CAUSES OF LIQUIDITY CRUNCH
AND
RECOMMENDATIONS FOR
SOLUTIONS

@

CONFEDERATION OF BANKS AND
FINANCIAL INSTITUTIONS, NEPAL

Study Report
CONFEDERATION OF BANKS AND FINANCIAL INSTITUTIONS

NEPAL (CBFIN)
CTC Mall, Sundhara, Kathmandu
February 2022




Table of Contents

FOPBWOId. ... et 5
OUE APPIOACKH ... 6
CAPTEr -1 ... —————— 7
INEFOAUCTION .....ceeeic e e 7
1. Background, Objectives and Study Task Force..........cccccovevvvennen. 7
1.1 Background /Problem STatemMENT ..........c.ooiiiiiiii e 7
1.2 ODBJECHIVE OF STUAY .....ee ettt ettt ettt 7
1.3 MELNOAOIOQY ...ttt ettt 7
1.4 LIMIALIONS OF STUAY ...ttt 7
(O F= 0 (=] SRR 8
2. Lessons from Global and Asian Financial CrisiS ...........ccccccovvveene, 8
pN ] (o] o= I TP o = LI od ] SRR 8
2.2 ASIAN TINANCIAL CTISIS ... vviiiiiiiie ettt 9
(O F=1 0] (=] g PRSP 11
3. Liquidity SIUBLION coeevvvviiiiiiieeeeeeeeeeeecis s e e e e e e e e e e e e e e e e eeaaeraanan 11
(O F=1 0] (=] PSPPSRSO 13
4. Causes for liquidity CrunCh.........cccccooiiiie e 13
4.1 IMpPOrt-0rieNted ECONOIMY. ....ciuiieeiieeeeieeeeiie e s e e e e e e e st e e e st e e st e e s staeeesraeeesseeeesnneeesnneeeas 13
4.2 Pressure on liquidity due to credit eXPanSION..........c..cocvveeiieeeiiieeciireesir e e see e saeeesreee s 13
4.2.1 Credit expansion triggers by capital INCrement ...........ccccoovveeviie e 13
4.2.2 Credit increment due t0 COVIA-19.......ccoiiiiiiiiiiiie it 14
4.2.3. Credit growth due to directed sector 1eNding ...........coovvveiiiiiiiiie e, 16
4.2.4. Downfall in the revenue 0f BFIS .........cooviiiiiiiiie e 16
4.2.5. Credit flow in 1SS productive SECIOIS ........eciiuiie i 17
4.3. Liquidity imbalance brought by the deposit MiX..........cccccovieiiiiieiie e 17
4.3.1. Increased dependence on fixed dePOSILS........c.eeiiieeiiiee i 18
4.3.2 Role of Fixed deposits in liquidity management ............ccccveevieeeiiee i 19
4.3.3. Role of fixed deposits in credit XPanSION..........ccvveiieeeiiie e 20
4.4 Liquidity imbalance and Credit MIX .........ccvveeeiiiiiie e 20



4.5 Increased savings mobilization from COOPErative SECLON ..........eevvveiieiiiieiiie e 21

4.6 Downfall in remittance INTIOW ..........ccoiiiiiiiii e 22
4.7 Limited opportunity to invest in government bonds and treasury bills........................... 22
4.8 LOW Capital XPENAITUIE ........oiiiiiiie et 22
4.9 Huge INCrement iN IMPOIT .....oouveiiieiiieiee ettt 23
CAPTEr 5. 24
5. Suggestions for SOIULIONS..........cceviiiiiie e 24
5.1 Formation of a Coordination COMMITIEE ..........eeeiiieeiiie e eee e 24
5.2 BFIs need to review the credit growth Strategy...........oovveiiiiiiiiiie e 24
5.3 Validate credit growth caused by COVID-19 .........ccoiiiiiiiiiiiiie e 25
5.4 Establish an Asset Management COMPANY ........couieirierieeiiierie et 26
5.5 Let the market to determine interest rates and fEES ..........covviriiiiiiiiiie s 26
5.6 Interest rate stability and dePOSIT MIX .......coviiiiiiiieiiie s 27
5.6.1 Positive impact from interest rate Stability ... 27
5.6.2 Introduce a policy to imProve depoSIt MIX .........cveiieiireiiieriee e 27
5.7 Introduce a policy to iIMProve Credit MIX........ccvvecieeeiiiee e 28
5.8 Develop infrastructure mechanism to regulate the cooperative SECtor............ccccvveviveeiiienenne 28
5.9 Introduce a policy to encourage remittance INFIOW ...........cccevviiiiiiii i 28
5.10 Develop a calendar to spend capital eXPenditure ............ccveviieeiiireiiee e 28
5.11 Develop a Sustainable Finance ROAAMAD ..........ccvieiiieeiiiieeiiicc e 29
5.12 Develop effective plan to promote education sector and labor market........................ .30
5.13 Develop Nepal as a software eXporting COUNEIY ..........oeeiiuireiiieesiie e 30
5.14 Study on agricultural SECIOr Credit.........c.veiiiieiiiee e 30
5.15 Study on deprived SECLOr CrEAIL ...........coiuiie e et e e e aee e 31
5.16 Declare and implement Domestic Systemically Important Banks ............cccccooeveeiiiiiiinnane, 31
5.17 Implement comprehensive strategy in a phase-wise Manner ...........ccccveevvveevieeeciieeesiveeenn, 32
5.18 Reviewing and monitoring of an annual Work plan.............ccccevvie i 32
5.19 Implement Countercyclical Capital Buffer in a phase-wise manner.............cccceeveveeiiinennn, 32
5.20 Create an enabling environment to invest in liquid asSetsS.........cccovevvvieiviee e, 32
5.21 Encourage BFIs to invest in productive SECION.........cceeeiiuiieiiiie e 32
5.22 Increase export and introduce import substitution plan.............ccoceeviie i, 33
5.23 MISCEIIANEOUS ...ttt e e bee e e 33



CRAPTEI-6 ... e 35

B. SUMIMATY ...oviiiiiiiiiiiiie ettt e e e e e e s nnrnees 35
6.1 Recommendations to be addressed in an immediate term ...........ccccceevieeiiieeiiie e 35
6.2 Suggestions to be implemented gradually.............cccooiiiiiiiiiiie 35
6.3 Suggestions to be implemented after a comprehensive Study..........cccocvviviiiiiiiee e, 35



Foreword
CBFIN was established with the objectives of promoting the banking sector as a whole, conducting
research/studies to find out the real causes of the problems faced by the banks and financial
institutions, investment front, recommend solutions and informing the regulatory and other related
bodies for policy reform.

For the past few months, the Nepali banking industry has been suffering from a liquidity crunch.
Even in the past, liquidity crunch emerged time and again. CBFIN Executive Committee formed a
study task force to identify the causes and find probable solutions.

The study task force has carried out a detail study and identified various causes of liquidity crunch.
Possible measures to solve the problems are also recommended in the report.

While studying various reasons, it seems that the regulatory bodies, banks and financial institutions
and other related institutions need to move forward in a coordinated manner to find a solution. The
report also mentions the fact that it would be more effective for the regulatory body to play an
‘equitable and coordinating role'.

The study report points out that in order to take corrective steps, it is necessary to think beyond the
level of focusing only on increasing the business and profitability of individual institution, and work
for the benefit of the banks and financial institutions as a whole.

When we talk about resolving any problem, we should not blame others. We should start the reform
on our own. Banks and financial institutions themselves have to be responsible for some of the
problems. Therefore, we believe that the banks and financial institutions themselves should take
immediate steps to take corrective action for reform.

| would like to express my special thanks to Mr. Upendra Prasad Poudyal, Convener of the Study
Task Force who is also an Executive Committee Member of CBFIN/Chairman of Nabil Bank and
Former President of Nepal Bankers' Association for leading the study team and contributed
immensely to complete the study with his invaluable inputs.

Similarly, I would also like to thank Dr. Ramesh Chandra Paudel, Associate Professor of Tribhuvan
University and a member of the study task force for the valuable contribution in the report, Banking
Expert Mr. Bal Narasingh Gharti for his contribution in preparing the report and Mr. Gopal Prasad
Tiwari, Director General of CBFIN for his valuable inputs and coordination. | express my heartfelt
gratitude to all those who have contributed directly and indirectly to complete this study.

I am confident that this study report will help the Government of Nepal, regulatory bodies, banks,
and financial institutions, and other stakeholders to take the necessary steps to address the problem
of liquidity crunch.

