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Abstract

Background: Corporate governance, or good governance may have a di-
rect impact not only on economic health of an organization, but also the over-
all status of national governance or systems administration. By now, Nepal
has succeeded to attain political stability and attainment of policy stability is
in its making. It is right time for all type of organizations to institute favor-
able traditions, customs, policies, rules and regulations with increased level
of accountability to help the nation with right policy direction. Therefore, re-
viewing the Nepalese corporate governance scenario by assessing governing
policies, prevailing issues, challenges and practices deem necessary.

Objectives: The main purpose of this paper was to establish an assess-
ment of national policy effectiveness on corporate governance, specifically
in the banking sector.

Methods: Fully based on desk review performed in a qualitative setting
of inquiry.

Results: There is closer linkage between legal and regulatory provisions
and effectiveness of corporate governance in the Nepalese banking sector.

Conclusions:For an emerging economies, improving the level of corpo-
rate governance can serve a number of important public policy objectives
such as reducing market vulnerability to financial crises, controlling trans-
action costs and cost of capital, and resulting with investor confidence and
capital market development situation.

Implications: Nepal needs timely review and updates in not only policies
governing bank and financial institutions, but also the entire company’s act of
the country to make all type of organizations accountable and transparent in
their operations to win the investor confidence and market trust.

Paper type: Review paper
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Introduction

Corporate governance (CG) has been receiving a lot of attention due to its positive impact on
the overall economic as well as professional dimension of the corporation. While financial
crisis at culmination, regulators, government and academicians tend to focus on the corpo-
rate governance more enthusiastically in order to enhance investors’ confidence that would
attract more employment of fund in business. Corporate governance is the set of processes,
customs, policies, laws and institutions, affecting the way a company is directed, adminis-
tered or controlled. The Cadbury Committee of UK defined corporate governance as — “the
system by which companies are directed and controlled” (Cadbury Committee, 2000; as cit-
ed in Aggarwal, 2013). This scholar has observed the relationships among the various stake-
holders including internal members, other shareholders, management and board of direc-
tors (BODs) involved and the goals for which the corporation is governed.

Corporate governance broadly refers to the mechanisms, processes and relations by
which corporations are controlled and directed. Governance structures and principles identi-
fy the distribution of rights and responsibilities among different participants in the corpora-
tion (such as the board of directors, managers, shareholders, creditors, auditors, regulators,
and other stakeholders) and include the rules and procedures for making decisions in cor-
porate affairs. Corporate governance includes the processes through which corporations’ ob-
jectives are set and pursued in the context of the social, regulatory and market environment.
Governance mechanisms include monitoring the actions, policies, practices, and decisions of
corporations, their agents, and affected stakeholders. Further, other scholars have suggested
that corporate governance is a set of rules, institutions, practices that minimize the agency
cost and the divergence between social and private returns on corporate activity (Ararat &
Vyur, 2016). According to ASX Corporate Governance Council (2003), a good corporate gov-
ernance required ten important principles, they are: lay solid foundations for management
oversight, structure a board to add value, promote ethical and responsible decision-making,
safeguard integrity in financial reporting, make timely and balanced disclosure, respect the
right of shareholders, recognize and manage risks, encourage enhanced performance, remu-
nerate fairly and responsibly and recognize the legitimate interests of stakeholders.

In Nepal, corporate culture is becoming essential part of the business and it is slowly
adopting the pace to get its ground. Therefore, it is very important that good practices are
inculcated in our corporate culture from the birth itself. In order to attract FDIs and induce
large investment in joint stock companies will require effective and productive management
structures by laws as well as by practices so as to meet the acceptance of all stake holders.
The companies having good corporate governance are uniformly transparent, systematic and
with segregation of power between owners and the managers. Investors are delighted and are
inclined towards such companies. According to Agrawal (2017) board of directors are the in-
vestors’ curator of trust and believe that they take the decisions on their behalf which directly
impact the success or failure of the company.
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CG is the backbone for the health of a company. If the corporate culture is sound and
of a high standard Nepal enjoy numerous opportunities and can invite global cooperation in
terms of investment in large projects. According to the World Bank (2005), in their report
on the observance of standards and codes (ROSC) for emerging market countries such as
Nepal, improving corporate governance can serve a number of important public policy ob-
jectives which includes reducing emerging market vulnerability to financial crises, reinforces
property rights, reduces transaction costs and the cost of capital, and leads to capital market
development. The legal environment will pave the way but it will not be enough for the or-
ganizations to adopt good governance and to attract global investors unless our corporate
culture matches global standards. It will be upon our Chambers also to play the catalytic role
through awareness programs. The government should encourage by providing incentives for
good corporate practices. At least, the public sector boards can take the lead and show more
transparency in disclosures of their performances and decision making process. Stress on
merit and to be seen taking decisions on merit will be the first step (Agrawal, 2017).

