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ABSTRACT
This study examines the effect of commercial bank lending on inflation in Nepal. The
study has conducted correlation and regression analysis using panel data of twenty
four commercial banks during the period of 1996 -2015. The empirical results show
that bank lending has positive effect on the inflation in Nepal. The study implies that
central bank willing to contain inflation should curtail excessive bank lending on
unproductive and speculative sector.
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INTRODUCTION
Commercial banks perform the act of financial intermediary that gather money from
the excess sector in the form of deposits and lend it to various sectors of the economy.
Lending is one of the major functions of banking institution. Through this work, banks
affect the economic growth and stability in the economy. Although credit growth can
spur investment and economic activity, an excessive growth in credit can impact the
price stability as well as stability of the financial system by increasing prudential risks
at the micro and macro levels (Igan and Pinheiro, 2011).
Inflation is a consistent increase in price. To some extent inflation is good for
promoting economic growth. But if it crosses the limit, excessive inflation threatens
the economic growth, stability and overall economy. High inflation distorts the
optimal allocation of resources and distorts growth, weakens the external
competitiveness, lowers the domestic financial savings among others (RBI, 2014).
Therefore, main objective of monetary policy in either developed or
developing countries is price stability. Price stability is the foundation of economic
stability. Central bank always wishes to contain inflation within a certain target. In
many countries, today, inflation targeting regime is being adopted. In other countries,
where there is no direct inflation targeting regime, the main objective of their monetary
policy is price stability.
There are several factors of rising inflation. They can be categorized in demand
side and supply side factors. In demand side factors, excessive flow of bank lending
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(private sector lending) to unproductive sector, increase in money supply, net foreign
assets, liquidity of the banking sector are the major factors. From supply point of view,
exchange rate change, structural rigidities, cartelling, syndicating, power shortage,
exchange rate regime, low production etc are the major factors affecting inflation.
Here in the case, the focus is concerned with bank lending i.e private sector credit.
Private sector credit has great implication on inflation. If commercial banks
provide more credit to private sector, there are two consequences. If such credit can
be utilized in productive sector like agriculture, hydroelectricity, tourism and other
industries and production increases, then excessive credit flows is absorbed by the
production. In this case inflation does not increase. If excessive credit flows done by
the banks to the unproductive sectors such as real estate sector, share, gold and other
personal consumption, then it increases the price. As more money chasing the few
goods, it is natural to increase price. Increase in price results in deterioration of export
competitiveness and it declines the terms of trade resulting in external sector
instability. On the other hand price increase caused by the excessive bank credit
balloons the real estate and share price unnecessarily, which if burst, systemic risk
arises. Excessive increase in real estate, share price leads to deterioration of credit
quality, bank balance sheet, and increase in credit default and credit risk. Therefore
price stability is the foundation of financial sector stability also. As a whole economic
stability depends upon price stability and price stability mostly depends upon private
sector credit, which is the important monetary aggregate.
Private sector credit is one of the ingredients of domestic assets and money
supply. Central bank uses to target private sector credit also to keep money supply and
inflation within a certain target. Therefore, while we talk about monetary transmission
process, we should not forget to study the relationship between private sector credit
and inflation which in turn guide the monetary policy measures to be taken by the
central bank.
In Nepal, Nepal Rastra Bank, the central bank of Nepal sets the inflation
indicator within a target level, though monetary policy regime is not inflation targeting
rather it is monetary aggregate targeting. In the recent days, empirical analysis on
private sector credit-price relationship has got greater attention, since there is a move
to assign the single objective to the central bank. Among the possible objectives of
monetary policy, price stability is the single most important objective. Nepal Rastra
Bank Act 2002 has also mentioned that NRB's main objective is price stability. Also,
the monetary policy has price stability objective. Assignment of price stability as the
single objective of monetary policy pivots on the empirical strength of private sector
credit-inflation relationship. In Nepal, inflation is mainly affected by supply side
factors, such as Indian inflation, exchange rate peg with India, exchange rate
depreciation, power shortage, uncertainty in government policies and syndicating.
Generally, it is said that the effect of demand side factor, i.e. money supply is quite
low. However, it cannot be ignored the fact that, excessive increase in bank lending to
unproductive sector, and resulting increase in money supply has, of course, some
pressure on inflation. Therefore, in analyzing the monetary transmission process, the
study of impact of bank lending on inflation should be analyzed properly.
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There are several studies that have been carried out on this topic in foreign
countries but in case of Nepal, there are not enough studies on this topic especially based
on recent panel data and method. Thus, this study acts as the basis for further investigation
in the area of bank lending and inflation in Nepal. This study attempts to identify whether
the bank lending affects inflation. Thus the main objective of this study is to assess the
effect of bank lending on inflation as well as to suggest ways of improving the bank
lending to achieve price stability in Nepal.

