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FOREWORD 

This Research and Planning Paper Series is funded through the 
project, "Strengthening Institutionil Capacity in the Food and 
Agricultural Sector in Nepal," a cooperative effort by the Ministry of 
Agriculture (MOA) of His Majesty's Gover ient of Nepal and the Wirock 
International Institute for Agricultural Development. This project has 
been made possible by substantial financial support from the U.S. Age-cy 
Lor International Development (USAID), the German Agency for Technical 
Cooperation (GTZ), and the Canadian International Development Research 
Centre (IDRC).
 

One of the most important activities of this project is funding for 
problem-oriented research by young professional staff of agricultural 
agencies of the MOA and related institutions. In particular, funding is 
provided by the IDRC to support the activities of the Research and 
Planning Unit (RPU) cf the Agricultural Projects Services Centre 
(APROSC). This research is carried out with the active professional
 
assistance of the Winrock staff.
 

The purpose of this Research and Planning Paper Series is to make 
the results of the research activities of APROSC's Research and Planning 
Unit available to a larger audience, and to acquaint younger staff and 
students with advanced methods of research and statistical analysis. It 
is also hoped that publication of the Series will stimulate discussion 
among polimnakers and thereby a3sist in the formulation of policies 
which are suitable to the development of Nepal's agriculture. 

The views expressed in this Research aid Planning Paper Series are 
those of the autlhors, and do not necessarily reflect the vieais of their 
parent institution. 

Michael B. Wallace
 
Series Editor
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RURAL SAVINGS MOBILIZATION IN NEPAL
 

Krishna B. Hamal*
 
Mukti P. Upadhyay*
 

ABSTRACT
 

This research examines efforts at generating greater rural savings
 
in Nepal. Arguing that expansion of internal resources are crucial for 
economic growth and increased employment, the study analyzes the 
economics of rural areas, the process of savings generation, national
 
banking policies, and various strategies taken by financial institutions
 
to increase the propensity to save. The study concludes 
with a
 
consideration of future difficulties with rural savings mobilization and
 
presents a series of policy recommendations designed to tap savings

within the existing banking framework as well as to increase peoples
 
capacity to save.
 

*Krishna B. Hamal is a Senior Economist at the Agricultural Projects 
Services Centre (APROSC). Mukti P. Upadhyay is an Economist at the Nepal
Rastra Bank. A longer version of this paper, including more statistical
 
information, was originally published by APROSC in October 
1984, titled

"Study on Rural Savings Mobilization in Nepal." Readers desiring more
 
detail are referred to this earlier publication.
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,.• ..., •• •.INTRODU Mg ON , . . ..•.....
 

The significant increase in public expenditure each year since 1951 
-clearly_rpdy .indicates forfinanc ia resourcesInteasneofgovernment.i:sufficientdemand reorcs staege deindtis growin 

higher economic growth and create more employment opportunitiesachieve 
not b mhave 	 either internal or external,,,are
plemented. ,/Resources, 

essential to meet thedemand for increased investments for developpent. 

However, in the long run external resources can neither be relied
 

uponnor increased at the same rate as, investment. ,,Dependency on exter
nal resources is increasing eachyear--definitely'not a good sign for 
the country's development. During 1956-85, the share of foreign aid in 

* the total outlay of the country is estimated to b 60 percent, 40 

percent ,.eingfrom domestic resources. Similarly, 64 percent of the, 
* 	 total development expenditure of the Sixth Five-Year Plan is to be 

financed from foreign aid. Such heavy reliance on foreign aid has not 
proven fruitful in the past. Rather, this aid has adversely affected
 

the negative
- domestic savings by slowing the rate of growth through 

effects of a relatil'ely high incremental capital-output ratio (Ligal,
 
1980). Realizing these facts, the present policy of the government aims
 

to decrease dependence on external resources in the future. Thus,
 
mobilizing internal resources is essential to meet demands for in
creased investment in order to achieve the objectives of increasing 

economic growth as well as employment opportunities.
 

Mobilization of savings implies transfer of resources from surplus
 

spending units to deficit units. Mobilization of voluntary savings is
 

the main function of financial intermediaries. The amount of savings of
 

a typical household in Nepal is small because the people have limited
 
opportunities for financial investment. They prefer to spend savings on
 
commodities rather than hold financial assets. This restricts the
 
process of financial intermediation which might otherwise bring bene
fits such as reduction of investment risk and increase in liquidity.
 

In Nepal,, before the middle of the 1970s, greatest attention was 
paid to the flow of savings available at financial institutions exper
iencing excessive credit demand and little thought was given to increas
ing this severely inadequate supply. Numerous potential sonrces 
existed to transform savings from their unproductive forms and,? increase 
the effective volume of resources for productive investment. The finan
cial reforms undertaken in 1974-75 directly aimed, to overcome the 
resource constraint to development. The record so far points to consi
derable successes in the aspect of'savings collection. However, the 

other vital aspect of financial intermediation, namely, the channeling 
of resources to productive sectors has left much to be desired. Conse
quently, the financial system has remained ineffective both in meeting 

.	 the resource gap of the private sector and in stimulating investment
 
activities.
 

There are two important reasons for the increase,in the volume of
 

savings mobilized: high interest rates, and the opening of'new bank
 
place*branches. Additions to the branch network in the 1970s took 


'As these 'bank branches weremainly in the rural and remote areas. 
thought to have amply contrited to deposit expansion, it seemed wise 

om in Yet loans proved toroducinrural credit facilities. 


•&.7 qi o rural:- *2... I: ". 



be more readily available to businessmen with existing deposits,

marketable collateral and low supervision costs, and less accessible to

small farmers. Not 
only in lending but in all aspects of financial
 
intermediation, the banks operated hesitantly in the rural regions.

Savings mobilization was not emphasized. 
 Deposits collected by newer
 
branches have remained insignificant and thus branch expansion is an
 
associative 
rather than a causal factor behind impressive increases in

total deposits. 
 Although during much of the Sixth Plan (1980-85) bank
 
savings have remained highly liquid due to slack in the effective credit
 
demand by the tracle sector, rural credit demand has largely
remained 

unattended, fur-ther i ndicating urban 
bias.
 

Savings mobilization inertia in rural areas raises many questions.
Is the rural econemy unable to save ismuch as the urban? Is the rural
savings pottern so differenc fromTfthe urban pattern as to require dif
ferent savings mobiiization strateglies? How does rural lending policy
ink with the strategy for mobili-s:inq rural savings? What have been

the weaknesses in the current programs of rural savincls mobilization? 

Though it imay be argued that rura.l savings do not exist, small
farmers must subsist between planting and harvest times (Vogel, 1982),
and must have savings to meet emergencies. Crerit, available only to
those who have actual or potential savings, has been extended to meet
such emergencies, indicating that savings do e:ist in the. riral sector. 

One supportive argument for tne idea that savingsrural miobiliza-
Lion is an essential part of fi-nancing rural projects in developing
countries is that the financial p)l i.cies which encourage savings are 
more effective ini redistributing incine among rural poor than projects
based on low interest rates for loans. Evidence shows that many such 
projects in 
 Nepal have led to credit misuse or rationing due to over
demand. 
 Once credit is rationpd, it is like y knowingly, or unknow
ingly, to disadvantage small. borrowrs. 

A second supportive arg.mient for rura I savings nobil ization is that 
oesides lending, one of the imrporL-int activities of financial insti-tu-
Lions is to Pool resources frn smnysmaL 1. savers to carry out large
scale projects that directly or idi rectly benefit thie rural Poor.
Therefore, mobilizing rural savi.s i- iiso a meansviable to bring

about equity in distribution of inctan(, ar;i(rnu tne rural poor.
 

A third argument is that withot sayviigs mobilization, financial
 
.nstitutions are incomplete, 
 I-or t-h(," fail to provide adequate services
1o rural. savers. In addition the, institutions make themselves less
vLable as observed in the high -at :sof delinquency and default that 
plague most agricultural developiT. nl i-nks (Vogel, 1981). Moreover, 
rorrowers may repy more prciptly 'f !:now come frain their'hey resources 
neighbors rather than idnternatiuonal ek)noIs, and lenders are mor(, likely 
to take responsibility for loan r), r
 

Lastly, by niobilizinc rural savinjs effectively, fiiancial In1stitu
tions nay have a continual. fow of resources available for .lending.
Phose institutions neglecting savinqs mobil. ization, such as ADB/N and 
cooperatives, are likely to face -:--ise.- as the goveriimrent and donor 
aqencies withdraw support. 



Objectives of the Study
 

This study has the following specific objectives:
 
a) 	to examine the enisting situation regarding rural savings 

mobilization in Nepal; and 
b) 	 to assess problems and prospects of mobilizing savings fron the 

rural sector in Nepal. 

Methcdo logy 

h'Ie study is Msd n secondary informtion collected frcXT firian-
ci al institutions, such as N(exi1 Rstra Ponk (the central Wik), ADB/N, 
cooper-atives, covercial hanks and other relevant sources- Mostly time 
series data have been used] in anal\sis, primarily for the p-rjd from 
469/70) to 1982/83. 

E(CUNKOMIC-S O1 RURAL, AREAS 

Rura 1 Areas and 'Pheir SocLOconcilic cond it ion 

in Nepel, "rural area" is defMin, as the area under a village 
panchav'at whi ch Lovers from one to five vil lages whereas "urban area' is 
defined d< the art.O udY a town pet IChayat. There are 29 town pen
chayats And 4022 vil lage pnchayats it Netpal ( 1981 census). The rural 
.opuLatiin in 1981 was 14.01 million, 93 percent of the nationalI-popu
lation. Abxu t 2.08 million iouseholds exist in rural areas with an 
average famil,' size o: seven. The major sources of employment in the 
rural sactor are agrict, lture and cottage industry. Agricuilturc alone 
.ft'fvides employment to ovr 90 1ercent of the total labor force n the 
country, wtereas cottLqo industry dCcounts for a meager 6.6 l-ercent. 
-urinq 1979/80, 93 percent of the total ,conconicaiIy active la or force 
were emplaved vmrt ia l Lv or fully in qric ,Lture. 