The above discussed situations firmly demand urgency for assessing the prevailing level
of policy compliances and their timely revisits for promoting effective corporate governance
in the present Nepalese content. This study was aimed to revisit present policies for CG in
Nepal. More specifically, the present study has attempted to --

a. assess policy effectiveness on corporate governance,

b. analyze role of public and private enterprises in promoting corporate governance,

c. determine the factors affecting corporate governance,

d. identify issues, challenges and opportunities in corporate governance in Nepal, and

e. examine the legal and regulatory provisions in relation to corporate governance

framework in banking institutions of Nepal.

The corporate governance has become a matter of discussion and is taking a central
stage for the last few years. For the developing countries like Nepal, it has been receiving
a lot of attention for literature and has become an emerging topic for academician in the
policy studies. In addition, improving corporate governance can serve a number of import-
ant public policy objectives for such a developing economy. Koirala & Sigdel (2015) have
claimed that good corporate governance reduces emerging market vulnerability to financial
crises, reinforces property rights, reduces transaction costs and the cost of capital, and leads
to capital market development. These scholars have further suggested that weak corporate
governance frameworks, on the other hand, reduce investor confidence, and can discourage
outside investment.

Regarding the Nepalese politics today, it has been quite stable. We can say that it is in
the transition phase. But if we talk about the policies, it is yet to be stabled. Although many
perfect regulations and policies are made, they have not been implemented properly. Also,
many of the policies are outdated. They need to be timely updated so that the result would
be effective enough.
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Nepal is passing through a transitional phase of institutional and governance reform
regarding securities market development and gradual transformation of the external sources
of corporate finance from bank to market (Pokhrel, 2007). This scholar has further added
that the high concentration of corporate ownership structure and dominance of family busi-
ness groups in corporate affairs have become major constraints in exercising good corporate
governance. Nevertheless, a number of governance reforms are underway and some positive
symptoms have been observed in the banks and financial institutions.

In order to ensure a good corporate governance in Nepal, it requires a joint effort of the
all the stakeholders who need to be more transparent, responsible and socially accountable.
They must actively participate in their corporate affairs to help prevent any fraudulent and
insider practices. Also, the regulatory authority that should effectively enforce rules and reg-
ulations in order to protect the rights of all stakeholders and create favorable environment
to enhance good corporate governance culture. With all these understanding, the study team
was mainly guided by the purpose to explore this particular area introducing the policies and
practices, enforcement mechanism and its effectiveness, and main factors affecting corporate
governance in Nepal.

In context of Nepal, a good governance has been the topic of much recent academic work
and policy discussion (Khatiwada, 2002; & Rawal 2003). Paudel and Hovey (2013), as cited
in Sigdel and Koirala (2015) has examined the impact of corporate governance on efficiency
of Nepalese commercial banks covering 29 commercial banks out of 31 banks in 2005-2011
time duration including corporate governance variables such as board size, independence
and diligence, audit committee size, independence and diligence and ownership structure.
They also documented that bigger board and audit committee size and lower frequency of
board meeting and lower proportion of institutional ownership lead to better efficiency in
the commercial banks.

After analyzing all these facts, some questions can be raised --

a. Towhat extent is the political condition of Nepal firm on promoting corporate gov-
ernance? Is policy stability yet to be gained?

b. How are the corporate behavioral practices in Nepal? Is it really transforming?

c. Do policies need to be updated?

Corporate governance is the system of accountability among shareholders, the boards
of directors and the management of corporate entity (Lusaka, 2005; as cited in Sigdel &
Koirala, 2015). It is of paramount importance to a company and is almost as important as its
primary business plan. When executed effectively, it can prevent corporate scandals, fraud
and the civil and criminal liability of the company. It also enhances a company’s image in the
public eye as well as to the all other stakeholders. It dictates the shared philosophy, practices
and culture of an organization and its employees. Research has shown that good corporate
governance can serve as a tool for attracting better quality investors as well as influencing
stock prices (Korac-Kakabadse, Kakabadse & Kouzmin, 2001; as cited in Siwad, Miruka &
Ogutu, 2015). A corporation without a system of corporate governance is often regarded as a
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body without a soul or conscience. Corporate governance keeps a company honest and out of
trouble. If there is no practice of good corporate governance, then, products might be defec-
tive and management might grow complacent and corrupt. Dishonest and unethical dealings
can cause shareholders to flee out of fear, distrust and disgust.

This paper would be helpful to recognize the various factors affecting corporate gover-
nance. It also would help in determining the different issues, challenges and opportunities
regarding corporate governance in Nepal. Besides, it analyzes the role of public as well as
private enterprises in promoting the corporate governance. This way, the paper covers the
several aspects like government agencies, corporate houses and academia and would benefit
to them all for different purposes.

From the perspective of making it reader friendly, the study team has established a set of
operational definitions of key words used in this paper.

Bank and Financial Institution Act (BAFIA): BAFIA is an umbrella act of all the banks
and financial institutions. It aims to protect and promote the rights and interests of depositors,
provide quality and reliable banking and financial intermediary services to the general public
through healthy competition among banks and financial institutions (BAFIA, 2006).

