
 
 

 

Highlights of the Monetary Policy issued by Nepal Rastra Bank for FY2019-20  

• The Nepal Rastra Bank (NRB) has iterated its targets on introducing a counter-cyclical buffer (CCB, up to 2.5%). This has been subsequently 
implemented through a circular, which introduced 2% CCB requirements in the form of the common equity tier-I (CET-I), to be met by mid-
July 2020. The criteria for other liquidity management norms like liquidity coverage ratio (LCR) and net stable funding ratio (NSFR) is also 
planned for effective implementation. These changes are likely to curb the growth of the banking sector and improve the liquidity 
management practices.   

• The interest spread cap for class A banks was reduced to 4.4% (to be met by mid July 2020 from an earlier 4.5%). However, yield on 
Government securities is likely to be excluded from this calculation, thus affecting the profitability of the sector.  

• All commercial banks must issue debentures amounting to 25% of its paid-up capital by mid July 2020 (deadline extended to mid July 2021 
in case of merger and acquisition). 

• In line with the financial sector consolidation strategy of NRB, provisions as to mergers of banks with common shareholders holding shares 
beyond certain threshold, are likely to be introduced. Separate monitoring and supervision to be done for systemically important banks 
(SIBs), however, identification criteria for being classified as SIBs to be specified. 

• The CCD1 cap for the banking sector has been kept unchanged at 80% with further targets to reconsider the provision of including interbank 
borrowings while calculating the CCD. The cash reserve ratio (CRR) remains the same at 4% for all classes of banks and financial institutions 
(BFIs). Similarly, the statutory liquidity ratio (SLR) also remains the same at 10%, 8% and 7% for class A, B and C BFIs respectively.  

• Rates under the interest rate corridor have further been constrained to 3.0%-6.0% (earlier 3.5%-6.5%). Policy rate, i.e. the two-week’s repo 
rate, has also been reduced to 4.5% from 5%. 

• The BFIs going for mergers and acquisitions (M&A) and starting joint operations by mid-July 2020 are provided extra benefits in addition to 
the existing incentives. These mainly include a deadline extension for meeting the revised interest spread norms, productive sector lending 
targets and debenture issuance targets by another year (i.e. till mid-July 2021). 

• The BFIs can collect foreign currency fixed deposits from institutional foreign depositors and non-resident Nepalese (NRN), with at least 
two years’ maturity. Provisions allowing the disbursement of up to 100% of such an amount as domestic currency loans, to be introduced.  

• In addition to borrowings from foreign banks, Class A commercial banks can now also borrow convertible foreign currency loans from other 
foreign sources such as pension funds and hedge funds. Also, the interest rate cap for all such borrowings has been increased to 6-month 
LIBOR+4% from 6-month LIBOR+3% earlier.  

 
1 LCY Credit to LCY core capital and deposits  
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• Given the rising trade deficit, the NRB reduced the targets to maintain foreign exchange reserves adequate for the import of goods and 
services for seven months (eight months for FY2018-19). 

• The cap on local currency deposit from single Institutional depositor has been brought down to 10% (earlier 15%) of the total local currency 
deposits, while overall cap on institutional deposits has been left unchanged at 50%.  

• Policy changes planned to facilitate the acceptance of gold as deposits.   

• Permanent account number (PAN) is mandatory for extending loans ≥NPR 5 million against the earlier limit of NPR 10 million. 

• The upper limit of debt service to gross income ratio would be fixed in case of regular repayment based non-business loans such as personal 
loans, home loans and hire-purchase loans. 

• Up to 2% premium is allowed on the base rate, while extending agricultural, entrepreneurship/business promotion loans up to NPR 1.5 
million.  

