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GOVRNOR
FOREWORD

Theoccurrencs of global finacial criss haveexposed more complex maciimancial linkages in

the transmission mechanism of monetary policy. Thesv developmenthas shifted policy

Y I | SaMdntion towards financial stability. The growing global financial integration, financial
innovation and evolution of new financial productdong with massive use of electronic
technology in financial servicekave madeO Sy (i NI f job lewer| 810i& Ehallenging.
Deepening and broadening of the financial sector have created more financial risks and
vulnerabilities in theNepalesefinancial systemas well. Moreover, the presence of shadow
banking has added furr complexities in the financial system. Maintaining financial stability
requires an understanding of the key macroeconomic trends, banking system dynamics, and
sources of risk in the financial system. Revising monetary policy objectives and instsyment
strengthening regulation and supervision and implementing macroprudential measures as a
complement to monetary policy are also necessary to maintain stability in the financial sector.
Priority has to be given to identify all sources of risk and imbalatttatscan have systemic
implications for the financial stability of our country.

Nepal Rastra Bank has been entrusted with the responsibility of promoting and maintaining
financial stability in the country. In order to assess whether the financial mark@trferming
efficiently and effectively, it is necessary to have a deep look upon the behavior of banks, the
performance of financial system and the trend of financial soundness indicators and adopt the
warranted policy measures. Thus, preparing finanstability report can be a right way to better
understanding of overall performance and resilience of the financial system which would
ultimately contribute to maintaining financial stability.

In this context, it has been our regular practittepresent the Financial Stability Report to share
information and ensure transparency in the functioning of the financial system. For ensuring
financial stability, NRB has made some major policy arrangements, ashidgtrin economic
activities Some of these measwseinclude macroprudential regulations focused on ensuring
stable financial markets and initiation of riblased supervision. A risk management guideline has
been issued in order to make banks identify measures and monitor various risks inherent in the
banking sector. Likewise, problem bank resolution framework and toolkits, new supervision
Bylaws and manuals, among others are already in place to safeguard the financial system of

Vi
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Nepal. TIsreport highlights the assessment of risks and threats that cotfletathe Nepalese
financial system and the capacity of the system to withstand potential shocks. It also presents
the regulatory and supervisory developments, including the measures undertaken by the NRB to
ensure financial stability.

ThisReport, thirdin the series of such publicatiors prepared by Financial Stability U(RSUY

and Financial Stability Working CommittéeSWCunder the guidance of the Financial Stability
Oversight CommittegFSOC), which is chaired by senior Deputy Governor ofbtrik. This
assessment is based on the data of faidy 2013 unless otherwistated. Thigeport is divided

into five main chapters along with an executive summary. Chabtaresents global economic
and financial development. Chapt2deals with the domstic macroeconomic situation. Chapter

3 covers the developments and status of financial institutions and their impact on financial
stability. This chapter also presents the financial soundness indicators and stress testing
scenarios of commercial bank€hapter4 examinesthe current trend and developments the
financial markets. Finally, th#th Chapter discusses financial sector policies, including the macro
prudentialpolicy measures and payment and settlement system.

This publication has come owith the hard work of our staff and senior officials. In this context, |
would like to thank the FSOGSWCand the Bank and Financial Institutions Regulation
Department of this bank, particularly theSUfor preparing this report. | would like to offer my
special thanks to the officials d¥SU) notably Executive Director Mr. Bhaskar Mani Gnawali,
Director Mr.Purna Bahadur Khatri, Deputy Director Mr. Ramu Paudel, and Assistant Director,
Mrs. Mila Devi Barahi in bringing out this report in this form. | ldaaiso like to thank Director

Dr. Bhubanesh Pant of Research Department BegdutyDirector M. Krishna Gopal Shrestha of
Foreign Exchange Management Department for their valuable contribution to refine this report.

I hope this report will facilitate thgath of our financial stability effort and help to formulate,
implement and communicate monetary and financial stability policies in the days to come. This
report should also be useful for those interested in research on financial stability and
macroprudential policies and in the area of Nepalese financial economics.

Dr. Yuba Raj Khatiwada
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EXECUTIVE SUMMARY

Global Economic Development

1.

According to IMF'&Vorld Economic OutloofVEO, October 2013%dvanced economies
have been recovering while growth in enging economies has witnessed slowdown.
Emerging economies are facing dual challenges, slow growth and tight global financial
condition. The global economic growth is still sluggish.WE®hasrevised the estimate

of the global GDP growth for 2013 t@ 8.1 percent while it is projected to grow by 3.8
percent in 2014. Advanced economies have been estimated to grow by 1.2 percent in
2013 and 2.1 percent in 2014. In contrast, the neam growth outlook for the euro area

has been estimated to remain &0.6 percent in 2013 and 0.9 percent in 2014. Likewise,
growth in emerging market and developing economies has been estimated to expand by
5.0 percent in 2013 and 5.4 percent in 2014. The responsible factors for the slow world
economic growth has been thenfrastructure bottleneck, capacity constraints, slower
external demand, lower commodity prices, financial stability concerns, and in some cases,
weaker policy support, among others.

The Uhited Sates economyis estimated to rise by 1.2 percent in 2013 aRd. percent in

2014, mainly driven by consumption, net exports, housing recovery and supportive
financial settings. Likewise, the GDP growth is estimated at 2.0 percent in Japan whereas
in other advanced economies (excluding G7 and other euro areas cesinttie GDP
growth has been projected to be 2.3 percent in 2013 and 3.1 percent in 2014. Growth in
the euro area has been estimated to be held back by the very weak economies in the
periphery. Emerging market and developing economies are projected tanexma about

5.0 percent in 2014 on account of neutral fiscal policy and low real interest rate. Growth
estimates for the major euro area countries (France, ltaly and Spain) is estimated to
remain negative in 2013 except for Germany, which is estimatedaw by 0.3 percent.

In China, the GDP growth has been estimated to stay at around 7.8 percent both in 2013
and 2014, whereas in India, growth is estimated to be 5.6 percent in 2013 and 6.3 percent
in 2014. Among the South Asian economies, Bhutan achignetighest level of real GDP
growth of 6.3 percent. Global inflation is subdued as cost pressures related to commodity
price continue to ease and demand factors in advanced economies remain weak. Despite
of loose monetary conditions and acceleration exfonomic activitiesglobal consumer
prices rose modestly in recent months. Lowome country inflation has shown the
fastest decline whereas in highcome country, inflation remained weak. Unconventional
monetary policy helped major highcome economis to avoid disinflation, but Japan is
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still caught in disinflationary trap. Monetary policy, is increasingly embracing inflation
targeting and loose policy stance in developing countries has seen counterproductive,
particularly in countries operating atlficapacity.

Global inflation is estimated to stay at around 3.8 percent during 2D4.3In the major
advanced economies, inflation will ease to -1.8 percent during 20%34. Inflation is
estimated to stand at 556.0 percent in emerging market and déaping countries during
201314. However, inflation pressure in some economies and regions, spurred by food
prices in some cases, such as in South Asian countries including India has been projected
to remain fairly high. Inflation has moderated in euro arand Gentral Asia but price
pressures are high in large middle income countries. Although, inflation remained sticky in
the advanced economies, price pressure moderated across other regions. In South Asia,
consumer prices based index remained high butwhmlesale prices indekased inflation
moderated significantly, especially in India. The momentum of CPI inflation remains strong
in Bangladesh and Indiaalthough moderating slightly in Bangladeskuggesting that

price pressures continue to remain hightirese countries.

The Global Financial Stability Report (GF8Rtober 2013 has stated that emerging
market and developing countrigsave been suffering from a large trade deficit, capital
flight and depreciating currencies, and their growth rates apgvalg. This expectation has
increased market volatility. Since 2010, advanced econddigsonventional monetary
policies have fuelled unprecedented capital flows into emerging markets and generated
unsustainable credit growth, raised asset prices and ®ofsSR aS@SNI f NBOA LA Sy i
vulnerability. Between April to July 2013, Indonesia has lost about 14.0 percent of its
foreign exchange reserves and India nearly 10.0 percent. The improvement in financial
conditions can only be sustained through furthmolicy actions that address underlying
stability risks and promote continued economic recovery. High private sector debt, limited
policy space, and insufficient institutional progress in the euro area, can lead to a
protracted period of low growth, disttions from easy and unconventional monetary
policy in many advanced economies and vulnerabilities in capital flows in many emerging
market and developing economies. Unless policies address these risks, global financial
stability may likely suffer from perilic setbacks.

In the euro area, acute nederm stability risks have been reduced significantly. Funding
conditions in the markets for sovereign bank and corporate debt have improved. Credit
transmission remained weak in several economies, as bank leatdreet repair is uneven,
while fragmentation between the core and periphery of the euro area persists. The main
challenges for banks in emerging market economies are to continue supporting growth
while safeguarding against rising domestic vulnerabilitidee prolongecaccommodative
monetary policies on a global level and an extended period ofifderest rates do not
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give rise to fresh credit excesses. Policy makers must remain alert tostteesemming
from increased crosbroader capital flows andsing domestic financial vulnerabilities to
avoid financial instability.

Global financial market volatility increased again from May 2013. In advanced economies,
longer term interest rate and financial market volatility have risen. The exchange rate and
financial market overshooting in the emerging market econontiegxist with weaker
economic outlooks, vulnerabilities and severe balance of payment disruptions. Despite the
uncertainties, challenges and risks in the finaneigtem; theglobal financial sstem is
undergoing a series of transitions along the path toward greater financial stability. United
States has been expected to move towards less accommodative monetary policies and
higher longterm interest rates. Japan is moving towards the new pokgyme marked by
more vigorous monetary easing, euro area towards more robust and safer financial sector,
including a stronger monetary union and the global banking system is phasitg in
stronger regulatory standards.

Domestic Economic Development

8.

b S L3rdaldGDP at basic priceexpected to grow by 3.6 percent in 2012/13 compared to
4.5 percent in 2011/12. Theoor performance of agriculture sector due to weaker
monsoon and sluggish performance of the industrial sector arising from continued
political uncertainty, and energy shortagand persistent labor problemare some of the
responsible factors for low growth of GDP in 2012/13. However, service sector witnessed
a better performance with a growth of 6.0 percent in 2012/13 owing to improvement in
the performance of some sub sectors viz. wholesale and retail trade, hotels and
restaurants, transport, storage and communication and financial intermediaries.

The annual average consumer price index (CPI) increased by 9.9 percent in 2012/13. The
price index 6 food and beverages group increased by 9.6 percent whereas the index of
non-food and services group increased by 10.0 percent in 2012/13. On a cash basis data,
government expenditure increased by 8.7 percent to Rs. 347.74 billion in 2012/13
compared to anincrease of 15.2 percent to Rs. 319.85 billion in 2011/12. In 2012/13,
domestic revenue mobilization exceeded the target of Rs. 2B@li@n. It hadincreased by

21.1 percent to Rs. 296.01 billion. With regard to foreign trade, merchandise expses

by 3.6 percent to Rs. 76.92 billion and imports increased by 20.6 percent to Rs. 556.74
billion in 2012/13. Total merchandise imports surged in 2012/13 avesflection ofrapid
increase in imports from India. As a result of high growth in imports, totalerdeficit
surged by 23.9 percent to Rs. 479.82 billion in 2012/M8vertheless,overall BOP
recorded a surplus of Rs. 68.94 billion in 2012/13, mainly from an increase in worker

Xii
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10.

11.

remittance and improvement in income and service sector accounts as whlicagh the
contribution from capital account.

The total gross foreign exchange reserve increased by 21.4 percent to Rs. 533.3 billion in
2012/13. Nepalese currency depreciated by 6.7 percent in 2012/13 againBolls on

top of a depreciationof 19.9percentduringthe same period of the previous year. From
November 2012, there waa continuous depreciation in Nepalese currency against US
Dollar. This is expected to have correctsame misalignmentn the real exchange ratef

the Nepakse currencyDepreciation of Nepalese rupee against D8larhas contributed

to improve export competitiveness and to increase the remittance inflow, but also
contributed to the increase in money supply and inflationary pressure.

Monetary Policy for 2012/13vas formulated with the major objectives of maintaining
stability in the prices andexternal and financial sectors of economy. Other objectives
included promoting financial access to the general public and facilitating high and
sustainable economic growth. Broadoney supply (M2growth rate at 16.4 percent in
2012/13exceeded the growth rate df5.9 percentdomestic creditexpansionTo address

the problem ofexcesdiquidity in 2012/13 NRB mopped up net liquidigmounting b Rs.
8.50 billion The implementationstatus of Monetary Policy 2012/13 shows that the
majority of the objectives and programmes have been achieved or implemented.
Assessing the overall performance in 2012/13, it is observedlitpaitity position eased
deposit mobilization increased argbmestic credit expandedThe 2012/13 growth rate
target was scaled down frorb.5 percentto 4.1 percent Yet economic growth(3.6
percent) remained below the revised target @f.1 percent Similarly,actual inflation hit

9.9 percent in 2012/13 compared the revised target of 7.5 percent

Financial Institutions

12.

The financial system of Nepal comprises of b&rflnancial institutionsand other financial
institutions: commercial banks, development banks, finance companies and micro finance
financial institdions, coeoperatives, contractual saving institutignssurance companies

and postal saving banks. As of Ay 2013, the financial systeoonstituted of 31
licensed commercial banksA" classinstitutions), 86 development banks ("B" class
institutions), 59 finance companies ("C" class institutions), 31 micro finance financial
institutions ("D" class institutions), 18 NRB permitted cooperatiwvedertakinglimited
banking transactions, 31 NRB permitted NGOs for limited banking transactions, 25
insurancecompanies and one each of the Employees Provident Fund, Citizen Investment
Trust and Postal Saving Bank. Though there is a significant number of financial institutions
performing their banking and nebanking business ithe Nepalese financial system, the
financial services delivered blgesebanks and financial institutions are not yet accessible
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13.

14.

15.

16.

17.

to the poor section of the people, particularly in the geographically remote areas.
Moreover, BFIs have bedound concentrating their service in the major citias well as
in the emerging areas for business activities.

Branch network of BFls in the unbanked area has remained a key isbeeatidressed in
expandingfinancial access and inclusion in Nepal. Total humber of bank branches as of
mid-July 2013, of cks "A" financial institutions was 1486 (59.6 percent of total number of
bank branches)followed by 764 (30.7 percent) of class "B" financial institutions and 242
(9.7 percent) of class "C" financial institutions. Out of total bank branches, 26.7 percent
were serving only in the Kathmandu valley (665), 31.3 percent in Hills and Mountain (779),
and 42.1 percent in the Terai (1048)herefore, the distribution of bank branches,
particularly in the hills and mountain regions, is uneven compared to Kathmandu.

