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Abstract 
This study has two major purposes. First, Pakistani banking institutions 

are evaluated by the exchange rate, market risk, and interest rate sensitivities. 

Secondly, it is also based on the accounting based financial ratios as well as a 
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market measure of risk. This study is also related to the Japanese banking 

intuitions study which has been written by Elyasiani and Mansur (2005). In that 

study, the same variable was discussed as in this study. Here the whole 

literature has been discussed in two important ways. First, we employ Ordinary 

Least Square (OLS) to estimate the coefficient of the market; exchange and 

interest rate for a permit of time-varying threat, the OLS model, incorporate 

non-linearity in bank stock return model. Secondly, the elements of the 

exchange rate, market risk and interest rate in term of bank financial ratio are 

evaluated. At the end of the second step, this study is regressed by coefficients 

measures resulting from the OLS model in contradiction of the company result 

variables to regulate the way and degree of the influence of final on the 

exchange rate, market risk, and interest rate risk exposure. Numerous curious 

outcomes are obtained. First, pragmatic results designate that market variable 

are significant while the exchange rate rarely significant and interest rate non-

significant for all banks. Which are included in this study? Second, exchange 

rate, market risk, and interest rate risk measure confiscate information in 

economic ratio with the descriptive power of the market beta model being 

higher than the exchange rate and interest rate coefficient model.  

Keywords: Market risk, Exchange rate, Interest rate, accounting ratios.  

 

Introduction  

Commercial banks, savings through branch banking network to help 

mobilize. Low-income people in developing countries, but banks to suit the 

needs of individual depositors deposit by introducing a variety of projects to 
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induce them to save. They also mobilize savings few idle rich by mobilizing 

saving, leaving them in productive investment banks. Thus they help in the 

developing country's capital formation. Commercial banks finance in some 

ways to the industrial sector. Banks provide to industry short-term, mid-term 

and long-term loans.  

Commercial banks in Pakistan provide short-term and medium-term 

financing to small enterprises to start the business. Moreover, large-scale 

industries insured shares and debentures. Thus they not only provide finance 

for the industry in countries such as under-develop help in the development of 

the capital market. Commercial banks involve in both internal and external 

commercial financing. Banks recover their goods to the stock of credit to 

retailers and wholesalers. They also issue drafts, such as discounts to all types of 

facilities and to accept bills of exchange, overdraft facilities by providing 

support to the movement of goods from one place, etc. Moreover, the importers 

and exporters of goods export and foreign currency facilities to finance imports 

of developing countries. Commercial banks faithfully following the central 

bank's monetary policy of the country's economic growth. The central bank 

needs of a developing economy, in keeping with the management of monetary 

policy, depending on the success of the commercial banks. 

History  

During the 20th century, a number development took place that would lead to 

Islamic Banking Model where banking business avoids the interest and would 

still operate for profit. Banks are divided into two major forms: central bank and 

commercial banks. Both forms of bank control the whole circulation of money in 
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a country. We work on commercial banks in Pakistan, so now the history of 

Pakistani commercial bank must be explained. Banking system established in 

Pakistan after the partition of 1947. State bank controls the regulatory work by 

commercial banks and commercial banks directly related to the public. With the 

strong support of State bank Habib bank established in 1947 under quasi-

government ownership and by 195 branches of bank help out state bank to keep 

financial stability so trade and commerce could increase in the newly created 

state. Then National bank, Habib Bank and Allied bank were started operation 

in newly Islamic republic Pakistan. Commercial banks work favorably until 

1974 in Pakistan. Under nationalization policy implement by Zulfiqar Ali 

Bhutto’s government, thirteen banks were nationalized and merged in six 

banks. SBP works as a regulator of commercial banks. During 1980 to1990 

financial sector’s services limited to the large corporation business, the 

government, and politicians. Board of director and CEO’s were not separately 

selected, many billions of rupees were shown as “bad loans” unsurprisingly. In 

1990 to1997 the major part of banks privatized almost 23 banks established in 

which ten banks were domestically licensed. A sense of hard competition 

occurred among 21 domestic and27 foreign banks; particularly administrated 

interest rates were smooth. Bank-wise credit ceilings removed a system 

auctioning government securities came into being. He compels the government 

to borrow at market determined rates. Period of 1997 to 2006 the amendment 

occur in banking companies ordinance(1962) the state bank of Pakistan 

act(1956), the improved prudential framework set up in 1989. They sense of 

liberalization increased, by 2010 there were worked 5 public commercial banks, 
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25 domestic private banks, six foreign banks, and 4 specialized banks worked. 

There are almost 9348 branches spread throughout the country. They facilitate 

28 million account holders .central bank school is neutrally implemented 

regulatory in all commercial banks. However, unless the central bank remains 

autonomous and continues to err on the side of causation, liberalization may 

quickly become a bitter pill to swallow (difficult).  