THEORETICAL FRAMEWORK
Bank lending has key role in promoting economic growth. However, there is a risk of
increasing inflation by irrational bank lending. On the one hand, excessive bank
lending to especially unproductive and speculative sector leads to the unnecessary
increase in money supply and inflation. On the other hand, very low and restrictive
bank lending leads to curtail in production and thus gives rises to increase in inflation.
The relationship between the quantity of money in circulation and the general
price level has long been established by the quantitative theory of money of Friedman
saying that the price increase comes from an increase in the money stock (Johnson,
2015). Money supply is affected by bank lending and thus bank lending is supposed
to affect inflation. In quantity theory of money of classical economists, economy is
always in full employment level and there is direct and reciprocal relationship between
money supply and price of goods and services. It means, increase in money supply
results in the increase in price level in the same ratio. Monetarists including Milton
Friedman opined that inflation is always and everywhere a monetary phenomenon.
Inflation occurs when there is too much money chasing too few goods. Keynesian
theory argues that economy is not in full employment level. Therefore, increase in
money supply leads to an increase in output and price also. Though there is relation
between the money supply and inflation but this is not direct and reciprocal.
The contractionary monetary policies affect investment in two ways: they
increase the real cost of bank lending; and, by increasing interest rates, they increase
the opportunity cost of retained earnings (Korkmaz, 2015). Both mechanisms raise the
user cost of capital and lead to a reduction in investment (Serven and Solimano,
1992).Credit restrictions do reduce effective supply in the real world (e.g. through
investment). And if these effects are bigger than the effects of tight credit on demand,
inflationary pressures will result (Blinder, 1987).

LITERATURE REVIEW
Review of literature on effect of bank lending on inflation is shown in table 1.

Table 1: Review of literature on effect of bank lending on inflation
Study
Major Findings
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Serven
and
Solimano (1992)
Antzoulatos
(1996)
and
Ludvigson (1999)

Credit restrictions raise the user cost of capital and lead to a
reduction in investment
An increase in bank lending to private sector is positively
related to an increase in consumption. There is a positive nexus
between inflation and bank credit to the private sector.

Bacchetta
and
Gerlach (1997)
Huang and Xu,
1999 and Corsetti
et al., (1999)
Debelle (2004)

Decline in credit extension appears to be negatively related to
the growth of consumption and thereby to inflation also.
Empirical study shows that excessive private sector credit may
result in inflation.

Yunus (2004)

Korkmaz (2015)

Uncontrolled bank credit to the private sector may give rise to
inflationary pressures which may weaken the effeciency of
monetary policy.
Using a VAR approach and Granger Causality Test, found in
her study that the private sector credit has no real effect on
economic growth but is inflationary.
The contractionary monetary policies affect investment in two
ways: they increase the real cost of bank lending; and, by
increasing interest rates, they increase the opportunity cost of
retained earnings

