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Chapter-1 

  INTRODUCTION 

 

 Concept Significance : 

Changes in interest rates affect returns from fixed-income investment avenues are obvious. Equally, changes in 

interest rates have profound impact on the direction of the stock market. In fact, interest rate is a key driver of 

the stock market.  

Unfortunately, many individual investors miss the many signals that the debt market offers the more astute 

investor. These signals can present opportunities — or serve as warnings — in a wide variety of personal 

financial matters, ranging from home loans, credit cards, personal and car loans to investing in the stock market, 

and, of course, fixed income investments.  

The Indian debt market comprises broadly of government securities (G-Secs) and bonds – PSU Bonds, bonds 

issued by financial institutions such as ICICI and IDBI, and corporate bonds and debentures, with G-Secs being 

the most dominant. Unlike in developed countries such as the US where the debt markets are significantly larger 

than the stock market, in India the situation is the reverse. The reason: interest rates in India were till recently 

strictly regulated and the number of players in the debt market relatively few. The de-regulation of interest 

rates, however, is now changing all that. A freer interest rate regime, with frequent changes in interest rates, 

obviously leads to fluctuation in the returns from fixed income instruments. Indian investors have of late 

discovered this to their dismay as the lowering of interest rates offered on ever-green instruments such as PPF, 

NSCs, bank deposits has eaten into their income returns.  
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In the present study it is attempt to co-relate the effect of rate of interest on movement of share price, and as a 

whole on stock market. 

 

 Background: 

     In prospects of overall economy, share market makes it possible for the economy to ensure long term 

commitments in real capital. 

     For that reason, level of efficiency measurement of the stock market is very important to investors, policy 

makers and other major players, who ensure long-term real capital in an economy. A mature of the stock market 

efficiency level is perceived across the globe as a barometer of the economic health and prospect of a country 

as well as a register of the confidence of domestic and global investors. Interest rate is one of the important 

macroeconomic variables, which is directly related to economic growth. Generally, interest rate is considered 

as the cost of capital, means the price paid for the use of money for a period of time. From the point of view of 

a borrower, interest rate is the cost of borrowing money (borrowing rate). From a lender’s point of view, interest 

rate is the fee charged for lending money (lending rate).Good investors always look for investing in an efficient 

market. In an inefficient market few people are able to generate extra ordinary profit causes of confidence losses 

of general people about the market. In such cases, if the rate of interest paid by banks to depositors increases, 

people switch their capital from share market to bank. This will lead to decrease the demand of share and to 

decrease the price of share and vice versa. On the other way, when rate of interest paid by banks to depositors 

increases, the lending interest rate also increases lead to decrease the investments in the economy. 

 Relationship between Stock Price and Rate of Interest: 

Overview In the days when interest rate changes were announced without warning, you could see some of the most 

dramatic share prices movements of the year immediately following them as the markets responded to the new interest 

rate environment. Now that changes in the official interest rate are generally anticipated / leaked in advance of an 

announcement, movements on the stock market are generally much more measured. Although the pace of the adjustment 

may have changed the magnitude of the changes has not. So why do interest rates have such a big impact on the stock 

market? There are several reasons why the inverse relationship between interest rates and stock prices holds; lower rates 

typically mean higher stock prices and vice versa. The three main reasons are associated with the impact rates have on; 

macroeconomic conditions, the attractiveness of equity as an asset class and the cost of transacting. Macroeconomic 

conditions Low interest rates are good for business, it makes it cheaper to borrow funds, invest in new projects and expand 

supply. Low interest rates also increases consumption as debt finance becomes more palatable for the consumer. It can 

also increase people’s disposable income as existing interest payments, particularly on floating rate loans are reduced. 

Because of the positive impact that low interest rates have on business investment and private consumption a reduction 

in interest rates typically increases revenue expectations for most businesses. Assuming a relatively benign inflationary 

environment, this increases expected earnings, pushing up company valuations and stock prices. Naturally an increase in 

rates has the opposite effect by making investment and consumption less attractive, therefore reducing corporate earnings 

expectations and pushing stock prices downwards. 
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Asset attractiveness:  An increase in interest rates also makes equity relatively less attractive as an asset class because 

the risk-free return available elsewhere increase. As interest rates go up, bank deposit rates rise and new issues of 

government securities are made at a higher premium rate. This means that investors can get a higher rate of return without 

taking any risks by putting money into government debt or bank deposits an increase in the risk-free rate of return means 

that the risk premium associated with investing in the stock market, the reward for taking the extra risk of buying equity, 

declines. As the relative reward for investing in stocks falls, investors move money out of the stock market and into bank 

deposits and government bonds, pushing down the price of shares. Similarly as interest rates fall, the risk premium for 

stocks goes up and new money moves into the market from lower risk (fixed income) investments, pushing up prices.  

Cost of transacting:  Much of the volume in the markets these days, whether retail or institutional, is made ‘on margin’. 

This means that initially the investor only has to put up a fraction of the funds needed to buy shares and the remaining 

funds are loaned by the broker on a short term basis. An increase in interest rates increases the cost of margin trading. As 

the cost of trading increases, marginal profit opportunities begin to look less attractive and as a result demand volume is 

reduced and the price of shares falls. Conversely a reduction in benchmark interest rates makes margin trading more 

affordable, increases the number of buyers in the market and pushes up stock prices. 

 Literature Review: 

The findings from the empirical testing of the efficient market hypothesis (i.e., random walk) with stock 

prices have been mixed. Early studies by Fama (1965), Samuelson (1965), and Working (1960) could not reject 

a random walk. Shiller (1989) indicated that there are reasons that the random-walk behaviour of stock prices 

should hold, and there is plenty of evidence suggesting that stock prices do follow a random walk. An early 

rejection of a random walk was found by Niederhoffer& Osborne (1966). Poterba& Summers (1988) argued 

that there is little theoretical basis for strong attachment to the null hypothesis that stock prices follow a random 

walk. Lo &MacKinlay (1988) investigated the sampling distributions of variance ratios over different sampling 

intervals and found that stock returns do not follow a random walk. Claessens (1995) in a world bank study 

reported significant serial correlation in equity returns from 19 emerging markets and suggested that stock 

prices in emerging markets violates weak form EMH. Poshakwale (1996) found the evidence of non-

randomness stock price behavior and the market inefficiency (not weak-form efficient) on the Indian market. 

