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to youths who have either lost job abroad due
to the ongoing COVID environment and/or are
eager to be retained in the Nepalese labor market
permanently.

At the outset, employment promotion
seems to be an arduous task. But the authorities
responsible for economic development and
sound macroeconomic management need to
undertake such responsibility quite earnestly.
Employment  generation and expansion
constitutes the primary focus of the socio-
economic development agenda besides ensuring
social and economic equity and justification
as well as forging the appropriate balancein
policies, programs and activities with respect
to macroeconomic dimensions, like fiscal,
monetary, international trade, and real sectors
of the economy. Cognizant of the success
stories of countries should provide us examples
and impetus to design credible action plans
for promoting employment opportunities as a
paramount feature of development strategy that
we envision for Nepal. This should also enhance
output and help stabilize prices and exchange
rates in addition to correcting other economic
imbalances and ensuring welfare for the masses.

‘Employment for each household’ has
become the common agenda of the governments
of Nepal over the years. For this, an optimum
use of capital and labor is a necessary condition.
The economy being traditionally characterized
by massive poverty, this calls for creating huge
employment and ensuring minimum income to
all households. Since employment and poverty
are interrelated, a prudent balance between
labor-intensive and capital-intensive techniques
is called for. Dynamism in restructuring the
economy gets quicker if choice is made in favor
of capital-intensive technique. No doubt, such
choice would accelerate the rate of growth of
the national economy and, accordingly, per
capita income would become higher. But given
more reliance on capital, labor force becomes
redundant. Consequently, poverty alleviation
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objective could be adversely affected for which
the role of government becomes the sine-
qua non. Likewise, in an environment of high
unemployment, the attainment of equitable
distribution objective would be a far cry.

So, to ensure maximum utilization of labor
thereby promoting growth and equity gradually
leading to a higher development stage of the
economy, a clear choice stands in favor of labor-
intensive technique of production. But we have
utterly failed in this strategy over the decades as
witnessed in the debacle of carpets and garments
sector of Nepal. As Nepal has been increasingly
turned into an import-dependent economy
with the incessant spiral of trade deficit over
the past couples of decades, the condition of
capital-intensive industries has also remained
unfavorable, prompting us to argue that Nepal’s
status of import-dependent economy should be
changed to that one encouraging investment,
production and exports for realizing the objective
of employment promotion. Similarly, the
decision as to the choice of production technique
needs to be sequenced with the country’s trade
and tariff regime as well as property and labor
laws. For example, labor displaced from Nepal’s
agriculture did not find place in Nepal’s industry
but was attracted to foreign labor destinations,
resulting in massive production loss for Nepal.
Nepal’s labor demand has been fulfilled
through Indian labor, making Nepal as India’s
significant source of remittance while Nepalese
labor, which is mostly unskilled, is forced to be
indulged in low-paying 3-D’s job in the middle-
east and Malaysia. This also shows the urgent
need of imparting skill-enhancing training for
the Nepalese labor so as to ensure sustainable
opportunities for employment and income as
the viable means for poverty reduction as well
as equitable distribution of income. Sufficient
supply of skilled farm labor is a pre-condition
for commercialization of agriculture and for
ensuring food security.
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Likewise, in spite of the arguments put
forward in favor of labor-intensive technique,
for increasing production and productivity care
should ultimately be given to obtain optimum
use of available capital. In private sector-
led modern and commercial activities, a free
play of market forces should be allowed to
decide the factor proportions as per Nepal’s
constitutional provisions, subject to the proper
regulatory and monitoring role duly performed
by the government. Such policy option becomes
indispensable to protect the interests of all
factors of production. If wage labor be linked
to poverty alleviation, capital be well taken
care of to motivate savers and entrepreneurs.
In the absence of such arrangements, nobody
is prepared to save or invest which comprisethe
foundations of rapidly rising economies.

Smooth functioning of economic activities
implies the establishment of acceptable work
culture for all. No kind of wastage be in place,
whether that be labor or capital or time or other
resource. A cordial relationship between the
labor force, savers and investors need to exist if
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all the concerned parties are to share the expected
benefit. Creation of employment opportunities
obviously becomes a condition for raising the
quality of life of the labor. Likewise, provided
the maximum rate of return on investment,
entrepreneurs would be motivated to accept
different ventures which also offer incentives
to savers. Thus, the whole cycle of productive
activities comes into full shape. Production
goes up, supply chain appears smooth, and the
final consumers of goods and services enjoy
maximum benefits. Ultimately, the virtuous
economic cycle sets in, paving the way for
sustained improvement in the quality of life of
the citizens of the nation, even comparable to
the international standard. Last but not the least,
the losers in the market economy should be
well-protected by the arrangement of adequate
social security, a task which the government
can’t transfer to others as it is the monopoly task

of fiscal authority (i.e. the government) alone.



Reforms on Payment Service
Digitization in Nepal

Payment Service Digitization:

If we recall the microeconomic fundamentals of
demand-supply interplay and their settlement,
start of every new day until our bed-time, we
need to confront with several kinds of financial
transactions at the individual, household, business
or government (public) level. Circular flow of
income-expenditure, backward-forward linkages
and supply-value chain mechanisms make such
financial transactions
making rational decisions over unlimited needs
and scarcity of resources in our socio-economic
life at all level. Exchange of goods and services
was really difficult until the globe had discovered
money. However, the face of money has been
changing charismatically while the society is
enjoying the 21% Century’s knowledge and
technological innovations. Now the age talks
about the digital money.

inevitable because of

Digital payment is a financial transaction that
takes place via digital or online modes, without
any involvement of physical exchange of money.
This means that transacting parties, the payer and
the payee, use electronic mediums to exchange
money against goods or services used. Digital
payments can take place on the internet as well as
on physical premises. We can see various types
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and modes of digital payments in practice around
us. These include the use of debit or credit or
pre-loaded cards, internet banking, e-Commerce,
mobile wallets, digital payment apps, unified
payments interface (UPI) service, unstructured
supplementary service data (USSD), mobile
banking, etc. amongst others.

Along with the pace of information
technology (IT) innovations, business and service
organizations in a wide range of industries have
now a trend to redesign business and service
activities and even entire business models to
create appropriate value from digital resources
and investments on information technology.
For services in particular, digitization has been
emphasized as a promising strategy to improve
performance and increase revenue streams. It
is thus not surprising that many of the highly
digitized industries including knowledge-
intensive service sectors are now focusing to
service digitization by integrating with payments
digitization to create a value-chain.

Global Perspectives on FinTech Development:

Buckley R, et al (2016), has analyzed the history
of FinTech evolution with trends and logics which
is reproduced here for a reference as following:
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Table — 1 : Path of FinTech Evolution
Description 1866 — 1967 1967-2008 2008 &Onwards | 2008 & Onwards

FinTech 1.0 FinTech 2.0 FinTech 3.0 FinTech 3.5

Geography Global/Developed Global/ Developed Emerging/Developing

Developed
Key Elements Infrastructures Traditional Mobile/Start-ups | Mobile/Start-ups New
Computerizations Internet New Entrants Entrants

Origin /Shift Establishments Digitalization Global Financial Last Mover
Linkages Crisis/Smartphone Advantages

Adapted from: Buckley R, et al (2016), The Evolution of Fintech: A New Post — Crisis Paradigm

Beginning of the FinTech and digitalization
is founded through a sequential process of
infrastructural developments and gradual
adoptions and innovations.

FinTech 1.0 (1886-1967) and computerizations
in businesses. This was a phase of financial
globalization through rapid transmission of
financial information across borders through
telegraphic uses, railroads and steamships.
First transatlantic cable (1866) and Fedwire
in the USA (1918), the first electronic fund
transfer system, which relied on now-archaic
technologies such as the telegraph and Morse
code are the examples. The 1950s brought us
credit cards to ease the burden of carrying cash.
First, Diner’s Club introduced theirs in 1950,
American Express Company followed with their
own credit card in 1958. Rest is the reality now
we are witnessing that there have is deemed to
be the phases of infrastructural discoveries been
10,000 microchips transplanted into user’s palm
in Sweden lately for doing payments for services
including transportation, banking, utilities
payments and other financial services etc.

FinTech 2.0 (1967-2008) is about banking and
financial services and innovations. This period
marks the shift from analog to digital and is led
by traditional financial institutions. It was the
launch of the first handheld calculator and the
first ATM installed by Barclays bank that marked
the beginning of the modern period of FinTech in
1967. In 1973, SWIFT (Society for Worldwide
Interbank Financial Telecommunications) was
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established and is to this day the first and the
most commonly used communication protocol
between financial institutions facilitating the
large volume of cross border payments. The
1980s saw the rise of bank mainframe computers
and the world is introduced to online banking,
which flourished in 1990s with the Internet and
e-commerce. Online banking brought about a
major shift in how people perceived money &
their relationship with financial institutions. By
the beginning of the 21st century, banks’ internal
processes, interactions with outsiders and retail
customers had become fully digitized. This era
ends with the Global Financial Crisis in 2008.

FinTech 3.0 (2008 to Present) can be deemed
an innovation due to Global Financial Crisis
and a kind of distrust of the traditional banking
system. This and the fact that many financial
professionals were out of work, led to a shift
in mindset and paved a way to a new industry,
FinTech 3.0. So, this era is marked by the
emergence of new players alongside the already
existing ones (such as banks). The release of
Bitcoin v0.1 in 2009 is another event that has
had a major impact on the financial world and
was soon followed by the boom of different
crypto-currencies (which, in turn, was followed
by the great crypto crash in 2018). Another
important factor that shaped the face of FinTech
is the mass-market penetration of Smartphone
that has enabled internet access for millions of
people across the globe. Smartphone has also
become the primary means by which people
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accesses the internet and use different financial
services. 2011 saw the introduction of Google
Wallet, followed by Apple pay in 2014.

FinTech 3.5 is coming-up as a means of ‘Last
Movers Beneficiaries’while ones are adopting
FinTech in banking services and payments. The
way mobile phones have changed consumer
behavior and how people access the internet is
also the reason why they differentiate between
the developed and developing countries and
speak about FinTech 3.5 when it comes to the
latter. As of today, the countries with the highest
FinTech usage are China (69%) and India
(52%). China, India and other emerging markets
never had time to develop Western levels of
physical banking infrastructure, which has left
them more open to new solutions. In the case of
China, the FinTech penetration is well above the
average global adoption (33%) as well as that of
the average adoption across emerging markets
(46%)

Digital Payments in Nepal -Regulatory and
Market Development:

As a main objective of Nepal Rastra Bank
to develop a secure, healthy and efficient
system of payment, it framed Nepal Payment
System Development Strategy (NPSDS) in
July 2014 which articulates the strategy for
the development of National Payment System
(NPS) in Nepal. Nine Pillars of NPSDS are the
bases of executing the strategy. A forward step
in this direction was implementation of Payment
and Settlement Bylaws 2072, which came into
effect from June 7, 2015 (Jestha 24, 2072).
Establishment of Payment Systems Department
on July 2015 was another important milestone
in the process of modernization of Payment
System of Nepal. Thereafter, Licensing Policy
for Payment Related Institutions/Mechanism,
2073 came into effect by June 12, 2016.
Payment System Oversight Framework has
also been formulated and in place since 2018.
Importantly, Payment and Settlement Act, 2075
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has been approved and announced by the country
and it would pave the way to help escalating
and strengthening Nepal’s digital payment’s
dimension visibly. Real time gross settlement
(RTGS) systemis now fully functional and it
is very important for payments monitoring and
regulations for the large and critical values of
payments. Very recently, Nepal Rastra Bank
has formalized the Nepal QR Standardization
Framework and Guideline — 2021. It will help
for further digitization up to the grass-root level
for the instant retail payments.

To review the dimension and dynamics of
digital payments in Nepal, let us review some of
the indicators to represent the realties. However,
Nepal’s payments digitalization is believed to
be only within 5% of the total potential market;
it has huge scope of digitizing the payments
and economy in the future. If we see the market
development picture, there are 10 (Ten) payment
system operators (PSOs) and 27 (Twenty-seven)
payment service providers (PSPs) in the market.
By default, BFIs except rural microfinance
institutions are also incorporated as PSPs to
provide the digital payment and transfers and
settlement activities. At the moment, no further
license will be provided to the new aspirants in
this field except who are already in pipeline and
eligible.

Talking to the dynamics of digital payments
innovations and indicators, we severely lack
the time series data to evaluate the scenario
in detail and extensively. However, while we
referred the available time series indicators in
digital payments innovations and trends; we can
visualize the growing pictures of adaptation of
FinTech and digital payments innovations and
practices in Nepal as discussed below:

In the front of Market Development,
especially during the COVID-19 pandemic;
users are gradually moving towards digitized
and cash-less transactions. This behavioral
shift of customers indicate that Nepal is now
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towards the fuller digitization of the economy.
Very worth mentioning few examples from the
government level and central bank initiations
are — implementation of Kishan Credit
Card for farmer level digitization and QR
Standardizations for the payments enablement
at the micro level including retail businesses.
For a general understanding, we can discuss
the market response by figures as following as

mentioned in Table — 2.

Large Value Payment System (LVPS) is
now functional and started processing of gross
settlement of transactions in five different
currencies i.e. Nepalese Rupees (NPR), US
Dollar (USD), Euro (EUR), Pound Sterling
(GBP) and Japanese Yen (JPY). We expect to

get comparable settlement data by next year.
Minimum limit for value of credit transfers
in RTGS is NPR 200,000 and threshold for
mandatory transaction has been set to NPR 2
Million or above.

Retail Payment System (RPS) is the driving
vehicle towards popularizing and developments
in Nepal. Banking and Financial Institutions are
the major providers of retail payment services
to consumers, businesses and Government.
Payment Service Providers (PSPs) and Payment
System Operators (PSOs) are the emerging
institutions in Nepal for enabling the retail
payments. Talking about the several payments
instruments and transactions volume, we can
have the following trends:

Table — 2
Trend of Card Instrument Use
2018 (Mid Jul) | 2019 (Mid Jul) 2020 (Mid Jul)
Total Number of Cards and 5,745,790 6,899,053 7,553,274
Change (%) b b b b b b
(20.07%) (9.48%)

Categories of Cards
Prepaid Cards and Change (%) 96816 (-3 06 1’3026) - 563 6707%5)
Credit Cards and Change (%) 104,721 (1172 %5’91;)6) (3})6{)7209&7)

5,544,253 6,708,521 7329202

. 0 b b 2 b

Debit Cards and Change (%) (21.00%) (9.25%)
Total Number of 2,791 3,316 4,106
ATMs and Change (%) (18.81%) (23.82%)

Adapted from: https://www.nrb.org.np/contents/uploads/2020/10/Oversight-Report_2076-77.pdf

Regarding the use of Chequelnstrumentsof payments of different values represents the following
scenario in the banking system of Nepal:

Table — 3
Electronic Cheque Clearing Status
Sessions 2073/74 2074/75 2075/76 2076/77 Growth in 2076/77
High Value 751 245 310 288 -7.10%
Express 437,324 937,877 1,572,514 1,466,094 -6.77%
Regular 9,513,194 8,748,155 10,182,248| 10,431,951 2.45%
Overall 9,951,269 9,686,277 11,755,072 11,898,333 1.22%

Adapted from: https.//www.nrb.org.np/contents/uploads/2020/10/Oversight-Report 2076-77.pdf
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The figures of different categories of cheques
clearing numbers indicate that the use of cheque
could be expected to decline on the whole in the
future. It is because of the alternative uses of
digital payments instruments.

Automated Clearing product asinter-bank
payment system (IPS) which allows direct
debit or direct credit facility; has been peaking
up remarkably which can be conformed by the
following figures in Table — 4.

Table — 4
Automated Clearing System

Particular 2074/75 | 2075/76 | 2076/77
Total Transaction Presented Count (Yearly) 1,879,663 14,931,949 |5,875,765
Growth in inter bank payments system (IPS) Transaction 162.38% 19.14%

Adapted from: https://www.nrb.org.np/contents/uploads/2020/10/Oversight-Report_2076-77.pdf

Instant PaymentSystem is the other means
of digital payments in Nepal which includes
connectlPS and QR Code based payments.

payments system towards real time payments
and settlement. Following is the trend of the
instant payments in Nepal as presented in the

These systems are leading the Nepalese Table — 5:
Table — 5
Instant Payments System
Fiscal Year
Particulars

2075/76 2076/77
Total Transaction Presented Count (Yearly) 186,041 2,849,964
Growth in connectIPS Transaction 1431.90%

Adapted from: https://www.nrb.org.np/contents/uploads/2020/10/Oversight-Report 2076-77.pdf

QR Codebased payment service has been started
by some of the Payment System Operators
(PSOs) very recently.QR Code based payment
system is one of the cheapest and easy payment
platforms for instant payment. Customer can
pay to a merchant after scanning QR code plate
through mobile. Actual data can be evaluated in
the next year for a comparison. In mid-February
of 2021, such transaction numbers and value
(amount) is recorded as 5,35,790 and NPR 1,712
million which is very encouraging in the context
of current COVID-19 pandemic.
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Mobile Banking and Internet Banking
services are also in rising trend in Nepal which
are being provided by the BFIs to its customers
which allows its users to perform financial
transactions on digital mode like Electronic
Fund Transfer, QR Payments, Utility Payments,
Direct Debit and Direct Credit through electronic
devices like Smartphonesortabletsand Internet
banking is done through the website. Table — 6
presented belowtells about trends of the number
of customers using mobile banking and internet
banking in Nepal.
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Table — 6
Status of Mobile and Internet Banking
. Fiscal Year

Transaction Channel 2072/73 | 2073/74 | 207475 | 2075/76 | 2076/77
Mobile Banking 1,754,566 2,669,732 5,086,069 8,347,187 | 11,306,797
Internet Banking 515,465 783,751 834,302 917,344 1,031,227
Change in Mobile Banking users 52.16% 90.51% 64.12% 35.46%
Change in Internet Banking users 52.05% 6.45% 9.95% 12.41%

Adapted from: https://www.nrb.org.np/contents/uploads/2020/10/Oversight-Report_2076-77.pdf

Number of mobile banking users and internet
banking users are in the continuous rise in an
encouraging rate in Nepal which is a good sign
of digitization in payments and transfer services.

On the whole, transaction habits of the Nepalese
people (market) have been switching towards
FinTech instruments which make their life easy,
hassle-free, safe, secured and less costly. This
trend will help transforming Nepal into fuller
digitization stage for achieving the vison Digital
Nepal’.

Expected Regulatory Reforms on Digitization
of Payments and Services:

Despite having the above discussed blooming
pictures of financial digitization and business
process facilitation in Nepal, there are several
issues required to be properly addressed for
the faster development of interconnected,
coordinated and interoperable digital payments
in Nepal for achieving increased size of the pie
of digital payments industry and digital economy
in Nepal incorporating the rural sector, farmers,
MSMEs and other unbanked and under-served
areas. In this context, expected regulatory
reforms & support and amendments in legal
provisions are outlined as following:

Legal Reforms:

Legal foundation is the basic backbone of the
any organizations to operate. However, there
is a provision of conversion of IT, FinTech
and digital payments related businesses having
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NPR 50 million paid-up capital to public
limited company within three years of their
establishment. Regulator has also compulsion
to recognize this compliance because of legal
provision. However, how far is it practicable to
make such small entities ‘go as public entity’
and how far they would get subscriptions in
the future. Such provision should be made only
to those companies which have NPR 1 (One)
billion capital. There is no any specific legal
provision to invite foreign direct investment
(FDI) in these industries. FDI should be
formalized cautiously in a small portion basis
with proper homework, so that latest and up-
to-date technological knowledges would be
transferred with investments. Payment and
Settlement Act, 2075 recognizes the payments
activities within BFIs only. However, there is
huge payments and transfer activities within the
“Third Pillar” of the economy. For incorporating
the all kinds of payments and transfers in all
sector economies, Payment and Settlement Act,
2075 should be reviewed.

Regulatory Reforms:

There are few noticeable provisions in regulatory
provisions. For example, any PSPs are supposed
to hit the 300,000 (Three Hundred Thousand)
customers within Ashad end of 2078 and achieve
average monthly business volume equivalent
NPR 600,000/- (Six Hundred Thousand Rupee).
While making such mandatory provision, even
the prorata numbers and volumes also are not
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considered. Such practice may sound little bit
awkward in the open market economy. Further,
just in case if these organizations could not
achieve such milestones, regulator might get
stuck into dilemma for further decision making
due to own regulations. Further, while fixing the
age limit of the chief executive officer (CEO)
which is 60 year, it is advisable to consider
the contemporary market practices in the other
industries. We should bear in mind that digital
payment market is divided into very infant
section versus veteran and experienced players
in Nepal. In such situation, regulator should
take stance to the viewpoint of making the
market strengthened and sustainable according
to their capacity and market share. Similarly, the
current provision of capital requirement is also
not scientific and sufficient to run such digital
payment industries. In this context, to run the
PSOs, minimum paid up capital should be NPR
500,000,000/- and for PSPs minimum paid up
capital should be NPR 100,000,000/- However,
while raising such capital increment provision,
Nepal Rastra Bank should give a reasonable
timeframe as well. Nepal Rastra Bank should
promulgate and enforce a merger or acquisition
policy and guidelines also in this industry.

Security Standardization:

Banking and Financial Institutions (BFIs)
in Nepal are in a sort of structured and well-
regulated position because of implementation
of international standards. BFI sector can be
taken as a safe zone in every stakeholder’s angle
including central bank. However, the digital
payment sector is such an emerging industry
which is associated with public’s floating money
and we can sense that now any risks may emerge
in this ecosystem might arise from this sector
including banks and general public. In this
context, suppose any payment frauds occurred
in non-regulated sectors like cooperative sector;
there might be a moral binding and responsibility
to central bank also to look into and speak on
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such issues. Payment and Settlement Bank
Act, 2075 doesn’t provide any immunity to
the regulators including central bank in such
unwanted incidents. Considering such potential
facts, central bank should start working on and
watch out in these areas also. Regulators, by
oversight and regulations and market players,
by abiding by the security norms and measures;
payments and FinTech innovations shall have to
be protected through Cyber-attacks, hackings,
system infiltrations and other crimes because
now and onwards whatever risk is possible in the
financial system is the payments field. Higher the
degree of digitization, higher are the chances of
frauds and system hacking. For protecting form
such scenario, involved stakeholders should
always be vigilant and proactive in monitoring
and mitigating the risks. The best ways to
safeguard the industry from such crimes, latest
technologies like Blockchain technology are
suggested to adopt and immediately formulate
and adopt the digital payments and transfer
related Security Standardization policies and
guidelines.

Strengthening Market Oversight:

Nepal has a very short history of FinTech
innovations and digital payment development.
However, technology is moving in faster and
disruptive manner. Developed countries are
having vision of less cash or zero-cash society
and working on that direction. Nepal will also
witness the same scenario in the future. For that
reason, regulatory oversight and monitoring
part shall have to be strengthened and kept
the regulators updated form the current global
moves. Side by side, payments system regulation
and oversight manuals, and security guidelines
shall have to be formulated comprehensively
and implemented effectively.

Fostering Truly Third-Party Payment
Processor:

Nepalese banking and financial market players
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are trying to work either in isolation (e.g.
installing own switches with huge costs) or
in alliance in the close loop. It has incurred
extra burden and resources depletion (foreign
currency burning for multiple switches import)
and other moral hazards (no interoperability and
information leakages in case of alliances). It has
scope of elimination of such anomalies and costs
if central bank fosters ‘true third-party payment
processors’ in Nepal.

Promoting the Fourth Pillar Digitization:

In the banking and financial system of Nepal,
Microfinance institutions are deemed to be the
forth pillar of it. It has vital role in rendering
financial and fostering financial
inclusions at the grass-root and rural unbanked
areas. However, this sector is not much capable
of FinTech adoptions and regulatory provisions
also partially bar this pillar to operate FinTech
products and innovations. Until and unless we
promote them in this filed, fuller digitization
and financial inclusion is out of catch.

services

Facilitating for the Third Pillar Digitization:

Nepal’s principal law (constitution) has
accepted that the Cooperative sector is a “Third
Pillar” of the national economy. However, this
pillar is very weak in corporate governance,
transparency, accountability and
assurance of public resources and technology
used. There are around 34,000 saving and credit
cooperatives in Nepal and billions of money
of the general public is held in this sector. But,
except few of them, most of the cooperatives

security

are run in standalone technology and manually
or semi-manually. They do not use certified and
tested uniform core banking system (CBS).
These all lacking have risked the public money.
For that reason and gaining efficiency and
fuller digitization; regulators, market players
and FinTech innovators must promote FinTech
use and digitization of the system and financial
transactions in cooperatives so that they could
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be streamlined and monitored comfortably and
economy would have been digitized in a faster
manner.

Fostering Open-Loop, Interoperability and
Omnichannel System:

Banking and financial transactions including
payments are mostly operating in close loop and
within own network only. This has hindered to
increase the size of the cake of digital payments
market and digitization of Nepal. It is believed
that despite such huge mobile penetrations in
Nepal, digitization of the economy is believed to
be below 5%. In order to break this bottleneck,
regulators and market players must promote
the open API based open loop interoperable
Payment Platform which supports Omnichannel
that is functional into cross platforms and in all
sectors including banking and financial services,
payments services, e-commerce, education,
insurance, capital market, cooperatives, postal
service and other service areas. This effort will
help growing the market and faster digitization
of the economy.

Conclusion:

Let us conclude with one example of digital and
IT company transformation and development.
The renowned Dell stock does not exist today.
Dell's founder, Michael Dell, took the company
private in 2013, but before that time, Dell was
a publicly traded company under the symbol
DELL. The company had its initial public
offering (IPO) in 1988 and was publicly traded
until the privatization deal was approved in 2013.
The agreement to take the company private was
valued at around $24.9 billion. Michael Dell
partnered with Silver Lake Partners, a prominent
private equity firm, to take the company private
to allow it to focus more on its long-term strategy
without having to answer to Wall Street and
shareholders. This deal was the largest corporate
privatization in history at the time. Reasons to
be private were, (a) it was fighting for declining
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market share (b) it missed it sales volume and
revenue targets (b) the existing public structure
was believed to be the hindrances to shape out the
business model and innovation of new products
and (d) resistance to change by the stakeholders.
In Nepal also, majority of the digital payment
companies are in very infant stages. They are in
search of market share, business sustainability,
technology and market innovations and business
growth & stability. Equally they are bound to
be complaint with the provisions of competent
laws and regulatory directives. Further, they are
having a real competition and market threats
also. Considering all these symbolic instances
and contexts, Nepal Rastra bank is expected to
shape-out and implement its regulation in the
digital payments industry in such a way that,
the market develops and fosters up-to the grass-
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root level; digital payment market makers feel
secured and motivated to innovate and digitize
the services; develop secured and interoperable
digital market to help support for increasing
the size of the cake; and it would help support
for proper implementation of Digital Nepal
Framework — 2019, Nepal rastra Bank’s policy
moves and making a ‘Digital Nepal’ in a faster
speed. Final Word, digital payment field needs
interoperability, high level security and mutual
cooperation. In this context, Nepal Rastra Bank
should make an environment and lead to start
collaboration amongst market players to work
on Central Bank Digital Currency (CBDC) and
to implement it for the secured digital payments

and securing public money.



Role of Nepal Rastra Bank in
Promoting and Balancing the Capital Market

Introduction

The capital market is a means of raising medium
and long-term funds necessary for corporate
bodies and industrial enterprises. It helps to
mobilize the financial resources scattered as idle
money and invest in productive sectors of the
economy. Funds with maturity period of more
than one year are raised through the issuance
of securities instruments like equities/shares,
government/corporate bonds, debentures and
mutual funds through the primary market and
transacted in the secondary market, both of which
are commonly known as security market.

In the context of Nepal, securities market
started with the flotation of shares of Nepal Bank
and Biratnagar Jute Mills in 1937. However,no
such activity took place for decades. The
country had only negligible number of industries
in the absence of any mechanism of raising
capital. Meanwhile, the Nepal Rastra Bank
(NRB)was established as the country's central
bank on April 26, 1956with thelegal mandate
of, among others,'encouraging industries by
mobilizing capital for development'.Further, the
promulgation of Public Debt Act in 1961 paved
way for the government to issue treasury bills and
bonds as means of domestic debt or borrowing
through NRB.Thus the central bank from its very
inception was entrusted to promote capital market
activities, although it is basically the regulator of
banking sector.

The foundation of securities market activities

* Former Executive Director, Nepal Rastra Bank
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2 Bhola Ram Shrestha*

was formally laid down with the establishment
of 'Security Marketing Centre' (SMC) on July
5, 1976 with the direct initiative of NRB. It was
jointly promoted by NRB andthe erstwhile Nepal
Industrial Development Corporation with a
shareholding pattern of 49 percent and 51 percent
respectively. The NRB isone of the promoters
of Citizen Investment Trust (established in
March1991) which also carries out capital market
functions.

The SMC (renamed as Nepal Stock
Exchange or NEPSE in 1993) acted as the
market regulator in parallel to secondary market
operator until the Securities Board of Nepal
(SEBON)came to existence on June 7, 1993.
The participants and service providers of the
capital market consist ofstock exchange, listed
companies, stock broker,merchant bank, mutual
fund operator, central depository company,
depository participant, credit rating company and
commodity exchange market.

Although SEBON is the principal regulator
of capital market, it cannot function in isolation.
It needs the joint collaboration of different
regulators for the safety and soundness of
the overall capital market. In this context, the
'Financial Sector High Level Coordination
Committee' (FSHLCC) and 'Financial Stability
Oversight Committee' (FSOC) constituted by the
government are represented by all stakeholders
including NRB, SEBON and Insurance Board,
among others.
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Remarkably, NRB's senior officials have
provided efficient leadership to these institutions
from their inception. The bank's senior official,
Mr. Dambar Prasad Dhungel, who played a
key role in preparing infrastructure related to
securities market, served as the founder Director
and Chief Executive of Citizen Investment
Trust. He also led the SEBON as its founder
Chairman for more than a decade. Similarly,
two Chairpersons (including the incumbent
and immediate past) are high ranking officials
of NRB.Presently, Senior Officials retired from
NRB are serving as the Chief Executive of CIT
and the newly established 'Nagarik Stock Dealer
Company'. Besides, NRB's representation in the
Board of Directors of these institutions islegally
ensured.

NRB and Capital Market

The financial sector (banking system
particular)has dominated the securities market
since the 1990s.The mandatory provision
earmarking certain percent of paid-up capital
of banking institutions for public issue, played
an important role in making securities market
popular among the general public.The banking
sector with high degree of transparency and
professionalism, backed by strong regulation
and supervision of NRB and fetching lucrative
return has attracted large number of investors in
the market.

n

The enforcement of new policies and
review in existing regulations such as paid-up
capital, margin lending, interest rate, merger/
acquisitionimplemented through the NRB's
Monetary Policy have direct impact on the
psychology of investors in particular and
the securities market in general. The market
capitalization of banking and insurance sector
still occupy 72.1 percent in the securities market
with the presence of 144 BFIs and 40 insurance
companies out of 216 companies listed with
the NEPSE (February 2021). Further, banking
institutions are engaged in the securities market

%%

as mutual fund operators, merchant bankers,
depository participants and ASBA service
providers.

The dominance of banking sector in terms
of its presence and volume of transaction in
the securities market establishes the rationale
of NRB's oversight over the capital market in
parallel to SEBON.In this context, the role
played by the NRB in balancing and stabilizing
the market at different intervals, particularly
during turbulent situations, is highlighted in the
following paragraphs.

The security market witnessed highly
turbulent situation during 2006/07 to 2008/09
following major amendments in regulatory
directives issued by NRB including hike of paid-
up capital of banking institutions which were
mushrooming due to liberalized licensing policy.
New BFIs were floating public shares, while
many banks were prompted to issue bonus/right
shares to comply with NRB's new regulation
onpaid-up capital and upgrading to higher
category. These developments attracted large
number of debutant as well as existing investors
as speculators. It resulted in oversubscription
in the IPO by several times of offerings. Issue
Managers and collection centers faced severe
difficulty in managing unusual long queues of
applicants and maintaining documentations.
Such a trend was taken as a positive indication
of the market, while it constituted a dominating
factor in pricing of the shares at the first trading
in the secondary market. Most importantly, the
method of raising capital in the primary market
was very traditional and mostly manual-based.

Amidst the above scenario, the securities
market with big volume of transaction witnessed
a kind of 'boom period' with the NEPSE index
recording all time high of 1175.8 on August 31,
2008.However, the bullish trend in the backdrop
of adverse economic indicators wasattributed to
unrealistic fluctuation. It was the result of unfair
and unhealthy practices in the market as follows.
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Unbridled flow of margin lendingby
BFIs (including collection centers)
without fixing proper market value and
ignoring margin call;

Use of applications with fake signatures
of investors and photocopies of citizen
certificates by certain groups;

Opening/creating of fictitious bank
accounts by several groups for the
purpose of applying in IPO and
depositing refund money;

Mismanagement in depositing the

money collected against IPO;

Theaforesaid scenario
prompted  the  respective  regulatorsto
reviewexistingregulationsto  minimize  the
weaknesses in the course of [PO. The SEBON
implemented new regulation in a more
comprehensive form on November 12, 2008
making it mandatory to take proper identification
of the applicant requiring to submit photograph
to prevent fraudulent activity. Provision
ofproviding interest against money being held
in banksuntil the period of allotmentwas madeas
a move against protecting the interest of the
investors.

