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An Analysis of the Current Macroeconomic Strengths
and Challenges of Nepal

- Tula Raj Basyal*

Background

An analysis of the recent macroeconomic aggregates shows that the economy
of Nepal has been passing through a transitional phase, where the political
agenda has received the priority as a natural consequence of the significant
political developments evolving in the country over the past couples of years.
Because of the predominance of the non-economic factors, the task of putting
the economic agenda at the centre-stage of Nepal has been long over-due. In
addition to the continued presence and role of the structural factors that
characterize the underdeveloped features of the economy, the recent social and
ethnic tensions, frequent blockades of the vehicular traffic and the related
disturbances helped in further deteriorating the economic environment of the
country. Due to the absence of a normal environment, the functioning of the
macroeconomy produced mixed results.

Even under the trying circumstances that the economy has been encountering,
it is heartening to note that there have been positive indicators in some sectors
of the economy as evidenced by the strengths that are noted below. Except for
the slow economic growth and relatively higher inflation, the indicators in the
fiscal, monetary and external sectors have remained quite stable. Though the
macroeconomic situation remained broadly stable, the stability could not be
transformed into higher development outcomes as reflected in the weaknesses
that are noted below. Besides, the economic outlook for the immediate future
could not provide optimistic signals, thereby reducing the prospects of tapping
the investment opportunities of Nepal.

Senior Economic Advisor, Ministry of Finance.
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Increased resource mobilization with focus on the revenue mobilization,
priority on capital outlays, prudent level of fiscal deficit, and surplus treasury
position have remained the major features of the government budgetary
operations. Such a responsible stance of the fiscal policy even at the time when
the country is passing through a political transition has substantially helped in
stabilizing the economy. The article attempts to analyze the current strengths
and weaknesses of the economy so as to help formulate and implement
measures for raising the strengths and reducing the weaknesses. If the strengths
are not further consolidated and the weaknesses continue to persist, the
economic outlook for the future would become further unfavorable.

Strengths

1.

High revenue mobilization: The revenue figure reached Rs. 87.3 billion in
FY 2006/07 compared to the figure of Rs. 72.3 billion in FY 2005/06.
Revenue growth at 20.8 percent and revenue/GDP ratio at 12.1 percent in
FY 2006/07 in comparison to the 3.1 percent growth and the revenue/GDP
ratio at 11.2 percent in FY 2005/06 indicate improved revenue situation.

Controlled fiscal deficit/GDP ratio: Even in a difficult situation, the
government has been able to maintain the fiscal deficit/GDP ratio at 3.9
percent in FY 2006/07. If the domestic principal repayment is excluded, the
ratio would be 2.8 percent only.

Comfortable debt/GDP ratio: The outstanding debt/GDP ratio fell gradually
over the years and remained at 46 percent (foreign debt 32 percent and
domestic debt 14 percent) in FY 2006/07.

Surplus treasury position: Responsible treasury operations resulted in a
cash surplus of Rs. 3.0 billion in mid-July 2007 compared to an overdraft
of Rs. 1.1 billion in mid-July 2006.

Controlled monetary expansion: Narrow money (M1) and broad money
(M2) rose by 14.0 percent and 12.1 percent in FY 2006/07 in comparison
to the respective growth rates of 15.6 percent and 14.2 percent in FY
2005/06.

Sufficient foreign exchange reserve: Though the merchandise trade deficit
widened and the tourism receipts continued to fall short of the tourism
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payments at a large scale, the balance of payments recorded surplus and the
foreign exchange level remained at a comfortable situation, mainly
attributed to the remittance inflows that amounted to Rs. 100,1 billion in
FY 2006/07. The merchandise imports financing capacity of the foreign
exchange reserve level in mid-July 2007 (US$ 2.5 billion) was 10.3
months' imports equivalents.

Weaknesses

7.

10.

1.

Slow rate of economic expansion: Economic growth during the last four
years averaged 3.3 percent, with the growth rate remaining at 2.5 percent in
FY 2006/07.

Inflationary expectations still high: In FY 2006.07, the inflation rate was
6.4 percent, though slower than the rate of 8 percent in FY 2005.06.

Weak exports: The merchandise exports/GDP ratio fell gradually over the
years and remained at 8.4 percent in FY 2006/07.

Rising trade deficit: The trade deficit/GDP ratio witnessed an upward
trend, reaching 18.2 percent in FY 2006/07.

Low gross domestic saving (GDS): GDS as percent of GDP has been
below 10 percent which means that the production and the productivity
levels of the economy need to be improved to attain a higher GDP level in
order to raise the GDS so as make the development financing sound and
sustainable over the longer-term.

Macroeconomic Targets for FY 2007/08

12.

Macroeconomic targets: For the current FY 2007/08, the budget has
targeted both the GDP growth and the inflation rates at 5 percent. The
fiscal deficit/GDP ratio has been projected at below 5 percent. The
monetary policy has projected the growth rates of M1 and M2 at 14 percent
and 15.6 percent respectively. The balance of payments surplus for the year
is projected at Rs. 8 billion. These targets are in conformity with the
requirements for the macroeconomic stability.
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Conclusion

Structurally, the economy of Nepal is fragile, the economic environment is not
favorable, the performance of the economy is weak and the development
indicators are unfavorable. The export sector has been weakening and the net
tourism earning has remained in negative. The economy has mainly been
characterized by a period of political transition and uncertain economic
environment on account of the predominance of the non-economic factors in
the economy. Supply factors and constraints in supply management have, at
times, threatened the goal of price stability.

Though there was sluggish output growth and higher inflation that portrayed
symptoms of stagflation, the macroeconomic stability even in such a difficult
period was not under threat, mainly because of the prudence in fiscal
management and the overall surplus situation in the external account
Especially, FY 2006/07 unfolded some symptoms of optimism in the form of
increased resource mobilization by the government though the deployment of
these resources for their optimal utilization could not occur as desired due to
the constraints and challenges faced by the spending units of the government.
Remittance became the major source of external sector receipts though the
export shortfall and negative trends in the net tourism receipts exhibited
symptoms of weaker external competitiveness of the economy. The reduced
external competitiveness of the economy, though made up by the remittance
inflows, exhibited the structural deficiency of the economy.

So, implementation of measures aimed at attracting investment and deploying
resources toward export sector, employment generation, infrastructure
development, promotion of economic growth, and expansion of other
productive purposes remains the main economic agenda. Mobilization of
greater amount of resources and their optimal deployment combined with the
appropriate policy framework becomes essential to foster macroeconomic
prudence and stability so crucial for attaining a higher level of sustained
economic growth and contributing substantially to the objective of poverty
reduction. The current year's budget has envisaged some important measures
toward these ends.

%



I FUT G

Rural Finance Policy Reforms in Nepal

6

- K.K. Pradhan*

Introduction

Nepal, a landlocked country, with a population of around 25 million, has per
capita income of $310 (2006). The majority of population is rural- based
(almost 90%) and the incidence of poverty is highly prevalent in rural areas
(56%). According to the latest (second) national living standard pattern survey
(2004), 30.84 percent of the population lives below the poverty line. Based on
a survey of living standards in 1995, the National Planning Commission has
defined the poverty line at Rs. 4,404 (which is nearly US$ 67.00 in 2007, July).

The remittance by migrant labor has been the major contributor in bringing
down the poverty level by nearly seven percentage points during the past five
years, which was 38 percent at the beginning of the 10" Plan (2002-2007).

Nepal’s GDP growth rate in the past few years could not remain attractive,
showed very poor performances. The agricultural sector is still a major
contributor to GDP (38.9%). However its growth rate during the past three
years remained at around 2 percent, which is much lower than the projected
APP (Agricultural Perspective Plan-2015), which is at 3-5% per annum.
Therefore, the most important challenge confronting policymakers is to
transform slow-moving agricultural sector into fast-moving sector so as to
improve the nation’s overall economy. This is where rural/micro finance can
be an effective tool to improve the Nepalese agricultural sector. It is a proven
fact that micro-finance has helped in improving financial status of poor people,
hardcore poor people in particular.