Thanks!

Pawan Kumar Golyan
President
Confederation of Banks and Financial Institutions Nepal



Our Approach

Banks and financial institutions (BFIs) operating in Nepal have been facing the problem of liquidity
crunch for the last 10-15 years. In this context, CBFIN formed a task force to identify the real causes
and to suggest possible solutions to the problem. BFIs have been able to repay depositors' deposits
despite repeated liquidity crunch.

With a few exceptions, BFIs have maintained the minimum liquidity ratio set by the regulatory body.
So, we didn't think it was a liquidity crisis.

We studied various aspects to find out the causes of the recurring liquidity crunch. On the surface,
the reasons for this situation is attributed to an increase in loans along with imports, low capital
expenditure on time despite revenue is increasing, fluctuation in remittance inflows, and so on. But,
there were many other reasons as well.

After increasing the paid-up capital by four times in 2072 BS as per the NRB directives, BFls gave
priority to the right shares instead of mergers and acquisitions. After having sufficient capital, the
banks aggressively increased their lending that have created side effects in the financial sector,
leading to pressure on liquidity crunch as well. This clearly shows that banks and financial institutions
have been found to get side-tracked and the regulatory body also has failed to bring the BFIs on the
right path in time.

After the policy of limiting the deposit to 10% in 2075 BS (2019 A.D.), the tendency to keep deposits
for a short period has increased. 90 percent of the fixed deposits were kept for less than two years.
Capital funds and long-term fixed deposits have not been able to offset the long-term loans flowing
for 10-20 years. The share of savings and current deposits has been declining. Working capital loans
were found to have increased unnaturally. Directed lending was also seen as one of the reasons for
the increase in credit. More than 50% of the credit flow was found in the less productive sector. BFIs
have been rushing to raise deposits to maintain the minimum ratio set by the regulatory body and to
renew term deposits in large portions every year. Therefore, it was felt that the regulatory body and
the BFIs jointly need to initiate reform in a coordinated manner. And, we have realized the necessity
to change the business expansion strategy of the BFIs and go for structural reforms, as it is crystal
clear that the government should adopt the long-term policy in reducing huge gaps between imports
and exports, and minimize increased dependency on remittance. | would like to extend my heartfelt
appreciation to Dr. Ramesh Paudel, Associate Professor at Tribhuvan University for his valuable
inputs and Mr. Gopal Prasad Tiwari, Director General of CBFIN for his inputs and coordination. |
would like to give special thanks to the banking expert Mr. Bal Narasimha Gharti for his support in
writing the report. Likewise, | would like to express my heartfelt gratitude to the staff of the CBFIN
Secretariat and all those who have contributed directly and indirectly.

We have suggested possible recommendations in the report. Based on the recommendations
mentioned in this report, | feel that the Government of Nepal and the Nepal Rastra Bank, will be able
to take appropriate decisions for reform.

Finally, I would like to extend my special thanks to the President of CBFIN and the Executive
Committee members for providing me with this vital responsibility.

Upendra Prasad Poudyal
Convener, Study Task Force



Chapter -1
Introduction

1. Background, Objectives and Study Task Force
1.1 Background/Problem Statement

Liquidity crunch in the Nepali banking industry has been exacerbated repeatedly. This problem,
which was initially emerged in Poush 2064 BS again flared up in 2066 BS along with the real-estate
problem. NRB’s policy to increase paid-up capital by four times in 2072 BS for the banks and
financial institutions (hereinafter referred to as "banks" for convenience) within two years. Since then,
the problem of liquidity crunch occurs every year.

In order to find out the causes of this problem and to come up with suitable suggestions for its
solution, Study Task Force was-formed as per the decision of the Executive Committee CBFIN held
in Poush, 2078.

S.N Name Responsibility Expertise Area
1 Mr Upendra Prasad Poudyal | Convener Banking

2 Mr Ramesh Chandra Paudel | Member Economics

3 Mr Bal Narasimha Gharti Member Banking

4 Mr Gopal Prasad Tiwari Member Economics

The task force has prepared the list of recommendations after studying various aspects of liquidity
situation in Nepal in different times.

1.2 Objective of study
The purpose of the study is to:

e To find out the causes of the recurring liquidity problem in the banking industry,
e To recommend possible measures to solve the problem of liquidity crunch.

1.3 Methodology

In addition to studying the available reports, statistics, publications, etc., this report has been prepared
in consultation with the banking experts and economists with a long experience in the
banking/economic sector of Nepal.

1.4 Limitations of study

This study report examines only the data related to "A", "B" and "C" class banks and financial
institutions operating in Nepal. As the liquidity crunch is mainly related to BFIs, the study is also
primarily centered around the BFIs, with a little touch on overall macro-economy.

**k*



Chapter 2

2. Lessons from Global and Asian Financial crisis
The financial crisis emerged in Asia, and the World as a whole has taught us an important lesson.
This has cautioned the banking industry globally not to expand the business activities without
properly evaluating the risk associated with the crisis. Banking industry should identify potential risks
in time and take corrective action. Such crisis seen in the financial sector might invite serious side
effects if the concerned banks and financial institutions failed to take remedial measures on time.

The current liquidity crunch in Nepal cannot be compared with such kind of crisis as it is neither the
liquidity crisis nor the credit crisis. This is just a state of liquidity shortage. However, unless
corrective action is taken in time, it might lead to a serious crisis, as the liquidity shortage has been
recurring problem in Nepal.

Therefore, in order to draw the attention of the concerned parties to take corrective steps, an attempt
has been made here to recall the two crises.

2.1 Global financial crisis

The reasons for global financial crisis is attributed to the unstable policies adopted by the banks and
the Central Bank themselves. The US Federal Reserve realized a slight recession around 2000 AD.
Federal Reserve Bank reduced rates by 11 times from May 2000 to December 2001 from 6.5% to
1.75 % in order to mitigate such kind of recession. The move taken by the Federal Reserve supported
to reduce interest rates. Lower interest rates have assisted the banks to increase lending to key and
low-risk customers. However, banks could not stick to that limit.*

They increased the loans by lending to high-risk customers by compromising certain loan criteria.
This has led to an increase in household loans, auto loans and especially home loans. The Bank has
adopted the policy of disbursing loans in Ballooning Installment System. And, the banks themselves
encouraged the borrowers to take loans. As home loans increased, so did the value of real estate and
the loan recovery was not a problem. As such, home loans have become an attractive investment
destination for banks. At first glance, subprime mortgage loan, which was less than 3% in the 1990s,
increased to 15% in 2007.

The Securities and Exchange Commission reduced the capital/ liability ratio. This initiative supported
the banks to increase investment in mortgage-backed securities. However, early warning signs started
to appear before the end of 2004 AD. Therefore, the Federal Reserve Bank (FBR) has repeatedly
raised the Federal Funds Rate to 5.5% that was fallen to 1.25% from June 2004 to June 2006. As
interest rates became more expensive, borrowers faced difficulties in interest and principal
repayment. The price of real estate also started to decline, as the market was saturated. The value of
collateral was not sufficient to recover the loans that have affected banks to pay their liabilities.

Banks with years of historical experience started to collapse one after another. As per the record, 465
US banks collapsed during 2008 to 2012.

! Duignan B. (2019),Financial Crisis of 2007-08, Encyclopedia Britannica, Inc., www.britannica.com
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The Reserve Bank of Australia has given the following reasons for the global financial crisis: ?

e Banks increased high risk-based assets,
e Excessive borrowing to increase debt and purchase mortgaged backed securities,
e Policy errors and regulatory lapses, etc.

Nepal also faced a real-estate problem in around 2066 BS. At that time, BFIs used to disburse long-
term loans even with short-term interbank loans. NRB also arranged not to take interbank loan for
more than 7 days, and not to renew it further. This has helped in controlling short-term loans for long-
term projects. However, the global financial crisis has given a message that even in a favorable
economic environment; one should not take excessive credit risks and pursue a balanced credit growth
policy. The financial crisis that started in the United States has affected the whole world. 66.5 percent
of the total loans disbursed in Nepal have been secured by real-estate.’

It has been reported that the price of real-estate increased by 10-12 times in the last 12-13 years.
Nepal will also face the problem like in the USA if the problems arises in the real-estate sector.
Therefore, we need to learn a lesson from USA and adopt proactive reform measures on time in Nepal
through regulatory body.