In the money market front, the NRB made
it mandatory to maintain bank account for each
investor to facilitate depositing refund against
un-allocated share and restricted the collection
centers to disburse loan for purchasing shares.
Regulation on margin lending based on market
value to prevent the excessive flow of credit
against corporate securities with the provision
of immediate margin call was enforced on
December 7, 2007. Initially, these regulations
were opposed by few alleging
intervention in the capital market; even the
security trading was halted for five consecutive
days.However, the regulation helped to control
the excessive flow of margin lending and
protected the BFIs from excessive credit risk

mvestors

920

in due course of time. With these interventions
the security market gradually moved towards
correction phase.

Meanwhile, fewdevelopment banks and
finance companies became crisis-riddenfrom
2006/07 due to impaired governance. It
jeopardized the interest of large of number of
depositors and investors leadingto adverseimpact
on the money market and capital market. The
investors faced heavy loss on their investment
due to the drastic decrease in market value of
securitiespurchased at very high price. The
market price of few companies even fell below
face value. In this backdrop, the NRBwithhold
further licensing of banking institutions of 'A’,
'B' and 'C' categories in 2009 and resorted to
consolidation through merger and acquisition
in 2011.With this, the number of BFIs engaged
in the securities market started to reduce
substantially in due course of time.Further, the
process of resolving the crisis-ridden financial
institutions was initiated at war foot level. These
measures helped to strengthen the banking sector
with a positive message in the capital market.

In another case, the NRB played lead
role in sorting out the issues and problems
of securities market caused due to abnormal
fluctuations witnessed in 2018. It led a high
level ~Committeerepresented by  various
stakeholdersunder the coordination of Deputy
Governor of NRB,Shiba Raj Shrestha on
December 6, 2018. The Committee was
constituted in the backdrop of abnormal
fluctuation in the market, failure to manage
the market and expand demand compared to
supply of shares. Further, increased interest
rate affected both the money market and capital
marketwhile newly established micro-finance
financial institutions, insurance companies and
hydropower companies started to go public.

The aforesaid Committee was mandated to
study and assess the trends observed in money
market and capital market andrecommend
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measures to manage resources for financial
stability and investment. After an in-depth
study on the prevailing market scenario,
interest rate, bond market and other areas, the
Committeesubmitted a 58-point time bound
roadmap to the government on January 19, 2019
along with recommendations on measuresto be
taken by different stakeholders formaintaining
stability in the market from the macroeconomic
prospective as well. Accordingly, various
stakeholders (Government of Nepal, NRB,
SEBON, NEPSE, CDSL, NCHL enforced
measures from their own perspective.

Based on the recommendations of the
Committee, the NRB brought new provisions
to address the concerns of the investors and
the market. It included revision inmethod of
calculating the formula of base rate which helped
to decrease the interest rate by at least 0.75
percent.Risk weight in loan against share was
reduced to 100 from the earlier 150.Similarly,
Loan to Value (LTV) ratio on margin lending,
ceiling on loan against share and margin calls
were relaxed.

Prevailing Regulatory Directives

The central bank has played a supportive role in
promoting the healthy growth of capital market
through the enforcement of appropriate policy
directives to banking institutions under Nepal
Rastra Bank Act, 2002 and Bank and Financial
Institutions Act, 2017 (BAFIA). Such directives
are basically aimed at securing the market
and protecting the interest of the financial
intermediaries in one way or the other. In this
context, some of the major regulatorydirectives
issued by the NRB to banking institutions of 'A’,
'B' and 'C' categories in particularare related to
the following:

Investment

BFIs are directed to invest only in securities
of corporate bodies listed with the NEPSE.
The directivestipulates criteria and limit
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of investment in share debenture and other
instruments. However, there is no restriction in
investment in government bonds issued by the
government and NRB. Provision has been made
to establish (a) 'D' category financial institution,
(b) merchant banking institution, and (¢) mutual
fund as subsidiary company separately holding at
least 51 percent stake. Stock brokerage services
can be operated only by commercial banks
through a separate subsidiary company under
prevailing legal and regulatory frameworks.

Margin Lending

BFIs can disburse margin type credit against
collateral of securities listed with NEPSEfor a
maximum of one year under certain conditions,
which include limit of credit (70 percent of
market value based on last 120 working days)
and requirement of margin call on decrease
of share value. Ceiling of such credit has
been determined at 40 percent of core capital.
Margin lending against collateral of securities
of banking institutions with certain status
(declared as problematic, non-complying with
capital adequacy ratio, negative net worth and
delisted by NEPSE, among others) is restricted.
Similarly, provision has been made to permit
Stock Brokers recommended by NEPSE to
conduct margin trading as per Nepal Rastra
Bank Act, 2002. Such trading is governed by the
policy directives of SEBON.

Declaration of Cash Dividend/Bonus Share

The demand and value of securities of a corporate
body much more depends on the trend of return
(in the form of cash or bonus share). Only
BFIs meeting certain parameters can declare
cash dividend or bonus share in accordance
with a guideline revised in October 2020. The
distribution of such return can be announced
only after endorsement by the NRB. Bonus
shares are eligible to be listed with NEPSE only
after approval by NRB. Besides, the NRB can
put cap on distributing cash dividend.
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Issuance of Bond

Bond is a market instrument with guaranteed
return in the form of fixed interest rate. It is
almost risk-free or less risky compared to other
securitiesfrom investor's point of view. However,
Nepal's bond market is still underdeveloped. In
this context, the NRB made it mandatory for
commercial banks to issue at least 25 percent
oftheir paid-up capital by mid-July 2022 in
order to promote bond market.

Credit Rating

Credit rating of corporate body borrowing
(including renewal of credit) exceeding Rs 500
million or above is mandatory. Rating carried
out by Credit Rating Agency of borrowing
institution is to be recognized as the basis
of credit appraisal. Similarly, credit rating
of commercial banks needs to be carried out
annually through domestic or international
credit rating companies.

Other regulatory provisions

The NRB has issuedpolicy directives for the
healthy growth of the market and protection of
the banking institutions from credit risk. Major
regulatory provisions in this regard are related
to the following:

e Mandatorily requirement to issue shares
earmarked for public issue within three
years of coming into operation;

e C(Credit disbursement for investment
in public issue of securities. (only
forunsubscribed shares);

e Credit disbursement against collateral of
promoter share;

e Restriction in restructuring/rescheduling
of loan disbursed against collateral of
securities instruments;

e Ownership transfer and sale of promoter
share of BFIs (including cross holding
and sale of right share;

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, 924,

e Conversion of promoter share into
ordinary share after completion of lock
up period of 10 years upon approval of
NRB;

e QOperating central depository services
(CDS) for BFIs of 'A' and 'B' category
(national level); and

e Requirement of valuation of listed shares
placed as collateral in BFIs.

e C(Category 'D' financial institutions
barred to invest in securities issued by
institutions of same category.

Way Forward

The share market in Nepal has witnessed
remarkable  diversification as well as
modernization due to structural reforms
supported by modern technology of clearing/
settlement and payment system leaving less
room for manipulations in the market. With
this, the number demat accounts reached
31, 28,325(as at March 8, 2021) with 85
percent of the total transaction taking place
through NOTS (NEPSE Online Trading
System). Further, theimplementation of Real
Time Gross Settlement (RTGS), which had
been implemented in banking system by the
NRB,canbe another milestone in expediting
settlement of large payment in the course of
securities trading.Proper homework in this
direction needs to be undertaken in coordination
with the central bank.

It is obvious that the NRB as the country's
central bank and monetary authority has played
a leading role in promoting the capital market
from the very beginning. The regulatory policies
enforced by the bank are geared towards
minimizing various risks inherent in banking
institutions while dealing with capital market
activities.

The ongoing COVID-19 pandemic has
narrowed down the avenues of investment
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further encouraging the investors to engage in
stock market. Tominimize the risk emerging
out of the pandemic, the NRB has come up
with liberal approaches to relieve the banking
sector and the entrepreneurs affected by the
pandemic. It includes the provision of refinance
facility, review in the process of blacklisting
and provision of loan restructuring. It helps to
continue to image of the banking sector in the
securities market.

Operating the money market and capital
market as two sides of a coin, in corporate culture
is the key to prevent systemic crisis as they are
two sides of a coin. The NRB and SEBON as the
respective regulators are mandated to protect the
interest of depositors and investors respectively.
In this context, the mutual agreement inked
between the two on November 6, 2017 is a
step towards preventing unhealthy practice
through the exchange and sharing ofsensitive
information related to listed companies.Better
coordination and collaborationbetween the
NRB and SEBONto cope with the emerging
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risks and challenges with the growing size
of the market and the competition among the
financial intermediaries. It will ultimately help
to enhance thecredibility, safety and soundness
of the market by protecting the interest of all the
stakeholders.
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The Belt and Road Initiative (BRI):
Opportunities and Challenges for Nepal

&5 Prof. R.K. Shah, Ph.D.*

Abstract

Nepal has far-reaching historical, political, cultural and economic co-operation with China.
Nepal and China signed the agreement on Belt and Road Initiative (BRI) on May 12, 2017 and
on construction of cross-border special economic zone on May 17, 2012. These agreements
have created many prospects in terms of trade, foreign investment, infrastructure development
and tourism. It has also posed financial, legal, security, political and environmental challenges.
The study concludes that there is higher possibility of opportunities than challenges which also
portrays that both the countries are in a win-win situation. Nepal has recently signed the agreement
to join Chinese President Xi Jinping s ambitious ‘One Belt One Road (OBOR), now Belt and Road
Initiative (BRI) to link Asia with Europe in order to expand Chinese economic and diplomatic
impact worldwide. The ambitious project of China aiming to enhance connectivity among Asia,
Europe and Africa through land and through maritime routes from Indian Ocean to Arabic and
Atlantic Ocean is a hot cake among intellectuals and media in Nepal nowadays. The general
objective of this study is to describe and analyze Belt and Road Initiative (BRI) program in Nepal
including Asian, European and African countries. The nature of data is descriptive, quantitative
and qualitative. This study is based on secondary data.

Key words: Nepal, China, Tourism, Investment, Silk Road, Project, Development, Maritime

Introduction as the Belt and Road Initiative (BRI). BRI is a
development strategy proposed by the Chinese
Government that focuses on connectivity and co-
operation between Eurasian countries, primarily
the People’s Republic of China (PRC), the land-
based Silk Road Economic Belt (SREB) and the
ocean-going Maritime Silk Road (MSR). The
Chinese Government called the initiative “a bid
to enhance regional connectivity and embrace a
policy and economic initiative and President  pright future, while critics call it a push to take a
Xi Jinping’s dream project. It covers more than  Jarger role in global affairs with China-centered
68 countries of Asia, West Asia, Europe and  trading network. It was unveiled by Xi Jinping
Africa. The Silk Road Economic Belt and the in September and October 2013 for SREB and
21% Century Maritime Silk Road are also known MSR respectively.

Nepal signed China’s Belt and Road Initiative
(BRI) before the BRI summit on. During the BRI
summit held in Beijing, the Nepalese Minister for
Physical Infrastructure and Transport proposed
to the Chinese Transport Minister to link Nepal’s
border with road and railway connectivity.
The BRI is China’s most ambitious foreign

* Research Director, Rajarshi Janak University
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The Silk Road Economic Belt is
envisioned as three routes connecting China
to Europe (via Central Asia), the Persian Gulf,
the Mediterranean (through West Asia), and
the Indian Ocean (via South Asia). The 21
Century Maritime Silk Road is planned to create
connections among regional waterways. More
than 68 countries, with a combined GDP of $21
trillion, have expressed interest in participating in
the BRI action plan. The initiative was thereafter
promoted by Premier Li Keqiang during State
visits to Asia and Europe. The initiative quickly
was covered by the official media intensively,
and became the most frequently mentioned
concept in the official newspaper, People s Daily
by 2016. The initiative was known in English as
the One Belt One Road Initiative (OBOR) until
2016. After that China edited the English Name
BRI instead of OBOR.

Vision and Scope

Theinitial focus ofthe BRI has beeninfrastructure
investment, education, construction materials,
railway and highway, automobile, real estate,
power grid, and iron and steel. Already, some
estimates list the Belt and Road Initiative as
one of the largest infrastructure and investment
projects in history covering more than 68
countries, including 65% of the world’s
population and 40% of the Global GDP as of
2017.

The Belt and Road Initiative addresses
an infrastructure gapand thus has potential to
accelerate economic growth across the Asia
Pacific Area and Central and Eastern Europe.
A report from the World’s Pensions Council
(WPC) estimates that Asia, excluding China,
requires up to US $900 billion of infrastructure
investments per year over the next decade,
mostly in debt instruments, 50 percent above
current infrastructure spending rates. The
gaping need for long-term capital explains why
many Asia and Eastern European Heads of
State gladly expressed their interest to join this

RO

new international financial institution focusing
solely on ‘real assets’ and infrastructure-driven
economic growth (Nicolas, 2015).

Objectives

The general objective of this study has to analyze
the conceptual background of the Belt and Road
Initiative (BRI) propounded by the People’s
Republic of China. The specific objectives of
the study are as follows:

a) To analyze the conceptual background
of the Belt and Road Initiative.
b) To explore the opportunities for Nepal
from B&R initiative.
c) To examine the challenges for Nepal
from B&R initiative.
Methods and Materials

The data of other variables have been taken
from World Bank Data set, ADB and various
websites and magazines of China and Nepal. It
is descriptive as well as analytical in nature. It
includes maps and figures also of China, Nepal,
European and African Countries. It also has
adopted the map of SAARC countries.

Oversight

The Leading Group for Advancing the
Development of One Belt One Road (OBOR)
was formed sometime in late 2014, and its
leadership line-up publicized on February 1,
2015. This Steering Committee reports directly
into the State Council of the People’s Republic
of China and is composed of several political
heavyweights, evidence of the importance of
the program to the government Vice-Premier
Zhang Gaoli, who is also a member of the
7 men Politburo Standing Committee, was
named leader of the group, with Wang Huning,
Wang Yang, Yang Jing, and Yang Jiechi being
named deputy leaders (Ifeng, 2015). In March
2014, Chinese Premier Li Kequiang called for
accelerating the Belt and Road Initiative along
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with the Bangladesh-China-India-Myanmar
Economic Corridor and the China-Pakistan
Economic Corridor in his government work
report presented to the annual meeting of the
country’s legislature.

Infrastructure and Networks

The Belt and Road Initiative is geographically
structured along several land corridors, and the
Maritime Silk Road. Infrastructure Corridors
encompassing around 60 countries, primarily
in Asia and Europe but also including Oceania
and East Africa will cost an estimated US $ 4-8
trillion (The Economist, 2016). The initiative has
been contrasted with the two US-centric trading
arrangements, the Trans-Pacific Partnership
and the Transatlantic Trade and Investment
Partnership (The Economist, 2016).

When Chinese leader Xi Jinping visited
Astana, Kazakhstan and South East Asia in
September and October 2013, he raised the
initiative of jointly building the Silk Road
Economic Belt and the 21%Century Maritime
Silk Road (The Astana Times, 2016).
Essentially, the belt includes countries situated
on the original Silk Road through Central Asia,
West Asia, the Middle East, and Europe. The
initiative calls for the integration of the region
into a cohesive economic area through building
infrastructure, increasing cultural exchanges,
and broadening trade. Apart from this zone,
which is largely analogous to the historical Silk
Road, another area that is said to be included
in the extension of this belt is South Asia and
Southeast Asia. Many of the countries that are
part of this belt are also members of the China-
led Asian Infrastructure Investment Bank
(AIIB). North, Central and South belts are
proposed. The North belt would go through
Central Asia, Russia to Europe. The Central
belt goes through Central Asia, West Asia to the
Persian Gulf and the Mediterranean. The South
belt starts from China to Southeast Asia, South
Asia, to the Indian Ocean through Pakistan. The
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Chinese One Belt strategy will integrate with
Central Asia through Kazakhstan’s NurlyZhol
infrastructure program (EU Reporter, 2017).

The Land corridors include:

The New Eurasian Land Bridge

The New Eurasian Land Bridge runs from
Western China to Western Asia through
Kazakhstan, and includes the Silk Road
Railway through Xinjiang Autonomous
Region of China, Kazakhstan, Russia,
Belarus, Poland and Germany.

The China-Mongolia-Russia Corridor

The China-Mongolia-Russia Corridor will
run from Northern China to Eastern Russia.

The China-Central Asia-West Asia
Corridor

The China-Central Asia-West Asia Corridor
will run from Western China to Turkey.

The China-Indo China
Corridor

The China-Indo China Peninsula Corridor
will run from Southern China to Singapore.

Peninsula

The Bangladesh-China-India-Myanmar
Economic Corridor

The  Bangladesh-China-India-Myanmar
(BCIM) Economic Corridor runs from
Southern China to Myanmar and is officially
classified as “closely related to the Belt and
Road Initiative.”

The China-Pakistan Economic Corridor

The China-Pakistan Economic Corridor
(also known by the acronym CPEC), also
classified as “closely related to the Belt
and Road Initiative” which is a US § 62
billion collection of infrastructure projects
throughout Pakistan that aims to rapidly
modernize transportation
networks, energy infrastructure, and
economy. On November 13, 2016, CPEC

Pakistan’s
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became partly operational when Chinese
cargo was transported overland to Gwadar
Port for onward maritime shipment to
Africa and west Asia (Nanfang Daily,
2016).

Maritime Silk Road

The Maritime Silk Road, also known
as the “21* Century Maritime Silk Road”, is a
complementary initiative aimed at investing
and fostering collaboration in Southeast Asia,
Oceania, and North Africa, through several
contiguous bodies of water: the South China
Sea, the South Pacific Ocean, and the wider
Indian Ocean area (Teizzi, 2015).

The Maritime Silk Road Initiative was
first proposed by Xi Jinping during a speech
to the Indonesian Parliament in October 2013
(chinadaily.com.cn, 2013).

Like its sister initiative, the Silk Road
Economic Belt, most countries in this area
have joined the China-led Asian Infrastructure
Investment Bank. They are constantly improving
policies and laws related to development in
the Arctic, Chinese and Russian companies.
They are seeking co-operation on oil and
gas exploration in the area and to advance
comprehensive collaboration on infrastructure
construction, tourism and scientific expeditions.

New Silk Road

China’s State banks have raised their profile
in London. Through Capital increases, China
is also a major shareholder in Britain’s largest
bank, HSBC, a key-player in the Belt and Road
Initiative, Beijing’s New Silk Road.

China’s Belt and Road Initiative (BRI)
is beyond and above Preferential Trade
Agreements (PTAs). It is the most ambitious
initiative improve regional
integration and connectivity on a trans-
continental scale: involving hard infrastructure
along six overland corridors, and the 21% Century

to economic
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Maritime Silk Road; soft infrastructure, such as
the financial system, to enhance efficiency and
facilitate economic flows; and policy reforms
and institutional-building to promote trade and
foreign direct investment among the 70 or so
BRI countries. There is talk now of expanding
it to Latin America or to shipping routes across
the Arctic, dubbed the “Polar Silk Road”.
Regional Co-operation Economic Partnership
(RCEP), the Japan-China-Korea PTA and other
agreements are also moving forward. The EU is
leading a broad expansion and modernization of
its already extensive PTA network with recent
agreements with Vietnam, Canada, and Japan
and soon maybe Argentina, Brazil, Paraguay
and Uruguay (Mercosur), among the most
prominent. Under the strategy that the best
defense is a good offence, the EU is bringing
greater predictability to global trade.

ICE Silk Road

In addition to the Maritime Silk Road, XiJinping
also urged the close co-operation between
Russia and China to carry out the Northern Sea
Route co-operation to realize an ICE Silk Road
to foster the development in the Arctic region.
China Cosco Shipping Corp. has completed
several trial trips on Arctic shipping routes, the
Transport departments from both countries are
constantly improving policies and laws related
to development in the Arctic, and Chinese and
Russian companies are seeking co-operation on
oil and gas exploration in the area and to advance
comprehensive collaboration on infrastructure
construction, tourism and scientific expeditions.

East Africa

In May 2014, Premier Li Keqiang visited
Kenya to sign a cooperation agreement with
the Kenyan government. Under this agreement,
the = Mombasa-Nairobi  Standard  Gauge
Railway was constructed connecting Mombasa
to Nairobi. After completion, the railroad
stretches approximately 300 miles (480 Km)
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costing around $250 million USD (Jeremy,
2014). In September 2015, China’s Sinomach
signed a strategic, cooperative memorandum
of understanding with General Electric. The
memorandum of understanding set goals to
build wind turbines, to promote clean energy
programs and to increase the number of energy
consumers in sub-Saharan Africa (CMEC,
2014).

Hong Kong

During his 2016 policy address, Hong Kong
Chief Executive CY Leung announced his
intention of setting up a Maritime Authority
aimed at strengthening Hong Kong’s maritime
logistics in line with Beijing’s economic policy.
Leung mentioned “One Belt, One Road” no
fewer than 48 times during the policy address
(South China Morning Post, 13 January 2016).

Goals of Belt and Road Initiative (BRI)
BRI focuses on five main goals:

1. Policy Coordination: Policy
coordination means the initiative
intended to encourage countries to
jointly work and co-operate with each
other to achieve projects.

Cultural Exchange: This aims to
promote people-to-people bonds and
friendly interactions between enterprises
as well as deeper cultural understanding
so as to further international
operation.

CO-

Financial Integration: BRI is designed
to enhance monetary and financial co-
operation while monitoring and dealing
with risk as well as general financial
interactions. In addition, it looks to
expand currency exchange and scope.

Trade and Investment: Through BRI,
cross-border investments and trade are
aimed at being made easier and more
cooperative between countries on the

R0%

Belt and Road, promoting economic
integration.

Facilities for Connectivity: This is the
focus on building facilities to enable
greater connectivity between countries
on the Belt and Road, e.g. rebuilding
and developing ports, removing barriers,
fixing roads, etc as well as creating better
networks through the development
highways, railway and fiber-optic lines
between countries along the Belt and
Road.

Core Principles of BRI

Build trust and develop good neighborliness
Work for win-win cooperation

Stand together and assist each other

Enhance mutual and

friendship, and

understanding

Stick to openness and inclusiveness

Chinese Professor Dai Yonghong says, “If
we win all the time and our partners lose all
the time, then how can we sustain?”

X3

%

To be sustained, to make others sustain
and to create sustainability throughout the
world.

Belt and Road Initiative (BRI): Opportunities

There is only one road link between Nepal and
China through Arniko Highway. There is an
urgent need to develop transport system between
two countries and construct a dry port in Nepal
in order to enhance the bilateral trade between
Nepal and China. Based on this reality, China has
shown great interest to link the 253 kilometer-
long Lhasa-Shigatse railway to Kathmandu
through Rasuwagadhi. China has connected
Rasuwagadhi by constructing 22 kilometer-
long road to Kerung from Tibet. In order to
enhance trade investment in Nepal, China is
building Larcha dry port in Tatopani. Moreover,
developing Rasuwagadhi, Wolangchungola,
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Mustang and Yari of Humla as international
border have been agreed. Therefore, it seems
that China is supposed to expand trade and
market through investing in water resource and
industrial sector.

As landlocked Nepal relies heavily on
imports from India and completely on Indian
ports for sea access, Nepal is regarded as most
vulnerable among all South Asian countries.
There is the need of road, railway and air
connectivity among these countries. It is needed
to develop air connectivity between Kathmandu
and Beijing as well. BRI agreement will support
in these aspects.

Nepal has already signed the Bilateral
Investment Promotion and Protection Agreement
(BIPPA) with India. Through China and
Nepal have signed the agreement on Chinese
President Xi Jinping’s ambitious Belt and Road
Initiative, BIPPA between Nepal and China is
also necessary to increase Chinese investment
in Nepal. Chinese investment is necessary to
focus on marginalized regions of Nepal such as
Madhesh, Karnali and the far-western region.

Madhesh, Karnali and the far-west regions
are politically and economically marginalized
regions of Nepal. Per capita government
expenditure in these regions has been far below
than in other parts of the country. HDI value is
also low in these regions. Therefore, grants aid
for these regions from the Government of China
would be most useful and welcome.

Benefits from BRI to Nepal

e Information Technology Transfer

e  Hydro Power Projects

Road, Rail and Air Links

Tourism Development

Gas Pipe lines in the Future

Construction of International Airports
Trans-Himalayan Co-operation for Joint

Research and Publication

Academic and Educational Co-operation

RO%

Proper Utilization of Natural Resources
Massive Job Creation

High Possibility of mitigating the brain-
drain, and

Promotion of harmony within Nepalese
society from interdependence among the
people due to inter-connectedness.

Foreign Secretary Shankar Das Bairagi laid
emphasis on trade, connectivity and active role
of private sector in reaping maximum benefit
from BRI. He underscored on interaction and
exchanges between knowledge-based societies
of both countries.

Chinese Ambassador to Nepal Yu Hong
said that BRI would bring new opportunities
to enhance bilateral cooperation. She said
that the Economic and Technical Cooperation
Agreement reached between China and Nepal
during Wang Yang, Vice-Premier of the State
Council of China last year injected fresh impetus
into China-Nepal Cooperation.

She expressed China’s pledge and readiness
in partnering with Nepal to enhance policy
coordination, strengthen mutual trust, and make
joint efforts to bring the bilateral comprehensive
partnership of cooperation featuring everlasting
friendship to a higher level.

Pointing the dire need of infrastructure in
Nepal’s economic prosperity, she said, “China
wants to be a partner in Nepal’s endeavor in
the construction of infrastructure such as roads,
airports, and dry-ports.”

Former Foreign Secretary Madhu Raman
Acharya said that no advocacy is required to BRI
now and it was time to take it to implementation
phase. He added that trade; investment,
connectivity and physical infrastructures are the
core areas of greater consideration. Chairman of
Federation of Nepalese Chamber of Commerce
and Industry (FNCCI) Rajesh Kaji Shrestha said,
“Chinese business community is willing to invest
in Nepal’s rewarding sectors like hydropower,
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agriculture, trade related infrastructures,
tourism, herbs and herbal products, natural
resources and service sector”. He has hoped that
India and China will amicably resolve the issue
relating to BRI and move forward enhancing
their trade.

Belt and Road Initiative (BRI): Challenges

Although the BRI offers tremendous
opportunities to Nepal, it has several challenges
aswell. Indiais alarmed by China’s plan to extend
the Qinghai-Tibet Railway line to Kathmandu
and further to Lumbini, which is 17 km from
the Indian border. It is equally concerned due
to other infrastructure projects being proposed
along the Nepal-China border. In response to
China’s Qinghai-Tibet Railway, India proposed
to build six rail links with Nepal that would be
connected to the Indian railway grid: Raxaul,
Jogbani and Jayanagar in Bihar, India, to
Birjung, Biratnagar and Bardibas in Nepal. In
Uttar Pradesh, India, it will connect Nautanwa
and Nepalgunj and in West-Bengal, India, it will
connect New Jalpaiguri with Kakarbhitta.

India, which has strong influence on
Nepal’s foreign policy, officially abstained from
the BRI Summit. It strongly opposed the BRI
on grounds of sovereignty and other strategic
concerns. This makes it a greater challenge for
Nepal to taste the gains of BRI. Nepal also needs
to address the genuine security concerns of both
its neighbors, take them into confidence and
build a favorable environment. Else, for Nepal,
the BRI will remain a dream of prosperity than
prosperity itself.

The Belt and Road Initiative faces some
challenges along with immense opportunities.
Among the challenges are: legal problem,
political instability, ambiguity in governance
and environmental degradation.

There will be high flow of capital
technology and human resources while stepping
onward in high economic development. So, new
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institutions should abide by the new laws and
regulations which should be developed on the
basis of the interest of nations.

BRI is a political tool based on Chinese
strategy. Though China will not interfere
directly, it can influence indirectly. Therefore,
Chinese support should be utilized on national
interest.

Generally, Chinese companies come
with two goals: income and preservation
of government strategy. Sometimes, these
companies assist more than what is required
to preserve the strategy which may cause
corruption, illegal trade, and black income
generation. Therefore, we, as a country, need to
be alert to ensure good governance.

China has also bad experiences of
facing environmental degradation related
to industrialization and high economic

development. More than 50 thousand people
demonstrated against river pollution in China
a year before Xi Jinping was elected president.
Therefore, shifting industries to the west is the
other aim of the Belt and Road Initiative because
of which local culture and environment should
be kept in high consideration as well.

Conclusion

The ‘Belt and Road Initiative’ (BRI) is a project
launched by China to develop countries and
improve global connectivity. First unveiled
in 2013 by Chinese President Xi Jinping,
the initiative continues to grow in scale and
popularity. The initiative is focused on creating
networks that will allow for a more efficient
and productive free flow of trade as well as
further integration of international markets both
physically and digitally. BRI is comprised of the
21" Century Maritime Silk Road and the ‘Silk
Road Economic Belt’and together they will
connect more than 68 countries making up over
62 percent of the world’s population, around 35
percent of the world’s trade and over 31 percent
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of global GDP. It will take the form of a series of
highways, railways and ports as well as facilities
for energy, telecommunication, healthcare and
education. The nature of data is descriptive,
quantitative and qualitative. This study is based
on secondary data.

Belt

e [tistheland route economic belt announced
by the Chinese president Xi Jinping in
September 2013 in Kazakhstan.

e It begins from Xian of China and ends at
Venice, north eastern Italy.

e [ts route goes along Urumgqi, Central Asia,
West Asia, Istanbul (Turkey), Moscow,
Poland, Rotterdam (Netherlands) and
Venice.

MONGOLIA

PAKISTAN

Tehran
o IRAN
N

2,000 km

Silk Road routes

Figure-1

e The land route economic belt is also divided
into Northern and Southern Economic belt.

. Connectivity of China with South Asia
belongs to Southern land route economic
belt.

Road

e It is the maritime sea route announced by
president Xi Jinping in October 2013 in
Indonesia.

e It begins from Zhanjiang and ends at the
same place where the Belt ends, i.e. Venice.

e Its route is Laos, Kuala Lumpur, Jakarta,
Sri Lanka, Kolkata, Nairobi (Kenya),

Mediterranean Sea, Athens of Greece, and
Venice (Italy).

* “Road” is not simply known as “road of
vehicles”, it means “way”.

e  “Daolu” which refers to “road” in the
Chinese character and “Lu” mean the
method to perceive “Dao”.

*  The meaning of “Dao” is: single generates
double, the double generates three times,
and then the three times generates our
whole world.

e The B&R connect more than 65 countries
and 150 major cities.

* Approximately, 4.4 billion combined
populations belong to those countries
which are located along the route of B&R.

* The BRI covers 63 percent of world
population of 65 different countries, the
GDP of US$2.1 trillion and the budget of
US $1.4 trillion respectively.

China-Nepal Railway Map

Gyirung,\ North
i Lhatse
"' \_“‘ ". _______ Shigatso Lhasa @
/ e’
! Tingri Criss
I e Nanggarze
» Mount Qomolangma -
Katmandu Nepal China
Figure-2
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Leadership : Lead to achieve
Organizational Goal

Introduction

Each and every organization consists of people
working together pursuing collective goals
on a continuing basis. In today's dynamic,
highly complex and competitive environment,
all organization needs strong and effective
leadership which is one of the basic functions
of an organization. Now-a-days, leadership has
become increasingly more difficult, complex,
and multi-faceted for organizations.

The concept of leadership
emphasizes not only the leader as an individual,
but also the group influencing for the joint

modern

results, which often determine particular changes
in the internal and external environment of the
organization. It helps to adopt proactive approach
to address the opportunities and challenges
emanating from the greater complexity and
diversity in an organizational environment.

Organizational leadership is the ability to
understand its employees and organizational
goals thereby guiding and influencing them
enough to bring everyone together towards
achieving goals willingly and enthusiastically
in a given situation. Any organization aiming
at continuous survival needs a sound leadership
to lead a vision to successful execution. A good
leader should be consistent between its words
and actions with shared vision among its group
members focusing on challenges, valuing people
and motivating them to achieve targeted goals.

In a nutshell, leadership constitutes four

* Director, Nepal Rastra Bank

)40

& Durgesh G Shrestha*

common themes as : i) It as a process; ii) It
involves influence; ii1) It occurs in a group
context; and iv) It involves goal attainment.

Leaders and Leadership

Winston & Patterson have defined Leader as
“one or more people who selects, equips, trains,
and influences one or more follower(s) who have
diverse gifts, abilities, and skills and focuses the
follower(s) to the organization’s mission and
objectives causing the follower(s) to willingly
and enthusiastically expend spiritual, emotional,
and physical energy in a concerted coordinated
effort to achieve the organizational mission and
objectives”.

Simply, Leader, in an organization, is a
person who influences an individual or a group
towards achievement of the organizational
common goal. It is an agent of changes whose
acts affect other people more than other people’s
acts affect them. Leaders, obviously have the
responsibility to use their skills and knowledge to
effectively and efficiently guide their employees
forward in the face of an uncertain future and
also to decrease the feelings of insecurity in
their employees caused by that uncertainty as
well as motivates them to bring an organization
to greater heights.

Leadership, thus, is an ability of leader
to influence the activities of an individual or a
group in efforts towards attaining the targeted
end-goals in a given situation leading to success
of an organization. Therefore, it is a set of
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functions that constitutes the three important
variables: the leader, his/her followers and the
conditions dictated by the situation.

