

Table 4-1 Show the deposit interest rate of NABIL on different time period. For this
study 2002 is taken as initial year and 2008 as a fina year. This data shows the decreasing
tendency of interest rate. The interest rate on savings deposit in the beginning year was 4.75%
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and decreased to 2% in 2008. The bank quotes the interest rate of fixed deposit in different short
term period like 2 months, 3 months, 6 months, 1 year and above 2 years for the graph purposein
this study the average as 2 monthsto 1 year is taken to make the figure clearer. For other periods
also the fixed deposit rate was in decreasing trend. Similarly if average of fixed deposits of
different period is taken, then the results in Almont similar with "Whole average”. It means the
average interest rate for fixed deposit only was 4.62%, 3.25%, 3.45%, 2.87%, 3.31%, 3.41% and
2.88% respectively for the year 2002, 2003, 2004, 2005, 2006, 2007 and 2008. The average
figures al'so show the decreasing tendency in interest rate except in the year 2004 and 2006. At
that period the interest rate is slightly higher than in the previous year, but finally felled to the
2.75 in the year 2008. The deviation is measured by standard deviation which is 0.6251% of each

year interest rate.
Correlation coefficient, coefficient of determination and t-statistic of NABIL

Table 4-2 Relationship between Interest rate and deposit amount of NABIL

Saving Deposit . .. | Fixed Deposit | . .

Year (1) Interet  Rate Saving  Deposit Interet Rate Fixed Deposit Amount

Amount (3) (5)

@) (4)

2002 4.75 4917.1 4.62 3719.2

2003 3 4889.0 3.25 2446.8

2004 2.75 5237.4 3.45 2552.6

2005 25 5994.1 2.87 2310.6

2006 3 7026.4 3.37 2078.6

2007 2 8770.8 341 3450.2

2008 2 10187.4 2.875 5435.2

Correlation | ry3=-0.6856 rss = 0.0122

Coeff.  Of | "3 =0.4700 r*ss = 0.00015

Det.

t-statistic t- t-tab Insignificant | t-cal t-tab = 2571 | Insignificant
ca=2.105 | =2.571 =0.027

Source: Banking and financia statistics: 43-49, NRB
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Figure 4-1 Deposit Amount of NABIL during different FY
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Figure4-2 Interest Rate of NABIL on saving and fixed deposit.
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The table 4-2 shows the total amount of fixed deposit and saving deposits and the interest
rates offered on such deposits by NABIL on seven years starting from FY 2002 to FY 2008. The
table portrays that the both interest rate has been decreased by greater magnitude. Saving deposit
amount has been in increasing order. It means that they move in opposite direction i.e. decrease
in interest rate increases the amount of deposit and vice versa.. This relationship can also be

shown in figure 4-1 and 4-2.
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According to table no 4-2, the interest rate on saving deposit has been decreased from
4.75 to 2 during 7 FY's. The declining tendency is small. In the same period the deposit amount

was Rs4917.1 millions but this amount increases to Rs 10187.4 million.

Similarly for fixed deposit the table 4-2 shows that the total amount of fixed deposit and
interest rate on fixed deposit offered by NABIL on seven consequent FY's started from 2002 to
FY 2008. The table reveals that average fixed interest rate has been decreased from FY 2002 to
2003 and increased in FY 2004 and again decreased in FY 2005 and increased to FY 2007 and
again it decrease in FY 2008. The table shows that in the FY 2002, there is no effect on fixed
deposit amount by the declination of interest rate but after the FY 2002, decrease in interest rate
also decreases of fixed deposit amount and vice versa. In this regards, the substitution effect
holds true in the case of fixed deposit. To verity the above trend, it is necessary to calculate the
correlation and t-statistics. If correlation coefficient is calculated for saving deposit and deposit
amount, then it isry3 = -0.6856. The high negative correlation coefficient indicates that they have
inverse relationship among each other. Decrease in interest rate is followed by increase in saving
deposit amount and vice versa. The coefficient is determination between these two variables rys
= 0.4700 which means that total variation in dependent variable (saving deposit amount) has
been explained by independent variables interest rate to the enters 47% and remaining is the
effect of other factors. The t-value for testing the significance of the correlation coefficient
between variables is 2.105 (t-cal=2.105). Since the tabulated t-value at 5 level of significance for
5 degree of freedom i.e. t-tab=2.571 is more than calculated value of correlation coefficient is
insignificant. As a result null hypothesis is accepted i.e. there is insignificant relation between
two variables or the variables are not correlated.

In the same manner, the correlation coefficient between interest rate on fixed deposit and
variables are moderately correlated. When interest rate on fixed deposit decreases (increases) the
deposit amount also decreases (increases). Thisis exactly the matter what the theory (substitution
effects) says. The coefficient of determination between these two variables is which means total
variables in dependent variables (deposit units) is explained by the independent variable (deposit
rate) & remaining is due to the effect at other factors. Similarly test of significance of correlation

coefficient between deposit rate and deposit amount gives the value of t=0.0272. Since the

57



tabulated t-value at 5 level of significance for 5 degree of freedom i.e. t-tab = 2.571 is greater
than calculated value the correlation co-efficient is insignificant. Here so Hy is accepted i.e. there

isinsignificant relation between two variables or the variables are not correlated.
4.2.2 Himalayan Bank Limited. (HBL)

The general interest rate structure for HBL for saving deposit and fixed deposits during
past seven fiscal year is asfollows.

Table 4-3 Interest Rate structure on deposits of HBL

Deposits 2002 | 2003 | 2004 2005 2006 | 2007 | 2008
Saving 4.25 4 3.75 3.75 2.75 2 2
Fixed

7 days - - - - - - -

14 days 25 23 23 2.3 1.75 1.75 1.75
1 month 35 3.3 3.3 3.3 2 2 2

2 months - - - - - - -

3 months 4.25 4 3.75 3.75 25 25 25
6 months 4.5 4.25 4 4 3 3 3

1 year 5.75 5.5 5.25 5.25 3.75 3.75 3.75
2 yrs/ above 6.25 6 5.75 5.75 3.75 3.75 3.75
Whole mean 4.43 4.19 4.01 4.01 2.79 2.68 2.68
Fixed deposit mean 4.46 4.23 4.06 4.06 2.79 2.79 2.79
Std. Deviation 0.7851%

Source: Banking and financial statistics: 43-49, NRB

From table 4-3 it is clear that the interest rate on deposit of HBL is also in decreasing
trend. But during last fiscal year the declining rate shows the unique features. During the first
period out the seven FY's, the declining rate of average interest rate is fast, around one percentage
point every year. The whole average interest rate is 4.43 in 2002 but it was 4.19, 4.01, 4.01, 2.79,
2.68 and 2.68 in 2003, 2004, 2005, 2006, 2007 and 2008 respectively. It means that decline
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speed of deposit interest rate of HBL slowed down after FY 2003 because by only decimal each

year up to 2007, but it remain same in FY 2008, i.e. 2.68. The deviation is measured by standard
deviation which is 0.7851% of each year interest rate.

Correlation coefficient, coefficient of deter mination and t-statistics of HBL

Table 4-4 Relationship between interest rate and deposit amount of HBL

ver() ek Rae| SN0 DSt et PRn med - Depost
2 (4)

2002 4.25 9164.1 4.46 5668.1

2003 4 9102.8 4.23 6044.9

2004 3.75 10840.8 4.06 5880.7

2005 3.75 11719.7 4.06 6043.7

2006 2.75 12852.4 2.79 6364.3

2007 2 14582.8 2.79 6350.2

2008 2 15784.7 2.79 8201.1

Correlation rs=-0.9628 rss = -0.6796

Coeff. Of Det. | %3 =0.9269 r*ss = 0.4619

t-statistic t- t-tab Significant | t-cal =2.071 | t-tab = | Insignificant
cal=7.964 | =2.571 2571

Source: Banking and financial statistics: 43-49, NRB

The table 4-4 shows the amount of saving deposit and its interest rate as well as amount

of fixed deposit and its interest rate for seven FY's. The table indicates that, in one hand deposit

rates are declining where as in other hand deposit amount is increasing in every fiscal years

covered by the study. This situation can be revealed in figure 4-3 in following ways.
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Figure 4-3 Deposit amount of HBL during different. FYs.
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The figure 4-3 shows saving deposit amount is continuously rising each year but fixed
amount is seems to grow each year with some fluctuation. It means that there is rise and fall for
fixed deposit amount. Similarly the interests' rate of fixed deposit and saving deposit can also be

shown on figure 4-4

Figure4-4: Interest rates of HBL on saving an fix deposit.
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To quantity the exact relationship between interest rate and deposit amount, it is
necessary to calculate the correlation coefficient. The correlation coefficient of saving deposit
amount and its interest rate rp3 is - 0.9628. It means that these two variables have very high
negative relationship. Though the two variables don't have direct relationship but correlation
coefficient tells that increase in one variable result the decrease in one variable result the
decrease in other variables. The case is similar to fixed deposit also. The correlation coefficient
for fixed deposit rate and amount rysis - 0.67963 which is also very high negative correlation.
Therefore for both saving and fixed deposit, the case is against the substitution effect. The
coefficient of determination of correlation coefficient of saving deposit r’; is 0.9269 which
indicates that the relation between deposit and interest rate is tied up to level of 92.69 percent
and remaining other percentage by other factors. In same manner for fixed deposit the value of
coefficient of determination rs is 0.4619.

