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Chapter 8

BASEL III IMPLEMENTATION: CHALLENGES AND

OPPORTUNITIES IN NEPAL

By

Chet Prasad Uprety 1

1. Introduction

1.1 Objectives and Scope of Study

Before 1988, there was no uniform international regulatory standard for

setting bank capital requirements. In 1988, the Basel Committee on Banking

Supervision (BCBS) developed the Capital Accord, which is popularly known

as Basel I, to align the capital adequacy requirements applicable especially to

banks in the G-10 countries. Basel I introduced two key concepts. First, it defined

what banks could hold as capital, as well as designating capital as Tier 1 or Tier

2 according to its loss-absorbing or creditor-protecting characteristics. The second

key concept introduced in Basel I was that banks in relation to the risks that

they face should hold capital. The major risks faced by the banks relate to

assets held on the balance sheet. Thus, Basel I calculated banks’ minimum

capital requirements as a percentage of assets, which are adjusted in accordance

with their riskiness and assigning risk weights to the assets. Higher weights are

assigned to riskier assets, such as corporate loans, and lower weights are assigned

too less risky assets, such as exposure to the government.

The BCBS released the “International Convergence of Capital Measurements

and Capital Standards: Revised Framework”, which is known as Basel II, in

2004. This framework was updated in 2005 and a comprehensive version of the

framework was issued in 2006. The BCBS’ recommendations on capital accord

is an important guiding framework for the regulatory capital requirement of the

banking industry, building on the three pillars of the Basel II framework.  Basel

II builds significantly on Basel I by increasing the sensitivity of capital to key

bank risks. In addition, Basel II recognises that banks can face a multitude of
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risks, ranging from the traditional risks associated with the ups and downs of

the local and international economies. As a result, the Basel II more explicitly

associates capital requirements with the particular categories of major risks that

banks face.

This framework also recognises that large, usually internationally active banks

have already put into place sophisticated approaches to risk measurement and

management based on statistical inference rather than on judgment alone. Thus,

the framework allows banks, under certain conditions, to use their own internal

models and techniques to measure the key risks that they face, the probability

of loss, and the capital required to meet those losses. In developing the framework,

the Basel Committee wanted to incorporate many elements that help to promote

a sound and efficient financial system over the setting of minimum capital

requirements. But Basel II was not adequate to capture risks like securitisation,

derivative transactions and repurchase agreement, or take into account the

systemic risks associated with the increase of leverage in the financial system.

Learning from the recent global financial crisis of 2007/2008, the  stakeholders

at various levels mooted a multitude of proposals for a fundamental restructuring

of the approach to risk and regulation in the financial sector. With this in view,

the BCBS reached an agreement on reforms to “strengthen global capital and

liquidity rules with the goal of promoting a more resilient banking sector” which

is popularly known as Basel III. The BCBS published the Basel III rules (2010)

introducing a number of macro-prudential elements into the capital framework

to help contain systemic risks arising from procyclicality and from the

interconnectedness of financial institutions. It also introduced micro-prudential

elements such as liquidity standards, and enhanced capital quality and quantity

and leverage ratio regulation. The new accord also raises the standards of Pillar

2 (supervisory review processes) and strengthens Pillar 3 (disclosures). Most of

the world including the major Asian countries have already announced an

implementation timetable and action plan for Basel III, or are making preparations

for  implementation.

The banking business is turning into a global network of complex financial

relationships. The Nepalese banking system is integrating into the global financial

system day by day. In this context, it is necessary for the country to adopt the

established principles and best practices developed in the global financial system.

This study is thus important for the Nepalese economy, and for the individual

banks and financial insitiutions that make up the financial system as well as for

the oversight of the financial system. The objectives and scope of this study are

as follows:
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a. To identify the opportunities and challenges of implementing Basel III for

the Nepalese economy, banks and financial system, including the supervisory

aspects;

b. Review the impact of Basel III on supervisory concerns and its potential

impact; and

c. Explore the options and opportunities regarding the Basel III implementation.

1.2 General Outline of the Paper

• Objectives of the study

• Overview of the financial system and risk assessment in the Nepalese

banking system

• Assessment of the impact of Basel III on the Nepalese banking system

• Issues and challenges in implementing Basel III in Nepal

• The way forward and strategic options

• Conclusion

2. Overview of Financial System and Risk Assessment in Nepalese

Financial System

2.1 General Overview of Nepalese Financial System

Nepal had only a few financial institutions up until 1990. The financial

institutions operated in the traditional manner and were very limited in their product

offerings and delivery channels. Following the decade of 1990, Nepal entered

into globalisation and adopted a financial liberalisation policy that created a

conducive environment for the private sector to invest in the financial sector.

As a result, many banks and financial institutions have been established extending

their financial activities. With the expansion of banking entities and activities, the

risk factors have also increased. The risk is growing with the globalisation of

financial services, financial diversification and integration, evolution of new

financial instruments and technology, and increased volatility of the business

environment in a globalising economy.

The banking sector in Nepal has a long history starting from the establishment

of the Nepal Bank Ltd., the first formal banking institution as a state-owned

commercial bank in 1936. Until 1984, when the government initiated financial
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reforms and adopted a liberalisation policy, the Nepalese financial sector was

dominated by two state-owned commercial banks, namely, the Nepal Bank Limited

(NBL) and the Rastriya Banijya Bank (RBB). The post-liberalisation period

was marked by the rapid expansion of the banking sector, with active participation

of the private sector comprising various types of institutions.

2.1.1 Types of Institutions, Structure and Ownership of Nepalese

Financial System

The central bank of Nepal, Nepal Rastra Bank (NRB) was established

under the Nepal Rastra Bank Act, 1955 on April 26, 1956. It was established

as an autonomous body tasked with the objectives of economic development,

currency management, growth and expansion of banking activities, etc. It serves

as banker and advisor to the government by maintaining government deposits

and providing the government with other banking services as well as advisory

service on monetary and fiscal policy. The NRB has the authority to regulate

and control foreign exchange operation and is authorised to regulate, control and

develop the banking system and license opening of new banks and financial

institutions. It is mandated to supervise, regulate and monitor all commercial

banks, development banks, and finance companies as well as licensed NGOs

(engaged in micro-finance) and co-operatives ( engaged in limited banking).

