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Where, KBIA =Capital charge under basic

indicator approach.
GI=Annual gross income for three years.
N= Number of years.
a=15%

10% of the amount derived from above formula

is added to risk weighted exposure.
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Figure 1: Work Flow of Mobile Banking
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2. Commodity Derivatives

Commodity Derivative HT STTIRYd ¥afdeh!
woaT fafr= aeges Sed: faft, &ed, g 9t onfe
g9 | Financial Derivative AT &, dUS, foresft
HET, ROTYS 3771E §1 | Derivatives @8 IR HFTHT
oo TR Jooi@ T afR=s |

1. Forward

2. Future
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System

Background

The central bank has supervisory and
regulatory authority over a wide range of banks
and financial institutions and their activities.
It ensures safety and soundness of banks and
financial institutions, stability in the financial
markets and fair and equitable treatment
of consumers in their banking and financial
services. The central bank promulgates various
rules and regulations to ensure that banks and
financial institutions operate in a safe and sound
manner and in accordance with applicable law.
Banks and financial institutions are an essential
ingredient in promoting economic growth,
development and stability. Banks and financial
institutions serve as the payment mechanism
through which transactions are consummated
and monetary policy is implemented.

As the role of banks and financial institutions
has been changing gradually, the methodology
of regulation and supervision has also
been changing. The role of central bank in
supervision and regulation of banks and
financial institutions is also much debated in
the banking arena. The banking and financial
sector is one of the most heavily regulated
sectors in the economy and banking is by far
the most heavily regulated industry. Banks and
financial institutions regulation typically refers
to the rules that govern the behavior of banks
and financial institutions, whereas supervision
is the oversight that takes place to ensure that
banks and financial institutions comply with
those rules. The issue of regulation is often
considered a controversial issue. Sometime,
regulation may be costly and can give rise to
moral hazard problems as well. International
coordination of regulation and supervision is
increasingly important for financial stability.

The objective of banks and financial institutions
regulation is to ensure that banks and financial
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institutions maintain sufficient capital to absorb
reasonably likely losses. Meanwhile, the main
objective of the supervisory process is to
evaluate the overall safety and soundness of
the banks and financial institutions. Banking
regulation establishes prudential rules for
achieving an effective operational framework
and risk management, as well as disclosure
rules for promoting market discipline. In recent
years, regulation in banking and financial
system has become more market oriented.
As a consequence competition has come to
play a very important role in the allocation of
credit and in the improvement of banking and
financial services.

The Fundamentals of Regulation and Supervision

Generally the banks and financial institutions
regulation aims to establish prudential
banking activities, lowest level of systemic
risk, avoiding misuse of banks, protection
of banking confidentiality, proper credit
allocation and corporate social responsibility.
Regulation of banks and financial institutions
generally denotes to certain requirements,
restrictions and guidelines prescribed by
central bank. This regulatory structure creates
transparency between banks and financial
institutions and their clients. Generally, the
requirements of bank regulation are minimum
capital requirements, cash reserve requirement,
single obligor limit, sectoral limit, corporate
governance, financial reporting and disclosure,
credit rating, supervisory review and market
discipline etc.

Several countries have experienced impact of
global financial crisis. This has also indicated the
banking and financial system is subject to the
failure of institutions, panics and systemic crises
that could have major impact on the real sector
of the economy. The global financial crisis has
led policy makers to focus increased attention



on the central bank’s efficiency and crucial
role of supervision. The banking crises across
the world have focused on the appropriate
structure, scope and degree of independence
of banking supervision. Due to the special
role that banks and financial institutions play
in the economic system implies that banks
and financial institutions should be regulated
and supervised not only to protect depositors
and investors, but also to ensure systemic
stability. More specifically, regulations exist
for safeguarding the banking industry against
systemic risk, protecting consumers from
excessive prices or opportunistic behaviour
and finally to achieve some social objectives
including stability.

The Nepal Rastra Bank (NRB) conducts off-
site and on-site supervision of banks and
financial institutions to protect depositors’
interest and prevent banks and financial
institutions failures. The off-site supervision
methods include estimation of ratios such as
liquidity ratio, capital adequacy, value of assets,
governance, behavior of senior management
and the level of earnings. On site examinations
includes the verification of books of accounts,
with or without scheduled appointment. The
effectiveness of the prudential supervision is
dependent on a number of variables such as
enabling environment, effective of regulatory
framework, the skills and competences of the
regulators and bank management and the
commitment of policy makers, depositors and
investors towards the supervision process.
Therefore, NRB’s supervisory framework is
endeavoring to strike the right balance between
regulation and market efficiency in order to
ensure stability and promote competition.

The supervision of banks and financial
institutions can only be effective if the prevailing
rules, regulationsand macroeconomic policy will
permit to do so. Excellent supervision of poorly
framed regulations will not necessarily produce
good outcomes. On the other hand, excellent
supervision of well framed regulations will
not necessarily offset poor monetary and fiscal
policies. Meanwhile, excellent supervision could
not supersede banks and financial institutions'
own management and governance. However,
the task of supervision is to enforce regulation,
not to run banks and financial institutions. It
is up to their management and shareholders to
assure that the banks and financial institutions
meet its regulatory requirements.
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The safeguarding of financial stability requires
identifying the sources of risk and vulnerability.
Besides, it needs to assess whether the financial
system is facilitating a smooth and efficient
reallocation of financial resources from savers
to investors and evaluate whether financial risks
are being appropriately priced and efficiently
managed.

Effective regulation and supervision promotes
financial stability ensuring that banks and
financial institutions operate in a safe and
sound manner. The prudential regulation and
supervision focuses on the stability and well-
being of the banking system. The prudential
regulation and supervision also recognizes that
banks and financial institutions can facilitate
growth in the economy and channel credit to
its most efficient condition. The regulations
on capital adequacy, liquidity requirement,
loan loss provisioning, single obligor limit,
licensing and ownership control, governance,
transparency, risk management requirements,
prompt corrective actions and entry restrictions
are all matters, which must be regulated in
order to maintain financial stability.

Stability in the banking and financial sector
is critical in ensuring that the banking and
financial system can provide fund based
loans and non-fund based services to support
business and households. At the same time,
competition in the financial sector is necessary
to ensure that the banking and financial services
are available at affordable prices. Inefficiencies
in the allocation of capital or shortcomings in
the pricing and weak risk management can
compromise future financial stability as well
as economic stability. As a result, monitoring
financial stability with a systemic perspective
and in a comprehensive manner is of major
importance.

The Role of Central Bank

The NRB supervision is concentrated mainly
on regulatory compliance for lowering the
probability of banks and financial institutions'
insolvency and preventing a disruption to
the financial stability as a whole. The NRB is
also responsible for two other important roles
besides implementation of monetary policy.
The first is to ensure depositors are protected.
The NRB ensures that banks and financial
institutions are competently managed and
completely transparent. The second role is to
ensure that banks and financial institutions
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operate as efficient financial intermediaries
utilizing the domestic savings effectively and
efficiently for the national welfare.

The NRB has vigorously worked to enhance
enforcement of the Banking and Financial
Institution Act, 2063 and the various regulations
that govern implementation of this statute.
The NRB had also revised capital requirement
and prudential regulations on the basis of
global experience. The NRB has implemented
BASEL II Framework for better capitalization
of the banks and financial institutions and also
preparing appropriate regulatory atmosphere
to implement BASEL III Framework in
the future. The NRB has also continuously
monitoring the connected lending activities
and big borrower exposures for the appropriate
resource allocation, better implementation
of the corporate governance practices and
minimize various risks.

The NRB is vigorously endeavoring to create
a legal and regulatory framework for sound
banking and financial system, develop a
competentand professional banking supervision
capacity and improve the problematic banks
and financial institutions. The NRB is gradually
developing competent and independent
banking regulation and supervision capacity in
accordance with the Basle Core Principles for
Effective Banking Supervision and promoting
a sound, competitive, market oriented banking
and financial system.

