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1. Introduction 

Banks play significant role in economic growth, price and financial stability. Banks accept customer deposits and use those funds to 

give loans to other customers or invest in other assets that will yield a return higher than the amount bank pays the depositor (Mc 

Carthy et al., 2010). If banks are effective, efficient and disciplined, it brings about rapid growth in the various sectors of the economy 

as well as brings economic stability. For the survival of banks, effective lending is crucial. The principal profit-making activity of 

commercial banks is making loans to its customers. In the allocation of funds to earn the loan portfolio, the primary objective of bank 

management is to earn income while serving the credit needs of its community (Reed and Gill, 1989). Lending represents the heart of 

the industry. Loans are the dominant asset and represent 50-75 percent to total amount at most banks, generate the largest share of 

operating income and represent the banks greater risk exposure (Mac Donald and Koch, 2006). Bank credit contributes to economic 

growth in several ways. For example, credit is an important link in money transmission; it finances production, consumption, and 

capital formation, which in turn affect economic activity (Timsina, 2014). 

As bank lending is the major source of generating earnings and it involves remarkable amount of risk, banks should be careful in 

analyzing the various determinants of bank lending behavior. To lend with the objectives of generating appropriate, sustainable profit, 

maintaining liquidity and ensuring safety, banks require a high degree of practical policy formulation and application. 

Banks mostly transform liquid assets like deposits into illiquid assets like loans (Diamond and Rajan, 1998). This transformational 

process of banks‟ activity is at best influenced by a host of factors, namely, macroeconomic, bank level (Peek and Rosengreen, 1995) 

and industry level characteristics (Boot and Thakor, 2000). commercial banks must pay more attention to liquidity than many other 

types of financial institutions such as life insurance companies (Goldfeld and Chandler ,1986).  

Generally, bank lending behavior on the supply side is determined by the various factors such as volume of deposits, capital, assets, 

liquidity, non-performing loan, return on equity, lagged loan and advances, GDP, inflation, monetary policy instruments, central 

banks' rules and regulations etc. Haron (2004) documented that the determination of commercial banks lending behavior can be 

divided into external and internal factor. The internal factors are financial statement variables. The external variables are non-financial 

statement variables such as numbers of bank branches, states of banks, location, size etc. Chodechai (2004) further stressed that 

“banks‟ lending decisions are also influenced by the past relationship with the borrowers. John (1993) commented that the ability of 

commercial banks to promote growth and development depends on the extent to which financial transactions are carried out with trust 

and confidence and least risk. Usman (1999), commenting on the factors that affect commercial banks’ lending behavior said that the 

sound and viable functioning of commercial banks in Nigeria is adversely affected by the choice of certain policy instruments for the 

regulation of banking operations. Such instruments include a rigidly administered interest rate structure, directed credit, 

unremunerated reserve requirements and stabilizing liquidity control measures like the stabilization securities of the past. Olusanya et 

al (2012) found that bank lending behavior is greatly influenced by volume of deposits (Vd), exchange rate (Fx), Investment Portfolio 

(Ip), Interest rate (Ir), Gross domestic product at current market price (Gdp) and Cash reserve requirement ratio (Rr). 
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Abstract: 

Extension of credit is one of the major functions of banking institution. The study attempts to capture the effectiveness of 

determinants of lending behavior of commercial banks in the Nepalese context. If banks are not efficient in their lending 

behavior, it may not contribute to economic growth. On the other hand, their inefficient and imprudent behavior may lead to 

riskier financial and macroeconomic instability. The main objective of the study is to test the effectiveness of the determinants 

of commercial banks lending behavior in Nepal. In the study, panel data of 24 commercial banks during the period of 1996 to 

2015 were collected and analyzed using descriptive statistics, correlation and regression analysis. The model used is 

estimated using bank lending as dependent variable and other variables such as stipulated cash reserve ratio, open market 

operations, bank rate, assets, capital and liquidity as independent variable for the period; 1996– 2015. The result found that 

Assets, liquidity, OMOs, and CRR are the major determinants to affect bank lending. OMOs and CRR tend to influence the 

bank lending in negative manner. However, bank rate has positive impact on lending. Hence the central bank, should focus 

more on OMOs and CRR as monetary instrument. As study found that assets, capital and liquidity have positive impact on 

bank lending, central bank is recommended to focus more on effective and realistic liquidity monitoring and forecasting. 

Banks willing to lend more are recommended to increase their assets, capital as well as liquidity position that cushion them 

at the time of liquidity crisis. 
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Of the various determinants of bank lending behavior, monetary policy instruments are very crucial.  Monetary policy is the 

macroeconomic policy laid down by the central bank. It involves management of money supply and interest rate and is the demand 

side economic policy used by the government of a country to achieve macroeconomic objectives like inflation, consumption, growth 

and liquidity (Rasche & Williams, 2007). Okpara (2010) defined monetary policy as a measure designed to influence the availability, 

volume and direction of money and credits to achieve the desired economic objectives. Government and central bank uses various 

instruments to accelerate economic growth and maintain economic stability through their impact on bank lending. These instruments 

include CRR, OMOs, bank rate and priority sector lending, productive lending etc.  

