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Monetary Policy for 2011/12

Background

1.

With the major objectives of maintaining price stability and external as well as
financial sector stability and to create a favorable environment for high and
sustainable economic growth as directed by NRB Act, 2002, this bank has been
formulating and publicly announcing monetary policy on an annual basis since
2002/03. Accordingly, the monetary policy of 2010/11 and its midterm review were
made public on 28 July 2010 and 3 March 2011 respectively.

Like in the past few years, the economic growth is estimated to have remained at a
lower level in 2010/11. Current account deficit narrowed down significantly on
account of improvement on export and remittances inflow together with
deceleration in import growth. As a result, the overall balance of payments is
estimated to have stood at marginal surplus despite increased imbalance in financial
account. As food prices could not improve as per expectation, the inflation rate is
estimated to have stood at the previous year's level. The banking sector liquidity
could not expand to an expected level due to slowdown in deposit growth led by
slowdown in government expenditure, share market and real estate transactions.

In this economic and financial background, the monetary policy for 2011/12 has
been made public along with the review of implementation status of previous year's
monetary policy. Necessary adjustments in direction, targets and instruments of
monetary policy have been made by analyzing internal as well as external
economic outlook. With a view to make the activities of this bank more transparent,
programs pertaining to financial sector reform, regulation and supervision, foreign
exchange and micro-finance that are to be implemented in 2011/12 have also been
included in this policy document.

Controlling inflation and maintaining favorable balance of payments on one hand
and minimizing possible adverse impact from the shortage of monetary liquidity on
economic growth and financial sector sustainability on the other are the standing
challenges of monetary policy management at present. For maintaining financial
stability, monetary policy also needs to address issues such as productive use of
credit, enhancing access to financial services, deposit guarantee and good
governance. This monetary policy also needs to include the programs expected
from the central bank through Budget Speech for 2011/12 announced by the
Government of Nepal. Monetary policy for the year 2011/12 has been formulated
by taking these issues into account.

While preparing this monetary policy, suggestions received from the interactions
with different stakeholders including Nepal Bankers’ Association, Development
Bankers’ Association, Nepal Finance Company Association, Nepal Micro-finance
Bankers’ Association, industrial and commercial associations and entrepreneurs
have been incorporated to the extent possible.
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International Economic Qutlook

6.

There still remain some risks and challenges in the world economy even though the
global economy is moving towards recovery from the economic recession. Weak
economic growth in developed countries, uncertainty on sustainability of high
growth in emerging and developing economies due to high inflation, challenges
arising in financial sector stability due to the high level of fiscal deficit in
developed countries, specially in the European countries and the possible spillover
to other countries of adverse impact of the Japanese economy due to the earthquake
and tsunami are the major risks and challenges in the current world economy.

The world economy expanded by 5.1 percent in 2010 against a contraction by 0.5
percent in 2009. According to the latest forecast of International Monetary Fund,
the global economy will expand by 4.3 percent in 2011. It is estimated that the US
economy will expand by 2.5 percent in 2011. Similarly, Euro zone growth for 2011
has been forecasted to be 2.0 percent. The economic growth of emerging and
developing economies has been forecasted to be 6.6 percent for 2011. Among the
neighboring countries, Indian economy is forecasted to grow by 8.2 percent in 2011
compared to the 10.4 percent growth in 2010. Similarly, the Chinese economy has
been projected to expand by 9.6 percent in 2011 compared to the growth of 10.3
percent in 2010.

Global price outlook does not seem so favorable because of an impact of liberal
fiscal and monetary policy pursued to address economic recession and high food
and fuel prices in international market. The consumer inflation rate of developed
countries for 2011 is projected to be 2.6 percent as compared to 1.6 percent in
2010. Similarly, the inflation rate in emerging and developing countries for 2011 is
forecasted to be at 6.9 percent as compared to 6.1 percent in 2010. High inflation
has remained as a major challenge of monetary management in both neighboring
countries of Nepal. In India, the wholesale price index inflation, which was 10.5
percent in May 2010, stood at 9.1 percent in May 2011. Similarly, China, another
neighboring country, has also experienced 5.5 percent inflation rate in May 2011.

Most of the countries have adopted cautious and balanced monetary and fiscal
policies to maintain fiscal deficit at sustainable level and control inflation and to
avoid possible adverse impact on the speed of global economic recovery. The
Reserve Bank of India has increased repo rate and statutory cash reserve ratio to 7.5
percent and 6 percent respectively to address the inflationary pressure in the
economy. The Reserve Bank had reduced repo rate from 9.00 percent to 4.75
percent and statutory cash reserve ratio from 9.00 percent to 5.00 percent during the
economic recession. Similarly, due to increasing inflationary pressure, the People's
Bank of China has increased statutory cash balance ratio six times during the last
six months, which has reached to 21.5 percent on 20 June 2011.
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Domestic Economic Outlook
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14.

Domestic Product

The country has been experiencing sluggish economic growth for the last few
years. As per the preliminary estimates of the Central Bureau of Statistics (CBS)
and the Government of Nepal, the gross domestic product (GDP) growth has
remained at 3.5 percent at basic price in 2010/11. The production of agriculture
sector in the review year is estimated to have increased by 4.1 percent as a result of
favorable monsoon. The major factor responsible for such growth in agriculture
sector has been the rise in production of major food crops such as paddy, wheat and
maize. As per the preliminary estimate of the Ministry of Agriculture and
Cooperative published in May 2011, the production of paddy, maize and wheat is
estimated to have increased by 10.9 percent, 11.5 percent and 12.2 percent
respectively in 2010/11.

The production of industrial sector is estimated to have increased by 1.4 percent in
2010/11. Under this sector, the production of manufacturing; construction; and
mining and quarrying sub-sectors are estimated to have increased by 1.5 percent,
3.3 percent and 2.1 percent respectively. However, the production of electricity, gas
and water is estimated to have decreased by 4 percent.

The service sector also witnessed a lower growth in 2010/11 in comparison to the
previous year. The service sector growth is estimated to stand at 3.6 percent in
2010/11 as compared to 6.0 percent in the previous year. As per the preliminary
estimate of CBS, the lower growth in service sector is attributed to the contraction
in wholesale and retail trade by 0.2 percent and lower growth in education as
compared to previous year. Hotel and restaurant, transport and communication,
health and social services and other community services sub-sectors are estimated
to have increased respectively by 7.4 percent, 7.2 percent, 5.9 percent and 8.6
percent. The growth of overall service sector might be more than the estimate on
account of remarkable improvement in the government expenditure, trade and other
services during the last few months.

As per the data based on the eleven months of the fiscal year 2010/11, the tourist
arrivals by air increased by 21.1 percent. The tourist arrivals had increased by 12.9
percent in the previous year. Tourist arrivals from India and other countries have
increased by 40.4 percent and 15.9 percent respectively during this period. The
increase in tourist arrival is mainly due to the promotional programmes launched in
the course of “Nepal Tourism Year 2011"; increase in international airlines and
flight frequencies; and the reduction in strike and road blockades. The increased
tourist arrivals have helped to increase the income of hotel and restaurant services.

With regard to the structure of domestic demand, the total consumption (at 2000/01
prices) is estimated to have increased by 5.4 percent in 2010/11. Accordingly, the
ratio of consumption to GDP increased to 93.3 percent. Gross fixed capital
formation is estimated to have decreased by 10.4 percent and its ratio to GDP to
have shrunk to 18 percent. The total consumption has increased at a higher rate on
account of increase in government consumption by 10.6 percent despite a moderate
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increase in private consumption by 4.9 percent. The sharp decline in gross fixed
capital formation is due to weak investment from both the government and private
sector.