Challenges in Regulation and Supervision of Banks
and Financial Institutions

Supervision and regulation of banks and
financial institutions contributes to ensuring
stability in the banking and financial sector.
The banking industry continues to become
more global in its reach. This demands the
development of innovative supervisory and
cooperative arrangements. The banking sector
data analysis revealed that the performance
of large government owned banks is very
much disappointing as their presence are
associated with slower financial and economic
development. The performance of some
government/ private sector banks and financial
institutions also needs more timely corrective
actions. The lower incentives for sound lending
and recovery activities, credit misallocation,
culture of non-payment of loan, poor governance
etc. has greatly influenced the performance of
the banking and financial system. Generally,

problem of weak performance of banks and
financial institutions is frequently evidenced by
political intervention, poor lending practices,
bad concentrations of credit, massive connected
lending, poor internal control and risk
management, less transparency, insider abuse
and fraudulent activities.

The primary objectives of NRB regulation
and supervision includes, but not limited to,
protecting depositors’” funds, maintaining
a stable monetary system, promoting an
efficient and competitive banking system
and protecting consumer rights related to
banking relationships and transactions. The
NRB supervision endeavors to eliminate cases
of non-compliance. Another challenge is to
comprehensively review the Unified Directives
focusing towards improvement of asset quality
and governance as per the global best practices.

A risk based supervision approach demands
fundamental changes in the behavior of banks
and financial institutions in doing their business.
The main challenge to risk based supervision
approach is to enhance the supervisory skills of
the NRB staff. The level of quality of banking
supervision depends on its institutional
structure, which influences the stability and
efficiency of the banking sector and thereby
also the whole economy. Thus, strengthening
of regulation and supervision capacity of NRB
to the best international practices is very much
urgent.

The NRB regulation and supervision job is
being very challenging in the sense of coverage,
problem identification, resolutions and prompt
corrective actions. Besides, the NRB has to
strengthen the legal protection for regulators
and supervisors, enhance the capacity of
regulators and supervisors to take corrective
actions and to intervene in banks and financial
institutions with the appropriate supervisory
actions, develop the supervisory tools and skills
to monitor and supervise the overall banking
system.

Concluding Remarks

Generally, banking and financial systems of
developing countries have special characteristics
of weak public institutions, lack of operational
experience, inadequate accounting and risk
assessment standards, high concentration of
ownership in banks and financial institutions,
expensive or inefficient financial intermediation
and lack of an internationally diversified



banking portfolio. These characteristics give
rise to a series of problems that can affect
market stability and weaken the quality of
supervision in developing economies. They can
also contribute to increased credit risk, a lack of
market support in institutional monitoring, and
inadequate standards for the entrance and exit
of financial institutions.

Regulation is important for the efficiency of
the banking industry. The set of regulation has
always tried to provide the banking system with
stability and also support to avoid the negative
effects of systemic crises. Another aim has been
to protect the small investor. Supervision is of
fundamental importance to the operation of any
sector in the economy and can be interpreted
in many ways. Specifically, in the banking
and financial sector, the primary objective of
supervision is to minimize the risk of loss by
depositors and thereby maintain confidence
in the banking and financial system. The
global financial crises have revealed that weak
operations of banking and financial systems
are the most important factors contributing to
macro economic instability. Lack of adequate
and proper regulation and supervision is one
of the major causes of global financial crisis. In
view of these, three main pillars constitute the
vision for banking and financial system stability
in Nepal, viz., achievement of a sound legal
framework for the banking sector, achievement
of an efficient and stable financial sector and
increased access to financial services. However,
the shortcomings in legal framework should be
reviewedforaddressingthe gaps,inconsistencies
and deficiencies in the prevailing legislation.
In addition to policy and governance issues, it
is blamed by the stakeholders that inadequate
capacity of supervisors and regulators is also
identified as a key constraint to implement the
best international practices in the Nepalese
banking sector.

The NRB'’s efforts on having more transparency
on the performance of baking and financial
sector. Therefore, transparency, disclosures,
prudential norms and capitalization are the
main fundamentals in the banking and financial
sector. This is essential because depositors
have no other security except that banks and
financial institutions are well regulated. For the
depositors’ protection and ease the supervision

skekesk
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job, the NRB should revisit the present licensing
policy to ensure well-diversified ownership
and control, ‘fit and proper” status of important
shareholders, directors, CEO and their
remuneration, minimum capital/net worth for
optimal operations and systemic stability and
transparency and fairness of policy and process.
As the financial system is changing, the way of
regulating and supervising the system should
also be changed. To drive the change and meet
the challenges we need bankers with not only
requisite leadership and technical skills but also
ethical standards of the highest order. However,
lot many things have to be done further for
the development of effective regulation and
supervision so as to ensure resilient banking
and financial system in Nepal.

Banks and financial institutions must have
adequate risk management policies and
procedures and should operate with adequate
capital. Skilled supervisors are backbone
of effective supervision. Supervisors must
understand the risks inherent in financial
activities and must be capable of assessing
the adequacy of risk management policies,
systems and practices. The prerequisites for
effective regulation and supervision are stable
and sustainable macroeconomic policy, perfect
public financial infrastructure, effective market
restriction, efficient procedure for solving
banking problems and appropriate systematic
protection or public safety network etc. Hence,
the main objective of regulation and supervision
should be to promote the stability of the
banking and financial system and enhance
the confidence of consumers in this system.
Regulation and Supervision Departments
of NRB should design a clear process of
accountability and be transparent regarding the
objectives it pursues, its functions, strategies,
performance and provide relevant information
to all stakeholders. The duties of the Regulation
and Supervision Departments should not be
affected by public bodies, political interests,
interests of the supervised sector or by the users
themselves. The prevailing laws should provide
ample legal protection to the regulators and
supervisors, high-level authorities and other
employees against lawsuits for actions taken
or omissions carried out in good faith while
performing their duties.




Risk Analysis can be defined in many different
ways. According to the commercial dictionary Risk
means the uncertainty that an asset will earn an
expected rate of return, or that a loss may occur. In
other words it is the probability that the outcome of
an action or event could result in adverse impacts.
These outcomes could either result in a direct loss
of earnings, capital, or may result in imposing
constraints on the organization’s ability to meet its
business objectives.

Risk analysis can also be broadly defined into
risk assessment, risk characterization, risk
communication, risk management, and policy relating
to risk. We can divide risk into two components;
i. e Risk Assessment (identifying, evaluating, and
measuring the probability and severity of risks) and
Risk Management (deciding what to do about risks).
Risk analysis is concerned about mainly identify and
measure the risks and risk mitigation is determining
how to perceive about risks. Risk analysis can also be
qualitative or quantitative. Analysis is the process of
separating of any material or abstract entity into its
constituent elements. Thus, combining the separate
definition of Risk and Analysis, Risk Analysis could
be defined as the process of understanding the
probability that the outcome of an action or event
could result in adverse impacts by separating the
same into its constituent elements.

As specified in the Basel accord, the risks may
be categorized into Credit Risks, Market Risks,
Operational Risks and Pillar -2 risks like Liquidity
risks, legal risks, systemic risks and other residual
risks. Depending upon the coverage, risks can also be
categorized into systematic risks and unsystematic
risks, firm level and portfolio level risks, operating
and financial risks etc.

A majority of financial institutions are into the
business of intermediation, i.e, they buy and sell
money and in the process they undertake risks. It is
estimated that more than 50% of the risk in a Banks
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and Financial Institutions is credit risk. Considering
this background in mind, the risk analysis framework
of financial institution has been explained with
special focus on credit risks. A small brief about
credit analysis and risk;

Credit analysis is the method about calculation
of creditworthiness of a borrower, their business,
firm, company etc. In other words, it is the
evaluation of the ability of a borrower to honor its
financial obligations. Credit risk, also called default
risk, is the risk associated with a borrower going
into default (not making payments as promised).
Investor losses include lost principal and interest,
decreased cash flow, and increased collection costs.
An investor can also assume credit risk through
direct or indirect use of leverage. Banks & Financial
Institutions normally analyze the financial statements
of a borrower before making any new loan or
renewing existing loan, whether they are big or small
borrowers. Only the different is that; they give more
attention for big borrowers and comparative lesser to
small borrowers.

