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CHAPTER -l

INTRODUCTION

1.1 BACKGROUND OF THE STUDY

Capital in afree economy is alocated through the price system. The interest rate is the
price paid to borrowed capital, while in the case of equity capital investor's returr
come in the form of dividends and capital gains (Brigham, 1994; 63). Interest is the
cost paid to the borrowing capital. This cost is affected by various factors. The mosl
fundamental things that effects cost of money are production opportunity and time
preference for consumption. The return available within and economy from
investment in productive (cash generating) assets determines the cost of investment or
borrowing. Similarly, the preference of consumer’s for current consumption as
opposed to saving for future consumption also determines the cost of borrowing or

return on lending.

“Weston & Brigham” in their 11" edition has identified four fundamental factors
affecting the cost of money which are a) production opportunities b) time preference
for consumption c) risk d) inflation. They have added risk & inflation too, as
fundamental factors of determining interest rate. Risk is the borrower’s ability to repay
the loan. In financial market context, risk is the chance that financial assets will not

earn the return promised.

Thus, we see that interest rate paid to savers depend in abasic way.
a) On the rate of return, producer expects to earn on invested capital.

b) On saver’s time preference for current versus future consumption
C) On therisks of the loan and

d) On the expected future rate of inflation



Modern economy, gains much of their efficiency through the use of money. Thisisthe
medium of exchange. The money can be invested to earn more in future. The money
received in the future may provide higher satisfaction in consumption. “The rate at
which the citizen can trade current money for future money depends on the investment
her or she makes and knows as the nominal return.” (Sharpe, Alexander, Bailey, 1986;

367)
Study of interest rate is important in the viewpoint of either saver (investor) or user

(borrower). The interest rate is determined either through market reaction or by
regulatory body (legidlative). Capital is alocated among firms by interest rate ir
market. Firms with most portfolio investment opportunities are willing and able to pay
the most for capital, sot they tend to attract it away from inefficient firms. “Most
capital in the US economy is allocated through the price system” (Brigham, 1994; 64).
When the economy is expanding firms need capital, and this demand of capital pushes
rates up. Inflation is high in the economic boom period while conditions are reversed
during recessions; slacked business reduces the demand for credit, the rate of inflation
fals, and theresult isadrop in interest rate.

1.2LEVEL OF INTEREST RATE
Various theories have been developed to examine why interest rates are high, low

rising or faling. “Fisher classic theory is one of them. In 1930 Irving Fisher found that
normal interest rates attend to rise and fal in one to one correspondence with the rate

of inflation.
re=rRe+ 20t

Where r = Normal Interest Rate
rRi= Real Interest Rate

> gt=Expected Rate of Inflation

In 1923 A.D. Gibson proved that nominal interest rate follows large movement in the
price level, both upward and downward. However, short term interest not correlated
with the inflation. The other factors to determine the levels of interest rate are the

business cycle, the federal resource’s monetary policy etc.” (Clark, J., 1986; 324-336)



1.3DETERMINANTSOF INTEREST RATE

The rate of interest is the cost or price of credit. The cost of the borrower is called
required rate. It reflects the level of expected returns. The different types of assets
have different rates of interest. However, rates of interest change together according tc
time. In general quoted (or nominal) interest rate on a debt security, K is composed of
areal risk freerate of interest, K* plus severa premiums that reflects inflation, the risk
of the security and the security’s marketability or liquidity). “This relationship can be

expressed as follows:

Quoted interest rate (K) + K* + IP+ DRP + LP +MRP

Where,
K* = thered risk free rate of interest
IP= Inflation Premium
DRP= Default risk premium
LP= Liquidity or marketability premiums
MRP= Maturity Risk Premium

(Brigham, 1994, 63)

“Theredl risk free rate of interest is the rate of interest that would exist on default free
US treasury securities if no inflation is expected. The interest rate on a security that i<
free of al risk & includes rate of inflation is nomina risk free rate of interest.
Similarly, inflation premium is the premium for expected inflation that investors add

to thereal risk freerate of returns. It is equals to inflation rate expected over the life of

security. The differences the quoted interest rate on a T-bond and other exactersis the
default risk premium. Liquidity generally is defined as the ability to converts on assets
to cash on short notice and reasonably capture the amount initially invested. A
premium added to the rate on a security if the security cannot be converted to cash or
short notice and close to the original cost is liquidity premium. In addition, a premium
that reflects interest rate risk is maturity risk premium. Bond with longer marketability
has greater interest raterisk.” (Brigham, 1994; 63)



1.4INTEREST RATE IN NEPAL
141 GOVERNMENT POLICY ONINTEREST RATE

Nepal is one of most economically backward country where per capitaincome is about
$ 200. More than 42% of the total populations are below poverty line (Tenth Plan).
The background of the economy exist many characteristics of deprivation like
monetary dualism and underdevelopment. One of the causes of pervasive poverty i<
the lack of economic resources for the growing population and slow rate of nation
economic growth. In the mid of 1980 decade the country has adapted liberal economic
policy. Number of finance companies and commercia banks are going to increase as
government made the liberal policy in maintaining the interest rate structure.
Liberalization is determining market interest rate for commercial banks, establishment
of joint venture in association with foreign banks in private sectors, establishment of
financial companies after the lunch of financial company acts, freedom to investment
management to commercia banks, establishment of development banks, accelerated

the number of financial institutionsin the beginning of 1990’s decade.

On 16 november1984 government had provide autonomy in offering the interest rate
on saving and time deposit to extent to 1.5 % and 1% points respectively above the
prevailing rates. In 1986, financial institution got freedom in fixing their interest rates
in their deposits and loans. In addition there was also limitation on the interest rate

amount the different loans that provided for the productive and poverty areas

There was also limitation given in the interest rate of lending amount. The rate of
maximum of 15% on the priority sectors loan. And for other kinds of loans financial
institutions had got freedom to maintain the interest rate structure. In this way
government provided freedom as well as limitation on the determination of interest
rate.

According to the Nepal Rastra Bank Act, 2001, principal objectives of the monetary
policy are (a) price stability, and (b) maintaining necessary surplus in the balance of
payments. To fulfill these objectives, the open market operations have been made
effective as a monetary measure. (UNESCO, 2007)



Bank rate has been taken as the stand of monetary policy. At the beginning of the
Plan, the bank rate was 5.5 percent but due to inflationary pressure this has beer
increased to 6.25 percent in the FY 2004/05. Similarly, compulsory cash deposit ratic
at the beginning of the Plan was fixed at 7 percent for current and saving deposit, 4.5
percent for the fixed deposit, and 3.0 percent for keeping in the bank vault. In the
fiscal year 2003/04, bank vault provision was eiminated and the compulsory cash
deposit ratio was fixed a 6 percent of the domestic total deposit. It was further
reduced to 5 percent in the fiscal year 2004/05 with a view to reduce intermediation

cost and increase resources for investments (UNESCO, 2007).

142 NRB’sPOLICY ONINTEREST RATE

In the background of liberal economic policy followed by the country, financial policy
and Monetary policy should also be liberal, able to create competitive and excellent
environment for capital formation. There is the challenge not maintain economic
stability with high economic growth in one side and to other it is necessary tc
concentrate on equal distribution of income and poverty alleviation by means of
financial monetary policy of the nation. From the beginning of seventh economic plar
(1985-1990) the monetary policy has been considers as the weapon to maintar
economic stability and growth by following structural adjustment to maintain payment

deficit, downfall in foreign currency balance, high price rise and increased government

finance deficit, Because of this strategy in the beginning of eighth plant there was no
payment deficit.

“According to ninth plan one of the grievances of investors in higher interest rate. The
interest rate taken by the financial insetting of Nepal is high comparing with the south

Asian countries and the world too. The reasons for high interest rate are
a High inflation rate
b. Poor financial management system

C. Higher interest rate on deposit and operation expenses



Due to these reasons the cost of capital for theinvestor is high. (Ninth Plan 132 HMG,
NPC 2052 BS)

Hence the interest rate policy one of the most important tools to control and guide
monetary as well as financial policy. So, Nepal Rastra Bank takes monetary policy as
the most important devices. The relation of interest rate with investment and saving is

more powerful to increases investment and to increase real income and employment
The change in interest rate changes the monetary policy.

Public hold their cash assets in banks and financial institutions under different Deposit
schemes. Market interest rate reflects the domestic value of money. As stated above,
the prices of goods and services, shares and rea estate have been rising. However,
interest rates on bank deposits have not increased in tandem to the inflation. As e
result, real interest rate has remained negative for along time. Interest rates could not
increase on account of excess liquidity position. People holding their assets in the
form of goods, shares and rea estate have gained whereas people holding their assets
in banks and financial institutions have borne loss in rea term. This encouragec
people to invest on goods, share and real estate which in turn raised the prices of these
assets. This also adversely affected the efficient allocation and mobilization of
financia resources. Though the significant rise in remittances and investors investing

on goods, shares and rea estate facilitated banks and financia institutions to have

ample deposits for their transactions, financial resources have not been mobilized
efficiently. In order to correct this situation, there is a need to adopt a tight monetary
policy stance for 2008/09. (NRB, Monetary Policy 2008/09)

On studying the interest policy taken by NRB it is found high fluctuation interest rate.
There is condition change in interest rate and other finance companies. However the
impact of the change in interest rate on micro economic and financial variables is not
considered well. In the beginning NRB offered and fixed the lower level of interest
rate but after the establishment of Nepal Bank Ltd. (in 1990 BS separate from NRB in
2013 BS) and Rasitya Banijya Bank (IN 2036) interest rate policy worked in their
monopoly strategies.



In 1975 AD, it had made some revision in interest rate. At the time, interest rate
structure was set higher and flexible. Within their few periods, NRB reformulatec
interest rate again and again sometimes downward and sometimes upward. This was
done without studying the impact of such fluctuation interest rate. NRB has made
revision in interest rate in the year of 1971,1972,1974,1975, 1976, 1977, 1982 and in
1984 A.D. NRB gave freedom on determination of interest rate.

1.5 SHAREINVESTMENT

In general term, a share is a part of capital of a company.” The company’s capital is
divided in many units and each unit is said share” (Nepal Company Act 2063, BS p. 1)
Share investment is a factor of security investment and capital market. Capital marke
than congtitutes both financial and money market is fundamental element for
economic prosperity of state, society & to individual too. Under the concept of capita
market, the role performed by security market can never be ignored; rather it is given
top priority in the light of present days achievement reaped in the field of trade,
commerce and industry. It is because the security market upholds such entitles

financialy by ushering in the opportune of saving remained passive in different forms.
Share investment can be done by two ways. The first way is to purchase share in the
primary market and second one is to purchase in secondary market. The various
companies takes approval from company registers office as well as forms security
Board of Nepal (SEBO) for initial public offerings (IPOS). After taking approval they
issue the shares in the market. The secondary market carries on trading of security

each day. Number of transaction is transacted each day month and year.
16 SECURITY MARKET IN NEPAL

In Nepalese context, the institutional set up of securities market began along with the

security exchange center in 1997. Since than very many characteristics development have
been witnessed in the spectrum of on mabilizing financial resource to the installation of variec
organization. No economically productive activities can be brought toe the existence in the
absence of adequate financial resources. These sorts of complexities can only be ignored out if
people’s participation in financing is perceived as steeping stone for sustainable development.
Similarly financial constraints can also be to some extent obviated, if people at different
levels are educated of and familiarized with the benefit to be reaped form investment

and disinvestment of securities.



1.7 HISTORICAL BACKGROUNG OF SECURITY MARKET INEPAL

The issue of share to raise capita was carried unintentionaly only offer the
establishment of Biratnagar Jute Mills in 1993 BS Nepa Bank Ltd and other
industries had also issued the shares to the public in that time. However, this process
could not be carried on continuously. In 2033 BS Security Kharid Bikri Kendara was
established (today it is known as security exchange board Nepal Ltd.). To regulate &
manage security market exchange, security transaction act 2040 was introduced ir
Nepal on 2040 BS. After this regulation, some syndromes of improvement was seen ir
the security markets activities as some joint venture bank were established and made
issue to public. However, the optimally growing phase of security market in Nepal
seen only in the period of eight economic plan when the government adapted libera
and pen economic policy in the country and made first amendment in security
transaction act 2040 BS.