 

Macroeconomic outlook and NRB forecasts: 

• Preliminary GDP growth in FY2018-19 has been estimated by the Central Bureau of Statistics at 7.1% (6.3% during FY2018) against 8% 
growth targets; this increased compared to last year due to the increase in agriculture production, electricity supply, construction activities, 
industrial production and inflow of tourist. Monetary policy for FY2019-20 targets to support 8.5% GDP growth targets as envisaged by fiscal 
policy. 

• NRB forecasts CPI inflation to be within 6% for FY2019-20 (4.2% for FY2017-18 and 4.8% for FY2018-19). Earlier in its Monetary Policy of 
FY2018-19, NRB had forecast the CPI inflation to be constrained within 6.5%, which was revised to 5.5% in the mid-term review of the Policy. 
Hence, inflationary pressure has remained under control. Inflation rate for developed and developing economies was estimated to be 2.0% 
and 4.8% in FY2018 and 1.6% and 4.8% in FY2019. Given the growth targets set by the fiscal policy, rising imports (dominated by 
vehicle/parts and petroleum) and devaluation of the NPR with respect to the USD, inflationary pressure is expected over medium term. 

• Trade deficit has increased substantially by 13.5% to ~NPR 1,321 billion in FY2019 (~38% of GDP) amidst remittance inflow growth by 16.5% 
to ~NPR 879 billion for the same period; overall current account deficit was ~NPR 265 billion. Accordingly, BOP is also currently in deficit by 
~NPR 67 billion in FY2019 (~NPR 1 billion surplus in FY2018), hence presenting a weakening state of the economy. 

 

Outlook 

Inflation risks related to commodities and perishables have escalated in recent months given the highly import-reliant economy and devaluation 
of NPR w.r.t USD (~4% decline in last one month ending mid-August 2019 reaching to ~NPR 114/USD). The CPI stood at 6.02% for the month 
ending on mid-July 2019 compared to 4.2% for the month ending on mid-March 2019. The largest import (~15% of overall imports) i.e. 
petroleum, increased by ~25% YoY and hence international oil prices will remain a major driver for the CPI. Further, in line with the international 
markets, gold has witnessed a sizeable price hike in recent periods. Additionally, there are concerns related to inflationary pressures arising 
from fiscal policies of the central and the state governments. Nonetheless, the agriculture output is expected to remain good compared to last 
year given the normal monsoon this year. The CPI is heavily weighted toward food items (~44%), the prices of which tend to be quite sensitive 
to small changes in supply-demand dynamics. Therefore, volatility in the monthly CPI inflation readings would continue, imparting a cautious 
bias to the Monetary Policy setting in Nepal, in our view.    
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ICRA Nepal Comments on NRB’s Monetary Policy FY2019/20 

Introduction of CCB with LCR and NSFR norms to follow: 
To comply with a higher version of the Basel-III norms, NRB has introduced the 
CCB (up to 2.5%) from FY2020 onwards. While the CCB requirements for FY2020 
have already been stipulated (at 2% in form of CET-I, to be met by mid-July 2020), 
criteria for other liquidity management norms like LCR and NSFR is expected to 
follow. CCB requirements are to be changed based on the build-up of systemic 
risks. The credit to GDP gap of five points compared to the average for past five 
years, is the stipulated cut off point for excess credit growth level. Each successive 
increase in the gap by 2.5 points shall lead to 0.5% increase in CCB requirements. 
For FY2020, the CCB requirement has been stated at 2%. These changes are likely 
to curb the growth of the banking sector and improve the liquidity management 
practices.  
 
Cap on interest rate spread slightly reduced:  
In line with the Financial Sector Development Strategy, the NRB has mandated 
the commercial banks to reduce the interest rate spread to 4.40% by mid-July 
2020 from an earlier cap of 4.50%. However, as per the circular that followed the 
Monetary Policy, yield on Government securities is now to be removed from 
spread calculations. Hence, the spreads would now be purely the lending spreads 
for local currency (LCY). This is likely to impact the profitability of banks having 
better cost structures, which allowed them to operate at relatively better 
margins. Spread cap for other classes of BFIs has been kept constant at 5%, with 
changed calculation norms like commercial banks. 
 