Chairman, Micro Finance Training and Research Institute (MIFTARI).
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Agricultural sector is still not commercialized in Nepal and due to
mountainous topography of the nation; essential infrastructure (road,
electricity, irrigation, communication equipments etc.) are not available
sufficiently in order to boost agricultural development. This has further led to
the absence of financial activities in the rural sector. The insurgency problem
that took place in the past decade had further eroded the smooth development
of financial system in the rural areas.

The situation is going to be more serious in the Tarai region due to the unrest
developed since last year. This would further distort the supply of micro
finance services in the rural areas. In this context, it is imperative to have peace
and security for smooth financial growth as well as sustainable financial
service delivery.

Institutional Rural Financial Base in Nepal and The Role of Central Bank

Nepal’s banking and financial sector have emerged drastically after the
restoration of democracy in 1991. Presently, there are 20 commercial banks 35
development banks, 11 micro finance development banks, 75 finance
companies, 17 financial cooperatives, 47 financial intermediaries NGOs doing
limited banking activities. These institutions are licensed by the central bank
(Nepal Rastra Bank) under three different legal frameworks, viz: Banking and
Financial Institutions Act-2006, Financial Intermediary by NGOs Act-1998
and Cooperative Act 1992.

The central bank of Nepal, Nepal Rastra Bank (NRB), established in 1956 is
responsible for monetary stability, foreign exchange management, maintaining
stability in payment system, banking development as well as responsible for
the regulation and supervision of banks and financial institution. NRB has been
proactive since its inception in developing rural financial system. In this
regard, NRB has played direct role in promoting Rural Financial Institution
(RFIs). The establishment of Agriculture Development Bank of Nepal (ADB-
N) in 1968, the single largest development bank in agriculture and rural
finance; five regional /rural banks (established 1991-1996) can be cited as its
direct involvement in rural finance. Besides promoting RFIs, NRB has also
played significant role in developing rural financial activities so as to help
strengthen credit delivery services to the productive sector in rural areas.

Easy access to re-finance of the central bank on agricultural and rural sector,
low bank rate in rural and agricultural re-finance, minimum capital

iz



I FUT G

requirement for the establishment of rural bank, contribution to the Rural Self-
Reliance Fund (RSRF) out of its profit; are some of the examples of the central
bank’s direct and active participation in rural finance. Such role of NRB is
regarded as unique but praiseworthy among the central banks of the Asia-
pacific region. In the past decades, there were limited financial institution and
the financial system was also not liberalized. Therefore NRB acted as a
development catalyst to improve rural financial system in Nepal. Presently,
Nepalese financial sector has been liberalized and there is no control over the
determination of interest rates from the central bank. However, majority of the
poor people still do not have access to formal financial institutions.

Advocates of the modern central banks (including Asian Development Bank),
project views that the central bank of the 21* century should not be involved in
development/micro-finance, but instead should focus on monetary
management, supervision and price stability. This notion has its own logic, but
it is equally true that there is no single prescription for a central bank’s role.

The Central bank can affect the financial system and assist in appropriate
allocation of resources through its monetary policy stances. In this context,
NRB has taken various policy stances in the improvement of rural finance
sector.

Reforms in Rural Financial System

Reforms in rural financial system were initiated in 1956 by the government
with the formation of a number of savings and credit groups under a
resettlement program launched in Raptidun valley. Legal framework called
“Co-operative Act 1963 was enacted and co-operative rules were formulated.
This provided a legal basis for the registration and operation of multi-purpose
co-operatives. During that period, co-operatives were seen as an important
vehicle for rural saving mobilization and credit delivery. Separate bank for the
co-operatives known as Co-operative Bank was set up in 1964 which later
merged with ADB-N.

Though by 1976, altogether 1059 such co-operatives were registered; the co-
operative movement could not gain public confidence. As a result, these co-
operatives (including the Co-operative Bank) suffered from financial and
managerial problems as well as political interference.
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After the democratization in 1991, co-operatives movement got momentum.
The new Co-operative Act was formulated in 1992. There are 8660 co-
operatives (as of Mid-Apr 2007) in operation. Out of this, 2957 are savings and
credit co-operatives where women single-handedly run more than 500 co-
operatives. The formation of women co-operatives is the result of “Production
credit for rural women (PCRW)” and “Micro-credit project for women
(MCPW)” launched by Nepal Rastra Bank with a loan assistance from IFAD
and ADB-Manila.

NRB had started providing licenses to co-operatives and NGOs for limited
banking transaction in order to help promote rural/micro finance. But many
legal constraints arose thereafter and NRB stopped giving licenses to co-
operatives. This policy of NRB has further led the government to take
initiatives in policy formulation. Various committees have been formed by the
government under the chairmanship of the then minister of agriculture and co-
operatives and a member of the planning commission to streamline the
constraints associated with co-operative activities. The committees have
submitted their reports and the amendment on Co-operative Act is under
consideration.

The savings and credit co-operatives in Nepal are major rural community-
based institutions that mobilize savings and provide credit to its members.
These institutions were found efficient even in the insurgency scenario
prevalent in the past in Nepal.

Based on the Nepalese topography and rural based economy the Community-
based Organizations (CBOs) having people participation can sustain in the
longer run. Thus, it is important to create an environment conducive to rural
finance delivery. There are more than 21,730 CBOs (Mid-Apr 2007) operating
in 66 districts out of 75 under the UNDP supported project- Decentralized
Local Governance Support Program (DLGSP).These CBOs can be utilized for
rural finance delivery in the remote and rural areas.

The government and the central bank’s role is to adopt safeguard measures in
strengthening rural financial institution and to provide assistance for capacity
building and institutional support through legal, regulatory, supervisory
framework and funding.

Nepal is moving towards enabling these institutions by formulating national
policy on micro- finance in near future. In this regard, the central bank and the
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government had repeatedly committed in the past to come out with a national
microfinance policy and this year also the government of Nepal has committed
in its current year budget speech that the policy would be announced within
this fiscal year (2007-2008). The formulation of national micro-finance policy
has been the major concern in the policy sector reform on microfinance for the
past four years.

NRB has adopted (since 1974) mandatory credit policy requirement to
commercial banks to channel resources to the poorer sector. Under this
scheme, commercial banks were required to invest a minimum percentage
(5%) of their total deposit into this sector. Initially known as small sector and
supervised credit which later named as Priority Sector Credit Program (PRSP)
under which the banks were required to invest 12% (9% in priority sector and
3% in deprived sector) of the total credit. Starting from the year 2002-2003,
out of the 12 percent mandatory credit requirement for commercial banks 9
percent requirement has been phased out by July 2007.Thus, there will be no
more priority sector credit requirement to commercial banks from Mid-July
2007. However, the credit requirement under the name of Deprived Sector
which is 3 percent of the total credit will remain continue in order to smoothen
the rural credit supply. The phasing out policy in the PRSP was suggested by
the World Bank, under the ongoing Financial Sector Reform Program. The
objectives as intercepted by the policy reformers, however, could not be
achieved during the phasing out period. The banks were expected to invest into
this sector on volunteer basis.

Under the deprived sector policy, commercial banks are required to finance
poorer and weaker sector of the society either by themselves or through other
micro-financial institutions. The commercial banks, however, are reluctant to
make investment in deprived sector beyond the stipulated requirement as it is
not lucrative business to them. Also, rural finance is a costly affair to the
commercial banks in comparison to other types of commercial lending. Some
commercial banks without rural branches prefer to pay penalty to the central
bank for not meeting the minimum 3% requirement than to invest in the
deprived sector. Such unfair practices go against the central bank’s objectives
of channelising resources to the poorer sector.

After the priority sector phased out, more than five hundred thousand

borrowers of the small sector are now deprived of the rural financial services.
This is a severe threat to the policy-makers.
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Asian Development Bank has estimated a credit demand of Rs.18 billion per
annum in Nepal where the supply of credit is estimated around Rs. 5 billion.
Thus, there is a demand-supply gap of Rs.13 billion which is too difficult to
meet particularly after the phasing out of the priority sector.