4Objectives of the study  

To review the sensitivities of interest rate, exchange rate and market risk of bank 

Review of Literature  

Result declared that the alikeness between the specification of Accounting-

based even-study methods and market-based methods. If the increase in the 

modifications of the event-day abnormal returns is not taken into account 

methods based on instrumental variables and the market-based method may be 

Miss-specified. The information related that share prices significantly influenced 

by the total earning in all four banking sectors studied, all of which have 

satisfactorily liberalized capital market. This research concluded that the 

mainstream findings that the disclosures of total earnings are significant price 

related information also for banks verified by our study. In (1999) Razzak 

declared that varied relationship between nominal exchange rates and nominal 

interest rates. In this study Re- checks important and often disputed theoretical 

and empirical issues. This research is basically focused on issues such as the 

choice of interest rate in the exchange rate determination model correlations, 

unit roots, common cycle and stability using monthly data from 1980 to 1997 for 

exchange rate between the U.S dollar and the following currencies British 
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pound (GBP) Japanese yen (YEN) and the Canadian dollar (CAD). These studies 

recheck some unsettled theoretical and empirical issues in respect to the 

relationship between the nominal exchange rate and interest rate variations. 

These studies also provide a model for the behavior of exchange rate and 

interest rate in the long run, where interest rate determined in the bond market. 

The model forecast those differential appreciations the home currency due to 

growth in the interest rate. In this study model for the U.S dollar against the 

British pounds, Japanese yen, and Canadian dollar, first two pairs of exchange 

rates –for which purchasing power parity seems to disclose a strong relationship 

with interest rate variations. 

Popper et al. (1997) describe the impact of foreign exchange exposure on 

US and Japanese banking firms. This study provides more significant findings 

that the stock return of a significant fraction of the US companies and few of 

Japanese also move with the exchange rate. If we examine more closely, then we 

come to know that the sensitivity of the US firms by relating the US estimates 

cross-sectional to accounting-based measures of currency risk. In this article 

mainly focus on the significance of a comprehensive view of the firm in 

evaluating its foreign exchange exposure. For instance, J B Hirtle (1997) Balance 

sheet activities and influence of specific features control for the bank, bank 

holding companies (BHCs), the interest rate sensitivity of common stock by the 

derivatives role in solving finds. Creating researchers banks, interest rates in 

recent years affected by exposure suggest that the derivatives. 

At the start of the sample year, no significant relationship observed 

between derivatives and interest rate risk exposure. The interrelation between 
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these two factors declared by two plausible interpretations, One interpretation 

argued that derivatives tend to enhance interest rate risk exposure for the 

typical BHCs in the sample and another explanation is that derivative may be 

used partially (in parts) offset high-interest rate risk exposure to moving 

upward from other activities.  

Moreover, then Tai (2000) describes that not only conditional although 

unconditional framework has an impact on developing and estimating a 

multifactor model of checking the starring role of the market, interest rate, and 

exchange rate risk in pricing sample of the US commercial bank stocks. For the 

checking of the relationship among these factors, three-factor methods are used. 

According to NLSUR via GMM the interest rate risk is an un-conditional 

determinant. Results of this study are that interest rate risk premium is found to 

be the most important one in explaining the forces at work of the US bank 

portfolio return, among three time-varying risk premia. Some previous articles 

have examined the impact of different factors on Pakistani banking sectors. For 

instance, Santomero (2001)’s proofs conduct that significantly declining in the 

US banking sectors in the traditional banking business managing of Accepting 

deposits and Making loans. A small flexible twig has been directly held assets to 

the pension fund and mutual fund. Through revolutionizing and switching 

from their traditional business to fee producing activities, banks have stabled 

their position related to GDP. Investors are awaked that the more risk in 

investing in US and UK than that of Japan, France and Germany. Argued that 

these latter intermediaries countries can be managed risk by holding liquid 

reserves and inter-temporally leveling, for the hindrance of risk management 
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the UK and US financial market use the derivatives and other similar techniques 

for accomplishing their competition. Muhammad & Rasheed (2002) Employee 

for the long-run and short-run monthly data based on the period from January 

1994 to December 2000. This paper is related to the data of four South Asian 

countries which explained the relationship between stock prices and exchange 

rates applied and co-integration, error correction modeling approach revealed 

that the tested and the standard Granger crash tests between stock prices and 

exchange rates long run and a short run to check the association. 

Conclusion 

The main strength of this study Pakistani banking institutions market risk, 

exchange rate and interest rate coefficients of the balance sheet, income 

statement and off-balance sheet positions is to investigate whether the 

information seized. Huge literature available on this topic much research work 

on it found that market risk is positive and exchange rate interest rate found no 

impact on bank stock return. The basic purpose of this study is to check the 

relationship between macroeconomic variables (like market risk, exchange rate, 

interest rate, and accounting variable) and stock return even though the stock 

return affected by market risk, interest rate, and foreign exchange rate. This 

study provides a guideline to investors, potential investors for investors and 

stakeholders to purchase share and researchers for further study. When the 

variations occurred in market risk, interest rate and foreign exchange rate than 

how the stock returns affected? Researcher and students also get conferring 

benefits for studying the previous impact and work for the next.     
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