In other word, Leadership is a kind of power
where one person has the ability to influence
or change the values, beliefs, behaviour and
attitudes of another person. A person with strong
leadership ability will be a good example or
role model to their employees as he/she is able
to effectively achieve the trust and admiration
of their employees, and inadvertently changes
their values, beliefs, behaviour and attitudes
to achieve the goals and objectives of an
organization.

The leadership factors can be summarized within
the letters that form the word “LEADERSHIP”
as:

L:

Listen Leaders are great listeners
to communicate effectively.
Leaders show great
excitement for
achievements.

Leaders  having  high
ambitions and goal, thrive to
achieve with an enormous
desire.

To make tough decisions
and be accountable.

Give a greater responsibility
to people and also support
them as per their need.
Ability to take responsibility
for actions.

Helps to build and maintain
effective interpersonal
relationships.

A humble & honest leader
tries to elevate everyone
and makes other to feel
important and valued.
Encourage and motivate
other people with honesty
and truthfulness.

Leaders have the capacity to
plan ahead and are excellent
at strategic planning.

E: |Enthusiasm

Aspiring

Decisive

Empower &
Encourage

Responsible

Supportive

Humble

Inspire with
Integrity

Plan

Therefore, in short, Leadership can be defined

R

as a position to listen with enthusiasm, having
an aspiring mind to be able to make a decisive
action, empower and encourage others in a
responsible, supportive and humble manner to
inspire them to achieve set goals as planned.

Principles of Leadership

Leadership principles is the set of actions
or guiding beliefs that leaders can implement to
move them toward success. It is a framework
of actions that take as a leader to inspire others
to work together toward achieving a common
goal i.e. the foundation for success. How well
an organization performs is directly related to
how effectively the leader motivates and guides
their employees.

There are various types of leadership styles,
and what works for one leader may not work
for another. Because of this, each leader must
have a specific set of principles that applies to
them and their organization. However, certain
principles are found in all styles of leadership.
The following eleven leadership principles are
commonly seen as vital to success:

1.  Know yourself and seek self-improvement.
One can strengthen his/her leadership
abilities by reading, self-study, taking
appropriate classes, etc.

Be technically proficient. As a leader, one
must know his/her job and have a solid
familiarity with their employees’ jobs.
Seek responsibility and take responsibility
for your actions. Searching for ways to
guide an organization to new heights. Also
analyzing the situation, take necessary
actions and moving on for next challenge.
Make sound and timely decisions. Making
sound and outcome oriented organizational
decision through using good problem-
solving, decision-making and planning
tools.

Keep people informed. Knowing how
to communicate with employees, senior
management and other key people within
the organization.
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6. Develop a sense of responsibility in people.
Developing good character traits within
people that will help them to carry out their
professional responsibilities.

7. Ensure that tasks are wunderstood,
supervised and accomplished. Effective
Communication is the key to this
responsibility.

8. Train people as a team. Building solid
teams with trust and admiration.

9. Use the full capabilities of an
organization. Developing a team spirit will
help in employing full capabilities of an
organization.

10. Set the example. Be a good role model for
the employees.

11. Know the employees and look out for their
well-beings. Understand the importance
of the employees and care for their well-
beings.

Skills of Leadership

The question of what makes a good leader?, or
in other words, what are leadership skills?, is
widely debatable. There is, in fact, no one right
way to lead and deal in all circumstances. It is
clear that the ability to lead effectively relies on
a number of key skills as different leaders have
different characteristics and styles.

Leadership skills are highly sought as they
involve dealing with people in such a way as
to motivate, enthuse and build respect. There
are a number of core skills that the good leaders
should have in order to be successful. The seven
crucial skills of Leadership are as follows :

1. Communication

Leaders must be able to communicate
purpose, direction, and intent to all levels
of the organization. Moreover, success of
an organization highly depends upon ability
to communicate clearly, accurately and
powerfully.

2. Goal Setting
The leader should have skill of setting

AR

Goals in an organization i.e. involving in the
development of an action plan designed to
motivate and guide an individual or group
toward success in achievement of end-goal
of an organization. Goal setting can be
guided by goal-setting criteria (or rules) such
as SMART criteria i.e. Specific; Measurable;
Achievable (or Attainable); Relevant; and
Time-bound.

. Motivating People

Leaders can have the greatest impact on
motivation by creating a motivational climate
within the organization. By giving people
the opportunity to work autonomously, treat
others with respect and dignity, and do the
right thing, the leader can establish a climate
in which people produce and achieve at their
highest level.

. Building Team

Leaders in an organization should be able
to gather groups of people having diverse
skills and talents to respond to the constant
change in organization. They must have a
practical understanding of what teams are,
how they are developed, and what makes
them effective.

. Leading Change
Leaders are always proactive for
transformations and seek opportunities

for improvement and ways to involve and
inspire people to implement new ideas
of doing things and also overcoming the
resistance to change.

. Conflict Management

One of the key leadership skills is the ability
to manage and resolve conflict. Conflicts,
though often uncomfortable and upsetting,
can challenge assumptions, inspire dialogue
and spark new ideas. Leaders can convey a
win/win attitude by letting people know that
they are committed to finding a mutually
beneficial solution that is unifying and
highly acceptable to all people.
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7. Coaching

Coaching is a process of equipping people
with the tools, knowledge, and skills they
need to develop themselves and deliver
to the organization.
Leaders can develop their people through
coaching by helping the employee set goals,
determine performance standards, identify
areas needing improvement, develop and
implement plans of action, and provide
oversight and motivation on an ongoing
basis.

maximum value

Change factor Lead by Leadership

Each and every organization has to survive for
its fittest in the present dynamic, ever-changing
and competitive environment. Change in the
organizational environment often takes place
thereby bringing significant impact on the
organization as a whole. Change in almost
any aspect of an organization can be met with
resistance, and different cultures can have
different reactions to both the change and the
means to promote the change. To better facilitate
necessary changes, leaders should have taken
several steps to lower the anxiety of employees
and ease the transformation process.

A leader with strong leadership skills can
easily motivate and influence the employees of
an organization and apply effective changes to
the organization. Effective leadership can bring
positive changes that help the organization
to improve and be innovative in the current
dynamic environment. Therefore, leadership
is one of the main factors in bringing positive
change to the organization through employing
the strategies that are uniquely suited to adapt
according to environment and also flexibility
in facing the rapid change in the organizational
environment. Therefore, the leaders can achieve
the end-goal of an organization and be effective
successful leadership through leading and
making the positive changes in an organization
through the following factors as:

RE

a) Trust

Trust is an essential issue in leadership for
leaders, as gaining the trust of an individual
or group employees helps to have comfort
relationship and bind them to work together.
This will improve the overall performance
and productivity of an organization and
ensures commitment of group or an
individual employee towards achieving the
targeted objectives.
b) Organizational Culture
Leadership can shape a good culture in an
organization. A culture is shaped within
the trust between the employees and the
leaders. Leaders with strong leadership
skills are able to shape a positive culture in
the organization being able to inspire trust
from their employees.

A positive organizational culture not only
improves performance, but also influences
the behavior and attitude of employees
in an organization for the better results.
In addition, it motivates employees and
gives them a sense of belonging to the
organization, which inspires loyalty and
their full commitment to organization.

Learning

An effective leader can encourage employees
to learn through certain types of motivators,
such as rewards or position. Continuously
learning is one of the ways to improve the
overall performance of an organization. It is
not only the employees that need to improve
but even all segments of the leadership
levels of an organization, in order to set a
good example of role model for motivating
them to learn thereby helps the organization
to increase the productivity and performance
of the employees.
d) Teamwork, Communication and Leading
Besides strengthening leadership skills,
leaders also need to encourage an individual
or a group employees to be innovative and
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cooperative. Teamwork and communication
are the best way to create innovative ideas
and lead to produce the best outcome for the
organization in correspondence to targeted
goals and objectives. It is the communication
that helps leader to know each other, and also
helps to create more new ideas by sharing
opinions with each other. It is also one of the
best ways to gain each other’s trust and bond
the whole employees in the organization
together.

Building Organizational Leadership
Capacity

Leadership is one of the most important functions
of management as it is the key to managerial
performance. Every organizational success
very much depends on the quality of leadership
as an effective leadership can facilitate change
in organizations through Improvement and
Innovation

Leadership capacity is more than simply
skill development; it is about performance,
growth, transformation and change. Building
leadership capacity is a process that starts with
understanding the concept of leadership capacity,
defining the expectations of leadership within
the organization, and then building intentional,
implementable steps that help leaders assess
and develop their ability to be a good leader.
Leadership capacity is not static. It is a dynamic
concept that evolves over time and is shaped by
those who are in leadership positions. Therefore,
leadership capacity will change depending upon
the positions in an organization.

Leaders need to constantly be in tune with
their own performance as a leader and how their
actions impact the growth and development of
their team in an organization. Effective leaders
need to regularly conduct self-assessments of
their own behavior as leaders and therefore,
leaders at all levels must assess their leadership
behavior through the following steps in order to
build their organizational leadership capacity to
large extent.

¥

Assess own internal belief system

Leaders need be in tune with their internal belief
system and how that impacts their perspective
and decision making process. In this sense,
leaders always minimize the impact of personal
opinions or bias on their decisions by being
aware of what is in the best interests of the
organization and how decisions align with the
values of the organization.

Examine own leadership skills

Each and every leader will not be perfect in the
universe and will have specific shortcomings
that need to be addressed and accepted and
therefore, leaders need to be aware of both
their strengths and weaknesses and how these
impact their behavior and the behavior of other
leaders in an organization. Leadership has a
direct impact on the performance of employees,
other leaders, and an organization as a whole.
Therefore, leaders that are in tune with their
behavior and its impact and assess it on a regular
basis will be in a better position to make the best
decision possible.

Develop an action plan

Leaders need to develop a personal action plan
to address weaknesses and build new skills to be
mastered. This will not only help to expand own
leadership capabilities but also put leader in a
position to provide more value to other leaders
and employees in an organization by sharing
insights and best practices. The action plan
could include additional training, mentoring,
coaching, and taking online courses or attending
webinars.

Review criticisms constructively

Leaders should collect observations from
others and examine their view in respect to
own leadership capabilities. Leaders may left
behind with some of their shortcomings and
areas where they can improve their leadership.
It’s good practice to examine own leadership
from multiple perspectives and levels within
the organization to refine the leadership
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capacity as a whole. For this, leader must create
trusted relationships with their colleagues both
internally and externally through an effective
communication.

Conclusion

Although leadership can bring lots of positive
changes in an organization and increase the
organization’s performance and productivity,
there are more factors to consider that might
affect the possibility of the changes to occur.
Every employee's behavior and attitudes are
different, some employees might be able to
easily adapt to the change but some will resist
the change; some might accept the ways of their
leaders and learn from the action of their leaders
while some will become jealous of their leaders
and refuse to cooperate. This would ultimately
drag the performance of an organization down.

Effective leadership is the best way and
an essential in managing change and change
is the only method to sustain the organization
in the current dynamic environment, thereby
bringing the positive organizational outcomes.
Leadership helps to motivate an individual
or group employees to continuously make
change and push them to change. It plays an
important role in an organization to encourage
the employees so as to bring positive changes
for sustaining and adapting the organizational
environment and ensures that the organization
will improve and be innovative.

Leaders having the right attitude and
behavior always facilitate effective change in
an organization and encourage employees to
collaborate and communicate with each other
in order to make an individual and group of
people able to create and discover new ways
to think, initiate to seek new and better ways
for the organization to operate in dynamic
environments, which produces a greater outcome
for the organization and also encourages them to
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learn from different people the ways to improve
themselves.

Lastly, leadership not only influence the
thoughts, attitudes and behaviors of employees
in an organization but inspires through trust
and admiration with a clear direction to the
employees for achieving the targeted goals of
an organization. Last but not least, the self-
leadership is important to gaining credibility
and effectiveness in leading others.
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Meaningful Financial Inclusion: It’s high time

Financial inclusion refers to a situation
where anyone has access of qualitative financial
services and affordable prices conveniently
with choice. Financially excluded population
signifies the lack of relevance and choices of
their financial freedom and doing transactions
to back up their day-to-day economic activities.
Thus, poorly-defined and implemented financial
inclusion policy is significant threat where
exclusion had to be the top priority allowing
multiple choices and options to the individual
customers, a household budget, micro, small
and medium-sized enterprises etc. Financially
excluded people are isolated from the society,
resulting in a socially excluded status. Where
there is financial exclusion, the inability,
barriers to self-reliant, reluctance will also gain
momentum, inflicting the severe damage to the
livelihood.

Financial institutions need to have a better
understanding of the lives of poor customers
and particularly their choices. They can offer
relevant and long-term value services that
will empower them to make financial choices.
Issues are drastically emerging whether poor
people will really have meaningful financial
inclusion. Prolonged pandemic crisis have now
pushed the policy makers and regulators into a
large public discourse. Exclusion has literally
been a part of largest population of Nepal from
formal banking services, which leads them to
the unregulated, informal sector — larch chunk
of micro merchants has no links with formal
financial institutions.

* Deputy Director, Nepal Rastra Bank
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While the financial inclusion is on the
forefront, consumer resilience is becoming
alarming topic. What happens to a consumer
having bank account, if he doesn’t have the
capacity to maintain it? Question is pertinent as
far as significant level of income is shrinking is
concerned.

Growth of Nepalese household — still an
uphill task

How to increase people's income to alleviate
poverty is crucial in a dependent country like
Nepal. If the double-digit economic growth
had been achieved as the leaders said, the
living standards of the people would have
automatically increased. But this daydream left
the country in a complete dire consequence.

Irony of the situation is that - people's income
will not increase unless they are equipped with
entrepreneurial activities. Sudden increase in
the regular income some handful of people does
not indicate an increase in the income of people
in the overall economy. In this sense, unequal
distribution of income exists among the people,
which pose an uninterrupted challenge to social
security and the ongoing struggle for survival.

Rising income level of people in the society
leads to socio-economic transformation. As the
production of consumer goods in Nepal has
been declining in recent times, the dependence
on basic food items has also relatively increased.
This has a cyclical or qualitative effect. Due to
low production, people are becoming jobless.
Overall income decreased due to lack of
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employment. This leads to sharp decline in their
purchasing power. As a result, consumption is
shrinking. Investment, production, income and
consumption are all complementary components
to one another. The growth rate of these
supplements is not regular in view of Nepal's
volatile national income. In this beautiful country
endowed with the gift of natural resources, one
canstill find it difficult to accept the fact that
Nepal is not self-reliant on the production of
essential commodities. However, it’s not about
the lacking in the ability to transform production
to prevent such a situation, but rather to devote
deliberately. This may be due to the lack of iron
determination and consuming patterns.

Financial Inclusion in the Federal Structure
of Nepal

Nepal has embarked into a new federal
structure with 7 provincial governments and
753 local governments. The new form of
three tier of government is playing a pivotal
role in increasing access to financial services
across the country. To accommodate the new
form of government, the central bank has also
transformed its earlier branches into provincial
offices. Likewise, commercial banks have also
started to establish provincial headquarters and
provincial heads in its management structure to
enhance and facilitate banking services at the
provincial and local level.

Out of 753 local levels, 749 local levels
have presence of at least one commercial bank.
With the dual objective to increase access to
financial services in all the local levels and
facilitate transfer of federal grants to the local
governments, the central bank had directed
all the commercial banks to have at least one
commercial bank presence in every local level
in the country. When the directive was issued
commercial banks were only present in 394
local levels. As of Mid-February, out of 753
local levels, commercial banks have extended
their branches at 749 levels, out of 4 missing
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local level, 1 is missing in Province 1, lis
missing in Bagmati Province, 1 is missing in
Karnali Province and 1 is missing in Sudur
Paschim Province. The mandatory directive
and collective action of commercial banks have
played a vital role in expanding banking series
in almost all the local levels in the country.

All the local governments have been
extensively using commercial banking channels
to transfer federal, provincial and local level
benefits to its citizens via bank accounts. Social
security allowance, senior citizen allowance,
single women allowance and other various
allowances are mostly transferred to beneficiaries
via bank accounts, except for highly rural areas
wherein such transactions are limited. Further to
facilitate and smoothen such services at the ward
level, BFIs do not need to take prior approval
from the central bank for conducting branchless
banking at a ward where bank branches are not
available. Likewise, all the financial transactions
between the provincial and federal government
is carried out via commercial bank accounts of
the respective local level government.

Federal government is driving campaigns
to promote financial literacy and services such
as “One household one bank account” and
“let us open bank account”. Likewise, most of
the provincial and local level government has
come out with various innovative and unique
plans and programs that directly or indirectly
drive the uptake of financial products such as;
bank accounts, insurance products, payments
amongst others. For example, Karnali Province
has launched ‘Bank account for Daughters, Life-
long security’ program, under the program the
provincial government will provide NPR 1000
as an initial fund to open an bank account and
deposit and additional fund of NPR 500 every
month thereafter, the fund will only be able to
withdrawn when the child turns 20.

The local level government is collaborating
with BFIs and insurance companies present
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in their territory to facilitate the public and to
drive their local plans and programs. Local level
governments have been partnering with BFIs
to facilitate transfer of local level allowances.
Many BFIs in collaboration with the local level
government have also carried out financial
literacy campaign as well. In the wake of
the current COVID crisis, many local level
governments have entered into an agreement
with BFIs to facilitate local businesses. For
instance, Rastriya Banijya Bank has entered into
an agreement with Kamalamai Municipality-
local to provide subsidized
loans to the skilled residents belonging to the
municipality upon the recommendation from
the municipality. Currently about 27 percent of
citizens (including those in foreign employment)
are estimated to have access to insurance
services. The Insurance Board similar to the
central bank has directed insurance companies

government

to increase their branch network at all the local
level. The Insurance companies have directed
insurance companies to increase such reach
within next five years starting from FY 2018/19.

Achievements on Financial Inclusion

Due to the regulatory on
subsidized lending enforced by Nepal Rastra
Bank, banks and financial institutions have
expanded significant loan portfolio in the
agriculture sector. The interest rates on the agri-

requirements

loan has been subsidized by the government
making it affordable. However, most of these
loan products are standard/same and haven’t
really looked into the Value Chain Financing.

banks gradually
introduced various recurring, term and long-term
savings products contrary to traditional one-year
fixed deposits. Banks and Financial Institutions
(BFIs) can issue debenture up to 100 percent of
their primary capital (BFIs are required to issue
debenture of at least 25 percent of their paid up
capital within end of Asadh, 2079).

Commercial have

Nz

NRB regularly issues Citizens Saving Bond
as a long term saving schemes. It is a government
guaranteed long term saving scheme with a
maturity period of 5 years. In order to enable
even the lowest income individuals to save, it has
a small face value denomination of Rs 10,000.
In order to motivate people to save remittance
income, Foreign Employment Saving Bond
(FESB) was introduced as a commitment saving
products.

Despite high cost of digitization and
expansion of digital banking transactions, BFIs
over the years have made large investments in
digital banking infrastructure and resources,
primarily driven by competition and growing
demand for such services. Today all the
commercial banks have launched their mobile
and internet banking Likewise,
parallel development of the ecosystem mainly
payment system infrastructure, digital wallets
and interoperability between these digital
services have pushed the uptake of digital
banking services thus decreasing the cost of
digital banking services to the end consumers.
As of September 2020, out of 32 million deposit
accounts with BFIs, there are 11.3 million mobile
banking customers, 1 million internet banking
customers and 7.3 million ATM card users.
RTGS has been brought into operation under the
Payment and Settlement Act and Payment and
Settlement Bylaw and is being implemented for
large value payments.

services.

Payment and Settlement Act and By-laws is
in place with the objective to regulate, supervise,
inspect and oversee the development of a
secure, healthy, and efficient payment system
of the country. Currently as on Mid-March
2021, there are 27 PSPs and 10 PSOs and all 27
commercial banks, 12 development banks, and
7 finance companies have the license to work
on payment services governed by the licensing
policy for payment related institutions. Connect
IPS, an e-payment system established as a single
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payments platform to allow the bank customers
for fund transfer and service payments from
various channels has also been launched.

Supply Vs Demand

Supply of financial services also needs to be
understood according to what demand is actually
about. In Nepalese context, financial services
are mostly carried out without an assessment of
demand-side users. Financial consumer’s choice
and relevance is often neglected. Financial
inclusion by means of allowing people through
multiple choices according to their suitability
brings various prosperities in the society. Not
only it redirects the growth and well-being,
but also it enhances the self-determination,
and other fundamental tools of economic self-
reliance including credit, savings, insurance,
digital payments, money transfers and financial
literacy.

There is need of appropriate delivery of
choices to unlock the full potential of demand-
side users to cater a large segment in the
community. A practical implementation program
will help develop structural change in the habit
of a financial consumer which may result in
learning transfer and sharing the knowledge.
Financial product and services has to be
customized in terms of ease of use, accessibility
in terms of distance, affordability and quality
as well as convenient way. Furthermore, the
financial services being offered should also be
familiarized with appropriate delivery channels.

Aligning consumer relevance

People are poor and illiterate, but they are fully
committed and contributed towards their natural
talents and leadership skills. Rural people have
ambitious and entrepreneurial tendency; the
need is just to spur them. Their basic needs are
security, roof over their head, food, education
for children and access to healthcare. One of
the stark realities is that the financial services
are well-known by all, but nature of adoption
differs.

9%

If financial inclusion really needs to be
seen in meaningful manner, then there is need to
understand people’s needs and empower them to
make financial choices. Having said, the financial
services need to relevant to them. Aligning the
relevance of financial consumer is the significant
step towards the meaningful financial inclusion.
Unlike finding profitable segments, financial
institutions need to design and implement the
financial products and services that are relevant
for the people. If this is done, poor people are
enabled to effectively execute their coping
strategies such as smoothing of their income
or allying them on social networks in times of
need. They will further build the trust towards
the institution and get empowered to choose and
use the services to add values to the life.

The irrelevant supply-side issues are the
growing concern to the meaningful financial
inclusion over the years. However, the financial
services providers need to understand the basic
psychological variables that are affecting their
incomes, choices, pattern of consumption and
habit of handling transaction. Rural people
are reluctant to come into the formal financial
services providers simply because they fear to
lose the control of their finances. Poorly designed
financial services do not meet the understanding
of poor people’s reality of life. Deliberations,
therefore, are required to reduce vulnerability
and enhance the stability of generating income,
while establishing right context and capabilities
of targeted financial consumers. The major
problem with the financial institutions is to
underestimate the poor people’s management
skills and not getting the right entrepreneurial
tone. As a result, they unable to create customer
base failing to create better choices amongst
customers.

Significant effect on inactivity, dormancy
and business costs are the major concern of the
financial institutions, which prompts them to
have petty interest towards the rural segment
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on investment. This is hampering financial
inclusion. Business costs and targets can be
applied with a minimum applicable margin, but
having buoyant base of customers. Therefore,
the products and services need to be designed
towards a more consumer-centric approach
for building trust and confidence to allowing
consumer more value and choices.

Financial Inclusion is not a number game

Financial inclusion is by the way, not a number
game. Let’s get out of this dilemma. It’s not
about their number of accounts that have been
opened but relates what is done with those
accounts. Because without regular use, there is
no benefit — neither to the consumer nor to the
provider. Therefore, financial institutions need
to prefer consumer’s choices and relevance
while designing the products. Certain technical
standards may be conditioned to adapt the
suitability of the consumer. Simplifying
processes, giving more choices to control,
improve user interface, accommodate people’s
capabilities, facilitate learning by doing and
make the consumers set of experiences are
the symptom of rosy outlook of the growth.
Programs are to be designed to make people
able to choose and use the services according to
— what they think they need, not what financial
institution think they need. Eventually, a locally
well-designed set of strategies will be able to
retain the customers. Consumer’s empower is
vital. This about making financial services a
seamless part of poor people’s lives. Maintaining
a lasting relationship with added values will
help design business goals and move towards
meaningful financial inclusion.

koksk
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Besides this, consumer’s resilience is also
important to sustain the financial inclusion.
That means to say to ensure a minimum level of
economic activities or level of entrepreneurship
to sustain the bank account or maintaining the
financial transaction. To achieve this goal, the
central bank, financial institutions, developing
partners, NGOs should work together with the
local level to launch various skill development
and self-reliant programs. For example,
the local authority may lead agricultural or
livestock project with subsidized loans provided
by the local banks as well as mix of social
available grant with the authority. This project
may engage as low as 200 people and generate
business values as well as social and financial
security of the workers themselves, eventually
allowing them to formally engage in formal
financial services. The family member of the
worker and other staffs may also be benefited
while being aligned in the locally empowered
financial services.

Such programs need to be affiliated
with minimum earning-generation schemes
guaranteed by the local authorities.
Nepal’s’ current federal structure, local level
is empowered to generate their own income
through harnessing available local resources.
They may also get grant from the federal
government to promote inclusive finance. A
much-awaited National Strategy on Financial
Inclusion needs to be unveiled soon in order to
prioritize and implement meaningful financial
inclusion with absolute jurisdiction.

In

(With inputs from Nepal Financial Inclusion
Action Plan/Rapid Assessment)



Internal Rating Based (IRB) Approach
for Credit Risk

Introduction:

Risk-taking is a necessary and important
element for all kinds of firms in a dynamic
market-based economy and banking sector
is no exception to this principle. Banks
are willingly or unwillingly taking risk
to increase their market share & expand
to provide
higher returns to its shareholders/owners.
However, bank’s excessive risk-taking
behavior without matched risk management
capability and lower capital level can
bring a bank down on its knees that would
have disastrous impact on the country’s
economy. Hence, risks taken by bank shall
match to its available capital level and risk
management capability. Bank’s risks are
broadly classified into credit, operational
and market risk and accordingly banks are
required to maintain capital to counter risks
emanating from credit, operational and
market activities. At present Nepal Rastra
Bank (NRB) requires banks to maintain
Capital Adequacy Ratio (CAR) of 11
percentages, including capital conservation
buffer of 2.5 percentage, in relation to
the combined total Risk Weighted Assets
(RWA) of all types of risk namely credit,
operational and market risk. In this article
I will briefly discuss about Internal Rating
Based (IRB) approach to determine capital
requirement for credit risk.

revenue base and strives

Capital Requirement for Credit Risk:
Nepal Rastra Bank (NRB) has been

* Deputy Director, Nepal Rastra Bank
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implementing capital adequacy requirement
based on international practices with
an appropriate level of customization
considering the state of domestic financial
market developments and local practices.
Nepalese Banks are mainly involved in
conventional banking of taking deposit
and lending money and they have not been
offering sophisticated financial products
and services compared to other developed
and emerging market economies. In
addition to this considering other inherent
limitations of our financial system e.g.
limitation of credit rating practices and its
uses, lack of enhanced risk management
capability & practices, lack of reliable
data, NRB has implemented Simplified
Standardized Approach (SSA) to calculate
credit risk weights and to determine capital
accordingly for credit risk.

Even if the NRB has been implementing
Simplified Standardized Approach (SSA) to
calculate credit risk weights at this moment,
it intends to move onto more complex and
more risk sensitive approaches as the market
get developed and becomes relatively more
mature. Even though advanced approaches
of determining capital for credit risk had not
been adopted for the regulatory requirement
however, NRB allows banks that are willing
and capable to adopt advanced approaches,
even for internal purposes, with prior
written approval from the NRB. However,
bank shall demonstrate that they have the



oluTeT INC db JAAR

&& 31l afdoicaa f[adurg

resources and the capability to adopt the
proposed approaches but till now none of
the bank has neither applied nor adopted

advanced approaches for determining
capital for risks.
Under the Simplified Standardized

Approach (SSA) banks are required to
assign a risk weight to their on-balance
sheet and off-balance sheet exposures as
required by the NRB. These risk weights
are based on a fixed weight prescribed by
the NRB (0%, 20%, 50%, 100%, 150% &
200%) and it is broadly aligned with the
likelihood of a counterparty default. Bank
is required to maintain capital for credit
risk in proportion to their risk credit risk
weights.

Internal ratings-based (IRB) approach

Inaddition to the above described Simplified
Standardized Approach (SSA) other method
recommended by the Basel Committee
on Banking Supervision (BCBS) is the
Internal Rating Based (IRB) approach.
IRB approach allows bank to assess
their credit risk using their own internal
models, risk weights are assigned based
on the bank’s own internal rating system
of counterparties/borrowers and capital
requirements for credit risk is determined
accordingly. Internal rating refers to a
summary indicator of risks inherent in an
individual borrower or exposure. However,
the use of banks' internal rating systems for
purposes of regulatory capital measurement
is subject to supervisory approval based
on minimum standards established by the
Basel Committee on Banking Supervision
(BCBS). IRB approach to capital
requirements for credit risk relies heavily
upon a bank’s assessment of risks that it
may have to take while taking exposures
with its counterparties or borrowers in any
sort of business transactions. IRB approach

R

is risk sensitive as capital requirement is
based on internal ratings and the rating is
driven by the drivers of credit risk and the
extent of loss bank may have to incur in its
exposure. This approach is also incentive
compatible as appropriately structured IRB
approach can provide a framework which
encourages banks to continue to improve
their internal risk management practices
and bank with comprehensive and efficient
risk management processes will need lower
capital. In IRB approach there are four risk
components that needs to be estimated
namely Probability of Default (PD) of
borrower, magnitude of likely loss on the
exposure termed as Loss Given Default
(LGD) which is expressed as a percentage
of the exposure, amount to which the bank
was exposed to the borrower at the time
of default known as Exposure at Default
(EAD) and remaining effective Maturity
(M) of the exposure at default.

Bank that meets certain minimum conditions
and disclosure requirements will be allowed
to use the Internal Rating Based Approach
by its regulator. Bank that receives approval
for the use of IRB approach rely on their
own internal estimates of risk components
in determining the capital requirement for
a given exposure. A bank's systems for
the management and rating of credit risk
exposures must be sound and implemented
with integrity and they must meet the
following standards to obtain regulatory
approval to implement IRB approach:

(1) Bank's rating system shall provide
a meaningful assessment of obligor
and transaction characteristics, a
meaningful differentiation of risk and
accurate and consistent quantitative
estimates of risk. Banks must have
minimum of seven grades/rating for
non-defaulted borrowers and one for
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2)

3)

(4)

borrower that have defaulted. A bank
must mention in its credit policy the
linkages between borrower grades and
the extent of risk each grade indicates.
The bank shall document its rating
systems, the rationale for their design
and validates its rating systems.

Bank’s ratings  system,
default and loss estimates used in the
calculation of capital requirements
and associated systems and processes
play an important role in the risk
management and decision-making
process. Acceptance or decline of
credit proposal shall be guided by the
risk level of borrower or exposure.
All material aspects of the rating
system and estimation processes must
be approved by the bank’s board of
directors or a designated committee
thereof and senior management.

internal

Banks must have independent credit
risk control unit and it should be
responsible for the design, selection,
implementation and performance and
testing robustness of their internal
rating systems. The unit must be
functionally independent from the
personnel and management functions
which are involved in originating
exposures. Banks shall ensure it has
installed system to avoid conflict of
interest between those that provides
credit rating with those that originate
exposures.

Internal audit or an equally independent
function must review at least annually
the bank’s rating system and its
operations, including the operations of
the credit function and the estimation
of PDs, LGDs and EADs as required
and they must document its findings.

3

(5) Bank shall collect and stores all
relevant data to provide effective
support to its credit risk measurement
and management process.

A bank must have a credible track
record in the use of internal ratings
information. Bank must demonstrate
that it has been using a rating system
that meets minimum requirements
specified by Basel Framework for at
least three years prior to qualification
for supervisory approval.

(6)

Classification of Exposure:

Under the IRB approach, banks are required
to categorize banking-book exposures into
five broad classes of assets depending on
different underlying risk characteristics.
These asset classes are (a) corporate, (b)
sovereign, (¢) bank, (d) retail, and (e) equity.
The corporate asset class is further divided
into five sub-classes of Project finance (PF),
Object finance (OF), Commodities finance
(CF), Income-Producing Real Estate
(IPRE), and High-Volatility Commercial
Real Estate (HVCRE). The retail asset
classes are further classified into three sub-
classes as Exposures Secured by Residential
Properties, Qualifying Revolving Retail
Exposures and all Other Retail Exposures.

Methodology under IRB approach

There are two methodologies of determining
capital required for credit risk under the
IRB approach and they are Foundation
approach and Advanced Approach.

5.1 Foundation Internal Rating Based
Approach:

Under the foundation IRB approach
banks will estimates the Probability
of Default (PD) of the borrower or
exposure and they rely on regulator/
supervisor for other risk components
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5.2

namely Loss Given Default (LGD),
Exposure at Default (EAD) and
effective Maturity (M). The probability
of default (PD) indicates the probability
of a borrower or debtor defaulting on
loan repayments and higher the
probability of default more risky is
the borrower or exposure to a bank.
A bank may use one or more of the
three specific techniques to estimates
probability of default (a) internal
default experience, (b) mapping to
external data and (c) statistical default
models.

Advanced Approach IRB Approach:

Under the advanced IRB approach,
banks provide their own estimates
of Probability of Default (PD), Loss
Given Default (LGD) and Exposure
at Default (EAD), and their own
calculation of effective Maturity (M) of
the loan, subject to meeting minimum
standards.

6. Application of IRB Approach

Internal ratings are at the core of the
banking business and play a crucial role in
the management of credit risk. The internal
rating can be applied in —

a.