The primary objective for buying stock is to sell in subsequently at a higher price. In
many cases, dividend will be aspect aso. Dividends and price change are the principal
ingredients in what investors regard as return or yield. If an investor had perfect
information and insight about dividend and stock price over subsequent period, he will
be will on hisway to great riches. But the real world of investment is fall of economic,
political social and other forces that we don’t understand sufficiently to permit us tc
predict anything with absolute certainty. Forces intermix and flow at cross currents.
Nothing is static.

So, investor always designs to obtain more and more return with minimal level of risk.
Before investment is made in any form, a retinal investor analysis the various factors
that will exist and influence his return in future. He develops various alternatives and
chooses the one he thinks the best aternative. The investor may lay down its investing
assets in the formal cash balance or he can make tit Bank Balance expecting some
invests on it. In spite of this, there are other carious investment tools in the marke
where the investor can invest his funds. The other investment areas that can be
investing investment funds may be government or corporate bond, lending, investment
in shares debenture and preference share etc. The various market forces affect return
from each types of investment and there have some degree of risk for each types of

investment.



1.8 FOCUSOF THE STUDY

In this study focus will be on extracting information about impact of interest in share
investment. There are various factors that influence investors to invest the fund ir
share. It is generaly seen that there is fluctuation on share investment volume. Ir
some years, the investment volume in secondary market slide down. In the same way
the market interest rate (normally provided by banks and other financia institution ir
the deposits) also fluctuates as the time passed by. Thus, the study will be focused or
whether there is any relationship between the market interest rate fluctuation anc
investment flowing share investment? It tries to examine how does investment in

shares stimulates due to the downward or upward movement of interest rate. How far
the interest on loan provided by commercial banks and financia institution, effect the

share investment?
The study also throws a glance toward other possible factors that may affect share

investment.

19 STATEMENT OF THE PROBLEM
It is necessary to flow the capital toward production sector for accelerating economic

growth. Development and expansion of capital market can do it. The capital market
had existed in 2033 B.S. In the name of Security Kharid Bikjri Kendara” However,
there was no any program and plan for capital market up to sixth plan. In seventh
economic plan capital market was introduced in nationa plan. Although the program
related to capital market were included in the plan only in eight plans.

Hence, the development of capital market has very short history. As it is very
important to develop capital market so that the investment environment can be brought
in country and maintain strong economy of the nation. The capital market of Nepal yet
has not become mature so that it can flow pertinent information to the investors easily.
Hence, it is easy for investor to carry on their investment decision in shares or other
financial assets. In this context the study focuses the impact of interest rate structure

on share investment in Neal and attempt to answer the following question.



d)

e

9)

How interest is fixed in the market?

How does central banks monetary policy control over the interest rate

structure?
What is the interest rate structure of Nepal in the past few years?

Do the changes in interest rate effect total deposit and loan of

commercial banks and financia institution?

What is the volume of share investment in secondary market?

Isthere any relationship in interest rate change and share trading

volume in the secondary market?

Does the price of sharein the market go up and down together with the

interest fluctuation?

10



1.11f) OBJECTIVEOF THE STUDY

The main objectives of the study are to analyze the impact of interest rate in share

investment in Nepal,and the other following specific objective are also generated:-

@ To identify the effect of interest rate on share investment in secondary
market of Nepal.

(b) To identify the effect of interest rate on share investment in primary
market of Nepal.

(c) To determine deposit loans and advance situation with change in interest
rate.

1.12 ORGANISATIONOF THE STUDY

The first chapter is about introduction consisting of background, level of interest rate,
determinants, government policy, NRB’s policy, share investment, objective, anc
focus of study. The second chapter consists of reviews of literature comprises of
conceptual framework, review of books, review of journals Articles and Publicatior
and revision of dissertation and thesis. Likewise research methodology is described or
chapter third. The presentation and analysis of data is kept in chapter four anc
summary of conclusion and recommendation observed during research is placed in

fifth chapter.

11



CHAPTER-2

REVIEW OF LITERATURE

The previous chapter discussed about the fundamental concept of interest rates and
share investment. Now, this chapter deals the related literature about interest rate anc
share market and previous finding about interest rates relationship with share
investment. The first part of this chapter deals about the theories of interest rate anc
share market, second, third and fourth are to review the related books, journals,

articles and previous dissertations.
2.1 CONCEPTUAL FRAMEWORK

This section describes about brief discussions of interest rate, its relationship with
other factors, theories, related to interest rate, security market determinants of share
price in the secondary market, interest rate’s impact on capital market, tools of

evauation of interest impact on share market or on share investment.
2.1.1 CURRENT INTEREST RATE POLCIY OF NRB

Interest rate spread to be maintained at 10% with a view to maintain the weighted
average interest rate spread between interest rate offered on deposit and interest rate
charged on loan by commercial banks with in the 12% levels. NRB has made the
following provision in calculating such spread.

1. The following procedures are to be followed for the calculation of interest spread.

(8) The calculation of interest spread is based in interest expenditure payable on the
total domestic and foreign deposits held by the commercial banks as well as the
interest income of the commercial bank received in domestic and foreign currency

from loans and advances, money at call and balances held abroad.

(b) For any specific period, the weighted average deposit rate is to be calculated by
dividing the sum of interest expenses on total deposits by monthly average deposits a
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multiplying it by 100. Deposits, here, include the current deposits, saving deposits,
fixed deposits, money at call and other deposits both in domestic and foreigr
currencies. Likewise, weighted average leading rate is to be calculated by dividing the
sum of interest income by monthly average amount of loans and advances anc
investment, money at call and balance held abroad and then multiplying it by 100. The

inter-bank lending is not included in the calcul ation.

(c) Difference between weighted average lending rate and weighted average deposits
rate isto be considered as the weighted interest scattered.

2. The interest spread is to be calculated and monitored based on the half yearly data
(from august to January and February to July). These data is to be filled up in ¢
prescribed format and dispatched after interna auditing, to the Banking Operation
Department and to the Inspection and Supervision Department of the NRB within €
period of two months. Commercial Banks are also required to send the prescribed data

on monthly basis to the above departments.

3. If the interest spread of any commercial bank exceeds the stipulated spread limit the
exceeding amount of interest income of that period should be deposited in a separate
specia reserve fund created for it. The distribution of dividend out of this fund i<
restricted. However, such special fund can be treated as supplementary capital for the
purpose of calculating adequacy (NRB, 1998/99)

212 FINANCIAL OPERATION OF COMMERCIAL BANKS

For the operation of commercial banks balance sheet need to be prepared on the best
possible way to generate transparency within organization and for its stakeholders.
The balance sheet is prepared in the standard format for better understanding and ease
approach of stakeholders. Dr. Raghab Dev Pant has simplified the Balance Sheet of

Commercia banks as follows:
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Account |

Assets Liabilities

1.Required Reserve A 1. Loan able Fund D
a Time
b. Current
C. Others

2. Excessive Reserve B 2. Capital Reserve & Other Net
Liabilities

3. Earning Assets C

Account |1
1. Interest earned =F Interest cost = 1

Effective interest rate = (F/C)/x100% =A Effective interest rate = (1/d) x100%=[3
Hence, he has determined effective interest rate as,

Interest earned x 100 %
Interest earning assets

And,
Effective interest cost as,

Interest cost x 100 %
Interest paying liabilities

If the interest rate structure is change by Nepal Rastra Bank, the changed in interest
rate will affect both supplies of deposit and demand for loans from commercial banks.
Both earning assets and loan able funds may not change in the same proportion and

thiswill affect excess reserve.
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Position of banks, the rate of return on capital is A-B-A (D-C)/C. This return will be
positive only if A (1- (D-C)/C = B. This indicates that apart from margin between
lending and deposit rate the change in both loan able fund and earning assets, which in
turn, determine the excess reserve available to the banks, play mgor role to determine
the profit position of the banks (Panta, 1990; 72-74)

According to Kenneth J. Thygerson “Commercial Banks have very diversified assets
structure. Loans are the largest assets categories, amounting to 60% of total assets and
spread between business, real estate and consumer loans. These banks also invest

heavily on U.S. government, agency, and state and local government securities.

Commercial Banks also have very diversified liabilities structures. Banks raised funds
by issuing deposit in a variety form, such as checking accounts and time and saving
accounts, which together represents three quarter of banks liabilities some banks rely
on whole sae financing source such as negotiable CDs, report borrowings and fed

funds.

The size of banks has a significant impact on its assets and liabilities structure smaller
banks are more heavily invested in securities and loans to consumers and residential
real estate. They also use little wholesale financing sources. Large bank is heavier
business and international lenders and rely more on wholesale financing source
(Kenneth, 1992; 247).

“Keeley (1990) analyzed the change in the value of bank charters resulting from
deregulation and new forms of competition. He concluded that one factor contributing
to the decline in the market value commercial banks equities relative to their book
value was the decline in the of a bank charter resulting from increased competitive
(Kenneth, 1992; 229).

213 THRIFT INSTITUTION

Saving banks, saving and loan associations and credit unions are refereed to as thrift
ingtitution. These institutions al began as mutua institution designed to serve

individuals by providing saving deposits service and in the case of savings and loans
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credit unions mortgages and consumer loans, respectively, These specialized roles

were codified in law and regulation un the 1930.

* Today, saving and loans associations (S& Ls) and saving banks still concentrate their
investment in the residential mortgaged market, while credit unions devotes most of
their lending to consumer loans, their narrow financial roles persist despite the broader
charters they received as aresult of the financial deregulation of the 1980s. (Kenneth,
1992; 250).

214 OTHER FINANCIAL INSTITUTIONS

There is order various types of financial institutions. Some of them are discussed as

follows

(8 Investment banking firms- They provide variety of financial service. In fact asa
group, they provide just about every financia service except taking deposits. The

following isalist of their primary activities.
Q) Originating and distributing stocks and bonds.

2 Acting as a security broader for individual and institutions trading in
the secondary market.

©)] Trading security group, for customers or for its own account.
4) Acting asinvestment adviser.
(b) Property and Causality Companies:

They provide a wide range of risk pooling services. Their two primary businesses are
property insurance covering hazards such as fire, property loss or damage due tc
accident and theft. The other casually insurance, which covers loss of earning power,
product failure, or accident. P & Cs have experienced a sharp decline in their
underwriting income in the relation to premiums earned. This has been partially off set

by growth in investment.
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(© Finance Companies:

Finance companies are the |east regulated of our major intermediaries. They speciaize
lending to individuals and secured lending to business. The former is called consumer
finance and the latter commercial finance companies. Both types finance their

operations with money and capital market debt sold in the credit markets.
(d) M ortgage banking companies:

Mortgage banking companies are highly specialized firms that originate and service
residential and, to a much lesser extent, commercial mortgages.

(e) Diversified financial service companies:

Diversified financia companies are commercial, industrial, or nonblank financial
firms that are involved in a broad spectrum of financia activities. In most of these

activities, they complete with depository institution.
() Investment intermediaries:

Investment intermediaries represent a group of firms that specialize in pooling assets

of investors and providing investment experiments they hold are not taxed at the
intermediary level intermediaries include open-end mutual funds, limited partnership,
and real estate investment trusts.

(g) Trust Companies:

Trust companies are not technically intermediaries, since they hold no financia assets.
However, they are magjor providers of financia investment expertise and they act as

services of person and other employee benefit accounts.
215 TERM STRUCTURE THEORIESOF INTEREST RATE

The relationship between long and short rates of interest is known as the term structure
of interest rate. These are important to corporate treasures who most decide whether to
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buy long or short term bonds. Thus it is important to understand how long and short

term rates are related to each other and what causes shift in their relative position.

Various theories have been developed to define yield (interest) curve. Weston &
Brigham in their Essentials of Managerial finance have explained following main
three theories as term structure of interest theories.

1 Expectation theory; - The expectation theory states that yield curve depends
on expectation concerning future inflation rates. Especially Kt, the nominal interest
rate on a U.S. Treasury bond that measures in t years, is found as follows under the
expectation theory.