The stateowned banks that had the largest branch networks and have been representing
more than half of total bank branches in the country till RIidly2013,now haveshrunk

to only 20.3 percent share. These three large public commercial banks possessed a
significant branch network as Nepal Bank Ltd. had 115 branches, Rastriya Banijya Bank
Ltd. had 151 branches and Agriculture Development Bank Ltd. had 240 branches
throughout the country.

The rapid growthin the number of financial institutions and stiff ogetition among the
BFls and their branchéailed in lowering interest rate spread in Nepal. The spread rate of
deposit and lending of commercial banks stood at 6.8 percent as atloiyd2013. Such a
high interest rate spread is a main reaso@hind persstent increasein the net profit of
commercial bankdt rose by 32.0 percent in 2012/13.

During the review period 205 branchless banlstaftions came into operation throughout
the country by 12 BFls benefiting 30,383 customéys of midJuly 2013, 1949 ATM
terminals are in operation throughout the country. The numbers of ATM, Debit Card and
Credit Card services provided by different BFIs have been increasing over the period.

The ratio of total asset& liabilities to GDP of the banks and financiatitnsons stood at

1255 percent comprising the largest share of commercial banks (73.1 percent), followed
by Nepal Rastra Bank (31.4 percent), development banks (11.8 percent), finance
companies (5.9 percent), micro finance financial institutions (2.te), cooperatives

(0.9 percent), and NGOs (0.3 percent). Similarly, this ratio for contractual savings
institutions stood at 16.1 percent among which the ratio for EPF stood at 8.5 percent, CIT
at 2.5 percent, insurance companies at 5.0 percent and pasténg bank at 0.1 percent.
Therefore, the ratios of asset and liabilities of the banks and financial institutions with GDP
show an upward trend over the periods. However, the performance of other financial
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18.

19.

20.

21.

intermediaries and cooperatives sintiee last few yearshaveraisedserious concerns to
the financial stabilityand ultimatelyto the overalleconomy.

The commercial banksontinue toremainasthe key player in the financial systefhey
contributed 51.6 percent in the system's total asset$ was followed by NRB (22.2
percent), development banks (8.3 percent), EPF (6.0 percent), finance companies (4.2
percent),insurancecompanieg3.5 percent), PSB (0.1 percent) and CIT (1.8 percent) as of
mid-July 2013. The contributions of micro finance finahcinstitutions including
cooperatives accounts for 2.4 percent, comprising 1.5 percent of micro finance financial
institutions, 0.2 percent of micro credit negovernment organizations and 0.6 percent of
cooperatives permitted by NRB for the limited bamkitransactions.

Commercial banks hold dominant share in the major balance sheet components of
financial system in Nepal. As of mildly 2013, commercial banks group occupied 79.9
percent of total assets and liabilities followed by development banks (f8t8ent) and
finance companies (6.7 percent). During the review period, deposits continued to become
a dominant source of bank funding (78.9 percent) followed by other liabilities (8.9
percent), capital fund (8.3 percent) and borrowings (1.7 percent).wisiee loan and
advances accounted for the largest share (59.8 perc@if) (G KS aé&adasSyQa dG2dal ¢
followed by investment (13.8 percent), liquid fund (16.4 percent) and others (10.2
percent). Thebanking system in Nepal has been expandirgonentally over the years,
particularly along with the financial liberalization on account of deepening indicators and
the expandingaccess of financial services.

The total paidup capital of the banking system comprisin§ "A", "B" and "C" class
financial nstitutions increased by 14.6 percetd Rs. 119.51 billion as at miily 2013.
Moreover, the overall paidip capital of finance companies noted a decline whereas the
paidup capital of development banks and commercial banks increased by 11.1 percent
and20.0 percent respectively in 2012/13.

Considering the deepening indicators, the share of total deposit of the banking system to
GDP reached 73.5 percent comprisifi§.0 percent share of commercial banks, 9.4
percent of developmenbanks and4.1 percent 6 finance companied.ikewise, as of mid

July 2013, the total credit to GDP ratio was 56.2 percent comprising of 7.8 percent and 3.9
percent of "B" and "C" class financial institutions whereas "A" class banks alone stood at
445 percent.In mid-July 2013,total credit to deposit ratio of class "B" financial
institutions (82.8 percent) and class "C" financial institutions (95.4 percent) were higher
than that of class "A" financial institutions (74.2 percent). BFIs are directed to provide
deprived sector loa from their total loan outstandings stipulated by the NRB. As of mid
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July 2013, deprived sector loan out of total loan from all the banks and financial
institutions accounted for 4.5 percent.

Though the liquidity in the banking system is graduallydgasing since the beginning of
mid-July 2012, the average base rate of commercial banks that wWigsefcent as at mid
January 2013 increased to 9.8 percent in 1hidly 2013. The base ratghich is now being
implemented in commercial banks, is planned te bmplemented in other financial
institutions as well in order to make lending interest rate transparent and competitive.

The banking system of Nepal is characterized by low volume of turnover, high interest rate
on lending, wide interest rate spread, ffieient management, lack of project financing
practice, problem of inadequate working fund, and unhealthy competition among banks.
In order to overcome these problems, financial consolidation policy has pashedby

NRB in the recent past. Among therigas alternative measures of financial sector
consolidation, NRB has opted for merger as an efficient measure of financial
consolidation.

In midJuly 2013, total return on assets of overall banking system increased by 16.2
percent and stood at 1.44 peznt comprising 1.65 percent, 0.84 percent and 0.02 percent
for "A", "B" and "C" class institutions respectively. Such return of overall banking system
was 1.24 percent in miduly 2012. Similarly, total return on equity stood at 13.85 percent
comprising 169 percent, 6.44 percent and 0.20 percent for "A", "B" and "C" class
financial institutions respectively. At present, BFIs have been experiencing comfortable
liquidity situation as against a severe liquidity crisis in 2010/11. The liquid asset to deposit
and credit to deposit ratios stood at 32.8 percent and 76.5 percent respectively #iutyid
2013.

Looking at thesectorwise credit exposure of BFls, wholesalers and retailers sector is the
largest recipienbf loans and advances (20.7 percent)wasfollowed by the agricultural,
forestry and beverage production related se@@t9.9 percent) as of miduly 2013. With
regard to productwise loan and advances, demand and working capital loan formed
about 23.1 percent of total loan followed by overdradth (19.3 percent), term loan (14.3
percent), real estate loan (15.9 percent including both housing at 6.9 percent and real
estate 9.0 percent), hire purchase loan (5.6 percent), trust receipt & import loan (4.3
percent) and other (11.1 percent) as at midly 2013. As far as collatetsise loan
classification is concerned, 84.9 percent of total loans are backed up by properties, 66.0
percent of which are of fixed nature such as land and buildings. Such an over
concentration of collaterals into real estaproperties together with significant exposure

of lending in real estate sector can increase the default risk in case of deterioration in the
values of such properties. In the review period, although there has been 21.3 percent
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growth in loan and advances total by the BFIs in different economic sectors, the slower
GDP growth rate somewhere indicates that lending extended to productive sectors is still
not sufficient to establish a positive relation between credit growth and economic growth.

Financial sundness of the existing banks and financial institutions are gauged on the basis
of different soundness indicators. The major soundness indicators prevalent in Nepalese
financial system consist of capital adequacy, asset quality, profitability and tiguidital
capital adequacy ratio of banking system stood at 13.2 percent irJolid 2013. Among

two state owned banks with negative capital adequadyBL and RBB, the improvement

in capital of both banks, which turned into positive figure, contributedhia perfection of
capital adequacy ratio of the commercial bamik systemThe totalcombinedNPL ratio of

"A", "B" and "C" class financial institutions increased sligtutl3.8 percent in mieluly
2013, compared to 3.6 percent in midily 2012. Finance gpanies recorded théargest
magnitude of NPL at6.0 percent It wasfollowed by development bankg.5 perceny

and commercial bank®&.6 perceni in the review period.

NRB has made stresssting a forward looking risk management tosiandatoryto "A"

class financial institutionsThe stress testing results of commercial banks as ofJulg

2013 revealed that a standard credit shock would push the capital adequacy ratio of 27
out of 31 commercial banks below the regulatory minimum benchmark dd fiércent.
Though the liquid assets to deposit ratio of the whole banking system as well as the
commercial banks improved during the review period, the stress test results found that
more than half of the commercial banks may enter into a vulnerable situatiarase of
withdrawal of deposits by 15.0 percent or more. The CARs of all the commercial banks
excluding two state owned banks are found above the regulatory requirement when
calibrating through interest rate, exchange rate and equity price shocks.

Out o 86 development banks operating as of rdigly 2013, 20 are natiorldvel and rest

are regional and distrieievel development banks. During the review period, six district
level development banks merged to become three regional level development b@nks.
district level and one national level development bank merged with four finance
companies to become two national level development banks. One district level
development bank merged with two finance companies and became a national level
development bank One national level development bank merged with a commercial
bank.

In fiscal year 2012/1,352 new branches were opened in the review period totaling 764
development bank branches operating in the system. In the review period, development
bankshave fullycomplied withregulatory requirement oimeeting CRR & SLRiowever

one bank experienced shortfall inmeetingdeprived sector lendingAs perthe provision
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of Monetary Policy 2012/13Development Bank Supervision Department (DBSD) of NRB
has startedthe task of monitoringliquidity of all the development banksn a daily basis
and stresgesting of those bankshat mobilizedepositsin excess ofwo million rupees
have been initiated by. By the end of midly 2013, diagnostic review of six developments
banks has been completed.

The capital fund of development banks stood at Rs. 25.09 billion inJulyd 2013. The
capital adequacy ratio was 16.8 percent in the review period. Total assets of development
banks increased by 13.6 percent to Rs. 211.51 hiltiomidJuly 2013, whereas loan and
advances increased by 15.2 percent to Rs. 132.73 billion in the review period. The share of
loans and advances to total assets was 62.7 percent inJolid 2013. Net profit of
development banks increased by 51.37 pertctmRs.1735.50 million in midiuly 2013.
Liquid assets of development banks increased by 18.2 percent kJuhid2013. Deposits
were the major source of fund for the development banks ofmid-July 2013deposits
comprised of75.8 percent of total likilities. About 70 percent of lending of development
bank has been concentrated on five economic sectors comprising wholesaler and retailer
(20.4 percent), others (19.4 percent), construction (11.5 percent), finance, insurance and
real estate (9.5 percengnd transport, communication and public utilities (8.5 percent).

The number of finance companies decreasgdlO to59 in midJuly 2013 from 69 in mid

July 2012. The reduction in number of finance companies was due to the merger of
finance companies withother finance companies and "A" and "B" class financial
institutions and also due to moratorium imposed on the licensing of new finance
companies. Separate resolution desk has been overseeing the activities of problematic
institutions, including repaymerf deposit, implementation of the special directives and
implementation of action plan presented by these institutions. Out of the four finance
companies selected for diagnostic review during the fiscal year, the reviewing task was
completed for all foufinance companies. So far, 7 finance companies have been declared
problematic and 1 is under prompt corrective action. The major problem that appeared in
those companies was the practice of insider lending to the member of the board of
directors and top maagement.

The number of micro finance financial institutions (MFFIS) operating as "D" class financial
institutions has reached 31 including 5 rural development banks, 23 private sector
institutions replicating Grameen Banking practices and 3 wholesalénigmdicro finance
institutions. Although rapidly expanding micro finance sector is being widely accepted as
an effective tool for enhancing access to finance, reducing poverty, empowering women
and uplifting the living standards of the poor and ungeivileged groups The over
concentration, mostly in urban and accessible areas and low penetration in hilly and
remote areas, multiple financing and duplication in some cases comparatively higher
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interest rates being charged to the poorest section of #urieies deviation from the
social responsibility in many cases and more concentration on the middle class rather than
the poor are some of the major weaknesses witnessed in this area.

Though the essence of micro finance institutions (MFIs) lies orsdb&l business, these
institutions seem to be guided by profit motive. This trend may have negative impact on
the overall stability of the financial system. To overcome these weaknesses, there is a
need of policy responses to address the issues such #iphadinancing, duplication and

the issue of high interest rates. Likewise, some kind of cedesnduct and good
governanceare a must for developing professionalism, ensuring healthy competition and
thereby good corporate governance in the system. dtorer, a kind of policy incentive is
necessary from the government perspective so that these institutions may go to the
remote and inaccessible areas and focus on productive sectors as well. All these measures
may enhance their activities leading to moreoguctive and effective outcomes in the
rural credit sector.

The total number of cooperatives registered in DOC and operating throughout the country

as of midJuly 2013 reached 29,5Z6he total deposits of all these cooperatives, as of-mid

July 2013, stoh at Rs. 158.16 billion, of which saving and credit cooperatives (368

was 75.2 percent. The total share capital of SCCs was Rs. 24.78 million. The SCCs has a
deposit base of Rs. 118.18 hillion and investment of Rs. 133.83 hillion. The outstanding
loan extendedby such cooperativeto various projects and members stood Rs. 100.62
billion as of midJuly 2013.

The total number of cooperatives providing financial services especially in urban areas has
been increasing and their transaction volume isoafoundto be increasing in a multiple

way. In the absence of stringent measures of supervision, such institutions might not be
performing on the right track, which ultimately affects the formal banking activities in a
negative way. So, tattract themin enhancing the access to finance and hence in reducing
poverty, their activities must be regulated and supervised in a more cautious way. In this
context, a legal draft for forming micro finance authority has been proposed for
establishing a second tienstitution that will be responsible for the regulation and
supervision of all kind of micro finance institutions including saving and credit
cooperatives.

The Rural SeReliance Fund (RSRF), instituted jointly by the NRB and the Government,
aims to redue poverty through theprovision ofwholesale credit to the rural cooperatives
and financial intermediaries NG@s$ a subsidized ratéo on-lend to the poor. However
RSRF as defined by its directives is strictly confined to the poor and the disadvantaged
households, its outreach during these two decades has not been found to be satisfactory
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to the desired extent. Basically, lack of planning of the RSRF program, supply based
approach on the part of the Fund as well as the lending organizations, lack of kigawle
about the facility of the Fund's credit among the eligible recipients, coverage of the
program not being strictly confined to the poor and ulsaor, and lower outreach of the
program, particularly in the mountains are some of the major weaknessgied
regarding this Fund. These weaknesses mawnddressedby formulating a plan for the
operation of RSRF, demand creation through publicity and promotional activities, making
access to RSRF loans easy, strict monitoring and evaluation of Fund crddit\ailing

some special schemes to make access to the mountain/remote hills, among others. In the
policy front, the drafting of an Act has been already finalized to pave the way to convert
the Rural Self Reliance Fund into National Micro Finance Fundssm act as an
independent wholesale lending agency in this field.