Khababa (1998) has examined the behavior of stock price in the Saudi Financial market seeking evidence that 

for weak-form efficiency and found that the market was not weak-form efficient. He explained that the 

inefficiency might be due to delay in operations and high transaction cost, thinness of trading and illiquidity in 

the market. While working on Johannesburg Stock Exchange (JSE), Jammine and Hawkins (1974), Hadassin 

(1976) and Du Toit (1986) reject week-form efficiency, but Affleck-Graves and Money (1975), Gilbertson and 

Roux (1977, 1978) found week-form efficiency; Knight and Afflect-Graves (1983) rejected semi-strong form 

efficiency but Knight, Afflect-Graves and Hamman (1985) showed semi-strong form efficiency; Gilbertson 

(1976) found evidence supporting strong-form efficiency, but Knight and Firer (1989) rejected the strong-form 

efficiency. Given the mixed evidence on efficiency of JSE, Thompson and Ward (1995) showed that there are 

some share price dependencies but too small to profitably exploited and concluded that JSE is “operationally 

efficient” that means only a small group of investors are able to outperform the market. 
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  Although some studies (Balaban 1995, Urrutia 1995, Grieb& Reyes 1999, Kawakatsu& Morey 1999) 

support non randomness of emerging markets’ stock prices, some other studies related to these same markets 

(Butler &Malaikah, 1992, and Panas, 1990) do not. Harvey (1993) stated that stock returns of emerging 

countries are highly predictable and have low correlation with stock returns of developed countries. He 

concluded that emerging markets are less efficient than developed markets and that higher return and low risk 

can be obtained by incorporating emerging market stocks in investors’ portfolios. The relationship between 

stock prices and interest rates has received considerable attention in the literature. Fama (1981) argues that 

expected inflation is negatively correlated with anticipated real activity, which in turn is positively related to 

returns on the stock market. Therefore, stock market returns should be negatively correlated with expected 

inflation, which is often proxied by the short-term interest rate. On the other hand, the influence of the long-

term interest rate on stock prices stems directly from the present value model through the influence of the long-

term interest rate on the discount rate. Rather than using either short-term or long-term interest rates, Campbell 

(1987) analyzed the relationship between the yield spread and stock market returns. He argues that the same 

variables that have been used to predict excess returns in the term structure also predicts excess stock returns, 

deducing that a simultaneous analysis of the returns on bills, bonds and stock should be beneficial. His results 

support the effectiveness of the term structure of interest rates in predicting excess returns on the US stock 

market. Kaul (1990) studied the relationship between expected inflation and the stock market, which, according 

to the proxy hypothesis of Fama (1981) should be negatively related since expected inflation is negatively 

correlated with anticipated real activity, which in turn is positively related to returns on the stock market. Instead 

of using the short-term interest rate as a proxy for expected inflation, Kaul (1990) explicitly models the 

relationship between expected inflation and stock market returns. Zhou (1996) also studied the relationship 

between interest rates and stock prices using regression analysis. He found that interest rates have an important 

impact on stock returns, especially on long horizons, but the hypothesis that expected stock returns move one-

for-one with ex ante interest rates is rejected. In addition, his results show that long-term interest rate explain a 

major part of the variation in price-dividend ratios and suggests that the high volatility of the stock market is 

related to the high volatility of long-term bond yields and may be accounted for by changing forecasts of 

discount rates. 

  Lee (1997) used three-year rolling regressions to analyze the relationship between the stock market and 

the short-term interest rate. He tried to forecast excess returns (i.e. the differential between stock market returns 

and the risk-free short-run interest rate) on the Standard and Poor 500 index with the short-term interest rate, 

but found that the relationship is not stable over time. It gradually changes from a significantly negative to no 

relationship, or even a positive although insignificant relationship. Jefferis and Okeahalam (2000) worked on 

South Africa, Botswana and Zimbabwe stock market, where higher interest rates are hypothesized to depress 

stock prices through the substitution effect (interest-bearing assets become more attractive relative to shares), 

an increase in the discount rate (and hence a reduced present value of future expected returns), or a depressing 

effect on investment and hence on expected future profits. Harasty and Roulet (2000) worked on 17 developed 

countries and showed that stock prices are cointegrated with earnings (a proxy for dividends) and the longterm 

interest rate in each country (except the Italian market for which the short-term interest rate was used). Spyrou 

(2001) also studied the relationship between inflation and stock returns but for the emerging economy of 
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Greece. Consistent with Kaul’s results, Spyrou (2001) found that inflation and stock returns are negatively 

related, but only up to 1995 after which the relationship became insignificant. 

 

Arango (2002) found that some evidence of the nonlinear and inverse relationship between the share 

prices on the Bogota stock market and the interest rate as measured by the inter bank loan interest rate, which 

is to some extent affected by monetary policy. The model captures the stylized fact on this market of high 

dependence of returns in short periods. These findings do not support any efficiency on the main stock market 

in Colombia. Hsing (2004) adopts a structural VAR model that allows for the simultaneous determination of 

several endogenous variables such as, output, real interest rate, exchange rate, the stock market index and found 

that there is an inverse relationship between stock prices and interest rate. Zordan (2005) said that historical 

evidence illustrates that stock prices and interest rates are inversely correlated, with cycle’s observable well 

back into the 1880’s; more relevant to the period subsequent to World War II. From the late 1940’s to the mid 

1960’s, inflation was low, and interest rates were both low and stable. Stocks did well during this period, both 

in nominal and real terms. The inverse relationship between interest-sensitive asset classes like stocks, bonds, 

and real estate and commodity prices has been known through history. That relationship can be observed in the 

1877 to 1906 cycle, the 1906 to 1920 cycle, the 1920 to 1929 cycle, the 1929 to 1949 cycle, and the 1949 to 

1966 cycle. Uddin and Alam (2007) examines the linear relationship between share price and interest rate, share 

price and changes of interest rate, changes of share price and interest rate, and changes of share price and 

changes of interest rate on Dhaka Stock Exchange (DSE). For all of the cases, included and excluded outlier, it 

was found that Interest Rate has significant negative relationship with Share Price and Changes of Interest Rate 

has significant negative relationship with Changes of Share Price. As different study shows mixed results, this 

study will test the random walk model and check the effects of Share Price on Interest Rate and Changes of 

Share Prices on Changes of Interest Rate, both in time series and panel approach, for fifteen developed and 

developing countries. 

 

 Objective of the Study: 

One may expect a positive relationship between Stock price & the rate of Interest. But numerous studies 

have showed that common Stock price is negatively correlated with interest, the value of stock decreases as 

interest rises. 

The study would be helpful to all investors, speculators, brokers, dealers etc. as the interest can also be 

considered as one of the factors, which affect the stock prices. 

 Relationship between Stock Price and Rate of Interest in short run as well as Long run. 

 Nature of movement of U.S. Treasury bond in long run. 

 Significance of Rate of interest. 