Foreign employment had been affected to some extent in 2008/09 due to the global
economic slowdown. However, the number of workers obtaining approval for
foreign employment has increased by 18.7 percent in the first eleven months of
2010/11 due to gradual improvement in workers demand from major destination
countries. The major destinations for foreign employment are Malaysia, Saudi
Arabia, Qatar and United Arab Emirates.

Price

The annual inflation in 2010/11 is estimated to have remained at 9.6 percent. In
mid-June 2011, the y-o-y consumer price index grew by 8.8 percent compared to
8.2 percent in the corresponding period of the previous year. The y-o-y price index
of food and beverage increased by 14.3 percent and that of non-food and services
group grew by 4.3 percent in the review period. The prices of these two groups had
increased by 9.8 percent and 7.0 percent respectively in the previous year. The
pressure on prices is generated basically due to lack of improvement in food prices,
continued power crisis, increase in salary and wages and high food prices in India.

The y-o-y wholesale price index increased by 10.7 percent in mid-May 2011 as
against 8.4 percent in the same period of the previous year. The wholesale price
index of agro-based commodities, domestic manufactured goods and imported
goods rose by 11.8 percent, 11.3 percent and 8.3 percent respectively in the review
period as compared to 10.6 percent, 8.9 percent and 4.1 percent respectively in the
same period of the previous year.

Wage rate increased substantially in the review period. The salary and wages index
increased by 24.8 percent in mid-May 2011 compared to 13.0 percent in the
corresponding period of the previous year. Under salary and wages index, the wage
index increased by 32.8 percent. Among the components of wage index, index of
agricultural labors, industrial labors and construction labors increased by 43.7
percent, 14.1 percent and 27.9 percent respectively.

The continued pressure on inflation in spite of lower growth in money supply (3.7
percent) reflects that it is a structural problem rather than monetary. Inflation is
driven especially by weak supply of food items. Increasing trend in labor export has
pushed the cost of production of both agricultural and industrial production on the
one hand and cost of fund has also increased on the other. In the review period, the
wage indices of agricultural and industrial labor increased by 43.7 percent and 14.1
percent respectively. The continued pressure on prices, therefore, was generated
from lack of proportional increase in productivity and factor cost. Lingering
political transition, weak labor relation, power crisis, inadequate physical
infrastructure, lack of investment-friendly environment, lower capital expenditure
by the government and structural bottlenecks of the economy are the sources of low
productivity.
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Government Finance

Government expenditure could not take the expected pace due to delay in the
announcement of the previous year's budget. Likewise revenue mobilization was
also adversely affected due to weak import growth, the main source of revenue, and
slowdown in internal economic activities. The total government expenditure on
cash basis increased by 12.5 percent to Rs. 212.18 billion during the eleven months
of 2010/11 as compared to an increase of 29.1 percent in the corresponding period
of the previous year. Of the total expenditure, recurrent expenditure rose by 14.7
percent and capital expenditure rose by 19.7 percent. Such expenditures had
increased by 25.3 percent and 41.5 percent respectively in the corresponding period
of the previous year. Capital expenditure of the review period on cash basis stood at
43 percent of the annual budget estimate for 2010/11.

During the eleven months of 2010/11, the revenue mobilization of the government
increased by 14.5 percent to Rs. 175.86 billion compared to a growth of 26.7
percent in the corresponding period of the previous year. Deceleration in import
growth, delayed budget, low economic growth and slowdown in economic
activities including real estate transactions were responsible for such a lower
growth in revenue mobilization. In the review period, foreign grants and loan
assistance on cash basis to government increased by 9 percent and 14.7 percent
respectively amounting together to Rs. 28.15 billion.

The budget deficit of the GoN on cash basis stood at Rs. 8.42 billion during the
eleven months of 2010/11. Such a deficit was Rs. 6.69 billion during the
corresponding period of the previous year. By mid-June 2011, the GoN's cash
balance with NRB stood at Rs. 14.30 billion because the GoN raised domestic debt
amounting to Rs. 19.0 billion and foreign debt amounting to Rs. 4.39 billion in the
review period. However, the preliminary estimation is that the GoN might have
used overdraft of more than Rs. 5.0 billion from NRB due to excessive release of
expenditure in the twelfth month of 2010/11.

External Sector

Nepalese external sector situation has been remaining weak since 2009/10. The
current account deficit narrowed down to Rs. 10.47 billion in the ten months of
2010/11 from Rs. 14.03 billion during the same period of the previous year due
mainly to an improvement in exports accompanied by a slower growth in imports.
However, the overall balance of payments deficit stood at Rs. 11.67 billion on
account of increased imbalance in the financial account. Under the financial
account, the loan receipt remained even lower than loan repayment by the GoN in
the review period. The balance of payments is estimated to have stood at a surplus
of Rs. 1 billion by the end of the fiscal year due to improvement in foreign aid
disbursement during the last months of 2010/11.

The remittance from the foreign employment, which is contributing for economic
stability, increased by 10.8 percent to Rs. 206.66 billion during the ten months of
2010/11. Such remittance inflow was Rs. 186.44 billion during the same period of
the previous year. In the US dollar term, the remittance has increased by 14.1
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percent to USD 2.85 billion. The remittance inflow was USD 2.50 billion during
the same period of the previous year. An improvement in demand for workers in
international labor market is attributed to the continuous increase in remittances.

As a result of increase in exports to India and other countries by 8.0 percent and 1.0
percent respectively, the total merchandise export increased by 5.6 percent during
the eleven months of 2010/11. The total merchandise export had fallen by 10.3
percent as a result of decline in the exports to India and other countries by 4.8
percent and 12.2 percent respectively during the same period of the previous year.
The export of zinc sheets, wire, toothpaste, juice, jute goods and cardamom and
plastic utensils to India and export of pasmina, woolen carpet, pulses and tanned
skin to other countries increased in the review period.

The total merchandise imports increased by 5.7 percent during the eleven months
of 2010/11. It had increased by 33.7 percent during the same period of the previous
year. Of the total imports, while the imports from India increased by 22.8 percent,
the imports from other countries declined by 17.6 percent. The merchandise
imports from India and other countries had increased by 35.2 percent and 31.7
percent respectively in the previous year. The imports from India increased due
mainly to the increase in imports of petroleum products, M.S. billet, medicines,
cold-rolled sheet in coil, chemical fertilizers, and electrical equipments while the
imports from other countries declined due mainly to a decline in the import of gold,
readymade garments, steel rod and sheet, betelnuts, polythene granules, thread,
shoes and sandals and other machineries and parts.

The export-import ratio, an important indicator of international trade position,
remained at 16.2 percent in the eleven months of 2010/11 as it was in the same
period of the previous year. The share of India in total trade stood at 66.9 percent in
the review period compared to the 58.7 percent in the same period of the previous
year.

The trade deficit with India has increased rapidly in comparison to other countries
due to an appreciation of the Nepalese rupee with other currencies in the context of
fixed exchange rate with Indian rupee and the continuous increase in the demand as
well as price of petroleum products that is imported from India. In order to finance
the trade deficit with India, INR 111.32 billion was purchased by selling USD 2.46
billion during the eleven months of 2010/11. INR 91.83 billion was purchased by
selling USD 1.97 billion during the same period of the previous year. The increase
in the purchase of INR is due mainly to the increase in the imports of the petroleum
products from India.