2.2 Asian financial crisis

After the adoption of economic liberalization policy, economic activity increased exponentially in
many Asian countries during the 1980's and 1990's. Excluding China and Japan, the Gross Domestic
Product (GDP) of Hong Kong, Indonesia, Korea, Malaysia and the Philippines, Singapore, Thailand
and Taiwan increased by an average of 7.56% per year from 1987 to 1996.4

The economic growth was boosted in these countries due to the availability of productive labor force,
increased foreign direct investment, sound business environment, increasing exports, etc. There was
stabilized exchange rate between Thai Bhat and US dollar then. The risk management system was
not well developed in the banking sector. Therefore, banks did not use hedging to reduce exchange
risk. In 1995, the United States adopted a policy of withdrawing its investment from Thailand after
the depletion of Foreign Exchange Fund; it forced Thailand administration to unpeg Thai Bhat with
US Dollar. Therefore, the value of Thai-baht started to decrease and foreign investors started to
withdraw their investments leading Thailand into an extreme financial crisis.

The crisis, which started in Thailand, has also affected Indonesia, Malaysia, Hong Kong, Korea, the
Philippines and other countries. The impact of the crisis was not limited to Southeast Asia, but also
extended to other parts of the globe.

2 https://www.rba.gov.au/education/resources/explainers/pdf/the-global-financial-crisis.pdf?v=2022-01-08-13-02-13

8 https://www.nrb.org.np/red/current-macroeconomic-and-financial-situation-nepali-based-on-five-months-data-of-
2078-79/

4 Mr. Glenn Stevens, Reserve Bank of Australia, Governor, to The Anika Foundation Luncheon Supported by Australian
Business Economists and Macquarie Bank, Sydney, 18 July 2007.
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Country NPA% Year of
Peak
Indonesia 48.6 1998
Thailand 45 1998
Philippines | 17.3 2001
Korea 13.6 1999

Non Performing Assets after crisis

60.00%

48.60%

40.00%

20.00%

0.00%

(in %)

45%

17.30%
13.60%  11.50%

Indonesia  Thailand  Philippines Korea Malaysia

Due to financial crisis, Indonesia's non-performing loans also increased to almost 50 %. °

Similarly, other countries’ NPA also increased which is shown in the above table. The Governor of
the Reserve Bank of Australia (RBA) states the financial crisis in Asia was emerged because of
excessive foreign exchange risk taken by banks and their customers. He further added that the
problem was not only foreign exchange risk but also the failure of regulatory bodies to implement
sound risk management system and weak risk management capacity of BFIs.

Thus, the financial crisis in Asia seems to have sent the following message:

1. Early warning signs must be identified on time,

@ akwn

**k%k

While fulfilling the objectives, one should be alert about the side effects.

Government must be vigilant in time to prevent a crisis.

Regulatory body need to ensure that the best risk management system is implemented in BFIs.
Banks need to strengthen the risk management system.

Risk-based assets should be increased in a balanced way, not aggressively, etc.

5 Bulletin Published by Reserve Bank of Australia (August 2007
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Chapter-3

3. Liquidity Situation
While observing the liquidity situation for the last 10 years, it is visible that the BFIs have maintained
sufficient liquid assets during the first 4 years. However, after 2072 BS, BFIs have been to maintain

lower liquid assets.
The two charts mentioned below indicate the same:®

Liquidity Ratio as at Ashadh end during last 10

years
35%
33% 32% o
I I I i

2069 2070 2071 2072 2073 2074 2075 2076 2077 2078

In the year 2077 BS, it seems that liquid assets have increased little bit. However, due to the country
going into lockdown to control the first wave of COVID-19, the flow of loan disbursement reduced.
The loan growth rate was also limited to 12% in FY 2076/77.

Liquidity ratio seems to be comfortable towards the end of the fiscal year (Ashadh) and have created
some pressure towards the second quarter. Especially after 2073 BS, there was a pressure on liquidity
which is show in the following chart:

Liquidity Ratio as at Poush end during last 10
years

32%
0 0
30% 28% 30% o6 -
% 0 0 0
23% B 23% 23%

2069 2070 2071 2072 2073 2074 2075 2076 2077 2078

Note: As the data of mid-Poush is not available at the time of publication, the data of the month of Kartik for the year
2078 has been taken.

6 Bank and Financial Statistics Published by NRB in various dates
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NRB has directed BFIs to maintain minimum 20% liquidity ratio. Banks seem to have maintained
sufficient liquid assets before 2072 BS. However, in the last four years, the liquidity ratio seems to
have come closer to the border. Approximately, it is 23 percent, but in reality, it has dropped to 22 %
and it has dropped to 21 % by Magh end 2078.

The liquidity ratio, which was comfortable until 2072 BS, seems to have been steadily declining since
then. Although the liquidity ratio declined, it seems to be above the minimum limit set by the NRB.
It seems that NRB itself has failed to implement prudent norms for BFIs to maintain liquidity by
avoiding the main purpose of capital increment and likely side effects.

**k*k
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Chapter-4

4. Causes for liquidity crunch
The role of banks and financial institutions in Nepal's economic development is significant. However,
this study mainly focused on the liquidity crunch. Liquidity crunch is attributed to the increased
business expansion of BFIs and policies (to some extent) issued by NRB.
Liquidity seems to be under pressure mainly due to excessive loans expansion. The possible reasons
are mentioned below.

4.1 Import-oriented economy

The country has been running a huge trade deficit as imports are about 10 times higher than the
exports as per NRB data. Remittances is one of the major sources to maintain to Balance of Payment
(BoP). As imports increase and remittances decrease, the situation of BoP becomes negative. And, it
seems to be putting pressure on the liquidity of the banking system. However, the government does
not seem to have adopted a workable long-term and sustainable policy for maintaining the balance in
the economy.

4.2 Pressure on liquidity due to credit expansion

In 2072 BS, BFIs were directed by the NRB to increase the paid-up capital by 4 times within 2 years.
When monetary policy was introduced, it was stated that capital would be increased through "mergers
and acquisitions” but BFIs focused on issuance of rights shares. Thus, the number of commercial
banks also did not decrease. As a result, BFIs remained under pressure to generate profits. This has
compelled the banks to increase credit and generate profits. Some of the some aspects of it are
examined below:

4.2.1 Credit expansion triggers by capital increment

As the paid-up capital was increased by 4 times, the BFIs hold more capital of their own. Due to
which even when expanding excessive credit, there was no pressure on the banks to maintain capital
adequacy ratio (CAR). As a result, banks seem to be increasing loans at a faster rate than deposits. It
is confirmed by the chart mentioned below.’

Deposit and Loan Growth Rate Since 2070 BS (FY End Statistics)
28%

30% 9
21% 20%0% s o22% 20% 21%
20% 17% 18%18% o 19% 18% 19% 18%7° 17%
’ 13% 12%
10%
0%
2070 2071 2072 2073 2074 2075 2076 2077 2078
Deposit Growth Rate Loan Growth Rate

7 Banking and Financial Statistics published by NRB on various dates
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Since FY 2069/70, the growth rate of loans has been recorded higher than that of deposits. The
growth of loans in the fiscal year 2076/77 was also recorded downward. Except in 2076/77, growth
rate of loans was lower as the country was in lockdown due to Covid-19. As a result, business was
almost at a standstill that has affected for loans disbursement as well.

In the first four months of the current FY 2078/79, deposits increased by only Rs. 64 billion whereas
loans increased by Rs. 385 billion.®

Deposit and Loan Growth in 1st Deposit and Loan Growth Rates
4 months of FY 078/79 during frist 4 months of FY 078/79

(Rs. in billion) 10.00%
500 8.00% 9.23%
400 6.00%
300 385 e
500 4.00%
100 2.00%

64 - 1.35%
0 — 0.00% —
Deposit Loan Deposit Growth Rate  Loan Growth Rate

The above chart shows that deposits was increased by only 1.35% while loans was increased by 9.23
%. However, deposits increased by 5% and loans by 4.9% during the same period last year.
This has clearly stated that there is pressure on liquidity.®

From Ashadh 2078 to Kartik 2078, current account deposits decreased by Rs. 152 billion, savings
deposits by Rs. 25 billion and call deposits by Rs. 49 billion. However, fixed deposits have increased
by Rs 289 billion. With the rise in interest rates on call and savings account deposits, it seems that
depositors have shifted their deposits towards fixed deposits. As at Ashadh end, as per the revenue
collection record in government accounts, decline is recorded in current account deposits.