.Accrfinir tt, 1Q91 census tslts, th urb-n pofolj tion is inicieas
• 	 : utinq at_ fst :-ntf: than the ii ra mtt l mion. Populat ion qrcwtt rates 

in iii K itand lrti -caS are-e s-OS',t i VI 5 and 2..5 ucit r-pr 
annum. Ex>:planatory variahlts for th.eigin ut ban in-it( ilhlq W t-l,1 Cin-Wone W 
lA-ratively low infant ml-irt--likf ra 4t7.20 to 105.10 pr 1000 ive 
births), low child death rote (II 10 tou 3)pi -- LdI-ii dges 1 to-.. 4), 
and low crude death rate (12.20 to 18.50). An -s 2 iitrn the nuiminl.-'J ol 
t-i fn prict tavat ,os well as hiulelif - in--igrit ir cto uri i ,l d- ,IS 1tt S€-: 

the urban growth rate. in 1077/7H, inni 'lttrants; t(-) urban and -tL-iA aes 
were 52,700 and 23,300, respect i ve lv. 

in 1977, tWe yercntaqc cf. the [ intll ion e hLow f.N/t I ine was 7 
in the countryside and 16 in owns. hstiflates of 1971 indicate the Lor 
capita i nccm e of rural people was Ms9.oj ret: year, a lrost 5f percent 
iower than the ar-r per capita incnit. Tie, r-ural . it-eracy ate is only 
12 rerccM , wherfas the urbanIrl r-ate i ; '1" p',rc tnt. 

't i 10i/77 illiiup loyieri t rates ni -m.h I ra lri ii i-han area.-a , er 

1o10t00 . [-- rent. it ,lt- annuatl ava rait, udider-emip Loyed d ays of fami ly 
Iali -por otrker in rural and uan areas wee 63 and 44 prcent:. 
binployment opp-nitit t ise in the nonagriu'ilitiralI er-or in1 .-uro I areas 

i l i ted. Pi-eoi o .f: ioflrt Areas hiv, fewer drink ing w.vater, hea I th 
rv ci- -1 1(i t rainsxo -arm ion faci I itF ions than "rhair-iis ilont s. 

-1 



Rural Areas and Gross Ocaestic Product (GDP)
 

The total GDP of Nepal in 1969/70 was Rs.9816 million which rose to
 
Rs.33,621 million in 1982/83. 
 The compound annual growth rate of GDP
 
between the period 1969/70 to 1982/83 was 9.9 percent.
 

Agriculture contributes a high percentage of the 
total GDP: 70
 
percent in 1969/70, 67 percent in 1975/76 and 53.4 percent in 1982/83.

The declining trend -isdue to an increase in the growt-h rate 
of the
 
nonagricultural sector as we'.1 as stagn ating agricultural productivity
during the peri-cx 1970/71 to 1982/83. The agricultural GDP has in
creased fr(-n Rs.6(7', million in the year 1969/70 to Rs.17,942 million in
the year 1982/83. The cc noOUrd annual rate of thegrowth agricultural
GDP was 7.7 ,reent duinci the p :iffl. 

The nonagri.cuLturn-it (3IP is increasing at a faster rate than the 
agriculturo I DUEiP. the perickl 1969/70-1982/83, it grew at ajurinC
compound annual rate at: 1]3.7 percent: frcm Rs.2941 million to Rs.15,679 
million (Contra u (A,StatistiCs). 

Financial rnsti.tut ions< in .ural Ar, s
 

Four tm-. of fLinuc ii 1lnsti tutions--ccmxnercia 1 banks, ADB/N,

cooperatives, and post office s-avinvi 
 banks,
t are currently operating ill 
rural Nepal. The tot:al of"Imbe1)(r financial institutions in rural areas 
has increased from 17 in 1970/71 fo) 1111 in 1982/83, reflecting an
annual qrowth rate of 1(.7 percent. m larly, during the same period
the canpound annual growth rates of ienumber ofth conrnercial banks,

ADB/N aind ccx.krratives in rural 
 ar-cs are 10.4, 21.4, and 17.7 percent
:espect :el'v. Regarding the post office savings scheme which started 
functioning in 1976/77, t-he, number of savings banks in rural areas rose 
from three in, that year to 30 ini 1982/83. 

In 1982/83, the shaci-es of ,'x n-rI[cTKInbs , ADI3/N, oorxv-atives and
 
nost office savings barits a a ill rural f inaricial instit-ittions
17, 64, and three were 17,percent res The shareectively. high percentago of 
cooperatives reflects the fact: that these institutions were specially
developed for rural Fkoop] ,and aim to serve every villagle of Ne[al. The 
density ratio--the ratio of population to total numb-er oI institutions-

,is one finarncial itution per 1 , 73rural people, while urban cen
ters have one financial institution per 6192 pL'ople.
 

.SAV NI ;;;NER'I'TON 

Policies to generate savings, hve two concerns: to transform the 
existing savings level and to enhance2 the rate savings. Theof trans
formation, of savings fromi s<x. lsi-unrl-xuc'-ive inflation hedges and 

holdings i efoTm sreal estate t-.o e tor-r c-f-;(-, is usual ly considered an 
object ive in its cw'n right , but it- conit-ribiute ; i mrctly to increas
ing the oroductivity well the vol of, i nv( .stiiient . chapterais as Th i s 
seeks to explain I: ross dcmc'st ic savigqs rat(, has roved over timehew h 
and how financial 
 sapliqs hnv- griown in volimie ard structure. The 
contribution ot: vairicjr otl ic is t-o 'o-nvc'rt~r)I !,cng,igs rito financial 
forms and th-, role of rntary, pali c re analyzcr] in th, next chapter. 
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S:::i:Effort to moblize savifngs in a developin _' country like ,Nepal have. .: 


-t wthtndo-: ontroers - natn's a ,,
-ega"nsg he-,' abiity -- ve. 

,.savings-first.,. _-s that i n a:-country .where consumption.. strategy: : levels .::: 
'4 ,--• , ..oare already low,: ' 4 , =
 

: !The argmet raises qu~estionsregarding the identificaion. o0f. ,minimum
 
raising thbtsavings, rate may .induce. further reduction.:, . 

•consumption; needs which :a policy of-~savings mobilization, shouldi. take'.,:*
.into 'account. The problem :with this approach :is the skewed distribution7/ 

.0iincomein-mostof developing countries, .- where a large proportion of :the" 
:population live below the stanard "minim'm"nutritional level of: €on-, 't " 

sumption. Many empirical findings have shown that,; : given incentives',, 
developing- countries display anunexpctedly significant, capacity to
 
save. An estimate of the average propensity to save could indicate the 

textent to which policies might be geaed 'toward savings mobilization.i
 

Except for the estimates for gross domestic product, Nepal's pub
lished national income accounts reveal little of consequence, especially
 
after 1980/81. During the preparation of the Sixth Plan, national
 

income Swas estimated by demand aggregates from 1974/75 through 1979/80.Gross domestic savings were treated as the difference between income and
 
consumption. The fiure are not wholly reliable but-for lack of super
ior estimation they are indirectly shown in terms ofnsavings as a pro
portion of GDP. The average propensity to save (APS)or the savings

ratio as reported by the Centrali Bureau nof uneven
Statiics exhibits 

growth from the 1970s onwards. Between 1974/75 and 1978/79w the APS
 

showed an. increasing trend but has fallen gradually from 9.3 percent to8.4 percent in 981/82. A considerable decline in real GDP in t982/83
has probably led to the further and drastic reduction in savings rate 
The estimated raiofis 5t4 percent. The basis used for the measurement
 
of APS is current income which itself has fluctuated over the years.
 

Assuming that consumption does not move as unevenly as GDP, particularly
yearsEn of eonomic slowdown, the declining agricultural productivity

and poor overall performance of the economy have adversely affected
 
savngs in r 1 years. Consequently the savin s rate has recorded an
 

caverage decline of percent per year from 1983.
b2.6 19704to 

The savings-income ratio has generally followed the same trend as 
tne GDP. Both 1979/80 and 1982/83 were droughtyears, witnessing a fall
 
in national income in real terms, and a part of potential savings was
 
used for consumption purposes. This however, iso or f the
 
eplnation of how savings rates are influenced Another factor that 
has assumed stgnafrcance in Nepal particularly since 1975 is the inter

sains Inerestecntyers is A rise in interestrcode .a
est ratenn the nsequnlySthegsvings.benefit of savings. te.. ha. rate
 
.4raises the price of consumption and induces an increase in the propor

of e that is 

Tia increases ininterest rate on bank deposits in 1974/75, the savings
 
astion in fv rather than consumed. Following substan

tatepricesalso ishowed a .tendencyhree :to,percentrise.. theratiowentGDP fromdereasedtby butInthe savings 1976/77,. tcntnthe 
years.. e slowdownoofhe decnn agrutu ... pro41dct 

thepie and iduce ": hardthraises ond Sructurefcnsmtoof an -icesvaldverelyn rprFteco affected 

SFsnancgal savings have part ofa naduall y fcomeaored important 

rosst rda stic savings.t In Nepal, wi t.e relatinely i rrate-of
 

; 

. . 

. 

" 
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monetization, currency and 
savings deposits serve as forms in which
savings are held. 
If the value of money is stabilized by keeping infla
tion rates low, the attracticn of money as a savings repository is

enhanced. In this case, even 
the money stock narrowly defined (MI) can

indicate the relative strength of financial savings. In this light, the

M1/GDP 
ratio in Nepal has moved largely in the right direction. From

7.8 percent in 1969/70, it rose to 13.7 percent in 1982/83 recording 4.4
percent compound annual growth during those years. 
 Most of the increase

in the M1 /GDP ratio came in the period of pst-interest-rate reform 
after 1975. 