 Rate of interest on Government securities, Prime Lending Rate and CRR. 

 

 Research Methodology : 
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Problem Statement : 

There are various studies, which have been done to examine the relationship between interest rate & stock price 

by taking various statistical models and various indices. This study explores the evidence of relationship 

between interest rate & stock price. 

Study Design : 

Study Type: The study type is analytical quantitative and historical. 

Study Population: Population is the indices of Dow Jones (an indicator of stock market prices based on the 

share values of 30 blue-chip stocks listed on the New York Stock Exchange.) Price earning, rate of interest on 

10 year U.S. Treasury bond. PLR, CRR of Indian Economy & Stock Index of 3o stocks of Bombay Stock 

Exchange (BSE). 

 

Sample 

10 years data of Dow Jones Industrial Average and 10 year U.S. Treasury Bond and closing value of BSE Sensex for 

two months of 2007. 

 

 CRR relates to schedule Commercial Banks. 

 PLR relates to five major banks. 

 Data cover 90%-95% of total transactions reported by participants. 

 Sensex taken in nearest zero. 

 Average PLR & CRR = factor which directly dictates rate of interest. 

 

Period of the study 

For long term analysis – 9 years from  2011to 2020. 

For short term analysis –  3 months from  February to  April 2021 

Data Source 

 Google.com 

 BSE India.com 

 RBI.org.in 

 About-com 

 Observations and notes .bloyspot.com 

 Investing.com   

Statistical methods & models used 

Correlation coefficient, graphs, scatter diagram are used 

Samples 

 Dow Jones Industrial Average:  

The Dow Jones Industrial Average also called the Industrial Average, the Dow Jones, the Dow 

30, or simply the Dow, is a stock market index, and one of several indices created by Wall Street 

Journal editor and Dow Jones & Company co-founder Charles Dow. It was founded on May 26, 
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1896, and is now owned by Dow Jones Indexes, which has its majority owned by the CME Group. 

The average is named after Dow and one of his business associates, statistician Edward Jones. It is 

an index that shows how 30 large publicly owned companies based in the United States have traded 

during a standard trading session in the stock market.[1] It is the second oldest U.S. market index 

after the Dow Jones Transportation Average, which was also created by Dow. 

The Industrial portion of the name is largely historical, as many of the modern 30 components have 

little or nothing to do with traditional heavy industry. The average is price-weighted, and to 

compensate for the effects of stock splits and other adjustments, it is currently a scaled average. 

The value of the Dow is not the actual average of the prices of its component stocks, but rather the 

sum of the component prices divided by a divisor, which changes whenever one of the component 

stocks has a stock split or stock dividend, so as to generate a consistent value for the index. 

         Along with the NASDAQ Composite, the S&P 500 Index, and the Russell 2000 Index, the 

Dow is among the most closely watched U.S. benchmark indices tracking targeted stock market 

activity. Although Dow compiled the index to gauge the performance of the industrial sector within 

the American economy, the index's performance continues to be influenced by not only corporate 

and economic reports, but also by domestic and foreign political events such as war and terrorism, 

as well as by natural disasters that could potentially lead to economic harm. Components of the 

Dow trade on both the NASDAQ OMX and the NYSE Euro next, two of the largest stock market 

companies. Derivatives of the Dow trade on the Chicago Board Options Exchange and through the 

CME Group, the world's largest futures exchange company, which owns 90% of the indexing 

business founded by Dow Jones, including the Industrial Average. 

 

 10 years U.S. Treasury Bond: 

These notes and bonds are sold by the U.S. Treasury Department to pay for the U.S. debt. T. Notes 

are issued in terms of   2, 3, 5 and 10 years, while T. Bonds are issued in terms of 30 years. Treasury 

bills are issued in terms of one year or less. The most popular Treasury product is the 10 year note. 

 

Significance of Treasury Notes and Bonds yields: 

Treasury note and bond yield are common terms used to describe the total amount of money one 

can make on U.S. Treasury note or bond. 

        T. Notes and bonds are sold at auction by Treasury Department, which sets a fixed face value 

and interest rate. If there is a lot of demand for the note or bond, it will go to the highest bidder at 

a price above the face value. This decreases the yield because the government will only pay back 

the face value plus stated interest rate. If on the other hand, there is not a lot of demand, then the 

bidders will pay less than the face value, which will increase the yield. That is why yields always 

move in the opposite direction of  Treasury bond prices. 
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How Treasury yields affects the Economy: 

As Treasury note and bond yields increase, so do the interest rates on fixed-rate mortgages. This 

makes it more expensive to buy a home, so demand for home decrease, and therefore, so do the 

prices of homes. This, then, has a negative impact on the economy and can slow GDP growth. As 

a whole it will negatively affect stock market as well. 

 

 BSE Sensex : 

SENSEX, first compiled in 1986, was calculated on a 'Market Capitalization-Weighted' methodology of 30 

component stocks representing large, well-established and financially sound companies across key sectors. 

The base year of SENSEX was taken as 1978-79. SENSEX today is widely reported in both domestic and 

international markets through print as well as electronic media. It is scientifically designed and is based on 

globally accepted construction and review methodology. Since September 1, 2003, SENSEX is being 

calculated on a free-float market capitalization methodology. The 'free-float market capitalization-weighted' 

methodology is a widely followed index construction methodology on which majority of global equity 

indices are based; all major index providers like MSCI, FTSE, STOXX, S&P and Dow Jones use the free-

float methodology. 

Of the 23 stock exchange in the India, Mumbai’s (earlier known as Bombay), Bombay Stock Exchange is 

the largest, with over 6000 stock listed. The BSE accounts for over two thirds of the total trading volume in 

the country. Established in 1875, the exchange is also the oldest in Asia. Among the twenty-two Stock 

Exchanges recognized by the Government of India under the Securities Contracts (Regulation) Act, 1956, it 

was the first one to be recognized. 

 Sensex is a basket of 30 constituent stocks representing a sample of large, liquid and representative 

companies. The base year of Sensex is 2004-05 and the base value is 100. The index is widely reported in 

both domestic and international markets through as well as electronic media. 
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Methods of Analysis 

 

 

 

 

 

 

 

 

 

Chapter Planning 

The following chapters are presented in a systematic manner to represents the whole study. 

        The 1st chapter of this project is  

Chapter 1: Introduction 

This chapter is defined as  

 Concept Significance 

 Literature Review 

 Objective of the study 

 Research Methodology 

     Chapter 2: Conceptual Framework 

 This chapter is defined as 

 What is Interest? 