In addition, there are likely indications that it might have been spent on construction of individual
houses, purchase of land, purchase of shares or purchase of consumer goods. Overall, the lack of
growth in deposits but the sharp rise in credit seems to have put pressure on liquid assets as well.

4.2.2 Credit increment due to Covid-19

Due to the Covid-19, the second six months of FY 2076/77 and the first six months of 2077/78 were
severely affected. Because of that, during 2076/77 credit disbursement was comparatively low.
However, as soon as the lockdown was over, business activities restarted. As a result, it is seen that
excessive credit flow started in the second six months of FY 2077/78 and in the first four months of
FY 2078/79.

Similarly, Nepal Rastra Bank has made arrangements to provide additional credits to run the business
smoothly that are affected by Covid-19.1°

8 Banking and Financial Statistics published by Nepal Rastra Bank in Kartik 2078
o https://www.nrb.org.np/red/current-macroeconomic-and-financial-situation-nepali-based-on-four-months-data-of-
2078-79/
10 point No 34 (5), Unified Directives No. 2, issued by BFIs Regulation Department, NRB, in 2077
14



Accordingly, the BFIs were able to disburse up to 20% of the working capital loan to the borrowers
who have availed the current working capital loan and up to 10 % of the term loan to the borrowers
who have not used the current working capital loan.

The impact of Covid-19 has hit the incomes of many firms and companies. Thus, when firms and
companies are unable to pay interest from their own cash flow / income, there might be indications
that the loan taken as working capital may have been used to pay interest in an indirect way. Such
action increased the credit, but did not contribute to economic growth and resolve liquidity problem.
As a result, working capital loans (overdrafts, TR loans / import loans, demand loans and other
working capital loans), which was around 15%, increased to about 30%. The following graph
indicates the same. Similarly, the Nepal Rastra Bank (NRB) has also made some arrangements to
increase the current capital loan and reschedule and restructure the loan. Thus, the flow of credit
continued. However, the task of repayment of the credit was pushed back. As a result, payment of
principal and interest was also delayed for the bank which affected the liquidity of the bank.

Working Capital loan growth during the last 3 FYs

35.00%
30.00%
25.00%
20.00%
15.00%
10.00%

5.00%

0.00%
2075/76 2076/77 2077/78

In FY2077/78, the growth of working capital loan was 28%, which was the highest growth rate in the
last 10 years. Some of the reasons behind that were:

Restart the business operation which were closed due to Covid-19,

Increase in imports,

Increase in additional working capital and term loan,

Extension of time for repayment of interest on the loan,

Credit rescheduling and restructuring, etc.

The above actions seem to have increased the credit unnaturally that ultimately affected the liquidity.

15



4.2.3. Credit growth due to directed sector lending

Nepal Rastra Bank (NRB) has directed Commercial Bank to disburse 15% of its total credit to
agriculture, 10% to energy and 15% to micro, cottage, small and medium enterprises (Credit up to
Rs. 10 million).

Likewise previously, commercial banks were required to disburse 10% in agriculture and 15% in
tourism and energy and 25% in priority sector.?

It is has been noted that the BFIs rushed to increase the credit flow as NRB will impose penalty if
the directed sector credit is not disbursed as prescribed.

In addition, the banks had the responsibility to meet the credit requirements of the existing customers.
To some extent, direct credit investment seems to be a factor in increasing the inflow of credit and
subsequent liquidity crunch.

4.2.4. Downfall in revenue of BFIs

It has been realized that the Nepal Rastra Bank has brought a strict policy to control interest rates and
service fees being charged by BFIs. Here are some examples:

1. The spread between interest rates on all types of Nepalese currency deposit Accounts, except
for call deposits, cannot be made by more than 5 % and with 2% interest difference in various
types of saving account.

2. The average interest spread rate should not exceed 4.4% for Class A commercial banks and
5% for Class B and C institutions.

3. The interest rate of the credit can only be increased once in quarter, up to the increase in the
quarterly average base rate.

4. Credit up to Rs. 10 million for the operation of enterprises related to agriculture, handicrafts
and skill-based businesses and enterprises (other than import-related businesses) have to be
fixed at the base rate by adding only 2 percent to the credit rate. (2% premium is not sufficient
to maintain the loan loss provision and other expenditure.).

5. While approving a credit by Class "A", "B" and "C" of banks and financial institutions, they
may charge a service fee up to maximum of 0.75 %, 1 % and 1.25%, respectively.

6. Commitment fee and renewal charge for credit of renewable nature, only a maximum of 20
percent of the service charges mentioned in Point no. 4.2.4 (5) may be levied,

7. Due to tough competition in the market, BFIs are offering huge discounts on letter of credit /
bank guarantee etc.,

8. The rates of other service charges are also getting very low due to unhealthy competition, and
Nepal Rastra Bank has also directed to provide various services free of cost, etc.

The non-interest income of Nepali banks is almost half of the world's average and the lowest in South
Asia (21.76 %). The average ratio of 180 countries is 38.69 %. The non-interest income of Nepali
Bank is lower is also confirmed by the following graph:

1 point No. 17, Unified Directives No. 17, issued by BFIs Regulations Department, NRB, in 2077 BS. 12 Point No. 17,
Unified Directives No. 17, issued by BFIs Regulations Department, NRB, in 2076 BS.

12 point No. 17, Unified Directives No. 17, issued by BFIs Regulations Department, NRB, in 2076 BS.
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Banks started to think that increasing the size of their business is the best way to increase their income
as the range of income of banks narrowed down after tightening of spread rates and service charges.
As a result, liquidity seems to be under pressure as they further explored avenues to increase their
credit.

4.2.5. Credit flow in less productive sectors

Investment in the productive sector helps create jobs, increase productivity and boost economic
growth. However, Credit flow in the areas which are of speculative nature such as real estate, shares,
etc.neither helps to keep the economy afloat, nor it helps to maintain liquid assets.

While studying the statistics of Magh 2078, consumer loan of Rs. Rs.623 billion under the heading
"Others" has been disbursed. Similarly, Credit of Rs. 432 billion have been disbursed under the
heading "Others".

If these two clearly 'undefined' credit are added, the total debt is Rs 1055 billion, which is about 23%
of the total credit of Rs 4603 billion. In Magh 2076, about 16.42%* and in Magh 2077 about 17%"°
of the credit were disbursed under the heading "Others".

By Magh 2078, there is a correlation between the increase in non-productive loan of Rs. 459 billion
and the unnatural increase in imports. Thus, it seems natural to realize pressure on liquidity
management as credit increases in such less productive sectors.

4.3. Liquidity imbalance brought by the deposit mix

The higher the share of savings in deposits and current deposits, the lower the interest expense, which
helps the BFIs to generate good profits. And, if the share of the saving deposit is high, liquidity
management is also easy.

The following chart also shows the mix of unbalanced deposits, with data from the year 2060 onwards
with a difference of 6-6 years.

13 https://www.theglobaleconomy.com/

14 https://www.nrb.org.np/red/current-macroeconomic-and-financial-situation-tables-based-on-five-months-data-of-
2019-20/
Bhttps://ww.nrb.org.np/red/current-macroeconomic-and-financial-situation-tables-based-on-five-months-data-2020-
21/

17



29%

2060

Current

saving

2072

Fixed m Others

2078

Call deposits are considered to be volatile in nature. And, fixed deposit receipts are considered a

strong source for long-term credit flow.

However, if these deposits are taken for a short period, there will be a pressure for renewal and banks
tend to attract each other's deposits. The share of deposits in ‘current and savings' accounts in Nepali
banks seems to be declining. Fixed deposits amount seems to have increased suddenly. Although the
call deposits declined, that seems to have changed the short term FD over a period of time. As a result,
it seems to create pressure on liquidity management

4.3.1. Increased dependence on fixed deposits

In addition to the chart above, the more detailed table and chart below shows that banks are

increasingly relying on fixed deposits:

Year Total Deposit Fixed Deposit Share of Fixed Deposit (%)
2070 1,250,056 423,478 34%
2071 1,477,832 453,408 31%
2072 1,771,946 513,283 29%
2073 2,107,502 617,634 29%
2074 2,384,806 998,258 42%
2075 2,836,930 1,229,730 43%
2076 3,354,428 1,526,497 46%
2077 3,933,738 1,884,402 48%
2078 4,740,066 2,213,503 47%
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The share of fixed deposits, which was 47% in Ashadh 2078, has reached 54.3% by Magh 2078 and
the share of savings has dropped from 33.58 % to 31.02%.'® As banks reduced interest rates on
savings last year (up to 1 percent), depositors' interest moving into fixed deposit along with interest
rates rise.