The import against the payment of USD from India has slightly declined during the
eleven months of 2010/11. While such import had reached to Rs. 45.58 billion
during the eleven months of 2009/10, it stood at Rs. 43.80 billion during the same
period of 2010/11. The decline in the import from India against the payment of
USD can be attributed to the weak performance of the manufacturing sector.

Since fixed exchange rate of Nepalese rupee with Indian currency has been set as a
nominal anchor, it is essential to maintain foreign exchange reserve at a
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comfortable level for external sector stability. As a result of deficit in the balance of
payments and thereby reduction in the foreign exchange reserve, the import
coverage of foreign exchange reserve has also shrunk in the later years. The foreign
exchange reserve is estimated to have increased marginally to Rs. 270.0 billion in
mid-July 2011 from Rs. 268.90 billion as of mid-July 2010. The reserve had
declined by 6.2 percent during the same period of the previous year. In US dollar
term, the reserve has increased by 0.3 percent to USD 3.62 billion in mid-May
2011 from mid-July 2010. Such reserve had declined by 6.6 percent during the
same period of the previous year. Based on the imports of ten months of 2010/11,
the existing level of foreign exchange reserve covers eight months of merchandise
import and seven months of goods and services import.

Financial Market

The number of banks and financial institutions licensed by NRB has increased in
2010/11. As of mid-April 2011, the total number of class "A" to class "D" banks
and financial institutions reached 219 comprising 31 commercial banks, 87
development banks, 80 finance companies and 21 micro-finance development
banks compared to 203 in mid-July 2010. The number of commercial banks'
branches reached 1,085 in mid-April 2011 from 990 in mid-July 2010. Of the total
bank branches, 35.7 percent are located in Kathmandu valley, 25.3 percent in
mountain and 39 percent in terai.

In addition to commercial banks, development banks and finance companies, there
has been an enormous presence of the saving and credit cooperatives established
under the Cooperative Act, 1992. As per the latest data from Department of
Cooperatives, the number of saving and credit cooperatives reached 10558 in
mid-April 2011 which mobilized Rs. 98 billion saving and disbursed Rs. 81 billion
loan till mid-April 2011. The increasing presence and transactions of this type of
institutions scattered around the country is believed to have contributed in financial
outreach and competition in financial intermediation services.

Despite a slowdown in real estate and stock market transactions, the non-
performing loan (NPL) ratio has increased marginally. This NPL ratio which was
2.5 percent in mid-July 2010 reached 3.4 percent in mid-April 2011. The NPL
ratios of Nepal Bank Limited and Rastrya Banijya Bank Limited, which are of
special concern under Financial Sector Reform Program, stood at 4.2 percent and
11.1 percent respectively. The NPL ratios of these two banks were respectively 2.3
and 9.8 percent in mid-July 2010. To avoid further depletion in the quality of loan
and advances of banks and financial institutions, NRB has raised the ceiling for
individual residential home loan upto Rs. 8 million from Rs. 6 million and allowed
renewal of such loan upto mid-July 2012 upon the payment of interest dues by the
borrowers. Similarly, banks and financial institutions are allowed to fix margin
requirement of their own by minimizing inherent risk in such margin-type loan
against the collateral of shares.

Though the increase in the number of banks and financial institutions has created
competition in limited geographical areas and business sectors, some geographical
regions are still beyond the outreach of financial services as of mid-April 2011.
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There is only one bank or financial institution each in 9 backward districts, 2 each
in 5 districts, 3 each in 8 districts, while some districts even outside the Kathmandu
valley has up to 121 banks and financial institutions. Though gradual improvement
in expansion of financial services in backward areas has been observed after NRB
began to provide interest free working capital for branch expansion, the outreach of
financial services is still not adequate in the geographical areas that require special
attention for socio-economic development.

The short-term and long-term interest rates remained at higher level in 2010/11
relative to that in the previous year due to contraction in liquidity position. The
weighted average 91-day Treasury bill rate stood at 7.1 percent in the eleven month
of 2010/11 compared to 6.5 percent in the corresponding period of the previous
year. The weighted average inter-bank rate stood at 8.13 percent in the eleven
months of 2010/11 compared to 7.74 percent in the corresponding period of the
previous year.

As a part of the capital market instrument, the issuance of development bond of the
GoN on auction basis was started from 2004/05. Development Bond amounting to
Rs. 8 billion was sold on auction basis in 2010/11. Of the total, Development Bond
worth Rs. 5 billion was of 3-year maturity and that of Rs. 3 billion was of 5-year
maturity. The coupon rate of both of these bonds was 9.5 percent. The sale of
Foreign Employment Bond was amounted to Rs. 3.4 million in 2010/11. The sale
of such bond was Rs. 4 million in the previous year.

Security market remained sluggish in 2010/11. The NEPSE index slipped to 297.6
points in mid-June 2011, the lowest level in 2010/11, and bounced back to 362.5
points at mid-July 2011 as a result of measures adopted in later months. The index
was 477.7 points in mid-July 2010. The decline in the NEPSE index can be
attributed to lack of improvement in investors' confidence, issuance of right and
bonus share by commercial banks to meet the specified level of paid up capital,
increase in the supply of shares and liquidity problem.

The market capitalization on y-o-y basis decreased by 29.1 percent to Rs. 265
billion in mid-June 2011 which stands at 21.7 percent of GDP. Of the total, the
market capitalization of banks and financial institutions accounted for 68.8 percent;
manufacturing and processing sectors 3.2 percent; hotels 2.0 percent; business
entities 0.5 percent; hydropower 4.0 percent; and other sectors 21.5 percent.

Fluctuation in share prices may weaken investors' confidence and create adverse
effects on economic stability. Therefore, NRB is putting effort for a sustainable and
stable development of security market. Previously, NRB had introduced a provision
regarding margin lending under which loan against share could be provided for
only up to 60 percent of the average share price of last 180 days or latest market
price, whichever was lower. Considering the sluggish performance of share market,
NRB has undertaken liberal policy regarding loan renewal and margin call in
2010/11.
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Inflation and BOP targets could not be achieved even though monetary aggregates
were maintained under control. This indicates that such structural problem could be
solved only through further improvement in macroeconomic environment rather
than only in monetary sector.

The monetary aggregates expanded at lower rate in 2010/11. The deceleration in
growth of monetary aggregates in the review period is attributed to the deficit in
BOP in most of the months and lack of expected increase in government capital
expenditure. In the ten months of 2010/11, broad money supply, an important
indicator of the monetary liquidity, increased by only 3.7 percent as compared to 9
percent growth in the corresponding period of the previous year. The broad money
supply expanded by 7.3 percent based on the broad monetary survey which also
includes activities of development banks and finance companies. Though the
monetary survey that includes balance sheet of commercial banks showed lower
monetary expansion, the broad monetary survey indicates that the monetary
expansion has not been that lower. This is mainly because of higher growth of
deposit mobilization and credit expansion by development banks and financial
institutions relative to commercial banks. Broad money supply is estimated to have
increased by 8.1 percent by the end of 2010/11 on account of surplus in BOP and
increased government expenditure towards the end of the fiscal year.