A major breakthrough in the case of resource mobilization for rural finance
was the granting of license for limited banking operations to ADB-N in 1984.
As a result of this policy intervention, ADB-N has now become the third
largest institution in deposit mobilization (25 percent of the total deposits).
Before that, ADB-N's resources were limited to loans received from the
government and the re-finances from Nepal Rastra Bank.

ADB-N is still contributing more than 50% in development finance despite the
presence of many development banks in the country. The ADB-N has also
converted into “A” class financial institution, i.e. commercial bank from June
2006. This has further led the rural finance sector in great dilemma. As a
commercial bank, ADB-N may not involve in rural financing as in the past.

The establishment of rural development banks in all five-development regions
is another important step towards improving rural and micro finance. These
banks were established between the periods 1992-1996 with the major equity
shares (68.5 %) of Nepal Rastra Bank. This has improved the micro-finance
services to the deprived people; particularly in the Terai (plain) region of
Nepal. Also, another four micro-finance development banks in the private
sector have been established following the grameen system of micro-finance.
Apart from this there are four wholesale financial institutions (organized and
semi organized) in microfinance sector. Rural Self Reliance Fund, Rural Micro
Finance Development Center, Sana Kisan Bikas Bank and National
Cooperative Development Bank are involved in wholesale microfinance
activities including of some limited capacity development activities to MFIs.

The above mentioned 9 micro-finance development banks are catering to more
than 354,000 women in the rural sector (as of Mid-July 2006). During the past
thirteen year these banks have been able to mobilize Rs. 600 million as group
savings. The total loan disbursed during the past thirteen years amounted to
Rs.21.48 billion and the total amount repaid during that period is Rs. 18.58
billion and the net outstanding as of Mid-July 2006 is Rs. 2.9 billion.

The government-owned rural development banks have encountered financial
problems due to overstaffing and other managerial problems as well as
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political interference. To overcome such problems, NRB had initiated a 15
points restructuring program for these banks in the year 2001. The 15 points
restructuring program included recapitalization to replenish the accumulated
losses, management reforms and privatization of profitable banks as the major
points.

After the restructuring, two out of five rural banks became profitable as well as
privatized. But due to the current insurgency problem, one of the rural banks
operating in the far-western region has further deteriorated its financial
position leading to an almost 160% negative capital net worth. Two rural banks
have marginally improved their financial position but still couldn’t covered
their accumulated loses. The major reason behind such losses is because of the
huge provisions to be maintained by these banks as per central bank’s
regulation introduced in 2003.Moreover, the central bank recently announced
to divest its all stakes from the existing rural banks indicating that there will be
no more financial stake in any financial institutions according to the new Nepal
Rastra Bank act 2002.

Agricultural Development Bank of Nepal (now ADBL)) was way ahead of
others in initiating innovative approaches in rural finance. It has started small
farmer’s development project (SFDP) in 1975, which was targeted to the
marginal and rural farmers. SFDP is now being converted into Small Farmer’s
Co-operatives Limited (SFCL).

SFCL is a co-operative, which is wholly owned, managed and operated by the
members of SFDPs. The conversion of SFDP into SFCL is a new concept in
rural finance. It has also gained people confidence and support. A separate
institution called Small Farmer’s Development Bank (SFDB) has also been set
up in 2001 with major equity (67%) of ADB-N. The SFDB is a wholesale
micro-finance bank for the SFCLs, which also provide support for capacity
building. This system has further enhanced the existing rural finance services
in the country.

Government of Nepal (GoN) has setup a corpus fund called Rural Self
Reliance Fund (RSRF) with a capital of Rs. 10 million in the year 1991 to
provide wholesale loan to community-based organizations like saving and
credit co-operatives and NGOs in the rural area. The GoN has time and again
allocated funds to the corpus fund which is now increased to Rs. 40 million.
Presently, micro-finance department of Nepal Rastra Bank is managing RSRF.
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NRB had, in the past, also provided 5% of its net profit to RSRF each year,
until the fiscal year 2004-2005, to strengthen the rural finance service delivery.

NRB, until Mid-July 2007, used to manage a number of micro-credit projects
funded by multi-lateral donor agencies so as to improve wholesale funding to
MFIs. For example, Micro-Credit Project for Women (MCPW), Production
Credit for Rural Women (PCRW), Poverty Alleviation Project in Western
Terai (PAPWT), Third Livestock Development Project (TLDP) and
Community Groundwater Irrigation Sector Project (CGISP) are some of the
micro-credit projects managed by NRB. Apart from these, NRB has set up a
wholesale micro-finance development bank called Rural Micro-finance
Development Center (RMDC) in 2000 to manage loan received from ADB-
Manila under Rural Micro-finance Project.

Recently, in its monetary policy for the year 2007-2008, the NRB has indicated
to re- introduction of the “deprived /directive sector” credit requirement to
other financial institutions such as development banks and finance companies
in line with the existing Deprived Sector Credit requirement for the
commercial banks. If this is introduced, the rural financial institutions would
definitely be benefited in getting resources for on lending to micro/rural
finance activities. In light of the on-going Financial Sector Reform Program in
Nepal, this policy may not be palatable to donor agencies like the World Bank
and ADB-Manila as they had already prescribed against of such policy in the
past.

Conclusion

Since 1974, NRB has been proactive in creating an environment for rural
finance delivery system. In this context, NRB has played a significant role
either directly or indirectly for the supply of rural credit. It has also introduced
prudential regulation with effect from May 2003 for micro-finance
development banks. Minimum paid-up capital requirement for establishing a
micro-finance bank, capital adequacy, requirement, loan-loss provisioning,
liquidity requirement, regulatory returns, resource mobilization limit and good
governance are some of the areas for prudential regulation.

As the microfinance business is totally different from the commercial banking,

it is wurgently needed to formulate a separate legal framework for
accommodating all rural/micro finance businesses.
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The challenges ahead for the government and Nepal Rastra Bank in the field of
rural/micro finance is to make this sector more sustainable, profitable and
commercially viable as well as accessible to the rural and poor people.

As the incidence of poverty is more severe in rural and mountainous areas and
due to lack of financial institutions in those areas; it is imperative to mobilize
rural-based community organization like Savings and Credit Co-operatives and
Village Banks.

The future of rural /micro-financial institutions has become more vulnerable in
the present context of social/political unrests in most parts of the Tarai region
of Nepal. Unless this issue is solved, no prudent policies can work effectively.
Thus, it is the central bank that can promote rural financial system to increase
the supply of rural credit as well as mobilize savings from the rural sector and
the role of all political parties (responsible eight parties) is to address and
solved the issue sooner the possible. More than 95 percent microfinance
activities are now concentrated in the Tarai region. Moreover, the most
important aspect of rural finance is how to integrate the government’s rural
development programs with micro-finance services in order to help eradicate
poverty.
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WTO and Developing Countries: Benefits and
Challenges

- Chintamani Siwakoti*

Introduction

The membership of the World Trade Organization (WTO) for developing
countries is still burning global issue. There are certain benefits for developing
countries provide by WTO agreements. However, it is very challenging for
them to get the membership due to not having appropriate infrastructures and
resources. The prospects of opportunities and their weakness make them ask
whether or not they accept their involvement into the WTO for world trade
practices. This paper analyzes the best strategies: either the developing
countries should be indifferent and totally silent, or they should oppose joining
to a certain extent, or they should actively participate in the WTO expedition.

After World War II, the most powerful countries in the world, the USA and
Great Britain started a discussion on fair trade among the countries in the
world. There were some problems in international trade in the different areas
like quantitative restrictions, subsidies, export taxes, state trading, higher tariff
rates etc., those which had to be minimized for fair and clear trade among the
countries. In this connection in 1945, 17 countries signed a multilateral
negotiation for the reduction of tariffs and other barriers to trade and
established the International Trade Organization (ITO). The ITO prepared a
draft agreement on tariffs and trade, which was signed by 23 countries on
October 30™ 1947, and then a legal institution, the General Agreement on
Tariffs and Trade (GATT), started to take the responsibilities on fair trade
instead of ITO. GATT was the result of many barriers and restrictions on trade
in different sectors such as quotas, subsidies, internal taxation & regulation,
labor and employment, freedom of transit, countervailing duties, antidumping

Director, Nepal Rastra Bank, Public Debt Management Department.
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and restrictive business practices. To eliminate those barriers GATT conducted
several Rounds under its fundamental principles. There were Eight Rounds in
GATT from Geneva (1947) to Uruguay (1994), mostly devoted to continuing
the process of reducing tariffs (http://internationalecon.com).