Basel Committee: The Basel Committee on Banking Supervision (BCBS) is a committee of
banking supervisory authorities that was established by the central bank governors of the group
of ten countries in 1974. It is the primary global standard setter for the prudential regulation of
banks and provides a forum for regular cooperation on banking supervisory matters. The main
objective of this committee is to enhance understanding of key supervisory issues and improve
the quality of banking supervision worldwide.

Corporate governance: Corporate governance is the system that ensure organization’s
obligations to its major stakeholders such as customers, employees, creditors, suppliers and
distributors, the community, and owners are met with integrity and in compliance with ap-
plicable laws and regulations.

Organization for Economic Corporation and Development (OECD) principles: OECD
Principles was developed by the ministers of OECD member countries in order to create legal,
institutional and regulatory frameworks for corporate governance in their countries and to pro-
vide guidance and suggestions for stock exchanges, investors, cooperation that have a role in the
process of developing good corporate governance.

Scope and methodology of work
The main content of the coverage is based on the present policies prevailing in the corporate
sector. However, the study focuses on the types of issues, challenges and factors affecting
corporate governance. It explores the practices of administrative transparency and account-
ability, issues concerning the quality assurance of processes and services, policy and political
stability and the role of government.

The study adopted an exploratory research design since the study intendeds to gather
qualitative data that describes the present policies, role of different enterprises, various is-
sues, challenges and opportunities occurring within the organization and different possible
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strategies for its resolution. The study considers this design appropriate since it facilitated
towards gathering of reliable information describing the true characteristics of the factors
affecting corporate governance.

The study mostly considered a survey of different public and private enterprises that has
been experiencing various types of issues regarding its policies and regulations. Mainly, the sec-
ondary sources of data have been collected. To accomplish our study more effectively the instru-
ments like internet, books and magazines were referred. It helps us to gain more knowledge and
links our field survey to our course (academic) of the study. Also, different individuals working for
different enterprises were contacted in order to make our findings stronger.

This study has not been specified for the particular sector like banking and service industry.
Due to the limitation of time frame, the research team is more inclined to the secondary sources
of data. Similarly, respondents were limited to Kathmandu Valley which limits the generalizabil-
ity of the findings. However, the researchers have attempted to maintain the objectivity of the
study with tested methods and robustness checks.

Concept of corporate governance

The studies have suggested that corporate governance is an overview of policies, rules and
regulations established to govern the corporation and the people in-charge of the incorpo-
rated firm. It defines the relationship between shareholders, board of directors and the con-
cerned stakeholders that determines rules and regulations of the organization (Kulkani &
Maniam, 2014; & Wheelen & Hunger, 2006; as cited in Pradhan, 2015).

Corporate governance is the mechanism by which interested parties (the board, man-
agement, shareholders and stakeholders) in a corporation interact with each other and pro-
mote their interests. Corporate governance is a dynamic phenomenon, in two important
ways: First, the interaction among the parties is dynamic. Second, the rights and responsi-
bilities of each of the parties have a time component. For example, members of the board are
responsible for: review of documents regarding the company’s previous financial period/s;
analysis of the company’s present financial status; and brainstorming with management
about the company’s strategy for the future.

According to Cadbury Commission (1992), corporate governance is the system by which
companies are directed and controlled. Boards of directors are accountable for the gover-
nance of their companies. The key role of shareholders in governance is to appoint the direc-
tors and the auditors and also satisfy themselves that an appropriate governance structure
is in place. The board’s actions should be subject to laws, regulations and the shareholders
during the general meeting.

Governance is to steer or to govern a group of people, society, a nation or a state. Defi-
nition of governance was traditionally associated with government which was used inter-
changeably. This definition was later changed in the 1980s, which broadened the meaning
of governance by incorporating the role and interconnection of three different actors: Gov-
ernment (state actors and institutions), Civil Society (civil alliances and non-governmental
organizations) and Private Sector (households and companies). In this context, the goodness
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of governance will not just depend on triumph or disappointment of one actor but a collective
success or failure of all three actors. These actors of governance are correlated. If one of the
actors is ineffective, corruption becomes inevitable (Bhandari, 2017).

Perceptions of the elements that constitute good corporate governance vary from country to
country since the business environment is not uniform in all countries. Here are some guidelines
that can help shape the corporate governance.

According to the Cadbury Committee (1992; as cited in Mulili, 2011), good corporate gover-
nance must encompass four key aspects, namely --

a. Establishing a board of directors that has clear responsibilities and whose role of

directing or governing is different from that of the firm’s managers.

b. Establishing checks and balances in governance structures with no one person

having unfettered power.

c. Having a well-balanced board team composed of executive and non-executive directors.

d. Ensuring transparency of a board in directing and controlling an organization.

Another set of five good corporate governance principles is offered by the Organization
for Economic Co-operation and Development ([OECD], 1999). The five principles are:

a. Protection of shareholders’ rights;

b. Equitable treatment of all shareholders, including effective redress;

c. Recognition of the rights of stakeholders;

d. Timely and accurate disclosure of all matters that are regarded by a firm as being ma-
terial. These may include financial, performance, ownership and governance matters;

e. Effective monitoring of management and accountability of a board.