Most economists have consensus that monetary policy should be primarily concerned
with the pursuit of price stability (Mboweni, 2000, van der Merwe, 2004, Genberg,
2002, White, 2006). However, there is no similar opinion among the economists on
the appropriate and effective ways to achieve this objective. At the same time, a
number of countries have adopted inflation targeting as their monetary policy
objective. New Zealand was the first country to adopt inflation targeting in 1990 as
part of economic reforms following a period of poor economic performance (World
Bank, 2004).
Many studies on inflation targeting in various developed and developing
countries indicate that this regime has played a vital role in containing inflation and
stabilizing interest rates. Benefits of inflation targeting regimes are lower inflation
rates and lower inflation expectations; lower nominal interest rates as a result of the
lower inflation expectations; and credible monetary policy (Bernanke et al., 1999:
297). While previous studies have analyzed the impact of several macroeconomic
variables on inflation (Smal, 1998; Bernanke et al., 1999 and Goohoon et al., 2006),
the study on the impact of bank lending (private sector credit) on inflation has not
received adequate attention. Excessive private sector credit to unproductive sector is
a macroeconomic issue in the sense that it increases the economy’s vulnerability to
external financial pressures, where would deteriorate the terms of trade i.e. decline in
such as a fall in anticipated exports prices can impair the capacity of local firms to
service their debt. Debelle (2004) points out that uncontrolled bank credit to the private
30
Vol. 4. No. II

www.phdcentre.edu.np

sector may give rise to inflationary pressures that will undermine the effectiveness of
monetary policy. In the studies done for the UK, Nordic countries and the Netherlands,
Debelle (2004) has found that excessive private sector credit may result in inflation.
This argument is further supported by a number of economists (for example Huang
and Xu, 1999 and Corsetti et al., 1999). Studies by Antzoulatos (1996) and Ludvigson
(1999) on OECD countries show that an increase in bank lending to private sector is
positively related to an increase in consumption. These two studies provide evidence
that there is a positive relationship between inflation and bank credit to the private
sector. Their argument is further supported by Bacchetta and Gerlach (1997), who
found that decline in credit extension, appears to be negatively related to the growth
of consumption. Yunus (2004 ) using a VAR approach and Granger Causality Test,
found that the private sector credit has no real effect on economic growth but is
inflationary.