Roberto et al (2013) found that the effects of monetary policy on bank lending are significant and heterogeneous in Germany and 

Italy. Monetary policy appears to exert larger effects on cooperative and savings banks with lower liquidity and lesser capital in 

Germany and savings banks with smaller size in Italy. Moreover, the role of commercial bank is crucial in implementing monetary 

policy through bank lending channel. Juurikkala et al (2009) investigates the role of banks in monetary policy transmission 

mechanism in Russia and found that to achieve the long term goal to switch to inflation targeting, understanding how the banking 

sector reacts to changes in monetary policy stance is very important for Russian central bank. This study also found existence of a 

bank lending channel has potentially important implications for the conduct of monetary policy. In the face of monetary contraction, 

banks will reduce their lending, but well capitalized banks are most likely to react much less than other banks. The finding suggests 

that well capitalized banks in effect attenuate monetary policy transmission but the factors like bank size and liquidity are generally 

not important for the way a bank reacts to monetary policy changes. Amedu (2008) found that Ghanaian bank lending behavior is 

affected significantly by the country’s economic activities and changes in money supply. The study also pointed that the central bank’s 

prime rate and inflation rate negatively but statistically insignificantly affect banks lending. With the firm level characteristics, the 

study found that bank size and liquidity significantly influence banks’ ability to extend credit. 

From monetary transmission point of view, the role of banks' loan and advances is crucial because monetary policy operates through 

banking lending behavior, especially in developing countries like Nepal.  Excess reserves of commercial banks are taken as an 

operating target of monetary policy in many countries. How do monetary actions affect the  bank lending capacity and how does bank 

lending impact the real economic variables, can be said only after examining the relationship between bank lending behavior and 

monetary transmission mechanism. Schumpeter (1971) identified banks' role in facilitating technological innovation through their 

intermediary role. He argued that the role of bank of channelizing resources from surplus sector to deficient sector plays crucial role in 

promoting growth. Several others such as (Kinnon 1973), Shaw (1973), Adekanye (1986), Fry (1988), King and Levine (1993), and 

Adeniyi (2006) have focused on the significance of bank credit to economic growth. 

 Banks cannot be efficient in their performance without analyzing the impact of monetary policy actions because of the central bank's 

authority to perform on interest rate, policy rate, OMOs, credit policy, macro prudential measures and regulatory and supervisory 

aspects for achieving economic and financial stability. On the other hand central bank and policy makers cannot take appropriate 

policy actions without having appropriate knowledge about bank lending behavior as monetary, financial, credit policies are 

implemented through banking sector. Understanding the channels of monetary transmission would help monetary policymakers decide 

which financial market disturbances warrant changes in monetary policy and which do not. It would also assist them in the choice of 

intermediate targets for policy (Romer and Romer, 1990). 

Many international organizations including International Monetary Fund and World Bank have done significant efforts in accelerating 

economic growth and stability; however no expected result could be achieved. Its main reason is lack of the assessment of lending 

behavior of commercial banks. Therefore, until and unless this problem is resolved, government and central bank's efforts may not be 

productive enough to achieve the desired economic stability and growth. Budha (2013) found that banks play a role in Nepal's 

monetary transmission mechanism. He documented that bank lending decreases after a monetary tightening. Bank size is found to 

have significant impact on loan supply in Nepal. However we could not find the proper assessment of relationship between bank 

lending behavior and monetary policy instruments, macroeconomic policy variables and firm characteristics on the basis of bank wise 

secondary and primary data in those studies. Though there are above mentioned empirical evidences in the context of other countries 

and in Nepal, no such evidences using more recent data exist in the context of Nepal. Though there are above mentioned empirical 

evidences in the context of other countries and in Nepal, no such evidences using more recent data exist in the context of Nepal. This 

gap encouraged the researcher to conduct the study on determinants of bank lending in Nepal. Hence the main objective of this study 

is to analyze the effectiveness of various determinants of lending behavior in Nepal. 

 

1.1. Overview of the Banking System in Nepal 

In the Nepalese context, the government has initiated liberal economic policies since the mid 1980s. The Nepalese financial system 

has undergone rapid structural changes in the last three decades. The history of Nepalese banking is not very old as the first ever bank, 

Nepal Bank Limited was established in 1937 to provide commercial credit. With the establishment of the Nepal Rastra Bank as the 

central bank of Nepal in 1956, the Nepalese financial system gained momentum. Industrial Development Bank was established in 

1957 as the first development bank, which was converted into Nepal Industrial Development Corporation in 1959 to provide industrial 

credit. Within a decade of establishment of Nepal Rastra Bank, a number of financial institutions came into operation. Rastriya 

Banijya Bank, the second commercial bank fully owned by the government was established in 1966. Agricultural Development Bank 

came into operation in 1968 with the objective of providing long and medium term credit facilities to agriculture sector. There were 

only two commercial banks and two development banks until 1983. The pace of financial liberalization actually started in the mid 

1980s, when the government allowed the entry of commercial banks in joint venture with foreign bank. When the need to modernize 

banking services through the transfer of technology and managerial skills, Nabil Bank Limited was established in 1984 as the first 
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joint venture bank in Nepal, which was later followed by the establishments of Nepal Investment Bank Limited and Standard 

Chartered Bank Nepal Limited and other commercial banks in private sector as well as in joint venture with foreign sector. 

The process of financial liberalization gained momentum in 1987-88, when Nepal entered in to a three-year structural Adjustment 

Program (SAP) with the International Monetary Fund. The number of commercial banks and financial institutions continued to 

increase with the pace of liberalization. There were 30 commercial banks ('A' class financial institutions), 76 development banks ('B' 

class financial institutions) and 48 finance companies ('C' class financial institutions) and 39 micro finance development banks as of 

mid-July 2015. With the increase in number of financial institutions, outreach, breadth and depth have also grown.  From this 

remarkable increase in number of commercial banks and financial institutions, Nepalese economy including agriculture, commerce 

and industry is benefitted through large credit facilities.  