According to the research conducted by Sigdel & Koirala (2015), there are three major fac-
tors that have positive impact on perceiving a good governance. They explained as follows:

Transparency: Transparency in any business has been a matter of primary concern for
promoting corporate governance. The regular disclosure of periodic financial performance report
by management, prompt public announcement of pertinent information by the company’s board,
the clarity and completeness of publicly relayed information and easy access of senior manage-
ment to analyst are the factors that helps to promote transparency in banking system.

Accountability: The term accountability simply refers to the answerability of the financial
institution to their stakeholders. The basic attention of accountability is concern with the inde-
pendence and segregation of board of directors and executive committee, commencement of reg-
ular and periodic board meetings, the impartial appointment of external auditors and objective
and proper review of external auditor’s work.

Discipline: Discipline takes into account the focus of firms on their core business. It can be
represented by existence or non-existence of explicitly expressed mission statement with focus on
corporate governance, the clear focus and stand of top management on the core business of the
firm, the internal mechanism to address disciplinary action and its explicit report and provision
of the company to include separate section for assessment of company’s performance in imple-
menting corporate governance principles in its annual report.
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Corporate governance can be analyzed through seven characters including corporate disci-
pline, transparency, independence, accountability, responsibility, fairness and social responsibil-
ity (King Report, 2002).

Figure 1: Factors affecting corporate governance
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Source: Sigdel & Koirala (2015). Corporate governance in Nepalese financial sector.

Figure 1 shows the theoretical diagram that depicts the different factors responsible
for corporate governance. This diagram indicates corporate governance as a dependent
variable and independent factors are transparency, independency, accountability, fairness,
social awareness, discipline and responsibility. Bank categories - A, B, and C as per Bank
and Financial Institutions Act (BAFIA), 2006 is considered as moderating variables, so as to
analyze the effect of policy moderation in overall corporate governance of those banks and
financial institutions.

OECD principles of corporate governance
According to OECD (1999), corporate governance as a set of relationships between a compa-
ny’s management, board, shareholders and other stakeholders. It also provides the structure
through which objectives of the company are set, and the means of attaining those objec-
tives and monitoring performance. The corporate governance frameworks are derived from
OECD’s principles of corporate governance. OECD’s principles are generally taken as basis to
frame the governance system all over the world, which are clearly summarized below:
a. Corporate governance framework complies with all the laws, rules and regulatory
requirements.
b. It helps to recognizes rights, protects and facilitates the exercise of shareholders’
rights.
c. It recognizes the equitable treatment of all the shareholders including minority
and foreign shareholders.
d. Corporate governance framework should establish a performance enhancement
system for active participation of stakeholders.
e. CG framework should ensure the availability of relevant information.
f. It ensures transparency, accountability and professionalism in the management
system.
g. CG framework should ensure the respect for norms of business ethics and respon-
sibilities of board.
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Basel committee corporate governance framework

Basel Committee on Banking Supervision has published a guidance paper in 1999 to assist
banking supervisors in promoting and adoption of sound corporate governance practices
(Adhikari, 2014). The guidance drew from OECD principles of corporate governance to assist
member countries to improve corporate governance in their jurisdictions. Basel Committee’s
corporate governance framework provides guidance to financial institutions and financial
market regulators. The Basel Committee’s document, “principles for enhancing corporate
governance” set out best practice for banking organizations. Implementation of provisions of
Basel II in banking sector forms important part of good corporate governance. The key areas
of the principles from the banking and financial industry perspective are highlighted below:

a. Set corporate strategies and values to be communicated in the Banking industry.

b. Define the responsibility and accountability of the board.

c. Ensure the Board members are qualified for their positions, have a clear under-
standing of their role in corporate governance and be able to exercise sound judg-
ment about the affairs of the bank and are not undue influence from management
or outside concerns.

d. The Board and senior management should effectively utilize the work conducted
by the internal audit function, external auditors, and internal control functions.

e. The board should ensure that compensation policies and practices are consistent
with the bank’s corporate culture, long-term objectives, strategy and control envi-
ronment.

f. The board and senior management should understand the bank’s operational
structure, including where the bank operates in jurisdictions, or through struc-
tures, that impede transparency know-your structure.

Practices of corporate governance
The broad view of environmental governance is an ensemble of state policies, formal and in-
formal institutions, and practices related to the control and management of the environment
for a variety of economic, cultural, ecological, and social values. It involves defining and enact-
ing rules related to the use, control, and management of environmental resources. Such rules
emerge either inside the formal system of the state (such as regulatory arrangements) or un-
der traditional and indigenous arrangements of resource control. Policy-making processes and
stakeholder engagement is consider as an essential components of environmental governance.
Figure 2 shows the environmental governance at the national and sub-national levels by
presenting a broad view of the status of policy and institutions governing natural resources
and analyses policy implementation. It focuses on how policies, regulations, and institutions
are changing over time and highlight important gaps related to the lack of coherence, defi-
cits in implementation, and tendency to ignore evidence in policy-making processes. Fur-
thermore, it also assess local level environmental governance, focusing on community-level
institutions and local government. As it demonstrate, decentralized and community-based
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Figure 2: Framework of multidimensional governance
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approaches to environmental management have emerged as a global agenda for advancing
sustainable development, and considering this shift in global policy debate.

