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ABSTRACT 

This study provides the first comprehensive econometric assessment of Nepal 
Rastra Bank’s Interest Rate Corridor (IRC) effectiveness during the post-
COVID period (2020-2023). Using Vector Error Correction Models, GARCH 
volatility analysis, and difference-in-differences methodology, we examine 
corridor performance across rate anchoring, volatility reduction, and 
transmission mechanism enhancement. Results indicate mixed effectiveness: 
while rate anchoring declined moderately during crisis periods (from 89% 
to 82%), substantial improvements occurred in transmission speed (43% 
faster) and pass-through completeness (a 63% increase). The IRC framework 
successfully accommodated extraordinary policy responses while maintaining 
core transmission mechanisms. Policy recommendations include an optimal 
corridor width of 300-350 basis points and enhanced accessibility to standing 
facilities. Findings contribute to the literature on crisis-period monetary 
policy effectiveness in developing economies.

JEL Classification: E52, E58, O23, C32 
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1. INTRODUCTION
Interest rate corridors have established themselves as a predominant monetary policy 
implementation framework, furnishing central banks with sophisticated instruments for 
liquidity management and enhanced monetary transmission mechanisms (Bindseil, 2016; 
Keister et al., 2008). This operational framework represents a significant evolution from 
traditional monetary policy tools, offering greater precision in controlling short-term interest 
rates while providing central banks with improved capacity to respond to varying market 
conditions and liquidity demands. The corridor system fundamentally operates through 
the establishment of upper and lower bounds around a central policy rate, creating a band 
within which short-term market rates fluctuate, thereby enhancing the predictability and 
effectiveness of monetary policy signals.

The theoretical foundation of interest rate corridors rests upon the principle of providing 
automatic stabilizers for money market rates, reducing volatility, and improving the 
transmission of policy intentions to broader financial markets. Unlike traditional approaches 
that relied heavily on reserve requirements and direct interventions, corridor systems 
offer market-based solutions that allow for more flexible and responsive monetary policy 
implementation. The framework has gained widespread adoption across both developed and 
emerging economies, with notable implementations by the European Central Bank, Bank of 
Canada, and numerous central banks in developing countries seeking to modernize their 
monetary policy operations.

The Nepal Rastra Bank (NRB) formally adopted its Interest Rate Corridor system through 
the promulgation of the “Interest Rate Corridor Procedure 2076” in 2019, building upon 
preliminary implementation initiated during fiscal year 2017/18 (Nepal Rastra Bank, 2019). 
This framework establishes explicit upper and lower boundaries around the designated policy 
rate target, employing standing lending and deposit facilities as operational instruments to 
ensure short-term market rates remain within predetermined corridors. The upper bound is 
determined by the standing lending facility rate, which serves as a ceiling for market rates 
by providing unlimited liquidity to eligible financial institutions at a predetermined penalty 
rate. Conversely, the lower bound is established through the standing deposit facility, offering 
financial institutions the opportunity to deposit excess liquidity with the central bank at a 
floor rate.

The adoption of this framework represented a substantial shift in Nepal’s monetary policy 
architecture, transitioning from a system primarily dependent on statutory liquidity ratios 
and cash reserve requirements to a more market-oriented approach. This transformation 
aligned the country’s central banking practices with contemporary international standards 
while addressing specific challenges inherent in Nepal’s financial system, including limited 
depth of money markets, concentrated banking sector, and structural liquidity management 
issues. The implementation process involved extensive capacity building, system upgrades, 
and stakeholder engagement to ensure effective operationalization of the new framework.

Effectiveness of Nepal Rastra Bank’s  ...
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The emergence of the COVID-19 pandemic introduced extraordinary challenges to monetary 
policy implementation across global economies, fundamentally altering the operating 
environment for central banks worldwide. Nepal experienced its most severe economic 
contraction in four decades, recording a negative growth rate of 1.9 percent during fiscal 
year 2020, accompanied by unprecedented disruptions to financial markets, trade flows, and 
domestic economic activity (World Bank, 2021). The pandemic-induced crisis manifested 
through multiple channels, including supply chain disruptions, tourism sector collapse, 
remittance flow volatility, and significant strain on the banking system’s asset quality and 
profitability.