The value of t-statistics for saving deposit and saving interest is found to be 7.964 (t-ca =
7.964). The tabulated value for this condition 5% level of significance with 5 degree of freedom
is 2.571. It means that in this case t-calculation is greater than t-tabulated. So alternative
hypothesis is accepted, which means that there is highly significant correlation between saving
deposit and interest rate. Similarly for fixed deposit, the calculated value for t is 2.072 (t-
ca=2.072). This value is aso smaler than t-tabulated. So in this case also the magnitude of

correlation coefficient is insignificant.
4.2.3 Everest Bank Limited

The general structure of deposit interest rate of Everest Bank Limited (EBL) is shown
below on the table.

Table 4-5 Interest Rate structure on Deposit of EBL

Deposits 2002 2003 2004 2005 2006 2007 | 2008
Saving 5.5 5.25 4.25 4.5 3.25 3.25 3.25
Fixed

7 days - - - - - - -
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14 days 3 3.75 3 3 2.25 2.25 -

1 month 4.5 4.75 35 35 2.25 2.25 2.75
2 months - - - - - - 2.75
3 months 5 5 4 4 25 3 3.0
6 months 5.75 6 5 5 3 35 35
1 year 7 6.5 5.5 5.5 35 4 4
2yrs/ above 7.25 6.75 6 6 4 4.5 4.5
Whole mean 5.43 5.43 4.46 4.5 2.96 3.25 3.39
Fixed deposit mean 5.42 5.46 4.5 4.5 2.92 3.25 3.42
Std. Deviation 1.0230%

Source: Banking and financial statistics 43-49, NRB

The table 4-5 shows the interest rate structure of EBL and with calculated average

interest rate on all deposits and standard deviation. The whole interest rate remains same in 2002
and 2003 i.e. 5.43 then, it decrease to 4.46 in 2004. In FY 2005 it increase up to 4.5. The interest
rate is decreased in year 2006 to 2.96 and again increased to 3.25 and 3.39 in 2007 and 2008.
Similarly the average fixed deposit rate is decreasing up to 2006 and increased in 2007 and 2008.

The standard deviation of 1.0230 shows the dispersion among the interest within seven FY stime

is 1.023%. It further signifies that rate is much dispersed from of all deposit.

Corréation coefficient of Deter mination and t-statistics of EBL

Table 4-6 Relationship between interest rate and Deposit Amount of EBL

Saving Deposit , .. | Fixed Deposit | . .
Year (1) Interest  Rate saving  Deposit Interest Rate Fixed Deposit
Amount (3) Amount (5)
) (4)
2002 55 1384.1 542 2470.2
2003 5.25 1733.3 5.46 2694.6
2004 4.25 2758.0 4.5 28034
2005 4.5 3730.7 4.5 2914.1
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2006 3.25 4806.9 2.92 3444.5

2007 3.25 6929.2 3.25 4298.2

2008 3.25 9018 342 5658.7

Correlation rxs=-0.8735 rss = -0.7144

Coeff. Of Det. | 13 = 0.7629 r*ss = 0.5104

t-statistic t- t-tab Significant | t-cal t-tab = | Insignificant
ca=4.012 | =2.571 =2.282 2571

Source: Banking and financia statistics 43-49, NRB

The table 4-6 shows that interest rate and deposit amount are moving in opposite

direction. To get the exact relation it is necessary to calculate the correlation coefficient and t-

test. Here the date shows that both saving and fixed deposits are out of substitution effect to

verify it the value of correlation and t-statistics is necessary. But prior to this it is effective if

tabular value can be shown on figure as figure 4-5.

Figure 4-5: Deposit amount of EBL on saving and fixed deposit
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Similarly the relationship between interest rate of saving and fix deposit can shown in figure 4-6
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Figure 4-6: Interest Rates of EBL on saving and fix Deposit.
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The figure 4-5 shows that the deposit amount of EBL is in increasing trend. The
increasing tendency is high for saving deposit but low for fixed deposit, the trend is increasing
slowly. Similarly figure 4-6 shows that both the interest rate of fixed and saving deposits isin
decreasing tendency except in year 2003 and 2008.

The correlation coefficient for saving deposit and its interest rate is found to be ry3 = -
0.8735, which means that deposit amount and its interest rate have higher degree of negative
correlation. It means increase in one variable result the decrease in other variables. Similarly the
coefficient of dependent r%s = 0.7629, which means that the value of dependent variables is
dependent on independent variables to the extent of 76.29%. Similarly the t-test for same show
that the calculated value of t is 4.012 (t-cal =4.012). This value is greater than the t-tabulated
value (t-tab =2.571) at 5 degree of freedom and 5% level of significance. Therefore, when t-cal >
t- tab then H; or aternative hypothecs is accepted i.e. the variables are significantly correlated
and their relationship is significant.

Similarly for fixed deposit the correlation rss is-0.7144 which is negative with high
degree of inverse relationship. The t-statistics for fixed deposit shows that its calculated value of
tis2.282, which is smaller than the tabulated value of ti.e. t-cal< t-tab, in such case alternatives



hypothesisis rgected. This indicates that the two variables are uncorrelated. The analysis of EBL
also shows that substitution effect is not applicable for bank.

4.2.4 Nepal Bangladesh Bank Limited (NBBL)

As similar to previous part it is better to present the general interest rate structure before
entering to the main analysis. The interest rate structure for NBBL on saving and fixed deposits

for past seven FY's are presented on table 4-7

Table4-7 Interest Rate structure on Deposit of NBBL

Deposits 2002 2003 2004 2005 2006 | 2007 | 2008
Saving 6 55 55 45 4.75 45 45
Fixed

7 days - - - - - - -

14 days - - - - - - -

1 month 4 35 35 35 35 35 35
2 months - - - - - - -

3 months 5 45 45 4 4 4 4

6 months 55 55 55 45 45 45 45
1 year 5 7 7 6.5 4.75 4.75 4

2 yrs/ above 7.75 7.75 7 5 5 5 5
Whole mean 5.88 5.63 5.42 4.38 442 4.38 4.38
Fixed deposit mean 5.85 5.65 5.4 4.35 4.35 4.35 4.35
Std. Deviation 0.6831%

Source Banking and financial statistics no 43-49, NRB

The table 4-7 portrays the interest rate of NBBL on saving deposit and fixed deposits. All
the interest rate on deposit is on decreasing trend except in year 2006. But the tendency towards
decrement is similar to HBL because interest rates on first few FY s were decreasing in large gap.
But after 2003the falling pace was very slow as they fall on gap of decimals. In the seven years
the interest rate is decline by 2%. This can be shown clearly if average of al interest rate is
taken. The average interest rate for whole (both fixed and saving) account is 5.88, 5.63, 5.42,
4.38, 4.42, 4.38 and 4.38 for FY's 2002, 2003, 2004, 2005, 2006, 2007 and 2008 respectively.
The deviation is measured by standard by standard deviation which is 0.6831% of each year
interest rate.
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Corrédation coefficient, coefficient of determination and t-statistics of NBBL

Table 4-8 Relationship between interest rate and Deposit of NBBL

ver() | Imerek  Rate| SN0 Deost [nie " Fhed | Deposi
) (4)

2002 6 1694.9 5.85 5236.8

2003 55 2086.9 5.65 5453.6

2004 5.5 2913.6 5.4 5031.6

2005 4.5 4225.9 4.35 4875.7

2006 4.75 5475.2 4.35 3536.6

2007 4.5 7414.8 4.35 2887.0

2008 4.5 5582.9 4.35 1578.1

Correlation rs=-0.8787 rss = 0.7403

Coeff. Of Det. | r°3=0.7721 r*ss = 0.5481

t-statistic t- t-tab Significant | t-ca t-tab = | Insignificant
ca=4.115 | =2.571 =2.462 2571

Source: Banking and financial statistics 43-49, NRB

The table 4-8 aso shows saving deposit amount is in increasing trend though the interest

rate is declining trend. But fix deposit seems increasing till FY 2003 and decreasing afterwards.

It means interest rate and deposit amount have inverse relationship. But to find exact quantity of

inverse relationship it is necessary to compute the correlation coefficient. Price to this it is

helpful if the data are presented on figure 4-7

Figure 4-7 Deposit amount of NBBL during different FY's
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The figure shows that NBBL collected more funds on fix deposit in last seven FY's. But
this case was opposite in other banks. Similarly the relationship of saving interest rate and fixed

deposit rate can be shown on figure 4-8.

Figure 4-8: Interest Rate of NBBL on Saving and Fixed Deposit
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The value for correlation between saving deposit and interest rate is -0.8787 (ro3 = -
0.8787). This is high degree of negative correlation. It means that during the last seven fiscal
years there was share increase in saving deposit amount even though there was share decline in
the saving interest rates. The coefficient of determination r?s is 0.7721. Similarly the calcul ated
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value for t is 4.115 for saving account. The value of tabulated t at 5 d. f and 5% level of
significance is only 2.571. So for saving deposit t-cal> t-tab, and hence alternative hypothesisis
accepted. It means that there is significant relationship between two variables (deposit amount
and interest rate). It means saving deposit keeps increasing when the saving deposit rates goes
falling down.

In same manner fixed deposit the value of correlation coefficient is rys = 0.7403 which
indicates that the two variables have positive relationship. In other words when increment occurs
on one variable then there appears increment on other variables. To identify the significance or
insignificance of this correlation, it is necessary to calculate the value of t-statistics. The
calculated value at t is 2.462. Similarly the tabulated value for t is 2.571, which is less than
calculated t. As a result null hypothesis is accepted. It means correlation coefficient is
insignificant. Thus from the both study it reveals that substitution effect is applicable for NBBL.
That means variables of NBBL are not correlated.