 Prime Lending Rate (PLR) 

 Cash Reserve Ratio (CRR) 

             Chapter 3: Presentation of Data Analysis & Findings 

 This chapter is defined as 

 Dow Jones Industrial Average & Graph 

 10 years U.S. Treasury bond & Graph 

 In Long Run  -Statistical tools used to correlate Dow Jones Industrial Average & 10 

years U.S. Treasury bond and also Graph. 

  Research Problem: Relationship between Rate of Interest& Stock price 

        Secondary data Exploratory Research: Case study of relationship  

                            Between Sensex and CRR*PLR Avg. 

   Interpretation 

     Conclusion 
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 In Short Run  -CRR & Graph 

                       -PLR & Graph 

                       -BSE Sensex and CRR*Avg. PLR graph 

                       -Scatter Diagram. 

Chapter 4: Conclusion 

Chapter 5: Bibliography 

Limitation of the Study 

 The result may not give accurate picture as there could be many other macro factors other than 

rate of interest which affects the stock returns at the same periods. 

 The study is limited only two index. 

 

Chapter:2 

Theoretical Framework 

 What is the relation between bank interest rates and share market? How and why bank interest 

rates affect? 

 

The impact of interest rates on our personal finances extends well beyond our debts. Interest rates affect our 

equity portfolio, too. There is plenty of evidence. Indeed, in history to prove that interest rates can have a 

profound impact on the stock market. As a result, the stock market watches the bond market like a hawk. Stock 

market professionals respond predictably to the RBI’s periodic raising or lowering, of interest rates.  

 

By gaining a better understanding of the debt market, you can recognize the potential risks and opportunities 

that movements of the debt market present for equity investment. A clear grasp of the goings-on in the debt 

market will help you understand how it affects the stock market and refine our investment decision-making 

process.  

 

There are basically six ways in which changes in interest rates affect the stock market investor:  

1. Changes in interest rates directly affect corporate profits. Companies need to borrow funds to finance 

expansion programmers, meet working capital requirements, purchase equipment and maintain inventories of 

raw materials and finished goods. Low interest rates lower the cost of money and increase the profit margins 

of companies. Since share prices are directly linked to corporate profits, the lowering of interest rates always 

has a bullish effect on the stock market.  

2. Changes in interest rates affect the general demand for goods and services in the economy. When interest 

rates are lowered, people tend to spend more and save less. When interest rates are raised the reverse happens. 
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Increased consumer spending as a consequence of lower interest rates leads to an expansion in the demand for 

the goods and services provided by the corporate sector.  

3. Changes in interest rates have a direct effect on the sales of automobiles, commercial vehicles, two-wheelers, 

tractors, agricultural equipment, consumer durables (television sets, washing machines and kitchen appliances) 

and increasingly housing since the demand for these products is significantly dependent on borrowed funds. 

Lower interest rates also spur to construction activity through a reduction in the cost of housing finance. 

Therefore, falling interest rates are good for automobile, two-wheeler, tractors, farm equipment, cement, 

construction, and steel, consumer durable and housing finance companies.  

 

4. Changes in interest rates also alter the relative attractiveness of competing financial assets like shares, bonds, 

and other fixed-interest investments. Lower interest rates generally tend to cause a shift of investible funds from 

bonds, bank and company deposits to equity shares and vice versa.  

 

5. Changes in interest rates affect the way companies finance their operations. During a high-interest-rate 

regime, companies prefer to raise funds through issue of equity shares rather than through bonds and high-cost 

bank loans. When interest rates fall, bank loans become a cheaper source of finance than equity, and companies 

prefer to borrow money from banks and raise their debt-equity ratios. In short, lower interest rates are bad for 

the primary market and good for the secondary markets.  

 

6. Lower interest rates also reduce the cost of borrowing money for the purchase of shares. This is another way 

in which the lowering of interest rates has a bullish effect on the stock markets.  

 

In sum, a lowering of interest rates generally lifts the stock market. Conversely stock market tends to slip as 

interest rates rise. This is not to say that this happens in perfect co-ordination. It takes time for changes in 

interest rates to work their way through the markets in the manner described above. For an alert investor, though, 

changes in interest rates offer pointers to switch from debt investments to the equity market when interest rates 

fall and vice versa. 

 

 What is interest? 

  Economists’ view: Interest has been most controversial in the theory of distribution. There is difference in 

opinion regarding the nature and behavior of interest and how it is determined among the economists. But to 

start our discussions we can explain it as, interest is the factor payment made for the services of capital as a 

factor of payment. Interest, therefore, may be defined as price paid or payment made for the use of money 

capital. In a monetary economy it may be regarded as the price which has o be paid for the funds which are 

required to purchase capital equipment. Loans are demanded, however, for purposes other than the purchase of 

capital asset and it would be more realistic to describe interest as a payment for the use of money in order to 

create a supply of loans, people with the necessary financial resources have to be persuaded to lend. In normal 
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circumstances, loans can only be obtained when lenders are offered some reward for the sacrifice, risks and 

trouble involved. This reward is the rate of interest and it contains several elements like:- 

 

a) A payment for the sacrifice of current spending power. The lender forgoes the opportunity to spend and 

consume now. 

b) A payment for the risk involved. The future is always uncertain and circumstances are always changing. 

All lenders carry a risk that the borrower may default. 

c) A payment to compensate, mat be partially for any fall in the value o money. In recent years most countries 

have experienced a degree of inflation and lenders have come to expect to make up for the loss in the 

purchasing power of money loaned. 

 The rate of interest is generally seen as a reward but it is also ‘price’ which has to be paid when a purchaser 

of an asset issues his own savings. In this case the rate of interest is the opportunity cost of using once own 

resources; it is the interest forgone when one decides to buy rather than lend. If the rate of interest is a price 

then in a free market, it must be determined by the forces of supply and demand. There are two way loan 

theories which attempt to explain the rate of interest in terms of supply & demand. 

 The classical theory explains the rate of interest in terms of the demands for capital (i.e. investment) and the 

supply of savings. 

 The Keynesian or monetary theory holds that the rate of interest is the price which equates the demand of 

money (i.e. the desire to hold wealth in the form of money) and the supply of money. 

 

 Why is interest paid? 

It to understand why interest is paid. Various economists have given different reasons for the payment of 

interest. 

According to Keynes, “Interest is the reward for parting the liquidity.” 

William senior has said in his abstinence theory, “Interest is a reward of abstinence from present consumption.” 

According to classical economists, “Interest is the price of use of real capital.” 

In the opinion of neo-classical economists, “Interest is the price of use of loan able fund.” 

From the perspective of Financial Management: It can be said that the interest = Rate of Return from risk free 

investment + Risk premium. 