Bet-e : indicators of the growth of financial savings, as well as
fLnancial development, are the savincs and time deposits. The faster
the rat, at- which fragmente financial markets are consolidated, the
faster .wl1lI savings f-ike financial forms, irainly time and savinoF 
deposits. The recur ( )fdeposit growth has been the most impressive ofall Nepal's fin;ncial As fraction of time andindicators. a GDP, saving
deposits went- up iurci lan insignificant two percent in 1969/70 to over 14 
percent in 1982/83, rising abrost one percent (e'verV year. Thedeposit/GDP ratio increased during the same period by a compound annual 
rate of 16.2 percent. Unlike the Ml /GDP ratio, the ratio of time and
savingjs deposits to CJP has followed a mrore or less sustained growth
trend. Bet-ween 1970 and 1983 it increased annually by 16.3 percent.
Since 1981/82, time ind savings deposits ha've overtaken money stock as
the largest contributor to broad money (M2). 

The importance of increasing financial savings relative to national
income sterns from the fict 1har. these assets, in public hands, serve as
 
a conduit for savings. Besides, as ccxpntly argued by McKinnon 
 (1973),
these assets are cornpiementar, to real investment in a society where 
self-finance is the only important source of 
 investment. Self-finance 
Ls not a necessary conditJon for the compliementarity hypothesis to prove
true, 
 If it- is held that money i3 the channe I tioucgh which real
 resources are made available forc investment. Weakeninqg if not: r(-moving

the financial constraint by iricrasing the supply of financial 
 assets

(M2) was among the mai.:n _)b)ectiys oi interest rate refonii in 1975.
 

An examination of institutiona V dejposit-s (Tab!_ 1 ) reveals that

commercial 
 banks are the onily :iijor irin i 1riJ-ies for- deposit mobiI iza
tion because there (lie no savings !;.-ti tut inns otlher t-han ccmmrrcial
banks. The AricJr Iltural iEvolo i ten tPerJh (AD)B/N) is not [permittedl (as
:r 1983 ) to cConduct :c'rmera ] b-n4 i no 1us ii '<ss ,'pt:, where crxrinercia]
banks have no off ice. The ix:i scoff it- sayinc. ,, launche] in 1975,
tias rmobi] Lzed 'or-) sil i ( in rel--,e iact on over

ai 1. Jeoxsit. (}f fi nan-ir! iIi r t nens S i164:1 ffro Tabl.e 1.
,longove -nm,i er ' asilf-isnk, ' a t a1 i which arn. a part- of demand
lepositi; (and 21i }, werr- a Io Ic]udJ. I:)nominal trois t-otal deposits

at financial institutions 'r percent betweenby .4._ annually
-69/7n mndI !V2 /8) whilt, 11 ,i , lnua]I1eposOi growth was 14.5

rxrcent. Pe: (:apita deosit incr', Sa I ifold in decade 1972/73the 
•2/83. Atf constant prices the r.r t, lo;it was L.4imes higher. 

7
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Table 1. Total Deposits in Financial Institutions, 1969/70-1982/83
 
(Million"Rupees5) 

.'~ ~ 

K.... 

Year Current Value Annual R6L nul-
CBs ADB/N Total Change(%) Value Change(%) 

.
1969/70 348.4 5.4 353.8 418.2 
0/71 441.1 3.8 444.9 25.7 490.0 17.2 

4.6 34.1 644.9 ] 31.6
.1971/72 591.9 596.5 

728.3 4.9 733.2 22.9 733.2 13.7
1972/73 


20.3 746.4 1.8
1973/74 875.9 6.3 882.2 


1974/75 1128.7 7.4 1136.1 28.8 823.3 10.3
 

1975/76 1530.5 9.3 1539.8 35.5 1123.9 36.5
 
51.4 ,. 36.8 1497.2 33.2
1976/77 2055.1 2106.5 


2405.8 49.1 2454.9 16.5 1569.6 4.8
1977/78 

16.2 1763.2 12.3
1978/79 2812.2 40.7 2852.9 4.6
1979/80 r 3239.6 35.1 3274.7 14.8 1843.9 

1980/81 3964.6 31.1 3995.7 22.0 1984.0 7.6
 

1981/82 4699.0 35.0 4734.0 18.5 2128.6 7.3
 
5865.6 36.6 5902.2 24.7 2434.9 14.4
1982/83 


Annual growth rate 69/70-82'/83(%) 24.1 14.5
 
Per capita deposits, 1972/73 (Rs) 61 61
 
Per capita deposits, 1982/83 (Rs)373 147
 

100). Total includes
* Deflated by consumer price index (1972/73 = 


demand, savings and time deposits. Current value excludes post office
 

savings whose share in deposits is negligible. Source: Nepal Rastra
 

Bank Quarterly Economic Bulletin; Monetary Statistics, (mimeo), ADB/N.
 

Table 2. Structure of Deposits by Type (Million Rupees)
 

(' Demand Savings Time Total
 

Years Value Share(%) Value Share(%) Value Share(%) Value Share(%)
 

41.3 348.4 100
1969/70 151.6 43.5 52.9 15.2 143.9 

438.6 38.9 172.7 .115.3 517.4 45.8 1128.7 1001974/73 


807.7 52.8d 1530.5 100
1975/76 524.8 34.3 198.0 12.9 

1976/77 725.1 35.3 269.2 13.1 1060.8 51.6 2055.1 100
 

361 .1 15.0 1350.5 56.1 2405.8 100
1977/78 694.1 28.9 


1979/80 853.5 31.3 '17.6 1477.7 56.0 2812.2 100100
1978/79 880.0 26.4 454.5571.2 16.2 181.4.9 52.5 3239.6 

56.2 3964.6 100
1980/81 1019.6 25.7 716.7 18.1 2228.3 


1979/80 8539.56. 57. 176 8495.0 39610
 
1031.8 21.9 877.4 18.7 2789.8 59.4 4699.0 100
1981/82 


18.2 3417.9 58.3 5865.6 100
1982/83 1379.0 23.5 1068.7 


'Compound annual growth rates (%)
 
69/70-74/75 23.7 26.7 29.2 26.5
 

74/75-79/80 14.2 27.0 28.5 23.5
 

79/80-82/83 17.3 23.2 23.5 21.9
 

24.3
26.0 27.6
69/70-8k 1'83 18.5 


Commercial banks only (deposits include foreign deposits).
 
Quarterly Economic Bulletin; Main Economic Indicators.
Source: 
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Th fet oif policy mesures on savings 
ollza"'ion is analyzed!
evalauated if confine
.ini deii~ below. toa o commercial..........
....
he,effectivenesS,-.f thhese measures may osyts
be betteri(- +..

ealuted~ifconineAD./,T -( of--ndpoctotheactivitieso cfa}iecial' nso- deposits ~ befe measures onsaving cos -hliaeenS,~a -alyzed' 

inconsequential. Hence Tables 1, 2,. and 5 pertain only to commtercial 
a.:: 
 banks. The change in,deposit structure during the past 13 years (Table2) is attributable to the slow growth of demand deposits and a 
corres

pondingly rapid rise of time deposits.

.deposits has risen The relative share of timefrom 41.3 percent at the end of 
1969/70 to '58.3percent at the end of 1982/83. Demand deposits, on the other hand, had .
declining role in the overall deposit structure. From 43.5 percent in
1969/70,1 the share of demand deposits fell to 23.5 percent in 1982/83.

Savings deposits have risen continuously, slightly outpacing the growth
rate of total deposits. In 1975/.76,
share savings deposits had a reduced
in total deposits. 
 In the wake of a substantial increase in the

interest rate on time deposits of one or more years' duration (Tables 
3
and 4), large additions were made to the deposit pool in 1975/76 mostly
in the form of time deposits, reducing the proportions of both savings
and demand deposits. 
Since then, savings deposits have occupied a share
in total deposits which is slowly rising every year.
 

The enormous growth of deposits in 1975/76 led to 
a considerable
rise in the proportion of deposits in total bank resources 
(Table 5).

In 1974/75, excessive.-credit demand in the face of stagnating 
deposit
resources 
prompted commercial banks to borrow 
heavily from the Rastra
Bank which caused the deposit/total resources ratio to 
fall. In the
following year the increased interest rate coupled with stable 
prices
not only eased the pressure on bank resources but induced deposit accumulation with unprecedented speed. Consequently in 1975/76,accounted for deposits
about 77 percent of total commercial bank 
resources--a
rise. of 15 percentage points in a single year. 
 A downturn in 1977/78
continued 
till 1980/81 when the proportion of deposits fell to 66
cent of total resources. The uneven pattern of perborrowing from the

Rastra 
 Bank and of movenents in the banks' nonfinancial resources 
were
responsible for-'the 
relative decline of deposits. However, since
 

a 1981/82 deposits have resumed their rising trend and by 
 the end of
1982/83, about 89 percent of bank resources were deposits.
 

Analysis of the term structure of time deposits also provides 
some
insights into the market response pattern to price signals. 
 Until late
1974/75 the spread between interest rates on deposits of various maturities was narrower so the volume of deposits of up to six months 
was
about,12 percent of total time deposits. In April 1975, the interest
spread was widened considerably with three-month 
deposits carrying an
annual four 
percent interest rate while two-year deposits fetched as 
a 

high as 16 percent. Even savings deposits then carried an eight percent
interest rate-higher than three-month deposits. 
 As a result, mostdeposits 
tended to favor two-year maturities followed by a maturity of
one( year. By the end of 1982/83, deposits of up to six months,, hadshrunk to 2.3 percent of the total. In sharp contrast, two-year deposits accounted for 79.3 percent compared to 66.6 percent in 1974/75.One-year time deposits fell slowly from 
 21.5 percent to 18.2 percent in
-thesame eight year period. The longer-term bias in the deposit structure 
indicates a greater capacity of the banks to diversify their lending toward long-term loarns 
 rather than short-term mortgage loans. 

http:1975/.76


Table 3. Interest Rate Structure by Type of Deposit (%) 

Time Deposits
 
Year Demand Savings One 2 Years
 

Year or More 

'169/70 - 5 7.5 8.5 
1974/75 -- 8 15 16 
"750, - 8 15 16 

-'  Y76/- - 8 12 13
 

'77/7 3 - 8 12 13
 
,78/79 - 8 12 13
 
.7/'91/R - 8 12 13
 
180/0 - 8 12 13
 

' '01 - 8.5 12.5 13.5
 

,2/83 - 8.5 12.5 13.5
 

,o mininsum or maximum rates are spec-ified o,. deposits. 