Prior to the introduction of Structural Adjustment Program (SAP) in the country in 1987, the lending practices of banks were strictly 

regulated under the close surveillance of the central bank. The SAP period introduced some relaxation of the stringent rules guiding 

banking practices especially in the form of interest rate deregulation, phase wise removal of priority sector directed lending, entry 

freedom of foreign joint venture bank etc. However, to bring the banks in prudential trek, the need for appropriate regulation and 

supervision could not be ignored. The Bank and Financial Institution Act (BAFIA) 2006 and Nepal Rastra Bank directives require 

banks to report some borrowing indicators such as big lending, sectoral, security wise and product wise lending, to the Central Bank of 

Nepal. Other credit related compliances such as loan to value ratio, single obligor limit, credit to deposit ratio etc are required. 

Nepalese banks are not the exception to other countries' commercial banks. They also need to know the determinants of their lending 

behavior to efficiently manage their loan and advances. Of them, monetary policy actions are the most important. Moreover, for the 

central bank as monetary authority the study on the relationship of monetary transmission mechanism and bank lending behavior will 

be of immense help to take appropriate policy actions. Further, policy makers, government, academicians and other stakeholders are 

expected to benefit from the study. 

The study has been organized into six chapters including this chapter. After this introduction chapter, the rest of the paper is structured 

as follows. The second section reviews the literatures.  

The third chapter presents research methodology. The fourth section analyses the effectiveness of various determinants of bank 

lending behavior in Nepal. The last section concludes the study. 

 

2. Literature Review 

A wide body of literature has been reviewed to examine the determinants of bank lending behavior. Goldfeld and Chandler (1980) 

claimed that commercial banks must pay more attention to liquidity than many other types of financial institutions such as life 

insurance companies. This results from the high turnover of their debt liabilities. A large part of the gross out payments by a bank is 

met from current gross receipt of funds in the normal course of business.  Liquidity is the main foundation of commercial banking. 

Commercial banks are just like custodian of public deposits. They have to return back that money upon depositors' request 

immediately. For that reason, it is necessary for banks to remain adequately liquid. Central bank/regulatory authority usually fix the 

liquid assets/deposit ratio for this. Such liquidity requirement affects the bank lending. Supporting this view, Ituwe (1983) asserted 

that a bank's ability to grant further advances is checked by the available cash in its vault. Commercial banks therefore have to stock 

reasonable quality of cash to meet customer demand. According to all the above mentioned views, it can be said that liquidity is one of 

the determinants of bank lending behavior. 

Kashyap, Stein, and Wilcox (1993) asserted that a monetary contraction is reducing bank lending; it is increasing commercial paper 

volume. According to them, monetary actions are the determinant of bank lending behavior. Bernanke and Blinder (1995) supported 

this and said that bank lending is directly constrained by monetary policy actions. Kashyap, (1996) argued that at the heart of the 

lending view is the proposition that the Federal Reserve can, simply by conducting open-market operations, shift banks' loan supply 

schedules. Harron (2004) asserted that the determinants of commercial banks' lending behavior can be divided in to external and 

internal factors. Internal factors are financial statement variables and external factors are non-financial statement variables. In an effort 

to shed new light on the monetary transmission mechanism, Kashyap and Stein (1999) created a panel data set that included quarterly 

observations of every insured commercial bank in the U.S. over the period 1976-1993. Key finding was that the impact of monetary 

policy on lending behavior is stronger for banks with less liquid balance sheets--i.e., banks with lower ratios of securities to assets. 

Obamuyi (2004) revealed that banks with high deposit and loans perform better in terms of profitability than banks with low deposits 

and loans. This showed the positive relationship between deposit mobilization and bank lending. This confirmed that banks generate 

their incomes through lending and investment activities. Usman (2005) found that the sound and viable functioning of commercial 

banks is adversely affected by the choice of certain policy instruments for the regulation of banking operations. 

With the main aim to identify the factors which explain bank credit, Imran (2008) carried a study using ARDL econometric approach 

with annual data from 1971 to 2008 for Pakistan with the major focus on the supply side.  The growth in bank credit to private sector 

was used as dependent variable where as growth in domestic deposits, money market rate, M2 as percentage of GDP, real economic 

growth, inflation and the exchange rate are identified as major explanatory variable to explain the behavior of bank credit. The model 

used in the study was as follows: 

Pct= B0+B1FLt+B2DDt+ B3CPI+B4GDPt+B5ERt+B6MMRt+B7M2t+ut 

From the model, the study revealed that the foreign liabilities, domestic deposits, economic growth, exchange rate, and the monetary 

conditions had significant impact on bank credit to the private sector in Pakistan, particularly in long run. Whereas the inflation and 

money market rate did not affect the private sector credit. Moreover, in the short run the domestic deposit did not influence private 

credit. The reason might be that the banks did not issue immediate loan from currently deposited amount by account holders. The 
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results also inferred that the financial health and liquidity of the banks played a significant and vital role in the determination of loan. 

A strong economic condition measured by GDP as motivating factor to banks had statistically significant impact on issuance of more 

private credit to business.  

Shahi (2008) examined that high volume of liquidity showed that the high degree of lending strength in the bank. Lack of reliable 

lending opportunities and fear of losing the principal in rural sector had been keeping these banks to less orient towards the lending 

function. 