 Relationship between Interest rate and Price level: 

 According to the classical economists, the market rate of interest is inversely related to the price level- the 

lower the market rate, the higher would be the price level and vice versa.        This is because there is a disparity 

between the natural rate and market rate of interest. Market rate remains fairly stable over a period. But the 

upward movement of market rate results in its exceeding natural rate which causes a deflationary gap between 

the expected investment and saving. As a result prices fall. The market rate is determined by the central bank. 

By setting the market rate at a level below the real rate or a level above the real rate, the central bank can 
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generate a cumulative process of inflation or deflation. If the central bank increases the quantity of money, 

excess reserves can be created by banks. In such a case, banks can lend money at lower rate of interest. 

 

 Common parlance: 

 Interest is nothing more than the cost someone pays for the use of someone else’s money. Home-owner know 

this scenario quite intimately. Credit card users also know this scenario quite well- they borrow money for the 

short term in order to buy something right away. But when it comes to the stock market and the impact of 

interest rates, the term usually refers to something other than the above examples – though we shall see that 

they are affected as well. 

The interest rate that applies to investors is the central bank discount rate. This is the cost that banks are charged 

for borrowing money from central banks. 

It is the way the Central Bank (C.B.) attempts to control inflation. Inflation is caused by too much money 

chasing too few goods (or too much demand for too little supply), which causes prices to increase. By 

influencing the amount of money available for   purchasing goods from the C.B. can control inflation. 

 Basically, by increasing the discount rate, the central bank attempts to lower the supply of money by making 

it more expensive to obtain. 

 

 Effects of an increase: 

When the C.B. increases the discount rate (interest rate) it does not have an immediate impact on the stock 

market. Instead, the increased discount rate has a single direct effect – it becomes more expensive for banks to 

borrow money from the C.B.However, increase in the discount rate also cause s ripple effect, and factors that 

influence both individuals and businesses are affected. 

 

 ON HOUSE HOLD 

The first direct effect of an increased discount rate is that banks increase the rates that they charge their 

customers to borrow money. Individuals are affected through increases to credit card and mortgages interest 

rates, especially if they carry a variable interest rate. This has the effect of decreasing the amount of money 

consumers can spend. After all, people still have to pay the bills, and when those bills become more expensive, 

households are left with less money disposable income. This means that people will spend less discretionary 

money, which will affect businesses’ top and bottom lines (i.e. revenue & profits). Therefore, businesses are 

also indirectly affected by an increase in the discount rate as a result of the actions of the individual consumers. 

 

 ON BUSINESS 

But business is affected in a more direct way as well. They too, borrow money from the banks to run and expand 

their operations. When the banks make borrowings more expensive, companies might not borrow as much and 

will pay a higher rate of interest on their loans. Less business spending can slow down the growth of the 

company, resulting a decrease in profit. 
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 Effect on Stock Price: 

Clearly, changes in the discount rate affect the behavior of consumers and business, but the stock market is also 

affected. We know that one method of valuing a company is to take the sum of all the expected future cash 

inflows from that company discounted back to the present. To arrive at a stock’s price, the sum of the future 

discounted cash flow divided by the numbers of share available. This price fluctuates as a result of the different 

expectations that people have about the company at different times. Because of those differences, they are 

willing to buy or sale shares at different prices. 

If a company is cutting back on its growth spending or is making less profit - either through higher debt expenses 

or less revenue from customers – then the estimated amount of future cash flows will drop. If other things 

remain constant, this will lower the price of company’s stock. If enough companies experience a decline in their 

stock prices, the whole market, or the indexes (Sensex or Nifty in India) that many people equate with the 

market, will go on. 

 

 Investment Effect: 

For many investors a declining market or stock price is not a desirable outcome. Investors wish to see their 

invested money increase in value. Such gains come from stock price appreciation, the payment of dividend – 

or both. With a lowered expectation in the growth and future cash flows in the company, investors will not get 

as much growth from stock price appreciation, making stock ownership less desirable. 

 Furthermore, investment in stock can be viewed as too risky compared to other investment. When the C.B. 

raises the discount rate, newly offered government securities, such as treasury bills and bonds, are often viewed 

as the safest investment and will usually experience a corresponding increase in interest rates. In other words, 

the risk free rate of return goes up, making these investments more desirable. When people invests in stocks 

they need to be compensated for taking on the additional risk involved in such an investment, or a premium 

above the risk-free rate. The desired return for investing in stocks is the risk free rate and risk premium. Of 

course, different people have different risk premiums, depending on their own tolerance for risk and the 

company they are buying. 

 However, in general as the risk-free rate goes up, the total return required for investing in stocks also increases 

and investors might feel that stocks have become too risky, and will put their money elsewhere. 

 Prime Lending Rate (PLR):The interest rate that commercial banks charge their most credit-worthy 

customers. Generally a bank's best customers consist of large corporations. The prime interest rate, or 

prime lending rate, is largely determined by the federal funds rate, which is the overnight rate which 

banks lend to one another. The prime rate is also important for retail customers, as the prime rate directly 

affects the lending rates which are available for mortgage, small business and personal loans. 

 

 Cash Reserve Ratio (CRR):The Commercial banks must maintain a percentage of their demand and 

time deposits/liabilities with the RBI to ensure safety and liquidity of deposits. This is known as CRR. 
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This is an effective tool for regulating directly the lendable capacity of banks. If any banks fails to 

maintain CRR, the RBI can impose graduated penalty and the penal rate is higher than the bank rate. 

On the recommendation of Narsimham Committee I, The CRR has been brought down from 25% in 

1991 to 8% at present. It is an effective credit control measure. CRR is an instrument to impose primary 

reserve requirements on banks. 

 Bank rate: The Bank rate in India is determined by the Reserve Bank of India (RBI).It is the rate at 

which RBI makes loans to commercial banks with collateral (RBI Act 1934 sec.49 ) The RBI also 

provides short term loans to its clients (keeping collateral) at what is called the repo rate.( 

(Arthapedia.in) 

 

“Money Market and Capital Market” 

Both money market and capital market constitute the financial market. Capital market generally 

known as stock exchange. This is a institution around which every activity of national capital market 

revolves. Through the medium stock exchange the investor gets on impetus and motivations to invest 

in securities without which they would not be able to liquidate the securities. If there would have been 

no stock exchange many of the savers would have hold their saving either in cash i.e. idle or in bank 

with low interest rate or low returns. the stock  exchange provides the opportunity to investors for the 

continuous trading in securities. It is continuously engaged in the capital mobilization process. 

 

 

 What is Stock Market? 