Commercial banks required to issue debentures worth 25% of paid up capital: 
The Policy has mandated commercial banks to issue debentures equivalent to 
25% of their paid-up capital by mid-July 2020. While the banks with high growth 
pattern are unlikely to be impacted by this provision, the more cautious ones with 
adequate capital cushion are likely to witness high capital levels over the near to 
medium term. However, this would diversify the sources of long-term funds that 
banks mobilise. This would also reduce the funding mismatch of banks to a limited 
extent. Accordingly, the NRB has also allowed the utilisation of entire debentures 
towards credit disbursement. Considering the total paid up capital of all 
commercial banks (~NPR 252 billion as of mid-July 2019) and the status of 
debentures issued so far, commercial banks would need to issue an additional 
~NPR 43 billion in debentures by mid-July 2020, which would increase the chunk 
of long-term funds. However, as a major portion of these debentures are 
subscribed by institutional depositors, the cost of funds is likely to increase to an 
extent upon debenture issuance as these currently carry higher interest than term 
deposits. 

 
However, the limited liquidity of debentures in the market (shallow trading of 
debenture so far) and the investment limitation set by the insurance regulator in 
debentures of commercial bank with highly volatile interest rates may impact the 
debenture subscriptions.    
 
Incentives introduced to promote mergers and acquisitions of BFIs: 
The NRB has promoted the BFIs for mergers and acquisitions (M&As) by 
introducing various facilities on mergers. The commercial banks that complete the 
M&As and start joint operations by mid-July 2020, would have a year’s extension 
to issue debentures, to reduce the interest rate spread to 4.4% and to meet 
productive sector (agriculture, energy and tourism sector) lending targets as 
prescribed by the NRB. Further, such banks would not need NRB permission for 
branch expansion and also the six-months’ cooling period for the BOD, the CEO 
and the deputy CEOs would not be applicable. Similarly, microfinance institutions 
(MFIs) that undergo mergers are allowed an extension to meet the single 
borrower limit norms, meeting required capitalisation, exemption from six-
months’ cooling period for the BOD and the CEO. Further, such MFIs are now 
allowed to accept own staff salary and allowances as deposits on an ongoing basis. 
In addition, the secured entrepreneurship loan limit has been increased to NPR 
1.5 million from NPR 1 million.  
 
These incentives are likely to encourage the banks to undergo M&As and hence 
support the financial sector consolidation plans of the NRB. However, the policy 
has also hinted at imposing a forced merger in cross holding cases (cut-off yet to 
be stipulated).  
 
No change in existing CCD, SLR and CRR norms; scope of external borrowing 
expanded: 
The Policy has not revised the SLR and CRR ratio (currently 10% and 4% 
respectively for commercial banks). Though the CRR and the SLR requirement 
remains relatively lower among South Asian Economies, the CCD ratio cap of 80% 
is expected to mitigate the concerns emanating from lower CRR/SLR ratios. The 
CCD cap has also been continued at 80% with an indication to remove interbank 
borrowings as source of funds. With healthy deposit growth towards the end of 
FY2019, the CCD ratio of commercial banks has moderated to ~75% as of mid-July 
2019 (~80% few months ago). This would provide some room for near term 
growth; however, the long-term growth trend of the industry would remain 
dependent upon the deposit growth trend. In case of continued lower growth 
trend of deposits as seen in recent years, banks would need to consolidate the 



 

ICRA NEPAL LIMITED                                                                                                                                                                                                                                                     P a g e  | 4 

portfolio grown during the last few years and maintain a cautious portfolio growth 
approach, going forward. Further, the NRB has stated that monitoring of the CCD 
ratio will be made effective and regulatory actions would be imposed on banks 
breaching the CCD norms. Nevertheless, to ease the liquidity, the NRB has opened 
avenues for banks to borrow money in foreign currency from foreign institutions 
such as pension funds and hedge funds and plans to ensure the extension of 
sectors which are likely to use the funds. Further, the BFIs can also borrow foreign 
currency deposits with at least two-year maturity from institutional foreign 
depositors and non-resident Nepalese (NRN) against which 100% credit can be 
extended in domestic currency. Banks with an international presence/backing 
would benefit more through this provision.  
 