Olokoyo (2011) investigated the determinants of commercial banks’ lending behavior in Nigeria. The study attempted to test and 

confirm the effectiveness of the common determinants of commercial banks lending behavior and how it affects the bank lending 

behavior. The model used is estimated using Nigerian commercial banks loan advance (LOA) and other determinants such as volume 

of deposits (Vd), investment portfolio (Ip), interest (lending) rate (Ir), foreign exchange rate (Fx), gross domestic product (GDP), cash 

reserve requirements ratio (Rr) and liquidity ratio (Lr) for the period; 1980 – 2005.  The explicit form of equation is as follows: 

  LOA = α0+ α1Vd + α2Ip + α3Ir + α4Rr + α5Lr + α6Fx + α7Gdp + µ (2)  

Where:  

µ: error term, α0= constant, α1= beta coefficient 

From the regression analysis, the model was found to be significant and its estimators turned out as expected and it was discovered 

that commercial banks deposits have the greatest impacts on their lending behavior. The study then suggests that commercial banks 

should focus on mobilizing more deposits as this will enhance their lending performance and should formulate critical, realistic and 

comprehensive strategic and financial plans. 

Buyuksalvarci and Abdioglu (2011) revealed that LOA, ROE and LEV have a negative effect on CAR while LLR and ROA positively 

influence CAR. 

Capital is another important determinant of bank lending behavior, which determines the response of banks towards monetary policy 

action taken by the central bank. Highly capitalized banks tend to have little response to monetary shocks. Peek and Rosengren (1995) 

and Kishan and Opiela (2000)) found in their studies that well capitalized banks are more able to raise funds when monetary policy 

tightens compared to less capitalized banks, using the capital to asset ratio as a proxy. Therefore monetary policy actions are more 

pronounced through poorly capitalized banks that are forced to cut their loan supply by more than well-capitalized banks. 

Djiogap and Ngomsi (2012) documented that bank's ability to extend long term business loans depends on its size, capitalization, GDP 

growth and the availability of long term liabilities. With the main aim to test the common bank level and macro economics 

determinants of bank long term loan behavior, this study was conducted. To examine the relationship between bank characteristics and 

bank propensity to issue long term loans to firms, a large sample of Central Africa countries banks and a broad set of explanatory 

variables were applied to panel data model. The total number of observations was 60 and 9 independent variables were included. The 

regression model used in the study was: 

LTBL= α0+ α1size + α2cap + α3LTLiab + α4Npl + α5State + α6Foreign + α7Gdp + α8Gdp + α9Inf+ vt+µ (2) 

Here in the equation, long term business loan is dependent variable and size, capital, long term liabilities, non-performing assets, 

ownership type (state and foreign), GDP and inflation are the independent variables. 

Olusanya et al (2012) argued that bank lending behavior is greatly influenced by volume of deposits (Vd), exchange rate (Fx), 

Investment Portfolio (Ip), Interest rate (Ir), Gross domestic product at current market price (Gdp) and Cash reserve requirement ratio 

(Rr). 

Kimani (2013) used the following regression model to estimate the effects of monetary policy actions on bank lending behavior using 

primary data: 

Y = β0 + β1X1 + β2X2 + β3X3 + β4X4 + ε 

Where: Y = Bank Lending; β0 = Constant Term; β1, β2, β3 and β4 = Beta coefficients; X1= CBR; X2= Cash Reserve Ratio; X3= 

Open Market operations; X4= Uncertainty; ε = Error term 

She established that CBR, cash reserve ratio, open market operation and uncertainty caused by possible outcomes caused by monetary 

policy changes influences lending behavior of commercial banks in Kenya. 

Malede ( 2014) to confirmed that the main determinants of commercial bank lending in Ethiopia by using panel data of eight 

commercial banks in the period from 2005 to 2011. The study tested the relationship between commercial bank lending and its some 

determinants (bank size, credit risk, gross domestic product, investment, deposit, interest rate, liquidity ratio and cash required 

reserve). Seven years financial data of eight purposively chosen commercial banks were used for analysis purpose. Ordinary least 

square (OLS) was applied to determine the impact of those predictor variables on commercial bank lending. The result suggests that, 

there is significant relationship between commercial bank lending and its size, credit risk, gross domestic product and liquidity ratio. 

But deposit, investment, cash required reserve and interest rate does not affect Ethiopian commercial bank lending for the study 

period. 

To study the relationship between monetary policies and the lending behaviors of commercial banks, Kimani (2013) used the 

following regression model to estimate the effects of monetary policy actions on bank lending behavior using primary data: 

Y = β0 + β1X1 + β2X2 + β3X3 + β4X4 + ε 

Where: Y = Bank Lending; β0 = Constant Term; β1, β2, β3 and β4 = Beta coefficients; X1= CBR; X2= Cash Reserve Ratio; X3= 

Open Market operations; X4= Uncertainty; ε = Error term 

She established that CBR, cash reserve ratio, open market operation and uncertainty caused by possible outcomes caused by monetary 

policy changes influences lending behavior of commercial banks in Kenya. 
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3. Research Methodology 

 

3.1. Research Design  

A research design is the arrangement of conditions for collection and analysis of data in a manner that aims to combine relevance to 

the research purpose with economy in procedure (Kothari and Garg, 2014). The study employed a descriptive as well as empirical 

research design. It also employs casual comparative research design in the sense that regression analysis was performed to estimate the 

relationship between the bank lending and other explanatory variables on the basis of secondary data. It establishes the cause and 

effect relationship between the various determinants and bank lending. Hence this study also employs causal comparative research 

design. 