Despite its provisional nature, GATT handled only multilateral instrument
governing international trade. The member countries presented their voice
repeatedly about other barriers related to trade, thus resulted the establishment
of the World Trade Organization (WTO), when 125 countries signed a
negotiation in April 15, 1994. The WTO has functioned legally from January
1, 1995 as a formal International Institution ratified by member governments.
It has a mandate to extend beyond the traditional GATT role negotiations
related to trade about goods and services, intellectual property rights,
multilateral agreements etc. The secretariat of WTO is located in Geneva,
Switzerland. Currently there are 150 members (as of January 2007) including
32 least-developed countries. There are currently 50 least developed countries
on the United Nations list of which 32 nations are categorized as the least
developed countries (http://wto.org).

WTO has inherited the following Principles

1. Most- Favored Nation Treatment: The principle of non-discrimination is
a fundamental tenet of the international trading system. Under this theory
there is no discrimination among member countries or between imported
and domestic product. According to Article 1 of GATT Agreement, “No
country is to provide special trading advantages to another or to
discriminate against it. All are one and on an equal basis, and share the
benefits of any moves towards lower trade barriers.”

2. National Treatment Principle: There is no discrimination between the
products either imported or domestic. According to Article II, “Once goods
have entered a market; they must be treated not less favorably than the
equivalent domestically produced goods.”

3. Anti Non-Tariff Barriers Principle: According to this principle, if
protection is given to domestic industry, it should be only through customs
tariffs but this rule is to make an extent of protection clear and quantifiable
by limiting fees and charges other than tariffs to the approximate cost of
the services. Treatment given to marks of origin must not be discriminatory
and should be consistent with protection of the consumer.
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4. No Quantitative Restriction: Quantitative restrictions on the importation
and exportation of products are prohibited. The partial restriction “quota”
system should be eliminated.

5. Tariff Concession Principle: Countries once make an agreement with
negotiated tariff concession schedules, referred to as bindings. Tariffs and
other trade restrictions may not be increased again. It may only be reduced
or eliminated through scheduled, unilateral, or mutually negotiated further
trade liberalization. The commitment for negotiating lower tariffs may-
raising barriers further.

6. Help to less Developed Countries: Providing more time to adjust to
agreements and greater flexibility as well as special privileges for building
the infrastructure. The sectors such as Agriculture, textiles and clothing,
intellectual property, rules of origin, procurement, services, government,
financial services, telecommunications, and environments etc. sector
should be included in the especial agreement.

7. Dispute Settlement: Under GATT, the procedure for settling disputes has
no fixed timetables. It was complex and inconclusively. However, WTO
emphasizes promptly settling of any dispute. WTO rulings are
automatically adopted unless there is a consensus for rejection, countries
can take their grievances to the judicial court.

Major Code of WTO

The WTO code is aimed at eliminating discrimination of government
regulations relating to international trade in goods & services and decreasing or
eliminating barriers to the flow of such international trade. This objective is
mainly concerned with to the economic theory of comparative advantages and
the political theory of the transnational economic rights of the individual. The
WTO code is focus on national trade barriers that are the causes of trade
distortion, mainly the classification of trade barriers. The classification may
rank such as quantitative restrictions, tariffs, discriminatory practices, non-
tariff barriers like customs procedures, unfair trade practices and trade related
aspects of other measures, for example intellectual property rights and
investment protection. The following points highlighted by Qurseshi, in his
book “World Trade Organization” (1996).
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Marks of Origin: The determination of the origins of a particular product
should be necessary to ascertain the source of a product arising in the
application of code to trade on a non-preferential basis. The determination
of rules of origin is mainly concerned with the context of non-preferential
trade relations between member countries.

Pre-Shipment Inspection: Pre-shipment inspection refers to the activities
carried out by private sector companies in the territory from where the
goods are exported. It verifies the quality, quantity and price of goods to be
exported.

Import Licensing: Import licenses should be necessary for the import of a
particular products, should follow the general disciplines in relation to
import.

Freedom of Transit: Goods are allowed to transport freely through a
member country, if the goods in transit are not to be subject to customs
duties. Any charges and formalities in connection with transit that are
authorized are to be applied on a non-discriminatory basis.

Subsides: A financial contribution directly or indirectly by a government
or public body within territory of a member, and any support from income
or price resulting in an increase of exports of a decrease of imports and to
provide benefit to the recipient are prohibited. Some subsidies relating to
research and development are normally used by developing countries as
technical assistance for their industrial and export development.

Dumping: The practice of dumping is a price discrimination phenomenon.
Products by private parties entered into the economy of another state at a
price below its cost price or domestic price is known as dumping. It is
defined as the sale into the market of another member of a product at less
than its normal value. Dumping is not it prohibited, but it creates certain
anti-dumping measures particularly to ensure that the anti-dumping
response itself does not act as a trade barrier, which cause injury or
retardation to the members.

Agriculture: Agriculture is the main priority area of WTO, which has
some waivers to general trade regulations. The Agreement on agriculture
provides for a free market orientation by securing the dismantling of
barriers to trade in the agriculture field. Direct subsidies and other facilities
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should be provided to agricultural products on export performance in the
area of customs, price, licensing, quantities restrictions, and tariff
concessions. Special treatments given to developing countries in
implementation of requirement on overall tariffs are to be reduced by an
average of 36% by developed countries over a period of six years and 24%
by developing countries over a period of ten years. No reductions are
expected from least developed countries.

Textiles and Clothing: The multi-Fiber Agreement is to be achieved in the
textiles and clothing sector. The agreement contains few permanent
substantive norms for the regulation of international trade in textile and
clothing arrangements, unilateral quantitative restrictions and other
measures are to be phased out over a ten-year period.

Intellectual Property: According to Article 27.3 (b) local communities do
not allow to use their own systems of protecting their seeds, plant varieties
etc. Intellectual property rights protection is seriously being threatened.
Local control should be eliminated.

10 benefits of WTO System:

1. WTO system helps to keep international peace

2. WTO system helps to resolve the disputes peacefully and
constructively

3. WTO system based on rules rather than power makes life easier for
all

4. WOT system gives consumers more choice, and a broader range of
qualities to choose from

5. WTO system enhance free trade that reduces cost of production,
and ultimately lower the cost of living

6. WTO system generate national and personal income by lowering
trade barriers

7. WTO system can create more jobs through economic growth

8. WTO principles make the system economically more efficient, and
they cut costs

. WTO system shields governments from narrow interest
10. WTO system encourage good government
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WTO Benefits to Developing Countries:

Since joining the WTO, developing countries are playing an increasingly
important role in international trade and investment. According to Sally, (2000,
winter),

“Since 1980, their share of world manufactured exports has doubled
from 10 to 20 percent. Over a third of foreign direct investment
(FDI) goes in their direction, up from 14 percent in the late 1980s.
According to world banks projections, their shares of world trade
and output could roughly double to 50 percent, respectively, by
2020.”

Economic globalization: The policy reformed in the 1980s & 1990s was the
embrace of international economic globalization by many poorer parts of the
world. It gradually raised awareness and appreciation of globalization’s
advantage to allocate resources efficiently through specialization and
technology transfer. They reaped the attendant benefits of productivity and
higher growth. Some countries in East Asia, Latin America, and Eastern
Europe have liberalized their trade and investment extensively with
macroeconomic stabilization, privatization, institutional reform, and internal
price liberalization. The multilateral trade negotiations and agreements have
formed part of national strategies of external liberalization to the less
developed world. The new round of WTO negotiations could well be a pillar of
redoubled efforts in this direction. Since the launch of the Uruguay round,
more than 60 developing countries have unilaterally lowered barriers to import
(Sally, 2000).