The objective of credit analysis is to look the
borrower and the credit facility proposed to them
and associated risk with the borrower and the credit
facility. The risk calculation is derived by estimating
the probability of default by the borrower at a given
confidence level over the period of facility and by
estimating the amount of loss that Banks & Financial
institutions would suffer in the event of default.
Credit analysis involves; financial statement analysis
(including ratio as well as trend analysis), analysis of
projected financial statement along with present and
future cash flows. The most important analysis is risk
analysis associated with this credit facility in terms
of financial statement, primary as well as secondary
collaterals, credit history, second line of management
and of course repayment sources of the client etc.
As a lender BFIs must analyze the probability that
a borrower will default on its debts, and also the
severity of losses in the event of default. There are
many risks that the BFIs have to face during their
operation; among them credit risks play vital for



success of organization in terms of maintenance of
sound credit portfolio (Low NPA) as well as better
profitability. The framework of risks under which
credit risks also lies is categories as under;

i) External Risks
if) Internal Risks
iif) Industry Risks
iv) Financial Risks.

The framework has been explained below:

i) External Risks:

The uncontrollable risks that the business has
to suffer without any prediction are as external
risks. Many external factors do influence the
results, actions and decisions of business. The
impact of the external risks always in higher side
due to no borrower can measure it. Some of the
important external risk factors are as follows:

e Business cycle.

e Nature calamities

e Economy condition

e Political situations.

e Fiscal policy as well as monetary policy.

e Demographic factors.

e Regulatory framework.

e Technology and international developments
etc.

ii) Internal Risks:

These refer to factors internal to business

organization, which can be control. The risk

associated with internal control system and it

outcome can be predict to some extent. While

analyzing the internal risks the analyst should

ask questions such as; what are the company’s

main activities. Thus, study of internal risk

factors helps the analyst to get an idea about the

nature and extent of risks internal to the firm.

Besides that some of the important internal risk

factors are as follows;

. Vision, Mission, Goal & Strategies of the
company.

e  Major Resources of the company.

e  Internal Management & control system.

e  Labor Relationship.

e  Relationship between
customers etc

suppliers and

iii) Industry Risks:
Industries decline and vanish, Hence, industry
analysis is an indispensable part of risk
analysis. The life stage, composition, nature,
characteristics and structure of an industry
requires study. The following should be studied
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deeply by the risk analyst to get an idea about
the extent of industry risk:

e Industry life cycle.

¢ Industry profitability.

e Competitor analysis.

e Auvailability of raw materials.

e Market of finished products.

e Changing choice of customers etc.

iv) Financial Risks:

Many businesses fail not because of lack of
business opportunities, but due to poor or
improper management of financial affairs.
Financial risk refers to the chances of collapse
of a business due to wrong financing polices
/ decisions/strategies such as lopsided capital
structure and asset liability mismatch. Financial
risks can plunge a successful business to the
brink of bankruptcy. An analyst can get an
insight about financial risks by proper analysis
of financial statements.

Conclusion:

The above mentioned risk framework can help
analyst to better understand risk. A risk analyst
should give score to each of the above explained
factors and the combined score shall be taken to make
Judgments. A credit manager can use this framework
to decide whether to lend or not. Similarly, credit
rating agencies can use this framework to do
proper rating of borrowers and businesses. Before
approving any credit facilities, BFIs must have
to look all of these above mentioned risks with
the primary emphasis being the cash flow of the
borrower. A typical measurement of repayment
capacity of the borrower is the debt service coverage
ratio. A credit analyst at BFIs will measure the cash
generated by a business (before interest expense and
excluding depreciation and any other non-cash or
extraordinary expenses). The debt service coverage
ratio divides this cash flow amount by the debt
service (both principal and interest payments on
all loans) that will be required to be met. Normally
BFIs like to see debt service coverage of at least more
than 100 percent. In other words, the debt service
coverage ratio should be at least more than 1 times
to show that an extra cushion exists and that the
business can afford its debt requirements in case
of any eventuality in the future. Besides that there
are other major risks like; operation risk, market
risk, interest rate risk, liquidity risk, legal risk, IT
risk, currency risk, commodity risk etc that need to
be analyzed by financial institutions for operating
their organization in effective & efficient manner to
maximize their profitability.




IT Risks in Banking Sector
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The purpose of this article is to study the information risk control in the banking industry. This
entails investigating information security measures, their implementation and effectiveness, as
well as the challenges faced in implementing such measures. Apart from looking specifically into
the retail banking sector, information security is assessed from the management standpoint. Hence,
this study offers insight into the non-technological side of Information Risk Management. While
most other studies look solely at the effectiveness of information security by looking at design and
implementation of single organizational security measures, effectiveness of these controls, or lack
thereof, in relation to the external stakeholders, namely, the consumer and other stakeholders. It
was found that IRM practices are streamlined into the banking practices. A standard IRM policy
in Commercial Banking sector is not only sufficient but an effective implementation framework

is what is lacking.

Keywords: Information, Risk, Information Risk, Information Security, BCP, Basel I1,

Today’s banking industry primarily based on
the information. Information technology plays a
vital life blood for any kind of organization, in which
the banking and financial service industries are one
of the most information prone area on these days.
Information, in whatever form, is a valuable asset
to any organization just as any other resource and
could be viewed as the ‘currency’ of the modern
organization, as Smith (Smith, 2010) put it. One of
the most significant lessons learned from the global
financial crisis that began in 2007 was that banks’
information technology (IT) and data architectures
were inadequate to support the broad management
of financial risks. The IT security and risk issue
also thunders the overwhelming use of IT in the
business arena. The world of IT security is an ever-
changing environment. Many banks lacked the
ability to aggregate IT risk exposures and identify
concentrations quickly and accurately at the bank
group level, across business lines and between legal
entities(Basel Committee on Banking Supervision,
2013).

Headlines related to financial crisis highlight
the persistence of significant risk failures despite
vigorous investments in risk assessment and risk
management disciplines. It is the basis on which
daily banking operations tasks are performed, as
well as the basis for strategic decisions. Information
risk is inherent in banking organization that require
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information (and the exchange of information) for
their operations. Various experts and professional
organizations dealing with risk management have
come to the conclusion that the failures may be caused
by a mess in the risk information due to different risk
assessments from different perspectives (McCuaig,
2008). In the essence of information risk is inherent
to every organizations including banks and financial
institutions, Information Risk Management adapts
the generic process of risk management and applies
it to the confidentiality, integrity, and availability
(CIA) of information assets and the information
environment (Queensland Government, 2001).

Now the banking of this century cannot run
without the proper implementation of IT. So,
the IT enabled banking (e-banking) has unique
characteristics that may increase an institution's
overall risk profile and the level of risks associated
with traditional financial services, particularly
strategic, operational, legal, and reputation risks.
These unique e-banking characteristics include:

e  Speed of technological change,

¢  Changing customer expectations,

e Increased visibility of publicly accessible
networks (e.g., the Internet),

e Less face-to-face interaction with financial
institution customers,

e Need to integrate e-banking with the
institution's legacy computer systems,

e  Dependence on third parties for necessary



technical expertise, and
e  Proliferation of threats and vulnerabilities in

publicly accessible networks.

Management should review each of the
processes discussed in this section to adapt and
expand the institution's risk management practices
as necessary to address the risks posed by e-banking
activities.