K=K+ IP,

Here, K™ ' real risk free interest rate and IP; is an inflation premium that is equal to the
average expected rate of inflation over the t years until the bond matures. Under the
expectation theory, the maturity risk premium (MRP) is assumed to be zero, and, for
treasury securities, the default risk premium (DRP) and liquidity premiums (LP) are

zero.
2. Liquidity Preference Theory:

The liquidity preference theory states that long term bonds normally yield more than
short-term bonds for two reasons. (@) Investors generally prefer to hold short terms
securities, because such securities are more liquid in the sense that can be convertec
into cash with the little danger of loss of principle. Investor therefore generally accepts
lower yield on short-term securities and this leads to relatively low short-term rates.
(b) Borrowers on the other hand, generally prefer long-term debt because short-termr
debt exposes them to the risk of having to repay the debt under adverse condition.
Accordingly borrowers want to “ lock in to “ long term funds than short term funds
this also leads to relatively low short term rates taken both operates to cause short term

rates.
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Thus lenders and borrowers preference both operates to cause short term rates to be
lower that long rates taken together these two sets of preference and hence the
liquidity preference theory imply that under normal conditions, a positive maturity risk
premium (MRP) exists, and the MRP increases with years to maturity, causing the

yield curve to be upward stopping.
3. Market Segmentation theory:

Briefly, the market segmentation theory states that each lender and each borrower has
a preferred maturity. For example a person borrowing to buy a long term assets like ¢
house, or an electricity utility borrowing to build a power plant would want a long
term loan. However, a retailer borrowing in September to its inventory for Christmas
would prefer a short term loan. Similarly difference exist anong savers- for example,
a person saving to take a vacation next summer would want to lend in the short term
market, but someone saving for retirement 20 years hence would probable buy long

term securities.

The trust of the market segmentation theory is that the stop of curve depends on
supply /demand condition in the long term and short-term markets. Thus, according tc
this theory, the yield could a any given time be ether flat, upward sloping, or
downward sloping yield curve would occur when there was a large supply of short
term funds relative to demand, but a shortage of long term funds, similarly &
downward sloping curve would indicate relatively strong demand for funds in the
short term market compared to that in the long term market. A flat curve would
indicate balance between the two markets (Brigham, 1994; 50-53).

2.1.6 INTEREST RATE SPREAD IN NEPAL

Financial system acts as afacilitator to bridge deficit units and surplus units. Financial
intermediation helps promote economic growth through the process of saving
mobilization and promotion of productive investment in the country. In this process
financial institution (FIS) generally pays certain prevailing rate of interest on lending.

The differential interest margin is inventive to FIS to cover their operationa cost and
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contribution to the worth of the equity holder. The determination of interest rate of the
deposit and the lending is more or less governed by the market force. However, the
differential rate is mostly influenced by operational efficiencies and interest margin of
FIS. Financial intermediation means transfer of surplus funds from investor vie
intermediaries to the ultimate borrowers. If investors directly finance the ultimately
borrowers, the process involve higher cost of acquiring and evaluating information or
the potentia borrowers. Since the intermediaries are generally large, they gair
economics of scale in analyzing the credit worthiness of potential borrowers, ir
processing and collecting loans and pooling risks. Therefore, it is postulated that the
existence of efficient and competitive financial system leads to higher level of
financial intermediation and lower intermediation cost or interest rate spread, i.e.

lesser difference between the deposit rates and lending rate of FIS.

The history of development modern banking and financial system isnot long in Nepal.
The establishment of Nepal Bank Limited (NBL) in 1973 A.D. was the foundatior
stone laid down in the history of the banking and financial development of Nepal. Ug
to the mid 1980s, Nepal had own central bank, Nepal Rastra Bank (NRB) establishec
in 1956, two commercial banks namely NBL and Rastriya Banijaya Bank (RBB),
established in 1966. There were other two specialized financia institutions functioning
as development banks. Agriculture development Bank (ADB/N) established in 196€
and Nepa industrial Development corporate (NIDC) established in 1956. In addition,
some insurance company and one employee provident fund corporation were alsc
established. There were thus very few financial intermediaries up to the mid 80s anc
almost al are more or less state owned and controlled financia activities were tightly
regulated and controlled through measures like the administered interest rate regime,
SLR (Statutory liquidity Ratio) requirement etc. Therefore, at that time, there were nc
competitive environment among financial institutions and the quality of financia
service was poor and traditional. There was no other non-bank financial institution tc
provide service as per the diverse need and requirement of the consumers that is why
innovation of new financial service and improved quality service could not take place.

The level of intermediation as measured by total outstanding deposit of FIS inclusive
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of CBS, ADB/N, and NIDC, as percentage of GDP was less then 25 % in jolly 1989.

The same was the case for loan and advance.

As against the aforementioned backdrop Nepal initiated the financial liberalization in
mid 80s, the objective behind the liberalization was to create competitive atmosphere
among the financial system operators so as to increase and improve financia service,
reduce intermediation cost and thus help promote economic growth. The financia
sector liberalization among others the deregulation of interest rate, free entry and exisl
arrangement of commercial banks and other financial institutions, remova of SLR
adoption of indirect and market friendly monetary instruments, and establishment anc
implementations of potential norms etc, as a result of financia liberalization measures
undertaken during 1990, by February 2001. The financial system of Nepal comprisec
the centra bank 14 commercid bank, 9 development banks 5 regiona rurd
development banks,46 financial companies (FIS) 34 cooperative and 13 NGOs
performing limited banking activities, 13 insurance companies, EPFC, NEPSE,
Citizens investment Trust etc. These financia institutions are providing financial
service al over the country with around a net work of 1300 institution entities. The
level of financia institution as measured by total outstanding deposits of FIS inclusive
of CBs, FCs, ADB/N, NIDC, RRDBs, and cooperative as a percentage of loans anc
advance to GDP increased from 21.2% in July 1989, it was expected that there woulc
be competitive behavior among that CBs and FIS which would prompt the banks tc
provide higher interest rate on deposits while charging competitive lower interest ral
eon lending. It was also envisaged that, while doing do, banks could inverse the
guantum of financial intermediation and thus profit from it. Consequently it was
expected that competition would further bring down the interest rate spread whicl
would contribute to the economic growth by benefiting both depositors and borrowers
alike. In addition, the reduced spread was considered as mechanism and parameter thal
would further bring down the interest rate spread which would contribute to the
economic growth by benefiting both depositors and borrowers alike. In addition, the
reduced spread was considered as mechanism and parameters that would reflect the
financial efficiency and commercial expediency of the financial system in genera and

the banking system in particular.
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(1) INTEREST RATE SPREAD

Following the deregulation of interest rates the deposit rate particularly those of CBs.
However, want on declining where as the lending rate either remained constant or
declined marginally causing the spread to go up. The intermediate cost or spread rate
of commercia banks has a direct bearing on saving and investment and thus economic
growth of the country because the commercial banks hold dominate portion of
financial intermediation, i.e. by July 1994 the share of commercial banks on total
credit outstanding (loans %advance) of commercia banks, ADB/N, NIDC, RRDBs.
Financial companies and cooperative organization was more than 90"% and deposit
were more than 80%. Further CBs along were serving with 483 Branches all over the
country by the same time. The higher spread rate of CBs can be observed from
comparative figure of un-weighted interest rate spread derived from the difference
between the one year average fixed deposit rate and average industrial loan rate 1982,
1986, 1990, 1995, 1997 which were 2%, 2.5%, 7.32% and 6.25% respectively. IT says
the deregulation along was not sufficient to reduce the spread over the years as the
possibility of informal collusion for earning higher profit margins for the CBs could

not be ruled out.

Though NRB, through mora suasion on the interest rate spread, direction the CB to
keep the spread below 6% in Sept 1993, this direction had amost no effect on their
carting and syndicate type of behavior, in a way, the moral suasion contained nc
specific method of calculation and procedure of monitoring. Even after the mora
suasion, the situation of higher interest spread continued. High interest rate spreac
indicated that depositors were getting low interest rate where borrowers were punishec
with high interest charge creating the flow loans to export and industrial sector, or
other productive projects, this retarding pace of process of economic development. At
the some time, CBs were higher cash reserve and enjoying greater profit margin. This
called be substantiated from the figure portraying the share of industrial loan in the
total outstanding loans and advance of commercial banks over time, For instance, the
share of industria loans & advance of CBs decreased from 46% in July 1996 to 43,3
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% 1997, While the cash reserve ratio increased from 13.7 % to 15.7 % the some

period.

In view of the above situation, in July 1998 NRB gave directive to commercia banks
to lower their weighted average interest rate spread within 5% and if necessary tc
change the existing interest rate structure. Since the directive contained no specific
methodology as to how to calculate spread, CBs explode the situation for manipulating
the calculation. Following this, NRB issued further directive in mid. November1998,
prescribing the detailed method of calculation of weighed spread rate (The difference
between the interest rate applicable for deposits and credits). Together with the
required monitoring and reporting procedures, with the NRB, thus give concrete
directive to CBs to maintain the spread rate with in the limit, it has been found that
almost all CBs have complied with the 5% spread rate which, however, was mare than
5%, for CBsin the beginning (Shrestha, 2058; 73).

(2) MAJOR CAUSESOF HIGH INTEREST SPREAD

In the past, to reduce the high spread rate NRB has taken some measure such as cut in
CRR, freedom to determine interest rate, moral suasion and mandatory directive etc.
Still severd factors contributed to make higher spread rate in the banking system of
Nepal. They are mainly related to high cost of funds or high margin resulting from the
requirement of maintains higher CRR, priority sector lending requirement, structural

and operational characteristic of Banking System.

Surya Chandra Shrestha in his article has suggested major three causes to be high
interest spread.

(& Requirement of maintaining CRR.
(b) Priority sector lending program.

(c) Structural and operational characteristics of the banking system (Shrestha,
2058; 77).
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2.1.7INTEREST RATE LEVEL AND STOCK PRICE

Level of interest rate directs the stock price directly or indirectly. Weston & Brigham
in their Essential of managerial Finance has explained the two effect of interest rate on
corporate profits, which leads the determination of stock price “ Interest rate have twc
effect on corporate profits, first because interest is a cost, the higher the rate of
interest, the lower the firms’ profit, and other things held constant. Second, interest
rate affects the level of economic activities and economic activity effect corporate
profit Interest. Rate obviously effect stock price because of their effects on profit
balance perhaps even more important they have on effect due to competition in the
market place between stocks and bonds if interest rate rise sharply investors can get
higher returns in bond market, which industry tends to sell stock and to transfer funds
from stock market to the board market. A massive sale of stock in response to rising
interest rates obviously would depress stock prices, of course the resource occurs in of
interest rates decline”" (Brigham,1994; 55-56).

Hence, of interest rate decline the investors the investor may deviate to sock market
rather investing in bonds, on the other hand if lending rate of CBs, declines the
investor can borrow loan from CBs and invest it to stock. This increases the demand

of stock & the stock price may rise.
2.1.8INTEREST RATE AND INVESTMENT PATTERN

The detail intermission regarding the effect of high interest policy on domestic
investment and on the growth rate of the economy is not available indications however
that is the effect on change in interest rate structure on domestic investment was not as
favorable as indeed. The excess reserve of the commercia banks increased
significantly after 1975 (April) leading to sharp deterioration of banks profit position.
Thus is attributable partly to the decline in credit demand through the private sector
and partly to the failure of the banks to channels their resources in non-traditional
sector. The rural sector experience lack of funds due to heavy outflow of resources
from unorganized sector. Acharya & Upadhya says, “The anomalous situation derives

particularly from the fact while a part of saving from the agriculture sector has been
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diverted to the banks due to high interest rates, the overall investment in the rura
sector did not appreciably improve. The traditional source of supply of rural sector dic
not appreciably improve. The traditional source of supply of rural credit is drying ug
fast but institutional sector is no where near filling the gaps’ (Acharya and Upadhaya,
1980; 45)

The available information indicates that the interest rate has increased significantly
specialy in recent year in unorganized sector. It is the increment in investment
because a significant part of resources comes from deposits and used largely to
provide credit to private sector” (Panta, 1990; 61-69).