Market excess opportunities: The multilateral rules serve an important
domestic political and economic function. The main benefit to developing
countries is promised that of better market access opportunities to the markets
of larger countries particularly developed countries. They may be benefit from
exporting their textiles and agricultural products to the huge US market.
Developing countries will get some concessions in market access opportunities
for their products.

Productivity & higher growth rate: The concept of ‘special and differential
treatment’ (S&D) serves the interest of the many newly independent countries.
According to http://internationalecon.com “the argument behind S&D was to
provide protection to the developing countries also created the principle of
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“non-reciprocity” to avoid engaging in reciprocal reductions of trade barriers in
order to protect their infant industries” However, some of the developing
countries such as South Korea & Taiwan achieved greater economic growth by
attractive larger market to firms from the developed countries.

Developing countries have certain rights: Developing countries status in the
WTO brings certain rights. There are, for example, provisions in some WTO
agreements, which provide developing countries with a longer transition period
before they are required to fully implement the agreement and the technical
assistance. In the case of developing countries, the technical assistance is
available through the technical co-operation division for drafting &
compilation of country report.

Dispute Settlement: Over the period of GATT, developing countries were
largely exempt from its rules and obligations. Consequently, a small club of
developed countries ran the show and did not take the interests of developing
countries seriously. But the developing countries played an active role in
Uruguay Round in many negotiating areas. After the Uruguay Round a
significant block of developing countries was broken down and now there is a
far better position to play a more proactive role in shaping their future course.
Less developed countries are mostly small compared with the large trading
nations. They are highly dependent on trade and international economy. As
such, the protection of a well functioning system of the international trading
rules of the WTO is especially important to them. The WTO provides some
specific rights of less developed countries like right to market access to export,
and rights the arbitrary and selective protection by the powerful developed
countries the Uruguay Round provide a legal binding dispute settlement
mechanism.

Potential benefit from e-commerce: The developing countries are taking the
potential benefits from e-commerce under WTO provision through export
expansion with a substantial pool of skilled labor, and working capacity near
the frontier of computer technology. For example India has already benefited
in a big way from e-commerce application by over invested in higher
education. Developing countries are far behind developed countries in terms of
information-technology they can now skip several stages of technological
development through developed countries had to go. Although all countries
have benefited from the opportunities offered by Internet, developing countries
stand to gain more it than developed countries (Panagariya, 2000).
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Challenges for Developing countries:

There are so many difficulties and challenges to developing countries caused
by WTO. Today WTO is critics by global consumer, labor, environmentalist,
human right activists, fair trade groups, AIDS activists, animal protection
organizations, and women organizations etc. from different corner of the
world. The Uruguay Round was criticized by developing countries as it
promotes economic re-colonization of developing countries that have recently
gained political independence and tariff escalation creates natural resources
exploitation in poor countries. The environmental threat and tariff escalation
strongly access to cheap raw materials, which discourages further
industrialization developing countries. One of the commonly used yardsticks to
measure the success of the WTO is the volume of world trade. The benefits of
world trade are not widely shared among the countries. For instance, the LDCs
represent 20% of the world’s population, but they generate a mere 0.03% of
the trade flows. (Kwa, 1998)

Lack of resources & expertise: Due to lack of expertise to the limited
financial and human resources, most of the developing countries feel uncertain
about the probable consequences and economic costs, which they would have
to bear upon implementation. Because of a lack of information and the Internet
power imbalance, many developing countries rejected negotiations with a view
of minimizing the negative effects and containing the damage, rather than to
maximize their economic benefits. According to Chadha et. al. (2000), “Many
least developed countries confront resource constraints that prohibit active
participation in WTO processes.” Due to poverty they do not have bargaining
leverage or the technical staff to shape trade rules in their favor in the WTO.
Developing countries have not sufficient recourse to anti dumping and
countervailing duties. For the full implementation of an established anti—
dumping and countervailing procedure appears to have significant
administrative costs. (Chadha, et.al, 2000). According to Gopinath (2000,
February), “Developing countries contend that they are unfairly targeted by
antidumping laws, such as those often used by the US, and burdened with
restrictive quotas on clothing & textiles”

Many developing countries do not have current account convertibility so that
ordering goods by internet from abroad is not a practical option except for the
large firms, due to them not having access to the balance of foreign exchange;
even countries such as India and Nepal have current account convertibility; but
not capital account convertibility. Individuals do not have ready access to
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10 common misunderstanding about WTO

Misunderstandings Understanding how the system works
1. WTO dictates | 1. WTO does not tell governments what to do and how
policies? to conduct their trade policies. Decisions taken in
WTO are negotiated, accountable and democratic.

2. WTO Blindly for | 2. WTO is not for free trade at any cost. It all depends

trade at any cost? on what countries want to bargain.

3. WTO Ignores | 3. WTO is not only concern about commercial

development? interests. This does not take priority over
development. Sustainable development is a principal
objective. Creating jobs reduces poverty.

4. WTO is Anti | 4. Under WTO, commercial interests do not take

green? priority over environmental protection. Many
provisions take environmental concerns specifically
into account.

5. WTO is Anti|5. WTO does not dictate to governments on issues such

health? as food safety, and human health and safety. Safety
concerns are built into the WTO agreements.

6. Wrecks jobs ? 6. WTO does not destroy jobs or widen the gap
between rich and poor. Trade can be a powerful
force for creating jobs.

7. Smaller countries | 7. Smaller countries are not powerless in WTO. They

kick out? would be weaker without the WTO. The WTO
increases their bargaining power.

8. Tool of lobbies? 8. WTO is not the tool of powerful lobbies. The system
offers governments a means to reduce the influence
of narrow vested interests. Governments can use
WTO to resist lobbying

9. Weak force to|9. Weaker countries do have choice. They are not

join? forced to join the WTO. Countries willingly want to
join. Smaller countries have won dispute cases
against rich countries.

10. Undemocratic? 10. WTO is not undemocratic. Decisions are made by

consensus. Every country has its own voice, and
every country has to be convinced before it joins a
consensus.

Source : http//-wto.org
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foreign exchange. This situation limits importing goods and services through
Internet. Also many developing countries have not sufficient electronic means
of payment and credit cards are virtually non-existent. In this case, if products
are ordered or services delivered by Internet, the payment must be made by
conventional means. It slows down the completion of transactions and
tentatively reduces the potential benefits. In many developing countries,
Internet access is also expensive and unreliable. (Panagariya, 2000)

Decrease national revenue: According to the WTO provision all the member
countries should eliminate tariffs in many product categories like tea, coffee,
coca beans, fresh vegetables, metal ores, cotton, gold, diamond etc. These
commodities represent a substantial export income for the developing
countries. It reduces the annual national income of developing countries. Under
the WTO rules, once a commitment has been made to liberalize a sector of
trade it is impossible to reserve in the future.

Undermines local development & penalize poor countries: The MFN status
treats all WTO member countries equally. Developing countries have no
option to protect domestic industries by some subsidies. It is very difficult to
survive such domestic industries in a global competition. Local policies aimed
at rewarding companies who hire the local people, use domestic materials, or
adopt environmentally sound practices are essentially illegal. Generally, this is
unfair for poor countries and against local development.

Tramples over labor & human rights: The WTO prioritizes trade and
commercial considerations over all other values. So it is not a transparent and
democratic organization. Its rules are written by and for corporations with
inside access to negotiations. Other things like environmental, human rights,
consumer, and labor organizations are ignored; even requests for information
are denied. It refused to address the impacts of free trade on labor rights. It
consistently violates international labor conventions. Many developing
countries that actively enforce labor rights such as Mexico, contend that labor
standards constitute a “barrier to free trade” and competitive advantage of
cheap labor.