In Nepal, banks and financial institutions are categorised into four categories,

namely, class “A” (Commercial Banks), class “B” (Development Banks), class

“C” (Finance Companies), and class “D” (Micro-finance Institutions). Financial

institutions differ according to their capital base and operations. For instance,

class “A” institutions (Commercial Banks) can do all types of foreign exchange

operations whereas class “B” (Development Banks) can not do all types of

foreign exchange operations (i.e. letter of credit transactions). As of mid-July

2012, there are 32 commercial banks, (3 state-owned, 5 joint venture and 24

other private banks), 88 development banks, 70 finance companies (1 state-

owned, 2 joint venture, 67 private companies), 24 micro-finance institutions, 16

cooperative societies involved in limited banking activities and 36 financial

institutions non-government organisations (FINNGOs) involved in micro-finance

activities, which are presently within the ambit of NRB’s regulation and

supervision. There are two large state-owned banks which have negative capital

and are currently under restructuring. A large segment of the population still do

not have access to formal financial services in Nepal.

The other active participants in the financial sector that mobilise savings on

contractual basis include 30 insurance companies, one employee’s provident fund
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and one citizen investment trust. The employees’ provident fund and citizen

investment trust are owned and managed by the Government of Nepal. The

insurance companies are regulated and supervised by the insurance board.

Similarly, the Security Exchange Board (SEBO) is the regulator of the securities

markets. The total number of companies listed on the NEPSE increased from

209 in mid-July 2011 to 216 in mid-July 2012. The banks and financial institutions

dominate the number of listed companies. Of the total listed companies as of

mid-July 2012, banks and financial institutions (including insurance companies)

numbered 184, followed by production and processing industries 18, hotels 4,

business entities 4, hydropower 4 and other companies 2.

As of mid-July 2011, the commercial bank group held 75.3% of total assets/

liabilities followed by the development banks 12%, finance companies 10.9%

and micro-finance development bank 1.8%.  As of mid-July 2010, their shares

were 76.7%, 10.6%, 10.9% and 1.8%, respectively, as presented below:

Chart 1

Total Assets / Liabilities Structure

Source: Bank and Financial Institutions Regulation Department, NRB.

The total liabilities is made up of the following as of mid-July 2011:

deposits took up the dominant share at 74.9% followed by other liabilities

12%, capital fund 9.1% and borrowings 4%. Likewise in the same period, on

the assets side, loan and advances accounted for the largest share at 61.6%

followed by investments 14%, liquid fund 13% and others 11.4%. See  the figures

below.
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The structure of the Nepalese financial system is as follows:

Chart 2

Composition of Assets / Liabilities of Financial

System as of mid-July, 2011

Source: Bank and Financial Institutions Regulation Department, NRB.

Table 1

Structure of the Nepalese Financial System (Total Assets)

Source: Research Department, NRB.

US$1 = Rs. 87.23, September 2012.
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At present, Nepal has been following two sets of policies regarding the

fixing of the exchange rates: one is convertible currencies and the other standard

is Indian rupees (INR).

a. Convertible Foreign Currency

Convertible foreign currency means foreign currencies designated as

convertible foreign currencies by the NRB through the publication and public

broadcast. Dealers determine the rate of the convertible foreign currency. The

banks and financial institutions are free to determine the selling and buying rate.

Where there is over-pressure from the demand and supply of convertible foreign

currency, the NRB has the authority to intervene in the market to stabilise the

exchange rate.

b. Indian Rupees (INR)

India is the largest trading partner of Nepal. Nepal’s trade with India accounts

for more than 65% of the total external trade. Due to the open, boarder and

excessive concentration of trade with India, Nepal has to keep the NPR/ INR

rate fixed. Presently, 1 INR = 1.6 NPR.

Supervisory assessments are based on the CAMELS (Capital, Assets Quality,

Management, Earning, Liquidity and Sensitivity to Market Risk) rating system.

The NRB is planning to move towards Risk-based Supervision (RBS).

2.2 Risk Oversight Assessment and Vulnerabilities in Nepal Banking

System

The risk management function is regarded as the prime responsibility of the

Board of Directors of the banks and financial institutions. The principles of risk

management require that a bank should be adequate in the practices of its board

and senior management oversight and  sound in its policies, procedures, limits,

internal control and risk management practices. Banks with sound practice in

risk management can promote self-regulation in banking. The Nepalese banks

still depend on the NRB for the adoption and implementation of the international

best practices. It is expected that banks should initiate the process of applying

the international best practices in areas such as corporate governance, risk

management process, and corporate social responsibility beyond the minimum

standard set by the prudential regulations. The standard of risk management

practices in the Nepalese banking sector is very low.
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The Nepalese financial system remained generally stable in the global context

as the financial system is not highly integrated with the global financial system

as yet. The real GDP at basic price grew by 4.6% in FY 2011/12 compared to

3.9% in the previous year. The Nepalese economy is expected to grow around

5% in the coming years. Appendix 2 presents the details on the GDP ratio.

The major banking risks include credit risk, market risk, liquidity risk,

operational risk, legal risk and reputation risk. Because of the various risk inherent

in banking business, the responsibility of NRB for supervision of banks and

financial institutions has increased immensely. The non-performing loans (NPL)

of commercial banks decreased by 2.63% in FY 2011/12 compared to an increase

of  3.19% the previous year while the  provision coverage is 70.05%. In the

context of Nepal, banks should be maintaining at least a 20% net liquidity ratio.

As of mid July 2012, the average net liquidity ratio of banks was 42.4%, loan-

deposit ratio 68.7% and statutory liquidity ratio, 31.2%.

The short-term interest rates remained lower in FY 2011/12 compared to

those in FY 2010/11. For example the weighted average 91-day Treasury bill

rate remained at 1.3% FY 2011/12 compared to 7.4% in the previous year.