Risk is defined as "The possibility of suffering
harm or loss; danger." Even if we're not familiar
with the formal definition, most of us have an innate
sense of risk. An effective risk management process
is an important component of a successful IT security
program.The principal goal of an organization’s
risk management process should be to protect the
organization and its ability to perform their mission,
not justits IT assets. Therefore, therisk management
process should not be treated primarily as a technical
function carried out by the IT experts who operate and
manage theIT system, but as an essential management
function of the organization. We are aware of the
potential dangers that permeate even simple daily
activities, from getting injured when crossing the
street to having a heart attack because our cholesterol
level is too high. IT related risks also emphasized
on the Basel Committee issued supplemental Pillar
2 (supervisory review process) guidance to enhance
banks’ ability to identify and manage bank-wide risks
(Basel Committee on Banking Supervision, 2013). In
particular, the Committee emphasised that a sound
risk management system should have appropriate
management information systems (MIS) at the
business and bank-wide level. The Basel Committee
also included references to data aggregation as
part of its guidance on corporate governance(Basel
Committee on Banking Supervision, 2010).Due to the
relaxed enforcement of controls and laws, information
risk is particularly widespread in banking industries,
though it is partially illustrated by the Nepal Rastra
Bank’s (NRB) IT Policy and guidelines (NRB, 2012).
Supervisory authority, NRB, observes that making
improvements in risk data aggregation capabilities
and risk reporting practices remains a challenge for
banks, and the NRB would like to see more progress
in the banks.This is why the IT systems, data and
reporting processes require significant investments
of financial and human resources with benefits that
may only be realised over the long-term.

Risk assessment falls into the overall discipline
of risk management. The risk assessment step is
critical and has significant bearing on whether
business continuity planning efforts will be
successful. During the risk assessment step, business
processes and the Business Impact Analysis (BIA)
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assumptions are evaluated using various threat
scenarios. General approaches and methodologies
for the risk assessment are(ITGI, 2009)

1.  Establish the risk assessment team consisting
human resources, administrative processes,
automated systems, and physical security

2. Set the scope of the project include objective
of the assessment project, department,
or functional area to be assessed, the
responsibilities of the members of the team,
the personnel to be interviewed, the standards
to be used, documentation to be reviewed, and
operations to be observed

3. Identify assets covered by the assessment of
personnel, hardware, software, data (including
classification of sensitivity and criticality),
facilities, and current controls

4. Categorize potentiallosseslike physical damage,
denial of service, modification, unauthorized
access, or disclosure. Losses may be intangible,
such as the loss of the organizations' credibility

5. Identify threats and vulnerabilities Include
natural threats, accidental threats, human
accidental threats, and human malicious threats.
These could include power failure, biological
contamination or hazardous chemical spills,
acts of nature, or hardware/software failure,
data destruction or loss of integrity, sabotage, or
theft or vandalism. A vulnerability is a weakness
which a threat will exploit to attack the assets.
Vulnerabilities can be identified by addressing
the data collection process: physical security,
environment, system security, communications
security, personnel security, plans, policies,
procedures, management, support, etc

6. Identify existing controls that is implemented,
and determine their effectiveness in the context
of the current analysis

7. Analyze the data includes preparing a list of
assets and showing corresponding threats, type
of loss, and vulnerability. Analysis of this data
should include an assessment of the possible
frequency of the potential loss

8. Determine cost-effective safeguards Include
the implementation cost of the safeguard, the
annual cost to operate the safeguard, and the
life cycle of the safeguard

9. Report consisting a list of assets, threats,
and vulnerabilities; a risk determination,
recommended safeguards, and a cost benefit
analysis
For most organizations, risk management is an

evolving discipline that goes at disparate maturity
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levels across organizational disciplines such as
internal audit, business operations, information
technology and finance. Different risk management
frameworks take into account the specifics of the
IT area differently. COSO ERM, AS/NZS 4360, ISO
31000 and BASEL 1l are typical examples of not paying
special attention to IT risk management(ISACA.,
2007). The process involves identifying, analyzing,
assessing, treating and monitoring risk in all areas
of agency operations and business; in essence,
managing the mitigation of risk. This is done to
reduce the probability of occurrence or impact of an
event upon occurrence of risks. The rapid growth
of technology simultaneously causes an influx in
these security threats as businesses face a constant
barrage of threats to proprietary information such as
information breach by hacking or exposure caused
by dishonest employees.Financial institutions should
develop realistic threat scenarios that may potentially
disrupt business processes and their ability to meet
clients' expectations (internal, business partners, or
customers). Threats can take many forms, including
malicious activity, natural and technical disasters,
and pandemic incidents. Where possible, institutions
should analyze a threat by using non-specific, all-
risk planning that focuses on the impact of the threat
instead of the nature of the threat. For example, the
effects of certain threat scenarios can include business
disruptions that affect only specific personnel,
work areas, systems, facilities (i.e., buildings), or
geographic areas. Additionally, the magnitude of the
business disruption should consider a wide variety
of threat scenarios based upon practical experiences
and potential circumstances and events. If the threat
scenarios are not comprehensive, the resulting BCP
may be too basic and omit reasonable steps that are
needed for a timely recovery after a disruption.

Risk management also includes business
continuity planning process. It is defined as the
process of identifying, assessing, and reducing risk
to an acceptable level through the development,
implementation, and maintenance of a written,
enterprise-wide BCP. The BCP should be(FFIEC IT
Examination HandBook InfoBase, 2016):

e Based on a comprehensive BIA and risk
assessment;

e Documented in a written program;

e Reviewed and approved by the board and
senior management at least annually;

e  Disseminated to financial institution employees;

e  Properly managed when the maintenance and
development of the BCP is outsourced to a
third-party;

e  Specific regarding what conditions should
prompt implementation of the plan and the
process for invoking the BCP;

e  Specific regarding what immediate steps should
be taken during a disruption;

e  Flexible to respond to unanticipated threat
scenarios and changing internal conditions;

e  Focused on the impact of various threats that
could potentially disrupt operations rather than
on specific events;

¢  Developed based on valid assumptions and an
analysis of interdependencies; and

e  Effective in minimizing service disruptions and
financial loss through the implementation of
mitigation strategies.

The BIA and risk assessment represent
the foundation of the BCP. The BCP should be
written on an enterprise-wide basis, reviewed and
approved by the board for the smooth operation
within the organization. Financial Institutions are
getting services from different service providers.
The service provider should also be able to design
executable strategies that are relevant to the financial
institution's risk environment, create education and
training programs necessary to achieve successful
deployment of the BCP, and integrate necessary
changes so that the BCP is properly updated.
BCP should also describe the responsibilities and
procedures to be followed by each continuity team,
have current contact lists of critical personnel,
address communication processes for internal and
external stakeholders, identify relocation strategies
to alternate facilities, and include procedures for
approving unanticipated expenses.

Information risk management is vital to a bank’s
dynamic operations, hence the process of managing
information resources starts from the board, when
they approve IT policies and ends up with the board
periodically requiring audit reports and feedback
from top level information officers on the adequacy
of the bank’s IT systems(Tsohou, Karyda, Kokolakis,
& Kiountouzis, 2006). Due to this dynamic banking
environment, it is a profession that requires
continuous internal and external training to keep
knowledge and expertise current with the changing
IT environment. In most of the cases, the bank as
good IT Policy and BCP, but proper implementation,
poor service level agreements with IT companies,
and inadequate staff trainingon IT information
risks hampers the effectiveimplementation and
use of recognized information risk standards. Thus
IRM is a board level issue. But when information
policy is brought down to management for daily



implementation, the dissemination framework
throughout the organization is not properly set
up so active monitoring of risk policy is largely
relegated to the ‘IT” or ‘Risk Department’, and not
all internal stakeholders. Hence, getting other stake
holders in the business to actively be involved in the
business process of practicing and being generally
aware of banks policies and procedures pertaining
to information risk is the real challenge in the
organization.
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Management Audit is an assessment of methods
and policies of an organization's management in the
administration and the use of resources, tactical and
strategic planning and employee and organizational
improvement. Managementauditinvolves thereview
of managerial aspects like organizational objective,
policies, procedures, structure, control and system
in order to check the efficiency or performance of
the management over the activities of the company.
Unlike financial audit management audit mainly
examine the non financial data to audit the efficiency
of the management.