Destroying environment: The WTO activities are against environmental
protection. For example, the first WTO panel ruled that a provision of the US
Clean Air Act, requiring both domestic & foreign producers alike to produce
cleaner gasoline, was illegal. It declared the provision of Endangered Species
Act was illegal that requires shrimp sold in the US to be caught with an
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inexpensive device allowing endangered Sea turtles to escape. The WTO
negotiation also would eliminate tariffs on wood products increasing the
demand for timber and escalating deforestation.
(http://www.globalexchange.org)

Increasing in-equality: The Trade Related Intellectual property Rights
(TRIPs) also a subject of debate. According to http:// internationalecon.com
“Developed countries have instead that TRIPs play a large role. This hurts
those developing countries, which cannot afford patents and rely on
unauthorized coping of developed countries intellectual property for their
“leapfrogging” development strategies. Developed countries control over 90%
of the world’s patent”

Free trade is not working for the majority of the world. The UNDP reports that
the richest 20 percent resources while the poorest 80 percent consume only 14
percent. The WTO is enhancing this trend by opening foreign investment and
making easier for production to go where the labor cost is the cheapest.

Undermines national sovereignty: The WTO has essentially replaced
national governments with an unaccountable, corporate-backed government. It
is creating a super-national court system that has the power to levy big fines on
countries to force them to comply with its rules. Under the WTO, no
government can act in the public interest.

Conclusion:

Achieving membership of the WTO and playing an active role in the
international trading system is the main challenging issue for each developing
country. Developing countries have some important benefits under WTO
provisions. They will be benefited more from potential gains through the WTO
than from traditional market agenda, an insistence on special and differential
treatment and reciprocal exchange of liberalization and e-commerce and
technology transfer etc. On the other hand, they do not have sufficient
resources and infrastructure to apply WTO provisions. Their lack of means and
weakness create them a greater challenge to compete with advanced
international market. Although there are some problems, they do not stay
indifferent or silent being a member of world economy. Thus the problems
relate to short term and increase short run cost but the benefits are concerned
with long term and sustainable development. Even though the economic theory
of comparative advantage shows there is not adequate economic welfare,
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developing countries should enter into WTO expedition to utilize the world
trading opportunities according to the political theory of transnational
economic rights of the individual. But the mechanisms to facilitate co-
operation & joint action should be developed. There must include a willingness
to reduce the treat of contingent protection especially anti dumping. The US
domination should need end and the agreement of agriculture; textiles, TRIPS
and dispute settlement need correction in favor of developing and least
developed countries. WTO should consider its priority to development needs
of all members.
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A Glimpse on South Asian Free Trade Area

S

- Shiba Devi Kafle*

The South Asian Free Trade Area (SAFTA) is a parallel initiative to the
multilateral trade liberalization commitments of SAARC member countries. It
has come into force from 1 July 2006, with the aim of reducing tariffs for
intraregional trade among the SAARC members. It has been agreed that for the
South Asian countries, Pakistan and India will eliminated all tariffs by 2012,
Sri Lanka by 2013 and Bangladesh, Bhutan, Maldives and Nepal by 2015.

Although South Asian Association for Regional Cooperation (SAARC) was
formally setup in 1985, the issues of economic cooperation were kept outside
its purview. In early 1990's there was a surge in regional arrangements. The
experience of the growth and consolidation of various regional blocks brought
to fore the realization that core economic areas need to be brought within the
scope of SAARC activities. Based on the recommendation of SAARC study on
Trade, Manufactures and Services, the Committee on Economic Cooperation
was set up and commitment was made to initiate cooperation in economic
areas initially in trade and thereby to formulate an agreement on an
institutional framework for trade liberalization among SAARC countries. In
this way, a framework agreement on South Asian Preferential Trading
Arrangement (SAPTA) was finalized and signed in 1993 in Seventh Summit
held in Dhaka in 1993. The SAPTA Agreement came into force in December
1995. Since then three other rounds were concluded and tariff concessions
were exchanged on around 5000 products. However, there was no substantial
trade under SAPTA. Therefore, the idea of creating a free trade area in South
Asia was generated. Consequently, a group of expert was formed to develop a
wok programme for moving SAPTA to SAFTA. The Agreement was signed on
6 January 2004 during 12th SAARC Summit. The Committee of Experts

Director, Nepal Rastra Bank, Research Department.
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concluded negotiations in December 2005 and SAFTA came into force on 1
January 2006. However, there was a delay in commencement of trade
liberalization programme due to procedural requirement for ratification of the
Agreement. It was therefore agreed that tariff reduction programme would
commence on 1 July 2006. At the same time it was agreed that time frame for
reduction of tariff would remain unchanged.

Salient Features of the Agreement on SAFTA

While looking at the SAFTA agreement, following features can be observed
within it:

Trade Liberalization Programme

As the SAFTA came with the concept of trade expansion within the region,
trade liberalization has been the crucial element of the agreement. Accordingly,
all products except the products under sensitive lists would be reduced to 0-5%
within the time frames agreed for least developed countries (LDCs)' and Non-
LDCs”. When the agreement was concluded, Afganistan was not the SAARC
member. The Agreement provides different timeframe for tariff reduction by
LDCs and Non-LDCs. Non-LDCs are required to reduce their tariffs for the
products of LDCs within shorter period. They are required to reduce their
tariffs applied on 1 January 2006 to 0-5% among themselves within seven
years. Thus, Non-LDCs are required to reduce tariffs on the products other
than products under sensitive lists for LDCs to 0-5% within 31 December
2008. Sri Lanka is considered as the Non-LDC. However, being very small, it
has obtained such time frame with one extra year. For Sri Lanka, the period is
31st December 2008 to 31st December 2013.

In this regard, there is a SAFTA Committee of Experts to review the non-tariff
barriers in its regular meeting with a view to eliminating them or making them
non-restrictive. LDCs are required to reduce tariffs on the products other than
the products under sensitive lists to 0-5% within 31 December 2015 as per
following schedule:

! Bangladesh, Bhutan, Maldives and Nepal
? India, Pakistan and Sri Lanka.
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Sensitive Lists

There is a provision of maintaining of sensitive lists under SAFTA agreement.
The items under sensitive lists are not subject to tariff reduction programme.
Moreover, the sensitive list will be different for LDCs and non-LDCs.
However, there is a special provision that three countries, namely, Bangladesh,
India and Nepal will maintain different sensitive lists for LDCs and Non-
LDCs. Likewise, the LDCs maintain longer sensitive lists than the Non-LDCs.

Sensitive Lists among the SAFTA Members

Country For Non-LDCs For Non-LDCs
Bangladesh 1,254 1,249
Bhutan 157 157
India 865 744
Maldives 671 671
Nepal 1,335 1,299
Pakistan 1,191 1,191
Sri Lanka 1,079 1,079

Non-Tariff and Para-Tariff barriers’

The SAFTA agreement is compatible with the international trade
organizations. For example, all quantitative restrictions, which are not
permitted under GATT 1994, shall be eliminated. With respect to other non-
tariff measures and para-tariff measures, the countries have to notify the
measures to SAARC Secretariat on an annual basis and SAFTA Committee of
Experts has to review the non-tariff and para-tariff barriers in its regular
meeting with a view to making recommendation for their elimination or
making them non-restrictive.

Rules of Origin

Rules of origin are most important aspects of any free trade area. The rules of
origin agreed under SAFTA are general in nature. In other words, one criterion

3 Non-Tariff and Para-Tariff barriers are charges on imported goods instead of, or in addition
to, a tariff to increase the costs of imports. Non-tariffs mean any measure, regulation, or
practice, other than “tariffs”. Para-Tariffs mean border charges and fees, other than "tariffs",
on foreign trade transactions. Such tariffs are levied to restrict imports.
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applies for all products. SAFTA Rules of Origin requires that a product must
undergo sufficient processing to enjoy the preference under SAFTA. Such
rules apply for changing the tariff heading from the non-originating inputs
(imported raw materials). Value addition shall be calculated as percentage of
fob value. Value addition requirement is lower for Sri Lanka’ and LDCs,
which is 35% and 30% respectively. To avoid fraudulent practices, detailed
operational certification procedures have been adopted.

Institutional Arrangement

In order to monitor the implementation of SAFTA agreement two bodies
namely SAFTA Ministerial Council and Committee of Experts have been
established. SAFTA Ministerial Council (SMC) comprising Commerce/Trade
Minister of member countries is the highest decision making body of SAFTA.
The Council meets once in a year or more often. SMC will be supported by the
SAFTA Committee of Experts (COE) comprising senior trade officials of
member countries, which will meets once in every six months.