      A clear starting point for any would-be trader, most people have a rough idea or preconception of 

what they think a stock market is and how it works. Unfortunately, the answer to this simple question is rather 

complicated, and can't readily be summed up in one sentence. Indeed, many traders may be hard pushed to 

articulate exactly what a stock market is and the purpose it serves, even after years of serious trading. In this 

article, we're going to attempt to clear up the ambiguity, and offer a direct and succinct answer to this most 

foundational of trading questions 

      Most people understand that a stock market is a place where shares are bought and sold, and in 

essence this is true. Most people understand a stock market is dominated by traders who speculate on the price 

of shares to make a profit on the difference between the buying and selling price, and in essence this is true. 

But a stock is so much more in-depth than these two basic propositions would suggest, and requires some deeper 

analysis to get to the bottom of what's really going on 

     A stock market is a primarily a virtual exchange of securities (that is, shares and debentures, which 

companies use as a means of raising finance) and derivatives (i.e. virtual instruments such as contracts that 

relate to assets and securities and can be traded). It is virtual in the sense that the market is an intangible concept, 
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rather than a physical place, and as a result of advancing technologies traders can now get involved with little 

more than a laptop or mobile phone. The market brings together a range of traders of all shapes and sizes - from 

small, one-man bands trading for their own personal gains through to hedge funds managing billion in assets, 

and everything in between. 

  

     Stock markets list the securities of publicly traded companies, identified in the UK by the appendage 

'plc'. As distinct from a regular limited company ('Ltd.'), plc's offer their shares to the public at large, who are 

generally concerned with trading on the price point of a given share rather than its yield. Shares can change 

hands several times on a daily basis, and at insignificant levels the company is unconcerned with who owns 

those shares. 

     Shares themselves are intangible assets, entitling the bearer to an annual payment known as a 

'dividend', paid out of distributable profits, and often corresponding voting rights in proportion to the size of 

the share held at the AGM, where major strategic decisions such as electing the board are put to the vote. The 

bearer of a share at any given point is in effect a part owner of the business to which those shares pertain, and 

it is this aspect that gives a share any underlying value 

     The price of a share at any given stage is dictated by supply and demand within the market, and rises 

or falls every time a share is bought or sold. This effectively means that shares are priced by the collective will 

and attitudes of the market, comprised of all the traders and investment houses that actively trade in those 

securities. 

      The price of a share at any given stage is dictated by supply and demand within the market, and rises 

or falls every time a share is bought or sold. This effectively means that shares are priced by the collective will 

and attitudes of the market, comprised of all the traders and investment houses that actively trade in those 

securities. 

      Stock markets generally trade over a set duration of hours, usually reflecting the working day in 

their particular region, allowing the zealous trader to trade different markets round the clock - from London to 

New York to Tokyo - while affording those companies so listed to raise capital in the form of initial share issues 

to the market. As a result, the markets operate on a slick basis almost around the clock, bringing together buyers 

and sellers of securities and giving businesses and governments a free, unadulterated bellwether for the 

economic and commercial outlook of a given sector, industry or economy. 

     In essence, that's the foundation of what a stock market is, and it's by no means a comprehensive 

study. Getting to know the markets requires lengthy research and an understanding of business, economics, law 

and politics. Yet for those that do get to grips with how the markets operate, the allure of trading profits is 

sufficient rewards for all their hard work. 
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The stock exchange is the important segment of its capital market. If the stock exchange is well-

regulated function smoothly, then it is an indicator of healthy capital market. If the state of the stock exchange 

is good, the overall capital market will grow and otherwise it can suffer a great set back which is not good for 

the country. The government at various stages controls the stock market and the capitals market. 

            A capital market deals in financial assets, excluding coin and currency. Banking accounts 

compromises the majority of financial assets. Pension and provident funds insurance policies shares and 

securities. 

            Financial assets are claim of holders over issuer (business firms and governments). They enter low 

different segment of financial market. 

Those having short maturities that are non transferable like bank savings and current accounts set the 

identification of the monetary financial assets. This market is known as money market, Equity, Preferential 

shares and bonds and debentures issued by companies and securities issued by the government constitute the 

financial assets, which are traded in the capital market. 

HISTORY OF STOCK EXCHANGE 

           The first stock exchange was established in London in the year 1773. Just after establishment of London 

stock exchange various countries like France, Germany and USA also established their own stock exchange 

markets. In India, the first exchange established in Bombay in the year 1875. later, in year 1908, Calcutta stock 

exchange was established which was recognized in the company in 1923. mean which in 1920 the madras stock 

exchange limited in 1973. So far the government of India has recognized 22 stock exchanges, which was located 

at major business centers in different parts of country. 

Till the mid fifties the stock exchange was governed by their own bye laws and regulations with very 

little interface by the government. In the year 1925, the government of Bombay promulgated an act “securities 

contracts and control act, 1625 for regulation and the stock exchange. During the world was second trading 

outside the stock exchange flourished with adverse effect on investor’s confidence due to base – less issues and 

higher rate of liquidation of companies. In 1956, the center government passed contracts (regulation) act 1956, 

which came into force throughout the country on 20th Feb. 1957. 

SEBI Act : 

The government of India has enacted an act (SEBI Act 1952), which provides for the 

establishment of a board to protect the interest of investor in securities. The SEBI has emerged as a 

monitoring institution of the country fir the development and regulation of stock market, SEBI has issued from 

time to time guideline to insider trading listing of securities, registration of intermediaries mutual funds etc. 
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MANAGEMENT OF STOCK EXCHANGE 

Management of stock exchange is done an elected body of members. These bodies are known by 

different names in different stock exchange for example, the BOMBAY, INDORE and AHEMDABAD stock 

exchange are managed by a ‘governing board’.  ‘Council of management’ governs the MADRAS stock 

exchange. A committee manages the CALCUTTA stock exchange. While the board of director manages stock 

exchange. 

These governing bodies are powerful bodies enjoying extensive administrative power of management 

and control over their respective stock exchange the day-to-day function of the stock exchanges are executed 

by the sub-committee like the ‘defaulters committee’ ‘listing committee’, ‘settlement committee’ etc. 

Chapter:3 

 

PRESENTATION OF DATA ANALYSIS AND FINDINGS 

Dow Jones Industrial Average: The Dow Jones Industrial Average is taken from Dec. 2010 to Dec. 2020. 

The data is taken for the studies are the raw closing price. 

 Chart of Dow Jones Industrial Average : 

Year  Dow Jones Average(Rs.) 