Since management audit is a systematic examination
of decisions and actions of the management to analyze
the performance of the business, this audit tries to
answer how well the management has been operating
the business of the company and is the management
style well suited for business operations. To identify
answers of these questions, the management audit
focuses on results, evaluating the effectiveness and
suitability of controls by challenging underlying
rules, procedures and methods. Inmanagementaudit,
the auditor will look to see whether management is
getting information relevant to the decisions and
actions which it must take. This will require a much
more intensive analysis of information needs and
the efficiency of existing system in meeting them.
Management audits are concerned with appraising
management’s accomplishment of organisational
objectives; the management function of planning,
organising, directing and controlling; and the
adequacy of management’s decisions and actions
in moving towards its stated objectives. Hence, the
accent is on evaluating managers’ ability to manage.

Scope of Management Audit

Management Audit is generally conducted by the
employee of the company or by the independent
consultant and focused on the critical evaluation
of management as a team rather than appraisal of
individual. In management audit, the auditor tests
the formulation of objectives, plans and policies and
its decision making process of the organization. The
main objective of management audit is to improve

* CA, Act. Chief Manager, Rastriya Banijya Bank Ltd.
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Management Audit

the profit earning capacity, work of management,
objectives of program, social objectives and human
resource development so that organizational goal
can be easily attained. It refers to the existence of
control system, compliance of rules and regulations,
process of managerial decisions etc. Conducting
a management audit will help an organization
to establish current level of effectiveness and
help management to improve the activities and
procedures for increased level of service quality
and performance. In fact some of the authors do not
see any difference between operational audit and
management audit. They probably see that both these
audits are for the management and cover operational
areas that do not come under the review of the
traditional audit. They are correct to some extent but
they miss one important aspect i.e. operational audit
is an audit for the management whereas management
audit is an audit of the management. According to
T.G. Rose, “The management audit would therefore
concern itself with the whole field of activities of
the concern, from top to bottom, starting, as always
where management control is concerned, from top,
because we are primarily concerned with whether
the general management is functioning smoothly
and satisfactorily. If it is not, it may be due to the
functional management being faulty and, therefore,
we pass on to examine that in its turn, in order to
find the missing or faulty link which is causing the
trouble.” From the quoted passage, it is clear what
should be the scope and content of management
audit. It should definitely cover everything that we
know as operational audit and, in addition it should
also include review of adequacy and competence of
the objectives, plans, policies and decisions of the top
management.

Why Management Audit ?

Management audit is a difficult and complex task.
The principal reason for undertaking a management
audit is the need for detecting and overcoming
managerial deficiencies. Unlike financial audit which
focuses on financial results of past year and thus is
backward-looking, a management audit represents
a more positive, forward-looking approach that
evaluates how well management accomplishes



its stated organisational objectives; how effective
management is planning, organising, directing
and controlling the organisation’s activities; and
how appropriate management’s decisions are for
reaching stated organisation objectives. One benefit
of the management audit, then, is that managerial
problems and related operational difficulties can be
spotted before the fact rather than after the fact as
with a financial audit. A second important benefit of
management auditing is that it represents another
management tool to assist the organisation in
accomplishing desired objectives. Business failures
are caused largely by poor management. If certain
managers are ineffective in their present positions,
appropriate corrective action should be taken.

Public sector undertaking occupy a formidable
position in the Nepalese industrial scene because
of their size, money invested and other reasons.
These entities have earned a reputation as repository
of enormous volume of stocks, stores and other
assets which either would never be used or would
take long time to use. This single phenomenon has
inflicted loss of crores of rupees on public sector
undertakings. Machine breakdown, operational
failure, under-utilisation of capacities, slow decision
lack of accountability are some of the other ills
that plague this sector considerably. Besides, the
motivation to properly manage these valuable
undertakings was lacking for a number of reasons.
Before commiting public fund like government
funds or the institutional funds, it is important
to properly diagnose the financial health and
possibilities of a business undertaking and know
the specific reasons that caused or contributed to the
decline of the business. Given bad management, any
amount pumped in may go waste. Similarly, without
proper knowledge of causes of sickness, government
takeover may not cure the ills. Even a sound entity
may also benefit from a periodical management
audit; further improvement in its operation can
be effected, the brewing or latent problems may
be detected and analysed and opportunities or
difficulties created by changing circumstances can
be known. This evaluation of overall managerial
problems is achieved with the aid of a Management
Audit Questionnaire. The financial audit and audit
by the Comptroller and Auditor General is not
aimed to cover the entire area that can be covered
by management audit. The establishment of
general programme for management audit requires
management’s approval to the plan. The plan should
include the statement on personnel requirements,
establishment of staff training programmes to
improve the effectiveness of work and the basis of

ksksk

[ B swew yastt arftfeieaa fagmrs

control over time and cost.

Behavioral aspects in Management Audit

Unlike financial audit, in management audit, auditors

deal mostly with staffs and top management.

Management audit experience much difficulties

relating to people aspects. Management auditors,

therefore require developing and maintaining good
relationship with staffs of the department whose
functions they audit and with top management who
authorize them to perform audit. While conducting

a management audit, following behavioral problems

are likely to arise in an organizational setting.

a. Staff/Line conflict: This type of problems
usually occur when the auditors are staffs of
the organization. Management auditors, being
specialist in their field may think that their
approach and the solutions are the only answers
while the other staffs might sense the auditors
in the same way as they regard other staffs in
the organization. This might create problems in
improvement of the functions as the suggestions
are not taken into considerations.

. Control: As management audit evaluates
effectiveness of control, there is an instinctive
reaction from the auditee to have certain amount
of fear that when reported are likely to cause
adverse effect on top management. Management
audit might lead to breeding of antagonism
on part of auditees by creating fear of punitive
actions by superiors prompted by reported
deficiencies, by audit practices which are overly
focused on deficiencies and are hostile.

These behavioral issues can be minimized if
the relationship between auditor and auditee
can be developed and improved. This can be
done by creating an atmosphere of trust and
friendliness. Constructive criticism could be one
of the techniques to reduce the human related
problems in course of management audit. If the
auditors were to adopt a fault finding role, the
staffs will be defensive and bend backwards to
justify their action. The auditor might be able to
find rooms for improvement if the staffs were
made to feel convinced that the role of auditor
was being helpful.

Another way of handling behavioral aspects
during management audit is reporting methods.
By adopting participative approach, the auditor
improves the chance of recommendations
being accepted and implemented successfully.
By engaging auditees during the reporting
phase allow discussions regarding possible
recommendations and the implementation of the
same.




The market is highly competitive to provide
quality and low cost products and services. To
provide such kind of products and services, human
resources should be carefully planned on behalf of any
organization to obtain the expected organizational
strategic objectives effectively. The human resource
planning business is the core function of the human
resources department of any organization as a whole
by consulting with other line departments on their
need assessment. It is the process of acquiring and
utilizing human resources in the organizations and
ensuring that the organization has the right number
of employees at the right place at the right time so
that critical human resource problems can be solved
timely as on its presence in the organization regarding
the strategic set up. The supply of human resources
may be influenced by demographic characteristics,
educational system and its quality and other
competitive forces in the labor market nationally
and internationally becoming the world as a global
village. For the further conceptual acquaintance in
this regard, a number of writers have defined human
resource planning in various ways. Among them,
some important definitions are presented here.

1) Schuler, R. (Personnel and Human Resources
Management: 1984): “Personnel and human
resource planning involves forecasting human
resource needs for the organization and planning
the step necessary to meet these needs."

2) Cash, W.H. and Fisher, F.E. ['Human Resources
Planning’, in Famularo, |.J. (ed.), Handbook of
Human Resources Administration: 1987]: “It
is a method for determining future staffing
requirements and developing action plans for
meeting them. Human resource planning is the
part of a company’s total resources planning.
It influences and is influenced by business
plans, interacts with organizational plans, and
contributes to business decisions concerning,
for example, the development of new products,
markets, facilities, and production process, as
well as mergers and acquisitions.”