Legal frameworks regarding the establishment of Micro Finance Authority and National
Micro Financd-undare underway. The merger process of five rural development banks is
ongoing. Separatunified directive for "D" class MFFIs has been put in place and separate
supervisory directive for the FINGOs is being considered. Likewise, revision of directives
issued to cooperatives licensed by the NRB is also under consideration. The FINGOs have
been asked to ugrade into microfinance financial institutions within two years time.
Formulation of National Financial Literacy Policy is underway and different public
awareness programs, including ‘'NRB with Students' progesenbeing carriegbut on the
financial literacy front. Moreover, priority has been given to establish a separate credit
information agency for the micro finance institutions. All these initiatives are expected to
promote financial discipline and corporate governance, increase fiaasoundness and
ultimately contribute to financial stability in general.

As of midJuly 2013, there were altogether 25 insurance companies established under
Insurance Act, 1992Amongthem eight offer life insurance services, 16 perform diée
insurarce services and one company renders both life as well aslifeorinsurance
services. According to Insurance Board of Nepal, ofipércent of Nepalese are insured
and around 1.6 million people are involved in various insurance activities. The insurance
policies for both life and nofife componentsare progressivelyeviewed and revisedver

the period. Similarly, the premium collection and its contribution to GDP have been in an
increasing trend. The total assets and liabilities of these companiesaseuieby 14.7
percent to Rs. 84.65 billion in mitily 2013, of which life insurance and Ada insurance
accounted for Rs. 67.8 billion (80.0 percent) and 16.8 billion (20.0 percent) respectively.
Total premium collection of the insurance companies hasn gradually increasing over

the years Of the total premiumcollection premium through life insurance only
contributes more than 600 percent. The total investment reached Rs. 69.4 billion
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comprising Rs. 59.3 billidoy life and Rs. 10.1 billion fromonife insurance. Insurance
companies in Nepal are accused of not complying with the prudent rules and regulations
as issued and directed ltlye Insurance Board of Nepal.

Total assets and liabilities of the EPF increased by 15.5 percent to Rs. lifll@2&bmid
July 2013 as compared to Rs. 125.7 billion in-doigt 2012. The fund collected by the EPF
increased by 15.7 percent to Rs.140.5 billion in-thity 2013 compared to Rs.121.4 billion
as at midJuly 2012. The investment of EPF has imreasel as expected. EPF
investments have been growing bgss than 5.0 percent since 2Q1The growthwas
negativeof 2.6 percent in 2012However such investments increased &y percent in
mid-July 2013. As of miduly 2013, the EPF extended more than 8Cceet of its total
loan and advances to EPF contributors (including the EPF employees) while the remaining
loan is extended to different institutions. Similarly, it has been investing more thah 60
percent of its total investment in the fixed deposit offfdrent banks and financial
institutions, less than 35.0 percent in government securities and the remaining in shares.

Total assets and liabilities of the CIT increased by 48.8 percent to Rs. 27.3 billion in mid
July 2013 compared to Rs. 18.3 billion irdduly 2012. Total investment increased by
48.8 percent to Rs. 27.3 billion in midly 2013 compared to RK3.3 billion in mielJuly
2012. Similarly, loan and advances increased by 21.6 percent to Rs. 11.7 billiorJudymid
2013 compared to Rs. 9.6 Imh of midJuly 2012. Fund collection, the major component

of CIT liabilities, increased by 28.5 percent to Rs. 40.3 billion iRJuhyd2013. On the
assets side, loan and advances reached Rs. 11.7 billion iduhgi@013 compared to Rs.

9.6 billion in nid-July 2012.

As of midJuly 2013atotal of 117 PSBwere involved in limited bankingctivities. These
PSBs intetted to encourage saving habits of the people and use the saved money in the
national development processf the PSB networl68 offices ardound to be mobilizing
deposits. Total deposit collected by these offices reached Rs. 1.39 billion-juinia013
from Rs. 1.29 billion in miduly 2012. The share of assets and liabilities was 0.1 percent of
GDP in miduly 2013. The number of accourtsPSBs reached 58,558 in riidly 2013
compared to 54,796 in miduly 2012.

The major financial instruments in Nepal are common stocks, debenturbgls,Tand

bank loan, among others. Common stock and debentures are traded in NEPSE and OTC
markets. TheNRB issuestiills on behalf of the government to help liquidity needs of the
financialinstitutions. The transaction of bond and equity instruments is traded through
Nepal Stock Exchange Ltd. There was a boom in stock market in Nepal from 2006 to 2007;
as a consequence, NEPSE index increased by more than double to almost 1175 and market
capitalization rose as high as 40.0 percent of GDP at the end of 2007 from merely 17.0
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percent of GDP at the beginning of 2006. The market capitalization to GDP revadkd b
to its normal position. The NEPSE index has been getting corrected since early 2008 and
stood at518.33in mid-July 2013 comparetb 389.7n mid-July 2012.

The financial structure of Nepa dualistic, that is, formal financial structure exists sige b
side with informal financial structure (shadow banking). Such dualistic phenomenon has
been prevailing in Nepalese financial system since a long time. The impact of the informal
sector on macroeconomic policies has not been clearly quantifiable to theypmakers

due to the unavailability of informatianHence the informal sector is considered as a
‘black box' in Nepalese economy. A recent study conducted by NRB revealed that the
informal credit market is charging relatively high interest rates on $ogamovided to poor
individuals. Similarly, the NLSS report (2010/11) shows that only 20 percent of lending in
Nepal is obtained from formal financial institutions.

Low economic growth, high inflation, weak investment, weak demand for credit,
fluctuating Iquidity position in the financial institutions has created uncertainty in the
financial sector of Nepal. Frauds and forgeries are recurtaigng advantage of weak
internal control system. The numbers of problem banks are increasing due to weak
corporat governance. Likewise, insufficient capital base in the financial institutions have
made financial sector vulnerable to default risk, solvency risk and liquidity risk. Similarly
lackof new sectors to invest and shadow banking practices, in additiorg heade tough

for identifying the new sectors for deposit mobilizations and investment. Over
concentration of branches within the valley has challenged the outreach of financial
services to rural areas. Moreover, neompliances of NRB's directives and protal
norms, less attractive financial soundness indicators, limited access of micro finance
financial institutions to poorest section of society, lack of strong regulatory and
supervisory authority for all the types of micro finance institutions andrinfd financial
intermediaries, multiple banking practices, lack of analysis of macroeconomic variable and
their potential shocks, lack of credit rating agencies, internal credit rating of borrowers by
banks, limited capacity of deposit guarantee, low efifemess on the implementation of

the verdicts of Debt Recovery Tribunal, and the lack of reliable and scientific data
reporting by the banks, among others are the recent issues and challsndasingthe
Nepalese financial sector.

Proactive and forwal-looking regulations for BFIs in line with international best practices
are needed to regulate heavily interconnected financial institutiovighin the system
Appropriate exit policy and crisis management framework might be a potential measure
for identfication of Systematically Important Financial Institutions (SIFIs). Likewise,
adoption of step by step resolutiollamework and trigger®n PCA by including liquidity,
assets quality (NPL), corporate governanaed maturity mismatch, quality of internal
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control and risk management, in addition to current capital shortfalls mibket
instrumentals in insuring financial stability in the medium term crisis management
framework. Moreover, prompt resolution framework can also be a useful tool for quick
resoluion of problem banks. Some provisions of Basel Ill such as counter cyclical buffer,
quality of capital, liquidity ratio, leverage, capital for-bfilance sheet exposure might be
better to introduce for reducing the procyclicality of the banking sectorndée by
strengthening the regulatory and supervisory system and improving the implementation
of new standards on quality and quantity of capital and, appropriate arrangement for the
liquidity and risk management procedures, NRB edfain the objective offinancial
stability.

Financial Market

46.

47.

48.

49.

The short term and long term interest rates in the market remained at low level during the
review period in 2012/13 because of the favorable liquidity condition in the market. The
weighted average intebank transactin rate remained at 0.86 percent for commercial
banks and 5.1 percent for other financial institutions (development banks and finance
companies). Likewise, the annual weighted averad®ll§ rate stood at 1.7 percent in
mid-July 2013. The Nepalese moneyamet possesses few choices of assets for the
transaction for the banks and financial institutions. Treasury bills are considered a risk free
and highly liquid instrument in Nepal. As of adidly 2013, the -bills outstanding
amounted to Rs. 136.46 billidiorming 74.5 percent of the total internal debt liability of

the Government of Nepal.

The concept of base rate has been implemented with the objectives of reducing the
spread rate and improving the effectiveness of monetary policy. The average bassd rate
commercial banks stood at 9.8 percent in riidy 2013. NRB, through the Monetary
Policy of 2012/13, made it mandatory for all commercial banks to publish their base rate
on a monthly basis.

The NEPSE index increased by 33.7 percent to 518.3 poim&Hiuly 2013. The stock
market capitalizatiorincreased by39.7 percent to Rs. 514.5 billion in mildly 2013 Of
such capitalizationthe shareof the banks and financial institutiongas71.7 percentAs a
result of increase in total market capitalizati, the ratio of market capitalization to GDP
stood at 30.2 percent in miduly 2013 compared to 24.0 percent in Rdigly 2012.

The participants of Nepalese foreign exchange market include licensed banks,
development banks, finance companies, money transfeoney exchange and other
various companies such as airlines, hotels, travel and trekking agencies which have been
involved in foreign exchange transactions in the market. Altogether there were 3840
institutions as participants in the Nepalese foreignclenge market comprising 31
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commercial banks, 61 financial institutions (including "B" and "C" categories), 165 money
changer, 47 money transfer, 109 hotels, 1578 travels agencies, 1389 trekking agencies, 36
airlines (domestic and foreign), 52 GSP/PSAmidn airlines, 301 cargo and courier and

71 others as of miduly 2013. NRB has been maintaining an orderly foreign exchange
market through monitoring of foreign currency transaction, issuance of prudential
regulations and interventiom domestic foreig exchange market

The gross foreign exchange reserves of the banking system increased considerably by 21.4
percent to Rs. 533.29 billion in midily 2013 from the level of Rs. 439.45 billion as at mid
July 2012. As the exchange rate regime with Indiamecwey is fixed, the exchange rate of
Nepalese currency to foreign currency fluctuates as Indian Rupee fluctuates with US
Dollar. During the review period, NRB's purchased oDdfarincreased marginally by 1.2
percent and reached USD 3.22 billion frofl8through forex market intervention. The
volume of INR purchase grew by 28.3 percent to IRs. 171.52 billion by sellinglldS

3.12 billion in 2012/13. The widening trade deficit with India emanating from a surge in
imports of petroleum products and ehadditional investment in Indian treasury bills are

the factors attributing to such a higher INR purchase over the recent past.

Financial Sector Policies and Infrastructure

51.

52.

Soundregulatorypolicies and robust arrangement for regulating financial sysseenthe
fundamental requirements in order to ensufmancialstability. NRB's policies, directives
and circulars encompass regulations relating to licensing, capital, asset quality, liquidity,
corporate governance, risk management, foreign exchange manege and access to
finance and financial inclusipmmong others. Financial stability also requires very well
performance of CAMELS in BFls. MRi®nsidering the revision of existing licensing policy
in view of changed context in time, market dynamiggographical topology and
implementation of Basel Il both in domestic banking system and in the international
financial market.

Various economic as well as financial factors also affect the bank c&afaital Adequacy
Framework 2007 (updated 2012) wiasued for the first time in 2007. The new framework

is implementedmandatory forall commercial banks and is under parallel run for the
national level development banks ("B" class financial institutions) in Nepal. Basel I
enhancement, Basel 2.5 and Belkare some of the recent developments towards capital
regulation in global bankindNRB expects banks to operate above the minimum regulatory
capital ratios. BFIswst keep capital adequacy at specific minimum level to avoid risks and
bankruptcy. NRB'sapital requirements seek to ensure that risk exposuné®8FIs are
backed by an adequate amount of high quality capital which absorbpdtential risks
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Banks have to manage liquidity and a central bank’s lender of last resaition, among
others, are crucial for liquidity support to banks. Some banks failed during the recent
financial crisis, not due to capital shortage but due to funding shortage that brought the
banks down. Banks and financial institutions rely to varying degrees on capital tsjarke
including shortterm funding markets, for their financing needs. In normal times, NRB
provides routine shorterm financing to BFIs to support the smooth operation of the
payments system, promote weflinctioning funding markets and support the monetar
policy stance, among otherd-urthermore, with the objective of ensuring sufficient
liquidity in the financial system, Statutory Liquidity Ratio (SLR) has been fixed.Oat 12
percent, 90 percent and & percent of total deposit for "A", "B" and "C" clamstitutions
respectively for 2013/14. For "D" class institution collecting public deposits, the SLR
requirement is 4 percent. Likewise, in order to mitigate liquidity risk, there is a provision
that the total loan and advance of BFIs should not exce®@ @ercent of its deposit and
core capital.

Banks form a crucial link in a country's financial system and theirbe#lh is imperative

for the economy. Effective corporate governance in BFIs helps foster financial stability,
strengthen risk managemerand ultimately contribute to a strong financial systemom

the viewpoint of BFIs, corporate governance includes maintaining capital adequacy,
transparency in the publication of accounts and, management of operational, credit,
market and environmental rks, to name a few.

In order toprovide guidelines to commercial banks on risk management system, NRB has
issued Risk Management Guidelines (RM®)addressrisk identified by BASEL Il and
inherent risk associated with individual banks, guidelines onriaieCapital Adequacy
Assessment Process (ICAAP) have been issued for commercial banks. As per the
guidelines, banks are required to set policies, methodologies and procedures for assessing
its capital adequacy relative to its risk profilékewise, Prol#m Bank Resolution Manual

and Toolkit that was designed under technical assistance of World Bank with the intention
of properly addressing problem banks and financial institutions, has received the final
approval.

The concept of base rate, implemented tommercial banks, is planned to be
implemented in other financial institutions in order to make lending interest rate
transparent and competitive. The bam&te was fixed at 8.0 percent and an increment in
deprived sector lending requirement was made fr8b to 4.0 percent, 3.0 to 3.5 percent
and from 2.5 to 3.0 percent for A, B, and "C" class financial institutions respectively for
2013/14.
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57. The purpose of macroprudential policies issued by the NRB is to reduce systemic risk.
Systemic risk is understoods &he risk arising from development that threatens the
stability of the financial system as a whole, and consequently the broader economy. The
term "macroprudential regulation" characterizes the approach to financial regulation
aimed to mitigate the risk sfystemic risk) of the financial system as a whole. The
importance of macroprudential regulation and supervision hageasedat present as
SO02y2yeQa aeaidSYAO NR&ala o6SNB y20 adFFAOASYGT ¢
anchored to price stability obj¢iwe or by microprudential regulation through adequacy of
capital and liquidity of individual financial institutions. Moreover, macroprudential policy
requires an ability to capture the buidp of systemic risk, also in the shadow banking
system by develping an enhanced monitoring framework, which NRB is intended to apply
for monitoring systemic risk more broadly in BFIs.