Similarly, regarding corporate governance practices in Nepalese Banks, the corporate
governance principles from the banking perspectives it is clear that corporate governance
ensures transparency, accountability and professionalism in the financial system that en-
hances the credibility and acceptability to the shareholders, employees, present and potential
investors, customers, lenders, governments and general public. Since Banks deal in public
money and public confidence is of outmost importance (Gorkhali, 2010). Corporate gover-
nance should be strengthen through setting the clear strategies, well-defined organizational
structure to implement the strategic, transparent reporting system in an ethical manner and
controlled environment (Kharouf, 2000).

In Nepalese context, most of the corporate governance practices are expected to evolve un-
der the regulatory requirements of the Nepal Rastra Bank (NRB) rather than other laws and
rules. Therefore, in this section, history and general environment of banking institutions in Nepal
and applications of corporate governance with reference to OECD Principles of Corporate Gov-
ernance and Basel Committee on Banking Supervision framework are discussed. In developing
countries such as Nepal, a good governance of Banks is crucial for the survival of its economy.
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Legal and regulatory environment in the Nepalese banks
Nepalese banks are regulated by the Bank and Financial Institutions Act (BAFIA) 2006,
Company Act 2006 and regulated by Nepal Rastra Bank. After the operations of the joint
venture commercial banks in Nepal since 1984, they brought modern banking system and
exercise to establish the good governance practices in Nepalese financial system. In consid-
ering the general banking environment in Nepal, it is important to emphasize the banking
laws, commercial laws and regulatory frameworks. Adhikari (2013) has stated that financial
reporting standards issued by the professional bodies will affect the local practices and the
development of adequate laws and regulations. Accordingly, application of accounting stan-
dards and auditing practices impact the environment of the company.

Another contributing factor is the level of exposure of the banking institutions to inter-
national regulations. The banks with a foreign ownership are more likely to have an advanced
level of corporate governance than those with limited international exposure. Another im-
portant common dimension that is relevant to corporate governance is the strong family
control of ownership, boards of directors and management (Mundul, 2005).

Moreover, Nepalese financial institutions in general are limited in their traditional bank-
ing activities. This limitation may also imply still weak corporate governance in general. In
spite of these issues, most Nepalese banks are small in size compared to the major financial
players in the international markets. There are thirty-one commercial banks operating bank-
ing business in Nepal as on July 2013 (NRB, 2013). Commercial banks dominate the overall
financial sector with limited role of non-bank financial institutions and the capital market. The
banking sector alone accounts for a substantial share of assets of the financial system.

Nepalese banks are trying to continue to innovate new product and global networking of
the banking environment with implementation of strong corporate governance framework.
Nepal Rastra Bank, as the regulator, has the responsibility to supervise the nature of cor-
porate governance practices in the banking sector. Government of Nepal and Nepal Rastra
Bank has continued the financial sector reform program and emphasizes the maintenance
of good governance practices in financial sector that create the environment to ensure the
flow of foreign investment. The major recommendations of the OECD and Basel Committee
on Banking Supervision are being adopted by the Nepalese banks in order to safeguard the
stability of the economy and financial system.

Present policy status on corporate governance in Nepal

Capital markets: The capital market of Nepal is relatively small compared to other nations.
The development of a capital market has been delayed due to a lack of proper rules and reg-
ulations for investors’ protection and good governance (The World Bank, 2005; as cited in
Acharya, 2018). The NEPSE operates as the country’s sole stock exchange under the Secu-
rities Act, 2007. The main function of NEPSE is to provide a platform for trading securities.
The Securities Board of Nepal (SEBON) acts as the apex regulator for the securities markets
in Nepal under the Securities Act, 2007 (The World Bank, 2015).The banking sector plays an
important role for the development of capital markets, however in Nepal, compared to other
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developing nations, the banking sectors seems to be less efficient due to an increase in NPL,
shortfall in capital, ineffective supervision, and slow recovery rate .Nepal had embraced a
dematerialized share trading system by replacing the traditional paper based system only
during January 2015. The dematerialized process has led to an increase in the number of
retail investors and volume of trading (Acharya, 2018). Good CG encourages investor confi-
dence and outside investment.

Banking, finance and others corporate sector: The World Bank and IMF initiated their
support since 1980 for improving Nepali banking, financial institutions and others corpo-
rate sector reform which is still going on. Banking and financial institution ordinance was
enforced in 2004. Main objective of law is to deregulate the banks and financial institutions.
Nepal also introduce few corporate law in 2005 with the help of Asian development bank
(ADB) corporate sector project. Company ordinance, bankruptcy ordinance, secured Trans-
action Ordinance 2005 are few examples. Main objective behind such laws is to promote
corporate governance in Nepal. ADB’s assistance in Nepal began in 1968 it has also playing
important role to liberalize Nepal’s economy. ADB’s assistance is primarily on sector life
agriculture and rural development, education water supply, sanitation, infrastructure and
public and private sector governance.