Similarly, the weighted average inter-bank rate remained at 1.3% in review year

compared to 8.4% in the previous year. The overall BOP recorded its highest

ever surplus of Rs.128 billion in the FY 2011/12 compared to a surplus of Rs.

2.18 billion in the previous year. The current account posted a surplus of Rs.

76 billion in FY 2011/12 compared to a deficit of Rs.13 billion in the previous

year.

The Nepalese currency vis-à-vis the US dollar depreciated by 19.9% in

mid-July 2012 from the level of mid-July 2011. It had appreciated by 4.9% in

the corresponding period of the previous year. The exchange rate of one US

dollar stood at Rs. 88.60 in mid-July 2012 compared to Rs. 70.95 in mid-July

2011.

The NEPSE index, on y-o–y basis, increased by 7.4% to 389.74 points in

mid-July  2012. The index had dropped by 24% in the previous year and stood

at 362.85 points as at mid-July 2011. The y-o-y stock market capitalisation

increased by 13.8% to Rs.368.26 billion in mid-July 2012. The ratio of market

capitalisation to GDP stood at 23.6%  in mid-July 2012. The ratio was also

23.6% a year ago. Banks and financial institutions constituted the biggest share

in the total market capitalisation of the stock market. As of mid-July 2012, the

share of banks and financial institutions stood at 68.9% while that of

manufacturing and processing companies, hotels, business entities, hydropower
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and other sectors stood at 3.2%, 1.8%, 0.3%, 5.3%, and 20.5%,

respectively.

The annual average consumer price inflation increased by 8.3% in FY 2011/

12 compared to an increase of 9.6% in FY 2010/11. The price index of food

and beverage group increased by 7.7% whereas the index of non-food and

services group increased by 9%, witnessing relatively lower price rises in the

review period as compared to the previous year. The indices of food and beverage

and non-food and services had increased by 14.8% and 5.4% respectively in FY

2010/11.

The annual average wholesale price inflation increased by 6.4% in the FY

2011/12 compared to a rise of 9.9% in the previous year. Appendix 2 presents

the details for CPI.
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Merchandise exports which had increased by 5.8% in the previous year,

recorded a growth of 15.4% to Rs. 74.26 billion in the FY  2011/12. Exports

had amounted to Rs. 64.34 billion in the FY 2010/11.

Source: Research Department, NRB.

Source: Research Department, NRB.

Nepal’s public sector banks control a sizable chunk of deposit, loans and

advances and total assets of the banking sector. Total deposits of the banking

sector increased by 9% to Rs. 687.59 billion in mid-July 2011 compared to a

deposit of Rs. 630.88 billion in the previous year. Loans and advances of banking

sector increased by 11.93% to Rs. 522.85 billion compared to total of Rs. 461.11

billion in mid-July 2010.The total assets of the banking sector in mid-July 2011

increased by 11.6% to Rs. 876.36 billion compared to Rs.787.3 billion in the
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previous year. The chart presented below shows the deposits and loans and

advances and total assets of the banking sector of the public and private sectors:

Deposit mobilisation of banks and financial institutions increased by 22.9%

(Rs. 188 billion) in FY 2011/12. Such deposit mobilisation had increased by 12.9%

( Rs. 94 billion) in the previous year. In the FY 2011/12, deposit mobilisation of

commercial banks and development banks increased by 26.7% and 34%

respectively whereas deposit mobilisation of finance companies decreased by

7.5%. The deposit structure of banks and financial institutions are as follows:

Chart 6

Banking Operations: Public vs. Private as at Mid-July 2011

Source:  Bank Supervision Department, NRB.

Table 2

Deposit Composition

During the fiscal year, loans and advances of banks and financial institutions

increased by 13.2% (Rs.113 billion) which had risen by 15.1% (Rs.112 billion)

in the previous year. As of FY 2012/13, the total loans and advances of banks

and financial institutions stood at Rs. 790 billion. The real estate loans of the
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banking sector is not high relative to the global context. Productive sector lending

increased slightly in recent years.

The NRB, being the central bank, understands the importance of maintaining

financial stability as this has been expressed explicitly as one of the objectives

in the NRB Act. The NRB has issued various prudential regulations (micro and

macro regulation) for the banks and financial institutions in order to ensure

financial stability. A separate financial stability index has not been developed for

Nepal. Recently, the NRB established a high-level financial stability committee

chaired by a senior deputy governor as well as a financial stability unit. With

a view to addressing the emerging challenges posed by the forces of globalisation,

financial liberalisation and integration of financial markets, the NRB has been

working on the implementation of a five-year strategic plan since 2006. There

is progress achieved with maintenance of  financial stability.

2.3 Status of Application of Basel Capital Adequacy Framework in Nepal

In order to comply with the best practices, the NRB has formulated and

issued various prudential regulations for the banks and financial institutions in

2001. These regulations are being strengthened and implemented gradually in

order to ensure a safe, sound and efficient financial system. Most of the directives

issued on March 2001 were based on the Basel Accord of 1988 and they are

gradually being updated and enhanced to adopt the international best practices

and review documents of the BCBS. Presently, other Nepalese financial

institutions, except commercial banks, are adopting Basel I in Nepal. With a

view of adopting the international best practices, the NRB  implemented fully

Basel II for the commercial banks since financial year 2008-09. All the three

pillars were implemented at the same time, namely, the minimum capital

requirements, supervisory review process and market discipline. The Nepalese

banks and financial institutions are required to maintain at all times the capital

requirements as stipulated below:
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2.3.1 Regulatory Capital Requirements under Basel II

Unless a higher minimum ratio has been set by the NRB for an individual

bank through a review process, every bank shall maintain at all times, the capital

requirement as set out below:

a. Tier 1 (core) capital not less than 6% of total risk-weighted exposure (RWE).

b. Total capital fund not less than 10% of total risk-weighted exposure.