21.9INTEREST RATE AND PROFITABILITY

Schulz explains that “An important aspect of interest rate policy is the setting of
appropriate margin between the lending & deposits rate. If the margin is too high
banks will make excessive profits and this may lead to waste of saved resources. If it
is low it will discourage intermediate and devitalized financia institution" (Schulz,
1978). The profits of commercial banks as an accounting identity is equal to the
interest from earning assets less the interest cost on deposit. Accordingly, in the
accounting sense at least the margin between deposit and lending rate of the
commercia banks in the primary factors determining the profit position. “The basic
difficulty with such theory is that it is based on their assumption that interest rate is
determined by the market force, that is simple terms by the interacts of demand &
supply of loadable funds" (Panta, 1990; 71)

2.1.10 ECONOMICAL FORECAST AND THE INVESTMENT DECISIONS

As discussed earlier stock investment decision is influenced by the various factors.
Interest rate is the most important factor that guides the stock investment decision.
Together within firm’s profitability and other micro and macro economic variables
also effects the ones decision about stock investment or disinvestment. Donald E
Fishcher and Ronlad J Jordon in their book security analysis and portfolio

management have explained the economic forecast influence the stock investment
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decision. “Approximately half the variability in stock price is explained by the
movement of overall market. In investment Jargon, this common or market effect i<
known as systematic risk. Furthermore, it is intuitively appealing to reason that the
total market or some index of market performance is related to overal economic
performance, which is the success of economy will ultimately include the success of
overdl market. For without a positive and healthy economic environment corporations
in genera will faceit difficult to flourish over time and investors holding period return
will suffer. This in turn will adversely affect an index of overal stock market
performance” (Fischer,Jordan, ,2000, 27). Robert C Klem Kosky and John D Martin
have found the portfolio influence in stock securities investment. The tested the
relationship of market beta with the stock price variance empiricaly. “The level of
diversification achieved for high beta portfolios requiring a substantially large number
of securities to achieve the same level of diversification as low level portfolio”
(Klpmkosky, 1975; 153).

2111 INTEREST RATE AND STOCK INVESTMENT

The management in interest rate has the direct or indirect impact on share investment
decision. As discussed before the stock price is less or more governed by the interest
rate and profitability of a company has direct or indirect impact on stock price again
profitability is some how influence by interest rate there is relationship betweer
interest rate and stock investment process. George E Pirchses and J Clay Singletor
have correlated stock price and bon rating system. They have found that where bonc
rating increases (decreases), abnormally high (low) common stock returns should
occur before an annulment of the bond rating change.” They have further discovered
that “where abnormal high returns were expected before the change in rating, normal

returns were expected after the month of the bond rating change”.

Zvi Bodle has identified “the effectiveness of common stock as an inflation hedge
depend son two parameters. The first of these is the ration of variance of non-inflation
stochastic components of the rea return on the common stock, to the variance of

unanticipated inflation. The large this variance eruption is the less effective is equity
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as an inflation hedge. The second parameter is the difference between the nominal
return on nominal bond and coefficient of the unanticipated inflation in the equation
for the real return on equity. The greater the absolute value of this difference the more
effectiveis equity as on inflation hedge" (Pinches, Singleton, 1998; 41-42).

2.2REVIEW OF BOOKS

While reviewing the relevant literature, various books, various articles and publication
were reviewed thoroughly. While discussing the financial operations of commercial
banks, “Interest Rate Policy of Nepal” by Dr. Raghav Dev Pant was thoroughly
reviewed. The main findings give by the written is involved in the part of interest rate
and investment patterns. Similarly “Financial Market and Institutional Investment
Approach” by Kenneth J Thygesson is aso review for operation of commercia bank.
The “Essentia of Managerial Finance” Eugene F Brigham gets the important in put
for the structural theories of interest rate. The same book is reviewed to know the
relationship between the interest rate level and its impact on stock rice. In the same
way”security analysis and portfolio management“by Donald E Fischer, Roland .
Jorden, is revised for the impact of economic forecast on stock investment. Tc
enlighten the topic area and conceptua foundation manageria finance by Weston anc
Copeland, Investment Management of IM Pandey, Macro Economic of Edwarc
Shapiro and Macro Economic of Oliver Blenchard are thoroughly revised. To builc
the conceptual framework regarding assets and liabilities structure of commercial
banks “Financia market and Institutions a managerial Approach “by Kenneth J

Thygerson is thoroughly revised.

23 REVIEW OF JOURNALSARTICLESAND PUBLICATIONS

To extract the concepts of study various journal articles and publication are reviewed.
Nea Rastra Bank Annual report of 1998 is thoroughly gone to know the procedure of
calculation interest spread. Nepal Rastra Banks Samachar of 2054, 2058 and 2059 i<
thoroughly revised to draw some extract and clear the concept about interest rate
spread in Nepal. This cleared the history of interest rate, commercia banks, financia
ingtitutions and courses of high interest spread. The articles of Surya Chandra
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Sherestha contributed much in the topic area. Similarly a paper present by Meena sand
Updhayain the seminar about “ Resources Mobilization, Interest rate and Productivity
of investment in Nepal” is also revised and capsulated the finfish so describe interest
rate and investment pattern. Aspect of Realistic interest rate policy in Nepal by Schulz
is revised to know same about interest rate and its relation in profitability. Market anc
Portfolio diversification by Robert C Klemkosy and John D. Martin in the journal of
Incan enlighten about the relationship of stock investment and market economic
parameter. In the same wary the adjustment in stock price to bond rating charge by
George E Pinches and J Clay Singletion described about interest rate and investment.
Common stock and inflation by Zvi Bodle also gave insight of the same sub topic
area. The other maor publications revised were Trading bulletin of Nepa Rastre
Bank; Directions to commercial bank by Nepal Rastra Bank are also thoroughly
revised.

2.4 REVISION OF DISSERTATION AND THESIS
The master degree thesis by Laxmi Shrestha on [mpact on Interest Rate Structure

on Investment Portfolio of Finance Companies of Nepal is properly revised. This
thesis enlightens the relationship between the interest rate structure and investment

patter of financial companies. A thesis Security Investment in Nepal by Kahtiwade

Mohan, Lending Policy of Nepal by Chitrakar Tara, |nvestment Policy of Nepal
Bank L td. by Pradhan Nirmal Man and The Interest Rate Structure of Commercial

Banks in Nepal by Rajbhandari Narendra Bahadur are properly revised to throw the

light on topic area.

2.5 Research Gap

There are various studies conducted by different researchers. Nepal as an under-
developed nation, industrialization of the nation is the main thing for the
development of the nation. To direct the nation towards industrialization. It
IS necessary that capital market should function well. That means its equity
and debt markets are well existed and functioning well. That means its equity
and debt markets are should existed and function well. To regulate and well
managed equity market the authorized organization NEPSE is being performing
its best. Beside this it can not perform its best as expected. Therefore, the main
important factor (interest rate) and its impact on the share market is matter of
curiosity. Other researchers focus on the effect of interest rate on investment as a
whole but on specific unit i.e. share market. Therefore this research may fulfill
the requirement to know the other impact of interest rate on capital market and
secondary market too.
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CHAPTER-III

RESEARCH METHODOLOGY
3.1INTRODUCTION

In order to draw relevant information on market interest rate and its impact on share
investment, different measures have been adopted here. While collecting anc
interpreting relevant data, facts and figures with a view, to systematize data collectior
and data interpretation, the simple statistical tools as well as some financia tools will
be applied. To derive the conclusion some hypotheses will be formulated and tested.
This chapter presents the hypothesis and testing tools. Besides these, the chapter also
deals about the limitation and organization of the study.

3.1.1HYPOTHESISTO BE TESTED
Thus following question mention in first chapter is hypothesis to draw the conclusion.

@ Do the change in interest rate, effect total deposit and loan & advance of

commercia banks?

(b) Does interest spread of commercial banks affects the profitability? In addition,

ultimately on share trading volume?

(© Is there any relationship in interest rate change and share trading volume in the

secondary market?
To answer the above question, the following hypotheses have been drawn.

(& Change in interest rate in the market will affects the total deposit and loans and

advance of commercia banks.
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(b) Interest spread and loan loss provision of commercial banks affects the
profitability of the banks, thus impact on share closing price and ultimately

trading volume.

(d) Fuctuation of interest rate affects the share trading volume in secondary market.
3.2 RESEARCH DESIGN

The present study is mainly based on two types of research design i.e. descriptive and
analytical. Descriptive research design presents the genera pattern of interest rate,
profit share investment in secondary market. The analytical research design makes

analysis of gathered information and makes a critical evaluation of it.
3.3 NATURE OF DATA

Most of the data will be secondary in nature. The secondary data will be collected
from the journals; periodical, economic bulletins annua reports, banks publications
etc.

34 RESEARCHTOOLS

The various financial and statistical tools will be employed to test the above

mentioned hypothesis.
3.5 FINANCIAL TOOL

Financial tools are used to depict the profitability, interest spread, and position of loan
loss provision and closing price of share trading in secondary market. The following

financial tools will be used to get information and conclusion.

3.5. (a) Percentage: Percentage is used to measure the changing position of different

amounts.

It is used to depict the change in loans and advances of review period, change in

interest spread, change in loans loss provisions, change in closing share, change in
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dividend pay out, change in share trading volume in secondary market. Similarly,
change in deposit, net interest income, and so on will be analyzed using percentage.

The percentage will be calculated by using the following formula.
3.5(b) Du Pont system

Du pont system will be applied to determine the changes in return on investment
(ROI) (TOTAL ASSET), ROI return on investment (NET worth) due to the change in
interest rate of sample commercia Banks & finances companies. The following

formulawill be applied for the calculation of ROI (Return on Investment)

ROI (Net Worth) =  Net profit after tax
Net worth

ROI (Total Assets) = Net profit after tax
Total Assets

3.6 OTHER FINANCIAL TOOLS

In spite of the above tools to analyze the impact of interest rate on profitability, price
of stock & share investment Net interest income and adjusted Net interest income will
be calculated. The formulate for the purpose will be,

Net interest income = Interest from assets - Interest paid to liabilities.
Adjusted interest income = Net interest income - Loan loss provision
The other financia tools will be effective interest cost ([3) which will be calculated as:

B= Interest Cost x 100
Interest paying liabilities

Similarly, effective interest rate (A) that will be calculated as:

A= _Interest Earned x 100
Interest Earning Assets
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Interest spread that will be calculated as, A-3 and
Return on capital, which will be calculated as,

ROC = Interest Paying Liabilities - Interest Earning assets
Interest Earning Assets

3.7STATISTICAL TOOLS

To draw out the conclusion about hypothesis formulated in previous section of this

chapter following statistical tool will be applied.
3.7 (@) CORRELATION COEFFICIENT (r):

These tools will be used to find out the research correlation coefficient between two
factors. In this research correlation (i) interest rate (average of interest rate on lending
and borrowing) and share investment in primary market as well (ii) interest rate anc
share trading volume in secondary market for this purpose. We code x and y for
interest rate and share investment (times of over subscription) in primary market in the
first case and interest rate and number of share trading in the secondary market in

second case. The correlation will be determined for various other factors such as:

@ Interest rate and total deposit

(b) Interest rate and loans & advances

(© Interest rate and share investment in secondary market
(d) Return on capital and share trading in secondary market

The following formula will be applied to find out the correlation coefficient between

the two variables.

r=  3xy
VIx? 3y
Where, x =X -X andy =Y -Y and X isthe mean of variables Y.
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3.7 (b) REGRESSION ANALYSIS

“The statistical tools with the help of which we are in a position to estimate (or
predict) the unknown values of one variable from known value of another variable is
called regression” (Gupta, Statistical Method, 8" edition, 11-1). After determining the
two closely related variables it may estimate the value of one variable (dependent
variable) if we know the value of other variable (independent variable). In the study
we take interest rate as independent variable and Number of subscription on IPO in the
primary market as dependent variable. In the same way, interest will be the
independent variable and trading volume of share will be dependent variable. Tc
determine the regression value we draw the regression line, which will be expressed

as:
Y = a+bx

The above equation is regression equation of Y on X. In this equation a and b are the
fixed numerical value which determines the position of the line completely. The value
of a and b is determined by using the methods of least square where we solve the

following equations:

Sy=na=b¥x and ¥xy=ayx +b yx°

These equations are normally called the normal equations.
3.8SAMPLE SELECTION

To obtain the relevant data for analysis purpose following commercial banks will be

considered as sample commercial banks:

@ Nepal Arab Bank Ltd.

(b) Nepa Bangladesh Bank Ltd
(© Bank of Kathmandu Ltd.

(d) Standard Chartered Bank Ltd.
(e Himalayan Bank Ltd.
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3.9 SOURCESOF INFORMATION AND DATA

Most of the data we use here is secondary in nature. For collecting information
relating to the research some personal discussion and interviews with related persons
like investors will be carried out. The conversation will try to understand the source of
fund. It will also do to inquire whether the investors want to deposit it into bank or

invest in shares. Istheir decision influence by interest rate?