The total domestic credit is estimated to have increased by 11.4 percent in 2010/11
as compared to initial projection of 15 percent. In the ten months of 2010/11,
domestic credit based on monetary survey increased by 7.7 percent while the same
based on broad monetary survey increased by 10.3 percent. Lower growth in
domestic credit in the review period is attributed to the contraction in claims on
government and deceleration in claims on private sector credit growth. Based on
monetary survey, claims on private sector increased by 11.4 percent while based on
broad monetary survey such claims increased by 13.7 percent. The claims on
government and private sector are estimated to have increased by 4.6 percent and
13.3 percent respectively by the end of 2010/11.

The growth rate of deposit was also low in 2010/11. Deficit in BOP, increasing
consumption tendency and cash surplus of the GoN in most of the months are
among the factors responsible for lower growth in deposit mobilization compared
to the previous year. The deposit mobilization by class 'A’, class 'B' and class 'C'
banks and financial institutions increased by 8.2 percent (Rs. 59.62 billion) to Rs.
788.72 billion in the ten months of 2010/11. In the corresponding period of the
previous year such deposit had increased by 9.7 percent (Rs. 60.77 billion). In the
ten months of the review year, fixed deposit increased by Rs. 65.64 billion and call
deposit increased by Rs. 4 billion while current and saving deposits together
declined by Rs. 10.48 billion. The saving deposit was diverted to fixed deposit on
account of increased interest rates on fixed deposit.

In the first ten months of the review year, deposit mobilization of commercial
banks increased by 3.8 percent (Rs. 23.72 billion) while loan and advances
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increased by 10.6 percent (Rs. 63.23 billion). Of the total loan and advances, credit
to private sector increased by 11.6 percent (Rs. 57.53 billion). The higher credit
growth relative to deposit mobilization is due to the extension of credit by using
excess reserve held by banks with NRB at the end of the previous year and bank
balance held abroad as well as mobilization of capital in the review period. The
banking sector liquidity management has been easing on account of improvement
in liquidity arising from increased government expenditure in the later months.

In the first ten months of the review year, deposit mobilization by development
banks and finance companies increased by 16.6 percent and 13.5 percent
respectively. Similarly, development banks and finance companies mobilized
capital worth Rs. 5.15 billion and Rs. 1.37 billion respectively. In this period, the
development banks' credit to private sector increased by 29.3 percent and that by
finance companies increased by 15.9 percent. Some problems in liquidity
management were observed in few development banks and financial companies,
which concentrated their lending on real estate, were dependent on few institutional
depositors for resources and lent more relative to resources. Though the liquidity
problem is currently managed with NRB liquidity facilities, the sustainable solution
to the problems of these financial institutions could only be ensured through an
appropriate investment policy, maintenance of quality assets and good governance.

Considering the inadequacy of credit flow to productive sector due to over
concentration of credit to unproductive sector and liquidity shortfall, NRB had
introduced a refinance facility to bank and financial institutions to provide credit to
specified productive sectors through the mid-term review of monetary policy for
the fiscal year 2009/10. Bank and financial institutions used Rs. 5.38 billion under
this facility in 2010/11.

The bank credit to agriculture sector has not increased as reflected in the sector-
wise distribution of credit. Credit to agriculture sector is only about 3 percent of
total bank credit till mid-May 2011. The outstanding credit of commercial banks to
agriculture sector declined to Rs. 13.55 billion in mid-May 2011 from Rs. 14.29
billion in mid-July 2010. Credit to tourism sector stood at 1.8 percent of total credit
and that to electricity sector stood at 1.1 percent of total credit in the review period.
Credit to tourism and electricity sectors was 1.7 percent and 1.2 percent
respectively as at mid-July 2010. However, the credit to industrial production
sector has increased to some extent in the review period. Credit to this sector
increased to 22.1 percent (Rs. 115.35 billion) of total banks' credit as at mid-May
2011 from 20.5 percent (Rs. 94.71 billion) as of mid-July 2010. Similarly, the share
of banks' credit to service sector and wholesale and retail trade increased to 6.9
percent and 20.6 percent respectively in mid-May 2011 from 6.2 percent and 18.5
percent respectively in mid-July 2010.

The liquid assets of commercial banks decreased by 5.7 percent in the ten months
of 2010/11 due to BOP deficit and higher rate of credit flow relative to resource
mobilization. The liquid asset to deposit ratio came down to 31.3 percent in mid-
May 2011 from 34.5 percent in mid-July 2010. Though liquid assets to deposit ratio
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declined, liquid assets of Rs. 201.93 billion, representing 31.3 percent of the total
deposit liabilities, ensured the adequacy of liquidity within the banking system.

In the case of development banks and finance companies, the liquidity remained
low. In mid-May 2011, liquid assets/deposit ratio of development banks and
finance companies stood at 8.8 percent and 9.4 percent respectively. The low level
of liquid assets relative to size of their deposit mobilization has also created some
challenges in monetary and liquidity management. It has become difficult to
manage liquidity through open market operation and standing liquidity facility due
to very low level of investment in government securities by development banks and
finance companies.

Financial Stability and Liquidity Management

50.

51.

52.

53.

Contraction of monetary liquidity and slowdown in real estate transactions
influenced cash flow and created liquidity shortfall in banking system. Factors like
lack of expected improvement in BOP, slowdown in the expansion of capital
expenditure and surplus cash balance of the GoN with NRB in most of the time in
the review year led to slowdown in reserve money and created both systemic and
short-term problems in liquidity situation. In addition, some financial institutions
which were not maintaining balance between structure of assets and liabilities, had
low capital ratio but high credit-deposit ratio, concentrated credit in unproductive
sector and created long-term assets on the basis of short-term resources faced
structural liquidity problem. The problems in liquidity management of some
financial institutions also emerged from their weak corporate governance.

Liquidity problem was observed in some financial institutions despite the fact that
there was adequate liquidity in the system. To avoid systemic risk on payment
system, NRB has been providing liquidity through open market operation; lender of
last resort facility; refinance facility for liquidity management and standing
liquidity facility to banks and financial institutions facing liquidity problem due to
systemic and structural reasons. In addition, macro prudential regulations are also
put in place to address problems associated with weak balance sheet and structural
liquidity stress emerging from mismatch of assets and liabilities.

NRB injected net liquidity of Rs. 71.39 billion through open market operations in
2010/11 to avoid adverse impact on payment system due to liquidity problem.
Under the open market operation, Rs. 92.39 billion was injected through repo
auction. However, Rs. 2 billion was mopped up through outright sale auction and
Rs. 19 billion was mopped up through reverse repo auction to manage excess
liquidity of the banking system during the initial months of 2010/11, arising from
heavy government expenditure at the end of the previous fiscal year.

Short-term standing liquidity facility (SLF) is available to banks and financial
institutions to support their liquidity management. The banks and financial
institutions used Rs. 216.67 billion in 2010/11 under this window. However, the
outstanding amount of SLF as at mid-July 2011 stood at only Rs. 310 million. In
the review year, development banks and finance companies used Rs. 22.27 billion
and Rs. 6.25 billion respectively under this facility.
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Commercial banks carried out inter-bank transaction of Rs. 397.56 billion in
2010/11 compared to Rs. 344.58 billion in the previous year. For further easing of
liquidity management through inter-bank transactions, a new provision has been
introduced so that class 'A', 'B' and 'C' licensed financial institutions can have inter-
bank transactions with each other against good loan or any other acceptable
collateral under specified conditions. However, such loan and advances from inter-
bank transaction can only be used for liquidity management and for making
payment to depositors. This provision will be helpful to manage systemic liquidity
problem and to reduce risk related to inter-bank transactions.