2.3.2 Current Approach of Basel II Implementation in Nepal

Under the minimum capital requirements (Pillar 1) for credit risk, the NRB

has adopted the Simplified Standardised Approach (SSA) as given in Annexure

11 of the Basel Accord. Given the complete absence of credit rating agencies

in Nepal, the above option uses country rating for assigning risk weight

requirements. In the absence of credit rating agencies, it is not possible to

implement the advanced approach. Under this approach, banks are required to

assign a risk weight to their balance sheet and off-balance sheet exposure. These

risk weights are assigned a fixed weight that is broadly aligned with the likelihood

of a counterparty default. Claims of foreign governments, their central banks as

well as foreign corporates shall be generally risk weighted on the basis of the

consensus country-risk scores of the Export Credit Agencies (ECA). In order

to be consistent with the Basel II framework, credit risk for the regulatory capital

purpose shall be computed by segregating the exposure in the following 11

categories:

• Claims on government and central bank

• Claims on other official entities

• Secured claims on banks

Table 2

Minimum Capital Fund Requirements

                                                                                                                                                    (%)
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• Claims on corporate and securities firms

• Claims on regulatory retail portfolio

• Claims secured by residential properties

• Claims secured by commercial real estate

• Past due claims

• High risk claims

• Other assets

• Off-balance sheet items.

Likewise, for operational risk, the Basic Indicator Approach (BIA) is

adopted. Under the BIA, banks must hold capital for operation risk equal to the

average over the previous three years of fixed percentage (denoted alpha) of

positive annual gross income.

The capital charge for operation risk may be expressed as follows:

KBIA = [Σ(GI1..n × α)]/N

Where as:

KBIA = capital charge under the Basic Indicator Approach

GI = annual gross income, where positive, over the previous three years

N = number of the previous three years for which gross income is positive

α = 15%.

The figure for the year in which annual gross income is negative or zero,

should be excluded from both the numerator and denominator while calculating

the average. In the case where the gross income for all of the last three years

is negative, 5% of the total credit and investment, net of specific provisions,

shall be considered as the capital charges for operation risk. For this purpose,

investments shall comprise of money at call, placement, investment in government

securities and other investments irrespective of currency. Similarly, in the case

of new banks which have not completed a year of operation and hence whose

average gross income cannot be measured reliably, they shall also be required

to compute their capital charge for operational risk vide the same approach as
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prescribed for banks with negative gross income. These banks may use the

gross income approach from the second year onwards. But, based on the

reasonableness of the so computed capital charge for operation risk, during the

first three years of operation, the review process may require additional proportion

of capital charge, if deemed necessary.

For market risk, the Net Open Position Approach (NOP) for foreign

exchange risk is adopted. This approach only addresses the risk of loss arising

out of adverse movements in the exchange rates. This approach will be

consolidated over time to incorporate the other forms of market risks as they

start to gain prominence. The designated NOP approach requires banks to allocate

a fixed proportion of capital in terms of their net open position. The banks should

allocate 5% of their net open position as capital charge for market risk.

The supervisory review process (Pillar 2) has been divided into three parts:

a. Internal Capital Adequacy Assessment Process (ICAAP);

b. Supervisory Review Process; and

c. Supervisory Response.

Under the disclosure requirements (Pillar 3), banks should at minimum disclose

the following information at the stipulated time intervals:

a. Banks should provide the following disclosures at the end of each financial

year along with their annual financial statements:

• Capital structure and capital adequacy (details),

• Risk exposure (details),

• Risk Management Function: for each separate risk area (credit risk,

market risk and operation risk), banks must describe their risk management

objectives and policies.

b. Banks should make the following disclosure on a quarterly basis on their

respective websites:

• Tier 1 and Tier 2 capital and a breakdown of its components,

• Capital adequacy ratio, RWE for all risks and deduction from capital,
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• Amount of NPAs, ratio (both gross and net) and movement of NPA,

• Segregation of investment portfolio into Held for Trading, Held to Maturity

and available for sale category,

• Summary of the terms, conditions and main features of all capital

instruments, especially in the case of subordinated term debts, including

hybrid capital instruments and so.

2.3.3 Challenges of Implementing Basel II in Nepal

Ensuring compliance with the Basel Framework is a bit of a challenge in

Nepal. The major challenges in implementing Basel II are as follows:

• Implementation of Basel II in other financial institutions,

• Implementation of the Advanced Approach,

• Full implementation of the Basel Core Principles,

• Competency of human resource,

• Weak management information system,

• Lack of rating agency,

• Enhancing corporate governance in banks.

3. Assessment of the Impact of Basel III

3.1 Assessment of Impact on Current Capital Ratio

3.1.1 Description of New Capital Rules

Basel III requires the banks to hold minimum 6% of Tier I,  8% of total

capital fund and minimum 4.5% of common equity of total RWE. Under Basel

III, the trading book exposures, especially those having credit risk and re-

securitisation exposures in both the banking and trading book, attract enhanced

capital charges. Basel III also requires capital conservation of 2.5% buffer. The

capital conservation buffer will be phased in between January 2016 and year-

end 2018, becoming full effective on January 2019. Basel III also introduced a

minimum Tier 1 leverage ratio of 3%.
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3.1.2 Status of Current Level and Adequacy of Capital of Individual

Banks or Banking Groups in Terms of Key Performance

Indicators for Capital

As at mid-July 2012, the average capital fund of commercial banks was

11.5%. The average capital fund of private sectors banks was 13.7%. Except

for two state owned banks, all banks have comfortable capital positions. All

institutions have more than minimum regulatory capital requirements.

The table below shows the capital ratio of commercial banks:

    Total Tier 1 capital
Tier 1 capital    =   ×  100
                           Total RWE

                           Total capital
Capital fund     =   ×  100
                           Total RWE

The table below shows the trend of Tier 1 capital  and total capital  ratio:

Table 4

Capital Adequacy Ratio

Note: Appendix 7 presented the details of CAR.

Source: Bank Supervision Department, NRB.

Table 5

Trend of Capital Ratio
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The  trend of Tier 1 capital and Total capital ratio is increasing.

The table below shows the percentage of common equity to total RWE of

commercial banks:

                           Common equity

Common equity ratio =                        ×   100

                              Total RWE

3.2 Assessment of Current level of Leverage

The table below shows the Tier 1 capital to total assets of commercial

banks:

Table 6

The Common Equity to Total RWE
(Mid-July 2012)

Source: Bank Supervision Department, NRB.