58. In fact,macroprudentialindicators(MPIs) are related with the health and stability of the
financial system. The CAMELS frameworlctvstands for Capital adequacy, Asset quality,
Management, Earnings, Liquidity, Sensitivity to market risk has been enhanced while
monitoring and supervising BFIs. The financial stability reports also focused on banking
sector stability. This is becausadncial system in Nepal is more banking oriented and
macroprudential policy does not seek to replace traditional regulation of financial
institutions, such as commercial banks, which are essential to a healthy financial system.

59. To capture aggregate risk ithe financial system of Nepal, NRB has been focusing in
monitoring overall credit, liquidity, and market risks, as well as any concentrations of
those risks in a particular sector, such as housing or consumer craditmacroprudential
element of Baselll incorporates definition of capital, better risk coverage, leverage ratio,
and international liquidity framework, among others NRBhas the responsibility to
ensure financial stability in the country, encouraging banks forrseiffilation and making
them sensitive toward risks is one of the key of macroprudential policies. The main
elements of macreprudential regulation of the NRB consists of capital requirements, risk
management guidelines to banks, stress testing guidelines, liquidity monitoririgy pn
real estate market and deposit insurance. Similarhp @tio, LTV ratio, margin lending,
residential loan, Single borrower limit and liquidity ratio are other macro financial
prudential regulations issued by the NRB so far at present.

60. NRBhasalready formulated and enforced some of the macroprudential policies relating
to strengthening the capital of BFIs, expanding access of general people to financial
services, implementing risk based supervision, making necessary arrangement for system
audi, establishing coordination among the various regulators of financial sector,
enhancing corporate governance in BFls, and updating the banking rules and regulations
in timely manner, among others. Similarly, differentiating bankers and

XXVi



EXECUTIVE SUMMARY

61.

62.

63.

64.

entrepreneurs/busiessmen, strengthening financial intelligence, enhancing financial
discipline, formulating financial literacy policy, making necessary arrangement regarding
multiple banking for maintaining financial stability in Nepal are underway.

Policy provision has bee introduced allowing BFIs to provide banking services in
unbanked areas and rural areas througkbanking and mobile devices to promote
financial services, including the access.tles existing Credit Information Centre (CIC)
caters services only to commeatal banks and financial institutions other than MFIs and the
licensingprocess for new financial institutions except "D" class financial institutions has
been discouraged, the trend of establishment of "D" class institution is increasinga-now
days. As aresult, altogether 35 "D" class financial institutions (including five rural
development banks) are operating till raf@ctober 2013.

A National Financial Literacy Policy is being worked o@xayniningthe current status of
financial literacy and theiproblems and different public awareness programs are being
initiated for inclusive financial system, good governance and balanced development in
financial sector through increased financial literacy among the general pebiglewise,
financial literacy ppsgrams are directed towards financial inclusion and growth in Nepal.

The NRB is the driving force in the development of national payment system in Nepal.
Likewise, other payment and settlement systems such asp®&ic Payment Systems,
Mobile Banking Systemnd ATMs/Point of Sale (POS) Terminals, and Online Transactions
require more expansion and strengthening.

By overseeing payment and settlement systems, NRB helps to maintain systemic stability
and reduce systemic risk, as well as to maintain public cenfid in payment and
settlement systems. Payment and settlement system is a mechanism through which
financial transaction are smoothly cleared and timely settled. Safe and efficient payment
system creates credibility in the financial system, which is onéhefprerequisite for
maintaining financial stability. Currently, formulation of Nepal Payments System
Development Strategy and "Payments Oversight in Nepal: Policy Framework",
Implementation of the Payments Oversight Function Roadmap is under discusdi®Ba
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CHAPTERONE

GLOBAL ECONOMIC AND FINANCIAL DEVELOPMEN T

Global Economic Development

1.1  According todMF'sWorld Economic Outlook (WE@)tober 2013advanced economies
have been recovering while growth in emerging economies has seen slowdown.
Emerging economies are facing dual challenges, slow growth and tight global financial
condition. The global economic growth is still sluggish. Global growth forecasts have
been slightly cut down by th&/EO October 2013which has highlightedome positive
signs of improvement in the world's economic activity that is picking up in some
Advanced Economies (AE); however YW&Onoted that India and Brazil are still soft
and there has been growing concerns over the pace of Chinese growth too. Therefore,
the gbbal recovery remains still hesitant and uneven across the economies. Likewise,
the World Bank'sGlobal Economic Prospects (G&Rune2013cut its global economic
growth outlook for 201Ziting slowerthan-expected expansion in China, India, Brazil,
anda stubborn contraction in Europe; however, the world economy will be less volatile
in 2014.Large developing economies, which have driven global growth in recent years,
will not experience the same boom as they did before the global financial crisis and
they should have to focus on structural reforms to keep expanding GERelso notes
that the problemin EuroArea (EA) and fiscal uncertainty in the U.S. should recede as
major risks to the global economy can delay the recovery. However, developing
economies will have to watch out for side effects from the massive monetary
expansion in AElike
United States and
Japan.

Figure 1.1: Global Real GDP Growth
(In percent)

1.2  The WEO has revised 15.0
the estimate of the
global GDP growth for
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and its projection for 0.0
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in 2014. In contrast, the nedaerm outlook for the EA has been estimated to remain at
-0.6 percent in 2013 and 0.9 percent in 2014. Financial stress in EA has been moderated
in response tohe policy actions, but still economic activity has been estimated to be in

a weak position. The growth estimated for 2013 has been lowered in EA because of
weaknessespillingover from the periphery to the core. Likewise, growth in Emerging
Market and Deeloping Economies (EMDE) has been estimated to expand by 5.0
percent in 2013 and 5.4 percent in 2014. Similarly, activities in Developing Asia (DA)
observed some improvement in response to the pace of global recovery. The real GDP
growth for this region s been estimated to be 6.9 percent in 2013 and 7.0 percent in
2014.

1.3  The main reasons for the revision of lower growth in major world economies include
infrastructure bottlenecks, capacity constraints, slower external demand, lower
commodity prices, finanal stability concerns, and in some cases, weaker policy
support. The impact of tight fiscal and financial conditions in various economic regions
and expansion of U.S. economy in weaker pace, among others, are also responsible for
the reduction in growth drecast.The available indicators have pointed out to uneven
growth of economies, particularly the AE, since the EA is still lagging behind the U.S.
and Japan.

1.4  The GDP growth in the U.S. has been estimated to rise by 1.2 percent in 2013 and 2.1
percent in2014, mainly driven by consumption, net exports, housing recovery and
supportive financial settings. Likewise, the GDP grointidapanis estimated at 2.0
percent In other AE (excluding G7 and other EA countries) the GDP growth has been
projected at 2.3 prcent in 2013 and 3.1 percent in 2014. Growth forecast for the BRICS
countries and many commodity exporting countries has also been lowered due to the
fall in commodity prices. However, global economic activity has been expected to
strengthen moderatelyn the medium term. Stillgrowth in the EA has been estimated
to be held back by the very weak economies in the periphery. EMDE and DE are
projected to expand by about 5.0 percent in 2014 on account of neutral fiscal policy
and low real interest rate. Unepfioyment has been estimated to remain unacceptably
high in many AE as well as in various EME.

1.5 In the EA, recovery is estimated to be delayed despite the role of the ECB as a firewall
against financial tensions. Growth estimates for the major EA countrien¢e, Italy
and Spain) is estimated to remain negative in 20&8rmany is estimated to grow by
0.3 percent in 2013. The disordered bailout in Cyprus, the adverse political situation in
Italy and in Portugal, the almost shaky situation in Greece andrdiuropean Union
(EU) countries are the main reasobehind the growth prospects in EA. On the
negative side, indicators of the economic situation show a general cyclical weakness
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that goes beyond the periphery. The bank lending conditions in the regicawahole
continue to be tightening while in peripheral countries such as Spaimand for credit
is still falling. The growth analysis by the |[@ECDand World Bankall noted that the
unexpected delays in policy implementation and the constrainth&EA need to be
avoided to expedite the growth swiftly in this region.

1.6  The GDP growth in EMDE, including the DA has been expected to pick up gradually at a
moderate pace along with the strengthening of external demand and continued robust
domestic demad in these
countries. For DA as a Figure 1.2: Real GDBrowth in South Asia and China
whole, growth is (In percent)
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has shown a sign of
improvement as extreme risks emanatifrgm AE have receded and domestic demand
remaired resilient, supported by relatively easy financial conditions and robust labor
market; however risks to the outlook from within the region, suchriing financial
imbalances and asset prices in some economies, are coming clearer into Soculk.
Asiais expected to see a turn around after economic softenfrighprovemens take
place, particularly in India which is struggling to realize itspiténtial. India is a case
where structuraland policy issuelBave beeninhibiting investment.

1.7 In China, the GDP growth has been estimated to stay at around 7.8 percent both in 2013
and 2014, where as in India, growth is estimated to be 5.6 percent in 26i36.3
percent in 2014South Asia is projected to grow by 5.2 percent in 2013 and 6.0 percent
in 2014.Among the South Asian economies, Bhutan attained higtegstof real GDP
growth of 6.3 percent in 2013 arid projected to grow by 8.6 percent in 201The real
GDP growth in Bangladesh and ISankahas be@ expected to remain stable averaging
around 6.0 percent

1.8  The current account balance is weakening due to the weak external demand; fall in
trade volume with the uncertain external economic envinoent and weak investment
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scenario Trade deficit
further weakened both
in the major world
economies andn India. FTmport AD Import EMDE  memmExprt AD
The trade volumes Fr MR T T
decelerated sharply.
However both the IMF
and World Bank
estimate  that the
situation may turn into
positive scenario in th
medium term. Based
on the assumption of
global economic
recovery, the world
trade volume has been estimated to increase by 3.1 and 5.4 percent respectively in
both AE and EMDE in 2014.

Figure 1.3: World Trade Volume
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Global Inflation

1.9 Global inflation is subdued as cost pressuresitesl to commodity price continue to
ease and demand factors in AE remain weak. Despite of loose monetary conditions

and acceleration  of
economic activities Figure 1.4: Global Inflation
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increasingly embracing inflation targeting and loose policy star@iech stancen
developing countries has been counterproductive, particularly in countries operating at
full capacity.

1.10 Global inflation is estimated to stagt around 3.8 percent during 201B4. Food and
fuel supply developments will help contain upward pressure on prices of major
commodities despite the expected reacceleration in global activity. In the major AE,
inflation will ease to 1.8..9 percent during @13-14. Inflation pressure is projected to
remain contained in the EMDE as well, supported by recent slowdown and lower food
and energy prices. Inflation is estimated to stand at-&.® percent in EMDE during
201314. However, inflation pressure in someomomies and regions, spurred by food
prices in some cases, such as in South Asian countries including India has been
projected to remain fairly high because of higher food prices.

1.11 Despite overall global inflation being within the target level, the heedinflation in
Asia and Pacific region has accelerated in early 2013 as a result of local conditions of
rebounding economic activity and accommodative policies. Inflation has moderated in
EA and Central Asia, but price pressures are high in large mitmene countries.
Although inflation remains sticky in the AE, price pressure moderated across other
regions such as EA and Central Asia. In contrast, some regions, for ingtenkkddle
East, have witnessed high priceslecting both supply disruptiancaused by civil and
armed strife as wellas the measures addressed to adjust large maonomic
imbalances. In South Asia, consumer price based index remained high but the
wholesale prices indelased inflation moderated significantly, especially ididn The
high inflation pressure in South Asia mainly reflect an upward adjustments to domestic
fuel prices implemented time to time over the past few months. Price pressures in
South Asia continue to stem
from growing demand for food
and energy, reflectig raising
household incomes combined [;g0
with supplies related | | 29

160
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Figure 1.5: Inflation in South Asia and China
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has seen limited. China and many East Asian economies, in contrast, possess much
greater space for countercyclical policy. Due to surge in food prices and upward
adjustments to regulated fuel price, inflation in SA accelerateelaaly 2013. However,

the quarterly inflation as measured by CPI reflected a sign of moderation, helped in
part by easing of international commodity prices. A drop of private investment over
rising policy uncertainty exacerbated supply bottlenecks in Ingfach contributed to
headline inflation that was high compared with most other Asian economies. Inflation

in South Asia has been estimated to be 8.1 percent in 2013. The high CPI inflation rate
in South Asia compared with the average for mididieome deweloping countries
reflect supplyside production constraints, deepoted inflationary expectations, and

GKS LISNARAAGSYG FT22R AYyFELdA2y Ay (GKA& NBIA2YOD

remain stubbornly high, partly because of a steady upwarddre inflation over the
past 7 years. Food inflation has remained persistently high in this region, as a result of
agricultural production constraints and logistics bottlenecks.

Global Financial Stability

1.13 Momentum in the global economy is shifting awlagm EMDE to AE after years in the
doldrums. EMDE has been suffering from large trade deficits, capital flight and
depreciating currencies, and their growth rates are slowing.

1.14 Having relied on growth of EMDE to grease the global economy since 2010, satefer
fortunes has been noted on in 2013, triggered by the improvement in the U.S.
economic outlook and expectations of a tightening of its monetary policy. Many EMDE
have been affected by capital outflows, rising financing costs and rapid currency
depreciations. Those countries and companies in emerging economies that relied on
foreign currency borrowing in the good times have been the most vulnerable.
Countries with large current account deficit such as India, Brazil and South Africa which
relied on infows of capital, have been affected severely by capital outflows resulting in
depreciation of their currencies by more than 10 percent since May 2013.

1.15 The OECD economists have highlighted three specific vulnerabilities to global recovery.
First, the EA wit its weak banks and high sovereign debt has remained fragile and
vulnerable to sharp shifts in sentiment. Second, the worry about further capital flight
from troubled EMDE could hit growth even harder, especially given a rise in debt in
these countries, aising the vulnerability to financial shocks. And third, U.S. politics
YAIKG FlLAE (G2 NBaz2t @S RAal INBSYSyda |06 2dz
new rush for the exit in financial market.
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1.16 The world has been expecting the U.S. Federal Resersglt tapering its quantitative
easing programme soon. This expectation has increased market volatility. And, as in
past episodes of Fed tightening, emerging markets are atdmer of the turmoil. But
this time, the adjustments taking place are theogduct of imbalances that originated in
the developed world. Since 2010, AE's unconventional monetary policies have fuelled
unprecedented capital flows into emerging markets, reaching $1 trillion a year. This
generated unsustainable credit growth, raisedsets prices and worsened several
NEOALIASY(d O2dzyiNASaQ @dz ySNIoOoAfAGE D

1.17 When the Fed signaled the forthcoming end of QE, emerging markets became the focus
of financial distress. This has created a challenge for them and policy makers must go
beyond temporary reasures to defend currencies and stem capital outflows. Exposed
countries should move fast to recover their balance, to reassure markets of thei long
term stability and to accelerate structural reforms to increase productivity growth.