Nepal Rastra Bank ([NRB], 2002) maintains the independence and autonomous rights
to act as the central bank, is free from government intervention to formulate monetary and
foreign exchange policies to maintain price stability, balance of payment, develop a secure,
healthy and efficient payment system, appropriately regulate, inspect and supervise banks
and financial systems and enhance public credibility towards banks and financial systems.
NRB (2002), in its directives, has maintained several requirements to prevent political inter-
vention and maintain professionalism in NRB by specifically mentioning the criteria for the
formation of boards of directors including appointment of governor and deputy governor,
their qualifications, code of conduct, terms of directors and remuneration and other benefits
of directors. Further, it mentions the constitution, functions and duties of the inquiry com-
mittee, meetings of the board, their functions, duties and power and professional code of
conduct and official responsibilities (NRB, 2002).

The central bank of Nepal, NRB has been playing a big part in supporting corporate gov-
ernance in the most prominent public sector in Nepal i.e., banking sector. NRB redundant-
ly issues several corporate governance guidelines for the banking sector. NRB issued policies
which includes guidelines for board of directors, managers and shareholders, role of internal
and external audit, etc. to protect the interest of the shareholders, boost investors’ confidence
and capacity building or in other words, to foster good governance (Ministry of Finance [MOF],
2006). Some of the notable guidelines that encourages good governance are enlisted below:

Board of Directors: The board of directors is a collective body that should act in the best
interest of shareholders. The board requires the combination of executive and non-executive
directors to pursue the shareholders’ interest. The non-executive directors on the board will
not be able to exercise their duties effectively, unless they are independence from manage-
ment and ensure they provides unbiased business judgment. Independent directors are the
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person entrusted by shareholders to represent them and will help to reduce agency problems
(Fuzi, Halim & Julizaerma, 2016).

As per the Bank and Financial Institutions Act, 2006 all banks must have a board of
directors of between five to nine members including one professional director from the list
provided by the NRB. The directors are appointed at general or annual general meetings of
the Banks and Financial Institutions (BFI) and not more than one member from same family
are eligible. In case of Independent Directors person of his/her family who subscribed more
than 1% shares of concern BFI’s are not eligible for different Directors of BFI’s. Same person
does not eligible for different BFI’s Board of Directors (MOF, 2016). BAFIA 2017 has men-
tioned some specific responsibilities to the Board of Directors, which are pinpointed below:

a. No board directors are entitled to derive any personal benefits from the bank or
financial institutions while performing the role.

b. If any director is found to have derived personal benefit, then the financial institu-
tion has the right to recover that amount from the director.

c. If any directors take any decision beyond his/ her responsibility and cause harm
to the bank, the bank or financial institution will not be responsible for any action
taken by that director.

d. The board should prescribe the remuneration and benefits of the chief executive.

Management: Since BAFIA 2006, there has been a slight change in the appointment
criteria for the CEOs of banks and financial institutions. A bank CEO must have completed a
Master’s degree in management, banking, financial, 65 monetary and economics, commerce,
auditing, statistics, or law. Or, alternatively, they may have a Bachelor degree and at least 10
years working as an officer in these areas to be eligible to become a bank CEO. Furthermore,
just as it is for the board of directors, for any individual to be appointed CEO, he/she must
be a normal person, and should not be have been declared bankrupt or have any fraud or
dishonest offence. The chief executive officer of a bank can have a two-year tenure and is
responsible for the preparation of the annual budget and action plan which he/she presents
to the board for approval before implementation (NRB, 2006).

Audit committee: The Companies Act, 2006 requires all the listed companies with the
paid up capital of NPR 30 million, which is fully or partly owned by the government, to have
an audit committee under the chairmanship of a non-executive director who is not involved
in the day to day operations of the company. Further, this Act prohibits any close 65 relatives
of the CEO to be the members of the audit committee. The Companies Act, 2006 has high-
lighted the responsibilities of the audit committee as:

a. To review the accounts and financial statements of the company

b. To review internal financial control and risk management systems

c. To supervise and review internal auditing activity of the company

d. Torecommend the names of potential auditors for the appointment of the auditor
of the company and fix their remuneration and terms and conditions

e. Toreview the remarks contained in the external audit report and take 67 necessary
actions if required.



86 Quest Journal of Management and Social Sciences: Corporate Governance Edition—Vol.1, No.1, 2019

f.  To provide board of directors about the accurate information about the company.
g. To prepare accounts related policy of the company and enforce it.

Audit committee has a vital role in fostering good governance in the business scenario
of Nepal. Despite the body playing its role, many cases have been reported that addressed
the issues of frauds and miscommunication. For an instance, Gurkha Development Bank
Executive Chairman DB Bamjan is facing charges over alleged irregularities while lending
Rs. 130 million to one Pancha Lal Maharjan. The central bank has found that Maharjan did
not actually receive the amount. The central bank also found that the bank directors were in-
volved in insider trading, as the bank was in a process to purchase land of a promoter against
the banking norms. Such cases would not be possible if there was a strong audit committee.
Such bad practices can never lead the business towards prosperity.