Loan Selection and Segmentation

Internal rating systems buckets/classify
customers into different categories
based on their creditworthiness.
Internal ratings provided for corporates
and banks rating categories are similar
to the rating grades provided by
rating agencies. For retail exposures,
the use of application or behavioral
scorecards enables banks to segment
their borrowers based on appropriate
risk characteristics/drivers that reflect
the riskiness of a particular borrower.

¥

Banks' lending policies will be aligned
with these ratings
segments.

categories or

Loan Pricing

Internal ratings can also be used
by banks to decide on interest rates
and the fees to be charged on loan
facilities. Customers with a poor
rating would have to pay more for
financing than those with a better
rating as the bank can allocate lower
amount of capital to a loan exposure
with better rating customer. With
more risk-sensitivity in pricing, banks
can also perform more effective and
more granular profitability analysis.
instances, the
interest rate charged on individual loan
to a customer may not be sufficient to

However, in some

cover the associated risk costs. This
may be due to in intense competitive
pressures within the industry for a
particular market segment or where
a lower pricing for a loan facility is
necessary to maintain the customer
relationship.

Loan Limits

Loan limits are established by banks
to mitigate excessive credit risks.
The bank may provide lower limits
to customer with higher credit risk
i.e. poor (low) rating and vice versa.
The loan limits can be either exposure
limits which depend on the rating of
the counterparty or the aggregate limits
which the loan limits for specific rating
categories. Depending on the bank’s
risk appetite, limits set for investment
grade counterparties would typically
be higher than for sub-investment
grade counterparties.
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d.

7. Challenges of

Loan Loss Provisioning:

So far, banks determine loan loss
allowances based on the classification
of loan into different buckets/
categorize based on past over-due
period and then applying a fixed
percentage as stipulated by regulator/
supervisor prescribed by the regulator
to determine the loan loss allowance
of loans that falls under each specific
bucket/category e.g. loan past due for
90 days and above are categorize as
sub-standard loan and it is provisioned
at 25 percentage whereas loss loan
(past due for more than 365 days)
is provisioned at 100 percentage as
prescribed by the NRB.

With the use of internal rating systems
banks can use improved methodology
to estimate loan loss allowances. As
rating systems enables banks to apply
more refined methods for calculating
loan loss allowances by supplementing
information based on historical loss
experience with more forward-looking
considerations. It also allows banks to
establish loan loss allowances at the
aggregate level, as well as on a more
granular basis for each rating category
or each retail pool.

Implementing IRB

Approach

The main challenges to implement IRB
approach are —

a.

Data requirements:

This could be the most difficult hurdle
among others. For IRB models to
work successfully banks need to have
a lot of historic data. To quantitatively
determine various risk parameters to be
used as inputs, availability of historic

R4

data is must. Irrespective of size of the
bank’s portfolio and methodology of
IRB approach, bank needs to calculate
the Probability of Default (‘PD’) which
needs historic data ranging from 5 to 7
years.

Required knowledge:
Successful IRB  implementation
requires  significant  knowledge

and experience in the field of risk
management and  quantification.
The process of transitioning to IRB
approachrequires expertise on different
dimensions of risk management
specifically credit risk management
and knowledge to develop models
for quantification of credit risk. As a
bank needs to have their own model
to estimates credit risk components,
they should have knowledge and
expertise to develop models for credit
risk quantification. In the same way
supervisor shall have capability to
validate the models develop by banks
for its appropriateness. Hence, IRB
approach requires having knowledge
and expertise on both side supervisor
as well as banks.

Costs and uncertain benefits:

The costs associated with the
implementation of IRB approach are
likely to be high. The cost ranges
from developing relevant knowledge
and expertise of the employees to
modification of the existing system
to collect relevant data. However,
the benefits are less certain to banks
because they do not become clear until
the models have been developed and
validated by the supervisor. Supervisor
also needs to invest in developing
human resources to enable them to
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suggest and validate model developed
by banks. This situation presents
inevitable difficulties in the decision-
making process to implement IRB
approach.

Banks reluctance:

IRB approach implementation takes
quite a long time from human resource
development to collecting data as
required for IRB approach and getting
supervisory approval. Hence, bank
may not feel comfortable for IRB
approach as they have to incur upfront
costs for long-term uncertain benefits.

8. Benefits of Transitioning to IRB
Approach:

So, with those difficulties to overcome, main
benefits that may bring by transitioning to
IRB approach are —

1.

Capital saving:

This is the most obvious benefit of
implementing IRB approach. IRB
approach being risk sensitive requires
higher capital to riskier exposure
and vice versa. Banks are required
to maintain capital in order to absorb
unexpected losses, if banks are
exposed to more risky borrower or
sectors it is likely that banks have to
incur large amount of losses in such
circumstances bank needs higher
amount of capital to remain float in the
business.

Improved governance:

With IRB approach, bank will be able
to implement a better governance
structure in risk management, risk
modelling and  decision-making
process. That, in turn, will allow banks
to have better understanding of various
aspect of credit risk and have better

credit risk measurement/management
models in place.

Internal expertise:

Bank will develop a better
understanding of risk profile as they go
through IRB approach implementation
process. As bank have to analyze risk
profile in ways that they haven’t done
before, developing its own models
and understanding where they need
to apply conservatism, as well as
understanding where risk profile
will be similar or different to the rest
of the industry. Understanding all
dimensions of borrower or exposure is
very important to make better lending
decisions.

Indication of sophistication:

IRB implementation will increase
bank’s confidence and trust in the
ability to manage credit risk and its
risk management practices. It indicates
that bank implementing IRB approach
is well governed, well run, well
organized and it leads to both reduced
funding costs, higher profitability and
positive impacts on market value.

Improved data management:

With the implementation of IRB
approach bank will be able to improve
its risk data management and data
governance processes and they will
be honoring the importance of data
in decision making process. The data
governance practices that come along
with transitioning to IRB approach
will help a bank benefit from improved
predictive power of models and the
accuracy of reporting.

Conclusion:

Bank capital is a key contributing factor
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to a sound and efficient financial system
and every stakeholder has an interest in
ensuring that banks hold sufficient levels
of capital. Capital serves as a buffer
against a bank’s unexpected losses and
as a basis for its medium-term growth.
Adequately capitalized banking system is
better prepared and able to absorb losses
and be able to withstand at adverse shocks.
Sound and efficient bank can continue to
provide credit to consumers and businesses
throughout the business cycle and is more
likely to promote a sound and efficient
financial system and growth in the economy.
IRB approach provides a new and improved
way of thinking about risk measurement,
management, and capital requirement for
credit risk of banks. Its primary objective is
to utilize developments in risk management
and measurement methods to improve the
risk sensitivity of capital charges, and to
better align banks’ capital requirements
with the risks that they face. A more risk-
and forward-looking capital
requirement provides incentives for banks
to better analyze risk and avoid excessive
herd behavior in conducting their business.
Since Internal Rating Based (IRB)

sensitive
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approach relies on bank’s own internal risk
assessments obtained through its rating
systems to determine minimum capital
requirements for creditrisk, it is prerequisite
that supervisors are well acquainted with
risk management processes, credit risk
quantification and credit risk modelling
techniques.
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Impact of COVID-19 and Future Prospect in
South Asia

For the past five years from 2014/15 to 2018/19,
South Asia experienced an average economic
growth of 6.45 percent. It was the world’s fastest
growing region.

However, FY 2019/2020 has been estimated
to be a tough period for South Asian Region
happening to encounter with the COVID 19
pandemic that caused a historic negative growth
of 6.7 percent emanating from a combined effect
of decline in private consumption by 8.9 percent,
gross fixed investment by 14.6 percent, export
and import by 7.6 percent and 16.2 percent
respectively (Global Economic Prospects 2020).

An optimistic scenario has been expected
after FY 2020/21 though; the industrial sector has
been in acute vulnerability. A steep retardation by
16.61 percent is estimated in this sector. Service
sector turned to be another sector that has been
estimated to be the highly influenced one and to
decline by 5.92 percent in FY 2019/20 as per the
World Bank. Agriculture sector has remained an
untouched sector.

Fiscal balance is obvious to deteriorate and
fiscal deficit to widen in upcoming years since
growth contraction will contract both revenue
income and revenue base while excessive
and immediate bail package from the side of
government will be expected. Government has no
option but to raise debt to finance such deficits.
General Government debt stock is expected
to reach an alarming situation of more than 80
percent of GDP. Till FY2018/19, government
debt has been 65 percent of total GDP.

* Deputy Director, Nepal Rastra Bank
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Indian economy has a considerable share
in determining the growth of the South Asian
economy. India is the most affected country in
the region and second most affected country in
the world after United States of America. Indian
economy solely can be responsible to bring down
the average growth rate of the South Asian region.

Afghanistan:

While the country's economy was already
struggling with political unrest and internal
conflicts, lockdown imposed for a long period has
hit the Afghan economy very hard leading it to
shrink by 5.5 percent in FY 2019/20 as estimated
by the World Bank compared to an average growth
of 2.23 percent in last five years. More than
72 percent of the population is expected to fall
below the poverty line. 11.2 percent of the total
labor force is estimated to remain unemployed in
FY 2019/20. However, the economy is expected
to improve in 2020/21 slightly and grow by 2.5
percent.

Bangladesh:

Bangladeshi economy managed to grow amidst
COVID unlike other South Asian economies. It
has been estimated to expand by 2 percent in FY
2019/20 in comparison to that by 7.4 percent on
average in the last five years. Sluggish growth
is expected to continue in upcoming years as
well though at a small rate. Demand contraction
globally amidst COVID including decreased
demand for garments which has been strength of
Bangladesh is estimated to result in contraction in
export by 15.3 percent. 4.15 percent of the total
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labor force is estimated to remain unemployed
in FY 2019/20.

Maldives:

Maldives mainly relies on tourism for running
its economy. Among South Asian countries,
largest plunge in the economic growth has been
estimated for this economy by the World Bank in
FY 2019/20 i.e. by 21.5 percent since tourism is
the mostinfluenced sectorby COVID. Decreased
global purchasing power and depressed tourism
sector have hard hit export of Maldives. Export
of Maldives which is mainly fish items has
been estimated to decline by more than 59.90
percent in 2019/20 probably because of decline
in non-vegetarian consumptions due to decline
in purchasing power. Decline in revenue and
increase in expenditure will have additional
pressure on fiscal balance of the country thus
widening fiscal deficit to 22.54 percent of GDP
from 6.4 percent.

India:

Indian economy is not as severely affected as
Maldives’ economy. But it is the second most
affected South Asian economy by COVID.
The economy somehow managed to grow at
4.2 percent in FY 2019/20 but the economy is
projected to further deteriorate and contract by
9.6 percent in FY 2020/21. Service sector mostly
Civil Aviation, Hotel Industries, Travel and
Tourism sector, automotive sector are the most
affected sectors. Growth of the Industrial Sector
has also been contracted. 5.4 percent of the total
labor force is projected to remain unemployed
for India in 2020.

Pakistan:

Pakistan’s economy was not doing well even
during the pre-pandemic periods. In addition,
further fine contraction is estimated for Pakistan
in FY 2019/20. 4.4 percent of the total labor
force is expected to lose their jobs. Economy
is expected to contract by 1.5 percent in FY
2019/20; however recovery is expected soon in
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the subsequent years. A slight contraction of 7.5
percent is estimated in the export sector. Hence,
Pakistani economy seems to remain less affected
by COVID.

Nepal:

Nepal is estimated to achieve a negligible
growth of 0.2 percent in FY 2019/20 as per
World Bank data based on data till December
2020 against the estimated growth rate of 2.27
percent declared by the Government of Nepal
for the same fiscal year on the basis of data till
June 2020. Tertiary sector especially, the Hotel
and Restaurant business representing the tourism
sector, transportation sector and wholesale and
retail trade sector has been the one hardest hit
by pandemic resulting in the growth to get
limited to a nominal percentage of 1.99 percent
as per data till June 2020. 1.5 percent of total
labor force is projected to remain unemployed
in 2020/21 for Nepal.

Bhutan:

Bhutan has reported a growth of 5.46 percent
for FY 2019/20 on the basis of data till October
2020 whereas World Bank has estimated growth
of 1.5 percent for the same period on the basis of
data till December 2020. The growth is expected
to remain on average 2 percent in subsequent
years. Gross National Savings growth is
estimated to be 2.34 percent. Consistent increase
in final consumption of household and general
government combined with poor net inflow of
primary and secondary income from abroad led
to sluggish growth in GNS. Only 2.4 percent
of the total labor force is projected to remain
unemployed in 2020/21.

Sri Lanka:

Sri Lanka is the second country of South Asia
after Maldives with large contraction in export
due to COVID. Export has been estimated to
contract by 42.4 percent in FY 2019/20. The
World Bank estimates the Sri Lankan economy
to contract by 6.7 percent in FY 2019/20 and
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growth is projected to improve nominally
in further years. Sri Lanka has published an
estimated 18 year low GDP growth of 2.3
percent for FY 2019/20 and a decline in Gross
National Savings by 3.29 percent. 4.2 percent
of the total labor force is estimated to remain
unemployed during FY 2019/20.

Textiles and garments are the major
merchandise export of Sri Lanka occupying
nearly 50 percent of total merchandise export.
With a high fiscal deficit of 6.8 percent of GDP
and public debt of 87 percent of GDP, half of
which is denominated in foreign currency,
Sri Lanka has reached a situation of financial
peril amidst COVID. On the basis of financial
strength, Sri Lanka has been ranked 61* out of 66
countries with it only being better than Angola,
Bahrain, Zambia, Lebanon and Venezuecla,
Botswana and Taiwan as per an analysis done
by The “The Economist” magazine. The World
Bank estimates 4.2 percent of total labor force
to remain unemployed or Sri Lanka for FY
2019/20.

Hence, since tourism and export sectors are
intensely affected by COVID pandemic, most of
the South Asian Countries have been severely
affected. For e.g., Bangladesh’s economy has
been seriously affected since its economy is
largely dependent on export of garments. Sri
Lanka fell into financial peril since its textile
export has been adversely affected. Maldives
has been hardest hit by pandemic in the South
Asian Region due to instant break in tourism
since it is mainly dependent upon tourism for
running its economy. Fall in non vegetarian
demands have impacted Maldives’ export
which is mainly dependent upon export of fish
items. Effects in the service sector mainly civil
aviation, hotel industries, travel and tourism
sector and automotive sector have made India
the second most affected nation in South Asian
Region and recovery seems further difficult in
subsequent years for this country.

<30

What measures have been taken by South
Asian central banks to cope up with the scars of
COVID?

1. India: RBI has been trying to inject
liquidity in the economy through the
banking system. Repo and reverse repo
rates have been set such that banks will
need to pay interest if they park money in
the central bank and will have to bear the
cost if they hold money instead of moving
their funds out of the banking system.
Reverse rate has been decreased down to
3.7 percent and repo rate has been kept up
to 4.4 percent. Besides, the central bank
is providing refinance to institutions such
as to reach the small scale firms, housing
finance firms and MFIs.

Bangladesh: Central Bank of Bangladesh
has reduced repo rate as well as reverse
repo rate so that bank would get initiative

to borrow from rather than park in central
bank.

Afghanistan: Since liquidity has not
been an issue during the pandemic in
Afghanistan, the central bank is more
focused on using macro prudential policies
rather than monetary tools. For. e.g DAB
ended freeze on loan classifications and
has adopted flexibility in penalties and
prudential triggers recognition of
persisting risks.

in

Maldives: Maldiveshavereduced minimum
required reserves for banks and forwarded
short term loans to financial institutions to
overcome shortage in liquidity. Similarly,
a moratorium package has been offered to
those affected by the pandemic.

Sri Lanka: The required rate of reserves,
monetary policy rates, interest rates on
borrowing for banks have been reduced.
Selected sectors have been granted
moratorium periods for repayment of bank
loans.
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Nepal: Cash reserve ratio has been
decreased to 3 percent from 4 percent.
Borrowing costs for banks have been
reduced. Lower boundary of the interest
rate corridor has been reduced to 1 percent.
Regulatory provision of maintaining
countercyclical buffers has been relaxed.
Size of refinance has increased. In order
to ensure a fast track in refinance facility,
70 percent of the refinance fund has been
directly availed to commercial banks which
the bank can further forward to ultimate
beneficiaries on its judgments. Business
continuity loans have been offered to
business houses.

Pakistan: State bank of Pakistan has
reduced policy rate by 625 basis points
to 7.0 percent. It has added the sectors
and purposes such as medical centers
and hospitals, investment in new plants
and machineries and business continuity
purposes and purposes of avoiding labor
terminations to have access to refinance
facilities. Relaxationincapital conservation
buffer provision, relaxation in debt burden
ratio, restriction on downgrading borrowers
in case of delay in making payment of loan
have been instructed.

Bhutan: Bhutan has adopted phase wise
monetary relief measures to overcome
effects of pandemic. Phase-I monetary relief
measures were implemented on April 14,
2020 and Phase II monetary relief measures
were introduced on July 8, 2020. Under
the measures, macro prudential policies
have been adopted such as relaxation
in collateral requirements for small and
medium enterprises, national level credit
guarantee to these enterprises, concessional
term loans to business enterprises through
financial institutions, waiver of interest on
loans. RMA further reduced its CRR ratio
by 200 basis points to 7 percent.

¥

What can be done for recovery?

The virtual spring meeting 2020 of IMF has
emphasized four priorities for recovery:

1.

Strengthening Health System: Defeating
pandemic and defending health of people
should come first under the recovery
strategy. Medical and vaccine arrangements
should come at first rank. Refraining export
controls on medical supplies and food
is necessary as per IMF. Capital is there
lying abandoned because adequate human
resources are not available to operate them
in the existence of pandemic. Hence, human
health should be ensured first of all.

The World Bank, in its Global Economic
Prospects 2020 has emphasized on the need
of adopting policies to improve and protect
health and assure uninterrupted supply of
human capital.

Healing Affected sectors: Timely fiscal,
monetary and macro prudential measures
aimed at providing immediate lifelines
to affected people, firms and sectors are
Scarred households and business
recovery of the

must.
communities make

economy difficult.

Reduce Stress to the financial system and
prevent contagion: Enhancing liquidity
broadly in the emerging economies will not
only help them but will also help the world
and importantly it will also lift confidence.

Plan for recovery: Beside immediate
reform actions, preparations
necessary for forthcoming potential effects
of crisis. Policies actions should be taken
now for anticipated effects. Gradual release
of restrictions should be allowed after
ensuring retreating of pandemic. Once the
economy stabilizes and the supply side
gets normalized, policy focus should shift
towards gradually increasing demands and
IMF suggests regional level coordinated

are also
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fiscal _stimulus and accommodative
monetary policy at this point. The IMF
has placed $ 1 Trillion at the service of its
member countries to help them come out of

the crisis.

Besides, following are some more measures that
seem necessary to be adopted at utmost urgency:

1.

Prioritize expenditures: Money is short
universally at this time. National savings,
foreign aid, foreign direct investments
may probably shrink in upcoming days.
Government should prioritize expenses.
Government expenses should be first on
medical arrangements.

Supply Chain reactivate: At first stage
it is necessary to bail out big significant
companies so that they could revive their
small suppliers. Supply Chain reactivation
is needed by reviving small and medium
enterprises and assuring their business
continuity. For this fiscal and monetary
policy should play a complementary role.

Digitalization of services: Increasing need
of maintaining social distance calls for
more and more digitalization in the service
sector, online trade and commerce and
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cashless payment and settlement systems.
Hence, it is important to invest in digital
infrastructures in upcoming days.

Increase labor supply: Labor supply
should no more depend upon men-
force only. More and more female and
marginalized groups of society should also
be brought in the employment market.
Global economic prospects, 2020 suggests
facilitating high quality childcare, lifting
restrictions and disincentives to women
working and investing in education and
infrastructure that increases
longer term attachment to the labor market.

women’s

Monetary, Macro prudential and Fiscal
policies: More accommodative monetary
policy and forbidding macro prudential
policies will be required. Easing regulatory
requirements, forbidding penal and granting
moratorium periods to affected groups is
necessary.

Cooperative hands for tourism-reliant
countries: Economies with greater
resources should come forward to bail out
less resourced especially tourism reliant
countries.



Challenges of Micro-Finance in Nepal

& Ramesh Chaulagain, PhD*

Prologue

Microfinance is known as a new wave of poverty alleviation via financing low income peoples in
the world. Microfinance is one of the major contributing sectors in financial inclusion. Everyone
has right to finance as guaranteed by Constitution of Nepal. The right of inclusion is to more
prioritize to marginalized, deprived, backward, excluded and low income peoples. Microfinance is
a group based lending model composed of separate lending styles. Micro-financing is introduced
for poverty reduction and empowerment of those people who are excluded from the financial
mainstream for a long. Serving the people by providing financial solution at affordable cost is the
primary responsibility of the state, the central bank and financial service providers. Similarly, the
microfinance has significant role to enhance access to finance of the peoples in financial services
and achieve the high degree of financial inclusion. Such a high degree of financial inclusion has
significant contribution to achieve financial stability and thereby attaining inclusive growth,
development, reducing poverty and inequality. Nepal has experience of micro-financial practices
for four decades. However, the effectiveness of the intervention is at question. Despite a long
endeavors of the interventions, the mass poverty, high degree of income inequality, mass adult
illiteracy and poor access of people in financial services are some examples of poor effectiveness of
microfinance in Nepal. In such, it is worthwhile to analyze why and how the microfinance has poor
contribution in poverty reduction. In the reference, this paper explores some of the contemporary
challenges of micro-financing practices in Nepal.

Keywords: micro-finance, access to finance, financial inclusion and financial literacy

The Context the countries. The common objectives of such

Micro-financing is a world-wide practice of  models are increasing access to finance, promote
financing low income peoples. This is more inclusiveness and providing financial safety to
appropriate for micro, small and medium size the micro financial service consumers. Despite
enterprises also. Relatively, microfinance is also ~ of these micro-financing practices in Nepal,
a paradigm shift in conventional banking system the effectiveness of such financing intervention
to reduce the poverty and inequality. Traditional in poverty reduction is yet to establish. The
paradigm of banking stands on people’s access questions are about appropriateness of the
to financial intermediaries. However, the micro model, increase in demand sided approach of
financing model stands on the institutions’ access micro finance, sustainability of regulation and
to the needy people. There are several models supervision, mode of financing the people,
and methods of providing micro credit across social responsibility of such institutions or

* Deputy Director, Nepal Rastra Bank
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credit plus approach, profit ceiling of the
institutions, rate of dividend, rate of interest on
lending, real contribution of the practices, etc.
Microfinance policy of Nepal, 2008 has divided
micro financial services into micro credit, micro
saving, micro insurance and remittance. Micro-
Financial industry in Nepal includes Micro-
Finance Financial Institutions (MFFIs) licensed
by Nepal Rastra bank and cooperatives licensed
by Government of Nepal.

Poverty and deprivation is a worldwide
phenomenon, particularly in developing and
underdeveloped countries like Nepal. However,
poverty is a multidimensional issue. Some of its
dynamics are economics, sociology, psychology,
inclusion, equality and equity, access, education
and schooling, globalization, technology, etc.
It indicates that the poverty reduction needs a
multidimensional intervention from several
stakeholders of the country. Financing low-
income people for income generation is one
of interventions. For this, increasing financial
access and inclusion, decrease in informal
financing, providing contemporary financial
education is necessary. Comparatively, severity
of poverty and deprivation in developing
countries are more than in the developed ones.
Nepal is implementing long term plans since
six decades for decreasing rate of poverty,
deprivation, inequality and increase in per
capita, human development index, etc. However,
the intensity of poverty of poverty reduction and
inequality is yet to increase.

As of data in 2020, per capita Gross
National Income is USD 1047, absolute poverty
index is 18.7 percent, Gini coefficient is 0.30
and multidimensional poverty index is 28.6
percent in Nepal. To curb the poverty from
financial interventions, micro-financing is one
of the powerful tools worldwide, so as in Nepal.
In the same period, numbers of commercial
bank, development bank, finance company,
microfinance financial institutions are reached
at 27,19, 21 and 76 respectively. Total branches
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of the institutions are reached at 10,086.
Meanwhile, the number of total cooperatives is
reached at 29,806 including about 14,000 saving
and credit cooperatives. MFFI industry in Nepal
has a short history. However, the microfinance
activities are being practiced since 1970s.
Nirdhan Utthan MFI is the first microfinance
development bank in Nepal established in
1999. Among the 76 MFFlIs, four are providing
wholesale credit and remaining are lending
retail. The wholesalers are Rural Microfinance
Development Center (RMDC), Rural Self-
reliance Development Center (RSDC), Sana
Kisan Bikas MFI and First Microfinance MFI.
Similarly, two of the retail MFFIs can collect
public deposits, which are Nirdhan Utthan MFI
and Chhimek MFI. Remaining of them can
collect only member's deposit.

Microfinance is termed as the financial
services rendered to the deprived groups of the
people and small entrepreneurs in savings, credit,
remittance, micro insurance, etc. Micro financing
was also expected to become an effective tool
to halving the extreme poverty of the world as
determined one of the objectives of MDG goal
by 2015. The micro finance model is based on
‘providing banking services to doorsteps of the
people’ who are relatively backward, deprived,
marginalized, low income and excluded from
financial mainstream. Therefore, it is one of
the tools of ‘financial inclusion’ as an emerging
post-modern philosophy of equitable financial
development. Increased access to finance and
public confidence in financial system is one of
the important objectives Nepal Rastra Bank
Act, 2002 (including amendment of 2017). To
achieve the objective, MFFIs are important
tools. Third Strategic Plan of Nepal Rastra Bank
(2017-22) has also focused to increase access to
finance and inclusion. For prudential regulation
of MFFIs, a separate directive has been issued

since 2018 to regulate the micro financial sector.
Challenges of Micro-Finance in Nepal
directives,

Despite of policies, priorities,
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strategies, facilitations, privileges and rebates to
the financial institutions, the situation of financial
inclusion, access to finance, entrepreneurship
development, financial consumer protection,
social mobilization of the rural peopleand
change in livelihood of marginalized people are
in question. More than half of the youth peoples
are reported out of financial mainstream,
an unfair market situation is emerged in the
micro-finance industry, the role players and
activists of this sector are realized derailed
from their financial and non-financial mission
of poverty reduction. In the reference, some of
the challenges of micro financial industry are
explained briefly below.

1. Increasing Rivalry: From the liberalization
perspective, the market competition is
expected as useful to decrease the cost
of resources and increase in quality of
services. However, increase in numbers of
service providers also invites collusion and
a cut throat competition. Such an unhealthy
competition  may unassessed
investment; promote sub-prime collateral,
multiple banking and some possible undue
benefits as well. Such practice may hamper
client empowerment, credit plus practices
and cost minimization negatively. Due to
poor access of people in financial sector
and low degree of financial inclusion, the
number of financial service users is limited;
market size is limited, which again invite
a duplication of financing activities among
service providers and users.

2. Mission Drift: Normally, the MFFIs
are non-public deposit based financial
institutions (except a few), where the
deposit is only made by the members
in limited amount. Basic commitment
of the MFFIs is to contribute poverty
reduction via cheaper, reliable, sustainable
and accessible financing approach and
practice. These days, MFFIs are claimed
as a consumer of a heavy profit by levying

invite

3. Sustainable Access

a heavy cost of lending to the rural, low
income and marginalized people. They
are realized to derail in their mission and
social obligations. Some of the people are
exploited as local landlords. Mission drift
is an act of deviating or derailing the core
objectives and functions of institution
towards subsidiary, short term, merely the
profit chasing and easier businesses. Such
deviation of mission drift is an emerging
challenge in micro financial sector.

to Finance and
Inclusion: Access mean different for
different people, contextand time. However,
access to finance has two dimensions,
demand and supply. Poor access of
people in formal financial activities
shows dependency of people in informal
financing. Providing financial services to
the new and existing clients/members by the
institutions ensure the financial inclusion.
The access of people is sustainable when
they are motivated, enabled, empowered
and facilitated towards the financial
activities. Sustainability also depends on
infrastructures such as legal provisions,
market access, etc. A search of potential
clients for financial business and also retain
the existing clients for their sustainable
financial
inclusion. Sustainable access to finance and
financial literacy help to promote financial
inclusion. However, the poor degree of
access to finance and greater segment of
financial exclusion are challenges of micro
financial sector in Nepal. The NRB Act aims
to increase access to finance and confidence
of people in financial system. The financial
inclusion has a development implication
in underdeveloped countries like Nepal.
MFFIs contribute in increasing access to
finance, to achieve financial inclusion and
thereby inclusive growth.

service consumption ensure

4. Cost of Supervision: Regulation and
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supervisions of increasing number of
MFFIs are big issues. However, the MFFIs
are member-based and self-regulated
institutions. When the MFFIs demand
more flexibility and relaxation in deposit
mobilization and credit supply; external
regulation and supervision is inevitable.
Accordingly, the cost of supervision with
compare to small number of institutions is
being increased. Therefore, increasing cost
of supervision is also a challenge.

Credit plus Approach: The credit plus
approach refers to education, health
consciousness and sanitization, making
the people financially literate, providing
skill training, motivating to expenditure
management and helping to making
a financial goal of everyone’s
Supplying credit is only a part of the micro-
finance. Empowering the people may not
be possible only with credit supply. Credit
plus is an integrated approach to empower
the members in terms of financing,
community organizing, leadership training,
entrepreneurship and other social aspects.
Micro-credit and credit plus are taken as
two facets of a same coin. The credit plus
approach has featured the microfinance as a
social business as well. Monetary policy for
fiscal year 2064/65 has highlighted credit
plus approach in microfinance. However,
poor priority of credit plus approach by the
service providers is a challenge of micro
financial sector.

lives.

Research and Innovation: Access and
inclusion of people in financial services
in Nepal is poor, whereas the in-depth
and academic studies are inadequate to
diagnose the reasons. Only the systematic
study targeted to the people can bring the
practical remedies. Most of the financing
modes and activities are supply driven. The
financial literacy of people is very poor in
Nepal. Standard and Poor study conducted

3%

worldwide including Nepal, has found only
18 percent youths are financially literate in
Nepal. The poor financial literacy has the
implication of poor absorption capacity
of the financial resources of the people.
There is a gap of innovating a contextual
financing for poverty reduction. Therefore,
poor research and innovation environment
is also a challenge.

Scattered Licensing, Regulations and
Supervision: Legally, cooperative are
licensed and regulated by Government of
Nepal and MFFIs are licensed, regulated and
supervised by Nepal Rastra Bank. However,
a greater segment of rural and some urban
areas are affected by informal financing
such as Hundi, Dhukuti and personal
transactions (with landlords, merchants,

relatives etc). Similarly, cooperatives
sector is beyond a prudential regulation
and effective supervision framework.

There is a need of an umbrella regulatory
authority for all kinds of microfinance
lending patterns in the country. Such a
scatter licensing, regulating and monitoring
process promotes poor coordination among
regulator and service providers.

Multiple Banking and mis-utilization of
Credits: Multiple banking and using the
credit in otherwise purposes are emerging
challenges both in rural and urban
microfinance. Some people are enjoying
multiple credits without assessing their
financing needs and capacity to repay.
Multiple credits are the situation in which
a person enjoys the borrowing from more
than one sources simultaneously. Similarly,
borrowers are enjoying diversified use of
credit in the areas. The borrowers borrow
for a particular purpose but they use the
money in other purposes, especially in
unproductive areas such as marriage
ceremony, entertainment, and religious
purpose and in liquid investment where
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the risk is relatively high. The multiple
financing might invite the debt burden to
the borrowers and thereby possible to enter
the borrower into debt quicksand.

Credit Information: The mechanism of
credit information is very useful to control
the multiple financing and also to control
the multiple defaults in micro-financial
industry. In micro-financial field, there is
lack of strong, systematic and reliable credit
information. However, there is a unified
directive to MFFIs for credit information.
But the enforcement of the directives and
its provisions are challenging. Therefore,
the credit information mechanism is better
to develop in local and limited areas so
that certain MFFIs within the areas could
benefit the credit information.

Financial Literacy: Financial literacy is
one of the sources of financial inclusion,
access to finance and financial consumer
protection. However, financial inclusion
1s a situation of equal, fair and sufficient
environment of involvement into formal
financial activities and when
they need. The women, low income and
marginalized people, conflict victims and
poor people are excluded from the financial
mainstream primarily due to poor financial
literacy. The level of financial literacy of
Nepali is yet to study. Financial literacy is
a demand side factor affecting access and
inclusion in finance. For this, a directive to
MFFIs is necessary to issue to educate their
members. Nepal Rastra bank has issued
directive for the financial service providers
some aspects of financial
literacy. Similarly, NRB has formulated
Financial Literacy Framework, 2020. An
international study has reported that only
18 percent of Nepali youths are financially
literate. Therefore, poor level of financial
literacy of financial service consumer is a
challenge in micro financial sector.
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Effects of Globalization: Increasing
pace of globalizations in underdeveloped
countries like Nepal is a challenge rather
than opportunity. Major hit of globalization
in Nepal is reflected in small and cottage
industries. Protecting the business from
external rivals is a big question. Effects of
globalization are quite difficult to control,
but it could be minimized. The business
diversification, focus on local products,
protection of micro, small and cottage
industry under WTO mandate for under-
developed countries, focus on consuming
local products can manage the increasing
negative consequences of globalization.
Market capture from import limits the
effects of micro credits. Globalized
market has some negative effects in small
enterprises and thereby helps in hampering
micro financial sector.