4.2.5 Nepal State Bank of India. (NSBI)

The general interest rate structure of NSBI bank for last fiscal years is given on the table
4-9. The interest rate structures for NSBI on saving and fixed deposits for past seven FYs are as

follows.

Table 4-9 Interest Rate Structure on Deposit of NSBI

Deposits 2002 2003 2004 2005 2006 2007 | 2008
Saving 5.25 5.25 5.25 35 3.25 3.25 3.25
Fixed

7 days - - - - - - -

14 days - 25 25 25 - - -

1 month - 3 3 2.75 2.75 2.75 2.75
2 months - - - - - - -

3 months 5 4 4 3.25 3.25 3.25 3.25
6 months 5.75 5 5 3.75 3.75 3.75 3.75
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1 year 7 6 6 4 4 4.5 4
2yrs/ above 7.25 6.25 6.25 4.5 4.5 4.5 4
Whole mean 6.05 4.57 4.57 3.46 3.58 3.67 3.55
Fixed deposit mean 6.25 4.46 4.46 3.46 3.65 3.75 35
Std. Deviation 0.9426%

Source: Banking and financial statistics 43-49, NRB

The table 4-9 shows the interest rate structure of NSBI and with calculated average

interest rate on all deposits and standard deviation. The whole interest rate has decreased from
FY 2002 to 2003 and increased from 2006 up to FY 2007 and again it decrease in FY 2008. The
whole interest rate (both fixed and saving) account is 6.05, 4.57, 4.57, 3.46, 3.58, 3.67 and 3.55
for FYs 2002, 2003, 2004, 2005, 2006, 2007 and 2008 respectively. The interests on first few
FY were decreasing on large gap but remains constant on FY 2003 and 2004. But after FY 2006

then whole interest rate is increasing slowly on gap of decimals but it decrease in FY 2008 by

decimals. The average fixed deposit rate is as sSimilar as whole average interest rate and standard

deviation is 0.9426% within seven years period.

Correlation coefficient, coefficient of deter mination and t-statistics of NSBI

Table 4-10 relationship between interest rate and deposit amount of NSBI

oy | P e ot [ PR o oo
2 4)
2002 5.25 1259.5 6.25 2929.4
2003 5.25 1274.7 4.46 3132.7
2004 525 1820.7 4.46 3337.6
2005 35 2024.2 3.46 33714
2006 3.25 2684.7 3.65 4086.4
2007 3.25 2832.7 3.75 6116.2
2008 3.25 32747 35 5517.3
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Correation ros=-0.8843 rss = -0.5623

Coeff. Of Det. | r°3 = 0.7821 r’4 = 0.3161

t-statistic t- t-tab Significant | t-cal t-tab Insignificant
cal=4.235 | =2.571 =1.520 2571

Source: Banking and Financial statistics 43-49, NRB

In table no 4-10 saving amount and deposit rates are arranged is systematic order. The out
look of the table shows that the interest rate has seen falling since 2002 on both saving and fixed

deposit but little bit increase in fix deposit FY 2006 and FY 2007 on decimals. The saving

deposit amount is in increasing trend. So there is inverse relationship between interest rate and

saving deposit amount. The saving amount has increased when interest rates fall down. But fixed

deposit amount is in increasing trend either interest rate fals or increase. To determine the

magnitude of relation, correlation coefficient should be calculated and to identify the strength or

weakness of relationship it is necessary to calculate the t-test. But prior to al it is clear if we

show these relations on figure 4-9 and 4-10.

Figure 4-9 Deposit Amount of NSBI during different FY
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The figure shows that NSBI collected more funds on fixed deposit rather than saving

deposit in last seven FYs. Similarly the relationship between interest rate of saving and fix

deposit can be shown in figure 4-10.
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Figure 4-10 Interest Rates of NSBI on saving and fix deposit.
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The correlation coefficient for saving interest rate and deposit amount, rp3 is found to be
negative of -0.8843. This value indicates that they have very high negative or inverse
relationship. Increase in one variables lead to decrease in other variables. This is extremely
against the theory suggested by the "Substitution effect.” Similarly, the coefficient of
determination between two variables, r’s is 0.7821, which means that total variation in interest
rate on deposit has been explained by supply of deposits to the extent of 78.21 percent and
remaining is the effect of other factors. The t-value for testing the significance of the correlation
coefficient between variables is 4.235 (t-ca=4.235) which is significantly level of significance
with 5 degree of freedom. Since the calculated value is significantly greater than tabulated
valued, the conclusion is drawn that correlation coefficient between variables is significant. This
means that the interest rate on saving deposit and deposit amount of NSBI are significantly
correlated and increase in the supply if fund (deposit) brings the decrease in interest rate on

deposit.

Similarly, correlation coefficient for fixed deposit interest and fixed deposit amount, r4s is
found to be -0.5623, which indicates that the two variables have negative relationship. In other
words, when increment occurs on one variable then there appears decrement on other variable.
This relation can be clearly explained by the coefficient of determination, which is 0.3161,
means that total variation in interest rate on fixed deposit has been explained by supply of
deposits to the extent of 31.61 percent and remaining is the effect of other variables. To identify
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the significance or insignificance of this correlation, it is necessary to calculate the value of t-
statistics. The calculated value of t is 1.520. Similarly the tabulated value for t is 2.571 which is
less than calculated value. As a result null hypothesis is accepted. Test of significance of
correlation coefficient between fixed deposit rate and fixed deposit amount of NSBI makes clear
that the variables are statistically insignificant. Hence, the variables of NSBI are not correlated.

4.2.6 Standard Chartered Bank Limited (SCBL)

As similar to previous part, it is better to present the general interest rate structure before
entering to the main analysis. The interest rate structure for SCBL on saving and fixed deposits

for part seven FY s are as presented on table 4-11.

Table4-11 Interest Rate Structure on Deposit of SCBL

Deposits 2002 2003 2004 2005 2006 2007 | 2008
Saving 3 25 25 2 175 |2 2
Fixed

7 days - - - - - - -

14 days 25 25 2 1 1 1 1

1 month 3 3 25 2 15 15 15
2 months - - - 2 15 15 15
3 months 35 3 25 15 15 15 15
6 months 4.5 35 3 25 1.75 1.75 1.75
1 year 5.5 4.5 35 2.25 2.25 2.25 2.25
2yrs/ above 5.25 4.25 4.25 2.5 25 25 2.5
Whole mean 3.89 2.75 2.89 197 1.72 1.75 1.75
Fixed deposit mean 4.04 2.79 2.96 1.96 171 171 171
Std. Deviation 0.8240%

Source: Banking and Financial statistics 37-49, NRB

The above table shows that the average interest rate on all deposits of SCBL within seven
years time period isin decreasing trend. The rate was 3.89 in the FY 2002 and 1.75 in 2008. The
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average interest rates is slowly decreasing from FY 2002 to 2006 but, little bit increase in 2007
by decimals and remain same in FY 2008. The rate decreased successively to 3.89, 2.75, 2.89,
1.97 and 1.72 in the FY's 2002, 2003, 2004, 2005 and 2006 respectively. The standard deviation
of 0.8240 shows that the scattered ness among the average interest rate on all deposits from the

mean of all average ratesis 0.824% within these seven years time period.
Corrdation coefficient, coefficient of determination and t-statistics of SCBL

Table 4-12 Relationship between Interest rates and deposit Amount of SCBL

Saving Deposit , .. | Fixed Deposit | . .
Year (1) Interest Rate saving - Deposit Interest Rate Fixed Deposit
Amount (3) Amount (5)
@) (4)
2002 3 8404.6 4.04 3471.7
2003 2.5 9441.8 2.79 2264.9
2004 2.5 10633.1 2.96 1948.5
2005 2 12771.8 1.96 1428.5
2006 175 13027.7 1.71 1416.4
2007 2 14597.5 1.71 2163.3
2008 2 15244.2 1.71 3196.5
Correlation rs=-0.8685 rss = 0.5126
Coeff.  Of | 3 =0.7543 r’ss = 0.2628
Det.
t-statistic t- t-tab Significant | t-ca t-tab = Insignificant
ca=3.917 | =2.571 =1.335 2.571

Source: Banking and Financial statistics 43-49, NRB

Thetable 4-12 also shows saving deposit amount isin increasing trend though the interest
rate is in declining trend except in FY 2006 and FY 2007. But fix deposit amount seems in
decreasing trend till FY 2006 because of fall in interest rate and dlightly increased in FY 2007
on deposit. But the declining speed of interest rate is quite higher than that of declining speed of
deposit amount. It means that they move in same direction. These suggest that there is positive

relationship but to determine the magnitude of relation, correlation coefficient should be
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calculated and to identify the strength or weakness of relationship it is necessary to calculate the
t-test. But prior to all it is clear if we show these relations on figure 4-11 and 4-12.