4.3.2 Role of fixed deposits in liquidity management

Fixed deposits should not have put pressure on liquidity management. However, it seems to be having
an effect. The table and chart mentioned below confirms:

Year Fixed 2 years | Share of
Deposit of | and 2 years
CBS above | and Share of 2 years and above FD
FD above o
Rs. in million FD (%) (%)
2070 | 345,412 21311 |6 20%
2071 | 365,048 24904 |7
2072 | 419,983 27,680 |7 15%

2073 524,462 23,664 |5

10%
2074 879,140 58,500 |7
2075 1,070,787 |1,03,210 | 10 5%
2076 1,308,269 | 1,66,849 | 13 I I
0

X

2077 1,646,630 252,125 | 15 2070 2071 2072 2073 2074 2075 2076 2077 2078
2078 1,919,565 255,287 |13

Note: As the market share of commercial banks is about 90%, only the data of commercial banks are mentioned in the
table and chart above.

Despite the increase in fixed deposits, the share of fixed deposits of less than two years is about 90
percent, and the pressure on commercial banks to renew such deposits every year or less seems to be
affecting on liquidity and interest rates.

16 https://www.nrb.org.np/red/current-macroeconomic-and-financial-situation-nepali-based-on-five-months-data-of-
2078-79/
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4.3.3. Role of fixed deposits on credit expansion

As the share of fixed deposits increases, as compared to current and savings deposits, the interest
expense of banks also seems to be increasing. As a result, liquidity seems to have come under pressure
as banks have been motivated to increase the size of credit following the contraction in spreads.

Int Average | Total Share  of FD
Year Average Exp. On | Int. Rate | Int. FD Int Exp.l Out of Remarks
FD ED % ExXp. Exp Tota Int.
EXpenses
2070 358,775 33,220 |9.26 65,347 | 33220 |51%
2071 355,230 34,583 |9.74 68,151 | 34583 |51%
2072 392,516 31,799 |81 67,817 | 31799 |47%
2073 472,223 31,710 |6.72 64,943 | 31710 |49% R .
2074 | 701,801 | 55650 |7.93 97,850 | 55650 | 57% e
2075 974,964 112,317 | 11.52 167,966 | 112317 | 67%
2076 1,189,528 | 143,530 | 12.07 212,129 | 143530 | 68%
2077 1,477,450 | 157,021 | 10.63 232,951 | 157021 | 67%
2078 1,783,098 | 166,935 | 9.36 224,341 | 166935 | 74%

Note: Deposits are made on the basis of receipts for the beginning and end of the year. Based on that, interest rate has

been calculated for study purposes. Although the actual interest rate is not visible, it does indicate the nominal interest
rate. Except in FY 077/78, the bank's interest rate seems to have increased after 2074. If we omit the FY 077/78, after
074/75, the fixed deposits interest rate seems to have increased above 10 percent.

4.4 Liquidity imbalance and credit mix

As in the case of deposit mix, there is also an imbalance in credit mix. The interest rates on fixed
deposits of 2 years and above are about 10 percent and the long-term loans are more than 30 percent.

The table below shows the same:

Fiscal Year End Total Loan Long Term Loan Ehare of Term
oan
Rs. in million
2070 748,753 210,958 28%
2071 891,629 286,019 32%
2072 1,087,486 379,117 35%
2073 1,380,358 486,052 35%
2074 1,718,131 641,494 37%
2075 2,109,245 722,345 34%
2076 2,496,607 913,908 37%
2077 2,907,269 1,102,409 38%
2078 3,715,568 1,328,466 36%

Note: Share of TL is of commercial banks only.

Long-term loans include term loans, home loans, higher purchase loans and real estate loans.
Although some real estate loans may contain a portion of working capital loans, they are insignificant
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and do not contribute much from a liquidity management standpoint. So the entire portion of real
estate loans is included in long-term loans for study purposes.

Although there are negligible working capital loans, most of the deprived sector loan are of long term

nature.

In Ashadh end 2078, the credit inflow to the deprived sector was Rs. 239 billion. However,

that is not included in the calculation of long-term credit. If such loan is added, the long-term loans
will be around 42 percent.

Comparing the share of fixed deposits and long term loans of a period of 2 years or more, the
following remarks are seen:

Credit of long-term nature is increasing,

As per the target set by the Nepal Rastra Bank to increase the credit under the directed lending,
the credit of long-term nature is on the upward trend.

In Ashadh end 2078, long-term (2 years or more) nature of deposits stood at Rs. 255 billion.
However, long-term credit stood at Rs 1,328 billion, excluding the deprived sector.

After deducting Rs 82 billion fixed assets from the capital fund of Rs 558 billion, the
remaining amount is Rs 475 billion and adding Rs 255 billion of 2 years or more and
deducting Rs 1,328 billion out of which shows long-term loan of 598 billion has been invested
from deposits or savings/current deposits of a period of 1 year or less,

Due to the impact of Covid-19, rescheduling /restructuring had to be done, due to which the
installment amount could not be deposited on time. However, due to the pressure to renew
fixed deposits, liquidity has come under pressure.

4.5 Increased savings mobilization from cooperative sector

The cooperative sector seems to be increasing its savings mobilization significantly. The following
facts indicate the same between the years 2065 Chaitra to 2077 Ashadh.’

The following facts are seen regarding cooperatives:
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Capital increased from Rs 8.95 billion to Rs 94.10 billion.

17

Shakira Jhalak 2077, Published by Department of Cooperatives

https://www.deoc.gov.np/downloadfile/sahakari%20jhalak,%202077 nep 1612089734.pdf
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2. Savings of Rs 29.30 billion increased to Rs 477.96 billion.
3. Debt increased from Rs. 30.02 billion to Rs. 426.26 billion.

4.6 Downfall in remittance inflow

The remittance inflow, which was declined by 0.5 percent in FY 2076/77, was increased by 9.8
percent in FY 2077/78 and had reached to Rs 961 billion.®

Remittance inflows account for about 25 percent of Nepal's GDP. And in the first four months of FY
2078/79, the remittance inflow decreased by 7.5 percent.

In the corresponding period of the previous fiscal year, it was Rs. 337 billion, but in the current fiscal
year, it was reduced by 25 billion the remittance inflow was limited to Rs. 312 billion only.*®

Thus, due to an increase in imports, increase in consumer loans, decrease in savings deposits, decrease
in remittances and increase in credit, etc. the liquid assets of banks are also depleting.

4.7 Limited opportunity to invest in government bonds and treasury bills

BFIs have limited opportunity to invest in government bonds and treasury bills. Even when the
interest rates are extremely low, banks will not be motivated to invest more than the required amount
to maintain a stable liquidity ratio.

In other countries, such investment opportunities are found sufficient. BFIs have extended credit to a
few limited products and considered that only as an 'investment opportunity' that has also put pressure
on liquidity.

4.8 Low capital expenditure

The Government of Nepal has been spending low capital expenditure as compared to revenue
mobilization. As the capital budget is about 25 percent, its expenditure in the first six months is
insignificant.
For example, the following facts confirm the same:
1. The capital budget of FY 2078/79 was Rs. 378 billion out of which only Rs. 14 billion (3.7%)
was spent in the first three months.?°
2. The capital budget of FY 2077/78 was Rs 352 billion out of which only Rs. 15 billion (3.9 %)
was spent in the first three months.?*
Capital expenditure seems to be slightly higher in the third quarter. For example, the capital budget
of FY 2075/76 till the end of Chaitra was Rs. 314 billion, out of which only 55 billion (17.51%) is
spent.??

Therefore, banks seem to be under pressure to manage liquid assets in the first six months of every
fiscal year. However, if a mechanism is developed to increase capital expenditure, there will be

18https://vwvw.nrb.orq.np/red/current—macroeconomic—and—financial—situation—nepali—based—on—annual—data—of—2077—78/
19 Economic Bulletin issued by Ministry of Finance of Nepal on 31st December 2021

20 Information Published by Ministry of Finance on 1st November 2021 under right for information
21 Information Published by Ministry of Finance on 10th November 2020 under right for information
22 Information Published by Ministry of Finance on 24th April 2019 under right for information
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improvement the inflow of foreign investment, loans, grants, etc. into the country that will ultimately
support in liquidity management.