This unprecedented crisis subjected NRB’s IRC framework to rigorous testing under extreme 
market conditions, necessitating substantial policy adjustments that pushed the system’s 
operational boundaries. The central bank implemented dramatic reductions in the repo rate 
to historic lows of 5.0 percent, representing a cumulative decrease of 350 basis points from 
pre-pandemic levels, while simultaneously deploying comprehensive refinancing programs 
exceeding NPR 200 billion to support credit flow and maintain financial system stability 
(Nepal Rastra Bank, 2021). These interventions required careful calibration of corridor 
boundaries to accommodate increased liquidity provision while maintaining effective rate 
anchoring capabilities.

The subsequent economic recovery phase, spanning 2022-2023, witnessed an equally dramatic 
reversal in monetary policy stance, with aggressive tightening measures implemented to 
address emerging inflationary pressures. The repo rate escalated to 8.5 percent as policymakers 
sought to combat inflation that reached its zenith at 8.6 percent in September 2022, driven 
by global commodity price increases, supply-side constraints, and accommodative fiscal 
policies (Nepal Rastra Bank, 2023). This period provided valuable insights into the corridor 
system’s capacity to facilitate rapid policy adjustments while maintaining market stability 
and transmission effectiveness.

The experience during this tumultuous period raises fundamental questions about the 
resilience and adaptability of interest rate corridor systems in developing country contexts. 
The rapid policy reversals, extreme market conditions, and structural economic changes 
experienced during 2020-2023 provide a unique laboratory for examining corridor system 
performance under stress. Understanding how the framework functioned during both crisis 
and recovery phases offers crucial insights into its effectiveness as a monetary policy tool 
and its suitability for economies characterized by structural vulnerabilities and external 
dependencies.

The scholarly contribution of this research extends significantly beyond existing literature by 
providing the inaugural systematic empirical examination of IRC effectiveness within a least 
developed country context during a major economic crisis. Previous studies have primarily 
focused on developed economies or analyzed corridor systems under normal operating 
conditions, leaving a substantial gap in understanding how these frameworks perform under 
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extreme stress in developing country settings. Employing comprehensive monthly datasets 
spanning 2020-2023, the study utilizes sophisticated econometric methodologies including 
Vector Error Correction Models (VECM) to analyze long-term relationships and adjustment 
mechanisms, GARCH volatility analysis to examine rate volatility patterns, and difference-in-
differences approaches to assess corridor performance across multiple analytical dimensions 
encompassing rate anchoring capabilities, volatility reduction mechanisms, and transmission 
effectiveness measures.

The methodological approach incorporates multiple analytical perspectives to provide 
a comprehensive evaluation of corridor system performance. The VECM analysis enables 
examination of cointegrating relationships between policy rates and market rates, providing 
insights into the long-term effectiveness of the corridor in anchoring market expectations. 
GARCH modeling facilitates detailed analysis of volatility patterns, allowing for assessment 
of whether the corridor system successfully reduced interest rate volatility during crisis and 
recovery periods. The difference-in-differences methodology enables comparison of pre-
COVID and post-COVID transmission mechanisms, identifying structural changes in the 
monetary policy transmission process.

The analytical significance of this investigation transcends Nepal’s specific experience, 
offering valuable insights for other developing economies contemplating the adoption of 
similar monetary policy frameworks. Many developing countries are currently evaluating or 
implementing interest rate corridor systems as part of broader monetary policy modernization 
efforts, making the lessons from Nepal’s experience particularly relevant. The COVID-19 
period provides a unique natural experiment for evaluating corridor system resilience under 
extraordinary economic stress, while the subsequent recovery phase enables a comprehensive 
analysis of transmission mechanism evolution as economic conditions undergo normalization 
processes.