Chart 1: Movement of key regulatory rates  

 
The policy has reduced the bank rate, applied for the purpose of lender of last 
resort (LOLR) facility from 6.5% to 6%. 
 
 
 
 
 
 
 
 

 
 
 
Chart 2: Movement of T-bill rates, interbank rates and interbank volumes 

 
Interbank borrowing volumes (among commercial banks) witnessed a sharp 
upsurge in FY2019 as the NRB allows the BFIs to factor in inter-bank borrowings 
as deposits for calculation of CCD norms so far. The interbank rate also witnessed 
a sharp increment during the year to 4.2% compared to 3.5% for FY2018. 
 
Rates under interest rate corridor reduced: 
Rates under the interest rate corridor have further been constrained to 3% to 6% 
(earlier 3.5% to 6.5%) with means to provide more stability to short-term interest 
rates. The upper bound rate in the corridor is the standing liquidity facility rate 
while the lower bound rate signifies the two weeks’ deposit collection rate. The 
Policy rate has also been decreased to 4.5% from 5%, which is two weeks’ repo 
rate. The NRB plans to make the interest rate corridor more effective to address 
the short-term interest rate volatility.  
 
Liquidity across banking sector: 
Liquidity in the banking sector continues to remain tight during FY2019 as well, 
which is evident from the increasing liquidity infusion trend. The liquidity infusion 
has increased progressively over the last three years with NPR 123 billion in 
FY2017, NPR 146 billion in FY2018 and NPR 322 billion in FY2019 as compared to 
the minimal infusion before FY2017 (NPR 10-15 billion). Liquidity absorption, 
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which used to be in the range of NPR 500-600 billion in FY2014-FY2016, has 
declined in the last three years with NPR 111 billion during FY2017, NPR 186 
billion during FY2018 and NPR 77 billion during FY2019. With the increasing 
interbank transaction and ongoing liquidity shortage, the interbank lending rate 
(across commercial banks) stood at 4.20% for FY2019 as against 3.54% for FY2018 
and 2.60% for FY2017. 
 

Chart 3: Trend of liquidity absorption and infusion by NRB 

 
As can be seen above, the volume of liquidity absorption has reduced in the recent 
years while that of liquidity infusion is following a sharp increasing trend. Liquidity 
infusion includes all monetary measures including repo, standing liquidity facility 
and outright purchase, while absorption includes reverse repo, deposit auction 
etc.  
 
Foreign exchange reserve to be maintained for seven months: 
The NRB plans to maintain foreign exchange reserve to sustain the import of 
goods and services for seven months for FY2020, compared to targets of eight 
months for FY2019. Due to the increasing import of goods and services, the 
foreign exchange reserve has decreased by ~6% compared to last year to NPR 
1,039 billion as of mid-July 2019. Based on import during FY2019, the foreign 
exchange reserves are expected to be enough to sustain the import of 8.9 months 
for goods only and 7.8 months’ import of goods and services combined. The 
import from China and India has increased and subsequently there has been a rise 
in the import of petroleum products, aircraft spare parts, readymade garment, 
billet, and electrical goods.  
 
 
Current macroeconomic indicators: 

Rising trade deficit in recent years has led to the BOP turning deficit after eight 
years to ~NPR 67 billion in FY2019 against NPR 1 billion surplus in FY2018. 
Remittance inflow, which has increased by ~16.5% in FY2019, compared to ~9% 
in FY2018, remains a major support in this front. Remittance growth rate has 
improved in FY2019 after muted growth in the earlier three years which could 
also be partly attributed to devaluation of the NPR with respect to the USD during 
the year, especially during Q1 FY2019. In USD terms, the remittance inflow has 
increased by ~7.8% in FY2019. Nonetheless, this remains a major source of foreign 
currency. 
 