Figure 4-11 Deposit amount of SCBL during different FY.
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The figure shows that SCBL collected more funds on saving deposit in last seven FY's
rather than fixed deposit. It is clear that SCBL collects few funds from fixed deposit in
comparison of saving deposit. Satisfactory collection is done on saving deposit but bank cannot
able to collects satisfactory amount of fixed deposit which is helpful to invest as a long term
debt. The relationship between interest rate of saving and fix deposit can be shown on figure 4-
12.
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Figure 4-12 Interest Rates on SCBL on Saving and Fix Deposit.
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The Correlation coefficient for saving deposit and its interest rate is found to be ryz = -
0.8685, which means that deposit amount and its interest rate, have higher degree of negative
correlation. It means increase in one variable result the decrease in other variables. Similarly the
coefficient of determination, r’x; = 0.7543 which means that the value of dependent variables is
dependent on independent variables to the extent of 75.43%. Similarly the t-test for same shows
that the calculated value of t is 3.918 (t-cal=3.918). This value is greater than the tabulated value
(t-tab=2.571) at 5 degree of freedom and 5 level of significance. Therefore when t-cal > t-tab,
then Hy or aternative hypothesis is accepted i.e. variables are significantly correlated and their
relationship is significant.

Similarly the correlation for fixed deposit interest rate and fixed deposit amount, rs is
found to be 0.5126. This shows that they have positive correlation. It means that the increase in
deposit interest rate stimulates saving on fixed deposit. This relation can be clearly explained by
the coefficient of determination, which is 0.2628, means that total variation in interest rate on
fixed deposit has been explained by supply of deposits to the extent of 26.28% and remaining
73.72% is the effect of other variables. The t-value for testing the significance of the correlation
coefficient between variables is 1.335 (t-cal =1.335). Which is significantly smaller than
tabulated t value (t-tab = 2.571) at 5% level of significance with 5 degree of freedom. Since the
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calculated value is significantly smaller than tabulated value, the conclusion can be drawn that
correlation coefficient between variables isinsignificant. This means that the correlation between
interest rate on fixed deposit amount of SCBL shows the negative correlation, the t-test indicates
that there isinsignificant correlation between them.

4.3 Analysisof Lending and Interest Rate

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

lending rate and lending amount in Nepal ese economy.
4.3.1 NABIL Bank Limited (NABIL)

The sector where NABIL supplied credit during last seven FY's and their corresponding
interest rate, average interest rate and lending amount are presented in the table 4-13

4-13 Lending Rate of NABIL on different sectorsduring seven FY's

Sector 2002 2003 | 2004 | 2005 |2006 | 2007 2008
Overdraft - - - - - - -
Export credit 115 1125 |11 11 11 11 10.5
Import LC 115 115 11 11 11 11 10.5
HMG Bond 10.5 8 7.5 7.5 7.5 7.5 7.5
BG/CG 10.5 95 9 9 9 9 7.5
Other Guarantee - 10.5 10 10 10 10 8.5
Industrial Loan - - - - - - -
Commercial Loan - - - - - - -
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Priority Sector Loan | 14 135 13 13 12 12 11

Poor er sector L oan 10.5 9 9 9 9 9 9

Term Loan 135 13.25 |13 13 13 13 12
Working Capital 13 125 12 12 12 12 115
Hire Purchase 14 13 12 125 125 12 12
Others 14 135 13 13 13 13 12
Averagelint. Rate(1) | 12.30 1141 1095 |11 1091 | 10.86 10.18
Lending Amount (2) | 81731 | 7072 | 7996.9 | 8635.1 | 11078 | 13021.0 | 15657.1

Correlation (ri) -0.7173

Coeff. Of Det. (r“;,) | 0.5146

t-statistics t-cal =2.302 t-tab = 2571 Insignificant

Standard deviation 0.6465%

Source: Banking and Financial statistics 39-47, NRB

Lending activity of joint venture commercial banks can be diversified into different
sectors. But according to the publication of Nepal Rastra Bank, Banking and Financial statistics
the loan of commercial banks are classified in different sub-sectors like overdraft, export credit,
import LC, commercia loan and on. Besides this there are other section (area) when banks
provides loan and these areas are placed in the topic of "others". For this study, lending area are
categorized as classified by NRB as shown in above table.

According to table 4-13 it shows that interest rate on lending on different area are in
declining trend. The table shows that the maximum interest rate is 14 in FY 2002 and minimum
rate is 7.5 on 2008. This shows that the interest rate declined drastically during the seven FY's
period. Generally the productive sector loan rate (like commercial loan, industrial loan, priority
sector loan, working capita rate and so on) and non productive sector loan like loan against
government bond, BG/CG and so an are decreasing in similar ratios. 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 table shows that these sectors loan were somewhat

costlier than other non-productive loan.
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If the average of each fiscal year is taken, then it shows that average lending interest rate
was 12.30(2002), 11.41(2003), 10.95(2004), 11(2005), 10.91(2006), 10.86(2007) and
10.8692008). The standard deviation for average interest rate was 0.6465, which shows the
deviation from mean return. The average rate is also in decreasing trend. The decreasing
tendency was not smooth. It means that the rate declined each year with different rate. In
preceding year the declination was quite fast where as the declining tendency was little small in
later year. This concludes that interest rate on lending is aso in decreasing tendency for past few
years. With harmony to interest rate, the lending amount of NABIL is seen to be in increasing

trend except in FY 2003. These can be aso be present in figure 4-13 and 4-14.

Figure 4-13 Lending Amount of NABIL during different FYs

1
.Y

20000

1
B

15000

10000
5000

0 : T "‘—m: =

2002 2003 2004 2005 2006 2007 2008
Fiscal Year

Lending Amount

OLending Amount

78



Figure 4-14 Average lending rate of NABIL during different FY's
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Correlation coefficient, Coefficient of deter mination and t-statistics of NABIL

From table 4-13 the correlation coefficient (simple correlation) between lending rate and
lending amount ry is - 0.7173. It is negative correlation. It indicates that increment in one
variable result the decrement in other variables or vice-versa. Decrement in lending interest rate
increases the lending amount because people preferred more credit from the bank when bank
reduced the lending interest rate. This condition matches with the theory. Similarly the
coefficient of determination between two variables (r1,)® is 0.5146. It means that the relationship
between dependent variable and independent variable is defined up to the extent of 51.46%. The

remaining percentage is due to other factors.

Similarly the calculate value for NABIL is 2.302 (t-cal = 2.302). This value is less than
tabulated value, (t-tab = 2.571) with level of significance 5 and d. f 5. In this condition Hg is
accepted it means that there is no significant correlation between the two variables. In other
words their relation is in significant. Though the correlation coefficient shows that these two
variables have moderate level of correlation but t-statistics verify that their relation is

insignificant. In conclusion the inverse relationship between lending rate and lending amount is

79



not exactly applicable for NABIL. Now it is clear that the increase in lending amount is not

significantly due to decrease in lending interest rate.

4.3.2 Himalayan Bank Limited (HBL)

The sector where HML granted its credit during last seven FY s and their corresponding

interest rate and lending amount are presented in the table 4-14

Table 4-14 Lending Rate of HBL on different sectorsduring seven FY's

Sector 2002 | 2003 | 2004 2005 2006 2007 2008
Overdraft 13 13.75 | 13.25 13.25 12 12 10
Export credit 95 95 95 95 8.75 8.75 8.75
Import LC 13 12.75 | 12.25 12.25 11.75 11.75 9.5
HMG Bond 85 8 8 8 6 6 6.5
BG/CG 9.5 10.5 10.5 10.5 9.25 9.25 8
Other Guarantee 105 105 10.5 105 - - -
Industrial Loan 14 135 13 13 12.75 12.75 -
Commercial Loan 14 13.75 | 13.25 13.25 125 125 -
Priority Sector Loan | 14 13 13 13 12.25 12.25 10
Poorer sector Loan 8.5 8.5 8.5 8.5 8.25 8.25 8.25
Term Loan 135 135 13 13 11.75 11.75 10.5
Working Capital 13.2 1325 |13 13 - - -
Hire Purchase 13 13 13 13 11.5 11.5 9
Others 16.25 | 16.25 | 15.75 15.75 135 135 12
Averagelint. Rate(1) | 1218 | 1213 | 11.89 11.89 10.85 10.85 9.25
Lending Amount (2) | 8836.6 | 9673.5 | 10894.2 | 13081.7 | 13245.0 | 15516.0 | 17672
Correlation (ri) -0.9127

Coeff. Of Det. (r’y) | 0.8329

t-statistics t-cal = 4.993 t-tab=2.571 Significant
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Standard deviation 1.0619%

Source Banking and financia statistics No: 43-49, NRB

The table 4-14 shows the interest rate of HBL on lending on seven fiscal years granted in
different sectors. HBL lending rate was somewhat more than NABIL. The maximum interest rate
quoted by the HBL during seven FYs was 16.25 on “other” categories. The interest rate of HBL
isalso in decreasing trend but the decreasing magnitude is very little. The average interest rate of
HBL an FY 2002 was 12.18 and which becomes 9.25 in FY 2008, it means that average interest
rate in as declining slowly. During seven years period the interest rate falls to 1.2 on average.
The average interest rat was 12.18, 12.13, 11.89, 11.89, 10.85, 10.85 and 9.25 in FY's 2002,
2003, 2004, 2005, 2006, 2007 and 2008, respectively. Conversaly the lending amount of HBL is
seen to be in increasing trend. In comparison to FY 2002, lending of 2008 is near about two
times more. So it can be said that lending of HBL was expanded rapidly within that seven fiscal
periods these phenomenon shows that lending interest rate and lending amount have inverse
relationship.