2011 12218 

2012 13104 

2013 16576 

2014 17425 

2015 17823 

2016 19762 

2017 24719 

2018 23327 

2019 28538 

2020 30606 

        (Source:www.macrotrends.net) 
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Graph no. 1 

 

DOW  JONES  INDUSTRIAL  AVERAGE  GRAPH 

 

   

DOW JONES INDUSTRIAL AVERAGE GRAPH 

 

Interpretation: Above graph of Dow Jones industrial average is moving downward and again moving up. 
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10 YEARS U.S. TREASURY BOND(Int rate)The 10 years U.S. Treasury bond index is taken from Dec. 

2011 to Dec. 2020. 

 Chart of10 years U.S. Treasury bond: 

Year  U.S TREASURY BOND(Int. Rate) 

2011 2 

2012 1.43 

2013 1.91 

2014 1.86 

2015 1.88 

2016 2.49 

2017 2.4 

2018 2.69 

2019 1.92 

2020 0.93 

(Source:www.macrotrends.net) 

 

Graph no:2 

10YEARS US TREASURY BOND GRAPH 
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10YEARS U S TREASURY BOND 

 

 Interpretation: Above graph of 10years US Treasury bond is fluctuating. 

  

In the Long Run: 

Statistical tools used to Co-relate DOW Jones Industrial Average & 10 year U.S. Treasury Bond: 

    Here it is being tried to establish a correlation between stock market and interest rate. Firstly in the long run 

and then in the short run. For long run I have taken Dow Jones Industrial Average data and 10 year U.S. Treasury 

bond data since the US markets are relatively more mature and organized and composed. 

Calculation of co-relation Co-efficient: 

Month X Y dx dy dx2 dy2 dxdy 

Dec 2020 30606 0.93 10844 -1.31 117592336 1.7161 -14205.6 

Dec 2019 28538 1.92 8776 -0.32 77018176 0.1024 -2808.32 

Dec 2018 23327 2.69 3565 0.45 12709225 0.2025 1604.25 

Dec 2017 24719 2.40 4957 0.16 24571849 0.0256 793.12 

Dec 2016 19762 2.49 0 0.25 0 0.0625 0 

Dec 2015 17823 2.24 -1939 0 3759721 0 0 

Dec 2014 17425 2.21 -2337 -0.03 5461569 0.0009 70.11 

Dec 2013 16576 2.90 -3186 0.66 10150596 0.4356 -2102.76 

Dec 2012 13104 1.72 -6658 -0.52 44328964 0.2704 3462.16 

Dec 2011 12218 1.98 -7644 -0.26 58430736 0.0676 1987.44 

N=10   ∑dx= 

6378 

∑dy= 

-0.92 

∑dx2= 

354023172 

∑dy2= 

2.8836 

∑dxdy= 

-11199.6 

 

X= Dow Jones Industrial Average; Y= 10 year U.S. Treasury bond 
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dx= X – AX                                                      dy = Y – AY  

     = X – 19762                                                     = Y – 2.24 

                                       

                           

            

                                          ∑dxdy −
∑dx∑dy

N
 

Formula, r =  

                           √(∑dx2-
(∑dx)2

N
) .√(∑dy2–

(∑dy)2

N
) 

 

                 -11786.376 

= 

            18707.0918*1.6300926 

                                     -11786.376 

=                                = -0.3865 

         30494.2919 

 

 

 

 Result: The calculation of co-relation Co-efficient = -0.3865 

 Interpretation: The value of co-relation Co-efficient shows a moderate co-relation between Dow Jones 

Industrial Average & 10 years US Treasury bond but they have a negative co-relation. 

 

Findings: Whenever bond prices have gone up, i.e. interest rates have come down, the stock markets have got 

higher P/E multiples and vice versa. 

Reasons:  A rise in the interest rate affects the valuation of the stocks. The rise in the interest rate rises the 

expectations of the market participants, who demand better returns commensurate with the increased returns 

on bonds.  
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In the Short Run: 

 Bear Market 

Relationship in Short Run (Indian context): 

Now we have taken data about movement of BSE stock index “Sensex” and a composite value of PLR & CRR 

for a period of Feb to Apr, 2021. 

 CRR:The CRR data is taken from Feb to Apr in the year of 2021. The data taken for the study are the 

raw closing prices. 

 

Chart of CRR: 

Date Value 

5/2/21 3 

12/2/21 3 

19/2/21 3 

26/2/21 3 

5/3/21 3 

12/3/21 3 

19/3/21 3 

26/3/21 3 

2/4/21 3 

9/4/21 3.5 

16/4/21 3.5 

23/4/21 3.5 

30/4/21 3.5 

       (Source:rbi.org.in) 
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Graph  no. 4 

 

 

 Interpretation: Above graph of CRR graph is moving upward from Feb to Apr. 

 

 

 PLR:The PLR data is taken from Feb to Apr in the year of 2021. The data taken for the study are the 

raw closing prices. 

 

   Chart of PLR: 

          
Date Value 

5/2/21 12.05 

12/2/21 12.05 
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5/3/21 12.05 

12/3/21 12.05 

19/3/21 12.05 

26/3/21 12.05 

2/4/21 12.05 

9/4/21 12.05 

16/4/21 12.15 

23/4/21 12.15 

30/4/21 12.15 

                                       (Source:rbi.org.in) 
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Graph no. 5 

 

 

 Interpretation: Above graph of PLR graph is moving upward from Feb 2 to Apr 2. 

 BSE Sensex :The Sensex data is taken from Feb 2 to Apr 2 in the year of 2007. The data taken for the 

study are the raw closing prices. 

 Chart of BSE Sensex: 
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Graph no.6 

 

 Interpretation: Above graph of BSE Sensex graph is moving downward from Feb to Apr. 

Both PLR and CRR are very instrumental in controlling money supply and credit creation. Hike in both 

of them can choke money supply in economy and as a result rate of interest will increase.  

2021 

Period Ending 

 PLR(%) CRR(%) PLR*CRR Sensex  

Closing 

5/2/21 12.05 3 36.15 49797.72 

12/2/21 12.05 3 36.15 51544.30 

19/2/21 12.05 3 36.15 50889.76 

26/2/21 12.05 3 36.15 49099.99 

5/3/21 12.05 3 36.15 50405.32 

12/3/21 12.05 3 36.15 50792.08 

19/3/21 12.05 3 36.15 49858.24 

26/3/21 12.05 3 36.15 49008.50 

2/4/21 12.05 3 36.15  

9/4/21 12.05 3.5 42.175 49591.32 

16/4/21 12.15 3.5 42.525 48832.03 

23/4/21 12.15 3.5 42.525 47878.45 

30/4/21 12.15 3.5 42.525 48782.36 
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Note:    1) CRR relates to scheduled Commercial Banks.. 

  2) Data Cover 90- 95% of total tractions reported by participants. 