NRB injected liquidity of Rs. 174.30 billion through the purchase of USD 2.41
billion from commercial banks in the fiscal year 2010/11. NRB had injected Rs.
118.66 billion through the purchase of USD 1.60 billion in the previous year.
However, there was net mop up of liquidity from sale and purchase of foreign
exchange in the review year because INR 123.84 billion purchased from Indian
money market through the sale of USD 2.74 billion to bridge the trade deficit with
India was sold in the market.

In the absence of liquid assets, general instruments such as open market operation
and other existing instruments could not solve the liquidity problem. Therefore, to
protect public confidence on financial and payment system, NRB has provided
liquidity against good loan through the lender of the last resort window to financial
institutions facing structural liquidity problems. Similarly, a 120-day refinance
facility for liquidity management has been introduced under which NRB provides
refinance up to 80 percent of collateral of good loan for financial institutions
having quality assets in balance sheet but facing liquidity problem for being unable
to convert those assets into liquid assets. Under this facility, Rs. 0.79 billion was
provided to 3 development banks and 13 financial institutions up to mid-July 2011.

In 2010/11, NRB provided general refinance facility amounting to Rs. 5.38 billion
to banks and financial institutions against the collateral of good loan to increase
credit to productive sector. Of the total refinance, Rs. 3.59 billion was outstanding
as at mid-July 2011. This facility was used by 9 commercial banks, 7 development
banks and a finance company in the review period. This refinance facility has
helped to avoid systemic risk as it encourages credit flow to productive sector and
eases liquidity in the system.

Monetary Policy and Financial Sector Program of 2011/12

58.

The policy stance, programs and instruments of the monetary policy for 2011/12
have been set by analyzing domestic economic outlook and the possible
development in global economy and its likely impact on Nepalese economy. The
strategy of the current monetary policy is to achieve macroeconomic stability to
support growth target set in the three-year plan.
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Monetary Policy Stance

In addition to inflation and balance of payments deficit, liquidity management and
maintenance of financial stability have emerged as major challenges of monetary
policy. A balanced and cautious monetary policy stance is necessary in the context
of BOP deficit that has been prevailing for the last two years, high inflation and
liquidity crunch. As the current BOP deficit and inflation are structural problems,
no direct impact of monetary expansion is observed on these variables.
Nevertheless, monetary policy needs to be cautious to avoid possible adverse
impact of monetary expansion on BOP and inflation.

While determining the monetary policy stance, it is necessary to be cautious on the
overvalued real exchange rate existing for the last couple of years as well as its
negative impact on domestic savings. In the context of higher rate of inflation than
expected, no improvement in productivity and weak investment climate, monetary
management should be carried out so as to maintain balance in monetary and credit
aggregates and interest rate.

The primary reason behind high inflation has been the supply side and cost push
factors while the role of monetary liquidity in inflation is negligible. In such a
situation, investment climate must be taken into account while following the path
of monetary expansion to support economic growth and ease liquidity. A balanced
policy stance is set considering the continuous increase in consumption/GDP ratio
to 93.3 percent with no improvement in internal supply capacity in the present
situation and possible adverse impact of monetary expansion on the economic
growth, saving and liquidity situation from a surge in consumable import.

Financial sector stability being an issue of concern of central bank, NRB has
adopted it as one of the main objectives of monetary policy. NRB has promptly
introduced some measures such as early warning system, prompt corrective action,
know your customer policy and risk-based supervision system to address
weaknesses that emerge in financial institutions. In addition to continuation of these
measures, risk of financial system will be managed through more effective
contingency planning and stress testing of the banks and financial institutions based
on some specified indicators. To strengthen the solvency of financial institutions,
the monetary policy is directed towards effective implementation of capital
adequacy ratio, cash reserve ratio, statutory liquidity ratio, net liquidity ratio,
credit-deposit ratio and sectoral credit ceilings.

In addition to overall macroeconomic situation, it has become clear that weak
corporate governance is also one of the main factors for current liquidity shortfall
in the financial system. Regulatory measures will be used to address the liquidity
and payments problems emerging from weak corporate governance. Similarly, to
maintain public confidence towards the financial system, monetary management
will be carried out using monetary instruments such as open market operation,
general refinance facility, refinance facility for liquidity management, and standing
liquidity facility.
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There is always a risk of surge in non-performing assets as well as adverse impact
on overall financial stability due to fluctuations in prices and transactions of assets
such as real estate and shares. While setting the direction of monetary policy,
possible impact of an increase in non-performing assets to the effectiveness of
financial intermediation also has been taken into account.

Consolidated balance sheet of banks and financial institutions shows that the credit-
deposit ratio is still high. The fully loaned-up situation of banks and financial
institutions and credit concentration on unproductive sectors also added difficulties
in liquidity management. If banks and financial institutions are able to reduce the
credit-deposit ratio within the ceiling set by this bank in line with the orientation of
monetary policy and regulatory standards, the liquidity situation will improve
gradually.

Sectoral distribution of bank credit is not satisfactory. Volume of banking sector
assets and its quality might be severely affected, if bank credit is concentrated on
such sectors, which are instable and have low value addition. The tendency of
expanding loan and advances to unproductive sector is considered risky for both
financial and macroeconomic stability. Therefore, to discourage flow of credit to
such sectors and increase credit to productive sector, the strategy of monetary
management, selection of instruments and operation should also be focused on the
same. So, while determining the monetary policy stance, emphasis has been given
to the sectoral lending instruments rather than general instruments of credit control.

Currently, real interest rate on deposit is positive. However, it has been observed
that lending rates have increased at a faster rate relative to deposit rate. Therefore,
monetary measures will aim at keeping the interest rate spread at a satisfactory
level.

Economic and Monetary Targets

The primary objectives of monetary policy of 2011/12 are controlling inflation
pressure coming from excessive expansion of money supply, maintaining favorable
BOP situation and facilitating economic growth by maintaining financial stability.
The supply side must also be strengthened to contain inflation within the target. As
the monsoon of this year began on time, agricultural production is expected to be
satisfactory. Similarly, government capital expenditure is also expected to be
effective because of the timely announcement of the government's policy, program
and budget for this fiscal year. The production of both industrial and service sector
will be expected to increase if labor relations and electricity supply improved and
favorable industrial climate created. On the backdrop of the above domestic
economic outlook, the target of the annual average inflation rate is set at 7 percent
for 2011/12. The economic policies in neighboring countries as well as at the global
level, which are directed towards controlling inflation, are also expected to help
maintain inflation at the targeted level.

Another objective of monetary policy of 2011/12 is to carry-out monetary
management so as to improve BOP situation for maintaining foreign exchange
reserves sufficient to cover at least six months of goods and service imports. A



70.

71.

72.

73.

74.

75.

Unofficial Translation of Monetary Policy for Fiscal Year 2011/12 15

BOP surplus of about Rs. 5 billion is targeted on the basis of current tends and
forecast of import and sources of foreign exchange.

In the Budget Speech of 2011/12, economic growth target is set at 5 percent. It will
be possible to achieve the target, if there is an improvement in agricultural
production, power supply, private sector investment and the capital expenditure of
the GoN. The early starting of monsoon this year is expected to increase production
of paddy. Therefore, if the sanctioned capital expenditure of the GoN is released on
time, it will help to speed up economic activities and strengthen the confidence of
the private sector as well as to achieve the targeted rate of economic growth.
Necessary monetary management will be carried out so as to facilitate the
achievement of the economic growth target mentioned in the budget speech.