To quantify this relationship it is necessary to calculate correlation and t-statistics. But
prior to this it is fruitful if the trend of lending interest rate and lending amount is shown in the
figure 4-15
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Figure 4-15. L eading amount of HBL during different FY's
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Fig 4-16 Average Lending Rate of HBL during different FY's
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The figure 4-16 shows that interest rate of lending falls rapidly up to FY 2003. But after

FY 2003, the falling speed was very slow. It means the interest rate fals only by decima

percentage point.

Correlation coefficient, Coefficient of deter mination and t- statistics of HBL

The correlation coefficient of HBL between lending amount and lending rate is -0.9127.

It is high degree negative correlation. It indicates that increments in are variable result the

decrement in other variables or vice-versa. In this case decrease in lending interest rate increases
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the lending amount. People preferred more credit from HBL when bank reduced the lending
interest rate. Similarly the coefficient of determination between two variables (r%,) =0.8329. It
means that the relationship between dependent variable and independent variable is defined up to
the extent of 83.29%. In other words the increase in lending amount by decrease in interest rate

is defined up to the extent of 83.29 where as remaining percentage is due to other factors.

Similarly the t- statistics for HBL is 4.9935 (t-cal=4.9935) the tabulated value at 5 level
of significance with 5 d.f is 2.571. Comparing the t-tab and t-cal it is clear that t-cal> t- tab, so
aternative hypothesis is accepted and null hypothesis is rgjected. It means that the relation
shown by correlation coefficient is highly significant. That is the inverse relation shown by two
variables lending amount and lending rate is strong. The increase in demand of lending amount is
due to the decrease in lending rate. Therefore, according to t-statistics the lending rate is aso
another strong as well as important factor that shape the lending amount. In conclusion the
inverse relation of HBL on two variablesisin accordance with theory.

4.3.3 Everest Bank Limited. (EBL)

EBL also grant credit on different area like commercia loan industrial loan, Overdraft,
working capital and so on. These rates on the different fiscal years are as follows.

Fig 4-15 Lending Rate of EBL on different sectorsduring seven FY's

Sector 2002 | 2003 |2004 |2005 |2006 | 2007 2008
Overdraft 135 135 125 125 115 11 11
Export credit 11 10.5 10 10 8.5 8 8
Import LC 11.5 11.75 | 1175 |11.75 |10 10 10
HMG Bond 8.5 8 8 8 6.5 6 6
BG/CG 115 11 10.5 10.5 8.5 8.5 8.5

Other Guarantee - - - - - - .

Industrial Loan 135 135 13 13 12 11 11
Commercial Loan 13.5 13.5 12.5 12.5 115 11 11
Priority Sector Loan | 13.5 135 13 13 12 - -
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Poorer sector Loan 9.5 11 11 11 11 10 10

Term Loan 135 135 135 135 12 11 11
Working Capital 135 135 125 125 10.5 11 11
Hire Purchase 135 135 13 13 12 7 10.5
Others 10 135 135 135 12 11 11

Averagelnt. Rate(1) | 12.04 | 1233 | 1190 |11.90 |10.62 |9.63 9.92

Lending Amount (2) | 2963.7 | 3969.6 | 5030.9 | 6116.6 | 7914.4 | 10124.4 | 14059.2

Correlation (ri) -0.8998

Coeff. Of Det. (r’,) | 0.8097

t-statistics t-cal =4.613 t-tab = 2571 Significant

Standard deviation 1.1107%

Source: Banking and financial statistics 43-49, NRB
The table 4-15 shows the interest rate of EBL on lending on seven fiscal years granted in

different sectors. With comparison to above aforementioned bank EBL lending rate was some
what lower than NABIL and HBL. This may be due to competition because those au banks are
joint venture commercial banks. The average interest rate of EBL was in decreasing trend. But
the decreasing magnitude is very little. The average interest rate of EBL was decreasing only in
decimal percentage. The interest rates of EBL in all sectors are declining in same manner that
means declining ration is almost same. It means that, there was equal fall in interest rate on each
sector loan. In past seven FY's the highest interest rate was 13.5. This rate fell to six p.awhen it
approached to fiscal year 2007. Thisis exceptional case. But in other sector loan the lending rate
is not decreasing by huge magnitude. To see the position it is better to give glance on average
lending rate during last seven FYs. The average interest rate was 12.04, 12.33, 11.90, 11.90,
10.62, 9.63 and 9.92 in FY 2002, 2003, 2004, 2005, 2006, 2007 and 2008 respectively.

In effect of decline in interest rate the lending amount of EBL is aso found to be
increasing drastically during the seven fiscal years during the period of seven years, the lending
amount was increased by five times. Thisiswhat the theory says. But to know exact relationship
it is necessary to compute the correlation coefficient. Prior to au it is rationa if the data of the
table 4-15 are preset on the figure 4-17
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Fig 4-17 Lending Amount of EBL during different FYs
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Corrdation coefficient, Coefficient of deter mination and t- statistics of EBL

By using excel spreadsheet, correlation coefficient, average, standard deviation and other
necessary statistics can be calculated. The correlation coefficient between lending rate and
lending amount for EBL is -0.8998. This is very high degree of correlation the negative sign
indicates that the two variables have opposite or inverse relationship, meaning decrease in one
variables leads to increase in other variables. For this case decreases in interest in interest rate
stimulates the lending amount or vice-versa. The coefficient of determination for correlation
coefficient is 0.8097. In other words the relationship between one variable is defined by another
isup to the level of 80.97%

To verify the correlation coefficient statistically, it is better if t-statistics is used. The
calculated value for t is 4.6136 ( t-ca=4.613). Similarly the tabulated value for t at 5 degree of
freedom with 5 level of significanceis 2.571 i.e. (t- tab= 2.571). Comparing t-cal and t-tab it is
found that t-cal> t-tab so in such case aternative hypothesis is accepted meaning the relation
shown by the correlation coefficient is highly significant. In other words two variables are
significantly correlated or the increase in lending amount is due to the decrease in lending rate.

Lending rate is significant factor for the lending amount.
4.3.4 Nepal Bangladesh Bank Limited (NBBL)

The sector where NBBL granted its credit during last seven FY's and their corresponding

interest rate, average interest rate and lending amount are presented in the table 4-16

Table 4-16 lending Rate of NBBL on different sectorsdousing seven FY's

Sector 2002 2003 | 2004 | 2005 2006 2007 | 2008
Overdraft 15 145 14 13 - - -
Export credit 12 11.75 | 11.75 | 105 9.5 9.5 9.5
Import LC - - - 10.5 - - -
HMG Bond 9 9 9 8.5 7.5 7.5 7.5
BG/CG 13 13 13 12 8 8 8
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Other Guarantee - - - - - - i

Industrial Loan 14.5 14 14 - 12 12 12

Commercial Loan 15 14.5 14 - 9.5 9.5 9.5
Priority Sector Loan | 13 13 13 11 10 10 10

Poorer sector Loan 12 12 12 10 9.5 9.5 9.5
Term Loan 14 14 135 12 - - -

Working Capital - - - - - -

Hire Purchase 145 145 14 125 9.5 9.5 9.5

Others 15 145 14 13 10.5 105 10.5

AverageInt. Rate(1) | 13.36 13.16 | 1293 | 11.30 9.56 9.56 9.56

Lending Amount (2) | 7022 7969 | 8363 | 9996 8740 | 9011 | 8303

Correlation (r12) -0.5249

Coeff. Of Det. (r’;,) | 0.2756

t-statistics t-cal = 1.379 t-tab=2.571 Insignificant

Standard deviation 1.7994%

Source: Banking and financial statistics 43-49, NRB

The table 4-16 shows the lending interest rate structure of NBBL on seven FYs on
different sectors. From table it is clear that the interest rates of NBBL are in falling stage. The
average interest rate is declining slowly during the seven FYs. This phenomenon can be seen
clearly with the study of average interest rate. The average interest rate for FY's 2002, 2003,
2004, 2005, 2006, 2007 and 2008 are 13.36, 13.16, 12.93, 11.30, 9.56, 9.56 and 9.56
respectively. The average interest rate shows that the rate has fallen at steady rate. In this bank,
lending interest of non- productive loan falls more than leading interest rate on productive sector
loon in the same manner for lending amount the lending of NBBL increased each year but this
amount is slowly decreased after FY 2006. During the last FY the lending amount rises. But the
lending amount has significantly reduced to 8740 from 9996.00 on FY 2006. This shows that the

lending amount and interest rate have negative relationship but to get the exact numerical result
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of relationship completion should be necessary to calculate. The figure for changing trend of

interest rate and lending amount is given on figure 4-18 and figure 4-19.