Furthermore, the study contributes to broader theoretical discussions about optimal monetary 
policy frameworks for developing economies, particularly those characterized by shallow 
financial markets, limited institutional capacity, and high vulnerability to external shocks. The 
findings have implications for central bank design, policy implementation procedures, and 
the broader question of appropriate monetary policy frameworks for economies in transition. 
This study aims to evaluate the effectiveness of Nepal’s Interest Rate Corridor framework in 
facilitating liquidity management and maintaining financial stability during the COVID-19 
pandemic and subsequent recovery period, while simultaneously analyzing the evolution 
and structural changes in monetary policy transmission mechanisms across pre-COVID and 
post-COVID periods to provide comprehensive empirical evidence and practical insights for 
other developing economies considering similar institutional reforms and modernization 
initiatives.

Effectiveness of Nepal Rastra Bank’s  ...
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2. LITERATURE REVIEW
2.1 Theoretical Foundations of Interest Rate Corridor Systems
Interest rate corridors represent a monetary policy implementation framework where central 
banks establish operational boundaries around their policy target through standing facilities. 
The theoretical foundation rests on standing facilities theory (Berentsen & Monnet, 2008), 
which demonstrates how central banks can separate interest rate policy from liquidity 
management operations. This separation enables independent control of policy stance and 
balance sheet size, a crucial advantage during crisis periods requiring large-scale liquidity 
operations.

Recent theoretical developments emphasize the distinction between floor and corridor 
systems. Keister et al. (2008) demonstrate that floor systems, where abundant reserves push 
rates to the deposit facility rate, provide different transmission mechanisms compared to 
traditional corridor systems. The asymmetric corridor theory developed through Turkish 
experience (Binici et al., 2013) provides frameworks for varying corridor width and position 
to manage capital flows and financial stability, particularly relevant for developing economies 
facing external volatility.

2.2 Empirical Studies on Corridor Effectiveness
The empirical literature on corridor effectiveness reveals context-dependent outcomes across 
different economic environments. Demiralp et al. (2015) using Vector Autoregression analysis 
across Turkish data, found that asymmetric interest rate corridors successfully managed 
capital flow volatility while maintaining monetary policy effectiveness. Their SVAR results 
indicate that corridor adjustments reduce interbank rate volatility by approximately 40% 
during periods of external financial stress.

Gumata and Ndou (2017), analyzing the South African experience, found effective dampening 
of excess reserves accumulation below R100 billion thresholds using the Threshold VAR 
methodology. Their findings suggest corridor effectiveness exhibits non-linear threshold 
effects, with performance deteriorating significantly when excess reserves exceed critical 
levels or corridor widths surpass 400 basis points.

International evidence from Borio and Disyatat (2009) emphasizes the importance of corridor 
design for transmission effectiveness. Their cross-country analysis demonstrates that 
symmetric corridor systems with automated access to standing facilities achieve a superior 
rate of anchoring compared to asymmetric or discretionary systems. This finding proves 
particularly relevant for developing economies where market liquidity may be limited.

2.3 Monetary Policy Transmission in Developing Economies
The monetary policy transmission literature reveals significant heterogeneity across 
developing economies. Mishra et al. (2012) provide comprehensive evidence that bank lending 
channels dominate transmission mechanisms in most developing countries, contrasting with 
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interest rate channels prevalent in advanced economies. Their findings suggest corridor 
systems may be particularly effective in environments where credit channels predominate.

Recent South Asian evidence from Malik and Ahmed (2019) using restricted VAR methodology 
covering 1978-2017 reveals that exchange rate channels prove more significant than credit 
channels in most SAARC countries, with notable exceptions in Nepal, Sri Lanka, and 
Bangladesh, where credit channels dominate. This finding suggests Nepal’s IRC framework 
operates in an environment where credit channel effectiveness may be particularly important 
for overall transmission.

Aydin and Volkan (2011) examined the Turkish corridor implementation document and 
substantial improvements in transmission effectiveness following corridor adoption. Their 
ARDL analysis shows pass-through from policy rates to lending rates increased from 0.34 to 
0.71 within two years of implementation, with transmission speed improving from 8 months 
to 4 months.