Mechanism for Compensation of Revenue loss

As mentioned earlier, there would be a massive reduction in the customs duty
in order to facilitate trade within SAARC region. Obviously, there would be
the revenue constraint to the LDC governments. Therefore, a mechanism has
been established to compensate the revenue loss to be incurred by the LDCs
due to the reduction of tariffs.

The compensation will be in cash and partial. Such compensation will be the
maximum of 5% of the customs duty collected from SAARC import in 2005.
Compensation will be available for 4 years only. However, there is a special
provision for Maldives. For this country, compensation will be available for six
years).

Technical Assistance for LDCs

Under SAFTA agreement, there are provisions for technical assistance for
LDC:s at their request. Areas of technical assistance are as follows:

* Although Sri Lanka is Non-LDC, it has obtained some special facility for being small
country.
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* Capacity building (Trade related)

* Development and improvement of tax policy and instruments

* Customs procedures related measures

» Legislative and policy related measures, assistance for improvement of
national capacity

+ Studies on trade related physical infrastructure development, improvement
of banking sector, development of export financing

Safeguard Measures

For the protection of domestic industry from possible injury because of the
increased preferential import, there is a provision of partial or full withdrawal
of preference granted under SAFTA for a period of maximum 3 years.
Safeguard measures cannot be applied against the product of LDCs if the share
of import from an LDC of the product concerned in total import of importing
country is less than 5 percent.

Consultations and Dispute Settlement Procedures

There is specific article on dispute settlement mechanism with specific time
table. Bilateral consultation shall be held within 30 days upon a request made
by any member. If dispute cannot be settled through bilateral consultation, the
matter will be referred to the COE for its recommendation within 60 days. The
COE may consult with a panel of experts for peer review. Any decision of the
COE can be appealed to SMC for its decision within 60 days. The decision of
the SMC will be final.

Conclusion

SAFTA has come to enhance the trade among SAARC countries. In view of
the debate regarding the WTO negotiations, the importance of the regional
trading arrangements has increased. It is obvious that trade among countries
within the region becomes cheaper. Similarly, favourable trade environment
increases economic activities within the region. This helps increase
employment, income, demand and living standard of people leading to further
enhancement in the economies. However, there should be very deep concern
that the potentials of production with comparative advantage of member
countries should not be ignored. Rather, there should be an encouragement and
support of any kind including financial support in the beginning and there by
market access. Moreover, SAFTA should also have the concern about the
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investment matter. There should be specific arrangements which facilitate and
encourage the investors to invest among SAARC countries.
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Branch Management-An Experience

- T.B. Chand*

Introduction

The first branch appointment is perhaps the most crucial stage of a manager’s
career. The moment he steps over the threshold on his first morning he must
start actively running the branch. His responsibilities to bank and customer
begin then, not at some future, unspecified time of choosing—and he must be
prepared for them. If the new manager lays down good foundations, he will be
able to build a solid career upon them and achieve the strong, quiet confidence
which is the hall mark of the professional. The branch manager should be well
educated and adequately trained for his role. There is no room in banking today
for unqualified personnel at managerial level, whatever case was in the past.
The average business customer expects professionalism from his bank and
indeed it is the quality of its professional management that will set one bank
apart from another.

Basis Principles for Running a Branch
Impartiality

The need for impartiality is obviously a major requirement in bankers. The
bank must show no personal preferences —be they political, racial, religious or
social. All customers providing they are honest are of value to a bank: credit
balances are the life blood of banking. The branch manager must be aware at
the outset that he must have no favorites so far as business dealings are
concerned, although he will undoubtedly get on better with some customers
with others.

Assistant General Manager, Sanima Bikash Bank.
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Charges

The branch manager’s prime task is to make profits for his bank and must
therefore negotiate the best possible terms for the bank. This means he should
set out to make the same charges for similar transactions across the whole
spectrum of his customer base and not favor one customer with lower charges
than others —unless there are good business reasons for so doing. Rates of
interest and commission charges are discussed by customers outside the bank
and the manager who acts in a biased way can damage his future business
prospects.

Lending

The daily payment of cheques and negotiations with customers for borrowing
facilities will dominate the life of the branch manager. The situation in
different branches does varies but it is not uncommon for him to have four or
five lending interviews each day and he will need to devote a fair time to the
payment of cheques presented in the clearing. There is a long history in
banking of managers being removed from office for failing to perform their
lending activities satisfactorily-bankers who were often conscientious and loyal
to their bank, but who ultimately failed to control their lending effectively. The
reasons for such failure include the reluctance to say ‘no’, lack of basic lending
knowledge, faulty perception, inability to ask the right questions, falling for
plausible stories without establishing the true facts, neglecting to ask for or to
take security when necessary, and an inadequate response to early sign of
weakness in the case of existing loan and advances.

Customer Relationship

The banker-customer relationship falls into two parts: the legal, which
conditions the actions that both parties may legally take in business with each
other, and the physical, which can depend on the manager’s “marketing
approach’. At this point we are concerned with the latter part of the
relationship. Banking is a service industry and branch manager must take
positive steps to ensure staffs are helpful and attentive to the needs of all
customers. Branch manager should be capable enough to initiate the deals with
new relationship and nurture the relationship further. He should be customer
centric.
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Dealing with Queues

Standards of service in a bank must come from the top. Managers must
frequently emphasize that only the best will do and should discipline a member
of staff when their behavior is not of reasonable standard. The branch manager
cannot, of course, see queues forming when he is in his room and so must
make a point of being around the general office regularly. He must be firm will
all concerned the first time an unnecessary queue is seen to have formed and he
will always need to keep an eye on the situation.

Keeping Cool

Branch managers must be aware of the need to keep their tempers in provoking
circumstances and to ensure that staff keep theirs. Customer adopting an
unreasonable attitude and passing disparaging remarks about the branch
manager or a member of his staff can be a real test of patience. But angry
words over the counter will do the bank’s image no good whatsoever.
Similarly, heated arguments in the branch manager’s room are to be avoided at
all costs. Curbing their temper will not only enable managers to think more
clearly but will enable them to put the bank’s position more effectively once
their customer’s temper has run its course.

If the customer is smiling at the end of an interview during which his request
for an advance has been turned down the manager has achieved a great deal!

Summary

The overall objective of the branch manager is to carry out his role displaying a
confident, impartial approach and firmly resolved to have a sound lending
policy and a high quality of service to customers. Such an attitude will ensure
optimum profitability and that he obtains job satisfaction and eventual
promotion.
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Non-Performing Loan and Its Management

-

-—

\!__.-

- Matrika Ojha*
Background:

Credit expansion is one of major function of banks and financial institutions.
Banks and Financial Institutions are unable to earn profit whereas they cannot
pay interest and dividend to their depositors and shareholders without credit
expansion. In Nepalese financial system, about 40 to 60 percent of net profit is
derived from interest income. So credit management has a crucial importance
in the banks and financial institutions.

Interest income from loan and advances is a major source of income by which
banks manage its operating expenses, interest expenses and dividends. If loan
and advances became Non-Performing Loan (NPL), then banks and financial
institutions have to face financial difficulties. Bank can not draw any figure as
interest income unless paid by creditors where as provision is required for such
unpaid amount. In this way, debit side of Profit and Loss Account increases
and credit side decreases which decrease the amount of profit. So, banks
should have a strong system for credit management. However, adopting a good
credit management system, some loans show the sign of problem with the
passage of time due to various reasons. Based on the health of the loan, the
loan should be classified as per directives and regulation issued by Nepal
Rastra Bank. Loan whose due date exceeds 90 days is called non-performing
loan. These loans should be managed very carefully in order to avoid a huge
loss for Bank and Financial Institution. So credit management is another
important function of banks and financial institution.