1.18 Unexpected capital wtflows have caused the Indian and Indonesian currencies and
stock markets to sink. Countries with the greatest external imbalances have felt the
greatest pressure. Since, April 2013, Indonesia has lost about 14 percent of its foreign
exchange reserves; dia nearly 10 percent. If this stress persists, it is not difficult to
envision a fulblown balance of payments crisis. The same holds true for Turkey,
Ukraine and South Africa, among othesimce May 2013.

119 Ly GKA& &a0Syl NRAR 253 ( KaBureko/piitNidde Gafeguyrtistagaid® Y Y dzy A (1 & Q
financial dislocations riskis derailing the global recovery. During the 2609 crises,
liquidity backstops through thdMF and the Feceral Reserve prevented further
economic deterioration. Th&sFSRof October, 2013 even recommended continued
monetary stimulus and that the world must build further lines of defetseeduce
global financial risk against a possible emerging markets crisis.

1.20 Measureshave beenundertakento escape from a potential depression. Howee,
improvement in unemployment and increase in productivity are still not wark per
GKS LIy Ay 3Jt2olf SO02y2YAO | R2daAadGYSydo ! a I f
strategy is importantas itmay mitigate financial volatility, but should not kgelf be
consideed a crucial policy tool. A combination of deeper policy commitments,
renewed monetary stimulus, and continued liquidity support ¢eut only reduce tail
risks,it can alsoenhance confidence and bolster the economic outlook and financial
stability. The improvement in financial conditions can only be sustained through
further policy actions that address underlying stability risks and promote continued
economic recovery. Moreover, continued improvement will require further balance
sheet repar in the financial sector and a smooth unwinding of public and private debt
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overhangs. If progress in addressing these issues falters, risks could reappear in global
financial stability.

1.21 Downside risks revolve around the absence of strong fiscal coatiolidplans in the AE.
High private sector debt, limited policy space, and insufficient institutional progress in
the EA, can lead to a protracted period of low growth, distortions from easy and
unconventional monetary policy in many $\Bnd vulnerabilitis in capital flows in
many EMDE. Unless policies address these risks, global financial stability may likely
suffer periodic setbacks.

1.22 In the EA, acute nederm stability risks have been reduced significantly. Funding
conditions in the markets for sovergi bank and corporate debt have improved.
Despite this notable progress, many banks in the EA periphery have been facing
challenges of elevated funding costs, deteriorating asset quality, and weak profit.
Credit transmission remains weak in several ecomsnas bank balance sheet repair is
uneven, while fragmentation between the core and periphery of the EA persists.
Similarly, risks continue to flow from the uncompleted business of restoring bank
health and credit transmission and from corporate debt dwaarg in the EA. The large
public debts stocks and the absence of mediterm adjustment plans with concrete
measures and strong entitlement reforms in key advanced economies combine to keep
fiscal risks at a stubbornly high level. Fiscal vulnerabilitiesabso building up in EMDE
and lowincome economies to varying degrees.

1.23 As per theGFSRinalysis, banks in advanced economies have taken significant steps to
restructure their balance sheets, but progress has been very slow and uneven in some
European baks. Although balance sheet pressures are less acute for other European
banks, the process of eisking and deleveraging is not complete. The main challenges
for banks in emerging market economies are to continue supporting growth while
safeguarding agast rising domestic vulnerabilities. The new regulatory environment is
forcing banks globally towards reshaping business models to become smaller, simpler,
and more focused on domestic markets.

1.24 The global pace of reform process also reflects difficulties tduconcerns about banks
facing more structural challenges; while much has been done to improve financial
sector regulations, the reform process remains incomplete. Policy makers globally have
realizedthat there is a need fofurther works on the toobig-to-fail problem, oveithe-
counter derivatives reform, accounting convergence, shadow banking regulations and
commitments to minimize regulatory uncertainty, arbitrage and financial
fragmentation.
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1.25 The prolongedaccommodativemonetary policies on a globd¢vel and an extended
period of low rates do not give rise to fresh credit excesses. Financial supervision
should be tightened to limit the extent of such excesses; and regulation will need to
play a more proactive role in this cycle at both the macro emdroprudential levels.
Similarly, restraining a too rapid rise in leverage and encouraging prudent underwriting
standards will remain key objectives. Policy makers must remain alert to #fe ri
stemming from increased crosboarder capital flows and risg domestic financial
vulnerabilities to avoid the financial instability.

1.26 The unconventional policies termed "Mfus" by the central banks appear to have
lessened banking sector vulnerabilities and contributed to financial stability in the short
term by improving the bank soundness indicatofsor example, Japan is scaling up
monetary stimulus, aiming to pull the economy out of its deflationary situation. In the
EA, reforms have been implemented in domestic economies as well as toward
improving the archiécture of the monetary union which have helped reduce funding
pressures on banks and sovereigns. The WEOctober 2013 estimates that in some
of the economies in EA some banks might need to further increase provisioning to re
address the potential detd@ration in asset quality of corporate loan books.

1.27 Despite the efforts by policymakers to revive the weak credit growth, which has been a
primary reason behind the slow economic recovery, tiEOand GFSRQctober 2013
analysis noted that policies are ast effective if they target the constraints that
underline the weakness in credButagain these constraints in credit market differ by
country and evolve over time, requiring a careful courigycountry assessment. In
many cases, demand and supplyented policies are complementary, but their
relative magnitude and sequencing can be more important. The main risks center on
increased credit risk, including a relaxation of underwriting standards and the risks of
ever greening existing loans.

1.28 TheGFSRef October 2013 analysis found that healthy banks rely more on equity and
less on debt, especially shadgrm wholesale funding that contributed to the global
financial crisis and use deposits as their primary funding sources. Careful
implementation of tre reforms can moderate tensions. For example, the Basel Il and
overthe-counter derivative reforms should be implemented as planned, but
policymakers should monitor the increased demand for collateral and ensure that
enough unencumbered assets are avdiéalio permit the meaningful baih of
unsecuredsenior creditorsThe policy makers have shown their determination to keep
the global economy away from the precipiddonethelesswhat is worrisome is that
monetary policy in the AE could be stuck at tleazinterest bound for many years.
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Over the time, very high public debt in all major AE and persistent financial
fragmentation in the EA could then trigger a new crisis.

1.29 Global financial market volatility has been increasing again since May 2013.ltmgét
term interest rate and financial market volatility have risen. Likewise, the sovereign
spreads in the EA periphery have widened again after a period of sustained declines.
The EMDE have generally been hit the hardest, as recent increase in AdStinétes
and assets price volatility, combined with weaker domestic activity have led to some
capital outflows, equity price declines, rising local yields and depreciation of currencies.
The early period of 2013 has been remembered as a year punctugteallimg crises in
the global financial markets which posed many challenges in the economy and in the
financial markets. The risk of a setback remains uneven given the continuing problems
in the EA and EMDE.

1.30 TheGFSRofOctober 2013noted that some newdownside risks have come to the fore,
while old risks remain largely unchanged; for example, the uncertainty about a failure
to promptly raise US debt ceiling, leading to a U.S. selective default, could seriously
damage the global economy. Beyond the intiade risk, the prospects of reduced
monetary accommodation in the U.S may cause additional market adjustments and
expose areas of financial excess and systemic vulnerability. The exchange rate and
financial market overshooting in the EME can also copeén witaker economic
outlooks, vulnerabilities and severe balance of payment disruptions. The advent of new
crises requires further policy efforts mainly in the AE and EME which are facing new
policy challenges.

1.31 The appropriate policy mix and the pace of ulnent will differ across economies in
view of the differences in output gaps, inflation pressure, central bank credibility and
the room for fiscal policy maneuvering and the nature of vulnerabilities. The policies
priorities, for example, allowing exchge rates to respond to changing fundamentals,
choosing strong nominal anchor to make monetary policy more credible,
implementation of macroprudential policy measures to improve financial sector
stability, fiscal consolidation and a new round of structuraforms, including
investment in public infrastructure, removal of barriers to entry in product and services
in markets and replacing growth away from investment toward consumption, might be
vital to rebound economic growth and financial sector stabitityhie future.

1.32 Despite the uncertainties, challenges and risks in the financial system, the global
financial system is undergoing a series of transitions along with the path toward
greater financial stability. The U.S. is expected to move to less accomivedat
monetary policies and higher losgrm interest rates. The EME, after a prolonged
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period of strong portfolio inflows, are now facing a transition to more volatile external
conditions and macroeconomic vulnerabilities, as they shift to a regime in which
financial sector growth is more balanced and sustainable. Japan is moving towards the
new policy regime marked by more vigorous monetary easing, EA towards more robust
and safer financial sector, including a stronger monetary union and the global banking
system is phasing in stronger regulatory standards.

1.33 The core challenges remain in managing the side effects and eventual withdrawal of
accommodative monetary policy in the U.S. and the benefits of strong U.S economy
should help limit financial stabilityisks associated with an extended period of low
interest rates. Th&sFSHRighlights the risk that longerm interest rate could rise more
sharply than currently anticipated. Structural reductions in market liquidity and
leveraged positions in shoterm funding markets and the shadow banking system, for
instance in the mortgage real estate investment sector could amplify these rate
increases and spill over to the global markets.

1.34 The 1lGyear US treasury yields stood at 2.30 percent in July 2013, after ctinggao
the lowest yield of less than 2.0 percent from June 2012 to June 2013. It had hovered
around 4.0 percent in June 2009. It has been in a declining position and below 2
percent after April 2012. Likewise;m3onth US treasury yield has declined t®®.

Figure 1.6: U.S. and Indidreasury Yields

U.S Treasury Yield (in percent) Indian 3-Month Treasury Yield (in percent)
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percent after recording the lowest of 0.01 percent in December 2011, but again the
yield has not improved and the rate has been remaining persistently too low (below 1.0
percent) after October 2008. Similarly, the U.S. Fed Funds daily discount ratethas
improved since migAugust 20101t has been hovering below 1.0 percent since then. In
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case of India, government'srBonth Tbill rate has been gradualincreasingit stood
5.4 percent in July 2010, to 8.4 percent in July 2011, and 11.3 perceny 2O13.

1.35 The overnight LIBOR rater USD further declined to 0.1 percent in July 2013. The rate
has not improved after 2008t is gradually in a declining position, hovering between
0.1 to 0.2 percent since that time.

1.36 The LIBORate for major internaional currencies (except the USD) further declined in
2012 and the trend of decline has also continued in 2013. The LIBOR rate with Euro
declined to 0.1 percent in miduly 2013 from 0.4 percent of minily 2012. Likewise,

Figure 1.7: Libor Rates
(In percent)
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the rate with GBP and USD alscclileed from 0.8 percent and 0.5 percent of midly
2012 to 0.5 and 0.3 percent in mildily 2013. This sort of trend in LIBOR fatemajor
international currencies, particularly with USD, shows that the economic crisis might
have deteriorated further irsome parts of the world. The-®onth Libor rate in USD
showed a slightly upward trend in 2012 but declined later significar8lynilarly,3-
month GBP and EURO ratdsodeclined significantly over the period.

1.37 The policy makers around the world, espegidhe central banks and financial market
regulators have focused their attention on the relative strength of their currencies. The
exchange rate of major international currencies with one USD has fluctuated during
2012, but sharply depreciated since thedinning of 2013. The average exchange rate
of one USD to GBP remained stable in 2012, but depreciated from early 2013. The
yearly average rate of INR with USD depreciated sharply in 2012 (14.0 percent) and
2013 (8.0 percent)Theaverage rate of INR withne USD reached Rs. 57.8 in July 2013
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Figure 1.8: Exchange Rates

Average monthly exchange rate to one USD Appreciatin and depreciation of INR and NPR to one USD
14 1200 (annual average exchange rate: percentage change)
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from Rs. 53.4 of July 2013ince 2001, the INR and NPR lhedn appreciatingand
depreciating with  one USD moving simultaneously Such rate of
appreciation/deprecation habeen slightly different in some years. Afteppreciation

in 2010 by around 5.5 percenthe exchange rate of both currencies with USD has
depreciated more steaty in recent years.

1.38 The global foreign exchange market outlook noted that the USD will continue to be
strengthered for the next few garters against EUR, GBP and JPY in 2013 as a result of
relative growth and central bank's policy dynamics India in order to simulate
investment TheReserve Bank of Ind{#&Bl)and Government of Indiare expected to
continue to provide fiscal and moraty stimulus by introducing new measures on a
cautious pacein the coming months in order to invigorate sluggish econoriiice
stabilization of INR correction in the days to come will dependsame correction in
Indian macroeconomic indicators such as foyement in growth, current account
deficit and large fiscal deficits along with foreign currency inflowindia. Likewise, it is
expected that the policyperformance and behavior of INR will also depend on the
stance and directiorto be takenby the Fe@ral Reserve Bank on monetary policy
implementation as well amanagement ofsovereign debt related issues in Euro Area
and lhited States in the near term prospect.
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CHAPTERTWO

DOMESTIC MACROECONOM IC DEVELOPMENT

Economic Growth

2.1  The preliminary estimtes of Central Bureau of Statistics (CB8} estimated the
2012/13 shows that the real GDP at basic price was expected to grow by 3.6 percent
compared to a
growth of 4.5 percent
in 2011/12. In
2012/13, the 7.0
agriculture sector and
the nonagriculture
secta were expected
to grow by 1.3
percent and 5.0
percent respectively

Figure 2.1: Real GDBowth
(In percent)

whereas these |
sectors had grown by 2005 2006 2007 2008 2011 2012 2013
5.0 percent and 4.2 A griculture B M on-Agriculture

o e (S0P @t basic prices

percent respectively
in 2011/12.

2.2  Similaly, the industrial sector was estimated to grow marginally by 1.6 percent in
2012/13 comparedo a growth of 3.0 percent in 2011/12. The growth performance of
service sector has improved due to the improvement in the wholesale and retail trade,
hotels and restaurants, transport, storage and communication and financial
intermediaries. However, theagriculture and industrial sector witnessed sluggish
growth in 2012/13 due to the unfavorable monsoon, energy shortgg®r industrial
relation and delay in adopting fefledged budget. It is expected that growth in the
production of agriculture sector M increase in 2013/14 because of favorable monsoon
and timely availability of fertilizers.