                                    Tier 1 capital

Tier 1 capital leverage ratio  =      × 100

                                     Total Asets

As of mid-July 2012,  the average Tier 1 capital to total assets was 8.10%.

The trend of Tier 1 capital to total assets is  increasing.

Table 7

Tier 1 Capital to Total Assets

(Mid-July 2012)

Source: Bank Supervision Department, NRB.
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3.3 Assessment of Liquidity in Terms of New Liquidity Ratios

3.3.1 Description of New Liquidity Rules

Basel III has developed two liquidity standards, namely, the Liquidity

Coverage Ratio (LCR) and the Net Stable Funding Ratio (NSFR). The LCR

requires a bank to hold sufficient high quality liquid assets to survive an acute

stress scenario lasting for a month.

Total net cash outflows = total expected cash outflows minus total expected

cash inflows for the subsequent 30 days in the specified stress scenario.

The LCR aims to ensure that a bank maintains adequate, high quality liquid

assets that can be converted into cash to meet its liquidity needs for a duration

of 30 days. The NSFR requires the available amount of stable funding to exceed

the required amount of stable funding over a period of extended stress. It provides

a sustainable maturity structure of assets and liquidity.

3.3.2 Current Level and Adequacy of Liquidity of Individuals Banks

or Banking Groups in Terms of Key Performance Indicator for

Liquidity

Liquidity is the ability of a bank to fund increase in assets and meet

obligations as they come due, without incurring unacceptable losses. Liquidity

risk is considered as a major risk for banks. It arises when the cushion provided

by the liquid assets are not sufficient to meet its obligation. The Nepalese banks

and financial institutions generally have comfortable liquidity  positions.

The table below shows the net liquid assets, credit/deposit and statutory

liquidity ratio of  commercial banks:
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At the mid -July 2012, the average net liquid assets, loan to  deposit  and

statutory liquidity ratio of banks was 42.4% , 68.7% and 31.5% respectively.

                               Total net liquid assets

Net liquid assets ratio  =                                   ×  100

                            Total  local  currency deposit

                                             Total loan

Total loan to total deposit  ratio  =                                    ×  100

                                  Total local currency deposit +

                                            core capital

                Cash balance + NRB balance with CRR

                         purpose +gove.securities

SL Ratio  =                                                  ×  100

                        Total local Currency deposit

3.3.3 Qualification of LCR and NSFR and Assessment of Future

Liquidity Requirements

The Basel III liquidity requirements change demand from short-term to long-

term funding arrangement that impact on the pricing and margins that are

achievable. They reduce the lending/investment capacity of the banking sector.

The significant increase in the capital and liquidity requirements may lead to a

reduction in the capacity for banking activity and a significant increase in the

cost of providing of such lending. Thus, the Nepalese banks should raise their

focus on light capital products and attract more stable funding from retail and

Note: Net liquid assets include cash and bank balance, money at call and short notice, placement

up to 90 days and investment in govt.securities. Borrowing repayable up to 90 days is deducted

from liquid assets to obtain net liquid assets.

Source: Bank Supervision Department, NRB.

Table 8

Liquidity Ratio

(Mid -July 2012)
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Small and Medium Size Enterprises (SME) deposits. Banks can increase the

proportion of short maturity lending to minimise funding cost. Banks will have

to allocate to segments that generate higher returns - adjusted for risk capital

and funding cost  -  provided that these segments can be efficiently served by

the banks.

3.4 Impact on Different Peer Groups and Banking System

In the context of Nepal, the capital ratios (Basel II) exceed the Basel

requirements, i.e. Tier-1 capital not less than 6% and total capital fund not less

than 10 % of its total RWE. As of mid-July 2012, all the commercial banks and

financial institutions, other than two state-owned banks, have maintained capital

at a level above the minimum regulatory requirements. (The two state-owned

banks are under the restructuring process).  As of mid-July 2012, the average

Tier 1 capital of the Nepalese commercial banks is 12.2% (except for the  two

state-owned banks), and the average capital fund (Tier 1 & Tier 2) of the Nepalese

commercial banks is 13.7% (except for the two state-owned banks). Similarly,

the portion of tier 1 capital of total capital was 87%. In Basel III, the trading

book exposures, especially those having credit risk and re-securitisation exposures

in both banking and trading book, attract enhanced capital charges. In the context

of Nepal, the banks are very small and, as they do not have any exposure to

re-securities instruments, the impact of these changes on capital is insignificant.

Appendix 5 presented the details composition of capital.

Basel III requires banks to hold a minimum 4.5% of common equity of total

RWE. At of mid-July 2012, the state-owned banks have below 4.5% of common

equity of total RWE. Most of the private sector banks (except two banks) have

above 4.5% of common equity of total RWE. The average common equity of

total RWE of the Nepalese private sector commercial banks is 8.2%.

Basel III introduced a minimum Tier 1 leverage ratio of 3 %. The Nepalese

banks are generally not as highly leveraged as their other global counterparts.

As of mid-July 2012, the average Tier 1 capital to total assets of Nepalese

commercial banks was 8.1%. Thus, the leverage ratio of the Nepalese commercial

banks would be comfortable.

Basel III also requires capital conservation of 2.5% buffer. The capital

conservation buffer will be phased in between January 2016 and year-end 2018,

becoming fully effective on January 2019. This transition arrangement allows

sufficient time for a smooth transition to the new regime.
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Liquidity management is important in the banking sector because a liquidity

shortfall in a single institution can have system-wide repercussions. The NRB

has incorporated liquidity risk in Basel II. According to these provisions, where

a bank’s net liquid asset to total deposit ratio is less than 20%, a risk-weighted

1% of total deposit for each percent or portion of percent shortfall in such ratio,

is added to total of the RWE. Similarly, the Nepalese banks should maintain  a

Statutory Liquidity Ratio (SLR) at 15% of their total domestic deposit liabilities.