Non-Performing Loan:

Generally, loan and advance are considered to be non-performing when
principal or interest is due and unpaid for 90 days or more. The classification

Jr. Assistant, Nepal Bangladesh Bank Limited, Birgunj Branch.
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of loan may vary from country to country as per the requirement of their
banking system. Most of the countries have classified loans into four
categories: good, sub-standard, doubtful and loss. This is the best international
practice. Under this classification, the entire loans except good are considered
as non-performing loan. Nepalese financial system has adopted the same.
Dividing the total amount of non-performing loans by total loans derives the
ratio of non-performing loan (NPL).

NPLs in Nepalese Banking System:

The overall scenario of NPLs of Nepalese banking system indicates that the
level of NPL is still at the higher level. However, the trend of NPL is in
decreasing trend except some banks. The NPL of Nepalese banking system
(registered in NRB excluding micro credit development bank) is around 13.11
Percent (Rs. 29262.07 million) as on mid July 2006.

Table 1: NPLs of Nepalese Banking System
as at mid-July 2006
(Rs. In Million)

Total Non Performing NPL

Loans Loan (%)
Commercial Banks (Class A) 188308.81 26777.51 | 14.22
Development Banks (Class B) 7756.40 410.31 5.29
Finance Company (Class C) 27078.95 2074.25 7.66
Totals 223144.16 29262.07 | 13.11

(Source: Banking and Financial Statistics, Vol. 47 published by NRB)

The percent of total loans and non-performing loan as on mid July 2006 are
presented by the following figures:

Total Loans of class A,Band C Non Performing Loan of class A, B
Financial Institution and C financial Institution

1% 7%

o, 12% O Commercial Banks
3% (Class A)
EDevelopment Banks
(Class B)
DOFinance Company
85% (Class C)

92%
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Commercial Banks alone still held the dominant position on financial system.
Commercial banks accounted 85 percent of total loan and 92 percent of total
non-performing loan of the entire financial system as on Mid July 2006. So the
NPL in commercial banks have significant effect on overall financial system of
a country. The following table shows the no performing assets of different
commercial banks as on mid July 2006.

Table 2: Non-Performing Loans of Commercial Banks

as on mid July 2006
(Rs. In Million)
1S.N. Banks Total NPL (In Rs.) | NPL (In
Loans %)

1. | Nepal Bank Limited 12879.22 3233.90 25.11
2. | Rastriya Banijya Bank 27158.89 12313.84 45.34
3. | Nabil Bank Limited 13278.78 165.98 1.25
4. | Nepal Investment Bank 13171.54 302.94 2.30

Limited
5. | Standard Chartered Bank

Nepal Limited 9206.28 195.17 2.12
6. | Himalayan Bank Limited 15939.63 978.69 6.14
7. | Nepal SBI Bank Limited 8232.11 520.26 6.32
8. | Nepal Bangladesh Bank 8478.77 1010.34 12.27

Limited
9. | Everest Bank Limited 10154.86 121.85 1.20
10."| Bank of Kathmandu 7542.75 190.17 2.52

Limited
11. | Nepal Credit & Commerce

Bank Limited 5914.44 65591 11.09
12. | Lumbini Bank Limited 4384.00 1401.58 31.97
13. | NIC Bank Limited 6657.38 173.09 2.60
14. | Machhapuchhre Bank 6068.90 16.99 0.28

Limited
15. | Kumari Bank Limited 6010.19 54.09 0.90
16. | Laxmi Bank Limited 4274.56 27.78 0.65
17. | Shiddartha Bank Limited 3869.28 51.84 1.34
18. | Agricultural Development

Bank Limited 25087.23 5320.001 2123

Total 188308.81 26770.42 14.22

(Source: Banking and Financial Statistics, Vol. 47 published by NRB)
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Table 2 exhibits that the majority of banks have lower NPL ratio, however,
some banks are still suffering by high NPL problem. Among them, the
Government owned banks NPA ratio is in worsen condition (very high
comparing to industry average). Although more than 50 percent of banks have
NPL lower than 3 percent seems a good position (below than international
level is i.e. 4%), the industry average is 14.22% because of government owned
banks whose NPL is about twice of industry average.

The commercial banks are categorized in four categories on the basis of their
non-performing loan ratio (NPL Ratio).

Table 3: Categories of Banks on the basis of their NPL

as on mid July 2006
Particulars No. of Banks
NPL as International Standard (0< NPL >4) 10
One digit more than International Standard (4< NPL >10) 2
Two digit up to industry average (10< NPL >14.22) 2
More than industry average 4

The table indicates that 10 banks are able to maintain their NPL international
standard. The number of banks having one digit NPL but more than
international standard are 2. Similarly, 2 banks have two digits NPL less than
industry average. Finally, 4 banks NPA is shown higher than industry average.

Causes of NPL:

As discussed above that near about 50 percent banks have higher NPL than
international standard, such NPL cannot be considered as good symbol of
banking system. The causes behind such higher NPL may vary some of the
major causes are as follows:

Ineffective Regulation and Supervision by NRB:
As a central bank, NRB is responsible for the regular regulation and
supervision to banks financial institutions. Due to ineffective supervision and

irregular follow up on some critical subject matter like NPL, the non-
performing loan of some financial institution is higher than industry average.
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Lack of Adequate analysis:

Adequate analysis is the essence of every project before providing loan and
advances. If management fails to analyze the expected performance, returns
and market risk of the project than generally such credit will be converted into
NPL in future. So a major cause of NPL in case of Nepalese banking system is
the banks are failed to conduct an appropriate and adequate analysis of every
loan proposal.

Lack of Effective Credit Policy:

Every bank must have its own credit policy containing the details of different
procedures and documents required for different types of credits. Due to lack
of such effective policies the volume of NPL increases.

Concentration of Corporate Finance:

Corporate finance includes credit to different industries and trades such as
tourism, hotels, manufacturing industries, import export and air lines. These
sectors are highly interrelated in some way with political and economic
situation of a country due to only single reason all these industries will be
derived into stressed situation which may raises NPL.

Lack of good governance:

In banking system good governance is a subject of crucial importance because
banks deals with the others fund i.e. depositor's fund. If credit is provided to
any person or organization with the motive of personal and financial benefits
of either staff or management then recovery of such loan is unthinkable.

Strategies to reduce NPL:

A major source of income for banks and financial institution is interest income.
If loan and advances are turned into NPL than bank may have to face liquidity
crunch, lower profitability or negative profitability and question arises to the
management team regarding their efficiency and ability. So, bank management
is responsible to reduce the NPL. The following strategies can be adopted to
reduce the NPL.
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» Credit policy, containing details of various procedures, document and
project appraisal for different types of credits, must be adopted and
implemented effectively.

» Effective appraisal, evaluation and monitoring of credit should be done;
marginally viable units should be identified.

» Additional finance to an ailing unit may be committed only after basic
viability of the enterprise also in the context of quality of management
is examined and confirmed.

» The System of obtaining financial follow up reports and stock
statement should be strictly implemented by bank.

» All irregularity reports should be submitted promptly and follows up of
advances is tightened by scrutinizing irregular reports, to detect early
symptoms of NPL.

» Personal contacts should be established with borrower and all the
developments are thoroughly discussed.

> Areas of deficiencies should be identified and corrective measures are
initiated and to protect banks interest.

Conclusion:

Credit expansion and credit management are interrelated functions of Bank and
Financial Institution. Without this function Bank and Financial Institution are
unable to earn profit. NPL are those loan and advances which interest are
unpaid for more than 90 days. Based on the health of the loan, the loan should
be classified as per directives and regulation issued by Nepal Rastra Bank. The
current scenario of NPL of Nepalese banking system is in decreasing trend.
NPL of Nepalese banking system is around 13.11 Percent (Rs. 29262.07
million) as on mid July 2006. Commercial banks alone still held the dominant
position on Nepalese banking system. The private sector banks have an
acceptable NPL whereas the government owned banks are still suffering from
higher NPL problem. The bullet causes behind this are lack of adequate
analysis, ineffective credit policy, irregular and ineffective supervision and
regulation by NRB, lack of good governance, concentration on corporate
finance and political & economic situation. If concerned authorities exercises
to solve these problems then bank and financial institution will be able to
decrease the NPL level
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