4.9 Huge increment in import

A total of Rs. 650.29 billion worth of goods was imported in the first four months of FY 2078/79.
Imports, which declined by 10% in the last fiscal year, have increased by 61.6% during the period.

The following chart also shows that there is a huge gap between imports and exports

Share of Import & export

100% 93% 4% 93% 91% 89%
80%
60%
40%
20% 7% 6% 8% 9% 11%
0% — — _—
2074/75 2075/76 2076/77 2077/78 2078/79

B Import M Export

Thus, liquidity seems to be under pressure as capital formation is not being generated due to high
expenditure on imports. For example, liquid asset management was eased in FY 2076/77 as imports
declined compared to the previous fiscal year. For example, the liquidity ratio of the banking industry
was 27.90% in Ashadh 2077 BS.

**k*k
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Chapter 5

5. Suggestions for solution
To resolve the problem of liquidity crunch, it is not sufficient to engage a single party at this moment.
It requires the coordination with the government, regulatory bodies, banks and financial institutions.
The unilateral decision without the coordination with related stakeholders will not resolve the
problem but increase the risk in the long-run.

The issues which are to be addressed through better coordination in the short and long term to solve
this problem are mentioned as follows:

5.1 Formation of a Coordination Committee

The government has yet to take any initiative to solve the liquidity problem. It seems that the
regulatory bodies have been using micro-management tools after realizing that banks have increased
their risky assets without adequate management of liquid assets.

The actions of these three key parties (Government, Regulatory bodies & Banks) is intensifying and
do not seem to solve the problem. Therefore, following acts seems appropriate:

1. NRB needs to create an environment to move forward in a coordinated manner by forming a
coordination committee and holding intensive discussions with the Confederation of Banks
and Financial Institutions Nepal (CBFIN), Nepal Bankers Association (NBA), Development
Bankers Association Nepal (DBAN) and Nepal Financial Institutions Association (NFIA).
After the discussion and decision is taken by the CBFIN in its board meeting, which is
represented by the chairpersons of BFIs, the possibility of expanding businesses in an
aggressive way will be minimized. As a result, there will be a reduction in the number of
businesses expanding aggressively by BFIs and maintain balanced business expansion. The
initiative to coordinate this will be more effective from the respected Governor of NRB.

2. Until the problem is completely resolved, CBFIN, NBA, DBAN and NFIA should work
jointly to identify the reasons behind the liquidity crunch and move forward in a coordinated
manner.

3. To develop a mechanism for the government to spend capital expenditure on time.

Stakeholders should be engaged at the time of policy formulation that helps in addressing issues of
liquidity management and its implementation. The regulatory body needs to develop the culture of
consulting with the related stakeholders while formulating the policies that helps in taking ownership
of the same.

5.2 BFIs need to review the credit growth strategy

It has already been mentioned above that there was a huge increase in credit growth following an
increment in paid-up capital of commercial banks back in 2072 BS.

By the end of Magh 2078, the credit to GDP ratio reached 108 percent. South Asia, on the other hand,
has an average of about 50 percent. In particular, credit growth seems to have increased rapidly in
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Nepal, after 2072 BS. The comparative chart for 2015 A.D. and 2020 A.D. published by the World
Bank also indicates that Nepal's credit growth has been the highest since 2072 (2015 A.D.)®

Domestic Credit to GDP Ratio (%)
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‘Credit growth' itself cannot be termed as a bad tendency. However, the rapid rise in credit expansion
is certainly a matter of concern. Along with the increase in credit growth, it has to support the GDP
and economic growth, but in reality, it does not seem so in our context. Therefore, there is a need to
review and re-determine the business strategies adopted by BFIs for balanced credit growth.

5.3 Validate credit growth caused by COVID-19

Increasing the repayment time and interest payments of credit affected by COVID-19, or arranging
for low loan loss provision (LLP), or rescheduling or restructuring loans by compromising on
standards criteria might lead to intensify the problem.

Even though the country is going through such an epidemic, the share of non-performing loans in the
total credit is only 1.37 percent.?* So, there is a feeling among the banking experts that the real NPA
seems to have been 'shielded'. According to 2020 A.D. data, other countries in South Asia have higher
NPLs than Nepal.?®

z https://data.worldbank.org/indicator/FS.AST.PRVT.GD.ZS
24 Bank and Financial Statistics, Published by NRB, as of Marg end 2078
% https://data.worldbank.org/indicator/FB.AST.NPER.ZS
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IMF has stated in its report that the NPLs in Nepali banks is hidden.?

Therefore, it would be appropriate for the BFIs of Nepal to accept the impact of Covid-19 and
move forward by making necessary loan loss provision (LLP). By doing so, it is possible to know the
real situation and also control the credit expansion.

5.4 Establish an Asset Management Company

Non-performing loans (NPLs) are likely to increase as if we accept the credit impacted by Covid-19.
In such a situation, it would be appropriate to arrange for the management/adjustment of non-
performing loans from a specialized organization such as Assets Management Company (AMC), so
that the process of making policy arrangements after conducting a study would be appropriate.

5.5 Let the market determine interest rates and fees

A lot of side effects was observed while controlling the pricing mechanism by NRB.

For example,
e BFIs believe that the only way to increase income is to extend credit!
e Tendency to borrow more credit due to reduced interest rate on loans!
e Depositors got discouraged due to reduced interest rates, and to keep interest rates at a single
digit which lead to increased spending instead of saving, and so on.
e Currently, while determining the base rates, employees’ expenses/administrative expenses are
not considered which leads to unrealistic base rate, etc.

Therefore, it would be appropriate to leave the task of determining the interest rates of the loans in
accordance with the open market concept to comply with certain criteria to the market.

26 https://www.imf.org/-/media/Files/Publications/CR/2022/English/ANPLEA2022001.ashx
26



However, if any BFIs acts against it, it would be appropriate to take strict action only against the
related BFIs.

5.6 Interest rate stability and deposit mix

The sharp fluctuations in interest rates have created panic in the market, discouraged depositors, and
unbalanced the net cash flow projected by borrowers. Similarly, unbalanced deposit mix has affected
liquidity management and also increased interest expenses. Sharp rise or fall in interest rates might
have discouraged depositors and pushed them towards the informal economy activities.

Therefore, it is necessary to come up with an appropriate policy to maintain interest rate stability.

5.6.1 Positive impact from interest rate stability

The following positive effects can be seen in maintaining a relatively stable interest rate by not
allowing interest rates to fluctuate sharply:
e Increase the share of savings deposits,
e BFIs do not intend to reduce interest rates on deposits to discourage the depositors with a big
margin that helps the depositors not to be attracted towards the informal sector.
e Reduce the fluctuation in cash flow projected by the borrowers due to rise and fall in interest
rate.
e Tendency to reduce the sharp fluctuation in liquid assets.
« Provide support for financial stability, etc.

5.6.2 Introduce a policy to improve deposit mix

As there is a big difference in the interest rates of savings and fixed deposits, the tendency to keep
deposits in savings has decreased. And having no significant difference in interest rates on deposits
of one year and above, the tendency to deposit for a period of one year has increased.
As a result, the pressure to renew FD every year has increased, as there is tough competition between
BFIs to exchange deposits. Long-term loans are raised from short-term sources. Therefore, it would
be appropriate to introduce a deposit mobilization policy addressing the following aspects:
1. Encouraging savings deposits,
2. Separate Interest rate with a difference of at least 25 basis points should be published for 1
year, 2 years, 3 years, 4 years, 5 years and for a period of more than 5 years.
3. Introduce a policy to discourage depositors who deposits in FD for less than one year by
providing less interest rate than for one year.

For example, the statistics data up to Kartik end 2078 shows that commercial banks have not been
careful in managing term deposits:
e The Fixed deposits of commercial banks stood at Rs. 2161 billion.
e Deposits over a period of 3 to 6 months amounted to Rs.393 billion (i.e.18 percent)
e Deposits over a period of 6 to 12 months amounted to Rs. 818 billion (i.e. 38 percent)
e 1211 billion rupees in one year or less (i.e. 56 percent).
This may also put pressure on liquidity management.
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5.7 Introduce a policy to improve credit mix

It would be appropriate to do the following to improve the credit mix:

1. It would be appropriate to review the policy for directed lending. For example, all classes of
BFIs have a mandatory policy to disburse credit to the deprived sector and commercial banks
to disburse micro, small and medium enterprises credit amounting to Rs. 10 million etc.