Modes of Financing: There are two modes
of micro-financing in Nepal, i.e. in group
guarantee and against the collateral of
fixed assets. There is a debate between the
regulator and microfinance practitioners
that whether there should be both the
modes of financing. There is a need of a
discourse on proper modes of financing in
micro-finance.

Public Deposits: Mobilizing the public
deposits by MFFIs demands an extra
supervisory compliance for the security of
such deposit. Theoretically, member-based
institutions are self-regulated. MFFIs cannot
mobilize public depositdue to high cost of
the deposit from the market. Another, the
low income and marginalized people have
low propensity to save, due to which they
have less capacity and propensity to save.
Therefore, the micro financial institutions
desired for collecting public deposits
should be ready for prudential regulation.
Micro-Credit Limits: The monetary
policy determines the credit limits in
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MFFIs. However, the MFFIs demand
a higher amount of credit so that they
could finance to some larger enterprises.
Principally, microfinance is for more
people in promoting micro enterprises.
Micro financial institutions do not have
assessment of how much credit limit could
uplift the minimum level of livelihood of
microfinance members. Monetary policy,
for the fiscal year 2076/77, determines
a ceiling of NPR 300 thousands and
700 thousands for group guaranteed and
collateral guaranteed ceiling of micro credit
respectively.

Financial Sustainability of the MFFIs:
MFFIs of Nepal depends on promoters,
members and institutional share, donor’s
financial aids and members’ deposit. The
low income people can save less due to their
low marginal propensity to save and spend
more in consumption expenditure due to
their high marginal propensity to consume.
In such, member deposit has limitation.
Similarly, financial aid model of financing
has also limitation due to its uncertainty.
The possibility of government funding is
quite difficult, whereas the private investors
seek more profit and thereby increase their
cost of fund. In such, how to sustain the
microfinance institutions in terms of their
resource mobilizationis a big issue. In such,
provision of mandatory credit contribution
by BFIs as deprived sector credit is the
significant and sustainable source of fund
for MFFIs.

Consolidation of MFFIs: Micro financial
institutions are major channels of
increasing access to finance and enhancing
financial inclusion but, the concentration of
MFFIs is in urban areas. However, the ideal
number of MFFIs is difficult to determine,
the discourse and actions of consolidating
these institutions have been started. For

15.

16.
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this, NRB has introduced some privileges
for consolidation. Those privileges are
relaxing the cooling period to BODs and
CEOs, Increase of microcredit ceiling from
NPR 10 lakhs to 15 lakhs, the employees’
remuneration could be mobilized as deposits
in institution, relaxing the time period for
maintaining the capital fund ratio, relaxing
the time for single obligor limits.

Conclusion

Micro-finance is an important tool for
reducing poverty, maintaining social cohesion,
empowering women and achieving inclusive
growth. Micro-financial model of financing
is more relevant in poverty alleviation in
underdeveloped countries like Nepal. Despite the
several microfinance interventions, the poverty
situation of low income people is still very poor.
The situation includes two facets: inadequate
supply of financing and poor absorption capacity
of people. To curb the situation, an integrated
policy and interventions are necessary.
Similarly, providing financial empowerment
and supplying the financial resources are
necessary but not sufficient because there are
other several factors to affect the situation. An
integrated model from both the demand and
supply side is recommended because scattered
modes and models of micro-finance have
poor effects in poverty reduction. Moreover,
numerical expansion of such institutions invites
an increasing rival situation. Alternatively,
cooperatives model has more effectiveness.
However, the cooperatives are beyond a strong
regulatory umbrella. The cooperatives model
is also recognized and realized as a third pillar
of economic development of the country. The
above challenges are necessary to address
by policy makers, financial service providers
and financial service consumers for improve
the effectiveness of micro financial sector in

financial sector development.



Economic Regulation: Rational, Process,
Issues and Prospects

& Ram Babu Nepal*

The care of human life and happiness, and not their destruction, is the first and only object of
good government.

Introduction

People from all walks of life irrespective of
their origin, profession, geographic location
and age are concerned mainly with the role
of government in promoting their wellbeing,
providing assurance that their interests are
protected and they are treated fairly. People
assess government performance of government
in the light of those responsibilities. Public
interests can be best ensured mainly by: (a)
guarding people from the negative consequences
from the unhindered interest of business
community of making higher profit without
considering interest of consumers; (b) regularly
monitoring the quality of products and services
sold/delivered; (c) keeping public aware of their
rights and duties towards societies. Trust on
government depends largely on making people
aware of plans and programs of government,
clearly enunciating the fidelity to the objects of
the government and the knowledge of the means
to achieve those objectives.

Governments at central, province and
local levels should engage in activities for the
promotion of social and economic justice to
ensure the happiness and prosperity of citizen as
a watchdog for the public interest.

* Former Assistant Auditor General
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Thomas Jefferson (1743-1826)
Third President of the United States

This article attempts to introduce economic
regulation, need, process, major issues and
prospects with special reference to practice in
Nepal.

Regulatory Administration and Economic
Regulation

We all aspire to make our society and nation
civilized, fair, just and forward looking.
Regulations are indispensable to the proper
functioning of economies and societies and
contribute in meeting those aspirations. They
are major instruments of maintaining law and
order. Regulations generally intended to ensure
that economic and social behavior of concerned
individuals and firms are in accordance with
established practices and principles. It is
imposed through rules and backed by the use of
penalties and sanctions.

Regulation  has  acquired  growing
importance as an instrument of achieving socio-
economic objectives. Government exercises
effective political and economic sovereignty
and control over the country’s resources through
regulatory administration. Governments have
initiated policies and procedures to promote
and strengthen regulatory bodies and agencies.
Regulatory activities vary considerably, often
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reflecting large inadequacies in policies,
organizational structures and procedures.
Increasing emphasis is now being placed at
the national level on a more flexible regulatory
administration to enforce compliance with
established policies and requirements in various
political, economic and social spheres.

Regulation of economic activities is an
important aspect of regulatory administration.
It starts from the rules that allows to can
enter a business (entry controls) and what
prices they may charge (price controls). They
underpin markets, protect the rights and safety
of citizens and ensure the delivery of public
goods and services. Economic Regulation is a
set of restrictions promulgated by government
administrative agencies through rulemaking
supported by a threat of sanction or a fine. The
main objectives are: (1) to prevent markets’
failures, in other words, situations in which
markets do not efficiently organize production
or allocate goods and services to consumers;
(2) to ensure healthy competition in markets;
and (3) to institutionalize and
processes of integrating economic activities
to protect interests of producers, distributors
and consumers. ‘Regulation has a threefold
aspect. The first aspect of regulation comprises
government action to induce, encourage and
promote the private sector for development, be
it economic or social. This may be termed as a
‘positive’ aspect. It includes encouraging private
individuals or organizational units to contribute
to raising the living standards of the people,
to facilitate the building of the infrastructure
necessary for development of the economy and
to protect the rights of women, working classes,
minority communities and so on. The second
aspect of regulation, which is a ‘negative’ one in
essence, is understood to prevent or discourage
private individuals or units from undertaking

systems

1
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certain activities which are against the interests
of the country. Examples of negative regulation
include prohibiting sale and use of narcotics
which have a harmful effect. The third aspect of
regulation is creative. It comprises government
action to create competition at the national and
international levels with a view to improving the
performance of public sector enterprises.’! The
principles for economic regulation are to:

and the

to, stable
and predictable regulatory frameworks
to facilitate efficient investment
sustainable growth;

reaffirm the
Government’s

importance of,
commitment

and

set the framework for ensuring greater
clarity about the respective roles of
Government, regulators and producers,
and to establish greater coherence in an

increasingly complex and interlinked
policy context to protect public interests;
and

Specify the characteristics of a successful
framework for economic regulation to
guide policy makers in assessing future
developments.

The major benefits of regulation are as follows:

1) Sets technical standards that help in
securing optimum benefits from economies

of scale;

2) Promotes genuine competition in business
and tackles obstructions in the flow of
information on complex products and

operations;

3) Protects consumers from the desire of
making higher profits without ensuring

quality and quantity.
4)
S)

Establishes healthy business practices.

Creates conducive environment for new

R. K. Sapru — Development Administration, Sterling Publishers Private Limited, 1994, p. 141
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startups.

The scope of economic regulation can be
presented as follows:

Let us examine how instruments of economic
regulations influence these economic activities.

1) Production — 1t is the foundation of an
economy. No other activities can move
ahead in absence of production. It is a
process of combining various material

and immaterial (plans,
know-how) in order to make something
for consumption (output). It is the act of
creating an output, a good or service which
has value and contributes to the utility of
individuals. Regulation of production is
crucial mainly to prevent unethical mixture
of chemical and inputs which threatens life
of consumers and interest of users. Quality
assurance of products and services is critical
task of regulating production and ensuring
genuine products are made available in
market.

inputs inputs

2) Distribution — It helps to make production
usable and to meet needs of its consumers.
Means of transport play a leading role
in distribution process. Controlling of
unethical business practices such as
syndicate and cartel is crucial to prevent
hoarding, price rise (inflation) and artificial
shortage of essential commodities.

3) Exchange -1t is mostly about price
determination. Price is basis of exchange
and the most critical factor in augmenting
exchange and trading process. The volume
of sales is largely determined by the level of
price. In free market concept, it is expected
that businessmen have s power to determine
the price of goods and services they deal
with. But this does not always fit because
consumers may not be aware of market
mechanism and determine independently
what they should buy and what should
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be its reasonable price. In this situation
there is a role for regulatory agencies to
protect interests of ordinary consumers by
reviewing pricing mechanism.
4) Consumption— It is a matter of personal
choice of individual consumer. However,
there is room for regulatory agencies
to regular monitoring the quality of
consumable items to protect interest of
consumers. Therefore,

Regulatory agencies implement and enforce
laws enacted by legislatures. Enforcement
involves the monitoring and investigation of
businesses for compliance. If a business violates
a regulation, the agency is usually vested with
the authority to impose a penalty. They create
the “rules of the game” for citizens, business,
government and civil society. They underpin
markets, protect the rights and safety of citizens
and ensure the delivery of public goods and
services.

There are various regulatory instruments in
practice. The most common and frequently
used instruments are price, output, and rate
of return (in the form of profits, margins or
commissions), disclosure of information,
standards and ownership ceilings. It is the
application of law by government or independent
administrative agencies for various purposes,
including remedying market failure, protecting
the environment, and economic management.

All forms of regulation may not be mandated
or imposed by government. Many professions
adopt self-regulation, i.e., develop and self-
enforce rules commonly arrived at for the
mutual benefit of members. Self-regulation may
be adopted in order to maintain professional
reputation, education and ethical standards.
Governing bodies may also act as a vehicle
to set prices, restrict entry and ban certain
practices (e.g., advertising in order to restrict
competition).
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Business community also emphasize on
deregulation. It refers to the relaxation or
removal of regulatory constraints on firms
or individuals. They argue that it promotes
competition and market-oriented approaches
toward pricing, output, entry and other related
economic decisions. However, it requires
voluntary compliance with good business
practices and business ethics and standards.

Rational of Economic Regulation

It is a complex issue often leading to controversy
between business community (industry, trade
and service sector). In a developing country
like Nepal, economic regulation is crucial
for the healthy growth of economy and social
institutions. The major rationales for economic
regulation are as follows:

(a) Curb potential market power and
increase efficiency or avoid duplication
of facilities in cases of natural monopoly.
(b) Protect consumers and maintain quality
and other standards including ethical
standards in the case of professional
services provided by doctors, lawyers,
etc.

(c) Prevent excessive competition and
protect suppliers from unstable output
and low price conditions, to promote
and more equitable

distribution of income.

employment

Article 51 Constitution of Nepal 2015
related to policies of the state provides different
key policy guidelines. Point (7) of sub-article 51
(d) states ‘to protect the interests of consumers
by maintaining trade fairness and discipline
by making national economy competitive,
while ending activities such as creating black
marketing, monopoly, artificial scarcity and
restricting competition.” Excessive competition,
sometimes also called ruinous competition, is
a controversial term without precise meaning
in economics. It usually refers to a condition
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of excess capacity and/or declining demand in
an industry, which causes prices to fall to the
level of average variable costs, discouraging
new investment and causing some incumbents
to leave the industry until capacity is reduced
to the point where supply once again intersects
with demand at a price sufficient to cover all
costs. When regulatory authorities interfere with
this process by setting minimum price levels,
excess capacity and its attendant resource
misallocation will tend to persist in the industry.
Many economists use this as an example of
the use of regulation to promote the private
interests of producers at the expense of the
public interest. All forms of regulation may to
be mandated or imposed by government. Many
professions adopt self-regulation, i.e., develop
and self-enforce rules commonly arrived at for
the mutual benefit of members. Self-regulation
may be adopted in order to maintain professional
reputation, education and ethical standards. They
may also act as a vehicle to set prices, restrict
entry and ban certain practices (e.g., advertising
in order to restrict competition).

Process of Economic Regulation

Various regulatory instruments or targets exist.
Prices, output, rate of return (in the form of
profits, margins or commissions), disclosure of
information, standards and ownership ceilings
are among those frequently used. It is the
application of law by government or independent
administrative agencies for various purposes,
including remedying market failure, protecting
the environment, and economic management.
They underpin markets, protect the rights and
safety of citizens and ensure the delivery of
public goods and services. The major processes
can be presented as follows:

A nation’s economy operates with a huge
and growing amount of regulation. Sometimes,
the number of regulations makes difficult to
follow a specific path. This is one of the major
issues in enforcing regulations.
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There are various agencies which play
different role in regulating national economic
activities. Parliament, parliamentary committees,
board of directors, police administration and
specialized regulatory agencies play their
distinct role in different phases.

Major Issues in Enforcing Regulatory
Instruments
= Hard to find evidence of anti-competitive
behavior:
Lack of coherence between spoken or
written evidence;
Conflicting or asymmetric information;
Complex and conflicting information;
Fear of fines or other control mean that there
is strong incentive to conceal collusion; and
Lack of clarity in the authority of regulator
power and lack of resources to regulators.

Prospects of Strengthening Regulatory
Administration

A government which values public interests,
fairness and justice and creating enabling
environment for sustainable economic growth
cannot and should not ignore the significance
of competent regulatory administration.
Government should consider the following
factors to make economic regulation effective:

1) Promote independence and accountability
of regulatory agencies — Fair enforcement
of regulation demands independence
(planning, execution and reporting) and
measures of making regulatory agencies
accountable for their action and results

achieved.
2) Ensure coordination — Multiple agencies
are operating to regulate economic

activities. They play complimentary roles.
Coordination between these agencies is
crucial to make regulation effective and
results oriented.

skoskosk
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3) Strengthen  regulatory  agencies
Establishing agencies is not sufficient. They
should be provided with reasonable amount
of resources (finance, equipment, human
resources, know-how and legal authority to
discharge their obligations. In a number of
occasions, these elements are not considered
seriously and later criticized for not being
capable deliver services as expected.
The effectiveness of economic regulation
depends on the institutions and rules that
facilitate it. Economic regulators have been
established at arms-length from the day-to-
day operations of government. Both theory
and experience revealed independence has
been a central in upholding confidence in
regulatory agencies.

Concluding Remarks

Healthy and sustainable growth of national
economy demands critical balance between
the authorities to regulate and creating a stable
and predictable environment for investment.
It is crucial to protect interests of consumers
and also investors. This also helps to build
confidence on public institutions and strengthen
social cohesion.

Selected References

The constitution of Nepal —-Law Books
Management Board, Ministry of Law,
Justice and Parliamentary Affairs, 2016

R.K. Sapru — Development Administration,
Sterling Publishers Pvt. Ltd., 1994

RumkiBasu - Public Administration: Concepts
and Theories, Sterling Publishers Pvt. Ltd.,
2013

Richard A. Posner — Theories of Economic
Regulation, Article published in National
Bureau of Economic Research (BNER)
Journal, 1974



Nexus of Forensic and Legal Audit to
Control Bank Fraud

Forensic Audit

A forensic audit is an examination and evaluation
of a firm's or individual's financial records.
During a forensic audit, an auditor seeks to derive
evidence that could potentially be used in court.
A forensic audit is used to uncover criminal
behavior such as fraud or embezzlement. When
you are a forensic auditor, you specialize in a
particular brand of accounting. Smaller firms
may not have a forensic auditor on the payroll,
but most large, commercial accounting firms
have forensic auditing departments.

A forensic audit examines and evaluates
a firm's or individual's financial records to
derive evidence used in a court of law or legal
proceeding. Forensic auditing is a specialization
within accounting, and most large accounting
firms have a forensic auditing department.
Forensic audits require accounting and auditing
procedures and expert knowledge about the
legal framework of such an audit.

Forensic audits cover a wide range of
investigative activities. A forensic audit is
often conducted to prosecute a party for fraud,
embezzlement, or other financial crimes. In the
process of a forensic audit, the auditor may be
called to serve as an expert witness during trial
proceedings. Forensic audits could also involve
situations that do not include financial fraud,
such as disputes related to bankruptcy filings,
business closures, and divorces.

* Assistant Director, Nepal Rastra Bank
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& Jugal Kishor Kushwaha*

Importance of Forensic Audit
(A) Corruption or Fraud

Conflicts of Interest- when a fraudster uses
their influence for personal gains to the
company's detriment. For example, if a
manager allows and approves inaccurate
expenses of an employee with whom he has
personal relations.

Bribery- offering money to get things done
or influence a situation in one’s favor.

Extortion- the wrongful use of actual or
threatened force, violence, or intimidation
to gain money or property from an
individual or entity.

(B) Asset Misappropriation

Asset
prevalent form of fraud. Examples include:

misappropriation is the most
misappropriating cash, submitting falsified
invoices, making payments to non-existent
suppliers or employees, misusing assets
(like company equipment), and stealing
company inventory.

(C) Financial Statement Fraud

A company can get into this type of fraud
to try to show that its financial performance
is better than it is. The goal of presenting
fraudulent numbers may be to improve
liquidity, ensure that C-level executives
continue to receive bonuses, or cope with
the pressure to perform.
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Process of Forensic Audits Work

The process of a forensic audit is similar to a
regular financial audit-planning, collecting
evidence, writing a report-with the additional
step of a potential court appearance. The
attorneys for both sides offer evidence that
either uncovers or disproves the fraud and
determines the damages suffered. They present
their findings to the client and the court should
the case go to trial.

(A) Planning the Investigation

During the planning stage, the forensic
auditor and team will plan their investigation
to achieve objectives, such as

» Identifying what fraud, if any, is being
carried out

» Determining the period during which
the fraud occurred

» Discovering how the fraud was
concealed

» Naming the perpetrators of the fraud

» Quantifying the loss suffered as a
result of the fraud

» Gathering relevant evidence that is
admissible in court

» Suggesting measures to prevent such
frauds from occurring in the future

(B) Collecting Evidence

The evidence collected should be adequate
to prove the fraudster's identity (s) in court,
reveal the fraud scheme's details, and
document the financial loss suffered and the
parties affected by the fraud.

A logical flow of evidence will help the
court in understanding the fraud and the
evidence presented. Forensic auditors are
required to take precautions to ensure that
documents and other evidence collected are
not damaged or altered by anyone.

R¥L

(C) Reporting

A forensic audit requires a written report
about the fraud to be presented to the client
to proceed to file a legal case if they so
desire. At a minimum, the report should

include

» The findings of the investigation

» A summary of the evidence collected

» An explanation of how the fraud was
perpetrated

> Suggestions for preventing similar
frauds in the future-such as improving
internal controls

(D) Court Proceedings

The forensic auditor must be present during
court proceedings to explain the evidence
collected and how the team identified the
suspect(s). He or she should simplify any
complex accounting issues and explain
the case in a layperson’s language so that
people who have no understanding of legal
or accounting terms can understand the
fraud clearly.

Legal Audit

A legal audit focuses on a single aspect of your
business and analyzes your legal position. A
legal audit ensures that no hidden risks exist
within your company. The problems a legal
audit identifies are those that put your company
at risk for penalties and litigation.

While a legal audit performs an in-depth
analysis of one area of your company, it is not
so intrusive as to interfere with your company’s
day-to-day operations.

Possible topics addressed in a legal audit
include the following:

»  Choice and structure of business entity;
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»  Acts of the board of directors and
supporting documentation;

» Intellectual property protection;

v

Methods of marketing and
distribution

Any pending and future litigation;
Estate planning;

Insurance coverage,

YV V VYV V

Human resource practices, including
hiring and firing;

\4

Employment agreements;
»  Securities law compliance;

» Antitrust and related government
regulations;

»  Product liability;
»  Environmental law; and
» Sales and collection practices.

Not all of these topics may be relevant
to all the business. A legal audit’s depth and
complexity depend on the company’s size.
Additionally, the type of business in which the
company is engaged, the number of shareholders
and employees it has, and whether the business
is in a regulated industry also play a large factor
in the legal audit’s scope.

Necessity of a Legal Audit

As a growing business, it’s essential to identify
potential issues or liability before they become
an actuality. The most significant benefit of a
legal audit comes from discovering compliance
issues before they cost your company in
penalties or litigation.

There are myriad risks that you may expose
the company to by failing to get a legal audit.

A. Accounting Risk

Failure to maintain accurate accounting
records for the business or mixing personal
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assets with those of the business increases
liability risk for the company.

Compliance Risks

Failure to obtain all required permits and
licenses for your business leads to fines,
penalties, and in some instances, closure of
the company. It can also face penalties and
liability for failing to comply with various
state and federal laws governing things
like data security, marketing, and safety
standards.

Human Resource Risk

Failure to have employment handbooks,
employment agreements, and general
employment policies increases civil liability
risk from past and present employees.

Corporate Compliance Risk

Failure of the board of directors to keep
accurate records and minutes of decisions
made in meetings subject the company to
liability by shareholders and investors.

Reporting Risks

Failure to accurately report on company
performance each quarter the
company open to possible default by
investors and lenders.

leaves

The legal audit serves to identify these
potential issues as they apply to company’s
specific circumstances. A legal audit can
provide the following benefits:

»  Giving investors and lenders reason to
have confidence in your company;

» Achieving profitability or increase your
profit margin by spotting operating
inefficiencies and serious fraud issues;

»  Simplifying the tax process;
» Avoiding liability; and

» Helping you obtain specific business
certifications that require legal audits
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Gaining an annual picture of your business
through a legal audit can increase productivity,
boost revenue, and reduce unnecessary operating
expenses.

Legal audits may be completed on many
topics at one time or may progress in phases.
A legal audit is often initiated when new
management takes over and a company wants
to make sure they start with a clean slate. A
costly mistake may also trigger a legal audit. It’s
wise to consider an annual legal audit for your
business in the absence of these occurrences. The
survival of any business requires preparation,
organization, and responsiveness. A legal audit
provides these protections for business.

Legal Audit Checklist

Items on the checklist may not be relevant to
all organizations. This list is not intended to be
exhaustive and it may not include all relevant
legal issues.

Corporations and Governance

» ReviewArticles/Certificate of Incorporation
and Bylaws

> Review Board of Directors committee
structure and committee charters

> Review Board of Directors and committee
minutes

» Review corporate structure,
affiliates and joint ventures-

including

»  Verify that state corporate filings, including
annual reports, have been made

» Review whether corporate registration and/
or filings should be undertaken in other
jurisdictions

» Review  governance-related

including conflicts and ethics

policies,

»  Review insurance coverage
Federal Tax Law Compliance

» Tax-exempt status,

Political campaign activities

Lobbying

Unrelated business income

Related organizations and their activities
Excess benefit transactions

Rebuttable presumption

Automatic excess benefits

YV V.V V V V V V

Public vs. private foundation status
Other Federal Regulatory Compliance
Foreign Corrupt Practices Act
Export controls

Economic sanctions Lawyers
Anti-terrorism

Government grants and contracts

Lobbying registration and disclosure;

YV V. V V V VY V

Byrd Amendment likely referenced in
grants

» Foreign bank accounts
State and Local Tax

» State tax-exempt determination letter and
tax filings

» Unrelated business income

» Sales, privilege, excise, franchise taxes

workers

» Employment  taxes  and

compensation
Fundraising and Access to Capital
»  State fundraising registration and reporting

» Planned gift activities -- charitable gift
annuities, split interest trusts

» Internet solicitations
» Federal tax law substantiation requirements

» Access to loans and equity investments,
including program related investments
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Website and Internet

» Review website;

» review procedures for content monitoring

»  Determine whether domain names infringe
on another organization’s trademarks or
service marks

» Use of trademarks

»  Third party content

» Consents for use of content and website
links

»  Privacy policy and confidential information

»  Charitable solicitations

» Review policy for links to/from other sites

Intellectual Property

»  Verify status of trademarks, trade names,
domain names, and copyrights

» Determine whether other proprietary
information should be protected

» Review policies and third party agreements
relating to non-disclosure of confidential
information

» ownership of intellectual property created
by employees and contractors Review
procedures for maintaining confidentiality
of trade secrets

> Review licenses, contracts and other
agreements relating to intellectual property
and compute

» Software to which the organization is a
party or a third party beneficiary Grants
likely to have IP provisions that would
include provisions re allocation of rights
and

» Requirements for protection of rights.

Document Retention Policies

>

Should the organization have a retention
policy

R¥g

» Review existing policy for both hard copy
and electronic documents

» Check grants for document retention
requirements and then check policy for
conformance.

» Verify the existence of a policy against
altering,  destroying, or concealing
documents in the event

Communications

» Review policies re public statements and
speaking to the media

Human Resources and Employee Benefits

» Review employee manuals, handbooks and
policies

» Review whether individuals are properly
classified as employees and independent
contractors

» Review  compliance  with  federal
requirements for documentation of
citizenship of employees

» Review compliance with federal and
state laws prohibiting various forms of
discrimination

» Review job application form, standard job
posting and recruiting materials

» Review employment contracts and letter
agreements

» Review procedures and practices for use of
temporary workers

» Review procedures and practices for
terminating employees

» Review existing tax qualified benefit plans

» Review non-qualified deferred
compensation plans

» Review fringe benefits

» Review severance plans or policies
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Leases

» If organization planning to lease space,
guidance on key issues

» If organization has entered into a lease,
review to determine compliance with its
provisions

» Consider option provisions and dates for
exercise
Contracts

» Review significant contracts and schedule
notification of contract renewal dates

»  Verify compliance with representations and
warranties
» Determine policy for internal contract

external review by counsel,
execution of contracts

review,

> Determine whether there are contracts
with related parties and whether there was
compliance

» with procedures for disclosing conflicts of
interest

» Determine whether there are business
relationships not covered by a written
agreement

Financial

» Review internal/external audit procedures

» Review management letter for the last three
independent audit cycles

» Review internal control procedures

> Review audited financial statements for last
three cycles

» Lawsuits Existing or threatened

Lawsuits

» Lawyers Helping Social Entrepreneurs
Change the World

Legal Barriers

» Legal barriers that
operations

affect day-to-day

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, %%

» Consider other legal barriers, including
barriers to growth and success

Forensic and Legal Audit in Banks

Forensic audit is a process of conducting the
audit of an organization or of an individual’s
financial information, to produce the same as
evidence in the court. The forensic auditor’s re-
port may help to nail and prosecute the parties
involved in fraud, embezzlement or for other
types of financial misappropriations.

In banks, forensic audit signifies to an ex-
amination and evaluation of all type of decisions
taken by the bank and also the basis on how de-
cisions were taken. The audit reviews the dis-
cretionary power of the person who has taken
the decision on sanctioning the limit or allowed
excess in excess of delegated authority, whether
the decision was taken in haste or after inor-
dinate delay, whether excess granted over the
sanctioned limit/drawing power was promptly
reported to controlling office, whether the mis-
takes are repeated several times etc. The audit
report similarly covers the credit decisions, in-
vestment decisions, and leakage of income, ex-
penditure in excess of delegated power, devia-
tion and violation of guidelines etc. The audit
report also mentions about all remedial steps
initiated by the bank.

The scope of forensic audit includes iden-
tifying deficiencies in system and procedure
by the bank and comparing the same with their
peers in banking industries. The audit shall iden-
tify and report the illegalities in recruitment,
promotions, and transfers, besides unlawful
activities practiced by the bank in violation of
rules and regulations which have ramification
on the reputation of the bank, loss to the cus-
tomers and threat to the economy.

The scope of the legal audit by the banks
are different from the legal audit of other sec-
tors. RBI vide its circular No.2012-13/524 /
DBS.FrMC.BC.No.7/23.04.001/2012-13 dated
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Jul 07, 2013 directed the banks that they should
also subject the title deeds and other documents
in respect of all credit exposures of Rs.5 crore
and above to periodic legal audit and re-verifi-
cation of title deeds with relevant authorities as
part of regular audit exercise till the loan stands
fully repaid. The apex bank also directed all the
banks that during the course of the audit, audi-
tors may come across instances where the trans-
actions in the account or the documents point to
the possibility of fraudulent transactions in the
account. In such a situation, the auditor may im-
mediately bring it to the notice of the top man-
agement and if necessary to the Audit Commit-
tee of the Board (ACB) for appropriate action.

The banking regulator said that it was
brought to their notice that certain non-perform-
ing or performing loans of questionable stan-
dards had been packaged by some banks and
sold to Securitization Companies / Reconstruc-
tion Companies which were subsequently found
to have been originated fraudulently. There-
fore, banks were directed to ensure that the pool
of assets being sold does not contain any loan
originated fraudulently or has been classified as
fraud as on the date of sale, while packaging and
selling performing or non-performing assets.

Banks were instructed by the apex bank that
the review note should be furnished to the board
or audit committee of the board of the bank at
quarterly intervals mentioning the number of
loan accounts due for legal audit for the quarter
and how many accounts were covered. The re-
view note shall comprise (a) the list of deficien-
cies observed by the auditors, (b) steps taken to
rectify the deficiencies, (c) number of accounts
in which the rectification could not take place,
(d) course of action to safeguard the interest of
bank in such cases, (e ) action taken on issues
pending from earlier quarters.
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Determinants of Currency Demand

Introduction

After the end of barter era, currencytraces back its
history from ancient precious metal coins, paper
notes to today's different forms of virtual currency
like bit-coins ordifferent crypto currencies. In
present context currency comprises of both coins
as well as bank notes. Currency still retains its
validity even after emergence of various forms
of payment alternative and serving as prominent
medium of exchange.People hold currency for
different purposes basically for daily transaction
(transaction motive), to combat contingencies
(Precautionary motive) as well as to receive gain
from the exchange differentials (Speculative
motive). Keynes in his general theory (1956)
stated that speculative demand for money has
significant role in extending depression. Cagan
(1956) found that in hyperinflations thevelocity
of currency in circulation (CiC) soars. Fact has
illustrated that "Shadow economy" also has
strong influence on demand for currency.

Currency in circulation is the sum of
currency held by the public, vault cash of the
banks and financial institutions and coins in
circulation. It is the differential of total note
issued by monetary authority less notes in
banking department of central bank and deposit
of'banks and financial institution in central bank.
In Nepalese context Nepal Rastra Bank is the
central authority for the currency management.
It does sofrom its currency management
department in Kathmandu and other provincial
offices. Nevertheless, note chest are also
managed in different part of the nation entrusting

* Assistant Director, Nepal Rastra Bank
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certain commercial banks for the management.
More broadly currency management includes
activities such as planning for printing/minting,
issuing and distribution of notes/coins and
destruction of soiled notes obtained from BFIs
and general public.The article attempts to
review some relevant literature, cross country
comparison of selected countries and discuss
the major microeconomic and macroeconomic
factors influencing currency demand.

Literature Review

Raj, Bhattacharyya, and et. Al1(2020), conducted
study taking annual data of India from 2004 to
2019 and concluded that:

(1) currency in circulation shows weekly and
monthly seasonality apart from exhibiting
significant variations during festivals and
elections;

(i) an increase in the number of digital (card)

transactions dampens currency demand in
the short-run; and

(iii) The long-run income elasticity of currency
in circulation is unity.

Nachne, D.M., Chakraborty, A.B., and et.
All, found that

(i) Currency circulation has increased at a
faster pace in comparison to the growth

in nominal GDP. Despite the emergence

of wvarious alternatives to cash-based
transactions, currency retains its pre-
dominance.

(i1)) The increase in currency, broad money and
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household financial saving in relation to
GDP is reflective of the transition of a low
income underdeveloped economy towards
an economy characterized by increasing
monetization and commercialization.

(ii1) During the past four decades, there has been

(iv)

)

(vi)

a significant change in the composition of
currency circulation across denominations.
The average value of a currency note
(for denominations of Rs.10 and above)
increased nearly eight-fold while there was
18 fold rises in the price level. Thus, the
average value of a note did not keep pace
with inflation.

The trends in currency circulation at
individual denomination level show
considerable fluctuations, which rendered
econometric  modeling Its
analysis needs further refinement to take
into account other factors, such as currency
substitutes for payment (such as credit/
debit cards, internet banking and cheque
payments).

complex.

There exists a co-integrating relationship
between currency circulation, GDP, WPI
and deposit rates based on annual data. The
income elasticity of currency was found to
be somewhat higher in comparison to the
long-term elasticity observed in similar
studies for advanced countries

The study has also established co-
integrating relationships between different
groups of currency notes with per capita
GDP, WPI and other explanatory variables,
although the findings were not very robust.