 

3.2. Type and Sources of Data  

The study is carried out in the area of commercial banks in Nepal and based on secondary sources of data. The main sources of 

secondary data are Banking and Financial Statistics, Quarterly Economic Bulletin,  Monetary Policies and  NRB Directives published 

by Nepal Rastra Bank, and the annual report and website of 24 commercial banks (which are selected in the study)  operating in 

Nepal. Population of this study includes 30 commercial banks of Nepal listed in Nepal Stock Exchange (NEPSE) limited to the end of 

2015. This study uses data of 24 commercial banks with 369 observations from 1996/97 to 2015/16. For the selection of sample, 

stratified sampling technique is used. The data has been analyzed in descriptive, correlation and linear regression method. The 

statistical tool used for the study is SPSS. 

  

4. Analysis of Data 

This chapter deals with the systematic presentation, interpretations and analysis of the data. 

 

4.1. Structure and Pattern of Selected Variables in Nepalese Commercial Banks  

This section fulfills the first objective of this study by analyzing the structure of various determinants of bank lending (CRR, OMOs, 

BR, assets, capital and liquidity) and macro-economic variables (NGDP, Inf and IR) from 1996/97 to 2015/16 for the period of 20 

years. The structure has been shown year wise along with average value and standard deviation. The results of structure for sample 

banks are fluctuating. 

 

4.1.1. Structure and Pattern of Assets in Selected Nepalese Commercial Banks  

 

 
Figure 1: Pattern of assets (size) of commercial banks from year 1996 to 2015 

(The figure shows the pattern of total asset for all sample banks from 1996 to 2015,  

The figure has been drawn on the basis of the mean periodic assets (size) 

Source: Appendix 2 and author's calculation 

 

Figure indicates that total asset curve is in increasing trends until 2015/16. Moreover, average assets have been increased from Rs. 

9319 million in 1996/97 to Rs. 65457 billion in 2015/16. 

 
4.1.2. Structure and Pattern of Capital in Selected Nepalese Commercial Banks 

Capital is one of the bank specific characteristic variables, which is said to have impact on bank lending and bank's response towards 

monetary policy action. Therefore it is necessary to analyze the structure and pattern of bank capital.  
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Figure 2: Pattern of capital of sample commercial banks from year 1996 to 2015 

(The figure shows the pattern of capital for all sample banks from 1996 to 2015,  

The figure has been drawn on the basis of the mean periodic capital.) 

Source: Appendix 3 and author's calculation 

 

Figure 2 shows the pattern of average capital of sample banks during the period of 1996 to 2015. It shows that average capital of 

Nepalese commercial banks increase from 1996 to 2003, but it caught declining trend from 2004 to 2007 due especially to negative 

capital of NBL and RBB. Again it caught increasing trend from 2008 to 2015. 

 

4.1.3. Structure and Pattern of Liquidity in Selected Nepalese Commercial Banks 

 

 
Figure 3: Pattern of liquidity of sample commercial banks from year 1996 to 2015 

(The figure shows the pattern of liquidity for all sample banks from 1996 to 2015,  

The figure has been drawn on the basis of the mean periodic liquidity.) 

Source: Appendix 4 and author's calculation 

 

Figure indicates that liquidity curve is showing fluctuating trends until 2015/16. Moreover, average liquidity has been increased from 

Rs. 1694 million in 1996/97 to Rs. Rs 9243 million in 2015/16. 

 

4.1.4. Structure and Pattern of Lending In Selected Nepalese Commercial Banks  

Lending is key to bank business and it is the major source of profit. It is also important because, monetary instruments are being 

implemented by affecting bank lending. Therefore, the analysis of bank lending is of crucial importance.  
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Figure 4: Pattern of lending of commercial banks from year 1996 to 2015 

(The figure shows the pattern of total lending for all sample banks from 1996 to 2015, 

The figure has been drawn on the basis of the mean periodic lending) 

Source: Appendix 5 and author's calculation 

 

4.1.5. Trend and Pattern of Monetary Variables (CRR, Omos, BR and IR) in Nepal 

The major objective of the study is to analyze the impact of CRR, OMOs, BR on bank lending and interest rate is the control variable, 

then it is crucial to watch the trend and pattern of such monetary variables. Table 1 presents the situation of CRR, OMOs, BR and IR 

during the period of 1996 to 2015. 

Table 1 shows that NRB determined CRR at 12 percent in 1996 which remained constant up to 1999. It declined to 8 percent in 2000, 

to 7 percent in 2003, to 6 percent in 2005. Then after, central bank was decreasing or increasing CRR according the situation of 

private sector credit and liquidity in the economy. In 2015 CRR was 6 percent for commercial bank. The average CRR during the 

study period was 7.3 percent. As our study period was from 1996 to 2015, formal monetary policy and formal OMOs on regular basis 

were not in practice up to 2004/05. Only from 2004/05, formal and regular OMOs in the form of outright sale, outright purchase, repo, 

reverse repo started. Before that NRB used to adopt such monetary instrument and monetary policy on case by case basis as and when 

necessary. However, any type of OMOs and monetary policy measures affect treasury bill (TB) rate as all these outright sale, outright 

purchase, repo, reverse repo are being performed using treasury bills under the holdings of the NRB.  Therefore 91 day TB rate was 

taken as the proxy of OMOs in the study. Such OMOs rate was 10.2 percent in 1996, but caught declining trend and became 0.7 

percent in 2015. NRB performs OMOs according to the situation of banking sector liquidity. If there is high excess liquidity, it mops 

up liquidity from the market using outright sale and reverse repo auction and if there is low excess liquidity, it injects liquidity to the 

market. This process of NRB affects the liquidity and thereby bank lending. Table 7 presents the situation of OMOs in the period from 