Fig 4-19 lending Amount of NBBL during different FY
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Corrdation coefficient, Coefficient of deter mination and t- statistics of NBBL

From table 4-16 the correlation coefficient (simple correlation) between lending rate and
lending amount ry, is —0.5249 According to our classification this negative correlation is of
“moderate degree”. In this case it is clear that interest rate on lending and lending amount has
inverse relationship. It means they move in opposite direction i.e. increase in lending rate result
decrease 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 more money when
the market interest rate is low in the market. The simple determination of correlation coefficient
(r’1,) is 0.2756 when total lending amount is taken as dependent variable and lending rate as
independent variables then 27.56 of total variation in dependent variable is explained by lending

rate and remaining percentage is due to the effect of other variables in the economy

Test of significance of correlation coefficient between lending rate and lending amount
also verify the fact. The calculated value of t-statistics is 1.379 (t-cal=1.379). This value is less
than tabulated value, t-tab= 2.571 with level of significance 5 and d. f 5. In this condition Hg is
accepted. It means that there is no significant correlation between the two variables. In other
words their relation is insignificant. Though the correlation coefficient shows that these two
variables have moderate level of correlation, but t-statistics verify that their relation is
insignificant. In conclusion the inverse relationship between lending rate and lending amount is
not exactly applicable for NBBL. Now it is clear that the increase in lending amount is not

significantly correlated due to decrease in lending interest rate.
4.3.5 Nepal State Bank of India (NSBI)

The sector where NSBI granted its credit during last seven FY's and their corresponding

interest rate, average interest rate and lending amount are presented in the table 4-17

Table 4-17 Lending Rate of NSBI on different sectorsduring seven FY's

Sector 2002 | 2003 | 2004 | 2005 | 2006 2007 | 2008
Overdraft 14.5 14 135 125 125 125 11
Export credit 11 11 11 10.5 10.5 10.5 9
Import LC 13 135 13 - - - -
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HMG Bond 95 9 9 7 7 7 7
BG/CG 11 9.5 95 9.5 95 9.5 9.5
Other Guarantee - - - - - - -
Industrial Loan 135 14 135 - - - -
Commercial Loan 145 14 13.5 135 - - -
Priority Sector Loan | 14 125 125 12 12 12 11
Poor er sector L oan 10 9 9 9 9 9 9
Term Loan 145 14 14 125 125 125 11
Working Capital 115 - - - - - -
Hire Purchase - 135 125 105 10.5 105 9.5
Others 14.5 14 135 125 125 125 11
Averagelint. Rate(1) | 1263 | 12.33 | 12.04 | 1095 | 10.67 10.67 | 9.78
Lending Amount (2) | 4091 |4529 |4761 |5491 | 6619 8060 | 9847
Correlation (ri) -0.9271

Coeff. Of Det. (r*;,) | 0.8595

t-statistics t-cal = 5.5306 t-tab = 2.571 Significant
Standard deviation 1.0491%

Thetable 4-17 shows the interest rate of NSBI on lending on seven fiscal years granted in
different sectors. The average interest rate declined slowly during seven fiscal years. The interest
rate falls only in decimal up to FY 2004. After then the interest rate falls with huge magnitude on
FY 2005 then again interest rate falls smoothly with less magnitude. The lending rate in all
sectors of at NSBI falls slowly during seven FYs. The lending rate is higher in “others” sector in
comparison to other sectors. So it can be said that the interest rate declined with amost same
magnitude in both productive and non-productive sector loan. With rhythm to lending interest
rate, the study of lending amount shows that it is in increasing trend. The lending amount of
NSBI is 4176.3 on FY 2002 but it becomes 9847 on FY 2008 which is more two tines. But to

Source: Banking and financial statistics 38-47, NRB
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know the exact relationship it is necessary to compute the correlation coefficient. Prior to al it is
rational if the data on the table 4-17 present on the figure 4-21.

Figured-21: Lending Amount of NSBI during different FY's
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Figure 4- 22 Average L ending Rate of NSBI during different FY
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Corrdation coefficient, Coefficient of determination and t- statistics of NSBI

The correlation coefficient of NSBI between lending amount and lending rate is -
0.9271 is high degree negative correlation. It indicates that increment in one variable result the
decrement in other variables or vice-versa. In this case decrease in lending interest rate increases
the lending amount. People preferred more credit from the NSBI when bank reduced the lending
interest rate. Similarly the coefficient of determination between two variables (r’;,) = 0.8595. It
means that the relationship between dependent variable and independent variable is defined up to
the extent of 85.95%. In other words the increase in lending amount by decrease in interest rate

is defined up to the extent of 85.95 where as remaining percentage is due to other factors.

Similarly the t-statistics for NSBI is 5.5306 (t-cal =5.5306). The tabulated value at 5 level
of significance with 5 d.f is 2.571. Comparing the t-tab and t-cal, it is clear that t-cal>t-tab, so
aternative hypothesis is accepted and null hypothesis is rejected. It means that the relation
shown by correlation coefficient is highly significant. That is the inverse relation shown by two
variables- lending rate and lending amount- is strong. The increase in demand of lending amount
is due to the decrease in lending rate. Therefore according to t-statistics the lending rate is aso

another strong as well as important factor that shape the lending amount. In other words two
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variables are significantly correlated or the increase in landing amount is due to the decrease in

lending rate.

4.3.6. Standard Chartered Bank Limited (SCBL)

At last another bank for analysis is standard chartered bank limited. This bank also grants
the credit to its customers in different sectors. But according the NRB bulletin “Banking and

Financial statistics” the bank provides the loan to its customers on following sectors.

Table4- 18 Lending Rate of SCBL on different sectorsduring seven FY's

Sector 2002 | 2003 |2004 |2005 |2006 |2007 | 2008
Overdraft - - - - 6.5 6.5 6.5
Export credit 125 12 12 12 12 115 115
Import LC 12 115 11 11 11 9 9
HMG Bond 9.5 9.5 95 9.5 95 8 8
BG/CG 14 135 10.5 10.5 10.5 9.5 9.5
Other Guarantee 10.5 10.5 135 13 13 11 11
Industrial Loan 145 14 135 135 135 115 115
Commercial Loan 15 14.5 14 14 14 11.5 115

Priority Sector Loan | - - - - - - -

Poorer sector Loan 105 10 10 10 10 7.5 7.5
Term Loan 15 145 14 14 14 115 115
Working Capital 14 135 13 13 13 10 10
Hire Purchase 13 11 9 9 9 9.5 9.5
Others 15 145 145 145 145 13 13
Averagelint. Rate(1) | 1296 | 1242 |12.04 |12 11.58 |10 10

Lending Amount (2) | 2838.7 | 5675.6 | 6028.5 | 6662.0 | 8213.5 | 8905.1 | 10538.1
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Correlation (ri) -0.9257

Coeff. Of Det. (r“y,) | 0.8569

t-statistics t-cal =5.472 t-tab = 2.571 Significant

Standard deviation 1.1539%

Source: Banking and financial statistics 43-49, NRB

The table 4-18 shows the lending interest rate of SCBL on different sectors in different
sectors in different FYs. SCBL granted credit in most of the sector. But SCBL doesn’t granted
credit in priority sectors loan. In past four FY bank didn’t grant loan in overdraft but from FY
2006 it started to grant loan in it also. The overall lending rate of SCBL isin declining trend. In
past seven FY's the highest interest rate was in "others" categories. The table 4-18 shows the
interest rate falls drastically on FY 2007 but in five past FY's the interest rate falls slowly in al
sectors only on decimal. Similarly the average interest rate is aso in decreasing trend but the
decreasing magnitude is not more. To see the position, it is better to give glance on average
lending rate during last seven FYs. The average interest rate was 12.96, 12.42, 12.04, 12.00,
11.58, 10 and 10 in FY's 2002, 2003, 2004, 2005, 2006, 2007 and 2008 respectively.

In effect of decline in interest rate the lending amount of SCBL is also found to be
increasing slowly during the seven fiscal years except in 2003. During the period of seven years
the lending amount was doubled. But to know the exact relationship it necessary to compute the
correlation coefficient. The figure for changing trend of interest rate and lending amount is given

on figure 4-23 and figure 4-24

Figure 4-23 Lending Amount of SCBL during different FYs
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Corrdation coefficient, Coefficient of deter mination and t-statistics of SCBL

To find the exact relationship between the lending interest rate and lending amount, it is
necessary to use some of the statistical tools like correlation coefficient student t-statistics is
applied. For this case the correlation coefficient between SCBL’S for average interest rate and
lending amount is -0.9257 (r1o= -0.9257) this is very high degree of correlation. The negative
sign indicates that the two variables have opposite or inverse relationship meaning decrease in
one variables leads to increase in other variables. For this case decrease in interest rate stimulates
the lending amount or vice-versa. The coefficient of determination for correlation coefficient is
0.8569. In other words the relationship between one variable is defined by another is up to the
level of 85.69%.

To verify the correlation coefficient statistically, it is better if t-statistics is used. The
calculated value for t is 5.472 (t-cal=5.472). Similarly the tabulated value for t at 5 degree of
freedom with 5 level of significance is 2.571 i.e. t-tab = 2.571. Comparing t-cal and t-tab it is
found that t-cal> t-tab. So in such case alternative hypothesis is accepted meaning the relation
shown by the correlation coefficient is highly significant. In other words two variables are

significantly correlated or the increase in lending amount is due to the decrease in lending rate.

4.4 Presentation and Analysis of Primary Data

In this section primary data is analyzed. The primary data collected through the
guestionnaire distributed to the executives and others personals officers of sample banks. Those
people related to the field of banking were familiar about the interest rate and it affecting factors.

Please see annex for questionnaire.

Question No 1. Present condition of joint venture Banksin Financial Market.

The first question is related about the present condition of joint venture banks in Nepalese
financial market. The view points of the different respondents are presented in figure below.
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Figure 4-25

45%

55%

@ Good m Satisfactory

The figure 4-37 shows about the present condition of joint venture Banks in Nepalese
Financial Market. 55% of the respondents agree that the joint venture banks are in good
condition. But 45% of the respondents believe that the condition of banks is satisfactory and no
are argue with the poor condition of the joint venture bank. Satisfactory condition indicates that
the condition either may go up or go down and the economy of the country is worsening day by

day so the attention must be given.