2. Investment in long term loans like hydropower, cable cars, etc. shall be appropriate through
Nepal Infrastructure Bank including other similar financial institutions.

3. To publish lower interest rates on credit to industry compared to business firms/trading
enterprises

4. Simplify various regulatory provisions giving special priority to credit that will help the real
economy,

5. To discourage loans to be disbursed to less productive sectors, etc.

5.8 Develop Infrastructure mechanism to regulate the cooperative sector

Some co-operatives' business has almost reached at par with BFIS in terms of financial transaction.
However, there is no monitoring of such co-operatives by regulatory banking experts like BFIs.
Because of this deficiency on the part of the regulatory body, there is increasing risk in the financial
sector. Even in neighboring country India, urban cooperative banks are regulated by the Reserve
Bank of India and rural cooperative banks are regulated by the NABARD which is a supporting
institution under RBI.

It cannot be rule out that the customers who ignore normal banking procedures might be doing
transactions with the savings and credit cooperatives. Therefore, there is a need to establish a
regulatory body to regulate and monitor the savings and credit cooperatives as for the banks with the
coordination of the Department of Cooperatives / Federal Government / State Government.

5.9 Introduce a policy to encourage remittance inflow

Following steps could be taken appropriately in order to increase the number of remittances coming
through formal channels:
1. Before going abroad, Nepalese should open a bank account and take part in the financial
literacy training that can be arranged by a related manpower agency.
2. Arrangements to be made to provide premium (for example: 10 paisa) in exchange of foreign
currency obtained remittance through banking channel.
3. To make an arrangement for compulsory accident insurance on the basis of bank deposits,
4. To make an arrangement of Social Security Fund working abroad by introducing appropriate
plan for social security fund similar to Nepal's working employees/laborers, etc.

5.10 Develop a calendar to spend capital expenditure

The government raises revenue from different sources but failed to mobilize capital expenditure that
has put pressure on liquidity during the first and second quarters. If it is not possible to mobilize
capital expenditure, the payment schedule for clearing the first installment of income tax should be
shifted to Chaitra instead of Poush.
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5.11 Develop a Sustainable Finance Roadmap

Credit flow has increased sharply in the last five years but it has not contributed to the real economy
as expected. Because, it seems that major portion of the credit has been disbursed to the less
productive sector. For example, the following sectoral lending by commercial banks up to Kartik end
2078%" indicates the following:

Sectors Amount | Remarks
Wholesale and Retail Loans 826,969

Finance, Insurance and Real Estate 304,058

Other services 173,649

Consumption Loans 642,724

Others 350,473 | Rs in million
Loan under less Productive Sectors 2,297,873

Total Loans 3,882,537

Share of Less Productive Sector Loans | 59.18%

Out of the credit extended to the finance sector, loans disbursed specially to the microfinance
institutions contributes to increase productivity and raise the living standards of the poor. Even if
such loans are reduced by Rs. 171 billion, about 55 percent are disbursed to less productive sector.
This fact also shows the importance of Sustainable Finance.

Sustainable Finance helps in many aspects. For example:
e To promote Green Financing,
e To increase credit expansion in a balanced way
e For sustainable economic development,
e To prevent soil erosion and protect the environment,
e To achieve UN Sustainable Goals, etc.

Central Banks of different countries have developed a Sustainable Finance Road Map. The Central
Bank of Sri Lanka, for example, introduced the Roadmap for Sustainable Finance in Sri Lanka in
2019.%8

Sri Lanka has given priority, as per the roadmap, to the following areas:
e Green Loans,
e Green Leasing,

Green Bond,

Green Public Equity,

Green Products

Although Nepal Rastra Bank has issued Environment and Social Risk Management Guidelines in
2018, the Green Financing definition is yet to be introduced.
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In order to direct the credit flow from the banks to the sector that contributes to sustainable
development, it seems appropriate for Nepal to implement a Sustainable Finance Road Map, which
can help reduce imports by controlling the rising credit in the consumable sectors. And, finally, this
initiative can be helpful in liquidity management to some extent.

5.12 Develop effective plan to promote education sector and labor market

Every year, thousands of Nepali students go to USA, Australia, Canada and other countries for higher
education. Those students who study there, will not return to Nepal -- except a few. As a result, on
the one hand, Nepal is losing educated youths, on the other hand, huge sums of money are going out
of country every year.
For example, in the education sector alone, Rs. 40.56 billion was out in FY 075/76. Even though the
people could not go abroad for study due to Corona, about 25 billion rupees was sent abroad in the
last fiscal year.?®
On the other hand, as millions of young people migrate for employment to the Gulf countries, Nepal's
industry and construction sector rely on Indian migrant workers. As a result, both raw materials and
labor have to be imported for negligible exports. And, a large amount of remittances have gone
abroad. Thus, the goods and services produced in the country have yet to meet the expectation of
Value Addition.
In order to develop the education sector and the labor market, the government needs to formulate a
practical long-term plan to attract the youth and implement it immediately. The initiative is likely to
deliver the benefits as follows:
e To keep the young manpower in the country and mobilize them development of the country,
e To control billions of rupees being transferred out of the country,
e To increase the value-addition of goods and services by mobilizing through Nepali workers,
e To reduce remittance flow out of Nepal, etc.

Similarly, formulation of long term plan by making favorable education environment for foreign
students who come to study arts, culture, etc. in Nepal to develop education sector as an education
hub for earning foreign currency.

5.13 Develop Nepal as a software exporting country

Billions of rupees are being transferred abroad from Nepal for importing various software programs
including banking. A favorable environment should be created for producing Nepali software that
meets the level of international branded software as it helps to make Nepal a self-reliant and exporting
country and earn a huge amount of foreign currency. With this initiative, it is also possible to reduce
the gap between imports and exports to some extent.

For example, it has been IMS software which was developed in Nepal has been installed in thousands
of outlets of Indian brands like Patanjali, Nestle, etc. in India.*

5.14 Study on agricultural sector credit

Investment in agriculture has increased after the government of Nepal introduced an interest subsidy
policy to increase investment in the agricultural sector.
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For example, in the FY 2076 Ashadh alone, Rs. 193 billion® credit was disbursed to the agriculture
sector that increased to Rs. 324 billion in 2078 Ashadh.

But the import of vegetables, rice, fruits, baby food, and dairy products amounted to Rs. 64 billion*?
whereas in 2077/78, this amount has increased to Rs. 83 billion. It takes substantial amount of time
to receive a rate of returns from the agriculture sector. Therefore, it has raised a question whether a
large part of such credit have gone to the real estate sector! And whether the interest subsidy has been
used by the people who have access to the land or something else!

It seems necessary to conduct a detailed study to remove such confusion on the disbursement of the
credit as mentioned above. As a result, it helps to focus on agriculture sector credit and helps in
reducing import.

5.15 Study on deprived sector credit

BFIs provide wholesale credit to microfinance for the investment in the deprived sector. According
to the data of Kartik 2078, the amount borrowed by microfinance institutions from other sectors stood
at Rs. 219 billion. Except for loans taken from other bodies, most of the money is borrowed from
BFIs. On the one hand, microfinance is playing an important role in raising the living standards of
the deprived sector by providing banking access and making them self-reliant. However, the practice
of borrowing from one BFIs and repay the same loans by taking loans from other BFIs has been found
in microfinance and the same trend is being increasing among the customers as well.

On the other hand, microfinance institutions, having paid-up capital of Rs. 25 billion, have almost
investment of 25 percent in shares and other headings, amounting to Rs. 13 billion.

Therefore, it seems necessary to raise the living standard of the poor and support import substitution
by making productive use of the loans given to the poor through such microfinance-institutions as
well. There is a need to conduct a detail study to understand the real scenario.

5.16 Declare and implement Domestic Systemically Important Banks

If any single large bank faces a problem or fails, it will affect the whole banking system. Therefore,
the Basel Committee on Banking Supervision has issued guidelines to implement and declare Global
Systemically Important Banks / Domestic Systemically Important Banks to the countries concerned.

In the past six years, commercial banks in Nepal have increased their business volume. On an average,
the balance sheet of commercial banks was Rs. 1774 billion in Ashadh 2072 BS, and it reached Rs.
5420 billion in Ashadh 2078 BS, which is an increment by 205%.