* Senior Manager, Rastriya Banijya Bank Ltd.
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3) Armstrong, M. (A Handbook of Human Resource
Managament:1990): “ Human resource planning
(HRP) ensures that the organization knows
and gets what it wants in the way of the people
needed to run the business now and in the
future. It starts from the strategic objectives
of the company and an analysis of the human
resource required to achieve them.”

4) French, Wendell (Human Resources Management:
1994): “Human resource planning is the process
of assessing an organization’s human resources
needs in relation to organizational goals and
making plans to ensure that a competent, stable
workforce is employed.”

5) Decenzo, D.A. and Robbins, S.P. (Human
Resource  Management: 2002): “Employment
Planning is the process of determining an
organization’s human resource needs.”

The above definitions show that human
resource planning is related with the planning of
human resources based on strategic planning of
the organization and estimates the demand and
supply of manpower for the future to achieve the
organization’s objectives by assuring the sufficient
number of skilled and motivated manpower-
available in the labor market. The human resource
planning basically tries to utilize human resources
of organization in a cost effective way and efficiently
along with developing a mechanism to monitor and
evaluate the implementation of the same. In other
words, the human resource planning functions
may be characterized as goal directed and future
oriented with having the quantitative and qualitative
employees in the organization systematically
concerning the part of organizational strategic plan.
The importance of human resource planning stands
for helping to implement the business strategy,
minimizing future risks and uncertainty, making
succession and replacement plans, maximizing
the benefits of linkage with other different kinds
of major organizational functions like planning,
organizing, leading and controlling basically and



promoting awareness of human resources activities
in competitive business environment as a whole.

The human resource planning process basically
may cover five phases namely environmental analysis,
determining objectives and policies of human
resource, forecasting human resource, formulating
effective action plans and controlling and evaluating
the respective business for the organizational
effectiveness. The first phase -environmental
analysis- includes socio-economic, political, legal
and technological position; organizational objectives
and planning and annual operational plans. In other
words it is known as a SWOT analysis in the business
world. The second phase determining objectives and
policies of human resource includes assessment of
current human resources skills and knowledge based
on the information provided by human resources
inventory and information system. As such the third
phase forecasting human resource is centralized for
the determination of human resources demand and
supply. This one significantly depends upon the
quantity and quality of the labor market. The fourth
phasethemakingandimplementingactionplancovers
recruitment, selection and socialization, training and
development, job analysis and evaluation, transfer
and promotion and career development. Among
the five phases of human resource planning, this
seems very much complex in managing on behalf
of human resource department in any organization.
The final phase controlling and evaluating is related
to the achievements by comparing human resource
objectives by monitoring the degree of attainment of
human resources in any organization effectively and
efficiently. In other words, it can be also stated that the
human resource planning process consists the steps
of assessing current human resources; forecasting
human resource demand and supply; matching
demand and supply forecasts; and preparation of
human resource action plans. These phases or steps
of human resource planning processes are guided
from the strategic business plans by following the
top down approach or bottom up approach or mixed
approach as per the need assessment regarding the
results of job analysis and its design comparatively
and competitively addressing the cross-cutting many
issues in the business environment.

In the Nepalese context, both in public and
private sectors, human resource planning is the most
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neglected of human resource management. It seems
that many organizations are driven traditionally
and there is no proper integration of business
strategy and human resources activities that’s why
the national productivity is very low as a whole.
The poor educational system that does not match
with the need of labor market has been supposed
as a hindrance towards sound human capital
formation. Other reasons like lack of effective job
analysis and design, lack of assessment of current
human resources, poor demand forecasts and supply
forecasts, mismatching between demand and supply
forecasts, short-term perspective, imbalanced staffing
etc. are seen as other weaknesses in this regard . In
the Nepalese public enterprises, their autonomy
for human resource planning is handicapped by
the frequent interventions of the government, on
behalf of their regulatory agencies and labor unions
too although there are legal provisions and policies
for the autonomy in other hand. The practices are
not followed properly as per the legal provisions
and policies which are guided from the established
important principles to drive the same including the
performance management. The political instability
and direct political interference have been found
more responsible for the low productivity of human
capital in the Nepalese business organizations.

There are some important inputs to accomplish
the organizational strategic objectives like material
inputs, financial inputs, information inputs and
human inputs as the resources for any organization
in a competitive business environment. Among them
the human resource one is an important input which
may lead to other all kinds of inputs including itself
as possible maximum to meet the organizational
strategic objectives because all sorts of organizational
businesses are driven by the human resources for
the societal progress, prosperity and remarkable
changes depending upon its skills and capabilities
in the organizational life. Hence the human resource
planning becomes a very important issue for any
organization. For an effective, efficient, inclusive and
dynamic result-oriented human resource planning to
execute successfully, it is proven fact that the political
stability and peace is an essential factor externally
and visionary leadership is another important factor
within the organization.




1. Background
Basel II of the Basel

Accords, (now proposed to be extended and

is the second

partially superseded by Basel III), which
are recommendations on banking laws and
regulations issued by the Basel Committee on
Banking Supervision. As per present regulation
(directive number -1 issued by Nepal Rastra
Bank) , banks in Nepal are required to follow a
simplified version of Basel-2 accord as a capital

measurement standard.

2. Objectives of the Accord
The major objectives of Basel-2 accord

have been presented below:

a. Ensure that capital allocation is more risk
sensitive;

b. Enhance disclosure requirements which
would allow market participants to assess
the capital adequacy of an institution;

c. Ensuring that credit risk, operational
risk and market risk are quantified based
on data and formal techniques;

d. Align economic and regulatory capital
more closely to reduce the scope

for regulatory arbitrage.

3. Three Pillars of Accord

The pillars of the accord is the Minimum
capital requirement, Supervisory review and
Market decipline.The Basel I accord dealt
with only parts of each of these pillars. For

example: with respect to the first pillar, only

* CA, Senior Manager, Rastriya Banijya Bank Ltd.
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Capital Measurement Standards: Largely
unexplored in Nepalese Banks

one risk, credit risk, was dealt with in a simple
manner while market risk was an afterthought;
operational risk was not dealt with at all. In this
respect, it could be said that Basel-2 Accord is
more comprehensive as compared to Basel-1.

4. C(apital measurement approaches
prescribed by Nepal Rastra Bank
The first pillar deals with maintenance of

regulatory capital calculated for three major
components of risk

that a bank faces: credit risk, operational
risk, and market risk. Other risks are not
considered fully quantifiable at this stage.
The credit

risk component can be calculated in

a) Capital for credit risk
three different ways of varying degree
of sophistication, namely standardized
approach, Foundation IRB and Advanced
IRB. IRB stands for "Internal Rating-Based
Approach". However, in Nepal Simplified
Standardized approach is prescribed by the
regulator.

b) Capital for operational risk: Basel -2 accord
prescribes  three different approaches

for calculation of operational risk - basic

indicator approach or BIA, standardized

TSA, and the

measurement approach (an advanced form

approach or internal
of which is the advanced measurement
approach or AMA). Nepal follows the basic
indicator approach for measurement of
operational risk, where a fixed percentage

(alpha) of gross income is considered as a



capital charge for operational risk.

c) Capital for Market Risk: Basel-2 prescribes
value at risk (VaR) for measurement of
Market risk. However, in Nepal market
risk is measured with reference to a fixed
percentage (5%) of the Net Open Position
of the bank.

5. Shortcomings of the capital
measurement system prescribed by
Nepal Rastra Bank:

The basic objective behind Basel-2 accord is
to ensure that banks keep enough capital so as to
remain solvent. Thus, the amount of capital bank
should keep is not more than the maximum loss
it can suffer during a given time period from all
the risks. However, the current mechanism of
computing minimum capital adequacy ratio is
not linked to the amount of loss that the bank

can suffer.

5.1. Capital for all the risks not covered:
Minimum capital fails to cover pillar-2 risks
like strategic risks, reputation risks, credit
concentration risks, systemic risks etc.
Thus, the capital determined on the basis of
directive issued by Nepal Rastra Bank fails

to cover capital charge for all the pillar-2

risks.