Dias, A., (2020)., conducted study of 12
European countries taking data from 2002 to
2007 andfound that

()

(ii)

Cash still holds an instrumental role in the
way we pay and ‘save’ and

Strong international role of currency

Q4R

& participation in a monetary union
complexify the compilation of cash in
circulation.

Tagat, A., (2020)., analyzing the annual data
of India from 1970 to 2017and concluded that

(i)

(i)

(@)

(i)

Facilitation for digital transactions and
alternate payment system has begun but
they are not as preferred as cash.

With changes in payment technology,
there is possibility that cash will be used
in the parallel economy. Theory, however,
suggests that innovations in payments and
settlement systems would first affect small
and medium value banknotes, only part of
which is indicated from the results.

While using annual non stationary data
period ranging from 1970 to 2016 unable
to find existence for long-term relationship
between factors affecting currency demand.
However, denomination wise analysis of
currency identified significant impacts of
tax-to-GDP ratio and unemployment levels
on the use of small and large bank notes.
As short-term interest rate increases there
is reduced demand in currency of large
denomination.

Informal sector doesn’t rely on large
bank notes on wage payment. Large
value currency comprises of 70% of
total currency and found to be sensitive
with interest rate therefore any monetary
mechanism aimed at reducing reliance on
cash could potentially operate through the
interest rates.

Crosscountry Review

i

Currency-GDP ratio

The currency demand is mostly determined
by the GDP growth of any country.
There is direct relationship between GDP
growth and currency demand. There is
no significant fluctuation in currency to
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GDP ratio of the selected countries. Even
in advance countries like Japan have
large currency GDP to ratio. Study has
shown that low saving rate and inflationof
Japan is responsible for the higher ratio.
Similarly Unites States (US) also showing
somehow constant ratio through out the
period. Study conducted in US revealed
that the international demand for dollar is

the major determinant for the increasing
demand. Nepal showing sustained growth
in currency to GDP ratio. The currency
GDP ratio of Nepal ranges from 10.2
percent to 22 percent in the analysis period.
The demonetization imposed by Indian
governmentat the end of 2016 has lowered
the currency GDP ratio to 9.4 percent in
India in 2017.

Currency GDP ratio
year | Bangladesh India Japan Nepal Pakistan | Philippines | Sri Lanka USA
2010 9.4 9.0 17.1 10.2 10.7 5.4 4.0 5.8
2011 9.8 10.2 17.6 10.1 9.3 5.6 4.2 6.1
2012 10.4 10.8 17.6 11.9 9.8 5.6 4.2 6.6
2013 11.2 11.5 18.0 12.9 9.9 6.0 4.3 7.0
2014 11.6 11.3 18.6 14.4 9.7 6.6 5.1 7.2
2015 12.2 11.6 19.2 17.0 11.1 6.7 5.7 7.6
2016 13.8 12.5 19.8 18.8 12.3 7.0 6.1 7.9
2017 14.7 9.4 20.3 19.4 12.9 7.4 6.4 8.2
2018 15.3 12.4 20.7 20.9 13.7 8.2 6.6 8.6
2019 15.4 15.7 21.1 22.0 14.6 8.7 6.6 8.9

ii.

Currency in Circulation: Annual Growth
Rate

The currency demand is determined by
the various macroeconomic as well as
macroeconomic factors. With the execution
of demonetization in India, the growth rate
of CiC is negative for year 2017. With
adverse impact in economic growth due to
Covid-19, the annual growth rate of CiC in
most of the selected countries is decreasing
2019 comparing previous years. Evidences

has shown that during crisis; natural as
well as humanitarian such as terrorist
attack people prefer to hold cash to avoid
uncertainty. Pakistan has gone through
major terrorist attack in 2015 therefore;
annual growth rate of CiC is higher
comparing other years. The annual growth
rate of CiC is much higher in case of Sri
Lanka in year 2014 and 2015 is due to the
severe external sector crisis and challenging
policy reform steps the authority has taken.

CiC- Annual growth rate
year | Bangladesh India Japan Nepal Pakistan | Philippines | Sri Lanka USA
2010 28.9 13.6 1.6 12.9 16.6 3.2 17.6 4.0
2011 10.2 18.9 1.9 4.0 6.3 7.9 14.5 6.2
2012 13.5 12.5 3.0 21.5 15.6 6.7 8.5 9.3
2013 14.2 15.1 3.9 14.9 13.0 15.1 6.8 8.5
2014 9.6 5.9 3.1 16.4 9.9 16.6 22.7 6.2
2015 12.0 11.3 5.5 18.1 24.8 8.1 18.0 8.3
2016 21.2 14.9 4.0 20.8 17.9 11.8 12.4 6.3
2017 14.2 -20.2 4.0 10.8 15.1 12.7 8.2 6.2
2018 12.7 37.7 33 14.9 15.3 17.6 7.2 7.1
2019 8.6 17.0 2.2 3.5 16.5 12.7 2.6 6.1
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iii.

Currency-broad money ratio

Broad money (M2) is the sum of currency,
demand deposit and time deposit. Higher
ratio indicates that the large part of note
issued by the monetary authority is held
by the public. More usually; develop
the country, lesser the currency to broad
money ratio. In such countries people use
alternative method of payment than cash.

The CiC broad money ratio presented in the
table shows that people still hold currency
in advance countries like Japan and
USA. Low opportunity cost of holding is
responsible for Japan whereas international
demand for US dollar is applicable in case
of US. In south Asia, Sri Lanka has lowest
CiC to broad money ratio which is followed
by the Bangladesh. Pakistan has highest
CiC to broad money ratio.

CiC-Broad Money ratio

year |Bangladesh | India Japan Nepal Pakistan Philippines |Sri Lanka |[USA

2010 12.2 14.1 8.0 18.2 18.1 10.9 12.2 5.8
2011 11.5 14.3 7.9 16.0 16.4 11.1 9.3 6.1
2012 11.2 14.2 8.0 16.9 16.7 11.1 8.6 6.6
2013 11.1 14.5 8.0 15.9 17.0 9.9 7.9 7.0
2014 10.5 13.4 8.0 16.0 16.6 10.3 8.5 7.2
2015 10.3 13.4 8.2 15.2 18.3 10.2 8.5 7.6
2016 10.7 14.3 8.2 15.6 19.6 10.0 8.3 7.9
2017 10.7 10.5 8.3 15.4 20.5 10.1 7.6 8.2
2018 10.8 13.1 8.3 14.8 21.2 10.9 7.3 8.6
2019 10.5 13.1 8.3 13.5 21.4 11.2 6.9 8.9

Major Determinants of Currency

Considering significance of CiC in an economy,
sound management of currency in circulation,
appearing challenge to every central bank.
Currency management involves huge cost as
well in order to print the new note and in the
process of destruction of soiled note. The cross-
country experience shows that CiC is determined
by various short term seasonal as well long-term
macroeconomic factors which we are going to
discuss here.

i

Day of week or day of months

This is the short term seasonal factors of
currency demand. Mostly people demand
more currency on Friday to celebrate
weekend. Similarly, last day of the month
also has impact on currency demand. There
is significantly high currency demand on
mid July (Asar end) of every year which is

WY

il

the end of fiscal year. Evidences has shown
that similar scenario exist in developing
and develop countries at the month end of
the fiscal year.

Salary Dates and Holidays

This is related to the common behavior of
the people to make additional expenses
on salary dates and holidays. This kind
of short term seasonal factors has impact
in the currency demand. People usually
demand currency on such dates for extra
consumption making gathering or family
excursion. More generally, in less develop
and developing countries with limited
financial access and low level of financial
development people prefer cash transaction
to purchase goods and services which adds
for increasing currency demand.
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iii.

iv.

% Growth
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Festivals

Festivals are the major determinant of the
currency demand. People usually spend
huge sum of their income to celebrate
the festivals. Companies and firms also
distribute additional fund to their employee
to facilitate the celebration. Festivals such
as Christmas, Ramadan, Dashain etc of
different religious community have impact
upon the currency demand on the countries
where such festivals are celebrated. The
chart showing that there is significantly
higher growth of currency demand during
Dashain and Tihar in Nepal which are the
major festivals of Hindus.

Idiosyncratic Events:

Idiosyncratic events such as election also
boost the currency demand. During election
political parties and their candidates
make expenses while conductingelection
campaign.

Economic Growth

It is the macroeconomic factor to increase
the currency demand. In order to support
the economic growth, it is necessary to issue
sufficient currency by the central bank.
Research evidences has shown that there
is positive relationship between economic
growth and currency demand. Therefore,
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vi.

vii.

viii.
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economic growth is the key determinants of
the higher currency demand in any country.

Inflation

It
influencing the currency demand. during
higher inflation people demand more
currency to purchase the goods and
services.In contrast, in low interest rate and
lower inflation, currency demand may also
goes up due to insignificant holding cost as
in Japan.

is another macroeconomic factor

Extent of Financial Inclusion

It is another key parameter to determine
the currency demand. In the countries
with sound financial development, people
tend to use alternative mode of payments
than using cash in financial transaction.
Similarly, with better financial inclusion,
it brings up large mass of population into
banking which also reduces -currency
demand and hence reduce the volume of
currency in circulation.

Size of the Underground Economy

Several studies have shown that with
prevalence of underground economy, the
currency in circulation goes up. In such
economy, people cash for the transaction
which ultimately soar up the currency
demand.So with reducing the size of
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underground and informal economy the

currency in circulation get lower.
ix. Holding Cost of Currency
It is another important parameter to
determine the currency demand. Interest
rate is the factor to measure the holding
cost of money by the public. If interest
rate is higher in banking system general
public deposit the cash but when interest
rate is low or negative there is no incentive
to deposit currency in bank to the public.
Therefore, central bank should put bird
eyes to maintain deposit rate at least to
offset the market inflation.

Payment System Innovation

Development of different forms of payment
system freeing the people to carry cash
for transaction. Advancement of digital
payment system has significant influence
on currency demand which will lead the
society towards less cash.

Concluding Remarks

Currency management is the major function of
the monetary authority. The better understanding
of determinants to influence currency demand
helps central bank to perform effective currency
management function. Both seasonal short
term as well as long term macroeconomic
factors should be considered during the overall
currency management process which will
help to retain the credibility of public over the
banking system. With Covid-19 countries all
over the world are stepping towards the digital
and electronic mode of payment. Nepal Rastra
Bank promoting different forms of digital as
well electronic payment such as wallet, internet

banking, mobile banking, QR code etc. These
attempts will have positive impact when majority
of people accustom to adopt the technology.
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COVID-19 and Way Forward of Nepalese
Capital Market

Background

An impact of the global pandemic of
COVID-19 is unprecedented. Similarly,
the effects of this global crisis seem to be
long-lasting and devastating in inducing
human health problems, social inequalities,
financial stability challenges and economic
downturns. It has also affected the global
financial market; resulting in a sharp fall in
price of financial assets and stock market
indexes, volatilities in capital markets,
liquidity crises and solvency problems.

& Som Raj Nepali*

According to World Bank (January, 2021),
following a collapse last year caused by
the COVID-19 pandemic, global economic
output is expected to expand 4 percent in
2021 but still remain more than 5 percent
below pre-pandemic projections. Global
growth is projected to moderate to 3.8
percent in 2022, weighed down by the
pandemic’s lasting damage to potential
growth. The following figure (see Figure
1) shows an estimated GDP growth rate
(in percentage) of South Asian countries in
2020.

Figure 1: GDP growth rate (percentage per year)
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Source: Asian Development Bank (September, 2020)
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The above graph shows that the economic
growth rate of South Asian region is
expected to shrink by a steep 6.8 percent
in 2020. India's GDP is expected to fall
by 9 percent and Nepal's GDP growth will
remain positive at 2.3 percent, along with
the neighboring countries Bangladesh at
5.2 percent and Bhutan at 2.4 percent.
growth in South Asian Region would be 1.8
percentage points lower than projected, at
1.5 percent in 2021 and unchanged in 2022
(World Bank, January, 2021).

The COVID-19 pandemic has fueled
market risk aversion and markets have
entered arisk-off phase, ever since the global
financial crisis of 2008-09. According to
World Economic Forum (2020), global
equity markets began to decline rapidly
over 30 percentage of market value.
Similarly, the market experienced volatility
of equities.

Nepalese Markets: Present

Scenario

Capital

According to Ministry of Finance, the
market capitalization to GDP ratio of
Nepalese capital market has been 46.7
percent in mid-March 2020. To contain
the COVID-19 pandemic, government of
Nepal decided to close the stock market,
Nepal Stock Exchange (NEPSE), with
the index of 1251, on 23 March 2020.
After 50 days of closing of NEPSE due to
Corona panic, lockdown and shutdown,
government of Nepal opened stock market
on 12 May 2020. The following table (see
Table 1) shows the present status of capital
market participants.

Table 1: Number of market participants
till Mid-June 2020

S/N |Institutions Number of
Institutions
1 |Stock Exchange 1

Bl
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S/N | Institutions Number of
Institutions
2 | Securities Brokers 50
3 |Merchant Bankers 32
4 | Central Depository 1
Service Company
5 |Credit Rating 2
Company
6 |Depository Members 73
7 | ASBA Members 59
8 |Mutual fund 14
9 |Listed Organized 212
Institutions
Total 444

Source: Securities Board of Nepal (2020a)

In recent years, Nepalese security
market is modernized in response to the
significant structural changes, investment
in  infrastructures and technological
developments. The full-fledged
dematerialized transaction of securities and
the introduction of ASBA and C-ASBA
system in the primary market has helped
applicants from 77 districts. Stakeholders
can access the service through more than
2,500 BFIs as service providers. Likewise,
branch expansion of merchant bankers and
securities broker to outside Kathmandu
valley has made Nepalese securities market
techno-friendly, investment-friendly and
countrywide in recent days (SEBON,
2018).

Nepalese capital market possesses its
challenges, in itself, even before the start of
global pandemic of COVID-19. However,
to curtail, mitigate and contain the effects
of COVID-19 on the Nepalese capital
markets, various policy level programs and
commitments have been implementing.

Way forward of Nepalese capital markets
amidst COVID-19 pandemic

Following remedial measures are helpful
for the way forward of Nepalese capital
markets amidst COVID-19 pandemic:
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A.

Fiscal Policy

One of the important economic policies
of a country is a fiscal policy, which is
generally called a 'budget.' Following the
precedents, Government of Nepal (GoN)
has announced its budget of Rs. 1,474.64
billions for the fiscal year 2020/21 on 28
May 2020. In this budget, GoN has tried to
address the security markets with the help of
the following measure for its development
and expansion:

i. The scope of capital markets will
be broadened by starting secondary
market operation of debt instruments.

ii. Secondary market operation of the
Nepal Stock Exchange Limited will be
made fully automated, including using
electronic payments.

iii. For the enhancement of institutional
investment arrangement into the
capital market, stock dealer operation
will be started from the next fiscal
year.

iv. Necessary arrangements will be
made for the operation of commodity
exchange market.

v.  Structural reform will be carried out
for Securities Board, Nepal Stock
Exchange Limited and CDS and
Clearing Limited (Ministry of Finance,
2020/21).

All these budgetary programs of GoN look
ambitious amidst COVID 19 pandemic.
However, these programs are attainable
if all the stakeholders viz. Ministry of
Finance, Nepal Rastra Bank, SEBON,
NEPSE, CDS, NCHL and others implement
effectively and efficiently.

Monetary Policy

Another important economic policy of a
country is Monetary policy. Nepal Rastra
Bank (NRB), the central bank of Nepal, also
has announced a monetary policy for the
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fiscal year 2020/21 on 17 July 2020. It has
formulated monetary policy 2020/21 amidst
challenging times with unprecedented
economic and public health crisis due to
the global pandemic of COVID-19. NRB
has attempted to acknowledge the needs
and expectations of investors and market
participants and to address challenges
created by COVID-19 in capital markets in
following ways:

1. BFIs may increase the Loan to Value
(LTV) ratio from 65 percent to 70
percent on margin nature loans against
the collateral of shares.

ii. Regarding the margin nature loans
provided against share collateral,
'average closing price of the last 120
days or the prevailing market price
of the stock whichever is less' will be
considered for the valuation purpose
instead of the existing provision of
average price of the last 180 days.

iii. Credit extended to the hard-hit
sectors (due to COVID-19) will be
restructured through the provision of
private equity, venture capital, debt-
equity conversion, special purpose
vehicle (SPV) in coordination with
the concerned agencies in case the
conventional measures of restructuring
and rescheduling remain inadequate
(Nepal Rastra Bank, 2020b).

These policy-level comforts and provisions
are vivid and seen measures to contain the
effect of COVID 19 in capital markets.
Besides, these NRB has worked on easing
liquidity in market, supporting digital
banking and trading and has applied policy
rates cut. The positive effects due to the
monetary easing have started coming from
now also.

Nepal Rastra Bank

When it comes to stabilizing the financial
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system and economy during such a
pandemic, central banks around the world
have become the first line of defense. Nepal
Rastra bank has been implementing policy
level changes addressing some high hit
sectors with reliefs since the end of March
2020. Some of them are;

1. Cash Reserve Ratio (CRR) decreased
from 4 percent to 3 percent and bank
rate decreased from 6 percent to 5
percent effective from March 29, 2020.

ii. Repo rate decreased from 4.5 percent
to 3.5 percent.

iii. BFIs were required to lower interest
rate by 2 percentage points in selected
areas from the level as of mid-April
2020 for the last quarter of 2019/20.

Some of'these policies are still being in effect

and continuing. In response to the reliefs

from NRB to BFIs, banks have decreased
interest rates in deposits and lending. These
reliefs in policy rate and interest rate cut
lower the base rate and investors get loans
at a lower interest, which enables them to
take the margin loans. These policy rates cut
help to sustain the capital markets during
this pandemic and have to be continued
till its recovery. Similarly, NRB has tried
to build confidence in investors by easing
in margin lending. BFIs may increase the

Loan to Value (LTV) ratio from 65 percent

to 70 percent on margin nature loans on the

average closing price for the last 120 days

(previously 180 days) or the prevailing

market value, whichever is less. If the

LTV ratio is increased up to 80 percent,

investor's confidence also increases and

similar other tools can be applied to build
investor's confidence.

Securities Board of Nepal (SEBON)

Securities Board of Nepal (SEBON) via
its policy and program related to security
markets and commodity markets for FY
2020/21 has tried to regulate, systematize
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and develop the securities markets even
during the COVID-19 crisis. Some of its
major policy and programs for FY2020/21
are:

1. To facilitate the electronic trading
system of NEPSE by linking investor's
bank account and DEMAT account
and to operate fully automatically,

ii. To manage T+2 security settlement
mechanism and NEPSE's Trading
Management System (TMS) platform
to be more rigorous and seamless in
days to come,

iii. To broaden the security market by
making institutional investors enter,

iv. To permit stock dealer to stabilize the
market price,

v. To allow operation of specialized
investments funds viz. private equity
fund and venture capital funds
(Securities Board of Nepal, 2020a).

Priority to the electronic and digital
transactions facilitates investors and other
market participants to participate in both
the primary and secondary markets. This
enables security markets to move even
if the physical trading is not possible in
COVID-19 pandemic. By this, businesses
and companies get capital regularly for
running their businesses. At the same
time, it helps to utilize the investor's
funds effectively. Therefore, effective
implementation of the policies and
programs shows the way forward in capital
markets.

Financial Technology-FinTech

Capital markets, banks and other market
participants must have infrastructures and
technology to provide capital markets
services  electronically or  digitally.
However, very few provide the services
via digital platform and so many service
providers lack digital capabilities. Some
initiatives are being taken like; renewal of
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C-ASBA accounts from Payment Service
Providers (PSPs). Currently, there are 12
PSPs and digital wallets like; Khalti, eSewa,
IME pay, Cellpay and so on. Similarly,
NEPSE's Trading Management System
(TMS) platform, which minimizes the role
of brokers, is going to be more rigorous and
seamless in days to come. A mobile app
version of "Mero Share" has been launched
already and CDSC is working on adding
more features on it. The number of users of
'mero share' service has reached 16,56,297
at the end of May 2020 (SEBON, 2020).

Nepal Clearing House Limited (NCHL) has
also initiated a facility that customers can
link their bank account with Connect IPS
and also can verify their link themselves
online. NRB has also increased the daily and
monthly limit of transactions performed via
mobile banking, internet banking, ATMs,
digital wallets and so on. These all help
in the movement of funds and settlement
process in capital markets. These digital
initiatives need to be continued, added
more features and secured for the survival
and betterment of Nepalese capital markets.

Active Money Market

Money markets are the foundation of capital
markets. Therefore, improving money
markets creates a base for the revival or
recovery of capital markets simultaneously.
Therefore, treasury bills, repo market,
commercial papers, certificate of deposits
and other money market instruments are
also needed to promote with a strong market
operation framework. This also supports
liquidity management and helps to gauge
the liquidity problems like; liquidity crisis
and credit crunch in advance. For this,
effective implementation of the interest
rate corridor is required where Standing
Liquidity Facility (SLF) rate i.e. 5 percent
is the upper bound of the Interest Rate
Corridor (IRC). To control interest rate
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volatility due to COVID-19 crisis, there
have been some changes like; repo rate as
the policy rate has been reduced from 3.5
percent to 3 percent and deposit rate as the
lower bound of IRC has been reduced from
2 percent to 1 percent. Therefore, stability
in interest rates leads to stability in money
markets, which ultimately supports capital
markets even during this financial crisis.

Support Productive sectors

COVID-19 crisis has hard hit some of the
most important economic sectors like;
tourism, transportation and other service
sectors, SMEs, manufacturing industries
and some other businesses. Therefore,
corporate issuers of these sectors are likely
to be affected. Similarly, corporate issuers
with lower credit ratings will find difficulty
in issuing any of the securities. NRB and
BFIs have to support these sectors for
resuming their operations, attaining break-
even and earning profits. One of the tools
that BFIs can use for such hard-hit sectors
is to provide an additional loan based on the
working capital limit, borrower's need and
feasibility of projects/business to facilitate
the continuation of business. Interest
rate rebate, loans at a minimal and stable
interest rate, refinance facility, restructuring
and rescheduling of loans, moratorium
for the installment and interest payment
of loans, etc. have been implementing by
NRB to support hard-hit sectors. Then,
timely regulation, supervision and review
of policies are required to check their
effectiveness. It is because that if the
companies are safe, running and performing
well, their performances are seen in capital
markets.

Safeguard banking industry

According to SEBON (2018/19), there is
53 percentage of share of banks in total
market capitalization of security market in
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the fiscal year 2018/19. As one of the major
market participants, banks influence the
share markets. Unified Directives-2020/21
has restricted licensed BFIs to declare/
distribute cash dividend and bonus share
even the BFIs maintain required capital
adequacy ratios at the end of the year and
not being able to maintain such ratio at
any point of time during the same fiscal
year (Nepal Rastra Bank, 2020a). On the
other hand, BFIs licensed by NRB will be
allowed to declare and distribute a cash
dividend to the extent of 30 percent of net
distributable profit of 2019/20 (which shall
not be higher than the weighted average
deposit interest rate of mid-July 2020 of
the particular institution). NRB looks so
focused to safeguard banking industry
containing pandemic of COVID-19.
BFIs will a have keen watch in margin
lending now onwards. However, by these
restrictions in dividends, investors of
BFIs are discouraged to invest and trade
in the secondary market with the probable
reduction in dividend gains. Therefore,
capital market and investors need to seek
other alternatives of investments and
returns.

International financial agencies

The role of international financial
agencies viz. World Bank, International
Monetary Fund, Asian Development
Bank, International Organization of
Securities Commissions (IOSCO), etc.
are also important to stabilize the capital
markets during the COVID-19 pandemic.
Government can also take assistance from
these international agencies in formulating
and implementing capital market responses.
A country like Nepal can take advice from
the World Bank on the applicability of
emergency responses and assess long-term
consequences, to identify low-hanging
reforms to address structural bottlenecks,
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to identify reforms that could accelerate
the recovery and to develop liquidity and/
or guarantee facilities that would improve
access to capital markets at lower rates.
Similarly, SEBON is rigorously working
on adapting the regulatory requirements
of IOSCO and taking the permanent
membership of IOSCO. This also helps to
develop the capital markets during a crisis.

Miscellaneous measures

Beside all these efforts, there is a need of
adding or promoting other companies to
get enlisted on NEPSE. The supply-side of
capital market needs to be stronger which
can be done by implementing some policy
like; in the previous year's budget, there
was a provision that a company having
capital above Rs. 1 billion compulsorily
needs to collect funds from capital markets.
Similarly, financial literacy needs to be
enhanced and capital markets must be
made participatory for all gender, all
income levels, all regions and so on. Since
the government focuses on collecting more
revenue during COVID-19 crisis, tax policy
needs to be fair and liberal without charging
double tax on returns. Likewise, brokerage
services need to have wide scope adding
more services like investment advisor,
portfolio manager, financial advisor, trainers
and so on. The provision to introduce new
securities brokers as a subsidiary of banks
and financial institutions has been endorsed
as well. All these show ways forward in
the Nepalese capital market containing
COVID-19 crisis.

Conclusion
An unprecedented global crisis of
COVID-19  pandemic  has yielded

uncertainty in the financial system and
economy globally. International agencies,
governments, policymakers and regulators
are also unable to formulate the counter
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policies and programs that save the global
economy. Fortunately, Nepal being a least
developed country has positive signs in
comparison to other developed economies
and neighboring countries. Till now, Nepal's
growth rate for this FY 2020/21 is expected
to be positive and it ensures that Nepal will
take lesser time to recover the economic
downturns caused by the COVID-19 crisis.
Similarly, the capital markets of Nepal
will have a speedy recovery from this. All
the policy measures applied earlier and
being implemented by the GoN, central
bank (NRB), SEBON and other regulators
have shown the commendable results in
building the confidence of investors, hope
for the companies and overall market
participants. Likewise, the policy and
programs formulated and implemented by
these bodies for the coming time are also
optimistic. Adaptation of the international
best practices in the effective and efficient
regulations and supervision of the markets
and market participants adds an advantage
in fighting with COVID-19. In sum,
COVID-19 has affected the capital markets
as other sectors of Nepal and there is a
silver lining in the clouds of COVID-19
pandemic.
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Green Financing for Sustainable Development

Background:

Green Finance is any structured financial activity
- aproduct or service -that’s been created to ensure
a better environmental outcome. It includes an
array of loans, debt mechanisms and investments
that are used to encourage the development of
green projects or minimize the impact on the
climate of more regular projects or a combination
of both.

Green Finance encompasses all the initiatives
taken by private and public agents (e.g. businesses,
banks, governments, international organizations,
etc.) in developing, promoting, implementing
and supporting projects with sustainable impacts
through financial instruments. In other words,
Green Finance provides the financial tools
required by active agents to increasingly generate
activities with positive and durable externalities.
It is also important to note that for these changes
to take place and produce the desired outcomes
in the long run, the active involvement of public,
private and international organisms is required.

For the United Nations, green financing
plays an important role in delivering several of its
Sustainable Development Goals. Its Environment
team is already working with public and private
sector organizations in an attempt to align
international financial systems to the sustainable
development agenda.

Some of the activities UN Environment is
involved in include helping countries re-engineer
their regulatory frameworks -so that green
borrowing becomes compliant, for example -and
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helping steer public sector planning in a more
environmentally friendly direction. Clean sources
of energy can be brought to fruition through the
right combination of planning consent, strategic
priorities and availability of capital. Such projects
could be given preferential treatment to make
them a more attractive option than, for example,
fossil-fuel derived energy infrastructure.

Typical projects that fall under the green
finance umbrella include:

Renewable energy and energy efficiency
Pollution prevention and control
Biodiversity conservation

Circular economy initiatives

Sustainable use of natural resources and land

Green Finance is important as it promotes
and supports the flow of financial instruments
and related services towards the development and
implementation of sustainable business models,
investments, trade, economic, environmental
and social projects and policies. As the financial
sector plays a key role through its intermediary
functions and risk management in advancing
sustainable economic development while
directing investment to the real economy, the
intertwinement of these two is crucial.

Fossil fuels still dominate energy investment.
This could threaten the expansion of green energy
needed to provide energy security and meet
climate and clean air goals. Several developed
and developing economies are still following
pro-coal energy policies and the extra CO2
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generated by new coal-fired power plants could
more than wipe out any reductions in emissions
made by other nations. Finance is the engine
of development of infrastructure projects,
including energy projects. Generally financial
institutions show more interest in fossil fuel
projects than green projects, mainly because
there are still several risks associated with
these new technologies and they offer a lower
rate of return. If we want to achieve sustainable
development goals, we need to open a new file
for green projects and scale up the financing
of investments that provide environmental
benefits, through new financial instruments
and new policies, such as green bonds, green
banks, carbon market instruments, fiscal policy,
green central banking, financial technologies,
community-based green funds, etc., which are
collectively known as “green finance”.

Moreover, based on the lessons learned
from the global financial crisis in 2006-2009,
the availing of the global warming and the need
for more sustainable business practices, Green
Finance Initiatives have also been addressing the
2030 Sustainable Development Goals (SDG’s)
Agenda by emphasizing the shift of focus from
shareholders’ value creation (economic) to the
generation of stakeholders’ value (economic,
environmental and social).Green Finance
represents the future of the financial sector
through innovative financial mechanisms and
by supporting the investments in projects with
positive and sustainable externalities.

In present times of technological progress
the worldwide economy is undermined
from three major challenges: environmental
change, vitality limitations and money related
emergency. This is on account of financial
improvement conveys alongside itself expenses
to the countries in the shape of environmental
degradation. Green finance is the solution for
accomplishing contract between the economy
and nature. Green finance is considered as
the monetary help for green development,
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which decreases ozone depleting substance
discharges and air contamination emanations
altogether. Green fund in horticulture, green
structures, green security and other green
activities should increase for the monetary
improvement of the nation.

At the moment there are three challenges
facing such green financing strategy: identifying
the right projects; developing complex plans that
involve both the public and private sectors (and
often more than one country); and structuring
the financing. To succeed, governments must
be capable of effective long-term planning,
budgeting, and project implementation. The
world needs massive investment in green
energy systems and an end to the construction
of new coal-fired power plants. It also needs
massive investment in electric vehicles (and
hence advanced battery technologies), together
with a sharp reduction in production of internal
combustion engine vehicles. The developing
world, in particular, also needs to invest
substantially in water and sanitation projects
in fast-growing urban areas. Low-income
countries, in particular, need to expand their
health and education systems.

In recent years, several new methods for
financing green projects have been developed,
including green bonds, green banks, village
funds, etc. Green banks and green bonds
have some potential to support clean energy
development. The advantages of green banks
include offering better credit conditions for clean
energy projects, the ability to aggregate small
projects to achieve a commercially attractive
scale, creation of innovative financial products,
and market expansion through dissemination of
information about the benefits of clean energy.
Supporters of green bonds believe that they can
provide long-term, reasonably priced capital to
refinance a project once it has passed through the
construction phase and is operating successfully.

A major concern in the transition to low-
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carbon energy provision, therefore, is how to
steer investments towards Renewable energy
.Because of the restrictions that the Basel capital
requirements place on lending by financial
institutions, and because banks consider most
Renewable energy projects to be risky, banks
are reluctant to finance them. Another problem
is that banks’ resources come from deposits,
and deposits are usually short to medium term,
whereas green infrastructure projects require
long-term finance, resulting in a maturity
mismatch for banks. Banking finance cannot,
therefore provide all the finance for green
projects and we need to look for new channels
of finance for this sector to fill the financing gap.
Bank lending has to be allocated to safer sectors
and businesses.

One possible solution is to stimulate non-
bank financial institutions, including pension
funds and insurance companies, to invest in
green projects .Insurance companies and pension
funds hold long-term financial resources that
are suitable for green infrastructure investment.
Because of their size and their role as conduit of
savers’ climate concerns to the capital markets,
institutional investors are ideally positioned to
steer corporate capital allocation towards more
sustainable uses.

Another important factor that needs to be
considered when it comes to filling the green
financing gap is role of green central banking.
Responsibility for financial and macroeconomic
stability lies implicitly or explicitly with central
banks, which ought, therefore, to address
climate-related and other environmental risks at
a systemic level. Furthermore, central banks -
through their regulatory oversight over money,
credit, and the financial system - are in a powerful
position to support the development of green
finance models and enforce adequate pricing
of environmental and carbon risk by financial
institutions. The important consideration is the
financial governance policies through which
central banks, as well as other relevant financial
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regulatory agencies, can address environmental
risk and promote sustainable finance.

The role of fiscal policy in increasing
rate of return for green projects and thereby
elevating the private sector’s share of investment
in these projects is crucial. Countries could
make extensive use of tax relief or tax credit
to promote renewable energy deployment.
Other ways of incentivizing and supporting RE
deployment through fiscal policy could include
using or refunding the increase in tax revenue
resulting from the spillover effect of privately
funded green infrastructure. Several studies
have discussed the spillover effects of green
energy projects to other sectors and to regional
GDP, which countries could partially or entirely
return to private sector investors.

Community-based funds and village funds
are a good way of funding small- and medium-
sized green projects. Such Fund can be a new
source of community-based funds created
to support solar and wind power. The basic
objective of such fund is to connect investors
with projects in their own locality, where
they have personal knowledge and interests.
Individual investors choose their interested
in promoting green energy. These funds allow
many people to invest small amounts of money
in the construction of projects.