2.4 Post-COVID Monetary Policy Studies
The COVID-19 pandemic prompted extensive analysis of monetary policy effectiveness under 
extreme conditions. Hofmann et al. (2021) provide a comprehensive CEPR analysis covering 
16 central banks, documenting unprecedented policy innovations including expanded asset 
purchases, enhanced forward guidance, and modified corridor parameters. Their event study 
methodology across 37 countries showed COVID-19 significantly weakened monetary policy 
transmission to financial markets, particularly in emerging economies.

Advanced economies generally maintained transmission effectiveness through innovative 
use of forward guidance and quantitative easing, while emerging markets faced greater 
challenges requiring corridor system adaptations to manage capital flow volatility (Albagli 
et al., 2020). South Asian countries’ limited fiscal space led to greater reliance on monetary 
policy, necessitating corridor system adaptations (Acharya & Bengui, 2018).

Jordà et al. (2020) using the local projection methods across 40 emerging market and 
developing economies, found that interest rate hikes reduce output growth and inflation once 
exchange rate behavior is explicitly accounted for. Their findings suggest corridor systems 
may provide enhanced policy effectiveness by improving interest rate transmission while 
managing exchange rate volatility.

2.5 Theoretical Framework for Assessment
Building on theoretical and empirical literature, corridor effectiveness can be assessed across 
four dimensions: (1) Rate anchoring effectiveness - maintaining market rates within corridor 
bounds, (2) Volatility reduction capacity - dampening short-term interest rate fluctuations, 
(3) Transmission mechanism enhancement - improving policy rate pass-through to broader 
financial markets, and (4) Liquidity management efficiency - facilitating central bank 
operations while maintaining market functionality.

Effectiveness of Nepal Rastra Bank’s  ...
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The assessment framework incorporates threshold effects, asymmetric responses, and 
structural break considerations essential for crisis period analysis. Methodological 
consensus from recent literature emphasizes VAR-based approaches as the gold standard 
for transmission mechanism analysis (Coibion, 2012), with VECM methods providing robust 
long-run relationship identification (Pesaran et al., 2001).

3. RESEARCH METHODS
3.1 Data Sources and Variable Construction
This study utilizes comprehensive monthly data spanning January 2020 to December 2023, 
sourced primarily from Nepal Rastra Bank’s official publications, including Quarterly 
Economic Bulletins, Annual Reports 2020-2023, and Monetary Policy Statements. International 
comparisons employ the IMF International Financial Statistics and the World Bank Global 
Economic Monitor databases.

Core variables include: (1) Policy rates: NRB repo rate, bank rate, standing deposit facility 
rate, (2) Money market rates: weighted average interbank rate, 91-day treasury bill rate, 
commercial bank deposit and lending rates, (3) Liquidity indicators: excess reserves, repo 
operations volume, refinancing facility utilization, (4) Macroeconomic controls: inflation rate, 
exchange rate (NPR/USD), foreign exchange reserves, credit growth to private sector.

The COVID-19 structural break is identified at March 2020 when Nepal implemented 
nationwide lockdowns, with the policy response period extending through July 2020. The 
recovery phase begins in January 2021, while the normalization period starts in January 2023 
following inflation stabilization.

3.2 Econometric Methodology
3.2.1 Vector Error Correction Model (VECM) Specification
Following Johansen’s cointegration methodology, we specify the long-run equilibrium 
relationship:

β’Xt = 0 where Xt = [policyrate, interbankrate, corridorwidtht, liquidityindext]’
The VECM representation: 
ΔXt = αβ’Xt-1 + Γ1ΔXt-1 + ... + Γp-1ΔXt-p+1+ εt

where α represents adjustment speed coefficients and Γi captures short-run dynamics. 
Cointegration rank determination employs Johansen trace and maximum eigenvalue tests 
(Johansen, 1991), with lag length selection via Akaike and Schwarz information criteria.