Fhble 4. Real Rates of Interest on FA posi hs (%) 

Real Rates of Interest 
Year Inflation Rate Savings Time 

'!69/70 10.7* -4.7 
'974/7 6.8 -8.8 -1.8 (-12.8 to -0.8) 
1175/7o -0.7 8.7 15.7 (4.7 to 16.7) 

976/77 2.7 5.3 9.3 (1.3 to 10.3) 
Y'77/70 11.2 -3.2 0.8 P 7.2 to 1.8)
IU78/79 3.5 8.5 V4.5 (0.5 9.) 
479/80 9.8 -1.8 2.2 .H 1.2)
 
,0/81 13.4 -5.4) -1.4 .. 4
*(,-0).0 

W1 /82 '0.4 -1.9 2.1 k..4 : )1 

o8''2/ 8 3 14.2 -5.7 -1.7 (-1W W -0.7) 

wal Interest Rate = Interest Rate - inflation Rate. 

*ourer. i m-rentheses show th,. ranu n! int-erest intos for ceposits of 
Kre ritWhs V tw( yea rs. l .tW s WAie thr: -arent-teses in the 

v ' V i:; *. ,Iiu_-.','(: , : ih *UIX , tS. 

Pr,:. n - ,:lt, (-P! for, Vthmn.ii (nIat ional irdex< is available 
"!y.'c.s 197 t/7)). 

----- . . . . . . .. . . . . . . . . . 
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Table 5. Deposits as Percentage of Total Bank Resources
 

Total Bank 

ResoDurces 
(Million Rs) 

1969/70 515.2 
1974/75 1824.1 
'i975/76 1998.2 
1976/77 2660.8 
1977/78 3193.8 
1978/79 3908.6 
1979/80 4525.7 
1980/81 5972.6 
1981/32 6227.2 
1982/83 6617. 1 

AmounL of 
Deposits 
(Million Rs) 

348.4 

1188.7 
1530.5 

2055.1 

2405.8 

2812.2 

3239.6 

396,1.6 

4699.0 

5865.6 


Percentage of
 
Deposits to Total 
Resources
 

67.6
 
61.9 
76.6
 
77 2
 
75.3
 
71 .9 
71.6
 
66.4
 
75.5 
88.,f5 

Commercial banks only. ADB/N is excluded] because deposit mobilization 
is not one of its primar,v Lnctions. It is not even allowed to collect 
deposits where ccmmercial banks are operating. Demand, savings and time 
deposits are included along with forei'.11 deposits. 

Table 6. Volume of Deposits. by Type of Institution (Million Rs.) 

Yea r Ccnirnercia F ADB/N TotalBinks 

1969/70 Amunt 348.4 5.4 353.8 
% Share 98.5 1.5 100.0 

1974/75 Amount 1128.7 7.4 1136.1 
% Share 99.3 0.7 100.0 

1979/80 Amount 3239.6 
 35.1 3274.7 
% Share 98.9 1.1 100.0 

1982/83 Amount: 5865.6 
 36.6 5902.2 
% Share 99.4 0.6 100.0
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Rural:Savings and Deposits 

Estimates of rural (hereafter termed agricultural) savings do not 
exist. An indirect method was therefore used to'calculate the, savings 

__ 

A.
rate in agriculture for 1976/77, the year of an agricultural credit 

'_ 'rlsurvey conducbed_ by Nepal Rastra Bdnk- According-to the -find-.
ings of the survey, gross capital formation of,an average farm family 

amounted to Rs.96',%in 1976/77. It was assumed that the capital forma
tion not financed by borrowings was financed by private savings. The 
difference between average household borrowings and average repayments 
yielded Rs.274 of net borrowings available for capital formation. The 
own-savings ccmponent of investment in agriculture thus equalled Rs.693 

- " per household. Multiplying this by the aggregate number of farm house
holds yielded the gross savings in agriculture. The calculations were 
based on the assumption that the sample results were representative of 

. 

Nepal's entire agricultural sector. Gross savings thus estimated com
prised 11.7 percent of the.agricultural GDP for 1976/77 as compared with 
a gross domestic savings rate of 9.9 percent. The implicit savings rate 
for the nonagricultural sector would then be only seven percent. 

Despite uconparability of the agricultural savings rate to the 

overall savings rate, the degree of penetration of the banking system in 

rural areas remains far from satisfactory. As shown below, the number 
of commercial bank and ADB/N branches operating in rural areas have 
increased considerably, yet in terms of deposit mobilization progress 
has been slow (Table 7). The figures for rural deposits are slightly 
underreported if an annual fixed classification of bank branches is 
assumed. However, with the population and urban facility extension some 
rural centers have grown intotowns and deposits previously termed 
'.rural" would now be reported under "urban." Second, big savers in 
rural areas where branches have been recently established may continue 
to deposit in urban branches. This may be both due to persistence of 
habit, and also to fear of recognition in the rural branch. 

In 1976/77, the rurai sector accounted for 16.5 percent of total 
cormercial bank deposits. Since then the deposits mobilized by active 
rural 'branches have grown slightly faster than total deposits, and the 
share of rural in total deposits has gone up to 20.1 percent in 1982/83, 
reflecting a 3.3 percent compound annual growth. In absolute nominal 
terms, rural deposits have recorded an impressive growth of 23.1 percent 
annually during the six years for which data are available. But consi
dering the vast scope for tapping rural sector savings the deposits are 
mcdest. Low -savings capacity is one explanation for this situation.The ::"capacity-toSave g umn ha enmdieetl ihicesn 

force because attempts to raise the degree of monetization through 
expansion of the banking network have met with limited success. 

A more pertinent reason is that the organized financial system has 
not integrated saving mobilization schemes with rural credit schemes. 
Banks have failed to perceptibly supplement the informal credit market 
in rural areas. Available evidence suggests a net outflow from small 
rural savings to finance urban lendings rather than meet the substantial 
irural credit needs. The collateral-oriented lending system that re
stricts credit flow to rural areas and weakens people'"s confidence in 
the banks runs counter to efforts, however aggressive, toward mobiliza
tion oi small and scattered rural savings. 



Table 7. Volume and Growth of Rural Deposits (Million Rs.)
 

Year Rural Total Percentage of 
Deposits Deposits Total Deposits 

1969/70 N.A. 348.4
 
'1974/75 N.A. 1128.7
 
1975/76 N.A. 1530.5
 
!976/77 338.9 2055.1 14;,5
 
I77/78 425.8 2405.8 17.7
 
1978/79 511.0 2812.2 18.2
 
179/80 630.1 3239.6 19.4
 

80/81 850.4 3964.6 21.4 
'21/82 949.7 4699.0 20.2 
-)82/83 !181.9 5865.6 20.1
 

<ttipund ninua] growth rates (%) 
,. C - 4,> - 26.5 -
-,/77-82/83 23.1 19.1 3.3 

.._posits generated by branches of commercial banks operating in the 
c'ountr side. 

Not available. 

NATIONAL POLICIES AND PROGRAMS 

Nati 'nal policies to encourage deposit mobilization in Nepal have a 
more recent history than policies of providing cheap credit for invest
:nenL. I1 1956 when Nepal Rastra Bank was established, the immediate 
obi'.-ctives of monetary policy were to promrote national circulation of a 

q~e leglal tender (and remove Indian rupees from circulation) and to 
Avifntain the stability of exchange rates mainly vis-a-vis the Indian 
::upee. The emphasis was later shifted to the extension of banking 
services throughout the kingdan, promotion of a well-organized financial 
system, expansion of the monetized sector in order to broaden the 
scope and insure the effectiveness of monetary policy changes, and in
-reased participation in economic developmient by ensuring greater flow
 
,D*finance to productive sectors of the country.
 

initially, Nepal Bank Limited (with 51 percent subscription from 
government) was the only commercial bank in the country. The Rastra 

TBank broadened its activities by opening numerous branches of its own.
 
Rlistriya fBanijya Bank, the second commercial bank, was established in 
'"66, owned wholly by the government. After this the Rastra Bank grad
j,ly rransferred all conmercial bank ictivities and most branches to 

newL,,Lnk, and confined itself to :egulatory and promotional activi
-. s. This chapter describes and analyzes the national policies and 

p- x:rams pursued to enhance the rate of savings mobilization through the 
financial system and bring about suitable changes in deposit structure.
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Branch Expansion Policy
 

The policy of bank-branch expansion was initially prompted by an 
urgent need to facilitate the sole use of Nepalese currency in domestic 
transactions. After 1966, when this objective was deemed fulfilled, 
expansion of the banking network was continued to bring more economic 
activities into the orbit of monetization. (Monetization may be defined 
in various ways, the most meaningful would be to define it in terms of 
the production of aggregate goods and services that are paid for in 
money by the purchaser. See Chandavarkar, 1980.) Besides, household 
savings could not be fully mobilized without developing financial 
institutions. Due to the fragmyented nature of rural capital markets, 
surplus unlits could not transfer all their savings to deficit units. 
Potential investors would not be able to use their inadequate savings if 
orrowi.nq facilities were not available on reasonable terms. It was 

probable, therefore, that si alI scatterdi savings would be most ly used 
for consumption. A wider geographical and functional penetration of 
the banking system was considered desirable in this context. 