In the context of main monetary policy targets of limiting inflation to 7 percent and
achieving BOP surplus of Rs. 5 billion, the broad money supply, an intermediate
target of monetary policy, is projected to grow by 12.5 percent in 2011/12.

In 2011/12, domestic credit is projected to grow by 13.7 percent. Commercial
banks' credit to private sector is projected to increase by 14 percent in 2011/12 as
compared to 13.3 percent in 2010/11. Such a growth rate of credit is estimated to be
sufficient to achieve the targeted economic growth. Considering the budget
estimate of total government expenditure and domestic debt mobilization, claims
on government is projected to grow by 12.1 percent in 2011/12.

On the basis of likely positive impact of targeted economic growth, balance of
payments surplus and current structure of interest rate on deposit mobilization, the
total deposits of commercial banks is projected to grow by 13 percent (Rs. 87.0
billion) to Rs. 756 billion in 2011/12.

Instruments of Monetary Policy Operation

Open market operation will continue to be the main instrument of monetary policy
operation, which will be conducted mainly on the basis of liquidity situation
indicated by Liquidity Monitoring and Forecasting Framework and monetary
policy objectives. Monetary management will be conducted through injection and
mopping up of liquidity using instruments such as outright purchase auction, repo
auction, outright sale auction and reverse repo auction. Necessary revision will be
made in the existing provision of injecting liquidity twice a week through repo
auction. The current practice of treating commercial banks as well as class 'B' and
class 'C' financial institutions as the counter parties of monetary policy operation in
monetary management will be continued. Similarly, existing provision on
maximum period of 45 days for repo and reverse repo auction will be continued. In
addition to treasury bills, development bonds will also be used as collateral for repo
auction.

The liquidity with banks and financial institutions in excess of required cash
reserve ratio will be taken as the operating target of monetary policy. For this,
projection of excess liquidity with counter parties will be continued by using the
Liquidity Monitoring and Forecasting Framework based on the balance sheet of
NRB. In addition, the current practice of monitoring liquidity by collecting daily
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information on deposits, lending, cash reserve and inter-bank interest rate will be
continued.

In the context of higher inflation rate than expected and continued deficit in BOP,
monetary easing might produce risks in both these aspects. However, it is equally
important to prevent the economic contraction that may be generated due to the
monetary contraction as it may adversely affect both inflation and BOP situation. In
this background, cash reserve ratio (CRR) to be maintained by class 'A' commercial
banks and class 'B' and 'C' licensed institutions accepting demand/call deposits has
been reduced by 0.5 percentage points to 5 percent from 5.5 percent. The reduction
in CRR will help in the achievement of targeted economic growth through the
supply of additional resources to productive sector with lowered financial
intermediation cost.

On the basis of consolidated balance sheet of mid-May 2011, the reduction in CRR
is expected to inject additional liquidity of Rs. 4 billion in the banking system. This
additional liquidity is believed to help in increasing investment in productive
sector.

The existing provision of Statutory Liquidity Ratio (SLR), which is aimed at
increasing the share of liquid assets in the portfolio of counterparties of monetary
policy, has been continued.

The bank rate, which is viewed as an indicator of interest rate structure and
monetary policy stance, is kept unchanged at 7 percent and general refinance rate is
also maintained at 7 percent.

Short term "Refinancing Facility for Liquidity Management", introduced in
2010/11 to address liquidity problems of commercial banks and financial
institutions and to maintain financial stability and public confidence over payment
system will be gradually revised. Existing provision of lender of the last resort
facility provided to banks and financial institutions for a maximum period of six
months has been continued. New provision will be introduced to further widen the
collateral base of this facility to other assets as well. The provision of determining
interest rate on SLF by adding 3 percentage point on weighted average of 91-days
treasury bills rate or prevailing bank rate, whichever is higher, has been continued.
Other provisions on this facility have not been changed.

Special refinance rate applicable to credit for export industry, sick industry, small
and cottage industry and foreign employment of specified section of people is
maintained at 1.5 percent. While utilizing this facility, commercial banks and
financial institutions cannot charge more than 4.5 percent interest from the client.

Refinance rate on export credit made available to the commercial banks in foreign
currency will be determined by adding 25 basis points to the prevailing Libor Rate
as earlier.

Micro Finance and Access to Finance

83.

To enhance micro-finance services to backward region, class, gender and
communities by consolidating financial services provided by micro-finance
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institutions, a draft of Micro-finance Authority Act has already been submitted to
the GoN for the establishment of Micro Finance Authority. The task of establishing
Micro Finance Authority for regulation, inspection and supervision of micro-
finance institutions will be pushed ahead with utmost priority. All necessary works
will be put forward to establish an autonomous Micro-finance Development Fund
to extend outreach of micro-finance institutions to the poor and deprived sector.

Despite institutional effort to extend financial services, access to financial services
in Mid-western and Far-western hilly regions has been very poor. Therefore, to
enhance access to financial services in these areas, a study will be conducted and its
policy suggestions will be implemented. Considering the fact that low financial
literacy is one of the factors hindering effectiveness of financial services, a national
strategy will be formulated in this regard.

The NRB will provide interest free loan up to Rs. 1.5 million based on institution's
capital strength for a specified period, if class 'D' financial institutions extend their
financial services by opening a new branch in the nine specified districts with
limited financial access.

With a view to increase access to financial services, there is a mandatory provision
for deprived sector lending. The deprived sector lending requirement has been
revised so that the commercial banks, development banks and finance companies
must lend 3.5 percent, 3.0 percent and 2.5 percent of their total loans to the
deprived sector respectively. The respective ratios were 3 percent, 2.5 percent and 2
percent earlier. Such ratio will be increased at an annual rate of 0.5 percentage
point during the next three years in order to increase the contribution of financial
institutions in the income and employment generation activities of the deprived
sector. No change has been made on the existing provision that restricts banks and
financial institutions to deposit the amount provided for the purpose of deprived
sector lending into other banks and financial institutions to earn interest.

The ceiling on loans to deprived sector or micro-credit provided by class 'D' micro-
finance development banks against group/individual guarantee with or without
collateral has been maintained at Rs. 90 thousand and that for micro-enterprise at
Rs. 200 thousand as earlier. However, while extending credit up to the specified
ceiling of Rs. 200 thousands, the loan amount must not exceed one-third of total
credit to be provided to the deprived sector. In addition, the ceiling of deprived
sector loan provided by class 'A', 'B' and 'C' banks and financial institutions to
group member/individual against group/individual guarantee and classified as a
pass loan for last two years has also been maintained at Rs. 90 thousand and that
for micro-enterprise has been maintained at Rs. 200 thousand as earlier.

The provision of treating loans up to Rs. 200 thousand as deprived sector credit
provided by the banks and financial institutions without collateral to youths from
deprived families for studying secondary and higher secondary level technical and
vocational education has been continued. Moreover, an arrangement will be made
to cover guarantee of such credit.
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In order to enhance women empowerment through their increased participation in
economic and professional activities, the existing provision of qualifying loan up to
Rs. 300 thousand provided by banks and financial institutions for micro enterprises
operated by women as deprived sector lending has been given continuity. NRB will
provide refinance for such credit at general refinance rate.