Public utilities and privatization: Privatization is one of the major components in the
process of economic liberation. However, the impact of privatization is always contended.
The experience in different countries has shown that privatization of public utility service
is very sensitive. In Nepal the government has decided to open banking, education, health,
telecommunication services for private sector. After Nepal’s accession to WTO, the schedule
of commitment was determined for other areas of services that Nepal has to open within
stipulated time frame. Many developing countries have embarked on various forms of mar-
ket-oriented reforms to modernize their economies, and the privatization of state-owned en-
terprises has often been a centerpiece of such reforms.

Privatization, however, presents special challenges for both the public sector governance
and corporate governance in developing countries like Nepal. In some transition economies,
weak corporate governance has facilitated the corrupt officials in looting the already impov-
erished states during the process of privatization (Black, Kraakman & Tarassova, 2000; as
cited in Wu, 2005).

Trade and investment: Policies and institutional framework necessary for making indus-
trial sector more competitive were devised in early 1990s. Basically, the laws and policies that
govern industrial activities and related service are:

a. Industrial Policy 1992
Industrial enterprises act 1992
Foreign direct investment policy 1992°
Foreign direct investment and technology transfer act 1992
Privatization act 1993
Electricity act 1992 and water resources act 1992

I

These initiatives aim at both deregulating and streamlining investment and procedure.
Both domestic and foreign government is encouraged. The liberalized trade regime refers
to elimination of all quantitative restriction and import license. In fact, Nepal has already
ensured the most favored nations and national treatment.
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Issues and challenges facing CG in Nepal

Good governance in Nepal is needed in every field. It is vital for making proper use of the
human, material, and financial resources. It is required to meet the needs of people by mo-
bilizing internal resources, controlling corruptions and many more. By maintaining good
governance in Nepal, we can fulfill public needs, distribute national income proportionately,
provide speedy and credible services, control bribery, irregularities and promote public con-
fidence in the institutions, it is important to check corruption and impurity to promote the
interests of underprivileged.

It is difficult to achieve good governance in totality in a country like Nepal, yet it is not
impossible. There are many seen and unseen, some deeply rooted challenges to Nepal. Chal-
lenges of Good Governance in Nepal are mainly as follows:

Illiterate and weak civil society: Civil society consists of a range of local groups, spe-
cialized organizations whose function is to mediate between the individual and the State. Our
civil society seems quite weak as it has less participation and involvement that is permitting
the high level of corruption and misuse of power.

Low accountability, responsiveness and transparency: Accountability and responsi-
bility are the most essential things for good governance in Nepal. Good governance requires
accountability on the part of every institution: government or private, and also civil society
towards the people going to be affected by its decisions or actions. They should be equally re-
sponsible towards their duties. Here, lack of accountability and responsiveness is one of the
main obstacles of good governance in Nepal. Also, to maintain the transparency is one of the
major problems of good governance in Nepal. Good governance can be promoted only where
decisions are made and implemented according to rules and regulations in a transparent way
and public information is freely and easily made available.

Deeply rooted corruption: Nepal, now-a-days is going through many corruption issues
which has severe effects not only on business but in an economy of nation as a whole. Almost
all the organizations are allowing the corruption which directly shows the practice of bad gov-
ernance in Nepalese organization. Not a single day can be passed without a news entitled with
the headline of corruption. The government should put its eye upon it as soon as possible.

Weak law enforcement and impunity: Although the policies and laws are amazing, they
are not executed properly in almost every sector. It shows that government is not monitoring
properly. And no one miss the chance to disobey the law. It means that both the government
and the civil society should be responsible enough in this case. Thus, the company should
operate within the legal frameworks that are enforced by regulatory bodies, for the full pro-
tection of stakeholders and government should supervise parallel.

Equity and inclusiveness: Equity and inclusiveness is most essential things for good
governance in Nepal. It should be ensured that nobody feels excluded from the main stream
of the society. As far as possible, every section of the society should be represented propor-
tionately. Here in Nepal, lack of equity and inclusiveness is one of the main obstacles of
good governance in Nepal.
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Unstable policies: After such a long period of political instability, Nepal has achieved
quite stable government. However, there is still absence of policy stability. They are not up-
to-date and properly reformed. A policy of corporate governance needs a clear enforcement
mechanism, applied consistently, as a check and balance against the actions of executive staff.

Low innovation in governance system and traditional mindset: Nepalese corporate sec-
tor is more inclined to the imitation rather than innovation. Mostly, the government organiza-
tions are performing in a traditional way. Every corporate body needs to take the risk of innova-
tion, i.e. innovation in products, in services and it plays a pivotal role in corporate governance.