The secondary data will be obtained by various publications of NRB, publications of
security Board Nepal (SEBO), Nepa stock. Exchange (NEPSE), various Annua
reports of sample commercia banks. Economic surveys, Development plans, various

national and international journals, newspapers, previous dissertations etc.

3.10LIMITAITON OF THE STUDY

This study has been conducted for the fulfillment of partial requirement of Masters
Degree in Business Studies (MBS) with Financial Management and Investment. Due
to the time constraints, financial constraints and other constraints, the study is bound

for limited area.

Being small research work, the work couldn’t cover all the concerned areas and to
capture all the burning issues regarding the topic area. Empirical study of the data is
taken as the base of findings.

As stated earlier, there are various other factors to determine the bull and bear trend of
share market. Due to the above constraints, only impact of interest rate on share
investment is analyzed in the study. The share market of Nepal has not yet been
mature. So degree of disclosure of information and rumor regarding share price of
various industries also play an important role in rating of shares and subscription of
IPO’s. This point has not been taken in to consideration in the study.

There are various other analytical tools to make investment or disinvestment decisions
such as Risk and Return, Net Present Value, Portfolio Theories, Arbitrage Theory,
Hedge Theory etc. which are not used in the study.
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CHAPTER IV

PRESENTATION AND ANALYSISOF DATA

4.1 INTRODUCTION

The previous chapter has discussed about the Interest rate policy adopted by Nepal
Rastra Bank, interest spread meaning and guide line of the interest spread provided by
NRB, Interest structure, Interest in Nepal, various books of various writers and of
various publications.

In this chapter, the analysis part has been dealt from the year 2003/04 to 2008, or
situation of interest rate in the market, studied of investment flow in primary share
market, situation of share trading in secondary market (trading floor); comparative
study of interest ratios fluctuations and investment in to share at primary market ac
well as secondary market are of this time span. This chapter also deals about the
interest income of commercial banks and its effect on share trading volume through

profitability during this period.
42 IMPACT OF INTEREST RATE STRUCTURE

Changes in interest rate structure have some positive as well as negative effect in the
financial market. The various economic indicators shows the impacts of changing
interest rate are not as positive as expected. Regarding the effectiveness of monetary
policies of NRB, it seems that money lending is highly influenced by the reserve

money.

Financial institutions can lower their lending rate as they can lower their deposit rate,

which will have a positive impact on profitability and other economic activities.

> Lower deposit rate decrease the total deposit of commercial banks and other

financial institutions and increase the loans and advance.
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> Lower market interest rate increases the frequency in share trading

phenomenon.
» Thedifferential interest rate can make the financial market active and open.

> An appropriate and redistic interest rate on lending can help in the optimum

utilization of available resources.

» The wider spread of interest rate helps the financial institutions and banks to
manage the higher liquidity position and good profitability.

» Lower the interest rate diverts the investment from bank deposit to share

purchase on primary market.

» Low lending rate may increases the loans and advance and increase the share

investment ultimately.

4.3 ANALYSISOF LENDING RATE AND DEPOSIT OF OMMERCIAL
BANKSAND FINANCIAL INSTITUTIONS

The lending rate and deposit rate of commercia banks as well as financial institution
affects the profitability of the institutions and banks. Lending and deposit rate is the
major constituents of interest spread. Higher the interest spread better the profitability
of organization. The financial institutions deserve to increase the spread however the
state or central monetary authority checks the spread. As discussed earlier NRB hac
directed not to be more than 5% the following table analyzes the lending and deposit
rate of financia institutions and commercial banks since 2004 AD

Table4.1
Calculation of Interest Spread of CBs
Particular 2004/05 | 2005/06 | 2006/07 | 2007/08 | 2008/09
Average Deposit Rate () 4.5 3.25 35 3.75 3.85
Average Lending Rate (b) 12.05 135 12.25 11.75 125
Spread (b-a) 7.55 10.25 8.75 8 8.65

Source: NRB Quarterly Economic Bulletin (Various Issues)
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4.4 ANALYSISOF MARKET INTEREST RATE

As market interest rate has direct or indirect impact on share investment process. It is
necessary to calculate the market interest rate, to know the investment analysis ir
share investment either in primary market or in secondary market. As hypothesizec
earlier, there is relationship between interest rate structure and share investment. The
following table shows the market interest rate form 2004 AD to 2008 AD. Various
rates (lending/deposit) of commercial banks, NRB securities, Government securities

aretaken in to considerations while developing market interest rate.

Table4.2
Yearly Interest Rate Structure
Expressed in %
Particular 2004 | 2005 2006 2007 2008
Rate on Government 14.08 | 19.39 18.81 17.7 26.9
securities
Rate of Commercial 3.94 4.17 3.99 4.18 4.64
Banks
Range 17.74 | 2334 22.59 21.64 3137
Average 9.01 11.78 11.4 10.94 15.77
SD 7.7 10.76 10.48 9.56 15.74
cv 4467 |50.11 50.37 48.31 53.87
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The above table shows the interest rate in the market through out the different years.
The interest rate in the above table is the average of different interest rate in different
field. Interest rates on government securities and interest rate of commercial banks are
averaged to draw the yearly market interest rate. For Every category the interest rate i<
seemed increasing and decreasing. In the year 2004 the interest rate was widely
dispersed and the range was around 17.74%. The spread was more in the year 2008
with CV 53.87%.This indicate that there are large dispersions around the central value
of interest rate of different categories. However the random variation in range of
interest rate between risky field’s interest rate and risk free interest rate shows the
decrement in interest rate is due to the decrement in interest rate in risk free fields.
Therefore this proves that due to the central monetary policy that rate of interest in the

market is decreasing year after year.

45YEARLY MOVEMENT OF TOTAL DEPOSIT BY COMMERCIAL
BANKS

Total deposit in to commercial banks fluctuates together with the interest rate and
other market investment environment. A person normally deposits his fund in time
deposit of commercial bank due to either risk factor which he could not anticipate if he
wants to invest in risky venture or there is no opportunity to get higher return than the
time deposit rate given by the commercia banks as well as financia institution. The
movement in total deposit thus helps in understanding the investment environment ir
the market and market return and risk.

Table4.3
Yearly Total Deposit of Commercial Banks
In Millions Rs
Y ear 2004 2005 2006 2007 2008

Current Deposits | 33755.2 | 34633.1 37386.4 45031.6 47985.1

Saving Deposits 114106.3 | 130013.6 | 151710.7 | 166173.8 | 198894.5

Fixed Deposits 10784.6 | 10695 13362.6 15842.4 20439.3
Tota 158646.1 | 175341.7 | 202459.7 | 227047.8 | 267318.9
Increase/Decreased 16695.6 27118 24588.1 40271.1
% 10.523801 | 15.465802 | 12.144689 | 17.736838

Source: Nepal Rastra Bank Economic Bulletin
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The above table shows that there is continue increase in total deposit by in
commercia banks. While comparing the findings of this table on the table it is founc
that the increment percentage is being decreased. Hence increase in deposit in total
volume may be due to other economic factors but the decreased percentage is due tc
interest rate. Here the table proves that there are numerous other factors that affect the

total deposits of commercial banks.

4.6 ANALYSISOF LOANSAND ADVANCESOF COMMERCIAL
BANKS

Loans and advance of commercial banks is a good indicator of investment flow in
various sectors. The increments in loan and advance effect to the investment in other
sector positively. The loan and advance flow to the public sector may be defined as the
increment in share trading and investment. The public may apply their funds obtainec
through loans and advance in to share investment and thus increment in share
investment. On the other hand, volume of loans and advance is affected by interest
rate.

Table4.4
Sector and Yearly Loans and Advance Flow of CB
In millions Rs
Y ear 2004 2005 2006 2007 2008
Agriculture 4901.9 | 4415.5 15784.3 | 14342.6 | 13880.2
Industrial Sector 23679.7 | 28601.2 | 46210.5 | 52513.4 | 71981.7
Commercial Services 4857 6391 10024 12766.4 | 24913.5
Service Industries 14216.9 | 14984.8 | 14163 18225.7 | 21163.3
General Use and Social
Purpose 42753.6 | 49977 70397.5 | 83505.5 | 118059
Total 92413.1 | 106374.5 | 198787.6 | 183360.6 | 252005.2
Difference 13961.4 | 92413.1 | -15427 68644.6
Percentage Increase 0 15.1076 | 86.87524 | -7.76054 | 37.43694

Source: Quarterly Economic Bulletin NRB
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The sect oral 1oans and advances flow of CBs revealed that investment in all most of
all sectors increased. These investors may borrow loan and invest on share market.
The other common purpose of loan and advance taken may be for construction of
industries, houses, commerce, agriculture, guarantees, term loans hire purchase of
goods and gadgets etc. In the year 2007 the deceasing loan and advances shows some
dack on investors but the rise of 37% in 2008 revealed the optimistic investors
attitude. Investor aways thinks about the price of the product and cost of it. The

increment of loans and advance of commercia banks was due to its low cost.
47 ANALYSISOF INTEREST SPREAD

Interest spread is the difference between the lending rate and deposit rate. However,
commercial banks usually calculated interest spread as the difference between
effective interest rate and effective interest cost. Interest cost is the total cost of raising

funds and interest rate is total income and its share on total interest earning assets.
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4.7.1 ANALYSISOF INTEREST INCOME

Interest income is the difference between the interest earned and interest paid. If loan
loss provision is adjusted into net interest income we get adjusted interest income. The
table below gives the net interest income of commercia banks and finance companies,
which is calculated as,

Interest earned-Interest Paid

Table4.5
Net Interest Income

In Millions Rs.
Name of Organization | 2004 | 2005 2006 2007 2008 | Average
SBC 1042 | 1059 1190 1402 1591 6284
HBL 1446 | 1626 1775 1964 1176 7987
NBBL 1096 | 876 758 982 531 4243
BOK 550 | 607 718 819 1034 | 3728
Nabil 1002 | 1069 1310 1588 1979 6948

1027.

Average 2 1047.4 | 1150.2 | 1351 1262.2
Y early Increased 0 20.2 102.8 |200.8 |-88.8
% of 1.96651 | 9.81477 | 17.4578 | -
Increased/decreased 0 1 9 3 6.57291

On comparing the net interest income of the sample banks the interest income yearly
increased up to 2007. The interest income is decreased in year 2008. This could be
because of slow growth of economy. The percentage increase in the year is more than
17% while the lowest income from interest was recorded in 2005 among the sample

years.
4.7.2 ANALYSISOF ADJUSTED NET INTEREST INCOME
Adjusted net interest income is the difference of net interest income and loan loss

provision. It is net of interest income after adjusting provision made for bad debts. The
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following table shows the adjusted net interest income of sample CB and Financial
Companies which is calculated as

Adjusted net interest income = Interest Income — Loan |0ss provision

Table4. 6
Adjusted Net Interest Income
In Millions Rs.

Name of

Organization | 2004 | 2005 | 2006 | 2007 |2008 | Average| SD Cv
SBC 762 824 968 1202 | 1406 |1032.4 | 268.81 | 26.037
HBL 1186 | 1301 | 1555 |1684 | 1499 | 1445 199.97 | 13.84
NBBL 985 780 713 907 466 770.2 200.47 | 26.03
BOK 530 585 645 734 959 690.6 168.04 | 24.33
Nabil 877 879 1125 | 1388 |1734 | 1200.6 | 365.20 | 30.42
Average 868 873.8 |1001.2| 1183 | 12128

SD 512.99 | 518.37 | 524.29 | 476.86 | 554.97

CcVv 59.10 |59.32 | 5237 |40.31 |45.76

The annual comparison of adjusted net interest income showed highest adjusted net
interest income on the year 2005 and interest income on the year 2007 is lowesl
among reviewed periods. The CV of Nabil bank is projecting the highest adjustment
among the sample CBs while the highest CV of 2005, 59.32% indicates the highest
adjustment on interest income on 2005. According to the table on inter bank

comparison Himalayan Bank Limited has the lowest adjusted net interest income.
4.7.3 ANALYSISOF EFFECTIVE INTEREST RATE (A)

Effective interest rate is the percentage of interest earned over interest earning assets.
This indicates the earning capacity of companies earning assets. In the study, earning
assets of CBs are taken as loans and advance and investment in shares and debentures.
Effective interest rate is calculated by using following formula.