Question No 2. Interest rate structure of the banks is appropriate to attract the investor

and depositors?

This question is related to the interest rate structure of the varies bank and wants to clear
that it is suitable or mot for those inverters and depositors the view points of the different

respondents are presented in figure below.

Figure: 4-26

20%

60%

= Yes mNo O May be
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The figure 4-38 shows the 60% of respondents agree that the interest rate structure is
appropriate to attract the investors and depositors. But 20% do not agree and remaining 20%
aren’t confirmed & hope that it may be appropriate. From the figure it is clear that most of the
respondents think that interest rate structure is not appropriate so banks should think about it.

Question No 3. Thereis high lending rate in non-productive sector rather than productive

Sector .

The question wants to be clear about the high interest rate that is being charged on non-
production sector rather than productive sector. The view points of the different respondents are

presented in figure below.

Figure4.27

EYes ® Don’t know O No

The figure 4-39 shows the 75% of the respondents agree that the lending rate is high on
non-productive sectors. But 20% do not agree and remaining 5% are unknown about the high
lending rate charged on non- productive sectors. There should be low interest rate on productive
sector so that people can use more funds from banks on productive sectors which ultimately

|eads nation towards success.
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Question No 4. People ar e feeling comfortable and safeto deposit their saving on the banks.

This question tries to find out the feeling of people to deposit their saving on the banks.
The viewpoints of the different respondents are presented in figure below.

Figure 4-28

35%

@ High 0 Medium

The figure 4-40 shows the 65% of respondents are feeling highly comfortable and safe to
deposit their saving on the banks. But remaining 35% are moderately feeling comfortable and
safe to deposit their saving on the banks.

Question No 5. Interest rate on deposit and lending of the banks is effective in Nepalese
financial market.

This question tries to know effectiveness of interest rate on deposit and lending of the
banks in Nepalese Financial Market. The result obtained from different respondents is presented
below

Figure4-29

40%

60%

m Effective m Satisfactory
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The figure 4-41 shows that only 40% of the respondents agree that interest rate on deposit
and lending of the banks is effective Nepalese financial market. Even 60% think that it is
satisfactory in present contest.

Question No 6. Deposit on saving deposit schemeis effective than fix deposit scheme.

This gquestion wants to find out that do people like to deposit on saving deposit than fix
deposit? Here is what our respondents have replied.

Figure4-30

5%

= Yes ®m No O Don't Know

The figure 4-42 shows that about 75% of the respondents agree that people like to deposit
in saving scheme. 20% respondents don’t agree the statement and 5% is unknown about this.
This may because the interest provided by banks on fix deposit is decreasing day by day. Evenin
Nepal, people want to keep their saving in saving deposit due to its feasibility.

Question No 7. Open borderswith India affect theinterest ratein borrowing and lending.

This question wants to find out that to what extent open boarder with India affect the

interest rate on borrowing and lending? The figure shows what the respondents have said.
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Figure4-31

35%

65%

= Highly m Normally Effecting

The figure 4-43 shows that about 35% of the respondents highly agree that open boarder
with India affect the interest rate on borrowing and lending. 65% of respondents think that it may
affect. But 9% of the respondents don’t agree upon our assumption. It may suggest that open
boarder with India somewhat affect the interest rate on borrowing and lending.

Question No: 8 people deposit more or with draw in the situation of violence and insecurity.

This question wants to clear that what the people do about their cash in the situation of
violence and insecurity. The result is presented in given figure.

Figure 4-32
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95%

m Withdraw More O No effect
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The figure 4-44 shows that none of respondents agree that people deposits more in the
situation of violence and insecurity. But 95% of respondent don’t agree this statement they have
replied that people with draw more in the situation of violence and insecurity and remaining 5%
have replied that there will be no effect at al. From above it is clear that people fedls unsafe to

deposit their saving on the bank in the situation of violence and insecurity.

Question No 9. Rules and regulation of Nepal Rastra Bank

This question tries to know how Nepal Rastra Bank is functioning to regul ate Nepalese

Commercial Bank. The result obtained from different Reasons is presented below.

Figure 4-33

18%

' 51%

||:| Good @ Satisfacory O Inadequate |

The figure 4-45 shows that only 18% of the respondents they agree that Nepal Rastra
bank is functioning well. About 51% finds the role to be satisfactory. But NRB should think
about 31% hoping banks function to be inadequate.

Question No 10. Reasons that banks aren’t properly utilizing the deposits in terms of loans

to generate profit.
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This question wants to clear that why banks are not properly utilizing their deposit in
terms of loans to generated profit. There may be several reasons but according to priority only

three options are mentioned. The result obtained from different personsis presented below.

Figure4-34
9%

35%

96%

O Due to Interest Rate O Due to Political Situation

O Due to other Factors

The figure 4-46 shows that only 9% of the respondents think that interest rate is main
cause that is limiting banks to utilize the deposits in terms at loans to generate profit. About 56%
of respondents agree that political situation is the main barrier for utilizing the loan to generate
profit and remaining 35% think due to other several factors. From above it is clear that political

situation may hamper the banks to function well.

Question No 11. Lending amount decreases with the decreasein lending rate.

This question is related about the lending amount and lending rate. The viewpoints of

different respondents are presented in figure below.

Figure4-35
7%

22%

— | e
s

71%
| O Agree El Disagree O Don't know |
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The figure 4-47 shows that only about the 7% agree that lending amount decreases with
the decrease in lending rate but 71% do not agree with the statement and remaining 22% of

respondents do not know about this.

Question No 12. Joint venture banks are playing important rate in economic development

of the country.

This question wants to find out the role of joint venture bank as in economic development
of the country. The figure shows what the respondents have said.

Figure 4-36

13%

87%

@ Agree m May be

The figure 4-48 shows that about 87% of the respondents agree that joint venture banks
are playing important rate in economic development of the country. No one disagree with the
statement. And 13% think they may be playing import ant rate in economic development of the

country.
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Question No: 13. Lending rate should bereduced to attract theinvestors

This question tries to know whether lending rate should be reduced to attract investors.
The figure shows what the respondents have said.

Figure 4-37

56%

O Yes & No O Don't Know

The Figure 4-50 shows that about 56% people agree that lending rate should be reduced
to attract the investors. But 31% of respondents do not agree with the statement and remaining

13% are unknown about it.

Question No 14. Inflation influencesthe interest rate.

This question tries to clear about the relationship between interest rate and inflation. The

viewpoints of different respondents are given below.

Figure 4-38
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The figure 4-50 shows that about 62% of the respondents agree that inflation affect the
interest rate. Even 27% hope that inflation may influence interest rate and 11% do not agree the

Statement.
4.5 Major Findings of this study

After presentation and anaysis of relevant data of sample banks under study; using various
analytical tools some findings can be drawn. The major findings of the study are as fallows.

e NABIL: Amount of saving deposit and interest rate on deposit is highly correlated. But
amount of fixed deposit and interest rate on deposit is positively correlated. Amount of
lending and interest rate is negatively correlated. Relation between interest amount with
both saving and fixed deposit and lending amount is also insignificant it is found deposit
rate and lending rate moved into same direction.

e Himalayan Bank Limited (HBL): Amount of saving deposit and interest rate on deposit
is highly negatively completed. And fixed deposit amount and interest rate on deposit is
also negatively correlated. Amount of lending and interest rate is also highly negatively
correlated. Relation between interest amounts with saving, fixed and lending amount are
significant. The deposit rate and lending rate of it is moving in same direction.

e Everest Bank Limited (EBL): Amount of deposit (saving and fixed) and interest rate on
deposit is highly negatively correlated. Similarly amount of lending and interest rate is
highly negatively correlated. Relation between interest amounts with deposit (saving and
fixed) and lending amount is significant. The deposit rate and lending rate of it is moving
in same direction.

e Nepal Bangladesh Bank Limited (NBBL): Amount of saving deposit and interest rate
on deposit is highly negatively correlated but amount of fixed deposit and interest rate on
deposit is positively correlated. Amount of lending and interest rate is highly negatively
correlated. Relation between interest amounts with saving deposit is significant and
relation between interest amounts with fixed deposit is insignificant. Similarly relation
between interest amounts with lending amount is also insignificant.

e Nepal State Bank of India (NSBI): Amount of deposit (saving and fixed) and interest
rate on deposit is highly negative correlated. Similarly the amount of lending and interest
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rate is also highly negatively correlated. The relation between interest amount with
saving deposit and lending amount is significant and relation between interest amounts
with fixed deposits amount is insignificant. It is found that deposit rate and lending rate
moved into sane direction.
Standard Chartered Bank Limited (SCBL): Amount of saving deposit and interest rate on
deposit is highly negatively correlated. But amount of fixed deposit and interest rate on
deposit is positively correlated. Relation between interest amounts with deposit (saving and
fixed) and lending amount is significant. Both deposit rate and lending rate moved into same
direction.