A Banking Promotion Board was set up in 1970. At a time when 
supply-lending financial systems were --eing s rongly advocated for 
developing countries, Nepal had far tLoo mny rural and semi--urban 
centers in need of bank offices to support expanding caminercial and 
other activities. The Board set a goal of promoting at least one com
mercial bank branch ini each of the 7V districts in the country at the 
earliest possible time. The Rastra B-nk promised to ccnpensate any loss 
incurred by the banks account iperatof reccannmenddon of ton branches 
tor establishment by the Board. The scheme would cover 100 percent of 
the losses for the first year of operation, 75 percent foz the second 
year, and 50, 25, and 10 percent for the following three years. The 
compensation would be paid from the Ranking Developnent lFund created by 
the Bank in 1966/67 and contributed to by the banks. A modest- amount of 
Lnterest-free loans were also made available for running the branches 
under the scheme. The vigorous drive toward branch expansion was facil
itated by government control of Link management. While the .ba-,nks set up 
hranch of f ices in addition to what was recomnended by the Bank PrarK t ion 
Iokrd, t:h f iI Lip to the expansion program was provided by the Bo rd 
itself. By 1976/77, the goal of establishing a commercial bank office 
in every distrLct of the country was achieved, the total number of 
branches rising to 216 and including the offices of ADB/N, 367. 

The first majcr objectives having been realized, there, was a slack 
ir, the- pl-igram for tie next three years. ['roim 1977/78 through 1979/80, 
only 25 new brances were added to the ccxr-ercia], banking network. 
Total deposits at the banks were growinq enormously but tie contribution 
of new nranches remined siuol1. The question arose of how far branch 
expansion could stnimulate pmivate savings or transrorm existing savings 
into financial tonms. 'ven if offices did generate new savings there 
was the possibility that tlie reailirce cost of bank expanlsion was greater 
than the resources capturedI through new saviing (Porter, 198I0, p. 60). 

t became d i scernible that tie new branches served urban lending rather 
than locai investment pupr)ses, though in 1980, the iv(rage pxpulation 
served by a bank branch was still as high as 60,000. The Sixth Plan 
(1980-80>), therefore, targeted a branch expansion program to provide one 
branch for every 30,000 people by the nd nf 1984/85. (onsideni ng the 
progress made in the first three yearrs of the plan, th-, goal was too 
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bold. ADB/N has been instructed to accept deposits 
in 27 of its
 
branches beginning 1983/84, to help meet the target as well as to sup
plement the ADB/N's decreasing resources.
 

It is likely this institution will win the confidence of 
rural
 
people 
which will in turn boost ADB/N's resources for local investment.
 
Regarding the effectiveness of the branch expansion policy with 
respect

to 
 quickening the pace of monetization and raising the savings ratio,
 
measurement problems preclude exactness in estimation. 
Some qualitative

inferences may nevertheless be drawn from changes in the composition of 
monetary aggregates. Given the inadequate banking facilities and lack 
of banking habits the impact of monetization on the composition of money
iuppl, would he to increase the demand for currency reLative to depos
:t-s, ecause the transition fron transactions in kind to transactions in 
ur:-encv is psychologically and institutionally easier than that from

barter uo bank money (Chandavarkar, 1980). However, in Nepal the 
rurrenc,, ratLo between 1975 and 1983 has declined t-hough the ratio
:tself r Lctuatei within a range fromrn 68.5 percent of MI in mid-July
'975 t ,.3 xrcent in mid-July 1983. The declining trend is retained 
even : the Lase year is shifted back frn 1975. The indication is
-ith-r n ie expansion of bank offices has not contributed much to monc ti
zat ion or a higher currency ratio in the recently monetized countryside
has bee, mK)re than offset by a rapid growth of deposits in urban areas. 

.As branch eo:pansion since 1976/77 was concentrated in the rural. 
areas, its ef fect on financial savings may be largely reflected on the
growth of rural deposits. Betwec.n 1976/77 and 1982/83 rural deposits
expanded by 23.1 percent a year compared to a 19. 1 percent growth in
total deposits (Table 7). Consequentlby, the share of rural deposits
rose from 16.5 percent to 20.1 percent over the six-year period. The 
stronger relative position of rural deposits over time seems to corrobo
rate the view that savings are institution-elastic. To quote Lewis,
"...if they (the savings institutions) are pushed 
 right under the indi
vidual's nose.eople save more than if the nearest savings institution 
is some distance away" (lorter, 1980). This may e especial ly true of
small savers for whom saving would icolme possible without a conconitant 
act of investment or be more profitahbl than traditional forms of sav
ings iise noarding grain. There seems to be greater scope for rural
savings mobilization through branch <(.xjlision but, as mentioned earlier:
savings obilization efforts integr>tu<d with vigorous lerfding efforts in 
the concerne'd areias are most effect ,.,e. 

interest Rat- Pol icie,. 

The case for a relast ic interest *atepolicy for savings mobiliza
ion rests on the argmn t for removal of financial constraints. A 1cM

interest rate policy f, ils !" ,ide adequate incentives Io save. 
Savings in financial forms iie $I. major probflcm, as people prefer
nonfinancial infii on hedges. 'TO.LA,lit ion of a high interest rate 
pmoAicy on det:'osin r Jlx] wa( ,wVer , l engthyi )rCE s. Asct. i ve
f inanciol managcmeif by the Pst ra i k ngan in 1971. At the recon
mendatior of a I igh level Interest Rt Review Ccniimit:toe appointed in1969, thn Bank revised the interest rate stcucture of hot-h cmmiercial 
banks and other financial int(mledi ries. (ii savings deposi.ts the rate 
was raisedl fron 4., to ' percent r innum. Time dei)-s it certificates 
began t carr , interest rates lxtwoer 7.5 and 8.5 percent (i(pendincj on 

u, 
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the period of deposits.. The increase in interest rates was small as the 
objective was to gradually extend the Bank's control and 'influence over
 
all financial.institutions, but ,te revised interest rates were not high,
 
'enough to compensate for the loss in money value~ arising from inflation.
 
The Kathmandu consumer price index had increased in 1969/70 by 10 7
 

__percenta in97017_by49 percent.
 

The low interest 'rate policy reflected official thinking that 

V 	 investment is sensitive to the level'as well as change in interest rate. 
Provis.ion of cheap;credit was thus necessary to boost the rate of in
vestment. Furthermore, financial institutions were expe',ted to shoulder 
the responsibility of freeing borrowers from usury practices rampant in 

* 	 the informal sector. The lack of incentive for savings that a low inter
est policy entails was the "forgotten half" of financial intermatdiation.
 

* 	 The resultMiy be evaluated in terms of changes in the main indica
tors of comercial banking business. Time and savings deposits have 
indeed expanded by 28.5 percent per annum (Table 8), yet a significant 
fall was noticed in both cash reserve and liquidity"ratios. The liquid
ity ratio of conmercial banks fell to 31.6 percent by 1975. 'The ratio
 

been still lower but for the Rastra Bank's imposition of
might have 

minimum requirements. The lower liquidity and cash reserve ratios were 

resources.
the result of enormous pressures of credit demand on bank 

The credit-deposit ratio shot up to an unprecedented level of 104.8 
percent in mid-July 1975, the credit being increasingly financed through 
borrowings from the Rastra Bank. Inflation rates were high at 18 and 16 

percent during 1973/74 and 1974/75 respectively. As the value of money 

quickly depreciated, the banks found it hard to collect a greater volume 
of deposits at the prevailing interest rates. This sorry state of 

affairs climaxed in 1974/75 (Table 8). As the.price mechanism was not 
the excess demand for credit resulted in creditallowed to operate, 

who did not have status or could not
rationing. Private borrowers 

produce enough collateral were rationed out. Public enterprises receiv

ing loans on government guarantee absorbed a greater part of disburse
ment leaving the rest for established private firms or those who could 
somehow influence loan-approving authorities.'
 

--

Table 8. Important Rates of Commercial.Banks
 

Mid-July Annual Percent 
1970 1975 Change (1970-75) 

Cash reserve as percent
 
to total deposits 21.7 13.0
 

Liquid assets as percent
 
to total deposits 46.9 31.6
 

Ijans and advances as 

percent of total deposits 81.7 104.8
 

28.5
Time and savings deposits 


9.8Consumer price index 


Source: Quarbly Economic Bulletin, various issues.
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i t was onl in 1975 that a positive real interest policy was adopt
ed in Nepal. Experience showed the existing interest rate policy was
 
seriously &,flawed. Meanwhile the economic. research by Stanford 
eonomists McKinnon (1973) and Shaw (1973) advocated a positive interest 
rate policy for developing countries with ferocious zeal. The useful
ness-of---such a- policy was-provenincountriesike-- .Sth.... 
Taiwan. In April 1975, the Rastra Bank announced a'substantial increase 
in the nominal deposit and/ilending rates, indicating a commitment to
maintain the nominal rates above the rates of inflation :Maintenance of 
a positive interest rate could be accomplished by either reducing infla
tion or raising nominal interest rates. The Rastra Bank chose the 
second course for two reasons. First, the world economy had not recov
ered from inflationary pressures emanating from the first oil shock of
19,3/74 which quickened inflationary expectations also in Nepal.

Second, Nepal was more vulnerable to inflation than India. Due to the

lengthy open border with India and free convertibility between Nepalese
and Indian rupees maintained by the Rastra Bank, prices of non-service 
items in Nepal quickly adjust to Indian prices. Nepal's monetary and 
trade policies are unable to restrain such adjustments except in the 
very short run. The attempt to raise real interest rates to positive
levels by controlling inflation would thus be an unrealistic policy. 

The interest rate policy is conducted through the deposit rate, the 
lending rate, and the margin between the two. 
 All three convey import
ant signals to the concerned units. The deposit rate shows the benefit
 
of savings. The 
lending rate indicates the value to investc,."s of an
 
efficient use of saved resources. The margin or the spread between the
 
two rates tells financial institutions that they have something to gain

by efficiently processing the savings flow. 
 In April 1975, all these 
rates were adjusted upward, and the number of differential rates for 
both deposits and lending was reduced. This cannot be said of the margin
because of a complicated rate structure maintained before 1975. 

The interest 
rate on savings deposits was raised from 5 percent
before mid-July 1974 and 6.5 percent effective mid-July 1974 to 8 per
cent. The number of rates for time deposits was reduced from seven to 
four. The interest rate on one-year time deposits was raised 15to 

percent from 7.5 and 9.5 percent prevailing before and since mid-July
1974 respectively. Deposits for two years or mo.:e than carried a rate 
of 16 percent compared to a range of 9.75 to 10.5 percent before, while 
three-month and six-month deposits had 4 and 10 percent rates respec

'.tively. The effect on the volume of deposits in 1975/76 was tremendous.