5.2. Insensitive Capital Measurement:

Capital requirement of bank should be
sensitive to the risk of loss a bank faces.
Thus, higher the risk of loss, higher is the
capital requirement and vice-versa. There
are two dimensions of risk measurement,
i.e.,, the chance of loss (Probability) and
amount of loss (Impact) once the risk event
materializes. Capital measurement system
is sensitive when the same is linked to both
probability and impact of risk. However,
capital measurement currently adopted
in Nepal is mostly linked to the impact
and probability of risk is mostly ignored.
The following insensitivities are mostly

observed:

a) Capital for credit risk is calculated by
multiplying credit exposures with risk
weights. Risk weights generally range from
0% to 150% and same does not take into
account client specific characteristics like

credit character, repayment capacity and

Problems

1.Same risk weights for same type of loan/same
type of collateral across all banks.

2_ Client & Bank specific characterstics like -
Credit character and repayment capacity of the
client. Valuation norm of the bank etc . is gnored

1 Lopsided - Assumes higher exposure leads to
higher risk.

2. Ignores that risk can be reduced by reducing
chance of occurrence (Probability).

Risks covered |Measurement
Exposure * Risk weights
Credit (Normally ranges from
0% to 150%%6)
Market
5% of Wet Open Position
. Alpha (15%) of Average
Operational AR -
gross Income of past
three years

1 Lopsided - Assumes higher exposure leads to
higher risk.

2. Ignores that risk can be reduced by reducing
chance of occurrence (Probability).

valuation norm of the bank. Thus, capital

measurement approach is insensitive.

b) Capital for market risk and operational

risk is calculated as a fixed percentage
of net open position of the bank and
gross income respectively. This approach

99




assumes that risk is dependent only on
the amount of exposure (Impact) whereas
the probabilities are ignored. Thus, the

approach is insensitive and lopsided.

summarizes the
with

table

associated

The following
problems capital
measurement standard as prescribed by

Nepal Rastra Bank:
5.3. Wide difference between regulatory capital and

economic capital:

Regulatory capital is the amount of capital
prescribed by the regulator where as the
economic capital is the amount of capital
based on the risk profile of the bank.
Economic capital is the amount of capital
that the bank should hold so as to remain
solvent. It could be seen that the capital
measured following current approach leads
to wide difference between regulatory and

economic capital.
5.4. Advanced approaches not explored:

Nepal Rastra has not made advanced
approaches mandatory even after more
than half decade of adoption of the Basel
-2 accord which has deprived the banks
from reaping full benefits of the accord. It
is understood that Advanced IRB approach
for credit risk, advanced measurement
approach (AMA) for operational risk and
VaR based measurement approach for
market risk can be applied with some effort

in the case of Nepalese banks.

5.5 Lack of logic in capital computation in few

cases:

Capitalforoperationalriskisbased onafixed
percentage (alpha) of average gross income.
While calculating gross income net interest
income, commission and discount, other
operating income, exchange fluctuation
income and addition/ deduction in interest
suspense account is added. Addition of
gross income by the amount with which
interest suspense account increases sounds
logical, the addition to gross income by the
amount with which the interest suspense
account gets reduced sounds illogical.

Addition to the gross income by the
amount with which interest suspense account
has reduced leads double counting of the same
income ( Interest realization in this case) which
unduly leads to increase in gross income and
requires more operational capital.

6. Conclusion:

It can be rightly seen that the current
practice of capital measurement adopted in
Nepal is very good - Very good in being risk
insensitive and very good in ignoring the
fact that risk can be reduced by reducing the
probability of risk through appropriate risk
management practices. Besides, the advanced
approaches of risk measurement, as specified in

the Basel-2 accord are largely unexplored.

Nepal Rastra Bank should, without delay,
issue directive for measuring capital for credit
risk using Advanced IRB approaches, capital for
operational risk using advanced measurement
approaches (AMA), capital for market risk
using VaR based measurement approaches and
capital for residual risk on the basis of expected

loss.
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Why Acquisition shall be next

Strategic Move of RBB?

A Bhawani Shankar Niraula~* N

Introduction:

RBB is the largest commercial bank in Nepalese
financial sector tillnow. With the political intervention
of the political parties after restoration of Democracy
in 2046, its financial condition deteriorated and
become virtually collapsed.

When RBB was virtually collapsed there were
limited numbers of financial institutions and major
market share was in the hand of RBB. It had a huge
deposit of public and most of the amounts were lost
due to accumulated loss. It was not able to repay
the deposit back. So, the NRB taken control of its
management through a management team and RBB
started to run in the right track. After few years of
control by NRB, and tremendous improvement in
its financial position, it has been now handed over
to its own management for last few years. The new
management has followed the path guided by NRB
and doing well on its own in these years. But, despite,
the reserve and surplus of this bank is still negative.
On the other hand, there is a big change in the outside
environment in this period of time. Technology has
revolutionized the banking service so as by the global
environmental factors. Liberalization in Nepal has
also impacted a lot in Nepalese banking sector.
Though RBB is in a relatively well position then few
years back of virtually collapsed position, but, still
RBBreserve & surplus is negative and bank is not able
to become true leader in the Nepalese banking sector.
It is not able to exploit the opportunities available in
the local and global market. It is not as professional
as it should be to exploit the tremendous market
opportunities available in the market. So, there is a
good strategic move required by RBB at the present
time. And, this writer assumes that the acquisition by
RBB of BFIs is the most suitable strategic option for
RBB because of the reasons mentioned below, though
it is not free from defects and itself is a cumbersome
and lengthy process with number of integration
problems such as human resource integration,
cultural integration, physical integration etc.

To maintain the current status in the future: RBB
is still largest bank in Nepal. But some banks in the

* Manager, Rastriya Banijya Bank Ltd.

private sectors are growing rapidly with acquisition
and mergers and are in the way to beat and lead RBB
in the business size. To maintain the status of the
largest commercial bank from the current strategy of
RBB may have been difficult and will be possible with
a different strategic move and that is either merger or
acquisition. Merger will other may lose the existing
identity of RBB and there is no such a compulsion. A
relatively easier way is the acquisition. By acquisition
of the small BFIs (Development banks or Financial
Institutions of ‘B” and ‘C’ class) will be a suitable
strategy for maintaining the current status of RBB.
To give a good message to public: There is a strong
belief in people that the public sector organizations
cannot perform well and they are only burden to
government. Further in banking sector, joint venture
bank and private sector bank are only considered as
professional bankers by the general public. To prove
this type of the belief wrong, acquisition by RBB to
other BFIs will give a good message to the public that
the public sector will also be capable and professional
as private sector, If, they are allowed to perform
independently ~ without  political/government
intervention.

To maintain capital adequacy ratio (CAR): RBB
has just met the CAR ratio of 10% from last fiscal
year 2071/72 but with the increase in the volume of
business it may come down. So, there shall be some
cushion required to ensure the CAR not to fall below
10%. Acquisition by the RBB of that institutions
may add capital or reserve (if acquired with capital
gain i.e. payment less than book value of the shares)
which will increase the CAR of RBB. However, there
is a equal risk of being adverse situation if the case is
just opposite.

To capture market share: The market share of
RBB is going down and down with the increase in
the numbers of BFIs in Nepal and other BFIs such
as Global IME are increasing their market share
in Nepal. If the same trend follows, RBB will be
the follower in the market after few years. So, to
maintain the market share of business only normal
business growth will not meet the objective and it
shall acquire other BFIs.
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Further, there is not favorable condition in Nepalese
economy for normal business growth. If bank
lends haphazardly at this context just for the sake
of business growth/market share, the quality of
lending may be compromised and later it will affect
the financial position of the bank. So, the acquisition
will be a right strategy even for business growth of
the RBB.

To meet the monetary policy objectives: Monetary
policy 2072/73 has increased the paid up capital
requirement of BFIs to be maintained at the end of
fiscal year 2074 and some BFIs are in difficult position
to meet the requirement in time. If RBB acquires those
BFIs they shall not worry about it. Another objective
of monetary policy is to merger and acquisition of
BFIs to reduce the number of financial institutions
and that can also be fulfilled with the acquisition by
RBB.