Although the size of a single bank's balance sheet has not reached or exceeded 10 percent of the size
of all BFls, it seems necessary to declare and implement Domestic Systemically Important Banks to
control the excessively increased credit expansion. By maintaining a relatively high capital adequacy
ratio, it is expected that the growth of credit will automatically be controlled.

For example, neighboring India has declared SBI Bank, ICICI Bank / HDFC Bank as Domestic
Systemically Important Banks.3*
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5.17 Implement comprehensive strategy in a phase-wise manner

Nepal Rastra Bank does not seem to have given adequate time to implement the policies. For example,
only 2 years were given to increase the capital by four times. In FY 2078/79, Banks were not given
grace period to comply with 90 percent of CD Ratio from the CCD Ratio.

Overall, according to the banking data, there was no significant difference between CCD Ratio and
CD Ratio. However, the bank's target was exceeded 90 percent. In order to comply with the directives,
banks started to compete with each other for collecting deposits. This approach created panic in the
banking sector. On the other hand, while introducing such a policy, the regulatory body did not
consult with the stakeholders. Therefore, it would be appropriate for the regulatory body to seek
advice and suggestions from the stakeholders when bringing policies that have a large impact and
implement the same in a phased manner.

5.18 Reviewing and monitoring of an annual work plan

It has been suggested that the annual action plan including deposit liability and credit should be
reviewed quarterly and approved by the Board of Directors (BOD) by Shrawan end of each fiscal
year and submit within 45 days to the Supervision Department of NRB. And NRB made it an integral
part of supervision. However, in spite of such an arrangement, NRB has not taken appropriate steps
to control the aggressive credit expansion by making BFIs alert in a timely manner.

Annual action plan of the BFIs obtained from the regulatory body should be reviewed appropriately,
and if found any unnatural growth plan that could affect the system. Therefore, BFIs should be alert
with proper monitoring and supervision. IMF has also suggested for strengthening supervision and
monitoring.*®

5.19 Implement Countercyclical Capital Buffer in a phase-wise manner

Countercyclical Capital Buffer is a tool to be used at a time when the economy is booming. Therefore,
it can turn out to be a fitting provision to remove difficulties emerged in the overall economy. Covid-
19 is now affecting the economy as a whole. However, it would be appropriate to implement this
provision in a phase-wise manner to curb the aggressive growth of debt.

5.20 Create an enabling environment to invest in liquid assets

BFIs of Nepal do not have much opportunity to invest in liquid assets. Short-term Treasury bills with
negligible interest rates are available for investments. Therefore, long-term development bonds, green
bonds, agriculture bonds, or other bonds of similar nature could be issued and necessary studies to be
carried out to identify areas in liquid assets for banks. If banks are given the opportunity to invest in
liquid assets areas, it will decrease the pressure on liquidity.

5.21 Encourage BFIs to invest in productive sector

There is an arrangement to take action against the BFIs which do not abide the directed sector lending.
However, there is no policy to encourage those BFIs who invest more in the directed sector or in the
productive sector. Therefore, there is a need to introduce programs to facilitate or encourage BFIs to
invest in productive sector, to increase credit flow from the less productive sector to productive
sectors.
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5.22 Increase export and introduce import substitution plan

As the gap between exports and imports cannot be reduced immediately, measures should be taken
to replace imports as much as possible. There is a need to introduce special program to increase
export. For Example:

1.

10.

To introduce a program/campaign called (Ghar Gharma Krish) to encourage everyone in
the agriculture. And there is a need to encourage vegetable and fruits farming for self-reliance
and discourage the import of agricultural products.

To discourage import of gas and petroleum products.

To encourage the use of electric vehicles, stoves, etc. which will reduce imports of petroleum
products.

To encourage the use of domestic goods and services. To run the slogan "Domestic Products,
Nepali’s Pride" as a campaign,

To introduce a policy of using domestic textiles in schools, government offices, banks,
insurance, police, Nepal Army, etc. where uniforms are provided,

To update the customs value of the imported products on a regular basis to protect domestic
products from unhealthy competition in pricing.

To study on the increment of import tax on agriculture products/Import Substitution/partial
ban on import of goods which are potential for making Nepal self-reliant and implement
accordingly.

To publish statistics of the positive impact of this campaign, informing everyone and further
motivating them to reduce/replace imports,

To make an arrangement to reduce the cost of production for the domestic industries which
are able to compete with foreign products and make the country self-reliant.

To discourage import of luxurious vehicles, promote electric vehicles, which are required for
government offices and corporations.

5.23 Miscellaneous

To create a more conducive environment for attracting foreign direct investment,

To make necessary policy arrangements for taking deposits from non-resident Nepalese (their
interest is to repatriate their money easily that needs to be facilitated),

Creating a conducive environment for venture capital,

To further motivate banks to borrow money from international financial institutions on low-
interest rates,

To facilitate/motivate Nepal's BFls to issue bonds such as Green Bond in the international
financial market,

To make more simplified arrangements for banks to attract foreign investment in the long
term under External Commercial Borrowings Loans through Development Financial
Institutions (DFI)

Nepal Government should make an arrangement to increase the amount of short-term and
medium-term refinancing loans through NRB and disburse them to productive sectors such
as agriculture, SMEs, etc. through the NRB by GoN.
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8.

10.

11.

To introduce a policy to reduce the amount spent on foreign currency when traveling abroad
on tourist visas and to reduce the outflow of money and limit the excessive hike in fares by
foreign airlines. A detailed study in this area can be carried out.

To study regarding the proper utilization of up to US$500 to be paid for purchasing goods
and services from abroad which is a facility provided to the people on an annual basis.

To ensure proper utilization of foreign currency paid through TT/SWIFT for purchasing
goods and services, a study should be conducted at times and amend such policy

To ensure the proper utilization of foreign currency, all BFIs shall submit the import evidence
documents of all importers within the 1st 7 days of Nepali calendar to Department of Foreign
Exchange Management as per the rules. The Department of Foreign Exchange Management
should punish and penalize the importers who do not abide by B.B.N.I FORM NO. 4, to
certify the import of the goods from customer with 90/120 days.

**k*
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Chapter-6

6. Summary

The problem of liquidity crunch seems to have exacerbated repeatedly due to many reasons. The
possible steps to be taken to prevent this problem from happening again are mentioned in earlier
chapters as well. It seems that banks and financial institutions themselves should implement any of
the suggestions mentioned here. There are some recommendations to be addressed by the Nepal
Rastra Bank as well. Some are to be implemented by Nepal Government. And, it seems that it can be
solved by the coordinated approach of all concerned.

6.1 Recommendations to be addressed in an immediate term

The parties concerned can address the following issues immediately:
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c:

To move ahead in a coordinated manner,

Adopting business expansion and reviewing credit expansion strategies,
Introduce a policy to encourage remittances,

Introduce a program to discourage import,

Introduce a policy to encourage the use of domestic goods and services,
Improving the deposits and credit mix,

Supervise/monitor the annual budget and business expansion plan to be submitted
to Nepal Rastra Bank,

Provide adequate time to implement policies that have a broader impact,

The Government of Nepal should make further arrangement to increase the
amount of refinancing in coordination with the Nepal Rastra Bank to disburse
short-term and medium term-refinancing to productive sectors such as agriculture,
micro, small, cottage industries, etc.

6.2 Suggestions to be implemented gradually

e The related parties can implement the following recommendations gradually:
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Identify Covid-19 affected credit flow and make an arrangement for a provision,
Introduce import substitution policy,

Establish a habit of spending capital expenditure on time,

Let the market forces determine interest rates and fees (BFIs should be allowed to
manage such micro-issues themselves),

Declare Domestic Systemically Important Banks

Implement Countercyclical Buffer Capital

Introduce programs to encourage banks and financial institutions to extend more
credit to the productive sector, etc.

6.3 Suggestions to be implemented after a comprehensive study

e Long-term planning is required for balanced economy
e Implement Sustainable Finance Road Map
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Conduct a study on establishing an Assets Management Company and introduce a policy to
implement it

Introduce a pragmatic policy to develop the educational sector and the labor market, to attract
the youths/foreign students into Nepal,

Establish a special regulatory body consisting of experts, as in the case of Nepal Rastra Bank,
for the regulation and supervision of cooperatives dealing in savings and credit.

Develop Nepal as a software exporting country

Conduct a study on the effectiveness and utilization of credit disbursed in agriculture and
deprived sector

Create a conducive environment by identifying investment areas in liquid assets along with
an appropriate policy/environment to implement it.

*k*k
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