The sharp increase in deposit rates was, however, associated with a 
pronounced decline in the rate of inflation (the consumer price index 
fell 0.7 percent). This double effect on the interest rate on deposits
pushed real deposit growth to a record level (45.7 percent) in 1975/76. 

The effect of change in the level and structure of interest rates 
on the structure of deposits may be seen from Table 2. At the end of
1974/75, the time deposits stod at 45.8 percent. 
 A year later they 
were at 52.8 percent of the total. The share of demaq and savings
deposits fell correspondingly. The fallen share of savings deposits 
seemed to support the widely held view that savings deposits are relatively inelastic to interest rate fluctua ions 
and are more a function 
of increase in income, access to financiA intermediaries, and eas6 of 
making and withdrawing deposits. Regarding demand deposits it is 
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believ°d, as the income level rises, the public s transactions with the 
bank increase, and payment habits turn in favor of checks and away fr-

Scash. This postulate is als supported by'Nepalese experen. Whl 
deposit volme has troled over the last eight years, a clear trend of 
the declining relative share of demand deposits is discernible. This is 

tgaigper 'xliefycp inoein relterm "atd-the-pbsitiV-_ 77 

No change has been effected since 1975 (except a little in 1982) in
 
interest rates on savings deposits. However, the rate on time deposits
 
has udergone a few changes (Table 3) . Boosted by,,,record growth of
 
deposits as a result of the rise in interest rate and the stable, price
 
level, the' authorities made a downward adjustment of one percentage
 
point effective mid-July 1976, in time deposit 'rates of one-year and
 
longer duration in order to acccmmodate price movements. The signs of
 
stability in price level were visible for the second successive year
 
(1976/77) but commercial banks having no extra program of lending were
 

'facing a problem of excess liquidity. Hence, the interest rates on one
year and two-year deposits were reduced again in February 1977, this,
 
time by two percentage points (to 12 and 13 percent respectively) while
 
the six-month deposit rate recorded a reduction of one percentage point.
 
The interestirate on three-month deposits has stayed at four percent per
 
annum since ~April 1975.
 

The structure of the deposit interest rate as it evolved in 1977
 
was carried through until June 1983, when the rates of one-year and tw.!o
year deposits were raised half a percentage point.. This to keep the
 
real interest rate at positive levels. The second oil-price shock of
 
1979/80 and rising food,prices during the early 1980s prompted auth
orities to make a slight revision in the rate structure.
 

The 	 main thrust of interest rate policy in Nepal is on maintenance 
of real interest rate on time deposits at a positive level so the value
 
of savers' money does not depreciate. The policy has definitely paid
 
rich dividends for mobilization of resources. As a result of data
 
constraints it has not been possible to estimate to what extent the
 
policy has contributed to the saving-income ratio increase. Neither is
 
any study available showl.ng how high interest rates have enhanced the
 
rate and/or the productivity of investment in the country. This part of
 
the effect of Rastra Bank' s interest policy is crucial. Savings are
 
important because they release resources for investment, but it is in
vestment that directly causes economic growth. It may be argued that the
 
intensive program of resource mobilization begun in 1975 was premature
 
in that financial institutions did not then have appropriate mechanisms
 
to support a vigorous drive for productive investment (Reejal, 1979).
 
During frequent periods of excess liquidity, institutions, mainly corn
mercial banks, simply invested money in government securities. The
 
apparent lack ,,of profitable investment opportunities for banks seemed to
 

.. 	 negate the, potential benefits of the savings mobilization program. 
2 	 Mckinnon (1973) points out that interest rate reform alone is inadequate 

to insure buoyant demand for investment funds. It must be supported by 
an appropriate exchange rate, trade, fiscal and price polici'e These 
policies were not adjusted by the government, so the Rastra Bank's 
measures toward financial development were hampered (Fry, 1978). 

Nepali.stra Bank's initerest policy could still be justified on
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other grounds. 
 First, it was necessary to exhibit the profitability of
financial 
investment in the savers' opportunity set. The sudden jump

in the interest rate in 1975 had a dramatic effect on public 
psychology

which contributed to the accelerated growth of deposits. 
 Second, the
Agricultural 
Credit Review Survey showed that financing the tremendous
 
credit needs in agriculture was essential to raise 
 proiuctivity and,
hence, profitable opportunity did exist for lender 
institutions. The

need was to discard a collateral-oriented outlook toward lending. 
 Once

this was shown, increased bank resources would find their way to profit-
able ventures ca ardless cf e:isting inves ment constraints.
 

Closely associated with this arjument 
is the idea that innovations
 
:r lendino practices would be miade hy ianks oni(c they farfiy the problem:i
1; how to use huge deiosits. In this sense tho suppiy -lendinq credit
,tuation wculId hav greater- 10,11for corittit-ib t,) gIrowli than ademand-following credit systea. (Wnr d discussion of the desirability
,d the supl y-lendinq pheno-,renon, PA W , 1Wl6.) 'i'rid, t 'iii ind for 
mxyev (currency" phs detiiiicl ,osit s Fplus t me and savings Jeposits)

wcwhi increase. Where rr rley s._rves : coniii.it t(,I savings, a higher
return on lnrie'V nui[ increase dMimand 11yld'niwince the savngs ratio. 

The sf,(,i ll ne, t:hird , 1 --	 fu!atx1 :, ottfoctSf O ki i to xcontrasted 	agaist act ual Ovoy-lopinenit siIce 1975. The priority sector
cmdinq pr,iram cini-hl in 1974 FortAs d ,f the overall prorahi of
SrpnmnaI deelol-Irint KIiriaI irK vere urri e to flow credit to

agriculture an& cottage ifolustries (, so th, service s(ector 
 for some

years) at 	 -(ai ininin of five Ae(:ent ( Iter inc reas-1' to seven percent )
W :oea 1 defls i[.s. The [pOr[LT Wra lird Ih o!is ive Fank lngI: r' lt In 

!,rogram iLu october 1981 and a 
 few act Iv ities wore addal. The proportion
()! N,1 m11u1ll1 was corresanidirin],o, r iis J to ten percent of totaliri\estnent 

lepow si *-;. The actual ontstanding (redit to [hc priority sectors has, 
::owCV(0[ , In1Vt 1 .ocx : rxr hs0 h _:_ ,eit-i frequetlII y stand well below 
it- Neverthees, a n re.Ia]growi (q 
 t LOl is not i ce.adto on the [Xirt of

" irks that 
 MyB,' have to act yiely so.k att:roct We Livosi mont opportuni
t,-s. The area \':loFiient- appoa(1 iriplicitI i ilit-O lss }Hanking, and
iroup quaranto(, s03 _t-S fur 1.ndir to it-op i,cm,"flx s dev,o_-c Iby AD3/N

flow being fo1]w ,,'*iierLta Knks, CIcai I OWcat, the lonk
' 
,*rF wil i inqnens to hi(,in in ly [kIn ti: ricpijk I i i\ ., t rt pplot rI,f:orts. 1W( In iii (hnt ran t (nn inv .5t-_i(.- I :- . tIraduolly weakenii-ig. 

'he or f-t of X K I ti 

analyZed q,' I'-it ii\' 


W I1M "t o't ! t, 1 c" )n ho Ine'!' :;lIppl1y lay be2 
' Wt;-iw : iiuiaq - ii: i"', 1 -83 intro two

I ricds: 197,- no 3. h1 H97 I I I I,. r I I , savhLgust-lH ratio 
-y tIeu 


- percent i, 117,1'/7n i' :(os Lo ;) Ul 


o is maIn ], n I I s(. C 111nta?ur, -nofi;t,it i1st- IL .,) "rcXiI a hase of 
.9 I tit wr/76 and,76/77. The :-;avin tat thnn l -.tel I / tert -it . 10'7/78, only to 

rise again to 9 p-e:rcent in 1978/79. In the scix .iv,:d Ihie ratio was

niinly on the decline . in 
 3 r*x' 1478/, 
f;. 5.4 [.rcent- in W O RM A hitg ihe : 

5.-i rin ,I .v,'itually f-l 
,ngy -. i,_%wit- i,)out .li,,n ti(e

Mlt)eicy SUp[JA" oowr dtined(na-I v 1 s 1 ) x:iilrr-oi .a;vor ;.I, ( nit year,
Wni.le the [pariod of Wi YnOv trio', wit ii'"u a. rirnIy, 	 Of 14.8I I ,]LiWth 
percent arin,_l ly. Price stat istic; rwpa I t11M a .ow Lit I,at i0. rotc of-4. pcrcert as rec; stored fo th I irst four q'_ rs cyuc.ii'xrd vu 11 .9
peircent fror the second. nraig ireslts.for 

arr..d In t.he c-votr t he 


'Il Ucoi 	 1)7V-79 were a.SO 
,erral as net: i nter na reserve of the 
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In contrast, during 1979-83, the net reserve accretion drastically 
slowed down to Rs. 323.4 mill~'"on in: nominal terms. Considering higner 
import prices and the'eptcoa d value outhe Nepalese rupee, the 

al value of foreign tryactu' net assets of the co at mid-July 1983 stood 
Slower than fou years'before. The demand for money (Ml) increasedeth ouryears te oi6i~ so 

consequent decline in national expenditure produced a sizable surplus in 
the balance of payments and helpedontain inflationarypressures. (For 
the relationship of expenditure with the balance of payments and infla
tion in Nepal, see Upadhyay, 1983.) Money was being used to finance 
lestrained consumption. During 1979-83, money supply expande faster 

tn the demand. Demand for money had grown slowly as a result of two 
severe droughts, in 1979/80 and 1982/83, which had reduced agricultural 
GDP (at constant prices). The rapid monetary expansion was mostly an 

rpdy in rmr teaieo yJ~ moe e 

outcome of growing budgetary deficits of the government. In the process
 
t excess in
the money supply tended to exhaust itself through a decline 

international reserve (prevented only by a massive aid inflow) arid in
 
part through a rise in prices. The implication is that interest rate
 
policy needs to be supplemented by, among other things, a money supply 
policy. In Nepal, such a policy has not been consistently practn.ced
because of overlapping monetary and fiscal policies, when budget deficit
 
is financed by printing money.
 