Interest earned

A Seemmmememmeem e e X 100%
Interest earning assets
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Table4.7
Analysis of Effective Interest Rate (M)

In Millions Rs.
Name of
Organization | 2004 | 2005 | 2006 | 2007 | 2008 | Average |SD |CV
SBC 931 |97 |887 |757 |681 |846 1.23 | 1454
HBL 1293 | 13.69 | 4.5 15.08 | 10.94 | 1143 415 | 36.3
NBBL 1242 | 12.99 | 12.88 | 1255 | 11.9 12.45 0.43 | 3.45
BOK 85 9.1 10.18 | 11.1 | 11.85 | 10.15 1.38 | 13.59
Nabil 921 |9.78 |825 |81 7.2 8.51 101 | 11.86
Average 10.47 | 11.06 | 8.94 10.88 | 9.74
SD 204 |211 |305 [312 |253
CVv 19.48 | 19.01 | 34.13 | 28.67 | 25.97
The effective interest rate shown in above table mentioned the effective

implementation of available sources of the sources of CBs, interest earning assets ie,

loan and advances and other remain idle. The effective interest rate will be lower anc
vice versa. The study of the above table showed that effective interest rate on the year
2006 is highest with CV 34.13%. The highest interest rate is spread on the year 200€
among reviewed period. Among sample CBs the highest effective interest rate i<

found of HBL among sample banks. The lowest effective interest rate is in 2005 and

while in the company lowest effective interest rate of company, NBBL isfound.

4.7.4 ANALYSISOF EFFECTIVE INTEREST COST (B)

Effective interest cost gives the information about how costly are the interest earning

assets. If the cost of acquiring fund for investment is of high cost, it earns less income.
The effective interest cost is calculated as

Effective Interest Cost ()

Interest Cost

Interest Paying Liabilitie

43

X 100 %




Table4.8
Analysis of Effective Interest Cost

Percentage

Name of

Organization | 2004 | 2005 | 2006 | 2007 |2008 | Average |SD |CV
SBC 448 |466 |416 |345 |3.07 |3964 0.68 | 17.17
HBL 625 [615 |546 |423 |419 |5256 1 19.07
NBBL 726 |7.39 |6.7 642 |6.86 |6.926 04 |5.768
BOK 452 1236 |6.64 |6.09 |325 |[4572 1.82 | 39.77
Nabil 444 328 |587 |7.02 |68 5.482 16 |2911
Average 539 |4.768 | 5.766 | 5442 | 4.834

SD 1.297 | 2.05 1.039 | 1.525 | 1.871

cv 24.05 | 4299 | 18.02 | 28.02 | 38.71

The effective interest cost of sample CBs and its shows the ascending and descending
in the reviewed years. The interest rates with the sample CBs are highly dispersed.
The highest effective interest cost is found in the year 2008 having CV 38.7% and the
lowest is recorded on the year 2006. On comparing the sample CBs, Bank of
Kathmandu has the highest effective interest cost and NBBL has the lowest effective
interest cost.

4.7.5 ANALYSISOF INTEREST SPREAD

In general term interest spread is the difference between interest paid and interest
earned. Interest spread is calculated by using various methods. In the previous section,
we have calculated interest spread considering lending and deposit rate of commercial
banks and finance companies. The following table shows the interest spread of

commercial banks as well as finances companies.




Table4.9
Interest Spread of Commercial Banks

Percentage
Y ear SBC |HBL |NBBL |[BOK | Nabil | Average SD Cv
2004 465 (325 |4.42 341 4.46 4.038 0.65 16.21
2005 419 | 319 |375 3.95 5.01 4.018 0.66 16.58
2006 411 |38 3.7 3.37 4.9 3.976 0.58 14.59
2007 376 |357 |38 4.04 4.15 3.864 0.23 |5.98
2008 3.7 366 |4.2 4.35 3.94 3.97 030 |7.63
Average |4.08 |345 |3.974 3.824 | 4.49
SD 038 (026 |0.32 0.42 0.46
Ccv 9.37 | 756 |8.01 11.07 | 10.31

The table depicts the interest spread of sample Commercia banks. The highest interest
spread is recorded on the year 2005 and the lowest isin the year 2007. Similarly BOK
interest spread is more than any other CBs. The lowest interest spread is of HBL.

4.8 RATE OF RETURN ON CAPITAL

In general return on capital in calculated as
Net Income after tax

- ) X 100 %
Total Capital

This shows how effectively capital is employed in the business. However, in this study

the method of calculating return on capital is different, which is generaly used by
commercial banks. As the study area is limited to commercial banks and financial
ingtitution (because interest transactions are the operation transactions for these
ingtitutions), the method of calculating rate of return depends upon the interest rate &
interest cost. Thisis because, net income is the difference between interest income and
interest cost. For commercial banks and financial institutions ROC is difference
between interest spread and portion of interest rate (effective with difference
between interest paying liabilities and interest earning assets divided by interest
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earning assets mathematically return on capital of commercia banks and financial

institutions is written as,

Interest paying liabilities — Interest Earning Assets

ROC =
Interest Earning Assets
Table4.10
Rate of Return on Capital
Percentage

Name of
Organization | 2004 | 2005 | 2006 | 2007 | 2008 Average | SD | CV
SBC 562 | 613 |538 |459 |483 5.31 0.62 | 11.62
HBL 4.026 | 1.329 | 1.28 | 423 | 152 2477 151 | 61.02
NBBL 4.058 | 417 |1.714 | 235 |3.37 3.1324 1.07 | 34.29
BOK 242 | 253 |258 |6.38 |6.633 4.1086 219 | 53.34
Nabil 403 |178 |275 |58 5.78 4.028 18 | 4458
Average 4.031 | 3.188 | 2.741 | 4.67 | 4.427
SD 1.131 | 1.968 | 1.595 | 1.564 | 2.027
cv 28.07 | 61.73 | 58.2 | 33.49 | 45.78

The rate of return on capital of HBL is more than any other sampling Banks. The rate
of return on capital is lowest Standard and Chartered Bank. In the year 2005 the ROC

ismore and on the year 2004 it is lowest.

49 ANALYSISOF INVESTMENT FLOW TOWARD SHARE
INVESTMENT IN SECONDARY MARKET

Various companies issue their shares, debentures or their securities in the market. The
market were original issues are made by the company is primary market. The issue of
some companies is highly oversubscribed and some are under. This subscription of
share in the primary market depends upon various factors such as performance of the
industry, profitability of the company or firm, investment market environment etc.

Interest rate is also a mgjor factor that guides the subscription volume in primary
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market. The following table shows the percentage volume of primary share

subscription.
Table4.11
Yearly Transaction Summary
Average
No of Market daily
Year | Noof sharetraded in " 000" | transaction day s turnover
2004 | 6468 85533 243 45.23
2005 | 18433.55 106246 236 78.11
2006 | 12221.93 97374 228 53.60
2007 | 18147.25 120510 232 78.22
2008 | 28599.77 150800 235 121.70

Source: Trading Report NEPSE

The above table shows the transactions summary at share trading floor at NEPSE. The
number of share trading was higher in 2008 and similarly the number of transaction is
also higher in 2008. The share trading volume in secondary market is depicted in the
line graph.
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Share Trading Volume in Secondary Market
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410 ANALYSISOF NET PROFIT BEFORE AND AFTER TAX DUE TO
CHANGE IN INTEREST SPREAD (EFFECTIVE RATE — EFFECTIVE
COST)

The major operational activities of commercial bank is earning interest and paying
interest. So as the other manufacturing or trading companies examine the changes ir
interest in Net Profit before/after tax due to the changes in sale (volume/unit anc
selling price per units) as the application of du pont theory the commercia banks anc
Financia institutions take change in interest spread to measure its effect on Net Profit
Before and After Tax. The following table shows the changes in net profit before tax
with respect to the change in interest spread of sample joint venture banks & financial

institutions with in review period.
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Table 4.12

Comparative Table of Net Profit Before Tax and Interest Spread

"000,000" Rs
SBC HBL NBBL BOK Nabil
I nterest Interest Interest Interest Interest

Y ear NPBT | Spread | NPBT | Spread | NPBT | Spread | NPBT | Spread | NPBT | Spread
2004/05 | 537 3.25 420 3.15 225 2.98 178 3.25 425 3.35
2005/06 | 536 3.75 522 3.27 363 3.25 195 3.65 557 3.28
2005/06 | 658 4.25 672 3.78 398 3.78 258 417 468 3.45
2006/07 | 692 3.78 717 4.75 425 4.65 436 4.35 825 4.15
2007/08 | 819 5.96 948 5.35 569 5.15 475 4.15 989 5.15
Average | 648.4 | 4.198 655.8 | 4.06 396 3.962 3084 | 3914 652.8 | 3.876
SD 118.47 | 1.046 201.79 | 0.95 123.59 | 0.92 138.24 | 0.45 243.87 | 0.79
CV (%) | 18.27 | 24.93 30.77 | 23.59 3121 | 2323 4482 | 11.58 37.35 | 2044

The NPBT of BOK isthe highest with CV 44.82 while interest spread of Standard and
Chartered Bank is seen highest with CV 24.93%. The NPBT of Standard and Charted
bank is observed to be highest with 18.27% CV and interest spread of BOK is the
lowest with 11.58% CV.

4.11 ANALYSISOF SHARE TRADING VOLUME IN SECONDARY
MARKET

Share trading volume of various companies depends upon the various factors like

market situation (bull/bear market), whims, earning capacity, nature and industries,

income of companies and so on. Here income of the companies (Net Profit before

Tax) is taken as the important factor, which gives yield to stock holders for trading in

share trading floor. The following table shows the trading volume (thousands) of

sample CBs.
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Table4.13

Trading Volume of Sample Companies (in'000° number)  (in million) Rs
Y ear & C HBL NBBL BOK Nabil

Turnover | Turnover | Turnover | Turnover | Turnover | Turnover | Turnover | Turnover | Turnover | Turnover

share amount share amount share amount share amount share amount
2003/04 |38.74 64.32 178.70 152.15 589.90 222.79 327.20 70.96 88.79 73.96
2004/05 | 1319.00 2317.90 106.40 101.61 316.80 84.80 666.70 242.18 169.50 211.21
2005/06 | 73.09 218.26 103.40 109.08 274.80 63.12 928.70 562.21 86.11 165.21
2006/07 | 61.60 265.01 158.00 190.71 976.10 339.74 803.00 798.80 125.60 390.75
2007/08 | 38.74 64.32 178.70 152.15 589.90 222.79 327.20 70.96 88.79 73.96
Average [ 306.23 585.96 145.04 141.14 549.50 186.65 610.56 349.02 111.76 183.02

Source: Trading Report, NEPSE ,Various Issues

While observing trading volume of sample companies the share turnover in share
turnover of Bank of Kathmandu is more in these reviewed period. The average trade
amount is Rs.349.02 millions and the traded number of shares is 610.56 thousands.
The lowest trading amount of share is observed of Nabil Bank with average of 111.76

thousands of shares and 183.02 million rupees.
4.12 CORRELATIONANALYSIS(p)

As discussed in previous chapter correlation shows the relationship between two
variables. If the corrdation is +1, the two variables are perfectly positively correlatec
ie. Increment or decrement in one variable makes increment or decrement (in same
direction and with same proportion) to other variables, ie. If p =-1, there is perfectly
negative correlation between two variables with same ration and vice versa. On the
other hand p =0, indicates there is no relationship between two variables. The
increment or decrement in any one variable is independent to other variable. Here we

have developed and studied the correlation between various variables.
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4.12.1 CORRELATIONBETWEEN TOTAL DEPOSIT AND MARKET
INTEREST RATE OF COMMERCIAL BANKS

In generd if the deposit rate of commercia banks increases than the volume of deposit
should increase in the bank. However there may be other factors affecting the deposit
volume in commercia banks. Correlation between market interest rate of commercial
bank and total deposit is found to be 0.8454. This indicates that there is positive
relationship between market interest rate and total deposit in the commercia banks.