STRUCTURE AND PATTERN OF BANK LENDING AND
INFLATION IN NEPAL
Structure and pattern of bank lending
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. Table 2 shows the
structure and pattern of lending in sample banks.
Table 2 shows that lending varied widely from one bank to another. Table
shows that Rastriya Banijya Bank (RBB) has the highest average lending of Rs. 75774
million followed by Agricultural Development Bank Nepal (ADBN) (Rs. 72216
million), Nepal Investment Bank Limited (NIBL) (Rs. 67033 million), Nepal Arab
Bank Limited (NABIL) (Rs. 66996 million), Everest Bank Limited (EBL) (Rs. 54884
million), Nepal Bank Limited (NBL) (Rs. 53241 million), HBL (Rs. 53124 million),
Global Bank Limited (GBL) (Rs. 49321 million), Nepal Industrial and Commercial
Bank (NICB) (Rs. 42042 million),Nepal State Bank of India (NSBI) (Rs. 39667
million), Siddhartha Bank Limited (SBL) (Rs. 36382 million), Machhapuchhre Bank
Limited (MBL) (Rs. 33770 million), Prime Commercial Bank Limited (PCBL) (Rs.
33077 million), Bank of Kathmandu (BOK) (Rs. 31795 million), Laxmi Bank Limited
(LXBL) (Rs. 29414 million), Citizen Bank Limited (CBL) (Rs. 29095 million,
Standard Chartered Bank Nepal (SCBN) (Rs. 27986 million), Sunrise Bank Limited
(SNBL) (Rs. 27348 million), Kumari Bank Limited (KBL) (Rs. 27024 million), Nepal
Merchant Bank (NMB) (Rs. 26819 million), Nepal Bangladesh Bank Limited (NBBL)
(Rs. 25440 million), Nepal Commerce and Credit Bank (NCCB) (Rs. 21268 million),
Lumbini Bank Limited (LBL) (Rs. 17240 million) and Grand Bank Limited GRBL
(Rs. 9566 million). The average lending computed across the year is fluctuated widely
over a period of time. It increased from Rs. 4827 million in 1996/97 to Rs. 39605
million in 2015.
As per the Table 2, total lending varies widely within the individual banks also.
It increased from Rs. 14856 million in 1996 to Rs. 53241 million in 2015 for NBL,
from Rs. 18405 million in 1996 to Rs. 75774 million in 2015/16 for RBB, from Rs.
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4306 million to Rs. 66996 million for NABIL, from Rs. 1703 million to Rs. 67033
million for NIBL, from Rs. 3131 million to Rs. 27986 million for SCBNL, from Rs.
2891 million to Rs.53124 million for HBL, from Rs. 1177 million to Rs. 39667 million
for NSBI, from Rs. 676 million to Rs. 25440 million for NBBL, from Rs. 49 million
to Rs. 54884 million for EBL, from Rs. 1075 million to Rs. 31795 million for BOK.
Total lending increased from Rs. 297 million in 1997 to Rs. 21268 million in
2015 for NCC, from Rs. 472 million in 1999 to Rs. 17240 million in 2015 for LBL,
from Rs. 481 million in 1999 to Rs. 42042 million in 2015 for NIC, from Rs. 499
million in 2001 to Rs. 33770 million in 2015 for MPL, from Rs. 264 million in 2001
to Rs. 27024 million in 2015 for KBL, from Rs. 124 million in 2002 to Rs. 29414
million in 2015 for LXBL, from Rs. 629 million in 2003 to Rs. 36382 million in 2015
for SBL, from Rs. 34225 million in 2007 to Rs. 72216 million in 2015 for ADBN,
from Rs. 2597 million in 2007 to Rs. 49321 million in 2015 for GBL, from Rs. 2047
million in 2007 to Rs. 29095 million in 2015 for CBL and from Rs. 5154 million in
2008 to Rs. 33077 million in 2015 for PCBL. Similarly, the total lending of SNBL
increased from Rs. 4045 million to Rs. 27348 million during the period of 2008 and
2015, which increased from Rs. 3691 million to Rs. 9566 million for GRBL and from
Rs. 2010 million to Rs. 26819 million for NMB
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Table 2 : Structure and pattern of lending of commercial banks from year 1996 to 2015
(This table shows the total lending (in million Rs.) of 24 sample banks associated with 369 observations. The mean value measures the average
lending of individual sample banks and all sample banks for particular year and standard deviation measures the variability in lending.)
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Figure 1 indicates that total lending curve is in increasing trends until 2015. Moreover, average
assets has been increased from Rs. 4827 million in 1996/97 to Rs. 39605 billion in 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).
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Figure 1: Pattern of lending of commercial banks from year 1996 to 2015
Trend and pattern of macroeconomic variables (economic growth and inflation in Nepal)
As this study attempts to analyze the impact of bank lending on inflation in Nepal, it is necessary
to analyze the trend and pattern of inflation (Inf) during the study period. Table 3 shows economic
growth and inflation during the period of 1996 to 2015.
Table 3 shows that nominal GDP was Rs. 248913 million which increased to Rs. 2124650
million in 2015. The GDP growth was 12.7 percent in 1997, which stood at 9.4 percent in 2015.
Average GDP growth rate was 12 percent during the study period. With regard to inflation, it was
fluctuating in different years. Inflation rate was 8.1 percent in 1997 which remained 7.2 percent in
2015. The average inflation rate was 7.4 percent in the study period. Figure 2 shows the trend and
pattern of economic growth and inflation in Nepal during the review period.

Table 3: Economic growth and inflation in Nepal
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Figure 2: Relationship between bank lending and NGDP and inflation

RESEARCH METHODOLOGY
Research design
The study adopts causal-comparative research design in order to determine the effect of bank
lending on inflation. While constructing model, the dependent variable is inflation and the
independent variables are bank lending and interest rate.

Nature and sources of data
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This study is based on secondary data. Secondary data have been collected from commercial banks
for the period 1996-2015. 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 the selected commercial banks. 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 to
2015.