2.3  Total consumptionincreasedto 90.7 percentof GDP,from 88.5percent in 2011/12.
Consequently, the savings ratio dropped fr&mB percent in 2012/13. In 2012/18ross
investmentincreasedo 31.8 percent of5DPfrom 34.9 percent in 2011/12.
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Inflation

2.4  The annual average consumer price inflation increased by 9.9 percent in 2012/13
compared to an increase,
of 8.3 percent 2011/12. Figure 2.2: Annual Average Inflation
The price index of food (Percentchangg
and beverges group 14.0
increased by 9.6 percenf | 120
whereas the index of non 10.0
food and services group| | °

increased by 10.0 percent o0
in 2012/13. The indices of] zz
food and beverages and | ,/
non-food and services had 2007 2008 2009 2010 2011 2012 2013
increased by 7.7 percent mmm Wholesale price inflation e Consumper price inflation

and 9.0 percent
respectively in 2011/12. Thmajor factorsthat pushed up the index diood prices
were meat and fish, sugar and sweetsd, ghee and oil. Similarly, thgrincipalfactors
behind the increase in the price index of nofood and services were furnishing and
household equipmert, clothing and footweaand,exchange rate depreciation

Government Finance

2.5  Theperformanceof the capital expendituras in past few yeanremained discouraging.
On the contrary,
revenue  mobilization
remained encouraging
On a Dbasis, total (Cash basis)
government a
decekrated pace of
expenditure increased
by 8.7 percent to Rs.
347.74 billion
compared to a much
higher pace ofincrease
of 15.2 percent in
2011/12. In 2012/13,
revenue mobilization of

Figure 2.3: Composition of Government Expenditure
(Rs. in million)

OExpenditures

B Recurrent

O Capital

O Financial

B Expenditure from
Freeze Accounts
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the Government of Nepal (GoN) increased by 21.1 percent to Rs. 296i64, lvilhich
exceeded thennual budget estimate of Rs. 289.61 billlmn2.2 percent

2.6 The maincontributors to the increase in revenuavere increase in importswhich
resulted ingrowth of custom revenueand income tax Thecontrols of tax leakage as
well as overall reforms in tax administration westher factors that had contributed to
increasedrevenuemobilization Delay in the tender process including other procedural
processes due to therolonged delay in formalized budgetasthe principle reason
behind the slower growth of capital expendituréfhe government budget deficit, on
cash basis, declined by 18.6 percent to Rs. 18.19 billion in 20¥28H3 a much
elevated deficitof Rs.22.34 billion in 2011/120f the 2012/13 budgetdeficit was
financedby domestic borrowings of Rs. 19.04 bill{equivalent tol.1 percent of GDP
Outstanding domestic debt dhe Government of Nepal stood at Rs. 207.0 billion in
2012/13. After adjusting the government balance of Rs. 13.53 billion, total outstanding
domesic debt stood at Rs. 193.48 billion in riidly 2013Thus size of domestic debt
representsl3.0 percenbf the GDP.

External Sector

2.7 Merchandise exports went up by 3.6 percent to Rs. 76.92 billio2012/13. Such
exports had increased by 15.4 percentRs. 74.26 billion in 2011/12. On the other
hand, merchandiseimports surged by 20.6 percent to Rs. 556.74 billion in 2012/13.
Such imports had risen by 16.5 percent to Rs. 461.67 billion in 2011/12. Total
merchandise imports surged in 2012/38imarily owing to the rapid increase in the
imports from India. Due to the high growth rate of imports compared to exports, total
trade deficit surged by

23.9 percent to Rs. Figure 2.4: Movement of Remittance and Deposit
479.82  billion in

2012/13. Such deficit (Rs.in million)

had expanded by 16.7 660000

percent in the 500000

previous year. TEde 400000 /7
deficit with India 200000 ,/
surged by 2.6.5 o » R
percent during ol = I » 1
2012/13 compared to

a grOWth Of 143 O;%OI/FI I2';02‘I_ IZI;:;II'ZI;OGIF ‘2|;08I|_ Zl;loll_ IZI;IZI
percent in 2011/12. | C——Demand Deposit e Time Deposit —Remﬁtanoe‘
The share of India in
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Nepal'stotal trade increased marginally to 66.0 percent in 2012/13 from 65.1 percent

in 2011/12.

2.8  The overall BoP recordedsarplus of Rs. 68.94 billion in 2012/13 compared to a surplus
of Rs. 131.63 billion in 2011/12. The current account posted a surplus of Rs. 57.6 billion
in 2012/13 compared to a surplus of Rs. 75.98 billion in the previous year. The current
account surpls was lower in 2012/13 due to a substantial rise in imports of services.

22Nl SNAEQ NBYAGUGlFyYyOSa

NEasS o0& wnodd LISNOSy

to an increase of 41.8 percent in 2011/12 because of increase in the nurhberkers
going abroachnd depreciation of Nepalese currency against USD.

2.9 The gross foreign exchange reserves increased by 21.4 percent to Rs. 533.30 billion in
mid-July 2013 from a level of Rs. 439.46 billion in-thity 2012. Thenovementof such
reserves is highly influencediy the inflows of workers remittance which ultimately
affects the liquidity situation of banking system. The existing level of reserves is
sufficient for financing merchandise imports of 11.7 months and merchandise and

service imports of 10.1 months.

Exchange Rate

2.10 Nepalese currency visvis the USD depreciated by 6.7 percent in hidly 2013 from
the level of midJuly 2012. It had depreciated by 19.9 percent in the corresponding
period of the previous year. The exchange rate of one USD stood at R3.i®5%r0d
July 2013 compared to Rs. 88.60 in sidy 2012. From November 2012, there veas

Figure 2.5: Exchange Rate of the Nepali Rupee

continuous

depreciation in the

Nepalese currency| |14 00
againstthe USD. Such 9500

decrease in the value 90.00
of Nepalese currency 85.00
has corrected the real 80.00
exchange rate in 75.00
Nepal. Depeciation of 70.00
Nepalese rupee
against the USD has
contributed to the

¢ & v ¥

_—2012/13 —e—2010/11

improvement in

export competitiveness and tthe increasein remittances inflows. On the other hand,
net domestic assets, money supply and inflationary pressure are also increasing. Since
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Nepalese currency is pegged with Indian currency, the movement of IN&RvidgsUS
Dollaris responsible for the changes in the exchange rate in Nepal.

Monetary Situation

2.11 Broad money supply (M2rowth rate deceleratedby 16.4 percent in 2012/18om 22.7
percent in the previous year. The slower growth of broad money supply was due to the
slowdown in the
growth rate of net
foreign assets of
the banking
sector. Similarly, mNarrowmoney  mBroad money
narrow money
supply (M1)
increased by 14.4
percent  during
2012/13
compared to a
rise of 186
percent in the 2005 2006 2007 2008 2009 2010 2011 2012 2013
previous year.

Figure 2.6: Money Supply

(Rs. in million)

1500000

1000000

500000

2.12 Domestic creditexpandedby 15.9 percent in 2012/13 compared to a growth of 9.3
percent in the previous year. Such a high growth of domestic credit was due to an
accelerated growth in credit flows tihe private sectorm 2012/13. The claims on the
private sector increaseatonsiderablyby 20.2 percent in 2012/13 compared to a
growth of 11.3 percent in the previous year.

2.13 Reserve monegrowth got compressed to a much much highiéx9 percent in 2012/13
compared to increasef 36.4 percent in the previous year. A decrease in NRB's net
claims on government coupled with a slower growth of net foreign assets resulted in a
decelerated growth of reserve money in 2012/13.

2.14 Deposit mobilization of banks and financial institutionEI€} increased by 17pkrcent
in 2012/13to Rs. 176.27 billianSuch deposit mobilization had increased by 22.9
percent toRs. 188.59 billioin the previous year. In 2012/13, deposit mobilization of
commercial banks and development banks increased b§ p&ccent and 27.1 percent
respectively while deposit mobilization of finance companies decreased by 9.6 percent.
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Liquidity Situation

2.15 NRB mopped up net liquidity of Rs. 8.50 billion through outright sale auction in 2012/13.

In the previous year, liquiditgf Rs. 8.40 billion was mopped up through outright sale
auction while liquidity of Rs. 0.74 billion was injected through repo auction. During
2012/13, NRB injected net liquidity of Rs. 285.03 billion through the net purchase of
USD 3.22 billion from theofeign exchange market. Net liquidity of Rs. 258.28 billion
had been injected through the purchase of USD 3.19 billion in the previous year. The
NRB purchased Indian currency (INR) equivalent to Rs. 274.44 billion through the sale
of USD 3.12 bhillion in & Indian money market during 2012/13. Indian rupees
equivalent to Rs. 213.95 billion had been purchased through the sale of USD 2.66
billion in the previous year. The provision of statutory liquidity ratio (SLR) which was
fixed at 150 percent, 110 percert and 100 percent of total deposits for "A", "B" and

"C" class institutions for 2012/13 wéswered downto 12.0 percent, 90 percent and

8.0 percent respectivelyfor 2013/14. In order to mitigate liquidity risk, there is a
provision of maintaining totalban and advance of BFIs not exceeding 80 percent of its
deposit and core capital.
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CHAPTERTHREE

FINANCIAL INSTITUTIO NS

Structure of the Financial System

3.1 Modern financial system in Nepal has completed more than 75 years shee
establishment of NepaBank Limited in 1937 A.D (3&artik 1994 B.Sh)a b SLI f Qa FANERG
commercial bankWith the course of time, the structure of Nepalese financial system
has broadened. As of now, it constitutes commercial banks development banks,
finance companies and miifinance financial institutiongew cooperatives and NGOs
both performing limited banking activities under the regulatory and supervisory
jurisdiction of the NRB. Similarly, it also comprises of other financial institutions like
pension funds Ctizen Irnvestment Trust (CIT), and provident fun&mployee
Provident Fund (EPF) operating under the regulatory jurisdiction of Ministry of Finance,
insurance companies under the Insurance Board, cooperatimeter Department of
Cooperatives and Nepal Stock Exchamhge. (NEPSE) undéhe regulation of the
Security Exchange Board of Nef2EBON)

3.2  The Nepalese financial sector has been undergoing significant changes. The banking
sector noted an increase in capital base, improvement of efficiency in management and
asset mobilization, notable growth in profitability, expansion in deposit mobilization
along with increased liquidity cushions, increment in ladisbursedto productive
sectors and relaxed liquidity position as positive indicatémsreasing risk weighted
assets (RWA), increasing investment in consumption sector, increase in provisioning,
and deteriorating asset qualityamong othershave emerged as challenges for the
stability of the financial sector in Nepal.

3.3  The rapid growth of BFIs observed in the lestiple of years hasometo a halt recently.
Now, it is passing through the phase of consolidation. As of -thily 2013, the
Nepalese financial sectaonstituted of 31 licensed commercial banks ("A" class), 86
development banks ("Btlas3, 59 finance cmpanies ("C" class), 31 micro finance
financial institutionso & Sldss) 46 other financial institutions includingRB licensed
cooperatives and NGOs. As of Adidy2013, the total number of financial institutions
stood at 284 comprisingf 176 banks ad financial institutions of#A¢, 6B¢ and 6C
categories, 80 financial intermediaries licensed by NRB, 25 insurance companies and
one each oEPFE-CITand Postal Saving Barkotal number oNRB licensed "A", "B", "C"
and "D" class financial institutions deed to 207 from 214 in midanuary 2013. The
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significant declinein number of finance companies bgbout 12.0 percent and
development banks by about 5.0 percent contributiedsuch decline in total number
of BFIs in the review period. However, the numbé "D" class MFFIs increased during

the same period.

Table 3.1: Number of BFIs and Other Institutions

Banks and Financial Institutions Mid-July 2012 | Mid-Jan. 2013 | Mid-July 2013
Commercial Banks 32 32 31
Development Banks 88 90 86
Finance Companies 70 67 59
Micro Finance Institutions 24 25 31
SubTotal 214 214 207
NRB permitted Cooperatives 16 16 18
(with limited banking activities)

NRB permitted NGOs 36 34

(with limited banking activities) 31
Insurance Companies 25 25 25
Employees Providerrund 1 1

Citizen Investment Trust 1 1 1
Postal Saving Bank 1 1

Total 294 292 284

3.4  Along with the liberalization process in Nepal, the establishment of banks and financial

institutions proliferated. Such proliferation was not accompanied witimooensurate

Figure 3.1: Concentration of BFIs Branches
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developments in thegrudent legal and operational framework. Total numberbafhk
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branches of BFls reacheg#22 as of mieluly 2013 from 351 a year ago. Of the total
number, branches of class "A" financial institutipalass "B" financial stitutions and
class "C" financial institutionsumbered1486, 784 an®42respectivelyas of midJuly
2013.Thenumbers of such branches wel&56, 650 and 345 a year agespectively.
Branches of commercial banks and development banks increased.@pd@ent and
17.5 percent in 2012/13, while the branches of finance companies declined by 9.7
percent. Among the total bank branches of BFIs,73frcent (665) branches were
operating in Kathmandu Valley followed by 3percent in Hills and Mountain (779
and 421 percent in the Terai (1048) as at midly 2013. As a result, 80percent of
total deposit and 44 percent of total loan of BFIs have been concentrated in
Kathmandu Valley only.

3.5  The top three districts with highest number of bank branches kathmandu (513),
Rupandehi (152) and Kaski (148),terms of regions most of the bank branches
including the "D" class MFFIs are located in Central Development Region,(1409)
followed by the Western Development RegiofV27), Eastern Development Region
(568) and Midwestern DevelopmentRegion (280). The Far Western Region has the
lowest number of bank branches (154). Out of total bank branches of &felst 45.0
percent are situated in the Central Region, while the remaining are serving in other
four regons,with the lowest density ofess than 5 percent in Far Western Region. NRB
hasbeen striving to expand access to finaringhe remote andunbanked areasThe
NRB hadveen motivatingBFls for adopting newethniques such as branchless banking
andmobile banking for enhancing financial inclusion and access.

Table 3.2: Number of Bank Branches
(As of midJuly, 2013)

Bank Branches Total Share In 17 districts | Share
State owned 506 20.3 25 53.2
Commercial Banks
Other 980 39.3 17 36.2
Development Banks 764 30.6 4 8.5
Finance Companies 242 9.7 1 2.1
Total 2492 100 47 100

3.6  The stateowned banks that had the largest branch networks and had been representing
more than half of total bank branches in the country till Riah 2013, noviold only
20.3 percat share whereas other private sector commercial baokd 39.3 percent of
total bank branch network followed by development banks (30.6 percent) and finance
companies (9.7 percent). The change in this position is due to the aggressive branch
expansion paty adopted by private sector BFls in the review period. HoweVér,
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3.7

3.8

districts arestill considered far from access to formal financial service. The massive
branch expansion by private banking sectorsh@t been able to contribute as
expected in financialnclusion and for the needy section of people, particularly in
geographically remote areas. The minimal presence of branches of BFls in 17 districts
and almost norpresence of BFls other than state owned commercial banks in six
districts of Nepalthat isBajhang, Bajura, Dolpa, Jajarkot, Kalikot and Mugu, is a big
concern for financial access and inclusion.