The correlation of these two variablesis calculated as follows, (Annex 2 A)

r=3xyWyx? vy y

=0.8454

4.12.2 CORRELATIONBETWEEN YEARLY INTEREST RATE AND
LOANSAND ADVANCESOF COMMERCIAL BANKS

As discussed earlier, the price paid by the customer to the product depends upon the
utility of the products. Loans and advance of commercia banks flow to various,
sectors such as agriculture industrial, commercial, service and general purpose. For
every sector, the borrower considered the cost factor and its utility (how far the
borrowed funds can earn return), so interest rate mainly lending rate of commercial
bank effects the loans and advance forwarded by these institutions. The following

calculation shows the correlation coefficient between these two factors (Annex 2 B)

r=3xyWyx? vy y
=0.79

Hence, p=0.79 indicates that two variables are amost perfectly negatively correlated.
Hence, the increase in one variable makes to decrease the other correlation betweer
these two variable equals to 0.79 means, if one variable say market interest rate of
commercia banks increased by 1% the loans and advances flow of commercial banks

decrease by 0.79.
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4.12.3 CORRELATION BETWEEN INTEREST RATE OF
COMMERCIAL BANKSAND SHARE INVESTMENT IN SECONDARY
MARKET

Share investment in secondary market depends up on various factors. We have already
discussed why the trading floor hikes and falls in volume of transaction market interesl
rate is also a significant factor that affects the no of share transacted or traded in the
secondary market. The correlation between these two factors is calculated as follows:
(Annex 2 C)

Pry = IXYNIXZVYY
=.0.49

Hence, the correction coefficient between numbers of share traded in secondary
market and market interest rate is -0.49. The negative relationship between these two
factor indicate the increment in one variables make to decrease the other and vice

versa

4.12.4 CORRELATION BETWEEN ROC AND NUMBER OF SHARE
TRADING IN SECONDARY MARKET

As dready discussed, no of share trading in secondary market depends up on many
variables. In a sub chapter we try to show the relationship, exist between return or
capital and a volume of share trading in secondary market. It is generally accepted that
higher ROC betters the efficiency of the company. This efficiency makes to trade the
share of such companies. The calculation of correlation coefficient between ROC and

number of share trading in secondary market is shown below. (Annex 2 D)

P xy = SXYWIX2Vyy2

=-0.024
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This shows that there is negative correlation between ROC and number of share

trading of these companies in secondary market.
413 REGRESSION ANALYSIS

Regression anaysis helps to find the value of any dependent variable if we know the
value of independent variables. In the study, two regression equations are constructec
considering market interest rate as independent variable. The dependent variables are
first equation is percentage subscription in primary share market and in secondary

market.

Regression Analysis between shares traded in secondary market and market

interest rate.

From the correlation analysis in sub chapter 4.10.2 we know that there is negative
correlation between share trading market and interest rate, where the correlatior
coefficient was fund -0.024. The following regression line (equation) shows the
relationship between these two variables mathematically regression line of y (share

traded in secondary market) on x (market interest rate) is given by

y-Y = by (X-X)
NSUV->udv
bxy e
N ¥ U?-(3U)°
= 0.308 (Annex 5)

Substituting the value of b,y on equation
y- 22.62 = 0.308 (x-1.42)
Y =0.308x-0.4388 + 22.62

Y =0.308 x + 22.1811
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The above equation is equation of regression line, which shares the degree of
relationship between above two variables. Using this equation we can take a given
value of x and compute the value of y on which y is dependent variables (i.e. share
trading volume in secondary market) and x (market interest rate) is independent
variables, the equation shows that as the value of x increase the value of y decreases

and vice versa.
4,14 MAJOR FINDINGS

Findings are the conclusion that comes after the analysis. In the study, various aspects
of topic and its area are observed carefully. Various methods and tools are used tc
collect, interpret and analyze the data and information. In our study also we studiec
various aspects of market interest rate, yearly fluctuation style, deposits, loans anc
advances by commercial banks. Interest rate is the most important part of commercial
bank and financial institutions and so on. Therefore, focus of the study is concentratec
on the interest rate. Hence, various aspects of interest rate, such as lending rate,
deposit rate, net interest income, adjusted net interest income, effective interest rate,
effective interest cost, and return on capita on the basis of interest income of
commercia banks are observed and studied. Together with this study also examinec
the NRB’s policy of interest rate, interest rate structure and so on. The focus of the
study is provided towards share investment in secondary share market. The issues of
shares in secondary, trading activities in secondary market, and mainly in tradinc
floors of NEPSE are studied in detail. Various relationships among and between the
various variables are developed and studied. The findings of this analysis are given in

detail in this sub chapter.

1.0 Before the period of 1989, the CBs were bound to charge interest rate on the
deposit and credit flow according to the rules and regulations of NRB. After
some period NRB realized the importance of financia liberalization to develog
a healthy and competitive financial market thus flexible policy regarding
determination of interest rate was introduced. The banks had been awarded

little freedom in the determination of interest rate. The procedure of fixing the



spread has also directed by NRB. Due to the freedom in fixing the interest rate
of CBs, banking economies is effected together with the market interest rate.
On the other hand there exist fluctuation of interest rate according to the
demand and supply of money and other factors. This fluctuation in the market

interest rate influences the investment in shares or other security market.

2.0 The market interest rate is calculated and compared to the deposit of
commercia banks. The comparisons are made on lending rate and deposit rate
of commercia banks with deposit and loans and advance. The comparative
table of interest rate and deposit volume showed the deposit rate deceases witt
the increment in lending rate and vice versa. When lending and deposit bott
rate are considered it developed negative correlation between market interest
rate (lending and deposit rate average) and total deposit of CBs. This provec
that there is relationship between interest rate and deposit volume ir
commercial banks. Deposit volume has positive relation with deposit rate,

negative relation with lending rate and negative relation with total market rate.

3.0 Again the comparative table also gave the relationship between market interest
rate and loans and advance of commercial bank and financial institutions. Or
comparing loans and advances with lending rate of commercial bank the
correlation between these two is found almost perfectly negative. Hence there
is atight relation ship between the market interest rate and loans and advance.
From the entire discussion, it could concluded that market interest rate hac
negative relationship with deposit and loans and advances, this negativity is

more in loans and advances and less deposit increment percentage.

4.0 Interest spreads of commercial banks are calculated using two methods. The
first is calculated by subtracting deposit rate from lending rate. The second i<
calculated by determining effective interest cost and effective interest rate anc
subtracting effective interest cost form effective interest rate. The second part
of calculation is compared with profitability of commercia banks. Net interest

income and adjusted net interest income is calculated to depict the profitability
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of commercia banks and financial companies. The comparison is made with
these income and spread of interest. From these all discussion, interpretation
and analysis, it is proved that there is positive relationship between interest
spread and profitability of commercial banks.

5.0 Again profitability is compared to the share trading volume in secondary
market. This comparison is made between return on capital and share trading
volume in secondary market. In conclusion it is found that interest spread has
positive correlation with profitability of commercial banks and financial
companies and this profitability has positive relationship with their share
demand in secondary market. These demands increase the buying and selling
activities in the trading floor and ultimately the share trading column in

secondary market increases.

6.0 The analysis is conducted on share trading volume in secondary market.
Yearly trading amount and no of shares with transaction is observed. The
comparative table of these showed that amount of share traded has beer
increased year after year. The increment percentage however is not proper.
This proves that there are various factors that effect share trading in secondary
market. The change in trading volume of share is compared with market
interest rate. This comparison shows that there is increment of trading volume
of share in secondary market when market interest rate is decreased. However
this inverse proportion is not prefect. To depict the actual relation betweer
these two factors correlation coefficient between market interest rate and no of

share trade in secondary market is calcul ated.

The relationship between market interest rate and share trading volume in
secondary market is negative and predicts the influencing relationship in the trade

and transaction of shares in the secondary market.
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CHAPTERYV

SUMMARY, CONCULSION AND ECOMMENDATIONS

5.1 SUMMARY

Capital in the free economy is distributed through the price system. The interest rate is
the price paid to borrow capital. Thus study of interest rate is important in the view of
either saver or borrower. The firms with most portfolio investment opportunities are
willing and able to attract most of the capital hence, tend to attract fund from the
inefficient firms. In the expanding economy firms need capital and this demand for
capital will be accelerated by the interest rate prevailed in the market and funding

institutions.

It is necessary to flow capital towards productive sector for accelerating future
economic prosperity and enhancement of the capital market could divert unproductive
sector investment to productive sector. The development of capital market in Nepal
has short history and it has to be matured hence, formulating the programs to enhance
capital market is ongoing. The efficient capital market will alow large choice amonc
the investors. Their investment decisions will be guided through the trend and maturity
of capital market. In this context, the study focuses the impact of interest structure or
share investment in Nepal and attempt to answers different inquires regarding market
interest, interest rate structure past trends, volume of share transaction in secondary
market and relationship on interest rate structure and bull and bear trends with the

fluctuation of interest in the market.

The study has aimed to analyze the impact of share investment in Nepal with market
interest rate and provide some suggestions to the potential investors. The study was tc
examine background of the interest rate policies decisions and strategies on share
investment, deposit loan and advance situation, effectiveness of the interest rate on the

secondary market.
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Various literatures have been reviewed to gather information for the assessment of
impact study. The current interest rate policies along with the past policies are
considered for the completion of the study. The various statistical tools are viewed anc
appropriate one are only considered for the study. The expectation theory, liquidity
preference theory, market segmentation theory has been observed for the study. Tc
enlighten the study various issues of financia journals, micro and macro economics,
financial management, investment analysis related books has been reviewed for better

theoretical output.

The research has studied change in interest rate in the market or of commercia banks
total loans and advance on share investment in secondary market through collecting
data form various sources. Most of the data collected were from published source. The
collected data are processed by using various financial tools like return on investment,
effective interest cost, effective interest rate, and return on capital, correlation and

regression analysis.

The above stated problems are tested by using various statistical tools. The lending
and deposit rate when considered for analysis negative correlation between market
interest rate (lending and deposit rates average) and total deposit of commercial bank
has been observed. This proved that there is a relation between interest rate and
deposit volume in commercial banks. The deposit volume has positive relation with
deposit rate and negative relation with total market rate. The correlation between
market interest rate and total deposit was found - 0.8454.

The increment in lending rate results on decreasing loans and advances. This loans and
advances are compared with total market interest rate. The net interest income anc
adjusted net interest income are also calculated to depict the profitability of
commercial banks. Again profitability is compared to the share trading volume ir
secondary market. The regular transaction in market share is compared to markel
interest rate calculated earlier. The comparison showed negative relationship of -0.4¢S
between market interest rate and secondary share market. The increment percentage in

share transaction is far more than that of decrement in market interest rate and share
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transaction in secondary share market. The change in trading volume of share is
compared with market interest rate. This comparison shows that there is increment of
trading volume of share in secondary market when market interest rate is decreased.
This made to increase the trading volume and trading amount in secondary market on
market interest rate is drawn. The relationship between return on capital and share
trading in secondary market is calculated and found to be -0.024. This shows the
negative relationship between ROC and number of share trading of the commercia

banks.
52 CONCLUSION

After the study of various aspects on market interest rates, bank’s performance
profitability, movement of resources from one sector to another it is concluded that,
interest is the main determinant factor for firms (Commercia banks) profit, collectior
of deposit and flow of credit capital on investment etc. The high loan rate and low
deposit rate increase the firm’s earnings. Interest has direct effect on earning anc
expenses of the banks, so the change in the interest rates should assist in maintaining a

bal ance between earning and expenses of the bank.

Interest spread has the direct impact on profitability of firm. The deposit depletes with
increased interest spread while the lending ascended with the interest spread. The
interest spreads aso broaden the profitability of the banks by increasing bank
borrowing for investment. Better profitability of the company gives more return tc
share holders fund as dividend or increasing closing price of share in secondary
market. This factor leads to increase the demand of such company’s share. This
demand increases the buying and selling activities in secondary market. Thus interest
spread has direct or direct impact on increasing and decreasing the share trading

volume in secondary market.

The share trading volume in secondary market is also affected by the interest rate.
When interest rate is lowered by the commercial banks public borrowing hikes. These
borrowed funds are utilized in various investment opportunities in market. Share
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investment is also the investment process in the market. So if lending rate and deposit

rate decrease the share investment in secondary market increases rampantly.

In precise, interest is the important factor that effects the share investment in
secondary market. Due to the fluctuation in interest rate structure the potential
investor’s sometimes move for share investment and sometime hoard money in the
bank as deposit.