To sum up, the capacity of the organized financial system to mobil
ize resources and to raise the saving-income been well demon
strated by ointerest rate policy in Nepal. The process of transformation 
of savings into investment has, however, been slow due to government 
;.ai-ure to bring about policy reforms in areas of trade, tax, and
 
prices. There is ample scope for increasing rural deposit mobilization,
 
but it will depend on how much he confidence of rural people is won 
through serious efforts toward provision of rural credit.
 

Reserve Requirements
 

The policy of fixing minimum reserve requirements in Nepal has been 
Used more as -a weapon of credit control than as a mechanism to influence 
the volume or structure of deposits. At present, reserve requirement is 

~part of overall liquidity requirement. Effective July 16, 1981,
-ommerciai banks are required to maintain their liquid assets, defined 
-s domestic and foreign currency in hand, balances with. Nepal Rastra 

Bank and those held abroad, and the investment in government securities 
other than those pledged with the Rastra Bank, at a minimum of 25 per
cent of total deposits. This includes a minimum of four percent in 
vault cash and five percent as statutory cash reserve with the Rastra 
Bank on which no interest is paid. The Rastra Bank has not followed the 
practice of distinguishing various types of deposits for the purpose of 
reserve requirement. Since deposit collection is a principal function 
of com ercial banks alone, reserve or liquidity requirements apply only 
to them. Liquidity requirements were also operative before 1975/76 but
 
were abandoned for over two yea s. This was because the provisions had
 
become redundant due to high liquidity of the banks in the wake of 
substantial deposit expansion following the,1975 interest rate revision. 
Effective March 14, 1978, a seven percent cash reserve ratio to be 
maintained at the Rastra Bank was introduced which remained in force 
until July 1981 when a minimum liquidity ratio was agailn stipulated.
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Tax on Interest Income
 

The prevailing tax rate is five percent of total interest earnings
 
on deposits. The tax on depositors' interest earnings was introduced in
 
1977/78. The previous provision was to add interest income to other
 
income sources and impose tax on total income. The new arrangement not 
only separated interest incane for tax purposes but also levied the tax 
at the source. An exemption limit was set at Rs.1000. Above thisamount, tax rates were proqressively increased to incc~ne slabs. Tax 
rates were five percent on income above exemption and up to Rs.3250, ten 
percent on the next Rs.3250, 15 petrcent on the next Rs.6500 and 20 
percent on the rest. In 1c)80/11 , the slab system of taxing interest 
earning and the exemption limit were Lyth abolislie]d. A fixed five 
percent tax on total interest irnccne 1rcau deposits was introduced. "or 
persons with such interest as the only source of income the exemption
limit dS applied to personaL income tax was grantci:e. 

Refinance Scheme 

The refinancing pelic, of Nepal Rastra Bank has been pursued to 
make resources available to financial institutions when their liquidity
position is not strong enough to support tt-heir lending operations. The 
policy is also being used as a mechanism to influence the flow of credit 
to certain specific sector-s. A different ial. refinance rate pol icy is 
practiced corresponding to the differential loan rates of financial 
institutions. The existing rate structurt shows that refinance rates 
are lower in ist cases by four percenttage [paints cocipared to the loan 
rates of the institutions. Thie purposes for which refinance is made 
available by Nepal Rastra Bank are classified into industry, agricul
ture, services, export bills and IFIG/N developiv-nt: Bands. No conercial 
loans other than expert bills are entertained by the ank for refinance. 
Therefore, there is not muchi scope for financial institutions, mainly
comnercial banks, fo :ely on the Rastra Bank roesources in Lieu of 
resources inbi Ii zexi If.(a1 t ne public. 

Camiercial Lknk borrcA.ing frmi the Pastra bankhad peaked to 31.6 
percent of total deposits in 1974/75 but has since remainW! at much 
lower levies clue to sizable increases in deposit resources as compared
to lending. In the case of ADB/N, borrow.ing fromi the Piastra Bank has 
--onsistently remained at a higher Lange of one-fourth to one-third of
 
its total liabilities. No evidence is found to support the possibility

that ccminercial hanks have been encouraged or discouraged to tap savings

from rura- areas as result of refinance schem(es.
 

Depsits ,ind Withdrawals 

No specific policy regulations ire imode by Nepal Rastra Bank 
regard.ing depositi ng and wi thdrawi r' orix-it-ions, except that they be 
kept iS simple as 1possible. Anylxdy c,n op(rn an account in the bank 
upon recaiuendat no by a depositor o Ustatio of a citizenship cer
tificate or ideriti ty card. In rural arreas wlher(, a depositor may be 
hard to find, 1the rtcriuTendation of Ih(, con ernec] vililage panchayat is 
enough for opex-ning an account. The only ci-iteri )i ni the B-ank branch 
manager should be convinced the prosp . ( tive dep's it or can be identified 
and approachl if the need arises. Any am-)unt may .o derxs-ited, but the 
withdrawal provisions ciepend on the ivu:rm<, f 'ount- mintained. The 
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universal practice of allowing withdrawdls of any amount (if covered by

the depositor's account) is followed with respect to denand 
 deposits.

Withdrawals of saving deposits are allowed up to a maximum of Rs.1000 a 
day. Larger withdrawals are permitted but the bank wil 1 charge inter
est on the amount over Rs.1000 at the rate of one day's interest on
Rs.1000, two days' interest on the next Rs.1000 and so on. No with
drawal.s may be rade from time d--posits during the stipu la ted pericd but.
borrowing facility is provided against time deposit cert.ificates. 

Interest on saviiigs deposits is paid every six mortis. Thu< 'liount 
en it -eic teres is aeid used to be the average balance for (-aclh of tlle
 
s LX rwntt s and the rmonthly balance used for this purj)se as the ,:aqe
o). thtr iiwinJ.muii arnd iimaximu. balances during the resx:ct.ivye Horit~l. Tinis
 
met .icI ' CI d AprilApril- 1ala4, Monthly balance nowi:t!1 -ai;carngox 14, 1983. c is ((iinuted by
 
,iverag ir ,;qhlances 
on each Friday of the month. The reisi-n waso rliade 
!,i avoi] ti ath, ffect. of l.,rge deposi t on the average imonthly Li lance. 

Stra teg ies 1t- tLt-., ny and Camp.igning 

'Tb encouraCge saull saving deosits the ccfrmerci al Lvinks introduced,-he hous"io]d savincs accourit scheme in 1975/76 illthe lKatlirumdu Valley
 
and to other ubaLn centers. A sm-irI-Lxx: 
 was kept at he house of
interestd farnilier, who would drop iih-),iy to col lected, by irobe hearns 
of bank employees in the presence of family members at ti.i a eIi vIs.
 
PrcAn the bnks' p)int of view, die scheml(, t-houql ha ru ly ef f t iv, i ,
 
generating substantial] savings, was intended 
 to i.ndtice the iiah.j or
saving small, acrounts not previously considerei .;ort hwhi ke. ''V1i,ccculuer
ciral banks al-so used osters, radio prcgrams, and acivertisen 11ns Ln
 
their campaign to tap small savings.
 

Informal Airranqemerits 

No inforiation is available on arrangements for savings iobi 1 za
r,. 0ol the financial system. The except iolls Imay,
out-side organized 

hroweveir .,a not,-d. One scheme, an involuntary experiment, 
 M'iricheV/i; ,-
, 1965 airt of a wide-ranging land reform program, but was witidrawl
 

a few rir - later. Called the Compulsory Deposit Schemer (i-DS) iI

requirecf i ta!.r household to make deposits 
in cash or in kind in propior-
LLOn to tLhe s -rxeof their farm holding. The deposi.ls were thynagc<b .-nmb-ni s ,f v Illage panchayats called ward cimdtte , A low Intc-I,.
 
'ate of rive inercent was proposed1- for paynent to deposlLa . ''i. ourjT (if


forct-d nature, the schumle mobilized significant SLURS ut()I ,po!its.

However, deposits were scatterd over hundreds of panchIay,t we( ds (where

land reforms were carried out) which created a great scopix 
 J1 imisman
igement and insecumr ity' of tue de[osits. The schemie was (IC- (JI( iI a 
entlNy in haste ,isst rict iminagenent ru les were no laid lwn. o cLx)
keepi Ig ri-wais itained oi vigorous aud-iting undertaker.l,-uncte- J to '. Th h.ie,eiat-' bin sourc:e of rura] finance, thu~ts a,, r it -racited. 

A ,idr-air ci ( S, tHlie Pinchayat D.evel.ogrxnitt and 1,aiid Ta.: (PlI,T)
was later t L a in - f-::w vi .age panclicyat-s. It airiled for ext (,ns or to
progressively w.ider aredsA. The ma iii differ(e-nce fran CDS was PD[,T was a
non-refundabl e tax rather tiian a refunldable deposit. Several cr ter-ia
(e.g., whether the land was irrigatdl) were used to determine the anount
of land tax. A ma-ror Vx)rtion of reveiuce was inteicled 1Taor extanxirdi ture in
infrastructural development and other works in the same panchayat. The 
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idea was that if people's contribution to public programs was
the programs would have to directly benefit the 
sought,


people. The scheme
caught on in the relatively prosperous panchayats of Jhapa district 
and
was also introduced in 1978/79 in a few other districts of the country.
However, the lack of political cmiitment was perhaps the principal
reason why the scheme was "suspended" soon after. 