Failure to meet such obligations results in monetary penalties, computed on the

basis of the bank rate. Similarly, the NRB has prepared and issued a liquidity-

monitoring framework to monitor the liquidity position of the banks. The

framework requires banks to submit their short-term liquidity position (liquid assets

to short-term liabilities position), deposit and credit concentration, interbank

transaction, borrowing from the NRB (SLF, Repo, refinance), and liquidity profile

(short- and long-term assets liability position) subject to a given timeframe.

As of mid-July 2012, the average net liquid assets of the Nepalese

commercial banks are 42.4%. Thus, the liquidity position of the Nepalese banks

is comfortable. Similarly, the total loan/total deposit ratio is 68.7%. In the context

of Nepal, the banks have high net liquid assets and also are comfortable with

regard to their total loan/total deposit position. The Basel III liquidity standards

are expected to be a factor of Treasury Bill  interest rate decrease.

The weaker Nepalese banks will likely face difficulty in raising the required

capital and funding, reduction in business models and potential competition. So,

the weaker Nepalese banks risk being crowded out. This encourages the merger

and acquisition of the Nepalese financial institutions. Most of the Nepalese banks

can be expected to experience significant pressure on profitability, ROE and

dividend. Thus, the Nepalese investors may be less attracted to debt and equity

of the banks. It reduces the Nepalese investors’ appetite for bank debt and

equity. The enhanced capital and liquidity buffers, together with the focus on

enhanced risk management standards and capability, may lead to reduced risk

of individual bank failures and reduced interconnectivity between the Nepalese

financial institutions.

4. Issues Challenges and Implications of Implementing Basel III

4.1 Regulatory Constraints

With the promulgation of the Nepal Rastra Bank Act, 2002, the NRB was

granted greater autonomy in its operations with respect to the formulation of

regulations and initiation of remedial steps that NRB may take without reference

×  100×  100
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to the government or the need to obtain its prior approval. It may be necessary

to amend the current NRB Act to strengthen its intervention capacity. The NRB

has issued the Risk Management Guidelines based on the Basel core principles

in setting the minimum standards for risk management in banks. However, the

effective risk management practices in the Nepalese banking sector remain low.

Stress testing is a risk management tool used to evaluate the potential impact

on a firm of a specific event and/or movement in a set of financial variables.

It is widely used in the global context. The NRB has issued the stress-testing

guidelines. According to these guidelines, the commercial banks are required to

conduct stress test on a regular basis. The results of the stress test should be

discussed by the board and top-level management of banks. Banks should also

report to the Bank Supervision Department, NRB, on a quarterly basis.

The regulators and supervisors are constrained by the lack of common

understanding of the interlinked problems. Many issues are emerging that are

of common interest to the different regulators. Therefore, it is crucial for the

regulators to have shared understanding of such concerns for them to  act in

the same direction towards maintaining a sound, prudent and functioning financial

system. In the context of Nepal, there is no significant co-operation among the

relevant authorities (e.g. bank regulator and securities regulator).

4.2 Capital Augmentation and Related Issue

Basel III is a global regulatory standard prescribed for bank capital adequacy

that was developed in response to the deficiencies revealed by the financial

crisis. Basel III introduced capital conservation of 2.5% and countercyclical

buffer up to 2.5% capital during the period of high credit growth. It significantly

increases the required level of capital and quality of capital. Under Basel III,

the trading book exposure in both banking and trading book attracts enhanced

capital charges. There will be an impact on the Return on Equity (ROE),

profitability and dividends. The ROE, profitability and dividends pay ratio of banks

will decrease significantly. In the context of Nepal, the dividends pay ratio, ROE

and profitability are low. It will further reduce the Nepalese banks’ dividends

pay ratio, ROE, and profitability.

4.3 Review of Assets and Liability Management Strategies

By the new accord, banks will have to review their current portfolio and

business model. This should be done thoroughly, understanding how new capital,

liquidity, funding and leverage requirement affect each segment and product,
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including changes in funding and deposit structures, such as shift from short-

term to long-term funding, volatile funding to non-volatile funding. Banks can

increase the proportion of short maturity lending to minimise their funding cost.

Banks will have to allocate to segments that generate higher returns - adjusted

for risk capital and funding costs - provided that these segments can be efficiently

served by the banks. Basel III reduces the investment/lending capacity of the

banking sector. It requires banks to hold more capital against their assets, thereby

decreasing the size of their balance sheet and their ability to invest with borrowed

capital. Under the new accord, banks will have to review their current portfolio

and business model of each segment. The Nepalese banks mostly follow a retail

business model and do not depend on wholesale fund. Nevertheless, the Nepalese

banks will be required to review their portfolio strategy and to exit or re-price

certain areas of business as well as invest in their ongoing balance sheet

management capabilities.

4.4 Implications on Cost and Profitability

Basel III introduced capital conservation of 2.5% and countercyclical buffer

up to 2.5% capital during the period of high credit growth. It significantly increases

the required level of capital and quality of capital. Under Basel III, the trading

book exposure in both banking and trading book attracts enhanced capital charges.

It will likely impact on income moving from loans to more liquid assets, and on

funding cost due to the change in the funding structure. It will also impact on

loan pricing and on margin (spread between lending and deposit policy).

4.5 Implication on Financial Market/Economy

The Nepalese economy is experiencing weak performance as indicated by

the overall macro-economic variables. Low economic growth, high inflation, high

proportion of consumption in gross domestic products (GDP) and low rate of

saving are some of the challenges for the Nepalese economy. The various sectors

of the Nepalese economy, such as agriculture, industries, are achieving a low

level of growth. Currently, the GDP growth rate is around 4.6%. The country

is undergoing a transformation process. It is challenging for the country to channel

more resources towards economic activities. Basel III reduces the investment/

lending capacity of the banking sector. It will also have adverse impact on the

monetary policy transmission channel due to deposit rate increase as a result of

competition and due to the liquidity standards. It requires banks to hold more

capital against their assets, thereby decreasing the size of their balance sheet

and their ability to invest with borrowed capital. The commercial bank’s credit/

GDP ratio of Nepal is around 40%, which is relatively lower as compared with
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that of many developed countries. Higher interest rates and a lower volume of

loans may impact on economic development to cause a slowdown. The Nepalese

economy is expected to grow around 5% annually for the coming years ahead.