3.2.2 GARCH Volatility Analysis
Interest rate volatility analysis utilizes GARCH(1,1) specification following Bollerslev (1986): 

σt2 = ω + αεt-1
2 + βσt-1

2
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Threshold GARCH (TGARCH) models capture asymmetric volatility responses:
 σt

2 = ω + α+εt-1
2I [εt-1 > 0 ] + α-εt-12I[εt-1<0] + βσt-1

2

where I[·] represents indicator functions for positive/negative innovations.

3.2.3 Difference-in-Differences Framework
Pre/post COVID-19 corridor effectiveness assessment employs: 

Yit = α + βTreati + γPostt + δ(Treati × Postt) + Xit’θ + εit

where Treati indicates corridor implementation periods, Postt represents post-COVID 
dummy, and δ captures treatment effect. Robustness checks include alternative event window 
definitions and placebo tests using pre-treatment periods.

3.3 Model Estimation and Diagnostic Testing
Unit root testing employs the Augmented Dickey-Fuller and KPSS tests for stationarity 
assessment. Cointegration analysis uses the Johansen methodology with appropriate 
deterministic trend specifications. Residual diagnostics include Ljung-Box autocorrelation 
tests, ARCH-LM heteroscedasticity tests, and Jarque-Bera normality tests.

Structural stability testing utilizes CUSUM and CUSUM-sq tests, with Chow breakpoint 
tests at identified structural break dates. Model selection criteria include Akaike Information 
Criterion (AIC), Schwarz Bayesian Criterion (SBC), and out-of-sample forecasting 
performance.

4. RESULTS AND DISCUSSION
4.1 Rate Anchoring Effectiveness
Analysis reveals mixed corridor effectiveness across different market conditions. During 
the initial COVID-19 response period (March-December 2020), the interbank rate remained 
within corridor bounds 78% of the time, compared to 89% during the pre-COVID period 
(2019). The most significant deviations occurred during acute liquidity stress in April-May 
2020, when interbank rates occasionally breached the upper corridor bound despite NRB’s 
expansionary stance.

Table 1
 Rate Anchoring Performance

Period
Within Corridor 
(%)

Average Deviation 
(bps)

Max Deviation 
(bps)

Pre-COVID (2019) 89.2 23.4 127.8
COVID Response (Mar-Dec 
2020)

78.1 34.7 198.5

Recovery (2021-2022) 83.6 28.9 156.2
Normalization (2023) 87.3 21.8 89.4

Effectiveness of Nepal Rastra Bank’s  ...
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VECM results indicate strong long-run equilibrium relationships between policy rates and 
market rates. The error correction coefficient for interbank rates is -0.34 (t-statistic: -4.21), 
suggesting that 34% of deviations from long-run equilibrium are corrected within one month. 
This adjustment speed compares favorably with Aydin and Volkan’s (2011) Turkish findings 
(0.28) and Gumata and Ndou’s (2017) South African evidence (0.31).

4.2 Volatility Reduction Analysis
GARCH(1,1) estimation reveals substantial volatility reduction following corridor 
implementation. Interbank rate volatility (measured by conditional variance) declined by 42% 
during corridor operation periods compared to pre-implementation baselines. The GARCH 
parameters (α = 0.12, β = 0.84) indicate moderate volatility clustering with high persistence, 
consistent with Demiralp et al.’s (2015) findings for emerging market corridor systems.

TGARCH results demonstrate asymmetric volatility responses to positive versus negative 
policy shocks. Positive policy rate surprises generate 23% higher volatility than equivalent 
negative surprises, suggesting market participants respond more strongly to tightening 
than easing signals. This asymmetry proved particularly pronounced during the 2022-2023 
tightening cycle.