Method of analysis
The method of analysis employed in this study consists of estimating the econometric models, and
correlation analysis. The econometric models were used to examine the impact of bank lending on
inflation, while correlation analysis is used to establish the relationship between dependent and
independent variables used in the study.
Description of the sample for secondary data in the form of number of observations and selected
companies is presented in table 4.
Table 4: Selection of commercial banks, period of study and number of observations
S.N.
Name of banks
Study period
Observations
1
2
3

NBL
RBBL
NABIL

4
5
6
7
8
9
10
11
12
13
14
15
16

NIBL
SCBNL
HBL
NSBL
NBBL
EBL
BOKL
NCCBL
LBL
NICABL
MBL
KBL
LXBL

17
18
19
20
21
22
23

SBL
ADBNL
GBL
CBL
PCBL
SBL
GRBL

1996-2015
1996-2015

20

1996-2015
1996-2015
1996-2015
1996-2015
1996-2015
1996-2015
1996-2015
1996-2015

20
20
20
20
20
20
20
20
20

1997-2015
1997-2015
1998-2015
2000-2015
2000-2015
2001-2015

19
17
17
15
15
14

2002-2015
2007-2015
2007-2015
2007-2015
2008-2015
2008-2015
2008-2014

13
9

9
9
8

8
8
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24

NMBL
Total number of observations

2008-2015
Up to 2015

8
369

Source: Bank and Financial Statistics, Nepal Rastra Bank

Thus, the study is based on 369 observations.

Model
This study has estimated regression model to analyze the relationship between bank lending and
inflation. Hence bank lending is taken as the independent variable and inflation is the dependent
variable. From these independent and dependent variables, the following relationship is formulated.
It is assumed that inflation is dependent on bank lending It is represented as follows:
Inf = f (L) …………………………………………........ (i)
Which shows lending is the function of monetary actions.
Where;
L = Lending
Inf = Inflation
Model 1
In model 1, the impact of bank lending is tested on inflation (log of inflation) with the help of
regression estimates. The model is presented as:
ln inf = β 0 + β1ln lending + β 2IRit + e .......................... (ii)
where,
ln inf = log of inflation
ln lending = log of bank lending
IR = Interest Rate
Interest rate is taken as the control variable in the model.

Descriptive statistics
This study applied descriptive statistics associated with bank lending and inflation during the sample
period. The descriptive statistics such as mean, standard deviation minimum and maximum values
have been used to describe the characteristics of bank lending and inflation during the period of 1996
to 2015.

Correlation analysis
Correlation analysis has been basically adopted to identify the direction and magnitude of relationship
between bank lending and inflation in this study. This relationship has been explained by using Pearson
correlation coefficient. The value of correlation coefficient varies from -1 to1. The coefficient of
correlation of exactly -1 indicates perfect negative correlation. On the other hand, the correlation
coefficient of 1 indicates perfectly positive relation.

Regression analysis
Classical linear regression model has a number of assumptions. Important assumptions are the
significance of regression coefficients as well as overall significance. This study has employed tstatistic to conduct significance test of regression coefficients. A regression coefficient is said to be
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statistically significant if the critical P-value of test statistic is less than the level of significance
specified. In other words, the statistical significance of the coefficient validates the explanatory power
of associated independent variables. The levels of significance specified in this study are at 1 and 5
percent.
Moreover, it is necessary to test the joint hypothesis that all regression coefficients are
simultaneously significant. It is called the test of overall significance of the model. This can be done
by using adjusted coefficient of determination (Adj. R2) and F-statistic. The Adj. R2 has been used to
identify the percentage of total variation in dependent variable that has been explained jointly by all
explanatory variables. The statistical significance of this joint explanatory power has been conducted
by using F-statistics. The p-value of F-test has been examined to confirm whether the regression
models are significant at 1 and 5 percent level.

RESULTS
Descriptive statistics
The descriptive statistics of different variables selected under the study are shown in table 5.
Table 5: Descriptive statistics for the selected variables under the study
Variables
Lending (Rs in millions)
IR (percent)
Inflation (percent)

N
369
369
369

Descriptive statistics
Minimum
Maximum
49.0
75774.0
4.0
10.0
2.4
13.2

Mean
15994.10
5.83
7.73

Std. Deviation
14446.7
2.01
2.88

Table 5 shows descriptive statistics - mean, standard deviation, minimum and maximum values
variables associated with 24 sample banks for the period 1996 to 2015.
Total lending of sample banks ranged from Rs. 49 million to Rs. 75774 million having an average
of Rs. 15994.10 million. Likewise, IR has a minimum value of 4 percent and maximum value of
10 percent leading to the average of 5.83 percent. Inflation of Nepalese economy was 7.73 on
average with a minimum value of 2.4 and maximum value of 13.2 during the study period.