2004 to 2015. 
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Table 1: Trend and pattern of CRR, OMOs, BR and IR in Nepal 

Source: Monetary policy documents, Quarterly Economic Bulletin and unpublished data of NRB 

 

Table 1 shows that bank rate was 9 percent in 1996 which remained 7 percent in 2015. As it is policy rate and it was not changed by 

the NRB frequently. Mean bank rate was 6.9 percent in the study period. This rate is effective, only when commercial banks are taking 

loan from the NRB. Interest rate was 10.3 percent in 1996, which declined to 3.9 percent in 2015.  Average interest rate during the 

study period was 6.1 percent. 1 year saving deposit interest rate was taken as proxy of interest rate in the study as lending interest rates 

are of several types and also the data were not available for the study purpose. 

 

4.1.6. Relationship between Bank Lending and Monetary Variables 

 

 
Figure 5: Relationship between bank lending and monetary variables 

Source: Author's calculation 
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Figure 5 shows the negative relationship between monetary variables such as CRR, OMOs and BR and bank specific variable bank 

lending. It indicates that as central bank increases CRR, OMOs and BR, bank loanable fund declines resulting a decline in bank 

lending.  Here in the figure, bank lending curve is in increasing trend where as CRR and OMOs curves are fluctuating over the years 

with downward slope. Bank rate did not change very frequently in Nepal over the study period and seems slightly flat compared to 

CRR and OMOs. 

 

4.2. Descriptive Statistics 

The descriptive statistics of different variables selected under the study are shown in Table 8. 

 

Descriptive statistics 

Variables  N Minimum Maximum Mean Std. Deviation 

CRR (percent) 369 5 12 6.72 2.18 

Bank Rate (percent) 369 6 9 6.81 .94 

OMOs (percent) 369 0.13 10 3.41 2.43 

Lending (Rs in millions)  49 75774 15994.10 14446.71 

IR (percent) 369 4 10 5.83 2.008 

Capital (Rs in millions) 369 -23840 14223 1206.40 3613.92 

Assets (Rs in millions) 369 229 150572 29588.56 27487.55 

Liquidity (Rs. in millions)  369 44 25116 4217.79 4202.18 

Table 3: Descriptive statistics for the selected variables under the study 

Table 3 shows descriptive statistics - mean, standard deviation,  

minimum and maximum values variables associated with 24 sample banks for the period 1996/97 to 2015/16 

 

The average CRR adopted by NRB during the study period was noticed to be 6.72 percent with a minimum CRR of 5 percent and 

maximum CRR of 12 percent. The bank rate varied from minimum of 6 percent to maximum of 9 percent with an average of 6.81 

percent. The OMOs had a minimum value of 0.13 percent and maximum value of 10 percent, with a mean of 3.41 percent. Total 

lending of sample banks ranged from Rs 49 million to Rs75774 million having an average of Rs 15994.10 million. Likewise, IR had a 

minimum value of 4 percent and maximum value of 10 percent leading to the average of 5.83 percent. Capital of sample banks had a 

minimum value of minus Rs 23840 million and maximum value of Rs 14223 million with an average of Rs 1206.40 million. 

Similarly, average assets (size) of the bank was noticed to be Rs. 29588.56 million with a minimum of Rs. 229 million to maximum 

value of Rs.150572 million. The liquidity of the banks ranged from Rs 44 million to Rs 25116 million leading to the average of Rs 

4217.79 million.  

 

4.3. Correlation Analysis  

This section of the study presents the results and discussions of the correlation analysis. The correlation analysis has been carried out 

to investigate the direction and magnitude of the relationship of monetary, bank specific and macroeconomic variables of the banks.  

Having indicated the descriptive statistics, the Pearson correlation coefficients have been computed and the results are presented in the 

Table 4. 

 

Variables Capital Assets Liquidity Lending CRR BR OMOs 

Capital 

Assets 

Liquidity 

Lending 

CRR 

BR 

OMOs 

 

1 

-0.026 

-0.008
 

0.230
**

 

-0.082 

0.233
** 

-0.095 
 

 

1 

0.826
** 

0.900
** 

-0.316
** 

0.186
** 

-0.235
** 

 

 

 

1 

0.778
** 

-0.179
** 

0.255
** 

-0.254
** 

 

 

 

1 

-0.368
** 

0.305
**

 

-0.270
** 

 

 

 

 

1
 

0.343
**

 

0.370
** 

 

 

 

 

 

 

1 

0.112
* 

 

 

 

 

 

 

 

1 

 

Table 4: Pearson’s correlation matrix for the dependent and independent variables during the period 1996/97 to 2015/16 

This table reveals the Pearson correlation coefficients between different dependent and independent variables [CRR, OMOs, BR, 

Lending, Capital, Assets and Liquidity]. The correlation coefficients are based on the data from 369 observations for the period 

1996/97 to 2015/16 

Note:  

**. Correlation is significant at the 0.01 level (2 tailed).  

*. Correlation is significant at the 0.05 level (2-tailed).  