Many different instruments can be used
to enhance green finance. The most adequate
choice of instruments will depend on the
specific country context; while certain market-
based instruments may be more appropriate in
one country, another country may opt for more
interventionist policies. Yet what is needed in
all countries to enable a fundamental cultural
change in financial markets and to mainstream
sustainability in financing and investment is a
coordinated and systematic approach which
involves all relevant stakeholders. Financial
authorities need to set incentives for financial
firms to enhance green finance and provide
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support and guidance, but experience from
different countries suggests also that often rules
and regulations are needed for financial firms to
act.

To successfully align the financial system with
sustainability goals, financial governance
should target the following goals:

e Raising awareness among regulators and
market participants in the financial sector
for environmental and climate risks.
Developing capacities in the financial
industry for environmental risk analysis
and management through knowledge-
building and sharing.

Building up the capacities in the financial
industry needed to develop sustainable
financing practices lending
instruments for financing sustainable
projects such as renewable energy.
Enhancing transparency through disclosure
requirements.

Providing incentives, where needed, to
BFIs and NBFIs for the financing of green
projects.

Supporting the development of new market
segments such as the green bond market or
climate risk insurance.

Developing long-term, currency
refinancing sources for banks to enable
them to extend long-term credit.

and new

local

To achieve these goals, a dialogue among all
relevant domestic stakeholders is needed. Public
financial institutions, including central banks,
development banks and public pension funds,
can play an important role in developing and
promoting the adaption of new green financial
products. International initiatives and networks
such as the UNEP Finance Initiative, the
Sustainable Banking Network, the Sustainable
Stock Exchanges Initiative, the G7 Initiative
on Climate Risk Insurance and the G20 Green
Finance Study Group can help countries to
leverage on international experiences.
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In the 21st century, green financing has
become indispensable not only in business,
but also in environmental science. All the
nations, developed and developing nations,
should make endeavor for green financing.
Green finance is the principle of green credit.
It refers to a series of administrative means
requiring that commercial banks and other
financial institutions carry on researches and
developments to produce pollution treatment
facilities, be engaged in the ecological protection
and restoration.

Green Finance products have still not been
able to position themselves as an economically
viable option as many lower cost product exist
in the market. Unlike what is happening today,
where the market of green financial product
and services is growing substantially, globally,
even though the market appears to grow, it is in
an early stage, with indefinite boundaries and
without having gained unified characteristics,
differentiating it from the traditional
industries. Financial institutions and banks
in particular have an important role to play in
the context of contributing to the creation of a
strong and successful low carbon economy,
they should expand the use of environmental
information in the credit extension and
investment decisions. The endeavor will help
the proactively improve their environmental
performance and creating long term value for
their business. In the future, businesses with
a higher carbon footprint would be seen as a
riskier business and the bank may keep them
away from financing such business and would
look for financing new technology solutions that
capture or reduce carbon emissions.

For banking, existing tracking processes on
loans should be improved; while institutional
investors need to develop clear approaches in
their decision making to move from awareness
to implementation. Only a better understanding
of the status quo of green finance will allow
for a thorough analysis against policy targets
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and to derive implications for multinational
organizations, national governments and
regulators, the private financial sector, and data
providers and standard setters. In Nepal, Nepal
Rastra Bank should regulate on banks to disclose
their green loan data on a regular basis.

In conclusion, if the market mechanism
of green finance is rational, green finance can
guide the flow of funds and achieve effective
management of environmental risk and optimal
allocation of environmental resources and social
resources. They also conclude that effective
regulation of policies will avoid the information
asymmetry phenomenon and solve the moral
hazard. On the basis of existing green finance,
most green investment is financed through
banks. To meet the ambitious goals of the 2030
Agenda and the Paris Agreement, we need to
significantly shift and scale up green finance
and investment. Large-scale private sector
engagement and investment in developing
countries will be needed to drive their transition
to low-carbon and climate-resilient economies.
Development finance can play a critical
role, catalyzing, leveraging and guiding this
investment. But to ensure that approaches are
effective and that they deliver results, decisions
need to be informed by a clear understanding of
what works -and what doesn’t.

The paper reports out on the build out of
developing country work following the global
report, “The Financial System We Need”
launched at the IMF Annual Meetings in Lima
in October 2015. In particular, the paper sets out
some of the needs and concerns particular to
developing countries, as well as innovations that
have emerged to address some of these specific
aspects. The paper highlights the importance
developing country actors place on embedding
green into a broader sustainable finance lens,
the significance of international developments
in greening the financial system given their
dependence on foreign direct investment, and
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the evidence of and potential for leapfrogging
in aligning their financial systems to sustainable
development, for example through the
deployment of financial technology.

By incorporating environmental factors
into their decision-making, banks can more
effectively manage the risks associated with
lending to polluting sectors and could help
improve the resilience of the financial system. It
is clear that Nepalese banking sector will have
to play a pivotal role in channeling the required
resources to finance the green transformation.
However, on the bases of existing studies on
green finance is hardly existent in Nepal and
beyond theoretical considerations there is
very little empirical evidence to explain this
underperformance. Hence, we understand
“Green finance is a broad term which will refer
to financial investments flowing into sustainable
development  projects and  initiatives,
environmental products, and policies that
encourage the development of a more sustainable
economy”’.

To counter the devastating impact of
COVID-19, calls are growing for countries
to ‘build back better’ in an effort to create a
more inclusive and sustainable economy that
is climate resilient. South Asia is facing glaring
development and climate risk challenges, but
the post-COVID-19 recovery plan offers it an
opportunity to revitalize its economy using a
green framework. In particular, green finance
mechanisms can be employed for the region
green recovery. The practices in channeling
investment towards a green economic recovery
promote inclusive and sustainable development.
Examples of such best practices include
investment infrastructure and renewable
energy, green/environmental funds and other
market-based mechanisms, ensuring stimulus
investments focus on green fiscal reform,
redirecting existing funding, greening the
financial sector and developing green segments.



Dispute Settlement Mechanism under World
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= Rameshwor Bhandari*

Abstract

International trade is not dispute free. Though there are many mechanisms under World Trade
Organization and regional organizations to regulate and minimize the world trade barriers, we can
see number of disputes occurring between the trade partners. WTO as the apex intergovernmental
trade organization tries to settle such dispute in fair and equitable way and promote fair trade.
Dispute settlement body under WTO is the mechanism to settle such dispute when the aggrieved
party files the case in WTO. Dispute Settlement Body (DSB) has its own unique procedure to settle
the dispute, which decides the cases on the basis of WTO principles. It has fixed time frame and
procedures for deciding the case. Though the DSB has certain advantages including transparency,
predictability, confidentiality, binding and compensation provisions, the DSB is criticized for
certain reasons. It is often blamed that the system is hijacked by the global powers and the system
is in the show of trade war between the two economic powers- United States and China, and the
developing and under developed countries cannot advocate their aspects properly in the system.
In this context, this paper looks at the dispute settlement mechanisms under WTO and tries to
analyze its strengths and weaknesses. The paper also presents the trend of dispute settlement by

DSB through the use of secondary data provided by WTO.

Keywords: WTO, Disputes, Dispute Settlement Body (DSB)

I. Background and Context

The globalization process had made this
world a single market and the modern means
of transportation, easy and reliable payment
system through the introduction of international
laws regulating international sale of goods (e.g.
Convention on International Sale of Goods) and
international transportation of goods (Hague
Visby Rules,
Convention, etc.) have made the world trade
easier and reliable. As a result, the product
produced in one corner of the globe reaches to
another corner. For example the Brazilian coffee
isavailable in Asian market, the Indian and Nepali

Warsaw Convention, Montreal
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tea produced in the hills of Indian sub-continent
is available worldwide, and Italian marbles are
decorated in the bungalows of the United States
and Asian countries. The international trade
couldn't have reached this level in absence of
international trade system that is regulated by
some international organizations such as World
Trade Organization (WTO) in par with related
laws, conventions and treaties.

It is not always certain that there would be
no disputes among the trade partners in matters
of trade issues. Since, the different countries
have their own legal procedures for settlement
of dispute and has jurisdiction only within their
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territory, there needs separate international
dispute settlement mechanism that is accepted
by the parties involved in trade. WTO is a global
organization that works for settling the disputes
that arises between the trade partners. It operates
a global system of trade rules, acts as a forum
for negotiating trade agreements, settles trade
disputes between its members and supports
the needs of developing countries. The trading
countries which are the members of WTO go to
the Dispute Settlement Body (DSB) of the WTO
if the parties involved in trade cannot settle the
disputes themselves. This body of WTO follows
certain procedures to complete the settlement of
dispute within the certain time frame fixed by
the WTO rules. Since the primary purpose of
the WTO is to open trade for the benefit of all’,
there is also wide confidence in fair settlement
of dispute by WTO.

I1. Dispute Settlement Mechanism in WTO
and its Procedures

With increasing trend of international trade,
there have come various issues and dispute
on trade. These issues need to be settled to
regulate the international trade. As the trade
is international in nature, the disputes cannot
be solved through domestic legal procedures.
WTO as an international organization that
works for trade facilitation, it is also a duty of
WTO to settle these issues. There is a system/
body i.e. Dispute Settlement Unit under WTO
for settling the disputes that arise between the
member States WTO members use this platform
to settle the disputes that arise in between the
international trade.

According to WTO Annual Report 2018,
WTO members bring disputes if they think
their rights are being infringed with respect

1
2

anrepl9 e.htm
3

to any agreement contained in the Final Act
of the Uruguay Round that is subject to the
Understanding on Rules and Procedures
Governing the Settlement of Disputes..

The Dispute Settlement Body (DSB)
has authority to establish dispute settlement
panels, adopt panel and Appellate Body reports,
maintain surveillance over the implementation
of recommendations and rulings, and authorize
suspension of obligations in the event of non-
compliance with those recommendations and
rulings. The rules and procedures of the WTO’s
dispute settlement system are set out in the
Dispute Settlement Understanding (DSU),
which is administered by the DSB, consisting
of representatives of all WTO members. This
system emphasizes the rule of law which is
based on clearly-defined rules, with timetables
for completing a case in order to make the
trading system more secure and predictable.
The dispute settlement procedure under WTO
system is summarized in Figure 1.

There is Annex 2 of the WTO Agreement as
"Understanding on Rules and Procedures
Governing the Settlement of Disputes™
to deal with the disputes in WTO system.
This document provides various rules for
the settlement of disputes. Article 1 specifies
the coverage and application of the Dispute
Settlement  Understanding (DSU). It 1is
mentioned that the rules and procedures shall
apply to disputes in respect of all agreements
(called covered agreements), listed in Appendix
1 to the Understanding.

Article 1 of the DSU provides that the rules
and procedures of the DSU shall apply to the
following. 1) Disputes brought pursuant to the
consultation and dispute settlement provisions

https://www.wto.org/english/thewto_e/thewto e.htm Accessed December 9, 2020.
WTO Annual Report, 2019, WTO, Geneva, accessed from: https://www.wto.org/english/res_e/publications e/

UNDERSTANDING ON RULES AND PROCEDURES GOVERNING THE SETTLEMENT OF DISPUTES.

accessed from: https://www.wto.org/english/docs_e/legal e/28-dsu.pdf
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of the Agreements listed in Appendix 1 to the
DSU; and, 2) Consultations and the settlement
of dispute between Members concerning their

rights and obligations under the provisions of
the Agreement Establishing the World Trade
Organization (WTO Agreement).

Figure 1. Dispute Settlement Flow Chart

50 days Consultations (Art.4) T
nd l
Byl~DsBE Panel established by DSE (Art. 6) During all stages
mestmg Good offices, conciliztion, or
) mediation (Art.5)
Terms of reference (Art. 7)
0-20 days Composition (Art.8)
20 days (+10 of L! E—— NOTE:a pane
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of time: determinsd rezsonzble peried of time (Art Pm-c:eedmgs al) from
by: member 213) possible, S teblishment of
proposes, DSE ' ) mcluding referral - .
agrees; of parties m tomitial panel on pancl to ad&p&ﬂn
dispute agree; or Incases of non- implementation ofreport (Art.20)
arbitrator (zpprox. mplementation, parties (Art.21.5)
15 months if by negotizte compensation &0 days
arbitrator) pendmg full mplementation
(Art 222 Possibility of arbitration
d Onlevel of suspension
30 days after Betaliztion’ Cross-retzlistions procedures and principles of
exXpires 227

Adapted from: WTO (The Process - Stages in a typical WTO dispute settlement case)

Article 2, is on the establishment of the Dispute
Settlement Body (DSB). This provision states
that the DSB shall have the authority to establish
panels, adopt panel and Appellate Body reports,
maintain surveillance of implementation of

rulings and recommendations, and authorize
suspension of concessions under the obligations
under the covered agreements. Article 3,
contains general provisions. This Article affirms
Members’ adherence to the principles for the

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, g
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management of disputes applied under Articles
XXII and XXIIT of GATT 1947, and the rules and
procedures as further elaborated and modified
through the dispute settlement understanding.

Article 4 of this legal document deals with
consultations. This Article requires Members
to enter into consultations with each other
and to give sympathetic consideration to the
representations made concerning measures
affecting the operation of any covered
agreement. Similarly, Article 5 states that
good offices, conciliation and mediation be
undertaken voluntarily if the parties so agree.
This Article also provides that the Director
General may offer good offices, conciliation or
mediation with a view to assisting Members to
settle a dispute. In addition, Article 7 deals with
terms of reference of panels and indicates the
language for standard terms of reference while
the Article 8 is about the composition of the
panels. Likewise, Article 12 deals with the panel
procedures.

Article 16 is on the adoption of panel reports.
The most important aspect of this Article is that
the negative consensus rule applies to adoption
of Panel reports. That is, the panel report shall
be adopted by the DSB unless the DSB decides
by consensus not to adopt the report. There is
provision of Appellate Review in Article 17 also
deals with the procedures for appellate review.

Article 20 has the provision of time frame
for DSB decision. According to the provision in
this Article, Unless otherwise agreed to by the
parties to the dispute, the period from the date of
establishment of the panel by the DSB until the
date the DSB considers the panel or appellate
report for adoption shall as a general rule not

exceed nine months where the panel report is
not appealed or 12 months where the report is
appealed. *

Article 22 is on the "Surveillance of
Implementation of Recommendations and
Rulings". As per 21(1), prompt compliance with
recommendationsorrulingsofthe DSBisessential
in order to ensure effective resolution of disputes
to the benefit of all Members. Likely, Article 22
deals with "compensation and suspension of
concessions". If the recommendations or rulings
are not implemented a Member may receive
compensation or suspend concessions or other
obligations in relation to the other Member.
However, these are temporary measures without
prejudice to the obligations to the Member
concerned to bring the measure into conformity
with the covered agreements. Compensation is
voluntary and if granted, shall be consistent with
the covered agreements. Where a Member fails
to negotiate an acceptable compensation then
the Member may invite the DSB to authorize the
suspension of concessions or other obligations
under the covered agreements, if such a course
is not prohibited in that covered agreement.’

The relationship of Article 22.6 with Article
21.5 has been the most debated subject under
the DSU and this is known as a sequencing
issue. ®Article 22.6 states that the authorization
to suspend concessions for other obligations
shall be granted within 30 days of the expiry of
the reasonable period of time. Some delegations
have argued that if they have to wait for the
compliance panel constituted under Article 21.5
to give its findings before taking the recourse to
Article 22.6, they will lose their right to suspend
concessions since in terms of Article 22.6 the

4 UNDERSTANDING ON RULES AND PROCEDURES GOVERNING THE SETTLEMENT OF DISPUTES
Accessed from: https://www.wto.org/english/docs_e/legal e/28-dsu.pdf

5 S. Narayan, Dispute Settlement Understanding of the WTO: Need for Improvement and Clarification, Working
Paper No. 17, Indian Council for Research on International Economic Relations, December, 2003.

6

S. Narayan, Dispute Settlement Understanding of the WTO: Need for Improvement and Clarification, Working

Paper No. 17, Indian Council for Research on International Economic Relations, December, 2003.
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DSB has to grant authorization within 30 days
of the expiry of reasonable period of time and
since the compliance panel has 90-day time to
submit its report after the date of referral of the
matter to it.’

Article 24 deals with special procedures for
least developed country Members. According to
this Article, there are some privileges awarded
to the least developed countries. Article 24(2)
states, "In dispute settlement cases involving
a least-developed country Member, where a
satisfactory solution has not been found in the
course of consultations the Director-General or
the Chairman of the DSB shall, upon request
by a least-developed country Member offer
their good offices, conciliation and mediation
with a view to assisting the parties to settle the
dispute..."®

Similarly, Article 25 deals with "arbitration"
which is an alternative means of dispute
settlement.  Likewise, Article 26 prescribes
procedures regarding non-violation complaints.
Article 27 deals with the responsibilities of the

secretariat in dispute settlement matters.

The dispute settlement under the WTO
system follows specific and detailed timetables
for completing the examination of a case. This
first takes place by a group of three panelists
who are specially selected for the case. Their
findings are published in a report which may be
appealed by the members concerned. Appeals
are considered by the WTQO’s Appellate Body,
which consists of seven members elected for
a four-year term. When lodging a complaint,
WTO members are required to specify which
WTO agreements are allegedly being violated.
The agreements most commonly referred to are
shown in the chart 1.

ibid

Chart 1: WTO agreements covered by
members’ complaints, 1995-2014

WTO 42
Government t Procuremen tAgreempnt 4 |

40 Trade-related Investment Measures
Customs Valuation 17,

| 34 Trade-Related Aspects of Intellectual Property Rights
Preshipment Inspection 5.\ .
N\

/ 44 Import Licensing
o
45 Safeguards

_ 42 Saulary and Phylosanllary Measures

__ 48 rechnical Rarriers 1o ‘frade

T 73 Agricutture
GATT 1994 387

"104 Subsidics and Countervailing Mcasures

107 Anti Dumping

Source: WTO, 2014 (WTO Dispute Settlement)

A formal complaint by any member
automatically begins the dispute settlement
process. This first stage is known as a “request
for consultations” as the members concerned will
initially try to resolve the dispute by consulting
with one another. If this fails, a dispute panel
is established to examine the case. The DSU
allows for the possibility of establishing a single
panel where more than one WTO member
has complained about the same issues. These
efficiencies are appreciated by members, who
may collaborate in preparing their cases, and
allows the disputes to be examined more quickly.

Under the rules of the dispute settlement
system, WTO members agree to bring their
disputes to the WTO rather than take action
unilaterally in cases where they believe that
another member is violating WTO rules. The
DSB must automatically establish panels to
examine the complaints and adopt the findings
of the panels and the Appellate Body unless
the WTO members agree unanimously at the
DSB meeting not to do so. Panels and, where
necessary, the Appellate Body examine whether
a member’s actions violate the specific WTO
provisions identified in the complaint. The
complaining member is generally not required
to prove negative trade effects resulting from
the alleged violation. However, it should always

UNDERSTANDING ON RULES AND PROCEDURES GOVERNING THE SETTLEMENT OF DISPUTES

Accessed from: https://www.wto.org/english/docs_e/legal e/28-dsu.pdf
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be focused that The WTO dispute settlement
system encourages amicable settlement rather
than the winning of cases.

III. Analysis on Dispute Settlement

Procedures under WTO System

There is increasing trend of using dispute
settlement mechanism under the WTO. As of
WTO (2014), 488 disputes had been brought
to the WTO in between 1994 to 2014.° The
data presented in Table 1 also further validates
this statement. Dispute Settlement Unit (DSU)
establishes a rule-based adjudicatory process
with compulsory jurisdiction over all WTO
member countries, a broad jurisdictional scope
over almost all of the WTO Agreements, a
right of appeal to the seven-member Appellate
Body, and procedures for assessing damages
and authorizing retaliation (if a member country
maintains its breach of substantive trade rules).'

The WTO’s dispute settlement system
has as its foundation in the rules, procedures
and practices developed under the General
Agreement on Tariffs and Trade (GATT)
1947. The provisions under GATT are already
discussed in the previous section. More
provisions are included in "Understanding on the
Rules and Procedures Governing the Settlement

of Disputes”.

In regards to dispute settlement system, only
governments and separate customs territories
that are members of the WTO can participate
directly in dispute settlement as parties to the
case or as third parties. Under WTO rules, a
member does not have to demonstrate that it
has a specific legal or economic interest in
the subject matter of a dispute. For instance,

in the “EC — Bananas” disputes — the longest
disputes in WTO history - the United States
complained that the European Union (EU) gave
banana producers from African, Caribbean and
Pacific (ACP) countries preferential access to
European markets, in violation of WTO non-
discrimination rules, even though the United
States was not itself exporting bananas to the
EU.M

Summarizing the dispute settlement in
WTO, WTO members comply with the rulings
of the dispute settlement system in most of
the cases. The member is generally given
a reasonable period of time to implement
the dispute settlement rulings. During the
implementation period, the member who is
required to comply with the rulings must provide
a status report at each meeting of the DSB. If
the member does not bring its measures into
conformity with the relevant WTO agreements
within the allotted time, the complainant may
request the DSB to authorize retaliation in the
form of trade sanctions, such as restrictions on
imports, for an amount equivalent to the level
of trade affected by the offending measure. The
DSB continues to keep the member’s compliance
efforts under review, even when retaliation has
been authorized. If there is disagreement about
compliance, the matter remains on the agenda
of the DSB."

A. Trend of Dispute Settlement in WTO

Since the establishment of WTO and the
functioning of its Dispute Settlement Body
(DSB), there has come increase in registration
and settlement of trade related issues and
disputes. The dispute settlement activities of two
financial years 2017 and 2018 are analyzed in

9 WTO Dispute Settlement, WTO 20 Years, World Trade Organization, Geneva, 2014. accessed from: https://www.
wto.org/english/thewto _e/20y_e/dispute brochure20y e.pdf

10 Brewster, Racheal, Can International Trade Law Recover? WTO Dispute Settement: Can We Go Back Again?,
AJIL UNBOUND, Vol. 113,p. 51-66,, doi:10.1017/aju.2019.4

11 ibid

12 The General Agreement on Tariffs and Trade (GATT 1947), Accessed from: https://www.wto.org/english/docs_e/

legal e/gatt47 02 e.htm.
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this section. The cumulative data from 1995 to
2018 shows the pattern of dispute registered in
WTO Dispute Settlement Body and its hearing
activity.

Table 1 : Quantitative Trend of Dispute

Settlement in WTO, DSB
Average of monthly Requests for
active disputes from consultations,

1995 to 2017 1995 to 2018
1995 1.8 1995 25
1996 7.8 1996 39
1997 13.9 1997 50
1998 18.7 1998 41
1999 27.3 1999 30
2000 25.3 2000 34
2001 17.9 2001 23
2002 19.8 2002 37
2003 19.8 2003 26
2004 22.8 2004 19
2005 27.0 2005 12
2006 22.5 2006 20
2007 24.0 2007 13
2008 20.5 2008 19
2009 15.1 2009 14
2010 20.6 2010 17
2011 19.3 2011 8
2012 18.2 2012 27
2013 20.8 2013 20
2014 28.8 2014 14
2015 31.5 2015 13
2016 32.3 2016 17
2017 38.5 2017 17

2018 38

Source: WTO Annual Report, 2017 and 2018

There are some imminent cases decided by
DSB that has established the WTO principles
in international trade. One of the landmark
cases is US Shrimp Case (Process vs. Product
Issue)’® where the United States prohibited
the importation of shrimp that was produced
without turtle excluder device technology
introduced by the National Marine Fisheries

Services of the United States. Initially, WTO
ruled against the USA by stating that USA
could not discriminate between each county
by providing the protesting countries with
“financial and technical assistance” but not
all countries. Finally the WTO compliance
panel ruled in favor of the United States after
it amended the Environment Protection Agency
rules. Likewise, in Korea-Beef Case (Non-Tariff
Barriers)", the WTO, DSB held that Korea’s
dual retail system (requiring imported beef
to be sold in separate stores) accorded “less
favorable” treatment to imported beef than to
like domestic beef. Similarly, in US-Gasoline
Case (National principle issue)", Venezuela
(Brazil joined with Venezuela later) complained
that US was applying rules that discriminated
against gasoline imports because the US applied
stricter rules on the chemical characteristics of
imported gasoline than it did for domestically
refined gasoline. DSB found that US was
violating WTO rules because it discriminated
against the gasoline imports. In another case
of Turkey-Textile Case (Regional Exception
Case)'®, Turkey applied quantitative import
restriction for textiles and clothing products
imported from India through introduction of
quota to avoid the circumvention of EU quotas
by means of imports into the EU via Turkey.
The Panel under DSB rejected the Turkey’s
argument by citing that Turkey’s act was a
violation to WTO rules.

B. Positive Aspects of WTO Dispute
Settlement System

Dispute settlement body under WTO is widely
used for the settlement of disputes that arise
in the trade between the States that are the
members of the WTO. The data suggests that

13 https://www.wto.org/english/tratop _e/dispu_e/cases_e/lpagesum_e/ds58sum_e.pdf
14 https://www.wto.org/english/tratop _e/dispu_e/cases_e/lpagesum_e/ds16lsum_e.pdf
15 https://www.wto.org/english/tratop _e/dispu_e/cases_e/lpagesum_e/ds2sum_e.pdf
16  https://www.wto.org/english/tratop _e/dispu_e/cases_e/lpagesum_e/ds34sum_e.pdf
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there is increasing trend of using WTO system
to resolve these issues. Thus, it can be argued
that there are many positive aspects of the WTO
dispute settlement system.

WTO's method of dispute settlement has
been touted as a great equalizer among WTO
members; from the mighty United States to tiny
Benin and Mali, every member can be brought
to dispute settlement panel, where an impartial
panel makes binding decisions over trade
agreements.'” The regular use of the WTO’s
dispute settlement system by both developing
and developed members is a clear indication that
the system is working and that WTO members
continue to have trust in it. The system plays a
crucial role in ensuring that WTO agreements are
respected. This in turn leads to more harmonious
trade relations between members and promotes
economic growth.!'®

Although some scholars claim that WTO
dispute settlement does not provide an effective
dispute mechanism, it has been recognized by
others since the development of this system
that WTO dispute settlement has generally
been successful in helping members effectively
resolve disputes as well as in obtaining
compliance.”” There are certain reasons why
it is strongly argued that the WTO dispute
settlement is outstandingly effective.

i. Clear time frame/transparency

One of the indicators to measure the effectiveness
of the WTO dispute settlements duration.
Though the time frame is comparatively longer,
there are specific and detailed timetables for
carrying out each step of dispute settlement in
WTO. Hence, it can be argued that WTO dispute

settlement process is clear and transparency. The
procedures under the system are not done in the
black-box. Every party can clearly understand
where the process has reached and they can
anticipate the completion time without any
dilemma.

ii. Participation and achievement

According to WTO the rules and procedures of
the WTO’s dispute settlement system are set out
in the Dispute Settlement Understanding (DSU),
which is administered by the Dispute Settlement
Body (DSB), consisting of representatives of
all WTO members. This rule of WTO states
that there is participation of each member in
dispute settlement. This indicates that there is
ensure of wider participation in this system.
However, there are some criticisms that there
is no real participation of developing and least
developed countries. It is substantiated by the
statement of Douglas Ierley (2002) who opines
that it is believed that one of the principle
factors in influencing developing countries’
participation and compliance with WTO panel
and appellate body decision is the effectiveness,
at least in principle, of the dispute settlement
system in resolving disputes between countries
of diverging political and economic power.”
Though there is still the influence of power
countries, the system ensures the participation
and achievement of all the members of WTO.

iii. Many instances of successful settlement of
disputes:

The WTO dispute settlement body has
been able to resolve manydisputes that have
been registered under it. Though WTO has
been criticized for not being able to resolve few

17 Walters, J. (2011). Power in WTO Dispute Settlement. Journal of Third World Studies, 28(1), 169-183.

doi:10.2307/45194766

18  WTO Dispute Settlement, WTO 20 Years, World Trade Organization, Geneva, 2014.

19  Alfaqiih ,Abdurrahman, Effectiveness of the World Trade Organization's Dispute Settlement Mechanism, October
2013, Accessed from: https://www.researchgate.net/publication/323759547

20 Douglas Ierley, “Developing Countries Compliance with and Participation in the WTO Dispute Settlement Sys-
tem: Another Look at the Dispute over Bananas”, Law & Policy in International Business, Vol. 33, No. 4, 2002, p.

615.
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cases, there have been some remarkable cases to
evaluate the success of WTO dispute settlement
mechanism. Some examples of successful cases
are United States -Restrictions on Imports of
Cotton and Man-Made Fibre Underwear which
in short is known as US — Underwear (Dispute
DS24), United States - Use of Zeroing in Anti-
Dumping Measures Involving Products from
Korea,(DS402), China - Measures Related
to the Exportation of Rare Earths, Tungsten
and Molybdenum(DS433), China - Measures
Related to the Exportation of Rare Earths,
Tungsten and Molybdenum (DS432), Canada
- Certain Measures Affecting the Renewable
Energy Generation Sector ( DS412).

There is high influence of WTO rules
in the settlement of disputes. According to
Marceau et.al. (2013) other dispute settlement
mechanisms (DSMs) frequently refer to
WTO rules and case law not only on matters
ofprocedure but also on various substantive
aspects of trade law and general international
lawthe use of theWTO precedent for purposes
of procedure and clarification of general
principles of international law or the rules on
treaty interpretation show a broader influence of
theWTO on international dispute settlement.?!
This shows that WTO dispute settlement system
is popular in the field of disputes that arise in the
field of international trade.

C. Criticism on WTO Dispute Settlement
System

The WTO dispute settlement procedures
under DSB are not away from criticism. Some
criticize it for the involvement of parties in
the process. According to Bouet and Metivier

(2017)%, between 80 and 90% of all disputes
involve either at least one high-income country,
or at least one upper-middle-income country.
They claim that more than 60% of all disputes
concern three sectors:
products, vegetable products and foodstuffs. A
dispute lasts on average three years and half but
is longer when the respondent is a high-income
country. Hence, they claim that there are several
biases in the dispute settlement procedure. First,
countries with more legal capacities and more
democratic regime are more likely to complain.
Second, any country is more likely to complain
against the policy of a democratic country.
Third, countries are not likely to complain
against the trade policy of authoritarian regimes
since these regimes are less transparent about
policies affecting trade and since complainants
do not expect that such regimes will follow
WTO rulings.

animal and animal

Similar sort of ideas are presented by
Odano and Abedin (2008). They say that
financial strength is an important factor for
countries to participate in the dispute settlement
process of the WTO. It also plays significant
role in winning trade disputes. Therefore, lack
of financial strength could be an explanation
for the low rate of participation of the small-
developing countries in the dispute settlement
process.”® They further present the finding of
their study that because of the insufficiencies
it is practically very difficult for a country,
especially for the small-developing ones, to get
adequate relief against unfair trade practices.
The provisions of the DSU only allow retaliatory
measures against a country using unfair trade
practices. If a small-developing country is

21 Marceau, Gabrielle, Arnaulzaguerri and VladyslavLanovoy, TheWTO’s Influence on Other Dispute Settlement
Mechanisms: A Lighthouse in the Storm of Fragmentation, Journal of World Trade, June 2013: 481-574.

22 Bouet, A. and Metivier, J. Is the WTO dispute settlement procedure fair for developing countries? 2017 Accessed
from: https://www.researchgate.net/publication/316037993

23 Odano, Sumimaru and ZiaulAbedin, Insufficiency in the dispute settlement mechanism of the WTO: Consequenc-
es and implications for the multilateral trading system, GSIR Working Papers, Economic Development & Policy
Series EDP08-1, Graduate School of International Relations, International University of Japan, March 2008.
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affected by such unfair trade practices used by a
developed country, then it is virtually impossible
for that small-developing country to “retaliate”
against the developed country, because in reality
most of the developing countries are heavily
dependent on few developed countries/regions,
for example, to sell their exportable items.?*

Some even criticize the system as though
the role of the WTO is as the umpire in trade
dispute. The system has been greatly threatened
by the US-China trade war. The two trade
rivals- United States and China resorted to
“self-help” without recourse to the World Trade
Organization (WTO) dispute settlement system,
flouting the WTO as an adjudicator in trade
disputes.” According to the Director-General
of the WTO, Robert Azevedo, a continuation of
the trade war will pose great economic risks to
global trade “with potential effects for growth,
jobs and consumer prices around the world”*
Adekola (2019) has further stated that the WTO
has reached a watershed moment in its history
and is on the verge of becoming dysfunctional,
with members resulting in more to self-help
without recourse to the rules and procedure
of the organization for dispute settlement, as
exemplified in the Trump tariffs and the US—
China trade war.”’

If we look at the literature on involvement
of parties in the dispute settlement process, there
are several literatures on it. One of the examples
is of Holmes, Rollo and Young (2003). They
attempted to find out the factors that explained
the extent of involvement of a country in the
dispute settlement process using descriptive

24 ibid

statistics and OLS regression models. They also
explored whether there was a significantly biased
pattern in the outcome of the trade disputes
and whether the patterns of the disputes varied
according to the issues of the disputes. Their key
finding was that a country’s trade share was a
very significant factor that determined whether
that country would participate in the dispute
settlement process or not.*

Moreover, there is no provision of interim
and interlocutory order for protecting the rights
of the aggrieved party. In lack of such order,
there is already a huge loss to the aggrieved
until the final report is awarded. Likewise,
the compensation under DSB is only forward
looking. It means the compensation/retaliation
provision is there only from the time of DSB
final report for future loss only instead of loss
that has happened in the past. Such provision
does not discourage the WTO member States to
violate the WTO principles. Instead, they violate
the WTO principles intentionally. Similarly,
dispute settlement procedure under DSB is quite
expensive. Report shows that huge expenditure
is made to reach to the stage of final report for
a single case. Also, the time consumed by DSB
is quite long in case of serious violation cases.
There is already heavy loss to the aggrieved
State until the DSB gives the justice.