The rapid growth of number of financial institutions and stiff competition among the
BFIs and their branches hawet played any effective role inlowering interest rate
spread in Nepal. With the objective of bringing transparency to loans rates, minimizing
lending risks and

enabling better Figure 3.2: Base Rate and Interest Spread
assessment of (in percent)
transmission of | 11200

monetary policy, NRB
in its Monetary Policy
for 2012/13 has
mentioned about
introdudng base rate

system in  the
Nepalese banking
sector. Accordingly mid-Jan  mid-Feb mid-Mar mid-Apr mid-May mid-June mid-July

) B} 2013 2013 2013 2013 2013 2013 2013
NRB directed "Atlass

banksto computeand
publish their base rate
from mid-January 2013 onwards anmonthly basis fowhich NRBlevised aformula

for calculating base rate. It was imded to control interest rate spread indirectly by
this means. However, the impact of computing base rate is yet to be seen on interest
spread.

MBase Rate @ Interest spread

The total size of banking and ndwanking financial institutions in GDP continued to
expand in the review pertbin comparison to that of miduly 2012. The ratio of total
assetsand liabilities of Nepalese financial system reached 141.7 percent of GDP-4n mid
July 2013. Such a ratio was 125.0 percent if only BFls including Nepal RasteaeBank
taken into accountTotal assetand liabilities of commercial banks remained 73.1
percent of GDP followed by Nepal Rastra Bank (31.4 percent), development banks (11.8
percent), finance companies (5.9 percenBlFFIs(2.1 percent), cooperatives (0.9
percent), and NGOs (Ogrcent). Further, such ratio for contractual saving institutions
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stood at 16.1 percent comprising 8.5 percent of EPF, 2.5 percent of CIT, 5.0 percent of

insurance companies and 0.1 percent of postal saving bank.
Table 3.3: Structure of Nepalese Fin&lcSystem
(As of midJuly 2013)

T — Assets/ Liabilities Share Share

(in million) (percent of total) | (percent of GDP)
Bank and Financial
Institution 2135340.7 88.6 125.5
NRB 534897.9 22.2 31.4
Commercial Banks 1242881.4 51.6 73.1
DevelopmentBanks 199954.8 8.3 11.8
Finance Companies 100856.7 4.2 5.9
Cooperatives 15415.1 0.6 0.9
Micro Finance Financial
Institutions 35774.9 1.5 2.1
Micro credit Non
government Organizations 5560 0.2 0.3
Contractual Saving
Institutions 272687.4 11.4 16.1
Employees Provident Fund 145283.4 6 8.5
Citizen Investment Trust 42753.6 1.8 2.5
Insurance Companies 84650.4 3.5 5
Postal Saving Bank 1397.2 0.1 0.1
Total 2410822.5 100 141.7

Source: Financial Statistics, NRB and Other Financial Institutions.

3.9 In termsof total assets and liabilities in mituly 2013, bankand financial institutions
represented 88.6 percent of total financial system of Nep&ich share was 11.4
percent for the contractual saving institutions. In terms of share in total assets, the
commercial banks remained the key player in the financial system occupying 51.6
percent of the system's total assets followed by NRB (22.2 percent), development
banks (8.3 percent) and finance companies (4.2 percent). In case of contractual saving
institutions, on the same basis, EPF was a dominant institution (6.0 percent), followed
by CIT (1.8 percent), insurance companies (3.5 percent) and postal saving banks (0.1
percent) as of midluly 2013. The share @#fFFISincluding the saving and credit

cooperativesaccountedfor 2.4 percentincludingl1.5 percent of MFFIs, 0.2 percent of
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micro-credit nongovernment organizations (NGOs) and 0.6 percehtsavingand
credit cooperatives permittetdy NRB undertakinfpr limited banking transactions.

Figure 3.3: Structure of the Financial System

mmm Share (as percent of GDP) —Share (as percent of total: RHS)

m 731 - 80

3.10 The performance of ) -
at d bank Figure 34: Capital Fund and CAR of RBB and NBL
stateowne anks (Rs. in million an@€ARN percent)
(RBB and NBL) #&a ; 0
Peen | gradually 1000 .
improving over the | | [ 30
years. The continuous| | 4 - -10.0
reform process for the 4000 L 150
last few years has built| | -s000 '
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The capital fund as| | 8000 | 300
well as the CAR of | %%
those two banks| | " 30
reached almostat the mmm Capital Fund (Rs. innullion) — ====CAR (RHS)
prescribed level.

However, the reform and restructuring of these institutions should still be accorded top
priority for somemore timeto come so as tanake Nepalese financial system capable
to counteract the potential shocks and any kind of finahgulnerabilities in future.
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3.11 The major financial instruments used in Nepal are common stocks, debeniubdts,
andbank loanamong othersCommon stock and debentures are traded in NEPSE and
OTC markets. NRB issuekills on behalf of the governmero help liquidity needs of
financialinstitutions. The transaction of bond and equity instruments takes place
through Nepal Stock Exchange Ltd. In the current scenario, where market capitalization
has been increasing sharply, government debt market ha#Hl semained
underdeveloped. There was a boom in stock market in Nepal between 2006 to 2007. As
a consequence, share price index increased more than double and market
capitalization roseo ashigh as40.0percent of GDP at the end of 2007 freanmere
17.0 percent of GDPMarket capitalization to GDP reverted to its normal positafn
about40.0percentin mid-July 2013 The size of the government debt market in Nepal
has remained small with treasury bills and development bonds (including all tfpes
bond and saving certificates) accounting for 8.1 percent and 4.1 percent of GDP
respectively as at miduly 2013.

Banking System in Nepal

3.12 Thebanking system in Nepal has expanded over the ybacause of emergence atw
BFls and expansion of their branch®&#ost of the financial deepening indicators show
an encouraging trend in the overall banking sector developmiemtvever, the growth
of assets,

Figure 3.5: Major Banking Secttrdicators
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deposit to GDP reached 73.5 percent comprising 60 percent share of commercial
banks, 9.4 percent of development banks aimbut4.1 percent of finance companies.
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3.13 The dominant share ) - : :
Figure3.6: Total Deposit to Paigp Capital
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3.14 Similarly, the credit concentratioof commercial banks is reflected total credit to GDP
ratio which was just 12.0 percent for "B" and "C" Class financial instituisred mid
July 2013. From the financial stability point of view, the dominant share of commercial
banks in the ratios of both the deposit and credit to GDP compared to other banks and
financial institutions could be one of theajor threats. There is overoncentration of
financial activities on commercial banks in Nepal.

3.15 During the review period, deposits continued to become a dominant source of bank
funding (789 percent) followed by other liabilities ®.percent), capital fund (8.3

percent) and
borrowings (1.7 Figure 3.8: Major Balance Sheet Indicators
percent). This (Growth n percent)

indicates liquidity
relaxation in the | | 30000
market on the one
hand anda warning
on in the other 20,000
Likewise in the uses
side, loan and
advances accounted| | 10000
for the largest share

25.000

15.000

(59.8 percent) 2,000
followed by 0.000
investment (13.8

percent), liquid @ind -5.000
(16.4 percent) and
others (10.2 percent).
In mid-July 2012, such BPaid-upCapital W Deposit  MLoan & advances
shares were 58.5
percent 12.3
percent 17.5percentand 8.8 percent respectivebjs of midJuly 2013, among "A", "B"
and "C" class financial institutions, commercial banks occupied p&®&nt of total
assetsand liabilities of Nepalese banking system followed by development banks (13.3
percent) and finance companies (6.7 percent). In-thity 2012, such shares were 77.3
percent, 12.4 percent and 8.2 percent respectiv€ly.the total ceposits of Rs. 1250.06
billion in midJuly 2013the share ofcommercial banksvas81.7 percent followed by
development banks (12.8 percent) and finance companies (5.5 percent). kiutyid
2012, total deposits of financial system was Rs.1071.39 billicerevtine share of
commercial banksvas 81.0 percent, development banks, 11.8 percent and finance

-10.000
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3.16 The total paidup

companies, 7.1 percent. Likewise, on the loans and advances side, the share of
commercial banks stood at 79.2 percent, development bank at 13.9 percent and
finance companies aabout 7.0 percent in mieluly 2013.The share of @ammercial
banks, development banks and finance compaime®tal loans and advancesas78.5

percent, 12.9 percent, and 8.5 percent respectively in-thty 2012.

captal of the

banking system
comprising "A", "B"
and "C" class

financial institutions
increased by 14.6
percent to Rs.

119.51 billion as at
mid-July 2013 from
Rs. 104.3 billion of
mid-July 2012. The
remarkable growth
of paid up capital of
"A" class institutio

by 20.0 percent has
made the Nepalese
banking system
slightly stronger in
terms of capital

Figure 3.9: Share of BFls in Deposit M@ation
(In percent)

90.0
80.0
70.0
60.0
50.0
400
300
200
10.0

0.0

A B C

W Deposit  MLoan & Advances

base. Similarly, the
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companies noted a
decline whereas the

Figure 3.10: Major Regulatory Ratios of BFIs
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paidup capital of development banks increased by 11.1 percent in 2012/13. Deposits
and loan and advances of finance companies also declined in the review period. Such a
negative performance of finance companies was due to merging of many finance
companies into "A" and "B" class financial institutions and weak performance of
remaining finance companieswing to decline in public confidencdncrement of
capital fund of overall baking sector is the combined effect of the huge increment in
capital of commerciabanks followedby development banks and declinirsate of
capital of finance companies. Merger could be the strong reason for such increased
capital of "A" and "B" class stitutions but negative capital growth of "C" class
institutions. However, IPOs called by newly established commercial banks and
increased capital by them as per their capital plans could be the reason behind actual
growth of capital of overall financiakstor. Increase in deposits is especially due to
increase in saving and fixed deposifs’A" and "B" clasBFIs.

Table 34: Major Balance Sheet Indicators

(Rs. in million)

o July January Percentage chang
Liabilities
2012 2013 2012 2013 July Jan
Capitd fund 115162.99| 131724.33| 108783.26| 127300.41| 14.38 | 17.02
Borrowings 17805.91 | 26999.28 | 20353.27 | 21426.30 | 51.63 | 5.27
Deposits 1071394.11 1250061.98 952724.01| 1125005.93] 16.68 | 18.08
Liquid funds 236056.86 | 259224.93| 193635.32| 194724.40| 9.81 0.56
Investments 137304.43| 151339.991] 125857.23| 144665.80| 10.22 | 14.94
Loan & Advancg 779560.9 | 945698.45| 728369.92| 879892.38| 21.31 | 20.80
3.17 Total credit to total ] _ .
. . Figure 3.11: Deprived Sector Lending from BFls
deposit ratios of
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45000.0
percent) and Class
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total deposit. Instead of controlling their credit exposure, some finance companies
have been aggressively ldnd which may again create liquidity problem in those
institutions. However, as the share of finance companies in both total deposit and
credit as percent of GDP is negligibéeicha liquidity issuedn financecompanies do

not exert significant impact orthe overalleconomic activitiesSNRBhas been closely
monitoring liquidity position of development banks and finance compariess have
also been improving the portion of specified cash and bank balance to total deposit
which stood #16.8 percent as anid-July 2013.

3.18 BFlsare required todisbursecertain percent of their total loan portfolio tthe deprived
sector as stipulated by the NRB. As of #hidly 2013, such loan from all the BFls
accounted for 4.5 percent
of total loan outstanding
which remained above the
regulatory minimum set by mMid-Apr 2013 mNid-July 2013
the NRB With the objective
of gradually increasinghe
sizeof deprived sector loan
in the future for uplifting
deprived sectors of the
economy, NRB has fixed thi
rate at 4.5, 40 and 3.5
percent of total loan
outstanding for 2013/14 for
all "A", "B" and "Cclass
financial institutions.

Figure 3.12: Base Interest Rate of CBs
(In percent)
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3.19 The gpread rate of deposit
and lending stood at 6.8
percent as at midluly 2013. NRB the pasthas implemented/arious policy measures
to narrow down such spread and maintain aptimal spread over the period. Among
such policiespublishingof base rate to thegeneralpublic by the commercial banks
within the stipulated time is one of the latest policie$his requirementvill gradually
be implemented in other BEI®o since edy 2014.

3.20 Though the liquidity in the banking system is gradually increasing since the beginning of
mid-July 2012the base rate of the commercial banks did rall in mid-July 2013 as
expected It rather increased compared with that in miflpril 2013. Tk average base
rate of commercial banks was49ercent as at midlanuary 2013 which increased to
9.8 percent as at miduly 2013.
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3.21 The total number of branches of the BFIs in the Nepalese financial system has been
increasing over the period. Over concation of banks and financial institutions'
branches around the urban arésan important concern for NRB. The NRB has pursued
the policy to encourage expansion of bank branches of @F&rosghe country. For

Figure 3.13: Distribution of BFIs Branches
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this, the NRB has suspendeidthout issuirg new licensegas the number of banks and
financial institutions
operating in the
economy at present
are above the optimal
number. To address
this problem, NRB has
been  encouragng
merger among the
financialinstitutions.

Figure 3.14: No. of Bank Branches and ATM of BFls

3.22 Branchless banking
and mobile baking . o
are the novel Class "A" Class"B" Class "C" Total
innovations

B No.of bank branches B No.of ATM

introduced in the
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Nepalese banking sector with the objective of promoting financial inclusion and easing
payment and settlement process. During the review period, 205 branchless banking
stations came into operation throughouhe country by 12 BFIs benefiting 30,383
customers The numbers of ATMs, Debit Cards and Credit Cards services provided by
different BFls havéeen increasingver theyears. TheNRB, encouragethe general
public to use modern technology of banking transons. Total number of ATMs
reached 1499 as of miduly 2013 of which 123%elonged(i 2A", @33to "B" and 27to"
clasgsof financial intuitions.

3.23 Suchterminalsof ATMshave ggnificantly contributed to easing payment and settlement

3.24

process in the cautry, which isf NRB's one of the major objectives. Similathe
number of deposits accounts and loans also increased dramatically along with the
expansion of
financial services in
Nepal.As of midJuly
2013, total number 11,403,385
of debit card deposit
accounts loan
accounts  reached
3,581,726
11,403,385 and
849,908respectively.