 

The table shows that there is a negative relation between CRR and bank lending which indicates that higher the CRR, lower would be 

the bank lending. This finding is consistent with the finding that a bank‘s ability to grant further advances is checked by the available 

cash in its vault (Ituwe, 1983). It is also consistent with the findings of Kimani (2013). This points out that CRR is one of the 

determinants of bank lending behavior. The table shows that bank rate is positively correlated with bank lending, which is not in line 
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with theory. It means that bank rate is not very important tool to affect the bank lending behavior. This finding is consistent with the 

finding of Budha (2013).  Table 4 also shows that there is negative relation between OMOs and bank lending which indicates that 

higher the OMOs, lower would be the bank lending. This finding is consistent with the findings that Federal Reserve can, simply by 

conducting open-market operations, shift banks' loan supply schedules (Kashyap, 1996).This finding is also consistent with the 

findings of Kimani (2013), Budha (2013) who asserted that OMOs has great effect on bank lending behavior. This shows that OMOs 

is also an important determinant of bank lending behavior. However, positive relationship between bank rate and bank lending found 

from the correlation analysis is not consistent with the findings of Bernanke and Blinder (1992). Never the less these all findingsmake 

clear that monetary policy action has important implication on bank lending. This is consistent with the findings of Ghosh (2006) and 

Julkefly (2010). This is also consistent with the findings of Kashyap, Stein, and Wilcox (1993) that a monetary contraction is reducing 

bank lending. 

Table 4 shows that bank specific characteristics such as capital, liquidity and assetsare positively correlated with bank lending, which 

indicates that bank with more capital, liquidity and assets can lend more. Therefore, capital, liquidity and assets are also the 

determinants of bank lending. 

With regard to the bank specific characteristics such as capital, liquidity and assets on monetary policy actions such as CRR, BR, and 

OMOs, table shows that there is negative impact of capital, liquidity and assets on CRR and OMOs which indicates that highly 

capitalized, highly liquid and big size banks have low response to monetary policy actions. This finding is consistent with Kashyap 

and Stein (1999), Peek and Rosengren (1995), Kashyap and Stein (2000), Ehrmann et al. (2001), Djiogap and Ngomsi (2012) and 

Budha (2013). 

From the table, relationship between monetary instruments and real economic variables can also be found. CRR and OMOs have 

negative impact on economic growth and inflation, which is in line with theory. But positive relation between bank rate and economic 

growth and inflation is not in line with theory. 

Similarly, there is negative relation between CRR and liquidity which indicates that if central bank increases the CRR, commercial 

banks have to keep more money with central bank as cash reserve which ultimately lowers the liquidity (loanable funds) of the 

commercial bank. This is in line with theory of loanable funds. From the table, it can also be found that there is negative relation 

between interest rate and  economic growth and inflation which indicates that increase in interest rate leads to reduction in investment, 

loan demand and there by reduction in economic growth. Similarly, to combat inflation, central bank uses to increase interest rate 

which is in line with theory and practice. Another finding from the table is that not only bank lending affects economic growth and 

inflation, but also bank lending is positively affected by economic growth and inflation. 

 

4.4. Test of Significance (Regression Analysis) 

In order to test the statistical significance and robustness of the results, regression models have been used. The regression analysis has 

been conducted to investigate whether or not the lending of the banks are affected by monetary policy actions and other bank specific 

variables. 

 

Models Intercept Regression Coefficients of Lending Adj R2 SEE F DW 

OMOs CRR BR Assets Capital Liquidity 
   

 

1 19647.04 

(16.08) ** 

-1324.12 

(5.197) ** 
     0.07 12120.75 27.01 0.80 

2 27345.85 

(14.44) ** 
 -1996.09 

(-7.32) ** 

 

 

   0.13 11707.64 53.59 0.85 

3 -11623.54 

(-2.63) ** 

  3752.35 

(5.921) ** 

  

 
 0.09 11991.10 35.06 0.83 

4 2096.32 

(4.84) ** 

   0.45 

(38.33) ** 

  0.84 5476.94 1469.18 1.35 

5 113486.03 

(19.72) ** 

    0.81 

(4.38) ** 

 0.05 12250.79 19.20 0.84 

6 4238.59 

(6.93) ** 

   

 

  2.61 

(22.90) ** 

0.61 7916.38 524.41 1.42 

7 -7051.18 

(1.88) 

-718.85 

(-3.16) ** 

-2607.14 

(10.60) ** 

5985.66 

(10.56) ** 

   0.36 10068.76 65.07 1.17 

8 977.26 

(2.70) ** 

   0.89 

(13.36) ** 

0.42 

(24.67) ** 

0.32 

(2.86) ** 

0.88 4407.77 818.98 1.84 

10 -4739.66 

(-3.06) ** 

-71.04 

(-0.75) 

-750.01 

(-6.34) ** 

1753.87 

(6.80) ** 

0.38 

(23.25) ** 

0.72 

(23.26) ** 

0.29 

(2.67) ** 

0.90 4061.04 493.02 2.02 

Table 5: Regression of various determinants of bank lending on lending of commercial banks 

The results are based on panel data of 24 commercial banks with 369 observations for the period of 1996 to 2015 by using linear 

regression model. Bank lending is the dependent variable while, CRR, OMOs, BR, capital, liquidity and assets, are the independent 

variables. The model is: Lending it = β 0 +β 1OMOt+ β 2CRRt + β 3BRt + β 4Assetsit + β 5Capitalit + β 6 Liquidityit+error. 

Note: 

1) Figures in parentheses are t-values. 

2) The asterisk (**), (*) sign indicates that results are significant at 0.01 and 0.05 level of significance respectively. 