Chart 4: Trend across major macroeconomic indicators (Data in NPR billion) 
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Other Key Developments 

Facilities in priority sector:  
The NRB has capped the premium on the base rate at 2% while lending to 
agricultural, entrepreneurship and business promotion loans up to NPR 1.5 
million. Additionally, there is a lock down on any kind of service fees and 
prepayment charges. Further, the BFIs are expected to approve such loans within 
seven days of the application and state reasons for rejection, if any. These 
policies are likely to ease the funding sources for borrowers carrying out farming 
and agriculture-related businesses. For the MFIs, 1/3rd loans are to be extended 
towards the agricultural sector, which, however, is expected to be comfortably 
achieved, given their target lending to the segment borrowers.  
 
Reduction in refinance rate:  
The NRB has reduced the general refinancing rate to 3% from 4%. Similarly, the 
BFIs are not allowed to charge more than 7% from the borrowers of refinanced 
loans in priority sectors like manufacturing, tourism and energy, thus making the 
funds cheaper for borrowers in these sectors. The special refinance rate has not 
been changed (currently at 1%) and the BFIs are also not allowed to charge more 
than 3% from special refinance borrowers. The NRB had last increased the limit 
of the refinance fund from NPR 35 billion to NPR 50 billion through the mid-term 
review of the Monetary Policy FY2018-19, which remained the same for FY2019-
20. The total utilised fund was ~NPR 22 billion as of mid-July 2019. Further, the 
rate on refinancing of SME loans up to NPR 1 million (backed by performing loans) 
has been reduced to 3% from 5%. Similarly, the maximum rate to be levied by the 
BFIs to such SME borrowers, has been reduced to 7% from 10%. The NRB also 
assigned its provincial offices of NRB to collect the general refinancing 
applications, to coordinate and maintain the proportionate distribution of the 
refinance fund among all provinces and additionally, publish the list of such 
borrowers.  
 
 
 
 
 
 

Ceiling on debt service to gross income ratio to be introduced: 
The Policy plans to fix the upper limit of the debt service to the gross income ratio 
in case of non-business loans such as personal loans, home loans and hire 
purchase loans. This would tighten the flow of credit to such sectors and hence 
increase the availability of funds for investment in more productive sectors. 
Besides, this is also likely to reduce the trade deficit to some extent due to a 
reduction in the import of automobiles, which is one of the largest imports of 
Nepal. This control would be in addition to the earlier reduction in the loan-to-
value ratio for private vehicle financing at 50%. 
 
Inflation level remains within estimates; inflationary pressures expected  
The CPI inflation has eased out in the last three years. However, it is expected to 
increase to an extent, given the expansionary fiscal and monetary policies to 
facilitate higher GDP growth compared to the earlier years. 
 
Chart 5: Monthly CPI Inflation (Y-O-Y) 
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About ICRA Nepal Limited:  
ICRA Nepal Limited, the first credit rating agency of Nepal, is a subsidiary of ICRA Limited (ICRA) of India. It was licenced by the Securities Board of Nepal (SEBON) on October 
3, 2012. ICRA Nepal is supported by ICRA Limited through a technical support services agreement, which envisages ICRA helping ICRA Nepal in areas such as rating process 
and methodologies, analytical software, research, training, and technical and analytical skill augmentation.  
 
Our parent company, ICRA Limited, was set up in 1991 by leading financial/investment institutions, commercial banks and financial services companies as an independent 
and professional investment information and credit rating agency. Today, ICRA and its subsidiaries together form the ICRA Group of Companies. The international credit 
rating agency, Moody’s Investors Service, is ICRA’s largest shareholder. 
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