5.4 RECOMMENDATIONS

Based on the study following suggestion can be recommended to the concerned

authorities and potential investors to improve the present situation of investment.

a. There needs to be appropriate interest rate structure. The rate should be
charged according to capacity of Nepalese people.

b. The central bank has directed to maintain interest spread within 6.5 % but there
are many CBs found to charge dightly more interest rate than directed by

central bank.

c. NRB monitoring and controlling mechanisms should be well advanced with

effective rules, regulation and its policies.

d. Centra bank should provide required policy to commercial banks for meeting
national standards to mobilize the funds.

e. Due to lack of perfect information of secondary market, the performance
evauation of CBs should be published through NEPSE; otherwise the bear
could anytime show its character affecting huge investment.

f. The interest in the market is fluctuating hence disturbing the deposit and
lending volume hence the higher and lower limit of interest rate should be
managed by NRB.
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NRB has made policy to monitor the CBs for their operating activities and

interest spread. Thus the monitoring mechanism should be strict.

. Most of the investors do not make buying, selling and holding decision of their
share rationally and this should be handled carefully. The investors need to

require market nature and various factor prior investing into share.

Because of reluctance nature of sample CBs the data taken are from the
secondary source like published annual reports and bulletins. Thus the new

study could be done with primary data.

The data considered are of five years but the one who wish to research further,
could use six, seven, eght, nine, ten or so on years for more accurate

prediction.

. There are many other tools to depict the relation between interest rate and
share investment thus one could use those tools for more clear and concise

information.

A strong high level monitoring mechanism should be established to monitor
small scale financial institutions to make capital market strong and durable.

. This study has used data of five commercial banks but in Nepal there are many
commercial banks, development banks, financial institutions and cooperatives
dealing with finances thus the new research could incorporate these institutions

for observing share investment mechanism.

In this study primary subscription of share has not been viewed thus a large
chunk of fund are invested in primary share thus the observer can focus him on

these issues.

. More precise information regarding impact of interest on share trading can be
generated and one who will be interested to review this study is aways

welcome.
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Interest ratestructure

ANNEX 1

Y ear | Per centage per Annum

Mid-Month 2004 2005 2006 2007 2008
Government Securities

T-bills* (28 days) 1.82 24 2.13 5.16
T-bills* (91 days) 1.47 3.94 3.25 2.77 5.13
T-bills* (182 days) 4.42 3.86 3.51 5.16
T-bills* (364 days) 3.81 4.79 4.04 4 6.47
Development Bonds 3.0-8.0 3.0-8.0 3.0-6.75 | 3.0-6.75 | 5.0-8.0
National/Citizens SCs 6.5-13.0 |65130 |6.0-85 |6.0-85 |6.0-7.75
Inter bank Rate 3.03 3.35 4.93 2.69 3.61
Commercial Banks

1. Deposit Deposits

Saving Deposits 2.0-5.0 1.75-50 |2050 |20-65 |20-6.50
Time Deposits

1 month 2.0-35 1.75-35 |15-35 |15-375|15375
3 Month 2.0-4.0 15-4.0 1540 |1541 | 150-6.75
6 Months 2.0-4.5 2.5-45 17545 | 1.75-4.6 | 1.75-6.75
1Year 2.75-5.75 | 225-5.0 | 2.25-5.0 | 2.25-5.0 | 25-6.0

2 Years and Above 3.0-6.0 256.05 |2564 |2555 |2756.75
2 Lending Rates

Industry 8.5-135 | 825135 |8.0-135 | 8.0-135 | 7.0-13.0
Agriculture 10.5-13 10.0-13.0 | 9513 |95-13 | 9512
Export Bills 4.0-11.5 4.0-12.0 5.0-115 | 4.0-115 | 5.0-11.5
Commercial Loans 9-14.5 8.0-14 8.0-14 |80-14 |8.0-135
Overdrafts 10.0-16.0 | 5-145 6.5-14.5 | 6.0-14.5 | 6.5-13.5

Source: Quarterly Economic Bulletin of NRB ,July 2008
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ANNEX 2

2.A Calculation of correation between market interest rate and total
deposit of commercial banks

Market | Total

Interest | Deposit (Y)

Rate (X) | “In Million
Year | % Rs.” X y Xy X2 Y2
2004 9.01 158.646 -2.77 | -47.516 | 131.62 | 7.6729 | 2257.79
2005 11.78 175.341 0| -30.821 0 0| 949.946
2006 114 202.459 -0.38 | -3.7032 | 1.40722 | 0.1444 | 13.7137
2007 10.94 227.047 -0.84 | 20.8848 | -17.543 | 0.7056 | 436.175
2008 15.77 267.318 3.99 | 61.1558 | 244.012 | 15.9201 | 3740.03
Total 58.9 1030.811
Mean 11.78 206.1622

>X
X = mmmmmmmnmeees =58.9/5=11.78

VY XS Y2

=1030.811/5 =206.16
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2.B Calculation for correlation between yearly interest rate of
commer cial banks and loans and advances

Market Loans
Interest and Advance
Rate (X) Flow (In
Year | % Millions Rs.)
X Y X y Xy X2 Y?
2004 9.01 92413 | -2.77 | -74.175 | 205.464 | 7.6729 | 5501.9
2005 11.78 106.374 0| -60.214 0 0| 3625.7
2006 11.4 198.787 | -0.38 | 32.1992 | -12.236 | 0.1444 | 1036.79
2007 10.94 183.36 | -0.84 | 16.7722 | -14.089 | 0.7056 | 281.307
2008 15.77 252.005 | 3.99 | 85.4172 | 340.815 | 15.9201 | 7296.1
Total 58.9 832.939
Mean 11.78 166.5878
>X
X = mmmmmmmnmeees =58.9/5=11.78
n
B 2y
Y Semmemememeeeeeeee- = 832.939/5 =166.587
n
> Xy
[ Sememmemmmeemeeeeee =0.789
VY X2y vz
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2. C Calculation of correation between interest rate of commercial
banks and number of sharetraded in secondary mar ket

Market Number
Interest Rate | of shares
Year | (X) % " 000"
X y X y Xy X2 Y?2
2004 9.01 306.23 | -2.77 | -38.388 | 106.3348 | 7.6729 | 1473.639
2005 11.78 145.04 0| -199.578 0 0 | 39831.38
2006 11.4 549.5|-0.38 | 204.882 | -77.8552 | 0.1444 | 41976.63
2007 10.94 610.56 | -0.84 | 265.942 | -223.391 | 0.7056 | 70725.15
2008 15.77 111.76 | 3.99 | -232.858 | -929.103 | 15.9201 | 54222.85
Total 58.9 | 1723.09
Mean 11.78 | 344.618
>X
X = mmmmmmmmemeee- =58.9/5=11.78
n
B 2y
Y S =1723/5 =344.618
n
2 Xy
[ Smmmmmmm oo =-0.4982
VY X2y Yz
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2. D Calculation of correation between ROC and no of sharetrading
In secondary mar ket

No of Share
Tradingin
Secondary
Market
Year | ROC y Xy X2 Y2
2004 | 4.031 306.23 | 0.2196 | -38.388 -8.43 | 0.048224 | 1473.639
2005 | 3.188 145.04 | -0.6234 | -199.578 | 124.4169 | 0.388628 | 39831.38
2006 | 2.741 549.5 | -1.0704 | 204.882 | -219.306 | 1.145756 | 41976.63
2007 4.67 610.56 | 0.8586 | 265.942 | 228.3378 | 0.737194 | 70725.15
2008 | 4.427 111.76 | 0.6156 | -232.858 | -143.347 | 0.378963 | 54222.85
Total | 19.057 1723.09
Mean | 3.8114 344.618
>X
e =19.057/5=3.8114
n
2y
Y Semmmmmmemmeoeoee =1723/5=344.618
n
2 Xy
[ Sememmemmmeemeeeeee =-0.0244
VY X2y vz
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ANNEX 3
Construction of regression equation of percentage of sharetraded on

mar ket interest rate

Market | No of share

Interest | trading

Rate in secondary
Year | (X)% | market

X y u v u’ v uv
2004 9.01 30.623 | -2.39| -24.327 5.7121 | 591.8029 | 58.14153
2005 11.78 14504 | 0.84| -46.552| 0.7056 | 2167.089 | -39.1037
2006 114 54.95| -4.37| 43.774| 19.0969 | 1916.163 | -191.292
2007 10.94 61.056 | -47.96 | -111.253 | 2300.162 | 12377.23 | 5335.694
2008 15.77 11176 | 3.99 | -23.2858 | 15.9201 | 542.2285 | -92.9103
Total 58.9 172.309 2489.012 | 26128.72 | 8064.409
X =1.422
Y =22.6212
byy =-2.35738

U=X-X ,V=Vy-y
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ANNEX 4

Cagh Flow Stwtament
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Financial Highlights of Nepal Bangladesh Bank L td.

Brief Financial
Indicators

géblﬁgfr e

Liabilities

Assets

Networth Per Share
Earning Per Share
Dividend Per share
Dividend Payout Ratio
Earning Yield

Price Earning Ratio (In
case of old co)

Market Price

Eilirm})\é%ket Price

Rs. In Million

Authorised Capita
Issued Capital

&R and Paid up

Debenture
Reserve & Surplus
Deposits

Others

Total

Cash & Bank Balance

Rs. in 000
Audited Audited Audited Auditeq Snaudited
9 months
2060/61 2061/62 2062/63 2063/64 2064/65
2003/04 2004/05 2005/06 2006/07 2007/08
18242 -3259 -217.07 -364.54 317.03
074 -10412 -249.65 -147.47 72.83
478.38 - i i i
/A 265 199 550 565
680
Mdlljon  Mdllion  Mdllign  Nllion
1500 1500 1500 1500 1500
1000 1000 1000 1000 1000
35092 719.86 719.86 719.86 74413
206.65 -485.28 -2.282.44 -3 344.02 -3103.26
12807.38 12,125.58 13.015.14 9.385.95 9,801.44
79402 91699 25673 492.76 2.047.76
14257.97 13277.15 11709.20 7254.55 10390.07
143647 140177 7.694.68 1.164.05 73553
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Investment 2699.17 2,411.72 2,691.86 1,084.56 829.01
Loan, advances &

8648.74 7,787.69 6,460.26 4,409.01 6,379.40
overdraft
Fixed Assets 191.18 189.3 172.33 140.81 150.94
Others 1282.41 1,486.67 690.16 456.12 2,295.19
Tota 14257.97 13,277.15 17,709.29 7,254.55 10,390.07
Profit and
L oss Account
Interest Income 10955 876.51 758.13 082.2 530.51
Other income 231.69 206.67 468.68 302.31 630.32
Tota Income 1327.19 1,083.18 1,226.81 1,284.51 1,160.83
Expenditures:
Interest Expenses 625.36 54794 518.09 432.22 294.93
Overhead
Expenses(Employees) 76.62 95.88 140.66 112.55 93.42
Operdling 113.76 16134 1199 114.33 79.4
expenses(office mgmt,)
Non-operational ) ) 11.11 - )
expenses
Loan loss provision 400.73 905.15 1882.28 1502.8 -
Provision for bonus 11.07 22.39 - - 63.01
Others - - 27157 - -
Total Expenditure 122754 17327 2943.61 21619 530.76
Profit before tax 99.65 -64952 -1716.8 -877.39 630.07
Tax provision 97 100 80.35 184.2 88.11
Net profit after
tax(PAT) 265 -74952 -1797.15 -1061.59 541.96

* 9 Months Report
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Bank of Kathmandu Ltd
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BANK OF MATHMANDU LTRL
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DANK OF KATHUANDU LTC
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CASH FLOW STATEMENT
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Standard Chartered Bank Ltd.

R e L S L e
Schoedule 26 : Caah Flow Statemant
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Schedule 26 : Cash Flow Statement

Frecal Yaar 16 July 2004 b 15 July 2005 (1 Shrawan 2061 10 31 Ashad 2062)
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Schedilag 1 ta 22, 27 & 28 form Intagval part of thiz Cash Fiow Statament.
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Standard Chartered Bank Nepal Limited

Cash Flow Statement

for the penod 16 Juby 2005 1o 16 July 2006 {1 Shrawan 2062 ta 37 Ashad 2063)
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Standard Chartered Bank Nepal Limited

Cash Flow Etatement
for mie plm:l-:l 17 duby 300510 16 July 2007 (1 Shraamn 2063 1n 32 Ashad 2068
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