Table 4-19 Summary of the Finding

Summary table of the Calculations
Correlation
Coefficient t-calculated
Bank Result
Saving Fixed int. Saving Fixed Int.
Int. Rate Rate Int. Rate Rate
Deposit | -0.6856 2.105 Insignificant
NABIL 0.0122 0.027
Lending |-0.7173 2.302 Insignificant
Deposit | -0.9628 7.964 Sig/Insig.
HBL -0.6796 2071
Lending | -0.9127 4.993 Significant
Deposit | -0.8735 4.012 Sig/insig.
EBL -0.7144 2.282
Lending | -0.8998 4.613 Significant
Deposit | -0.8787 4.115 Sig./Insig.
NBBL 0.7403 2.462
Lending | -0.5249 1.379 Insignificant
Deposit | -0.8843 4.235 Sig./Insig.
NSBI -0.5623 1.520
Lending | -0.9271 5.530 Significant
Deposit | -0.8685 3.917 Sig./Insig.
SCBL 0.5126 1.335
Lending | -0.9257 5.472 Significant
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CHAPTER FIVE

SUMMARY, CONCLUSION AND RECOMMENDATIONS

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

rate structure.
5.1 SUMMARY

After the liberalization policy various banks and financia institutions came into existence
with a hope to play important role in the development of financial system of the country.
Accepting deposit from savers (household, businesses or government) and transferring the
collected deposit to the investment sector (i.e. lending collected amount from depositors to
borrowers) is one of the mgjor functions of banking business. Banks are the rea intermediaries
who transfer saving (i.e. collected deposit) to the needy investors does that money can be used in
the productive sector for economic development. To collect deposit bank provide certain
percentage of interest and when amount is loaned outside (which has been coll ected from savers)
certain percentage of interest is charged to them. Even though there are various factors in the
economy that effects deposit amount and lending amount interest rate is one of the major
economic indicator that affect deposit and lending amount of the banks. With the curiosity to be
clear about interest rate structure of commercial banks and to be clear about whether interest rate
influence deposit and lending amount this study is made. With the maor objective of showing
relationship between deposit rate and deposit amount lending rate and lending amount this study

is undertaken.

The review of literature shows that there are so many economic and non- economic

factors that are on deposit and lending. But it isreal fact that there is relationship of interest rate
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with deposit amount and lending amount. The volume of deposit amount and lending amount of
banks are highly affected by their interest rate. Generaly, there is positive relationship in
between interest rate on deposit and deposit amount. That means, when interest rate on deposit
increases that attract to the deposit and deposit amount of banks are increases or vice versa.
Similarly there is negative relationship in between interest rate on lending and lending amount of
banks. That means increase in interest rate on lending, decreases the lending (loan or investment)
amount of banks and vice versa. Various commercia banks and financial companiesin Nepa are
free to set their interest rate on deposit and lending so all banks are determined their interest rate
as per their own policy purpose or objectives However interest rate fluctuates time with impact
of economic and non-economic factors which in turn affect deposit amount and lending amount

of banks.

The effect of interest on deposit and lending amount and interest rate structure on deposit
and lending are analyzed from six joint venture banks of Nepal for seven years period by using
statistical and financial tools mentioned in chapter three. Secondary data are collected from
NRB’s economic reports, annual reports of related banks and websites and primary data are
collected from the questionnaire distributed to various personnel of sample banks. The analysis
of all banks shows average interest rate on deposit is in decreasing and deposit amount is in
increasing trend. Similarly interest rate on lending is also decreasing and loan and advances
(Iending) amount isin increasing trend. This trend shows, there is reveres relationship in between
deposit rate and deposit amount lending rate and lending amount of joint venture banks. The
statistical analysis also shows that there is significant relationship between deposit rate and
deposit amount and lending rate and lending amount of most joint venture banks except few. The
interest rate spread of all the sample banks found to satisfactory except SCBL during last seven
fiscal years but most of the banks found that they aren’t able to use deposit in terms of loan and

advances properly except NBBL.
5.2 CONCLUSION

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

drawn.
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1)

2)

3)

4)

5)

6)

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

The saving deposit amount and saving interest rate have negative relationship (i.e.
correlation ranging from -0.6856 to -0.9628). It means that they have highly inverse
relationship if one variable increases other variable decreases and vice- versa. Thiscaseis
against the theory of substitution effect. This may be due to the fact that in last FYs.
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 acceptable
investment opportunity, in which a separate study can be made. Similarly, the
convenience of using saving accounts provokes the investor deposit on saving account.
Similarly the excess supply of saving deposit reduces interest rate of saving account.

To clarify the above conclusion the t-statistic of negative correlation between saving
deposit amount and saving interest rate is significant except NABIL it means that they
have strong negative relationship.

Analysis of fixed deposit amount and fixed interest rate shows negative relationship
except NABIL, NBBL and SCBL. The correlation coefficient for NABIL, NBBL and
SCBL is 0.0122, 0.7403 and 0.5126 respectively. According to correlation coefficient,
the substitution effects occur for three NABIL, NBBL and SCBL in case of fixed deposit
that means fixed rate when interest rate on fixed deposit decreases/ increases. But other
three banks HBL, EBL and NSBI the correlation coefficient is negative meaning people
deposit more money even if the bank offer lower yield rate on fixed deposit.

The t-statistic between fixed deposit interest rate and fixed deposit amount is
insignificant. It means that al sample banks have positive relationship for fixed deposit.
One of variables that affect the demand of fund (Iending activity) is lending interest rate.
Theoretically there is negative relationship between lending interest rate and lending
amount. In this study for six sample banks, it is found that all sample banks except
NABIL and NBBL have negative correlation between these two variables. By using
correlation tools, it can be inferred that all the sample banks have inverse relationship as

suggested by theory.
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7)

8)

9)

The t- test for correlation coefficient of each sample bank for negative relationship
between lending interest rate and lending amount shows that the t-value for NABIL and
NBBL is in significant which means that though the correlation coefficient shows
moderate relationship but their relationship is not strong i.e. not significant relationship.
So increase in lending amount is not due to the decrease in lending interest rate but due to
other reasons. But for other banks except NABIL and NBBL the t-value is significant
meaning that the one of the factor to increase the lending amount is decline in interest
rates. SO it can be concluded that lending interest rate is also one important factor for
expansion or contraction of lending amount.

It is also found that lending interest rate of the productive sector loan such as commercial
loan, Industrial loan, trade credit, working capital loan were decreased lesser in
magnitude in comparison to the non- productive sector loan. In case of lending people
use more money when interest rate on lending is low. Almost al banks have lent more
money by lowering interest rate on lending. But borrowing has increased on non
productive sectors.

During the study period it is found that there exist the high spread between deposit
interest rate and lending interest rate. In the beginning of the seven FY s this spreads was
large but on later years, the interest rate spread declined to some extent. That may be due

to competitive financial environment and less availability of investment opportunity.

10) Based on analysis of sample banks it can be concluded that interest rate on deposit does

not attractive for the depositors; as every year deposit rate of sample banks are seen
deceasing. So it may aso be concluded that commercial banks are not conceived in

collecting deposit asinterest rate on deposit istoo lees.

11) From the analysis of lending rate of sample banks it can be concluded that interest rate on

lending attract borrowers investors as lending rate of sample banks have decreased every

year to provide better opportunities for the borrowers investors.

12) Through questionnaire to different persons, conclusion can be drawn as that the present

condition of joint venture banks is an satisfactory condition, interest rate structure of the
banks is most appropriate attract investors and depositors, there is high interest rate on
lending on non-productive sectors compared that of productive sector, people are feeling

more comfortable and safe to deposit their saving on the banks, interest rate on deposit
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and lending of the banks is found satisfactory in Nepalese financial market, deposit on
saving deposit scheme is found effective than fixed deposit scheme, open border with
India normally effect the interest rate on borrowing and lending, people withdraw more
money in the situation of violence and insecurity, rules and regulation of Nepal Rastra
bank to be found satisfactory. To some extent banks are not mobilizing its deposits
interest of loan and advances due to political situation of the country, lending amount
increases with the decrease in lending rate, joint venture banks are playing important role
in economic development of country lending rate should be reduced to attract the

investors and inflation influence the interest rate.

5.3 RECOMMENDATIONS

To full fill the objectives of this study, related data and ideas are collected from different

sources. These data are presented; analyzed and interpreted then conclusions are made. Based on

the analysis, interpretation and conclusions of this study certain recommendation can be made

here. So that the concerned authorities, further researcher, academicians and bankers can get

insights on the present conditions of above topics. It is considered that this research will fruitful

for them to improve the present condition as well as for further research. The maor

recommendations after this study are as follows

1.

Interest rates on deposit istoo lessin Nepal. Joint venture banks are suggested to increase
the interest rate on deposit so that depositors are benefited by their saving.

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

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

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

whenever there is high gap between lending rate and deposit rate in the country. In order

112



to create fair economic situation, NRB being the regulator it should watch the functions
of banks very closely.

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

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

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

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

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

researcher and other interested people.

5.4 PRESENT SCENARIO:

In the fiscal year 2009/2010, liquidity crisis was felt in the Nepal ese economy.

There are two causes of the liquidity crunch. First, there was a dramatic increase in imports,
especially of gold and decrease in remittance. Contrary to popular belief, the rise in gold imports
wasn't caused by a price differential with India. Actualy, the import of gold coincided with the
increase in the price of gold in the international market. It became a lucrative investment because
gold is an extremely liquid instrument.

For the first time in 36 years, there is a deficit balance of payment of Rs 19 billion in the first
quarter of 2009/2010. BOP has been in deficit only four timesin our history.
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Second, private sector credit growth is higher than deposit growth, which automatically resultsin
tight liquidity.

Thus, as a precautionary measure, NRB had to inject massive amount of liquidity into the
banking system through repos. Further, it also directed banks and financia institutions to
increase their interest rate on deposit in order to attract the idle cash. As a result, presently bank

are offering up to 10.5% interest on saving accounts.
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