This will necessitate a growth in the banks’ equity capital.

4.6 Infrastructure Issues

The data management requirement of the new accord is significant. To

achieve compliance with the new accord, banks must ensure that their risk and

finance teams have quick and easy access to centralised clean and accurate

data. Supervisory strength depends on timely collection, analysis and interpretation

of the financial data. In the context of Nepal, most of the banks have weak IT

infrastructure. Therefore, it is necessary to modify the IT infrastructure to adopt

the new accord. There is no credit rating agency in Nepal to date. In the absence

of a credit rating agency it is not possible to implement the advanced approach.

4.7 Human Resources Constraints

One of the key challenges in implementing Basel III is developing and

retaining human resources. Human resources are vital for any organisation. The

rapid growth of the banking system in Nepal calls for competent human resources

to cope with the challenges of the modern, dynamic environment. As banking

activities in terms of number and volume of the transactions  expand, there is

a high demand for skilled and competent manpower. High staff turnover and

mobility of employees from one bank to another are commonplace in the Nepalese

banking sector.

4.8 Impact of Cross-border Supervision

Cross-border banking has become an important structural feature of global

banking. It provides a major avenue for banks to realise their optimal size, reap

economies of scale, and scope to diversify their banking activities and spread

risk and revenues. It has impact on financial stability. Regulators thus need to

support and provide banks with an adequate framework for their banking

activities. Nepal has opened up its financial sector to foreign banks for them to

establish  branches in the country since the beginning of 2010. To date, there

are no foreign bank branches operating in Nepal or any Nepalese bank branches

operating aboard. Cross-border banking activities are not significant, hence there

is no pertinent issue arising from cross-border transaction and cross-border

supervision.
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4.9 Issue in Implementation of Counter Cyclical Capital Buffer

Basel III introduced countercyclical buffer up to 2.5% capital during the

period of high credit growth. This buffer is expected to be imposed at a national

level only during the times of excessive credit growth and will be allowed to be

released during the times of credit contraction. For the implementation of the

countercyclical capital buffer, the regulator should be developing the mechanism

for calculating the countercyclical buffer. Successful implementation of the

countercyclical capital buffer requires the proper harmonisation of the micro

and macro perspectives.

5. The Way Forward and Strategic Options

5.1 Strengthening Regulatory Reforms

It requires firm commitment from top-level management of both the NRB

as well as banks. For effective implementation of the new framework, the

following legislative reforms/ framework should be developed in Nepal:

• Amendment of the NRB Act to strengthen its intervention capacity.

• Implementation of the enhanced Prompt Corrective Action (PCA)

framework.

• Decisive treatment of problematic banks (orderly resolution including

liquidation of non-viable banks).

• Complete resolution framework, such as formulation of government bailout

schemes for systemically important banks and enhancement of coverage of

deposit guarantee.

• Further improvement of supervision, such as more frequent and rigorous

on-site  and risk-based supervision.

• Strengthening of the Credit Information Centre (CIC).

• Restructuring of the two large, systemically important state-owned banks

should be completed.

• Effective implementation of the recently issued guidelines covering such

areas as risk management, stress testing, ICAAP, and IT.

The NRB has already developed the Prompt Corrective Action (PCA) by-

laws that are triggered by capital shortfalls. The NRB has also realised the
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need to incorporate additional provisions for triggering action based on liquidity

and NPA in the PCA by-laws.

Supervisory capacity is a constraint in the implementation of Basel III. It

calls for an increase in the capacity of supervisors both in numbers and quality.

The supervisors need to be adequately trained and well equipped with the

necessary resources and tools for effective supervision.

The challenge to regulators and supervisors is enhancing the corporate

governance in banks. The Board of Directors and senior management need to

have adequate banking knowledge and experience to ensure sound practices of

corporate governance in the banks. The Board of Directors of each bank shall

be responsible for establishing and maintaining an adequate level of capital at

all times. The capital standards herein are the minimum prescribed for banks

that are fundamentally sound and well managed, and which have no material,

financial or operational weakness. In the context of Nepal, the majority of the

Board of Directors of the banks have business background but no prior banking

knowledge and experience. Almost half of the directors are from the business

sector.

5.2 Capital and Strategic Liquidity Management by Banks

The responsibility for the implementation of the new accord does not only

rest on the regulator. The Board of Directors, top-level management and risk

managers of the banks also play a distinctive role in adopting the Basel framework.

The internal auditors are required to have understanding of the bank business

to recommend improvements to the internal control system of the banks. It is

necessary to balance the interests of the business and the need of the regulator

in the implementation of the new accord. Commitment is required from the top-

level management of the banks. Active dialogues are to be held with the banks

regarding risk management practices, divestment, active balance sheet

management, capital and liquidity management strategies, redesign of business

models and portfolio focus, etc., and impact assessment carried out on the new

capital and liquidity requirements. The Nepalese banks will procure capital through

internal resources instead of new equity share. Issuance of new equity share

is much more costly than other funding sources. The Nepalese banks may

respond either by enhancing their capital or by reducing their RWE. The

Nepalese banks will be reviewing their portfolio strategy and exit or re-price

certain areas of business as well as invest in their ongoing balance sheet

management capabilities.
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The NRB has already introduced the liquidity monitoring framework. Now,

the Nepalese banks maintain short-term liquidity (net liquid assets) by holding

cash balance, central bank reserves, and sovereign debt issued in domestic

currencies, foreign sovereign debt, call deposit in foreign banks, etc. For the

purpose of the NSFR, the Nepalese banks should focus their investment on

foreign corporate bonds having a minimum rating of AA, certificate of deposit

in foreign banks and such instruments. To extend funding maturity, the Nepalese

banks will try to raise the longer-maturities fixed deposits to demandable deposits

ratio. The LCR will be introduced on 1 January 2015. The NSFR will move to

the minimum standard by 1 January 2018. Ample transition time is provided for

the banking sector to implement the new liquidity framework and meet the

standards.