A provision of including the credit up to Rs. 10 million provided by bank and
financial institutions in hydropower project of up to 500 kw capacity with at least
50 percent investment participation by community user committee or private sector
into the deprived sector lending has been given continuity. In addition to this, the
provision of loans provided through consumer committee or cooperative for
community irrigation in rural area and credit for buying tractor, thresher and other
agricultural equipments will continue to be eligible under the deprived sector credit.

A provision will be introduced to include credit up to Rs. 10 million extended by
banks and financial institutions to rural community hospitals meeting specified
standards under the deprived sector lending.

Loans up to Rs. 150 thousand per household provided to farmers to establish cold
storage in collective ownership for preserving food grains will be treated as the
deprived sector credit. The provision of including loans up to Rs. 250 thousand per
household for business such as animal husbandry, fishery, and bee-keeping remains
unchanged.

With a view to encourage deprived sector lending, the provision that does not
require additional 20 percent loan loss provision for the loans provided directly or
indirectly to the deprived sector on group/individual/institutional guarantee has also
been continued.

An arrangement will be made to grant license to class 'D' financial institutions to
operate in areas with limited access to financial services.

There is a provision on branch expansion by class 'C' financial institutions that
requires additional paid up capital of Rs. 20 million for Kathmandu Valley and Rs.
5 million outside Katmandu valley. With a view to expand banking services in
areas with limited access to financial services, this provision of additional capital
requirement has been waived in 2011/12 also for those financial institutions
extending branches in municipalities or village development committees having
two or less banks and financial institutions or their branches.

NRB provides an interest free loan up to Rs. 5 million and Rs. 10 million to banks
and financial institutions for opening a branch respectively in district headquarter
and outside district headquarter of 22 remote districts specified by the GoN. This
provision was introduced to enhance financial inclusion through expansion of
financial institutions in areas where there was lack of access to finance. Until now,
6 commercial banks and 5 development banks have used Rs. 150 million under this
facility. Necessary amendment will be made to discourage the possibility of taking
undue advantages through the use of the definition of remote district. The existing
provision that banks and financial institutions will be allowed to open a branch in
Kathmandu Valley only after operation of one branch among the 30 specified
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districts with limited presence of banks and financial institutions and one more
branch anywhere outside Kathmandu valley has been given continuity. Finance
companies willing to open branches under this provision are not required to have
additional capital.

Existing provision of deposit guarantee for savings and fixed deposits of natural
person of up to Rs. 200 thousand already implemented in class 'B', 'C' and 'D'
financial institutions will be extended to commercial banks, and the coverage
amount of deposit guarantee will also be gradually increased.

Preliminary works to conduct a rural credit survey covering the state of the
presence of banks and financial institutions, institutional credit, informal financial
transactions, rural financial access, credit and interest rate were carried out in
2010/11. The process of conducting the survey will be pushed forward in 2011/12.

Financial Sector Reform, Regulation and Supervision

99.
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The ongoing financial sector reform program will be continued in 2011/12. Under
this program, the restructuring of Nepal Bank Limited and Rastriya Banijya Bank
Limited, re-engineering of Nepal Rastra Bank and the capacity enhancement of
financial sector will be implemented.

A new capital standard based on BASEL II designed to apply international
supervisory norms renowned in banking sector has already been prepared and
implemented in full fledge for class 'A' licensed financial institutions since
2008/09. The same capital standard has been implemented for national level class
'B' financial institutions on a parallel basis since 2010/11. The implementation of
this capital standard will be made more effective in the days to come. Likewise, a
directive relating to Internal Capital Adequacy Assessment Process (ICAAP) would
be prepared and implemented for further strengthening of risk-based provisioning
of capital in banking business. The existing provision of capital adequacy required
to be maintained by banks and financial institutions has been given continuity.

Financial sector stability requires high quality of asset/credit of banks and financial
institutions. In order to ensure the assets quality, the priority of supervision will be
directed towards maintaining quality of credit. Focusing on this, the task of
inspection and supervision will be effectively implemented in order to complete
onsite supervision of all financial institutions in each fiscal year. Supervisory
departments will be strengthened further for this purpose.

In the context of increased competition in the financial sector and rapid expansion
of new financial instruments and services, 'Risk-based Supervision Guidelines',
which is in the final stage of preparation, will be implemented in order to adopt the
risk-based approach in supervision. To make it further effective, necessary
corrections will be made in existing Inspection and Supervision Bylaw, 2002. Also,
provisioning of human resource and departmental restructuring will be made for the
enhancement of supervisory capability.

In order to enhance supervisory capability of NRB, the process of requesting for
necessary assistance from international consultants has already been initiated. In



20 Nepal Rastra Bank

104.

105.

106.

107.

108.

109.

110.

addition, in the context of need of effective information management system for
effective supervision of banks and financial institutions, special attention will be
paid in mechanization of information system for a quick, reliable and factual
transmission of information between NRB and other licensed banks and financial
institutions.

The existing onsite and offsite supervision mechanism will be reviewed and refined
in order to make risk based supervision system more effective. With the objective
of strengthening offsite supervisory capacity, the existing early warning system will
be made more effective. In addition, a contingency plan will be prepared by
developing a system that identifies potential risks and their management for taking
steps immediately to address contingency problems that emerge in the financial
system. Under this system, problematic bank resolution framework will be prepared
by including specified step-by-step programs of crisis management.

In order to figure out the potential impact on banks' financial conditions that may
emerge from the fluctuations in the economy, a sample stress test has been
conducted. Necessary directive will be issued to banks to conduct stress test on
their own based on the feedback received from the sample test. Likewise,
institution-wise liquidity monitoring framework will be prepared and implemented
in order to strengthen forward-looking analysis for liquidity management of banks
and financial institutions.

The implementation and monitoring process of Prompt Corrective Action Bylaw,
2008, introduced in 2008/09, will be made effective in order to maintain public
confidence towards the financial system through prompt rectification of
weaknesses identified during the course of inspection and supervision.

While keeping unchanged the policy pertaining to the postponement of application
to establish new commercial banks until another policy provision is announced,
policy efforts will be directed towards the promotion of financial consolidation.
Taking into consideration the fact of uneven access to financial services across the
country, a selective licensing policy will be adopted to establish financial
institutions in rural areas with minimum access to financial services.

There has been an increasing tendency of changing promoters and adjustment in
ownership structure of share capital by banks and financial institutions that
submitted application under existing licensing policy. A timely revision in existing
policy provision will be made to overcome this problem so as to create an
environment to promote banks and financial institutions by genuine investors.

A greater involvement of capable, experienced and professional investors in the
operation of banks and financial institutions can enhance effectiveness of financial
system. In order to increase strategic involvement rather than quantitative presence
of the promoters, necessary rectification will be made in the appraisal system of
promoters of newly established banks and financial institutions.

In order to ascertain financial stability and effective financial service by increasing
qualitative strength rather than quantity of financial institutions, 'Merger and
Acquisition of Banks and Financial Institutions Bylaw, 2011' has already been
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implemented. Moreover, to encourage merger and acquisition among financial
institutions, the GoN, through the Budget Speech of 2010/11, has made a provision
to waive registration fee on the recommendation of this bank. Financial stability
will be effectively strengthened through corporate governance, healthy competition
and financial consolidation by encouraging bank and financial institutions for
merger and acquisition based on mutual financial interest, dual involvement of
promoters, and financial strength of banks and financial institutions.