IV. Conclusion

There is no disagreement that disputes on
international trade regimes goes on increasing
with increasing number of trade between the
countries. It is also eminent that there arises
misunderstandings and disputes between these

25 Adekola, T.A., US-China trade war and the WTO dispute settlement mechanism, Journal of International Trade
Law and Policy, May 2019. DOI 10.1108/JITLP-02-2019-0011, available at: www.emeraldinsight.com/1477-0024.

htm

26 WTO, “WTO report shows sharp rise in trade-restrictive measures from G20 economies WTO news”, 22 Novem-

ber, 2018.
27  supranote

28  as cited in Odano, Sumimaru and ZiaulAbedin, Insufficiency in the dispute settlement mechanism of the WTO:
Consequences and implications for the multilateral trading system, GSIR Working Papers, Economic Development
& Policy Series EDP08-1, Graduate School of International Relations, International University of Japan, March

2008.
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countries in various issues of trade. Therefore,
there is necessity of international body that
ensures the trust of the member states. WTO
dispute settlement system is the body that works
for resolving such disputes and prospering the
environment of trust. It follows the systematic
procedures that are very clear and transparent
to resolve these issues. Though there might
be certain criticisms on the functioning of this
body, there has been trust of the members to
greater extent that it can solve the trade related
disputes.

The preamble of the WTO expressly states
that the primary goal of the multilateral trading
system is ‘the elimination of discriminatory
treatment in international trade relations’.
Dispute settlement Body (BSB) under WTO
works to implement this goal of WTO. To
elaborate this goal, the Appellate Body under
DSB for example in in EC — Banana Il held
that the nature of the non-discrimination duty
is that ‘like products should be treated equally,
irrespective of their origin’.?

strengths of DSB including

predictability, confidentiality,
and binding compensation provisions have
established it as a very progressive platform
for dispute resolution. As argued by Widiatedja
(2019)* it is true that the supremacy of dispute
settlement mechanism under WTO has ensured
the future of WTO. Two parameters forwarded
by the author to support the opinion also seem
valid. Two parameters are: Firstly, it has a ruled-
based character with a high level of legalism.
Next, the dispute settlement mechanism has
effectively controlled the overwhelming spirit
of national interest. This mechanism shows
its supremacy by limiting the capacity of the

Certain
transparency,

29
(WT/DS27/AB/R,25 September 1997) Para 190.
30
Journal Vol.6 No.1(2019), pg 60-73.

RO

WTO member states to impose discriminatory
and protective measures, particularly related to
public morals exception and cultural concern.

On the other hand, there are number of
criticisms against the WTO, DSB. First, it has
not been able to deliver impartial awards to
the parties. There is blame that the system is
hijacked by the global powers and the system
is in the show of trade war between the two
economic powers- United States and China, and
the developing and under developed countries
cannot advocate their aspects properly in the
system. This is true to most extent; however, the
situation would have been worse if there was
no DSB. At least, this body is working to some
extent to limit the influence of economic power
countries to some extent.

Similarly, DSB is criticized for not having
the provision of interim order or interlocutory
order for protecting the rights of the aggrieved
party. In lack of such order, there is already a
huge loss to the aggrieved member because
of the unfair act of another State until the
DSB gives the report/judgment. Likewise, the
compensation is only forward looking. It means
the compensation/retaliation provision is there
only from the time of DSB final report for future
loss only instead of loss that has happened in
the past. Such provision motivates the WTO
member States to violate the WTO principles
intentionally. In addition, dispute settlement
procedure under DSB is quite expensive. Report
shows that huge expenditure is made to reach to
the stage of final report for a single case.

Thus, WTO needs to further improve the
fairness of its dispute settlement procedure.
First, the WTO should more systematically and
substantially provide both legal and economic

Appellate Body Report, European Communities — Regime for the Importation, Sale and Distribution of Bananas

Widiatedja, G.N.P. The Supremacy of the Dispute Settlement Mechanism (DSM) under the WTO. Breaijaya Law
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aid to all its member states, particularly to lower-
middle-income and low-income countries. This
assistance already exists, but is apparently not
efficient enough for poor countries. Second
the WTO has to provide more information on
disputable trade measures. With the global
tension brought about by the trade war between
the two biggest economies, there is no better
time than now for reforms in WTO system to
strengthen the multilateral trading system. The
rules needs to be revised in order to prevent the
powerful nations hijack the system, and address
the interest of developing and poor member
States in fair and justifiable way.
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Technical and Terminological Information
on Customs Valuation: Managing Trade and
Customs in Nepal

1. Introduction

Customs valuation is a customs procedure
functional to determine the customs value
of imported goods. If the rate of duty is ad
valorem, the customs value is essential to
determine the duty to be paid on imported
goods. Nepal became a member of WTO on
April 23, 2004. The country had enjoyed a
grace period of three years to fully implement
WTO Valuation Agreement and would bound
to introduce all provisions of the valuation
agreement beyond January, 2007. However, the
country even of recent years still has to make
acts and regulations latest compatible with the
provisions of the WTO valuation Agreement
to adopt fully. There is a separate regulation,
the baggage rules, which govern the clearance
of passengers travelling through the customs
and their accompanied and unaccompanied
baggage. There are separate provisions for road
passengers and road passengers in the rule.
The Customs Act, 2007(2064) is the regulating
instruments in customs sector.

Although WTO has defined various
valuation methods that can be followed during
customs clearance process, readily available
national valuation database assists customs
official to make more realistic decision.
It ultimately helps on maintaining  fair
competition in the market by identifying under/

over invoicing of commodities ( Chudamani ,
2017).

£ Dr. Suman Kumar Regmi*

As its commitment, Nepal should have to
implement the WTO Customs Valuation as per
the action plan by January 01, 2007. It had to
make acts and regulations compatible with
the provision of WTO Valuation Agreement.
However, its likely impact on trade, price and
revenue is yet to be assessed. But how far,
the Customs Act of 2007(2064) has adjusted
the matters compliance with WTO Customs
Valuation Agreement.

Trade and Export Promotion Centre (TEPC)
had been also supplying the international market
price of major commodities to the Department of
Customs through the publication in Nepal Trade
Bulletin till July 2014 when this writer was in-
service in TEPC. The Department of Customs
had started to settle valuation issues within the
specified period with the help and information
provided by various bodies.

The information provided by the WCO
should be used as a basis of drawback
identification. Other major international issues
affecting the role and requirements of customs
are: the trade negotiation at the WTO; the
promotion of integrated border management by
the international institutions ; the trend towards
regional economic cooperation zones, leading
to customs unions; the economic partnership
agreements promoted by the SAARC; the
SAFE Framework of Standards; the SECURE
Framework ; and the technological advances
in customs control (Dr. Suman Kumar Regmi,
2017).

* Former Olfficiating Executive Director, Trade and Export Promotion Centre
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I.1. Customs Valuation

The customs value of imported goods is
determined mainly for the purposes of applying
ad valorem rates of customs duties. It constitutes
the taxable basis for customs duties. It is also an
essential element for compiling trade statistics,
monitoring quantitative restrictions, applying
tariff preferences, and collecting national taxes.
Today, almost all customs administrations of
the current 164 WTO Members used to value
of imported goods in terms of the provisions
of the WTO Agreement on Customs Valuation
(adopted in 1994).

I1.2. Specific and ad valorem customs duties

Customs duties can be selected in either specific
or ad valorem terms or as a mix of the two. In
case of a specific duty, a concrete sum is charged
for a quantitative description of the goods, for
example, say Rs. 100 per item or per unit. The
customs value of the good does not need to be
determined, as the duty is not based on the value
of the good but on other criteria. In this case, no
rules on customs valuation are needed and the
Valuation Agreement does not apply.

1.3 Short historical overview related customs
valuation

Article VII of the General Agreement on Tariffs
and Trade laid down the general principles for an
international system of valuation. It stipulated
that the value for customs purposes of imported
merchandise should be based on the actual value
of the imported merchandise on which duty is
assessed, or of like merchandise, and should not
be based on the value of merchandise of national
origin or on arbitrary or fictitious values.

1.4. Brussels definition of value: Starting
in the 1950s, customs duties were assessed
by many countries according to the Brussels
Definition of Value (BVD). Under this method,
a normal market price, defined as “the price that
a good would fetch in an open market between

ReR

a buyer and seller independent of each other,”
was determined for each product, according to
which the duty was assessed.

1.5. Tokyo Round Valuation Code: The Tokyo
Round Valuation Code, or the Agreement on
Implementation of Article VII of the GATT,
concluded in 1979, established a positive system
of Customs Valuation based on the price actually
paid or payable for the imported goods. Based
on the “transaction value”, it was intended to
provide a fair, uniform and neutral system for
the valuation of goods for customs purposes,
conforming to commercial realities.

1.6. The new Agreement: The Tokyo Round
Code was replaced by the WTO Agreement on
Implementation of Article VII of the GATT 1994
following conclusion of the Uruguay Round.
This Agreement is essentially the same as the
Tokyo Round Valuation Code and applies only
to the valuation of imported goods for the
purpose of levying ad valorem duties on such
goods.

I1. Customs Valuation and Practice
2.1. Basic principle: Transaction value

The Agreement stipulates that customs valuation
may, except in specified circumstances, be based
on the actual price of the goods to be valued,
which is generally shown on the invoice. This
price, plus adjustments for certain elements listed
in Article 8, equals the transaction value, which
constitutes the first and most important method
of valuation referred to in the Agreement.

2.2. The 6 Methods

For cases in which there is no transaction value,
or where the transaction value is not acceptable
as the customs value because the price has been
inaccurate as a result of certain conditions, the
Agreement lays down five other methods of
customs valuation, to be applied in the prescribed
hierarchical order. Overall the following six
methods are considered in the Agreement: The
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sequence of methods 4 and 5 can be substituted
at the request of the importer (not, however, at
the discretion of the customs officer). Moreover,
the Agreement contains provisions for special
and differential treatment of developing
countries and for technical assistance. Since this
Agreement is an integral part of the single WTO
undertaking, all WTO Members are Members of
the Customs Valuation Agreement.

2.2.1. Method 1 - Transaction value

Definition of transaction value: The price
actually paid or payable is the total payment
made or to be made by the buyer to or for the
benefit of the seller for the imported goods, and
includes all payments made as a condition of
sale of the imported goods by the buyer to the
seller, or by the buyer to a third party to satisfy
an obligation of the seller.

Conditions to be fulfilled: The customs value
is the transaction value if all of the following
conditions have been fulfilled:
sale, no restriction on the disposition, not
subject to additional conditions, the sale or price
not be subject to conditions or considerations,
payment extraneous to the imported goods, no
part of the proceeds of any subsequent resale,
disposal or use of the goods by the buyer,
sufficient information for adjustments, sufficient
information available to enable the specific
adjustments to be made, buyer and seller not
related, otherwise, the buyer and seller not
related, but even if so, the use of the transaction
value acceptable if the importer demonstrates
that: the relationship not influence the price, or
the transaction value closely approximates a test
value.

2.2.2. Method 2 - Transaction value of
identical goods (Article 2)

evidence of

The transaction value is calculated in the same
manneronidenticalgoodsifthegoodsare:thesame
in all respects including physical characteristics,
quality, and reputation; produced in the same

RG3

country as the goods being valued; and produced
by the producer of the goods being valued.
For this method to be used, the goods mustbe sold
for export to the same country of importation as
the goods being valued. The goods must also be
exported at or about the same time as the goods
being valued.

2.2.3. Method 3 - Transaction value of similar
goods (Article 3)

The transaction value is in
the same manner on similar goods if:
goods closely approximating the goods being
valued in terms of component materials
and characteristics goods which are capable
of performing the same functions and are
commercially interchangeable with the goods
being valued goods which are produced in the
same country as and when the producer of the
goods being valued. For this method to be used,
the goods must be sold to the same country of
importation as the goods being valued. The
goods must be exported at or about the same
time as the goods being valued.

2.2.4. Method 4 - Deductive value

calculated

Deduction of value from the price of the greatest
aggregate quantity sold: The Agreement
provides that when customs value cannot be
determined on the basis of the transaction value
of the imported goods or identical or similar
goods, it has been determined on the basis of
the unit price at which the imported goods or
identical or similar goods are sold to an unrelated
buyer in the greatest aggregate quantity in the
country of importation. The buyer and the seller
in the importing country must not be related and
the sale must take place at or about the time of
importation of the goods being valued.

2.2.5. Method 5 - Computed value

Definition: Production cost and profits and
expenses: Computed value, the most difficult
and rarely used method, determines the customs
value on the basis of the cost of production of
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the goods being valued, plus an amount for
profit and general expenses usually reflected
in sales from the country of exportation to the
country of importation of goods of the same
class or kind. Computed value is the sum of the
following elements:

Production cost = value of materials and
fabrication: The cost or value of materials and
fabrication or other processing employed in
producing the imported goods. Materials would
include, for example, raw materials, such as
lumber, steel, lead, clay textiles, etc.; costs to
get the raw materials to the place of production;
subassemblies, such as integrated circuits; and
prefabricated components which will eventually
be assembled.

2.2.6. Method 6 - Fall-back method

Definition: Customs value determination
based on “reasonable means consistent with
the principles and general provisions of the
Agreement, Article VII GATT and on the basis
of available data”.

When the customs value cannot be
determined under any of the previous methods,
it may be determined using reasonable means
consistent with the principles and general
provisions of the Agreement and of Article VII
of GATT, and on the basis of data available
in the country of importation. To the greatest
extent possible, this method should be based
on previously determined values and methods
with a reasonable degree of flexibility in their
application.

2.3. Special and differential treatment:

Delay of application of the Agreement for five
years for developing countries: Article 20.1
allows developing country Members, not party
to the Tokyo Round Code, to delay application
of the provisions of the Agreement for a period
of five years from the date of entry into force of
the WTO Agreement for the Member concerned.

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, Ro¥

Delay of application of the computed value
method for three years following the application
of all other provisions of the Agreement

Article 20.2 allows developing country
Members, not party to the Tokyo Round
Codes to delay application of the computed
value method for a period not exceeding three
years following their application of all other
provisions of the Agreement. In practice, this
means that developing country Members, not
party to the Tokyo Round Code, can delay the
computed value method a total of 8 years.

2.4. Extension of the transition period:
Paragraph 1 of Annex IIl of the Agreement
allows developing country Members for whom
the five-year delay in the application of the
provisions of the Agreement provided for in
Article 20.1 is insufficient to request, before the
end of the five-year period, an extension of such
a period, it being understood that the Members
will give sympathetic consideration to such a
request in cases where the developing country
Member in question can show good cause.

2.5.Reservations to retain established
minimum values: Paragraph 2 of Annex III
provides that developing country Members may
make a reservation to retain an already-existing
system of officially established minimum values
on a limited and transitional basis under such
terms and conditions as may be agreed to by the
Committee (even though minimum prices are
prohibited under the Agreement).

2.6.Reservation against Article 4: Paragraph 3
of Annex IIl allows developing country Members
the right to make a reservation permitting them
to refuse the request of importers (allowed under
Article 4 of the Agreement) to reverse the order
of the deductive and computed value methods.

Special application of the deductive
method: Paragraph 4 of Annex III allows
developing country Members the right to value
the goods under the deductive method even if
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the goods have undergone further processing in
the country of importation, whether or not the
importer so requests.

2.7. Technical assistance: Under Article 20.3
developed country Members shall furnish, on
mutually agreed terms, technical assistance to
developing country Members that so request.
On this basis, developed country Members shall
draw up programmes of technical assistance
which may include, training
of personnel, and assistance in preparing
implementation measures, access to sources
of information regarding customs valuation
methodology, and advice on the application of
the provisions of the Agreement.

inter alia,

2.8. Institutions

Committee on Customs Valuation: The
Agreement establishes a Committee on
Customs Valuation composed of representatives
from each of the Members for the purpose of
affording Members the opportunity to consult
on matters relating to the administration of the
customs valuation system by any Member or the
furtherance of the objectives of the Agreement.

2.9. Technical Committee on Customs
Valuation:
Agreement also establishes a Technical

Committee on Customs Valuation under the
auspices of the World Customs Organization
with a view to ensuring, at the technical level,
uniformity in interpretation and application
of the Agreement. The responsibilities of the
Technical Committee include advising on
specific technical matters as requested by
Members or by a panel in a dispute.

II1. Conclusion and Recommendations

a. Clearly implementing the Valuation
Agreement in the context of
programs to modernize customs is
a key priority for the IMF and the
country itself because of both the

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, R4

revenue implications and the benefits
associated with trade facilitation.

b. Coordinating technical assistance in
customs reform and valuation reform
is a challenge and has become an
urgent task. If the local administrative
capacity is particularly weak, the use
of private services in technical areas
may be appropriate. These services
should also be integrated into an
overall customs reform program.

c. Simplification of procedures, selective

examination and verification,
modernization of the customs
legislation, internal controls

and management systems, and
computerization are crucial areas
for customs reform. Some of these
technical areas might benefit from
the involvement of PSI companies.
Modernizing the customs legislation
in order to outdated
provisions, which sometimes lead to
complicated procedures giving scope
for malpractice.

eliminate
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Banking in Local Levels: Challenges

Background

With only four local levels remaining for
reaching bank branch, it seems that the
government has successfully implemented its
policy of at least one commercial bank at each
local level. Furthermore, it also seems that Nepal
Rastra Bank has successfully implemented the
Government's policy by managing a commercial
bank at each local level. Financial access seems
to be achieved on a larger scale and a bank
account for every citizen seems to be widely
successful.

A study done by Bose (1998) indicates
that majority of the small cultivators in the
less-developed countries are not regarded as
creditworthy by the formal financial institutions
and are, therefore, forced to borrow from
moneylenders operating in the informal credit
market, resulting in a vicious cycle of debt trap.

Hasanbanu (2004) studied the customer
service in rural banks. He found that the rural
customers are not aware of the purpose for which
loans are available and how they can avail them.
Customers generally do not know the complete
rules, regulations and procedures of the banks
because the bank personnel do not take interest
in educating their customers. The case fits for
Nepal as well, where the banking practice has
been recently introduced in Nepalese remote
regions.

A study by Rutherford (1998) indicates that

* Assistant Manager, Rastriya Banijya Bank
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capacity of the poor of Bangladesh to save is
surprisingly high. For the past so many years,
innovative forms of financial service have
been developed successfully by micro-credit
institutions, bringing manifold benefits to
millions of rural people and, at the same time, it
has brought profits to micro-credit organizations.
There are several issues of collateral that exists
in these regions which does not meet criteria of
the banking norms, and then acts as restriction.
People still use traditional credit based system
across.

Challenges

However, the impressive story has a darker side
as they say - the grass is greener on the other
side. The operation of banks in remote regions
has certainly increased financial access and
promoted financial literacy at a larger scale. It
has made banking transactions access throughout
every local level too. But, there certainly are a
range of challenges that banks have been facing
while operating in remote regions.

Security Concern

The primary challenge that these remote banks
face is security itself. Banks should be secured
enough - but how secure are these banks
established in remote regions? Security Guard
companies pay almost the same amount to the
guards working in remote regions and city areas
- who would want to work on remote regions for
the same price and then? Inexperience security
guards are a primary concern in remote regions.



oluTeT INC db JAAR

&& 31l afdoicaa f[adurg

The buildings of the bank don't need to be nearby
police stations around. Police stations could be
kilometers away from the bank's building. In
such a situation, if anything happens - it could
take time for the police personnel to appear
thereby.

The next important challenge under security
that these remote banks have been facing is
during fund transfer. Banks should manage
fund transfer from district headquarter, or their
nearby branch which could be far away, and
banks should come across big forests, lonely
places around.

Physical Infrastructure

The next major challenge that these banks
established in remote regions should face is
regarding physical infrastructure. Unlike city
areas, if the Internet goes down - the technician
will have to come from distant places, and if
the device is to be changed; he should wait for
the next few days. The normal route of banks
like End of the day, regular transactions will get
severely affected. Again, there lies a huge issue
of transportation. A calendar will be received
a month after the new year begins, and during
monsoon - the entire flow will be under a
huge impact. Other assets building like an iron
cage, fire extinguisher refill will be of a huge
challenge. So, if a chair gets damaged - it's not
easy as going to the market nearby and replacing
it. Remote banks have problems with buildings
as well. They don't get cemented buildings
easily.

Profit Making Challenge

Had these banks got the option, they certainly
would not open up branches at local levels.
Simply, to fill up the objective of Government
- they are being made. These branches are
real loss-maker for banks. Thanks to other
commercial branches who cover up the loss,
and make the bank on profit. These branches
are established in such places where there might
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not even be any sort of business. With all the
hilly lands, without any road, the mortgage is
difficult to be accepted. Who would risk such
lands where the roads might be built any day?
So, strong loan disbursement is a real challenge
in these regions. Not just loss, these branches
are a contributor to high expenses as well. It's
just that they gain Government Transactions of
Gaupalika to acquire some deposits, else deposit
would have been an issue too. A sad side, that
barely anyone cares.

Staff Retention

Staff retention is the next challenge. A normal
banker gets a forced leave of 15 days, followed
by a casual leave of 12 days. It will take two
to three days for him to reach home from these
places. They get a certain extra allowance for
being in a distant land, but the leave days and
transportation cost would all summarize down
rather bringing negative results for them. High
living cost, and life without anything — there
won’t be anything to do during Saturdays. So,
why should staff stay in such places? In the
case of private banks, they switch to the next
bank right after their posting. Employees will
be less motivated to stay in places where there
are not basic requirements like health, education
for their child, transportation access, etc. They
should also face up weather challenges like
monsoon, winter, and summer and work for the
organization there.

Creation of Banking Habit

A major challenge that banks in such regions
should face is educating banking culture thereby.
People are so addicted to meter interest that
they don't want to save their money in banks.
When they get as high as 30% from investment
outside, why should they stick to 9.75% in
banks? They still prefer physical money than
their bank balance. They act as if loans are
some gifts of Government, and they should not
pay them back; banks with profits in Arabs can
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consider their loan anyway. Bankers in these
remote regions should face the challenge about
awareness of financial literacy to people around
from grass root level.

After educating a customer about mobile
banking, teaching him how to top up his phone
through it - he makes a call at midnight stating
- he forgot the password, so he wants me to
recharge his phone. The next customer comes
late night asking for his money deposited, as
he is in an emergency. A teacher hesitates in
depositing his money in the bank as he fears that
his signature might not be verified next time, or
the internet might not work when he would need
that money.

Conclusion

There is only one local level without a
commercial bank in Province 1. This is such a
place, where the Gaupalika works from district
headquarter - as there is no electricity access, no
telephone access, and no internet access. Efforts
are being made for smooth operation there, but
it's yet challenging. Banks have been operating
from such spaces where the staff has risked their
life even for a feasibility study. And hence, it's
not any cup of tea.

It's okay to expect financial access in every
remote region. It would also be impressive on
seeing insurance companies, broker companies
on every local level too. But, before that, the
level of arrangement in these remote regions that
the state has been making should be analyzed.
Why would financial institutions not go on those
regions, where profit can be further expected -
but only if infrastructure arrangements would
be prioritized by Central Government, State
Government and Local Government - things
would be relatively easy to move on.

Let us not forget the time when banks had
been in remote regions two decades earlier but

kksk
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had to wrap up right after the beginning of the
civil war. If everything is smooth, things can
go out fine — but who would risk if any such
fear occurs? There certainly lies big hope and
possibilities for banking in remote region —
but that should be well managed as well. The
decision circulated by Nepal Rastra Bank
has contributed a lot for financial access in
remote regions, and the local people have been
benefitted at larger scale. This module has
created a perfect proof of Financial Inclusion
in Nepal as well, where people have been
operating at such an impressive manner around.
It is now responsibility of Commercial Banks to
operate in full phase and further contribute in
the economy through better financial inclusion
around.
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Selected Macroeconomic Indicators

Annual Mid-Mar
2015/16 | 2016/17 | 2017/18 | 2018/19 | 2019/20*** | 2019/20 | 2020/21

Heading

A | Real Sector (growth rate and ratio in percent)

Real GDP at basic price 0.0 8.6 7.4 6.4 -1.99
Real GDP at producer's price 0.4 9.0 7.6 6.7 -1.88
Nominal GDP at producer's price 7.6 18.0 12.3 11.7 2.2
Gross National Income(GNI) 7.5 17.6 11.9 12.1 2.3

Gross National Disposable

Income (GNDI) 8.0 15.8 9.7 12.7 1.6
Gross Capital Formation/GDP 28.2 373 39.5 40.7 313
gg);s Fixed Capital Formation/ | e 71 356 | 354 | 333 315
Gross Domestic Savings/GDP 3.6 13.0 14.8 15.7 8.9
Gross National Saings/GDP 34.8 41.7 40.5 42.5 34.9

Gross Domestic Product (Current
Price) (Rs in billion)
B |Prices Change ( percent)

2608.2 | 3077.1 | 34559 | 3859.0 3943.7

CPI (y-0-y)® 10.40 2.70 4.60 6.02 478 6.70 3.02

Food CPI (y-0-y)® 10.20 -0.90 3.90 6.27 5.73 9.33 3.80

Non-food CPI (y-0-y)® 10.70 5.60 5.10 5.83 4.04 4.69 2.41

CPI Annual / Period Average 9.90 4.50 4.20 4.64 6.15 6.50 3.51

National Wholesale Price Index

(y-0-y)t 6.20 0.90 2.10 5.40 5.60 6.57 6.30

National Wholesale Price Index

Annual / Period Average 6.30 2.70 1.70 6.20 6.87 7.51 7.48

Salary and Wage Rate Index

(y-0-y)t 5.90 13.40 6.80 9.10 7.48 7.51 1.89

Salary and Wage Rate Index

Annual / Period Average 6.00 14.40 6.20 9.30 9.40 10.49 1.34
C |External Sector (growth in percent)

Export Growth -17.8 42 11.4 19.4 0.6 223 7.8

Import Growth 0.1 28.0 25.8 13.9 -15.6 2.6 2.1

BOP(-Deficit) (Rs. in billion) 189.0 82.1 0.96 -67.4 282.4 37.8 68.0

Current Account Balance (Rs.in | 004 | 01 | 2468 | -263.6 336 1197 | -1487

billion)

Workers' Remittances (Rs. in 665.1 | 6955 | 7551 | 8793 875.0 5012 | 642.1

billion)

Trade Balance (Rs. in billion) -703.5 | -917.1 | -1163.7 | -1321.4 | -1099.1 -849.3 | -863.2

gﬁ?ﬁ:ﬂ?alame withIndia Rs.in | 4275 1 5605 | 7674 | -855.2 -665.2 5144 | -564.1

Gross Foreign Exchange Reserves
(Rs. in billion)

Gross Foreign Exchange Reserves
(USD in million)

D |Financial Sector (growth and interest rate in percent)

Broad Money (M2) (y-0-y) 195 | 155 | 194 | 158 | 181 | 146 | 226

1039.2 | 1079.4 | 1102.6 1038.9 1401.8 1136.5 | 1436.5

9736.4 | 10494.2 | 10084.0 | 9500.0 11646.1 9595.7 |12366.9
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Annual Mid-Mar
Heading
2015/16 | 2016/17 | 2017/18 | 2018/19 | 2019/20*** | 2019/20 |2020/21

Narrow Money (M1) (y-o0-y) 18.5 13.1 17.6 8.6 17.8 8.1 22.4
Domestic Credit (y-o-y) 18.2 20.6 26.5 21.1 13.6 12.6 21.9
Claims on Private Sector (y-0-y) 232 18.0 22.3 19.1 12.6 14.6 18.9
Reserve Money (y-o-y) 4.6 20.1 8.1 -1.5 26.7 7.1 13.6
91-day T-bills Rate (annual 0.79 | 145 4.50 3.20 1.27 397 | 2.03
weighted average)
364-day T-bills Rate (annual 103 | 254 | 420 | 426 2.26 - -
wighted average)
Weighted Average Interbank Rate | o cox | g gqr | 2096+ | 452¢ | 035% | 435% | 126%
of Commercial Banks
Weighted Average DepositRate |3 5ex | g 156 | 649¢ | 660% | 601% | 677+ | 476*

of Commercial Banks
Weighted Average Lending Rate
of Commercial Banks
Base Rate 6.50* 9.90* 10.47* 9.57* 8.50* 9.45%* | 6.84%*

Total Deposits (Rs. in billion) 2016.8 | 2299.8 | 2742.1 3235.1 3839.7 3494.2 | 4260.5

BFIs Credit to Private Sector (Rs.
in billion)

8.86% 11.33*% | 12.47* | 12.13* 10.11%* 11.80%* | 8.73**

1656.9 | 1959.0 | 2399.8 | 2866.2 3209.8 3156.6 | 3769.7

NEPSE Index (Closing) 1718.2 | 1582.7 | 12124 | 1259.0 1362.4 1377.2 | 2458.5
Market Capitalization/GDP 83.9 70.3 47.7 45.2 47.6 45.6 85.9
E | Public Finance

Revenue Growth (%) 17.8 26.2 18.6 15.5 0.2 - 4.5
Expenditure Growth (%) 13.1 39.3 29.9 2.1 -1.5 12.9 -6.6
Domestic Debt (Rs. in billion) 234.2 283.7 390.9 453.0 613.2 440.1 717.5
External Debt (Rs. in billion) 388.8 414.0 525.4 594.6 806.1 654.05* | 870.8*
Revenue / GDP 18.6 19.9 21.0 21.8 21.3 - -
Recurrent Expenditure / GDP 14.2 16.9 20.2 18.6 19.9 - -
Capital Expenditure / GDP 4.7 6.8 7.8 6.3 4.9 - -
Domestic Debt / GDP 9.0 9.2 11.3 11.7 15.5 - -
External Debt / GDP 14.9 13.5 15.2 15.4 20.4 - -

* Weighted average of mid Jun-mid July

**  Weighted average of Mid Feb - Mid Mar

*#%  Real sector figures for 2019/20 are the preliminary estimates from CBS.
f Data as of Mid-July (Asar) in the annual column

#  Outstanding figure as of Poush (Mid-Jan) end
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Major Financial Indicators
as on Fagun End, 2077 (Mid-Mar, 2021)
‘ Class "A" ‘ Class "B" ‘ Class "C" Overall
A. Credit, Deposit Ratios (%)
1 Total Deposit/GDP 97.04 10.57 2.57 110.19
2 Total Credit/GDP 86.64 9.12 2.06 97.82
3 Total Credit/ Total Deposit 89.29 86.22 80.01 88.77
4 CCD Ratio* 77.25 77.68 67.37 77.05
5 Fixed Deposit/Total Deposit 47.24 53.92 56.20 48.09
6 Saving Deposit/Total Deposit 33.97 32.94 30.20 33.79
7 Current Deposit/Total Deposit 9.16 2.21 1.08 8.30
8 Call Deposit/Total Deposit 8.50 10.76 10.96 8.77
9 NPL/ Total Loan” 1.71 1.93 6.64 1.84
10 | Total LLP /Total Loan 2.09 1.74 8.70 2.19
11 Deprived Sector Loan/Total Loan $* 6.75 15.29 12.08 7.59
B. Liquidity Ratios (%)
1 ‘ Cash & Bank Balance/Total Deposit 8.10 7.99 12.52 8.19
2 | Investment in Gov. Securities/Total Deposit 15.51 10.42 15.79 15.03
3 ‘ Total Liquid Assets/Total Deposit 24.48 24.90 38.48 24.84
C. Capital Adequacy Ratios (%)"
1 Core Capital RWA 11.33 12.45 18.28 11.56
2 Total Capital/ RWA 13.75 13.51 19.81 13.86
D. Financial Access
1 No. of institutions 27 19 20 66
2 No. of Branches 4,632 1,069 256 5,957
3 No. of Deposit Accounts” 29,767,651 4,208,542 695,756 34,671,949
4 No.of Loan Accounts”™ 1,245,271 311,147 45,539 1,601,958
5 No. of Branchless Banking Centers” 1,685 - - 1,685
6 No. of Branchless Banking Customers” 201,676 - - 201,676
7  |No. of Mobile Banking Customers” 11,354,095 1,219,563 115,787 12,689,445
8 No. of Internet Banking Customers” 1,056,340 27,121 6,861 1,090,322
9 |No. of ATMs" 3,891 310 53 4,254
10 | No. of Debit Cards" 7,723,619 284,524 40,916 8,049,059
11 | No. of Credit Cards” 176,414 - - 176,414
12 |No. of Prepaid Cards” 55,617 - - 55,617
E. Interest Rate(%)
1 Wt. Avg Interest Rate on Deposit 4.68
(a) Saving 2.64
(b) Fixed 7.75
(c) Call 0.90
2 Wt. Avg Interest Rate on Credit 8.73

Note:
Bank balance includes money at call

Nominal GDP(At Producer's Price) for 2019/20 Rs. 3,943,656 million(Preliminary)
Negative core capital has been excluded in calculation of Capital Adequacy Ratios
$ 6 months prior Total Loan is taken to calculate Deprived Sector Lending Ratio

# Month end (last day) CCD ratio
" Data as on 2nd Quarter of FY2077/78 (2020/21)
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