Correlation analysis
This section of the study presents the results and discussions of the correlation analysis. The
correlation analysis has been carried out to assess the direction and amplitude of the relationship
of bank lending, inflation rate and interest rate.
Having indicated the descriptive statistics, the Pearson correlation coefficients have been
computed and the results are presented in the table 6. The table shows that there is a positive
relation between bank lending and inflation where as there is a negative relationship between
inflation and interest rate. It indicates that higher the bank lending, higher would be the inflation.

Table 6: Pearson’s correlation matrix for the dependent and independent variables during
the period 1996 to 2015.
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This table reveals the Pearson correlation coefficients between different dependent and independent
variables [Lending, IR and inflation]. The correlation coefficients are based on the data from 369
observations for the period 1996 to 2015.
Variable
s

Lending

Lending

1

Inf

0.662**

IR

*

-0.117

Inf

IR

1
0.214*

1

*

Note:
**. Correlation is significant at the 0.01 level (2 tailed).
*. Correlation is significant at the 0.05 level (2-tailed).

Regression analysis
Regression results on the effect of bank lending on inflation is shown in table 7.
Table 7 : Regression of lending of commercial banks on Inflation (Inf)
The results are founded on panel data of 24 commercial banks with 369 observations for the period
of 1996 to 2015 by using linear regression model. Log inflation is the dependent variable while,
log of bank lending and interest rate are the independent variables. The model is: lninf = β 0 + β
1lnlending + β 2IR + error.
Models
1

Intercept
1.23
(24.92) **
2.32
(91.69) **
1.33
(22.73) **

2
3
Note:
1.
2.
3.

Regression Coefficients of
lninf
Lending
IR
0.24
(19.18) **
-0.03
(-6.16) **
0.23
--0.01
(17.76) **
(-3.10) **

Adj R2

SEE

F

DW

0.50

0.12

367.88

0.59

0.09

0.16

38.0

0.01

051

0.12

193.09

0.55

Figures in parentheses are t-values.
The asterisk (** ), (*) sign indicates that results are significant at 0.01 and 0.05 level of significance
respectively.
Dependent variable is log inflation (lninf)

Table 7 shows that bank lending has positive effect on inflation but interest rate has negative
impact on inflation because high bank lending leads to high increase in consumption which leads
to rise in price and high interest rate leads to low consumption which leads to a decline in price.
Both of these findings and expected signs are consistent with theory. These findings are consistent
with the findings of Antzoulatos (1996), Bacchetta and Gerlach (1997), Ludvigson (1999), Huang
and Xu (1999) and Corsetti et al. (1999), Debelle (2004) and Yunus (2004).
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CONCLUSIONS
Lending is one of the major functions of banking institution. Through this work, banks affect the
stability in the economy. An excessive growth in credit can impact the price stability as well as
stability of the financial system by increasing prudential risks at the micro and macro levels (Igan
and Pinheiro, 2011). In analyzing the monetary transmission process, the study of impact of bank
lending on inflation should be analyzed properly.
There are several studies that have been carried out on this topic in foreign countries but in
case of Nepal there are not enough studies on this topic especially based on recent panel data and
method. Thus, this study acts as the basis for further investigation in the area of bank lending and
inflation in Nepal. This study attempts to identify whether the bank lending affects inflation. Thus
the main objective of this study is to assess the effects of bank lending on inflation as well as to
suggest ways of improving the bank lending to achieve price stability in Nepal.
Major conclusion of this study is that there is positive impact of bank lending on inflation
in Nepal. However interest rate has negative impact on inflation. Therefore it can be recommended
that central bank willing to contain inflation should curtail excessive bank lending on unproductive
and speculative sector.
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