To promote financial discipline, the system of monitoring pertaining to corporate
governance and compliance of directives will be implemented more effectively. To
improve this aspect, voluntary declaration records on loans taken from various
banks and financial institutions by member of the board of directors and their
family members in the names of their firms/companies or the firms/companies
under their control will be updated.

Whether or not the banks and financial institutions are transparent and economizing
on capital and stationery expenses will be indicated in the long-form audit report
and further strengthened by incorporating the same in the report of the external
auditor.

In the context of growing number of banks and financial institutions, the tendency
of taking loans from more than one institution by a single customer is also
increasing. The credit risk arising from multiple banking will be managed through
effective implementation of self-declaration of multiple banking under the Know
Your Customer (KYC) norm.

Under the financial sector capacity enhancement programme, Debt Recovery
Tribunal and Credit Information Center Limited will be strengthened. To improve
the non-performing assets of banks and financial institutions, establishment of an
asset management company with private sector participation will be encouraged.

It will be difficult to maintain financial sector stability and strengthen the
effectiveness of inspection and supervision of banks and financial institutions, if
loan defaulters are released without the repayment of their dues. Therefore,
necessary plan to take action against such defaulters will be prepared and
implemented. Confiscation of passports and other actions against the defaulters
taking more than Rs. 10 million from banks and financial institutions will be made
more effective. With the coordination of the GoN, the borrowers not investing
borrowed fund in specified sectors and registering dummy firm to borrow against it
as well as not repaying the loan willfully will be brought to justice.

The existing refinance facility will be reviewed so as to increase credit flow to the
hydroelectricity projects from banks and financial institutions.

Necessary steps will be carried out to control, limit and regulate personal overdraft
loans extended by the banks and financial institutions.

To ensure sufficient investment in the productive sectors particularly in agriculture,
power, tourism, and cottage and small industries, the banks and financial
institutions providing credit equivalent to less or more than 10 percent of the
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industry average in specified sectors are required to increase it to 20 percent of the
industry average within the next three years. The implementation of action plan
submitted by the banks and financial institutions in this regard will be effectively
monitored.

To enhance efficiency in resource mobilization through the development of capital
market, it is necessary to have an institutional set-up and adequate and diversified
instruments. Taking into account this fact, commercial banks will be encouraged to
operate mutual fund scheme in coordination with Security Exchange Board of
Nepal.

The Secured Transaction Act, 2006 has been implemented for the fulfillment of
responsibilities related to current and fixed assets. In this context, necessary
assistance will be provided to the GoN to establish a separate office in line with the
sprit of the Act.

The Currency Management Department will be modernized as per the sprit of a
modern central bank. Accordingly, Currency Verification and Processing System
(CPVS) and Shredding and Briquetting System (SBS) will be put in place to
replace current system of punching and destroying soiled currency notes.

Replacement of soiled notes with fresh notes in circulation and clean note policy
will be continued. To ensure smooth supply of Nepalese currency across the
country, currency chest transactions will be modernized and expanded.

NRB has started to compile broad monetary survey by extending the coverage of
the monetary survey to include the balance sheet of development banks and finance
companies. The broad monetary survey will be published regularly within 2011/12
for public information. The extended survey is believed to enhance effective
implementation of monetary policy and financial monitoring as it reflects actual
monetary and financial situation.

An online unified data reporting system will be put in place to get timely and
reliable data information from banks and financial institutions and to simplify data
processing and preparation of report. This will also improve dissemination of
financial data to the general public and other stakeholders in a timely manner.

Foreign Exchange Management

125.

126.

The trend of taking foreign loan for infrastructure development including
hydropower has been increasing. However, foreign currency held by banks and
financial institutions is being invested abroad in different instruments at nominal
interest rate because of limited areas specified for utilization of foreign currency.
On the contrary, a sizable amount of foreign currency is also paid as interest of
foreign loan. Considering this fact, a policy provision will be introduced so that
banks and financial institutions can extend credit denominated in foreign currency
to hydroelectricity projects and can also invest in different foreign currency
denominated instruments with the consent of NRB.

The ceiling of foreign exchange facility provided as passport facility to Nepalese
citizens visiting third countries excluding India has been increased to USD 2,500
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for each visit and USD 5,000 in each fiscal year from the existing ceilings of USD
2,000 and USD 4,000 respectively. Other provisions regarding passport facility
have been kept unchanged.

Additional items will continuously be added in the list of goods that can be
imported from India against the payment of convertible currency on the basis of
rationality.

A new provision will be introduced to allow non-resident Nepalese (NRN) to open
up bank account in convertible foreign currency.

Necessary amendments will made in the existing policy/circular regarding opening
and operation of foreign currency account by eligible individuals and organizations
by clarifying issues such as types of account, ceiling and items for expenditure and
deposit procedure.

Currently, NRB grants permission to open up the NOSTRO account by banks and
financial institutions. However, individuals, organizations/institutions and
companies are not allowed to open such account. These days, many Nepalese
citizens need to stay abroad for longer period for business, employment and other
purposes. Exporters need to open branch/correspondent office and showrooms
abroad as their participation in different exhibitions and conferences has also been
increasing. Considering these facts, a policy provision will be introduced to allow
Nepalese individuals and organizations/institutions to open and operate bank
account in foreign countries.

The existing provision requires the renewing of advance payment certificate issued
to exporters by commercial banks in every six months for up to three years. This
provision will be revised so that such certificate can be issued for one year initially
and renewed by the concerned banks/financial institutions thereafter.

Due to the existing provision of unlimited period of the usance letter of credit, there
has been an increasing tendency of taking foreign loan indirectly through the LC
issued for business purpose. Necessary amendment will be made on LC
transactions including the usance letter of credit to discourage such activities.

In the context of increasing tendency of Nepalese people going abroad and
remitting foreign currency to family, relatives and friends in cash by Nepalese
staying abroad and workers / helpers working in tourism service receiving tips from
tourist, a provision will be introduced so that institutions licensed by NRB can
exchange cash upto USD 1,000 or equivalent other foreign currencies at a time
upon the declaration of sources of income with their identity card.

The business transactions between Nepal and Bhutan are generally settled in Indian
currency while card transactions are settled with the USD exchange facility. As the
international card companies including Visa and Master Card are settling the card
transactions among Nepal, India and Bhutan in Indian currency, new provision will
be introduced to allow the settlement of card transaction between Nepal and Bhutan
in Indian currency.
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Lastly,

135.

136.

137.

The present monetary policy is being implemented at a time of continued BOP
deficit, high inflation, liquidity crisis and high credit-deposit ratio in the banking
sector, slowdown in real estate and share market activities, liquidity problem
arising from excessive lending by some financial institutions and a sizable part of
general people lacking access to formal financial services. This policy is expected
to address above-mentioned challenges. Monetary policy also emphasizes on
creation of favorable environment for high economic growth through employment
generation, which is a must for sustainable poverty alleviation.

The implementation of this monetary policy is expected to help in improving the
BOP imbalance, containing inflation, maintaining financial stability, increasing
access of banking services to general people and facilitating in the achievement of
targeted economic growth.

NRB thanks all stakeholders including various agencies of the GoN, financial
institutions, professional and business associations, academicians and donor
agencies for their cooperation in the formulation of this monetary policy. NRB also
expects continued cooperation from all stakeholders in the implementation of the
policy provisions and programs included in this monetary policy.