5.3 Development of Capital Markets and Instruments

The successful implementation of the new accord also depends on the proper

development of capital markets and their instruments. Capital market deals with

long-term securities such as bonds, stock, etc. Shares are associated with financial

resource mobilisation on a long term basis. They are instruments for borrowing

and lending of funds for periods longer than a year. The capital market is to

channel savings for investment in order to enhance economic growth of the

country. The capital market is slowly growing in Nepal. It is not well developed

and operates with limited instruments. In fact, due to the lack of financial literacy,

there is low public confidence in the Nepalese capital market. It is necessary

to develop the Nepalese capital markets and associated instruments for successful

implementation of the new accord.

5.4 Development of Infrastructure and Address Related Issues

Strong management information system is required to detect problems on

a timely basis and develop early warning signals for the banks to take prompt

corrective action. In the context of Nepal, most of the banks have weak IT

systems. Presently many of the computations of Basel II  require manual

intervention by banks due to inadequecies in their software. While investment

in IT will be huge, the challenge is to invest and make improvements to the

quality of customer service at an affordable cost. To implement Basel III, banks

should upgrade their IT systems.
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5.5 Capacity Building for Staff of Regulators and Banks

The effective implementation of the new accord also depends on the quality

and competency of the NRB. There is a need for capacity building for both

supervisors and bankers. The supervisory capacity of the NEB is to be

strengthened and the human resources of banks working on the new accord are

to be adequately developed through training and development programmes.

5.6 Road Map for Implementation of Basel III

The Nepalese financial institutions, except commercial banks, are adopting

Basel I.  The decision has been made to implement Basel II in other institutions

gradually. To date, the NRB has not finalised the Basel III implementation plan

for commercial banks. Most of the developed world including the major Asian

countries have already announced an implementation timetable for Basel III or

are consulting on the implementation process. The policy approach to the financial

sector in Nepal purposes to have banks conform to the international best practices

through the process of gradual harmonisation.

6. Conclusions

Basel III aims to improve the banking sector’s ability to absorb shocks from

any source, impose risk management and governance, strengthen bank’s

transparency and disclosure, and reduce risk spillover to the real economy. The

BCBS has issued the more detailed Pillar 3 disclosure requirements. The

attainment of financial stability necessitates specific macro-prudential elements.

Basel III seeks to address the issues relating to systemic risk through various

measures, including the leverage ratio, capital conservation buffer, countercyclical

capital buffer,  procyclicality and provisioning.

Basel III provides a good opportunity to further improve the Nepalese banking

sector’s ability to absorb shocks arising from financial and economic stress,

enhance transparency and resilience of the Nepalese financial system, promote

integration of the financial system and boost public confidence in the Nepalese

banking system. The implememtation period of Basel III will be from 1 January

2013 to 1 January 2019.  The transitional arrangements are to facilitate the

implementation of Basel III in the Nepalese financial system.

Basel III is an opportunity to further enhance the resilience of the Nepalese

financial system. It enhances the Basel II capital accord and the new global

micro- and macro-prudential banking standards. It may help strengthen the



274

Nepalese financial system and provides a good platform for Nepal to achieve

the following:

• Enhance risk management practices, market discipline and the supervisory

review process in the Nepalese financial system;

• Enhance capital quality, quantity and liquidity standards which makes the

Nepalese financial system more resilient, further improving the shock

absorbing capacity of each and every Nepalese bank;

• Implement a macro-prudential approach to regulation and supervision,

improving the oversight of system-wide risk to reduce systemic risk in the

Nepalese banking system; and

• Learn from the past global financial crises to reduce the likelihood and

impact of future ones.

The major changes and implications of Basel III can be categorised are as

follows:

• Increased quality and quantity of capital of the banks;

• Increased short-term liquidity coverage and stable long-term balance sheet

funding of the banks;

• Reduced leverage through the introduction of the backstop leverage ratio;

and

• Strengthening risk captures, especially counterparty risk.

One of the key challenges in implementing Basel III in the Nepalese banking

system is raising capital. As transformation of the Nepalese economy gains

momentum, credit is set to rise sharply. The key challenge is finding the capital

under Basel III which is likely to be huge. Additional capital will be required for

each Nepalese bank to maintain the 10% CAR.  The two systematically important

and problematic state-owned banks which are currently under restructuring, should

be resolved. Enhancing corporate governance in banks is also a challenge

implementing Basel III in the Nepalese banking system. The international best

practices of corporate governance are not fully complied with in the Nepalese

banking system. Insider lending, weak internal control system, lack of sound risk

management practices, low level of transparency are some of the common

waeknesses of the Nepalese banking system, though Basel III may further

strengthen the Nepalese financial system.
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BCBS - Basel Committee on Banking Supervision.

NRB - Nepal Rastra Bank.

SSA - Simplified Standardised Approach.

BIA  - Basic Indicator Approach.
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RWE - Risk Weighted Exposures.

LCR  - Liquidity Coverage Ratio.

NSFR - Net Stable Funding Ratio.

CD Ratio - Credit/ Deposit Ratio.

ROE - Return on Equity.

GDP - Gross Domestic Products.
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CAR - Capital Adequacy Ratio.

PCA - Prompt Corrective Action.

ICAAP - Internal Capital Adequacy Assessment Process.

SME - Small and Middle Size Enterprises.

NPR - Nepalese Rupees.

NPA - Non-performing Assets.

IMF - International Monetary Fund.

ECA - Export Credit Agencies.
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Table 5

Composition of  Capital of  Banks

Table 6

Leverage Ratio of Banks



279

Table 7

Capital  Adequacy Ratio of the  Banks

State Owned  Banks

Source:  Bank Supervision Department, NRB.

Private Banks

Table 8

Net Liquid Assets and Total Loan to Total Deposit of

Commercial Banks

State Owned  Banks

Private  Banks

Source: Bank Supervision Department, NRB.
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Table 9

Others Economic Indicators

Source: Bank Supervision Department and Financial Institutions Supervision Department, NRB.

Source: Bank and Financial Institutions Regulation Department, NRB.

Table 10

Tier 1 Capital  and Capital Fund of Banks and Financial Institutions
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Table 13

Structure of Interest Rate

(Percent per annum, mid-July)

Source: Research Department, NRB.
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