Figure 3.15: No. oDeposit Accounts, Loans and Debit Card

In mid-July 2013, the
major banking sector
indicators of BFIs
showed animproved
situation. The overall
share of total deposit
to GDP ratio and 849,908

credit to GDP ratio L
continued to

increase  whereas No.of Debit Card ~ No.of Deposit Accounts No.of Loans
total credit to total

deposit ratio slightly declined mainly due from the low growth of credit in the review
period. In total deposit, saving deposit contributed a largest share followed by fixed
deposit and current depositThe overall liquidity psition of BFlsas measured by

3581726

shares of cash and bank balances and investment in government secwities
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remained satisfactory in the review perio@ihese three components supposatbund
17.0 percent and 12 percent of the total liquidityin the revew period respectively.
Table 35: Major Indicators of Banking System in Nepal
(In percent)

Class "A" Class "B" Class "C" Overall
Financial Ratios
2012 2013 | 2012 | 2013 | 2012 | 2013 | 2012 2013
Total Deposit/GDP 55.7 60 8.2 9.4 4.9 4.1 68.8 73.5
Total CreditGDP 40.0 44.5 6.5 7.8 4.3 3.9 50.7 56.2

Total Credit/ Total Deposit| 71.7 74.2 79 82.8 | 87.6 | 954 | 73.7 76.5
Cash & Bank Balance/Tota

Deposit 18.6 16.7 | 372 | 152 | 353 | 214 22 16.8
Investment in Gov.

Security/Total Deposit 14.7 14.2 2.9 1.9 3.1 25 12.4 12
Total Deposit/Paid up

Capital (times) 13.15| 12.82 | 6.00 | 6.80 | 445 | 4.24 | 10.27 | 10.46

Source: Financial Statistics, BFIRD

Consolidation in NepaleseBanking System

3.25 Although Nepalese banking sector has been growing fastamuimber, inadequate
capital base ad lack of professionalism in banking business have leghrersely
affecting the health and sustainability of thedividual institutions andthe financial
sector as a wholeThe merger policy unveiled by NRB at the recent pasamas
instrumentthe means éfinancial sector consolidation is expected to correct the recent
troubles such as low volume of turnover, high interest rate in lending, high interest rate
spread, inefficient management, lack of project financing practice, inadequate working
fund and umealthy competition among BFls.

Table 36: No. of Merged, Merging and Dicensed Institutions

New/
BFls Merged Merging Upgraded/ Delicensed
Renamed
Commercial Bnks 3 1 3 1
Development Banks 11 8 13 8
Finance Companies 3 16 2 16
Total 17 25 18 25

3.26 The MergerBylaws, 2011 provideseveral benefits for the mergirfinancial institutions
As a resultmergingprocess has taken momentum in the Nepalese banking sector. By
mid-July 2013, 3 commercial banks, 11 development banks and 3 finance companies
have merged. Actual impact of merging process is yet tddiiein the overall banking
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systemin terms of performance and improvement of financial soundness indicators of
merged entities. It has been noted that a large number of BFIs have be&oedsed
since the merger policy unveiled by the NRIgaf is.1 commercial bank, 8 development
banks and 16 finance companies.

3.27 NRB believes that merger process will bring substantial benefits to the Nepalese banking

system. Merger will create synergy by lowering aigrg costsextend thebenefits of
economies of scope and scalexparsion and diversiication of market share.The
perceived gains arise out of the belief thatbig organization is considered to be
efficient in allocating resourceshuman and capital to maximize the output gains.
Likewise, he empirical studies have illustrated that merger itself could not enhanee th
success, particularly in terms of access to finance in the rural areas to the targeted
groups and communities. Both the merged entity arttk tregulatory/supervisory
authorities require having a close surveillance to enhance and exploit the synergy of
the merger.

3.28 Preliminary information shows that after consolidation through merger, BFls in Nepal

have been able to improve their capital baddergingso far resulted in the lowering of
number of 43 BFls into 1&urther, 19 BFIs (including five RDBs) have obtained the
letter of intent (LOI) for merging to create 8 BFIs and 5 BFls have submitted application
for merger into 3 BFIs. Although the myer of BFIs has been moving faster than
expected during the review period, the expected outcome in terms of financial
soundness and strong institutiahcapabilityfor the stability of financial system hast

to be realized. Therefore, NRB expects thatphl's financial system requsean
acquisition policy.

Financial Soundness Indicators (FSI)

Capital Adequacy

3.29 Total capital adequacy ratio (CAR) of the banking system stood 2apé&&ent in mid

July 2013, compared to 11.5 percent a year ago. The ingpnent wasprimarily due to
progressmade by in commercial banksvhose capital adequacy ratigose to 12.3
percent in midJuly 2013 from the level of 10 percent in midJanuary 2013. It was
11.5 percent in miduly 2012. Among two state owned banks withgatve capital
adequacy NBL and RBB, the improvement in RBB which turned out into positive,
attributed in the perfection of capital adequacy ratio of the commercial banks in
totality. One of the objectives of NRB since the financial sector reform progmét802
wasthe maintenance of financial stabilityrincipally, bymproving the capital of these
two ailingstate owned bankat that time.
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Figure 3.16: Capital Adequacy Ratios
(In percent)
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In contrast, the capital adequacy ratios of "B" and "C" class institutions have been
eroding recently. In midJuy 2013, the figure remained at 17.8 percent and 16.
percent respectively for "B" and "C" class institutions though higher thamequired
minimum capital adequacy ratio. It was 20.5 percent andl 2@rcent respectively in
mid-July 2012. The deterionay capital adequacy ratio for "B" and "C" class
institutions wasdue to negative capital, particular)yof problematic banks and finance
companies in the review period. However the overall CAR of "B" ahdlid€sfinancial
institutions was still above #h standard requirements set by NRB which indicates that
financial sector is still well capitalized.

3.31 Further, the core capital ratio, as the indicatbat reflects theof high qualityof capital

of financial institutions, stood at 1Dpercent, 17.1 percetnand 15.3 percent in mid
July 2013 respectively for "A", "B" and "C" clasancialinstitutions compared to 10.0
percent, 19.6 percent and 22percent respectively in miduly 2012.

Assets Quality

3.32 The total NPL ratio of BFIs declined substantially.8&p&rcent in midJuly 2013, from

the level of 4.4 percent in midanuary 2013®ut slightlyincreased agompared t03.6
percent in midJuly 2012. The total NPL of finance compamias the highest ai6.0
percent followed by development banks (4.5 perde@ind commercial banks @.
percent) in midJuly 2013. On the other hand, the average of total4penforming loan
(net of provision) to capitafor BFIsreached 5.4 percent during the review period
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comprising 4.1 percent, 5.8 percent and34percent of "A, "B" and "C" class
institutions respectively.

3.33 Regarding the exposure of BFls in terms of sector wise credit, wholesalers and retailers
sectors received the highest volume of loan (20.7 percent) followed by the agricultural,
forestry and beverage productn related sector ( 19.9 percent). Finance, insurance and
real estate sectors received 8.8 percenttioé total credit. Though the majority of the
people depend on agriculture for their livelihood and contribution of agriculture to GDP
is more than one thd, yet thissector formed merely.1 percent of total loan in the
review period.However, apositive incrementof credit in manufacturing sector by
about 20.0 percent in midJuly 2013omparel to an increase 0b6.9 percent in mid

Figure 3.17: Credit Flows of BFls
(Share in percent)

W Commercial Banks M DevelopmentBanks M Finance Companies

July 2012canbe consicered a favorable development.

3.34 Despite issues raised by industrialists and manufactumbut the adverse investment
friendly climate a balancedincreasein loan disbursementtowards manufacturing
sectorsignals positively for the economic growth, incoared employment generation
as well as demandor further credit to the productive sectors. Consumption loans
increased to B percent of total loan portfolio This figurewas 6.0 percent in miduly
2012 and 6.7 percent in midanuary 2013. The continuouisicrease seen in
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consumption loan of the BFIsupported by remittances indicates thatremittance

incomehas been directedo the unproductive secta. This isesultingin high inflation

and deteriorating of trade balanagespite of a number of policy meai®s undertaken
to control loansfloated towards such sectors. Others sector constigitround 13.0
percent of total loan portfolio However,the breakdown of detadl is not available in
the reporting format This mighthave allowed BFIs a sufficient rodor bandaging the
loan account tactfully.

3.35 Despite the apparent sluggishness in real sector, loan and advances securitized by
current and fixed real assets such as land and building have increased to almost 85.8
percent in midJuly 2013 from 70.0 percerih mid-January 2013thus increasing
default risk in case ofdverserepercussion on the value of such securities. As most of
the BFIs still do not have strict, fair and periodic revaluation policy and practice,

Figure 3.18: Major Areas of Credit Distribution
(Share in percent)
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deterioration in the value of such secues may adversely affect the quality of credit
and hence lead to increase in NPL as well as decrease in profitability resulting to
liquidity shortage, amon@thers

3.36 Regarding the type of loan product, demand and working capital loan forms around
23.06 percet of total loan and advances followed by overdraft loan (19.3 percent),
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term loan (14.3 percent), real estate loan (15.9 percent including both the housihg
6.9 percent and readstate with9.0 percent), hire purchase loan (5.6 percent), trust
receipt& import loan (4.3 percent) and other (11.1 percent) as at-thity 2013. In the

Figure 3.19: Major Pradct-wise Credit Distribution
(Share in percent)
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context, where 85.8 percent of total loan is securitized by current or fixed real assets
such as land and buildings which indirectly expose the BFIs to a single secta,bdgch
portion of direct/indirect exposure to this sector with primary or secondary collateral
may create risk for the stability of financial system that originates from the over
concentration of excessive credit to such single sectors, particularly alatecal of

land and building.
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3.37 Over exposure in a single sector can further aggravate the situation as real estate prices
are yet to recover. The slowdown in transactions may pose stress to the banking sector
at any time. However, a positive demarfior loan from the private sectorslespite
fragile economic conditions in 2012813can help the banking industries tmproveits
credit quality and profitability.

Table 37: CreditDistribution by Sector, Product and Collateral
(Sharein percent as ofmid-July 2013)

Categories of Credit ‘ CBs DBs ‘ FCs
Sector Wise
Agricultural and Forest Related 79.27 15.92 4.81
Wholesaler & Retailer 81.48 13.65 4.87
Manufacturing (Producing) Related 92.70 4.82 2.48
Construction 74.65 15.87 9.48
Finance, Insurance anceRl Estate 78.10 14.87 7.03
Product Wise
Term Loan 82.44 11.04 6.52
Overdraft 81.41 18.59 0.00
Trust Receipt Loan / Import Loan 100.00 0.00 0.00
Demand & Other Working Capital Loan 84.12 8.48 7.40
Res. Per. H. Loan (Up to Rs. 10 mil.) 71.37 18.59 10.04
Real Estate Loan 73.25 14.95 11.80
Collateral Wise
Fixed Assets 66.60 91.53 84.57
Current Assets 18.26 0.30 0.61

Source: Monthly Financial Statistics, BFIRD, NRB
Profitability

3.38 Despite sluggish economic growth, high inflation and weak investmentadd, BFls
have been earning substantial profit during the review period. This situation has raised
the concern for sources of profit of BFIs. As shown in figure 3.20, profitability of
commercial banks increased by 32.0 percent and that of developmemitsbhy 50.2
percent. However, finance companiesperienceda decline of profit by 104.2 percent
during the review period. Amidst unfavorable situatiohlow level of credit growth,
decline in real estate price and transactions, excess liquidity andiggogompetition,
such a rise in profits of commercial banks and development bankssseehave been
generated througthigh interest rate spreath the review period
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Figure 3.20: Growth in Profitability of BFls
In Rs. in million (RHS) and percent (LHS)
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3.39 The position of profitability can also be analyzed through return on assets (ROA) and
return on equity (ROE)The ROA is a comprehensive measure of bank's overall
performance from

an accounting Figure 3.21: Return on Assets
perspective. In (In percent)
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mid-Jan 2013 and 11.35 percent in riidly 2012TheROA and ROE that deteriorated
throughout the fiscal year has managedimprove, particularly of "C" class institutions

in the most recentmonths of the review period. However, performance of finance
companies remained very weglor examplein mid-July 2013, ROA of "A", "B" and "C"
class institutions were recorded at 1.G%rcent, 0.84 percent and 0.02 percent
respectively. Likewise, ROE was recorded at 16.89 percent for "A "class institutions and
6.44 percent and 0.20 percent for "B" and "C" class institutions respectively.

3.40 Theinterest margins to gross income and Ritterest expenses to gross income stood
at 762 percent and 42 percent respectively in miduly 2013. The interest margin to
gross income ratio of total banking sector had been improving over the periods. Among
BFIs, the interest margin to gross income ga#ind noninterest expenses to gross
income ratio of "A" class institutions had improved to 75.9 percent an@ gdrcent
respectively as compared to that of midily 2012 and midanuary 2013. In contrast,
these ratios of "B" and "C" class institutiongdiluctuatedthroughout the period

Liquidity

3.41 In contrast to severe liquidity crisis observed in 2010/11, Nepalese BFlsbkanein
now comfortable liquidityposition. The major policy rates (including the 91 dakills

rate) and

interbank  rates Figure 3.22: Liquid Assets to Total Deposit Ratios
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reserves with export earnings and the increase in remittances, depreciation of
exchange rate with UBollar and increased government expenditure, among others
contributed to an increase in domestic deposits in 2012/13, tredebyimproving the
liquidity position. Total liquid asset to deposit ratio of BFIs stood at 32.8 percent in mid
July 2013. The liquid asset to deposit ratio for "A", "B" and "C" class institutions was
recorded at 32.5 percent, 3@ percent and 33.2 percent respectivebl] sibod above

the regulatory requirement.

3.42 As at midJuly 2013, the credit to deposit ratio of BFIs stood ab p&rcent. The credit
to deposit ratios for "A", "B" and "C" class institutions stood at27dercent, 828
percent and 9% percent
respectively.Such ratios
were 71.7 percent, 79.0
percent and 87.6 percent
for "A", "B" and "C"class
"BFIs respectively in mid
July 2012. The increased
liquid assets to deposit
ratio and decreased
credit to deposit ratio of
BFIs indicate that BFIs
especially  commercia
banks have maintained
excess liquidity  with
them. Despite  the
liquidity pressure being
moderated at present,
liquidity risk is likely to
hit banks at any time, as they are operating under growing competition, poor
asset/liability management practices, @ocorporate governance and high dependence
on corporate deposits and remittance as well as huge amount of government balance
with NRB since miduly 2012.

Figure 3.23: Credit to Deposit Ratios
(In percent)

Commercial Banks

3.43 Commercial banks are the key players in Nepalese financial syStemagh relatiely
small in number, compared to "B" and "C" Class "BFls, they have the widest branch
network in the country. They occupy dominant share in total size of banking ard non
banking financial institutions and in their major balance sheet items as well. They
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