Table 2
Volatility Analysis Results

Model ω α β α+ α-
Log-
likelihood

GARCH(1,1) 0.018** 0.12*** 0.84*** - - 234.7
TGARCH(1,1) 0.016** - 0.83*** 0.15*** 0.09** 241.3
*Note: ***, *, * denote significance at 1%, 
5%, and 10% levels respectively

4.3 Transmission Mechanism Effectiveness
Vector autoregression results reveal strengthened monetary policy transmission during the 
corridor period. The cumulative pass-through from repo rate changes to commercial bank 
lending rates increased from 0.41 in the pre-corridor period to 0.67 during 2020-2023. This 
63% improvement in transmission effectiveness represents a substantial enhancement in 
monetary policy credibility and market functioning.

Impulse response functions show that corridor implementation accelerated transmission 
speed. The peak impact of policy rate changes on lending rates occurs after 4 months during 
the corridor period, compared to 7 months previously. The improvement is particularly 
notable for deposit rates, where pass-through completeness increased from 0.52 to 0.78.
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Table 3
Transmission Mechanism Results

Variable
Pre-Corridor Pass-
through

Corridor Period Pass-
through

Improvement 
(%)

Lending Rates 0.41 0.67 63.4%
Deposit Rates 0.52 0.78 50.0%
Treasury Bills 0.73 0.89 21.9%
Transmission Speed 
(months)

7.2 4.1 43.1%

Variance decomposition analysis reveals that corridor implementation accounts for 
approximately 31% of the improvement in transmission effectiveness, with the remainder 
attributable to structural reforms in the banking sector and enhanced NRB communication 
strategies.

Analysis of standing facility usage patterns reveals evolving liquidity management practices. 
Standing Lending Facility utilization peaked during March-June 2020 at an average of NPR 
28 billion monthly, representing approximately 12% of total NRB refinancing operations. 
Usage declined substantially during 2021-2022 as banking sector liquidity normalized.

The Standing Deposit Facility, introduced in February 2024, demonstrates immediate 
effectiveness in maintaining the corridor floor. Monthly utilization averaged NPR 65 billion 
during its first year, successfully preventing interbank rates from falling below the deposit 
facility rate. This represents a significant improvement over the previous period when rates 
frequently breached the lower bound.

Cash Reserve Ratio effectiveness improved significantly under the corridor framework. The 
volatility of excess reserves (measured by the coefficient of variation) declined from 0.48 in 
the pre-corridor period to 0.31 during 2020-2023. This 35% reduction in reserve volatility 
indicates enhanced predictability and efficiency in banking sector liquidity management.

The empirical results demonstrate that Nepal’s Interest Rate Corridor framework achieved 
substantial improvements in monetary policy effectiveness during the COVID-19 crisis and 
recovery period, though with notable performance variations across different phases. The 
63% improvement in transmission effectiveness from policy rates to lending rates (0.41 to 
0.67 pass-through) aligns closely with Aydin and Volkan’s (2011) findings for Turkey, where 
pass-through increased from 0.34 to 0.71 following corridor implementation, suggesting 
that corridor systems provide consistent transmission enhancements across different 
developing economy contexts. The acceleration in transmission speed from 7 months to 
4 months represents a significant operational improvement that compares favorably with 
regional benchmarks, approaching India’s 3-4 month transmission speed while substantially 
outperforming Pakistan’s 6-8 months, as documented by Khundrakpam (2017). However, the 

Effectiveness of Nepal Rastra Bank’s  ...
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decline in rate anchoring effectiveness during the acute COVID response period (from 89% 
to 78% within-corridor performance) reflects the challenges identified by Gumata and Ndou 
(2017), who found that corridor effectiveness deteriorates under extreme liquidity conditions, 
particularly when structural thresholds are exceeded during crisis periods.