To avoid for resistance to change: RBB has still
carrying the culture when it was almost monopoly
position in the market and there is still high
resistance to change & lack of professionalism in the
employee. With the acquisition of other BFIs with the
employees culture of competitive environment, there
will be improvement in the resistance to change and
will be easy for organizational development in the
future.

To become capable in investment of large project:
Nepal has recently promulgated new constitution
and, therefore, the political change has successfully
done though there some repercussions have been
shown which were almost sure in this context. Now,
the turn is of economic revolution/change. For
which big capital is required for large projects. With
the increase in the size of business, bank will be able
to invest in large scale projects which are a must for
Nepalese economic growth in the future.

To change the organizational culture: One step
move in the RBB’s cultural transformation was done
by Management Team of NRB successfully few years
back and transformation has leading RBB in right
track at present. But, it is not sufficient for future and
in this context another step ahead can be done by the
acquisition.

To reduce the negative cumulative retained
earnings and make it positive: RBB has still negative
cumulative retained earnings of about Rs. 6.0 billion
at the end of Ashoj 2072 and to recover it from the
operating profit takes few more years. But, if the
acquisition is done with the capital gain* (cash
payment less than the book value of shares) it can be
recovered earlier.

*That is possible by bargaining with the problematic BFls
with high NPA and are in difficult position to survival due
to liquidity problem. And, also they are not in a position to

meet the capital increment required by NRB and have no
other option than merge or sale. In the long run, the loan
can be recovered, if these organizations are acquired.

To provide lifejacket to problematic BFIs: Nepal
Development Bank limited, was declared problematic
and in the process of liquidation, is also now acquired
by Prabhu Bank Limited. One of the reasons behind
it is lack of liquidation act in Nepal. So, it proves that
the liquidation is not an easy solution of problematic
BFIs rather than acquisition is a suitable solution.
Further liquidation process itself is a cumbersome
and difficult to implement. It creates hassles to the
stakeholders. To overcome from the hassles the
acquisition is a best option. So, RBB can acquire such
type of BFIs giving them lifeline. In addition, the
liquidation will lose the public confidence in BFIs
which is bad for capital formation and economic
growth of nation, and, therefore, the RBB shall
acquire even not to lose the public confidence on
financial sector. Another benefit of the acquisition is
the acquired BFIs shall not to worry about the capital
increment required in the near future which is almost
impossible to some BFIs from their own source.

To make better portfolio of assets: RBB is one of
the oldest bank in Nepalese financial market and it
has some weaknesses of lending only the traditional
types of business areas but while acquisition it will
acquire such assets which are not limited to these
areas. The acquired BFIs may have assets in the area
of new avenues making better portfolio of RBB. But,
there is equal chance of the opposite case.

To short out short term excess liquidity problem:
RBB has excess liquidity problem but is not sure
whether it will remain for long term or not. However,
itis sure that RBB is bearing cost of the excess liquidity
at present. If the BFIs are acquired with payment of
cash for their assets, cash outflow from the acquisition
will reduce the short term liquidity problem of RBB.
In case, the RBB faces liquidity problem in the long
term it may acquire fund by raising its deposit rate or
by issuing bond in the market. The cost of bond will
be lower in comparison to the cost of capital and will
also support in CAR as supplementary capital.

To be able to run smoothly for a long time: We know
that it takes more time to sink a big boat than smaller
one. Large bank can run for long time in even in a
difficult situation which was proved by RBB in the
past by surviving even at that time when its negative
net worth was more than Rs. 23.0 billion. Acquisition
will add the survival time of RBB even in the worse
situation for a relatively long period of time, and
it will get a chance to take corrective actions in the
period of time.

To compete and sustain in the open market: The
world is being narrow and big players are capturing



the world market with the globalization. Nepal is
also entered in the WTO and financial sector is open
for the global players. If they entered in the Nepalese
market, they can drive out some inefficient BFls
from the market. To sustain and compete even in
this situation volume of business is to be increased
by RBB and that can be done easily by acquisition.
Further, it may act as the threat to the potential entry
in the Nepalese market from international sector.

To better utilize its recovery skill: RBB in the past
has NPA of more than 60% and most of it has been
recovered now. While recovering the NPAs, RBB
has developed expertise in the recovery of the loans.
When RBB acquires other BFIs it will also acquire
NPAs from those BFIs and RBB can use its expertise
to recover the loans. These NPAs will be added
advantage of RBB’s bargaining power to deal with
capital gain or possible capital gain after recoveries
of the NPAs.

To increase rating of RBB in international market:
With the acquisition the financial position of RBB
financial position in terms of size etc will improve
and that will improve the rating of the RBB in the
international financial institutions will be improved.
To establish branches on the new potential area:
RBB has been reestablishing its previously closed
branches and focus is not in the new potential
areas. Some restriction to it is also present to open
new branch in new potential areas. But, if RBB
acquires the financial institution with branches in
those potential area (for example, Koteshwor of
Kathmandu), RBB will have new branch (old branch
of acquired institution) on the areas with tremendous
business potential. As a result branch expansion on
the potential area will automatically happen.

For Marketing and reputation of RBB: It will be
great news in Nepalese media sector will have a great
coverage of it that a government owned bank which
was virtually collapsed few years back has now
successfully rejuvenated and acquiring the private
BFls. So, a great marketing of the bank will happen
in the media free of cost and it will also increase the
market reputation of RBB.

To increase Human Resource (HR) productivity:
Acquisition by RBB will increase productivity of HR
in numbers of way: a) Relatively more efficient staff
will come in RBB from the acquired BFIs and that
will increase the productivity of RBB after merger,
b) The duplicate branches (if any) in a area will
merge and the total business will be continued by
the staffs of one branches and staff of other branch
may be released from the branch. These staffs can
be channelized elsewhere for business expansion; c)
Some staffs while acquiring may quit in the process of

keksk

acquisition and few staffs than the prior will do the
same business as a result increases the productivity.
To meet the HR gap likely to happen: As many
employees of RBB are retiring soon and the new
recruitment process in on the obstruction due to
lawsuit in court. There is a huge possibility of HR
Gap likely to happen in the near future. Employees
of the acquired organization may be helpful to
reduce the gap likely to happen.

To be cost effective: If there are two branches in the
same area (one of RBB and other of acquired BFlIs),
the total business can be done by the one branch
and the assets/expenditure of the other branch can
be diverted or saved for other business. Managerial
and other cost will also come down as there will be
possibility of economies of scale.

To make bank capable of establish branch outside
country: Global financial market is open to Nepalese
financial market but access to international financial
market will only be feasible for large banks.

To enjoy benefit of synergy effect: There is great
chance of getting synergistic benefit by RBB after
acquisition of other BFIs if managed properly.

To become systematically important financial
institutions in Nepal: In Nepalese Monetary
Policy of 2072/73, Nepal Rastra Bank (NRB) has
announced that special supervision will be done
to the systematically important bank, but, NRB
till date has not identified and implemented the
policy. Acquisition by RBB for its rapid growth
will make sure that the RBB is the systematically
important bank in Nepal. But, it has some negative
repercussions too.

Other Benefits: RBB's real estate portfolio is small
and it can acquire the BFIs having high real estate
portfolio without exceeding its ceiling (cap) levied
by NRB. Numbers of financial institutions are also
more than necessary and acquisition helps to bring
down to sizeable numbers. It may help in financial
sector stability.

Acquisition Bylaw 2070 has provided certain
facilities to the BFIs which acquire other BFIs can
be enjoyed after acquisition. In addition, NRB
may recommend to Government to provide some
additional facilities if necessitates to such BFlIs.
RBB, if acquires other, can enjoy such benefits and
facilities.

Conclusion:

As the acquisition by RBB has many benefits it will
be a suitable strategic move of RBB at this point
of time. After successful implementation of the
strategic move of the acquisition the next strategic
move of the RBB shall be to find a strategic partner
from around the world to enter in the global market.
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