The above schemes may be noted as ex:ceptions, frcmi the historicalperspective, to the usual cases of savings ibilization under formalarrangements in fi.nancial institutions. Aiother exception which is of
greater un(,rtance at. presently is the group-saving scheme launched atthe initiative of ADB/N in its Siimll Farers Development Projects(SFDPs). By 1982/83, 84 project- .ere operating covering 12,566 smalland marginal farmers that f[ormile a total of 1393 groups. The programwas begun in 197) as pert of a rira1 develonent strategy and has beenprogressive1, extended. Not all project offices maintain the groupsavings funcd and the amount rmbiJi z:J so far (Rs.825 thousand at the endof 1982/83) is not great. Neveriedess, the deposit scheme (like thecredit scheiiie in SPDPs) is a nmanif estation of the feeling of jointresponsibilit,, of the pxr group mcnbers to further the interests of the group. The savings fund f-aintained by the members t h,:,mseives works asan .irnsuralnc± ajai~ts ,m-rgenci 1kkemixlical, treatment, funeral andother so~cial cermonies. It has also been used in sone cases to meet apart or p0 ,ict-ion 'ost- of the savr farmers. The savings are alsocollectedi inl kind (grains) and ut:iized during fcxx deficit seasons.Saving by stii ii.and marqgina] farme-s is surpris[ril t-o iany. HoTwever, itonly i l us raes tJ ia t the Fpor (1)saci,v i f Uiere is a guarantee the 
savings wil I be ava i a ]l,eWfo1r s. .'r t 1: . ,:. 

C(,)NCLJSIUN, AN1 Riq"'rMMI NDAT loS 

Conclusion
 

The principal source of live. ihCx] Ofi a vast Majority of Nepal'spopulation is agriculture, which suffers fr(xi low and stagnating productivity. The rural financial markets i.n Nepal are fragmented. The bulk
of rural cr-ait neal is met througl inforal markets which 
are characterized by districtr finance and not hihihy suscent ible to fxxjling scatteri savings. Oirganiz,d inanci,ii s'stems, partictillar-yv coginercial
hanks, have done ai lab 1 , 'noi, u rifn '[Io tworural saTheiismain poli cies of b-ni in , e.r--err initerest- rate cinJi xpansionof banking e L i wi Ic-(JelCJ- it il( areas. Iligh initere t rateshave mado Ib-vink clh sits att ract ive. Bralch expansion, in onjunctionw'ith the jnt1t ,,-it,, has 11nade feas[ib le the oeonrill of bank accountsfor a greater numx'iI4 arid tend(Aeri a] ofp La: to increase rnneti/ation of tri nsact ois.;. n)tlic in-sr-. of Lb.ikin prcctioton have also
influenced the mobi i/ it:in,oi ,ur.i a a ,. 

i i-
record of say rugs moi iit iop. 

At preS nt-_ - i ()lh- iii-,,](, o t-o i-iprovf(m nt. in the past 
i a IeorConcern, however, is thepercept:ion of wlhat caI Is fu i i-irI aviripssii mob-i liza t.ion stratugy.Banks savirigs have grown toi li if I late to ,-,ustai.n the policy ofhigh interest rate on1deposits, li ph liiuidity i.-; ironical since ruralcredit. dcinvid at thi( provailing balb- i iter st to i enormous. Expect

ation of loiviiiald lity Of it S(1,fi confit u t s a di.sincentive to 
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save at the bank and hence reduces the volume of savings mobilized and 
renders the entire program of rural savings mobilization meaningless. .. 

The ability and incentive to save are the two major determinants of 
savings..uiFro. the foregoing., analysis- it is .clear.. that-the incentive.to-
savenas reflected i Nepal Rastra Bank's real interest policy can be 

-

stretched far with profit. It is highly probable that further increase 
in the growth rate of financial savings can materialize if a flexible 
policy is pursued to keep real interest rate at a higher level than at 
present. But eventually the deposit expansion is bound to be con
strained by people's low ability to save as indicated by stagnant per 
capita GDP over the past decade. For a sustained growth of deposits or 
of overall savings rate, increases in income levels are needed. 

Recarrnendations
 

In order to continue a realistic savings mobilization strategy,
 
policy instruments should consider two aspects. In the short run,
 
policy should focus on the appropriate measures to tap savings within
 
the existing banking framework while the longer-term goal should be to
 
increase people's capacity to save. Some additional measures within the
 
existing framework may be recommended as follows:
 

1. Rural savings may be increased by reducing the risk of non-avail
ability of credit in times of need., The innovative Syndicate Bank of 
India launched the Farmers' Protection Deposit Scheme recognizing such a 
risk. The deposit only paid a low interest of five percent per annum 
but the depositor was granted the right to borrow up to twice the 
outstanding deposit at the rate of nine percent in the event of crop 
failure. The scheme demonstrated small farmers are prepared to save 
even at low rates of interest in order to eliminate, or at least reduce, 
a major cause of concern (Bhatt, 1978). In Nepal, poor farmers covered 
by SFDPs have been found to save, and the arrangement of group saving to 
finance emergency needs of any member, works as an incentive. 

2. The household savings account scheme should be expanded. Here also
 
the example of Syndicate Bank is appropriate. The Bank learned soon
 
after launching the Pigmy Deposit Scheme that the cost of collecting
 
deposits door-to-door at stated intervals was lower than the cost of
 
other types of deposits. The deposit under this scheme soon became an
 
important part of total deposits. The rationale for duplicating such
 
schemes in Nepal and elsewhere is that it reduces transaction costs for
 
the potential depositor and promotes banking habits. The transaction
 
costs for a household Would be prohibitively high in the absence of such
 
a scheme if the savings were small.
 

3. The post office savings scheme should be strengthened and expanded. 
The potentials for this scheme are the low risk, the ease in depositing 
and making withdrawals from the post office savings account as compared 
to the bank accounts and greater accessibility. These non-price attri
butes were the factors mainly responsible for the success of such a 
scheme in Sri Lanka (Saito, 1977). 

.
4 Savings mobilization campaigns should be intensified through 
effective publicity and'attractive prizes, Free instant photographs for 
small depositors, a raffle of small radios, free items of value for 
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large depositors should be provided as part of a campaign in selected
 
target branches. (For an example of a similar campaign in Peru, see
 
Vogel, 1982.) Incentives to bank employees should be linked to the
 
amount mobilized under time and savings deposits. Failure to take
 
employee morale and incentives into account can undelrmine good office 
and depositor confidence, wrod prevent effective savings mobilization.
 

5. To expand availability of banking services, branch expansion policy
 
should be continued. High short-run resourpe costs involved are 
more
 
than likely to Oe offset by incentives provided for savings and by the
 
longer-run advantages of monetization that they facilitate. A note of 
caution is warranted, however. Branch expansion policy should be pur
sued not only to mobilize resources as is the record so far but also to 
correspondingly accelerate lending to productive rural ventures. 

Policy measures to, i ncrease savings capacity in the longer run and 
thus contribute to the saving mobilization efforts indirectly, may now
 
be discussod. The measures should be adopted with a view to raising the 
investment rate and makiny investinent Hore preductive.
 

6. The widely publicized priority sector lending program of comercial.
 
banks has not made much headway. T'he outstanding credit was only 3.8 
percent of total deposits as of mid-July 1982 and 3.6 percent in mid-

July 1983 as against the minimum target of seven percent. Even this
 
nidicum of lending has co sane extent been misutilized and consequently,
 
the Rastra Bak imposed in 1983 a penal interest rate which is signifi
cantly nigher than the subsidized rate on priority lending. What has
 
gone unnoticed is the effect that the Low interest rate has on the 
interest of the banks over the whole program concerning the amount of
 
lending as well as the use of funds lent. Prices that provide inp for 
decision-making to deianders indicate it to suppliers as well. A higher
 
rate on credit to priority sectors on par with the rate on other loans
 
will induce banks to act more rapidly and purposefully in search of
 
potential investment. Monetary authorities may exploit the trade-off
 
likely to exist between the payment of subsidy on interest rate to the
 
banks (necessary when the banks are asked to charge a low rate on loans)

and the benefits from greater monitoring of credit use and from in
creased lending that the baiks might be induced to perform when allowed 
to charge a hiqher interest rate. It does not mean, however, that the 
interest rate to the priority sector should he kept low and the differ
ence between pricrity and ccxomnercia1. rates be paid for by monetary 
authorities. The rate charged fron borrowers should be (radually raised 
and the dlistortionary effect of the subsidy removed. As long as the 
banks are forced to accept interest on ox-ns below what they have to 
pay to depositors, the programs of priority lending or intensive banking
 
aire not likely to achieve desir d results.
 

ADBI/N has been lending to rural reas substantialy out of propor
tion w the volume nf ,..;s has izNud. this insti(i4cs it inobi Involving 
tution to mobil ize savinqs and pxerfonin i:Minkin activities is a positi.ve 
decision. This is5e ,pee to roluc the reverse flow of funds from
 
rural to urban areas an,- help win confidence of local people that the
 
savings collected wil t einvestcd in tie same Area. Consequently,
 
the amount of saving robilized should increase. lowever, once ADB/N
 
begins paying a high r nrest rate on deposits than the rate
Me it has 
been paying on refinance f-rm the Rast-ra Lank or Lurrowings from the 
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Asian Development Bank, it will face the same problems as comercial 
banks (indicated in recoinendation 6). This aspect of the cost of funds
 
to both the lender institution and borrowers should be resolved soon.
 

8. A positive real interest rate policy is necessary not only for
 
deposits but for loans. The policy .'o far has been to subsidize prior
ity credit and tax other forms of urIit as well as bank profitability. 
This policy should be replaced by remroving constraints on investment 
flow. There are many complementary policies the government could adopt, 
particularly in terms of ravising existing tax and pricing policies to 
remove their distortionary effect on resource allocation. These policy 
revisions should be made after a careful investigation of existing 
fiscal policies. 

9. The case is usually made that rural savings banks should be set up 
for rural savings mobilization as well as for rural lending. The case 
would be justified] if interest rate structure of existing institutions 
were unable to encouracge savings (Khatkhate, 1980, p.146). This is, 
however, not the case in Nepal. A further justification could arise 
from the need for increasing competitiveness among institutions, consid
ering the present duopolistic bankinq market, The argument loses force 
because of incredsing involvement of ADD/N in the rural savings market. 
The resource cost of establishing a new institution would be consider
ably larger than the cost of expanding banking services through ADB/N. 
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