3) Sensex taken in nearest zero (excluding Apr 2) 

4)  PLR*CRR= a factor which directly related to rate of interest and has a negative impact on money supply. 

Graph no. 7 

 

 Interpretation 

In the above graph it is depicted that when interest rate is increasing and money supply is being choked, then 

stock price is falling. 

Again by using Scatter Diagram we can establish the co-relation between interest rate and stock price. 

Graph no. 8 
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 Interpretation: Scattering of points shows an inverse relationship between interest rate and stock 

market index in short run also. 

 

Findings and Interpretation: In the short run also, the relationship between Interest rate and Stock price 

has a very strong relationship. 

Short Run 

 Bull Market 

Chart of PLR*CRR*Bank rate 

                Year Rate of Interest(CRR*PLR*BANK RATE) 

Jan-20 285.12 

Feb-20 285.12 

Mar-20 278.64 

Apr-20 179.955 

May-20 164.475 

Jun-20 154.9125 

Jul-20 154.9125 

Aug-20 154.9125 

Sep-20 154.9125 

Oct-20 154.9125 

Nov-20 154.9125 

Dec-20 153.64 

NOTE:  

1. PLR- Related to SBI. 

2. Significance of CRR*PLR*BANK RATE: 

All those factors have direct and indirect relationship with rate of interest and they have great impact 

on money supply. In real term multiplication of those factors indicate the effective rate of interest. 
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Graph no.9 
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Findings & Interpretation: 

 From the above graph it is evident that the effective rate of interest is decreasing in the concern period. 

 
 

Chart of Sensex 

                                      Year                    SENSEX 

Jan-20 41349.36 

Feb-20 40753.18 

Mar-20 38910.95 

Apr-20 29505.33 

May-20 32748.14 

Jun-20 32906.05 

Jul-20 35009.59 

Aug-20 37595.73 

Sep-20 38754.00 

Oct-20 38410.20 

Nov-20 39880.38 

Dec-20 44435.83 

 

Graph no:10 
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Findings & Interpretation: 

 From the above graph it is evident that the effective Sensex is increasing in the concern period 

however it decreased in the first quarter. 

 
Graph no :11 

 

BSE SENSEX AND CRR*PLR*BANK RATE AVERAGE GRAPH 

 

 
 

 
Findings: The negative relationship between rate of interest and BSE Sensex. 

 

Interpretation: In that particular graph we want to establish the relationship between BSE Sensex which is 

the indicator of  Bombay Stock Exchange and CRR*PLR*Bank Rate will give the indicator of Rate of Interest 
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and money supply in the economy which has a direct impact on the movement of share price. Actually, 

multiplication of CRR, PLR & Bank Rate will affect the liquidity in the stock market therefore it must have 

a clear cut impact on the share price. In this graph it is evident that when the BSE Sensex is upward moving 

from January to December,17 in that particular year frame the interest rate indicator has a negative movement 

that means when the rate of interest is decreasing the share index is increasing therefore that particular graph 

establish the negative relationship between this two. 

 

Chapter:4 

CONCLUSION & RECOMMENDATION 

 

SUMMERY OF FINDINGS: 

 

 Chapter 2: In chapter 2 we have come to know about the various dimension of stock market and rate 

of interest 

 Chapter 3:  After analyzing the data we come into the conclusion that in practice stock market and 

rate of interest has a negative relationship. If rate of interest increases share price decreases and if 

rate of interest decreases share price increases but in some cases the relationship may not be found 

out, because stock market share price are not only depends on rate of interest, it depends on many 

other factors. If weights of those factors are very much evident then they will play a stronger role in 

valuing the share price. 

 
SUGGESSION: 

  In that particular project I tried to established the relationship between stock market and rate 

of interest as a whole. But rate of interest is not the sole element of movement of stock price. There are various 

factors are effecting the stock price like-Inflation, monsoon, effect of globalization, political stability, 

development of an economy, government policy towards business. 

  Here , I narrowly took a particular element of such determinants , which is rate of interest. If 

in future I get scope of having a research work , I will try to measure the degree of co-relations of those factors 

also on the movement of stock prices. 

  I know that stock prices are not only related to rate of interest all those reffered factors has all 

together an effect on share price. 

Therefore, Rate of Interest is not only a particular determinant of share prices. There are also 

other factors responsible for movement of share prices. 

  If I get future scope, I will try to establish the relationship between other factors and their 

impact and the degree of co-relation of those factors also. 

 

 

 

http://www.ijcrt.org/


www.ijcspub.org                                 © 2022 IJCSPUB | Volume 12, Issue 3 September 2022 | ISSN: 2250-1770 

IJCSP22C1217 International Journal of Current Science (IJCSPUB) www.ijcspub.org 851 
 

 

CONCLUSION: 

I have tried to find out the relationship between interest rate and movement of stock market. From this study it 

can be concluded that the relationship between interest rate and stock market has a negative relationship, both 

in long run and short run because in a low interest rate regime, corporate are able to increase profitability  by 

reducing their interest expenses. However in arising interest rate regime since interest expenses rise, 

profitability is affected. That apart, when one calculates the inherent value of a company by the cash flow 

discounting model, there is a twofold impact. 

One, there is a reduction in the cash flows due to lower profitability. 

Second, there is a higher discounting rate due to higher interest rate regime. 

This leads to a relatively lower intrinsic value of the company. 

Due to these reasons there may be a change in assets allocation among equities and debt. Investors, who are 

adverse to risk, tend to move funds from one asset to another. When interest rates rise, investors move from 

equities to bonds and vice- versa. Having said that it does not mean that all funds move from one asset class to 

another, but it happens that the marginal shift of funds do not change valuations to an extent. Whereas when 

interest rates fall, returns on bonds fall, while the returns on equities tend to look relatively more attractive and 

the migration of funds from bonds to equities takes place and increases the price of equities.  

Interest rates affect but don’t determine the Stock market. The interest rate has a wide and varied impact upon 

the economy. When it is raised, the general effect is to lessen the amount of money in circulation, which works 

to keep inflation low. It also makes borrowing money more expensive, which affects how consumers and 

businesses spend their money, increases expenses for companies, lowering earnings somewhat for those with 

debt to pay, and finally, it tends to make the stock market a slightly less attractive place to invest. But is should 

be kept in mind, that each of these factors and results are all inter-related. What we described above are very 

broad interactions which can play out in various ways. 

Interest rates are not the only determinant of stock prices and there are many considerations that go into stock 

prices and the general trend of the market – a change in interest rate is only one of them. Therefore, one can 

never say with confidence that an interest rate hike by the Central Bank will must have an overall negative 

effect on stock prices. 
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