3) Dependent variable is bank lending. 
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Table 5 shows the regression result in terms of determinants of bank lending behavior. The regression of monetary variables and other 

bank specific variables on bank lending reveals that beta coefficients for CRR and OMOs are negative but for bank rate, it is positive. 

It is also found that beta coefficients for bank capital, assets and liquidity are positive.  

Analyzing the explanatory variable individually, it is found that that higher the CRR, lower would be the bank lending though adj. R- 

squared and DW were quite low. Such negative relation of CRR with bank lending is in line with theory. This finding is consistent 

with the  

finding that a bank‘s ability to grant further advances is checked by the available cash in its vault (Ituwe, 1983). It is also consistent 

with the findings of Olusanya et al (2012) and Kimani (2013). From this it is clear that CRR is one of the determinants of bank lending 

behavior. Similarly, Table 8 shows that OMOs has negative impact on bank lending which indicates that higher the 

OMOs, lower would be the bank lending. This is in line with theory.  This finding is consistent with the findings that Federal Reserve 

can, simply by conducting open-market operations, shift banks' loan supply schedules (Kashyap, 1996). This finding is also consistent 

with the findings of Kimani (2013), Budha (2013) who asserted that OMOs has great effect on bank lending behavior. This shows that 

OMOs is also an important determinant of bank lending behavior. From the table, it is shown that bank rate has positive impact on 

bank lending, which is not in line with theory. In Nepal, bank rate is taken as policy rate and it is effective, only when commercial 

banks take loan from central bank. If not so, it is not much effective. Therefore, it is not surprising that the result in case of BR is not 

in line with theory. This positive relationship between bank rate and bank lending found from the regression analysis is not consistent 

with the findings of Bernanke and Blinder (1992), but it is consistent with the findings of Budha (2013). Never the less these all 

findings make clear that monetary policy action has important implication on bank lending. This is consistent with the findings of 

Ghosh (2006) and Julkefly (2010). This is also consistent with the findings of Kashyap, Stein, and Wilcox (1993) that a monetary 

contraction is reducing bank lending. When we analyze the impact of all monetary variables such as CRR, OMOs and BR on bank 

lending in one model, then the result is quite strong. Signs are same (negative for CRR, OMOs and positive for BR), but R-squared 

and DW became strong compared to the individual analysis. 

Table 5 also shows that bank specific variable such as asset has strong positive impact on bank lending with adjusted R-squared (0.84) 

and DW (1.35). It indicates that higher the bank assets, higher would be the bank lending as loan and advances (with investment) 

occupy a largest share (78 percent) of bank assets in Nepal. Similarly, capital has positive impact on bank lending but adjusted R-

squared (0.05) and DW (0.84) are quite weak. Liquidity has positive impact on bank lending with quite strong adjusted R-squared 

(0.61) and DW (1.42). It indicates that higher the liquidity, higher would be the bank lending. It also makes clear that banks with 

higher liquid funds are better able to buffer their lending activity against the availability of external finance, by drawing on their stock 

of liquid assets (Budha, 2013). In other words, less liquid banks are found to show a stronger reduction in lending after a monetary 

tightening than do more liquid banks. The underlying reason is that banks with more liquid balance sheets can use their liquid assets to 

maintain their loan portfolio and as such are affected less heavily by a monetary policy tightening (Erhmann et al., 2001). When we 

analyze the impact of all bank specific variables (assets, capital and liquidity) on bank lending in one model, then the result is quite 

strong. In such a case, beta coefficients for assets, capital and liquidity are 0.89, 0.42 and 0.32 respectively. Adjusted R-squared and 

DW in such situation are 0.88 and 1.84. Signs are positive. This finding is consistent with the findings of Djiogap and Ngomsi 

(2012).If we analyze the impact of all independent variables on bank lending then coefficients of CRR, assets, capital and liquidity are 

significant with expected signs but the coefficient of OMOs is not significant and coefficient of bank rate is not with expected sign. 

However adjusted R-squared and DW are 0.90 and 2.02 respectively, which are quite strong. 

 

5. Conclusions 

The major conclusion of this study is that assets, liquidity, capital, OMOs, and CRR are the major determinants to affect bank lending. 

OMOs and CRR tend to influence the bank lending in negative manner. However, bank rate has positive impact on lending, which is 

not in line with theory. As the study observed negative relationship between OMO, CRR and bank lending. Hence the central bank 

willing to increase the efficiency of monetary management, should focus more on OMOs and CRR as monetary instrument. Moreover, 

commercial banks should be very compliant and careful on central bank's such monetary actions while taking lending decision. Based 

on the study, banks are recommended to increase their assets if they are willing to increase their lending as there is positive 

relationship between bank assets and lending. As positive relationship has been observed between liquidity and bank lending, banks 

willing to lend more are recommended to increase their liquidity position because banks with higher liquid funds are better able to 

buffer their lending activity against the availability of external finance, by drawing on their stock of liquid assets (Budha, 2013). 

Similarly, central bank is recommended to focus more on effective and realistic liquidity monitoring and forecasting. 
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Annexure 

 

 
Appendix 1: Pattern of assets (size) of commercial banks from year 1996 to 2015(Rs in million) 

 

 
Appendix 2: Pattern of capital of commercial banks from year 1996 to 2015 (Rs in million) 
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Appendix 3: Pattern of liquidity of commercial banks from year 1996 to 2015 (Rs in million) 

 

 
Appendix 4: Pattern of lending of commercial banks from year 1996 to 2015 (Rs in million) 

 