The volatility reduction achievements, with interbank rate volatility declining by 42% during 
corridor operation, validate Demiralp et al.’s (2015) findings that corridor systems successfully 
manage financial market volatility in emerging economies, reducing interbank rate volatility 
by approximately 40% during external stress periods. The asymmetric volatility responses 
revealed through TGARCH analysis, where positive policy surprises generate 23% higher 
volatility than negative surprises, confirm the theoretical predictions of Berentsen and Monnet 
(2008) regarding differential transmission mechanisms under tightening versus easing cycles. 
These findings are particularly significant given Hofmann et al.’s (2021) documentation that 
COVID-19 significantly weakened monetary policy transmission in emerging economies, 
suggesting that Nepal’s corridor system provided crucial resilience during the pandemic 
period. The sustained improvement in transmission effectiveness throughout the recovery 
and normalization phases indicates that corridor systems can maintain their operational 
advantages even as economic conditions evolve, supporting the framework’s suitability 
for developing economies facing structural vulnerabilities and external dependencies as 
emphasized by Jordà et al. (2020) in their analysis of emerging market monetary policy 
effectiveness.

5. CONCLUSION AND IMPLICATIONS
This comprehensive empirical analysis represents the inaugural systematic assessment 
of Nepal Rastra Bank’s Interest Rate Corridor effectiveness throughout the post-COVID 
economic period, providing critical insights into the framework’s operational performance 
under extraordinary market conditions. The investigation reveals that the IRC system 
demonstrated exceptional resilience during the COVID-19 crisis, successfully maintaining 
core transmission mechanisms despite unprecedented economic volatility and structural 
disruptions. The framework facilitated substantial improvements in monetary policy 
transmission effectiveness, with pass-through completeness from policy rates to lending rates 
increasing significantly alongside a notable acceleration in transmission speed. Furthermore, 
the corridor system enhanced liquidity management efficiency considerably, as evidenced 
by substantial reductions in excess reserve volatility and improved seasonal adjustment 
capabilities that strengthened overall banking sector stability.

The corridor framework proved instrumental in facilitating Nepal’s complex transition 
from aggressive pandemic response measures to post-crisis economic normalization. While 
temporary deterioration in rate anchoring effectiveness occurred during peak crisis periods, 
reflecting the extraordinary nature of market conditions during the acute phase of the 
pandemic, the framework’s fundamental strengths in volatility reduction and transmission 
enhancement demonstrated remarkable robustness throughout the analysis period. The 
system’s capacity to maintain operational effectiveness across dramatically different economic 
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phases underscores its suitability as a monetary policy implementation tool for developing 
economies facing structural vulnerabilities and external dependencies.

Several critical policy recommendations emerge from this analysis to optimize corridor 
system effectiveness in future implementation. Corridor width optimization represents 
a crucial consideration, with evidence suggesting that narrower spreads during normal 
market conditions would enhance rate anchoring capabilities while preserving adequate 
policy flexibility for crisis response. Enhanced accessibility to standing facilities through 
streamlined administrative procedures and improved automated systems would strengthen 
the framework’s operational efficiency and market responsiveness. Communication 
strategy improvements are essential to better articulate the rationale for temporary corridor 
modifications during crisis periods, thereby maintaining market confidence and policy 
credibility. Finally, strengthened coordination between fiscal and monetary policy authorities 
would maximize transmission effectiveness and enhance overall macroeconomic policy 
coherence, particularly during periods of significant economic adjustment.

The findings of this investigation extend beyond Nepal’s specific experience, offering 
valuable insights for other developing economies contemplating similar monetary policy 
framework modernization initiatives. The empirical evidence demonstrates that interest rate 
corridor systems can provide enhanced policy effectiveness even in challenging institutional 
and economic environments, supporting their adoption as part of broader central banking 
modernization efforts across developing countries seeking to improve monetary policy 
transmission and financial market stability.

This study’s primary limitation involves the relatively short time series for post-corridor 
analysis, constraining long-term effectiveness assessment. The COVID-19 period, while 
providing natural experimental conditions, may not represent normal operational 
environments. Future research should examine corridor performance during extended 
normal market conditions and investigate optimal corridor width determination methods.

Three areas merit additional investigation: First, cross-country comparative analysis with 
other South Asian corridor implementations could provide regional optimization insights. 
Second, high-frequency analysis using intraday data could enhance understanding of the 
transmission mechanism’s micro-foundations. Third, integration of corridor systems with 
emerging macroprudential tools deserves systematic examination as Nepal’s financial system 
develops.
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