To fight against the above challenges and to bring about good governance in Nepal,
governmental, private sector and every individual should work together. There have to mass
awareness and educational programs launched. A structural reform has to be affected; our
official and legal working procedures should be appropriately improved. Civil society and
private sector should play more active role. Judiciary and law enforcing agencies should be
appropriately empowered, trained and equipped. All of Nepali mindset needs to be changed
as per time. We all Nepalese should transform the administration from process oriented into
action and service oriented.

Role of public and private enterprises in promoting good governance
The effectiveness in the practices of corporate governance all depend upon the performance
of both public and private enterprises. The framework of all those enterprises should have
such attributes that contribute to effective governance and tools for addressing governance
risk. A framework helps define the role of the board and management, delineates duties and
helps prevent duplicated efforts and the overlooking of critical issues (WSJ, 2013).It should
provide the strong construct for evaluating how management’s responsibilities fit with the
board’s oversight responsibilities.

Effective and efficient management of public sector organizations is an issue of concern
in many countries. Melese et al. (2004; as cited in Mulili, 2010) have argued that public sec-
tor organizations are increasingly being held more accountable for their performance and are
therefore expected to operate efficiently and effectively. This means that public sector organi-
zations have to search for ways to improve on their activities. Similarly, activity based man-
agement practices can increase transparency and efficiency when conducting government ac-
tivities thereby assisting public sector organizations to achieve their objectives (Baird, 2007;
Melese et al., 2004; as cited in Mulili, 2010). Recently, banking industry holds the major
portion of public sector enterprises. Nepal Bankers Association (NBA) claims that the bank-
ing sector has the highest standards of corporate governance. It is true in comparison with
many other institutions in the country, which are completely non-transparent. This is one of
the reasons why the financial sector has shown encouraging growth in the country. But there
is always considerable scope for improvement.

The Companies Act, 2006 has made the following mandatory provisions for the public enterprises:

a. Itrequires at least seven shareholders and promoters.
b. Annual General Meeting (AGM) should be held every year within six months after
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the expiry of fiscal year. Extra-ordinary General Meeting (EGM) can be called by
the Board of Directors (BODs), if it deems necessary.

c. Each company shall have Board of Directors consisting of minimum of three and
maximum of eleven members. Meeting of the BOD s should be held at least six
times a year.

d. While forming the BODs, at least one Independent Director should be nominated
in the case of the number of directors not exceeding seven, and at least two In-
dependent Directors should be nominated in the case of the number of directors
exceeding seven. The Independent Directors should be appointed amongst the
persons who have knowledge and work experience as prescribed in the Articles of
Association of the company.

e. No director of a company shall do anything to derive personal benefits from the
company or in the course of conducting business of the company. If founded doing
so, the company shall recover the amount involved in the matter from such direc-
tor as if such amount were a loan.

Nepal report on the observance of standards and codes accounting and auditing
(ROSC) observations: The Nepal ROSC A & A team reviewed a sample of 20 financial state-
ments from commercial banks; insurance companies; an airline; a hotel; and hydropower,
manufacturing, and telecommunication companies. The team found significant differences
in the accounting standards and policies adopted with regard to International Financial Re-
porting Standard/ International Accounting Standard. The team found that noncompliance
is considerable which definitely raises the question of integrity regarding corporate gover-
nance regarding the statements that provide information about the financial position, perfor-
mance and changes in financial position of an enterprise (The World Bank, 2015).

The ROSC team also observed that the audit firms are conducting audits of historical
financial statements in compliance with the auditing standards. However, some deficiencies
was felt in areas of risk assessment, audit sampling and planning, management representa-
tions, supervision and documentation of audits, and quality control for audit work. These
deficiencies need to be aligned and enforced in line with International Standard of Auditing.

In addition, most general purpose financial statements here are not prepared in accor-
dance with the applicable accounting standards as per ROSC observation. As many inter-
views and discussions with stakeholders and regulators revealed that there are serious con-
cerns about the quality of financial reporting. Entities have given low importance to financial
reporting. Adding to this, the low-level skills of accounting professionals, lack of capacity
of the regulators, and the lack of sanctions resulting from poor oversight, etc. are the major
issues observed by ROSC.

Nepal’s private sector is dominated by small- and medium-scale enterprises, which
comprised more than 90% of the total registered businesses. The private sector is recognized
as one of the important pillars of the economy with its vital role in achieving higher growth.
The government is now promoting private sector participation in infrastructure development
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of hydropower plants, irrigation, roads, and airports and has begun creating an enabling
environment for private investment. However, the private sector of Nepal is not being able
to compete in the global market due to the various reasons such as small size, large degree
of informality, and lack of innovation. This finally results in limited economies of scale and
low profitability. Dominant large firms are generally family-run and have survived mostly
due to a lack of competition. This is changing, however, with market liberalization allowing
foreign investment and increasing internal capacity due to the influence of and exposure to
such investments (ADB, 2013).

Even the majority of the registered businesses are covered by small and medium-size
entities (SMEs), there is no clear definition for SMEs in law, and they do not have separate
standards to be followed for preparing financial statements. Because of that, SMEs in Nepal
are facing challenges regarding financial reporting and transparency. SMEs, generally, are
small sized companies with no public accountability. They exist in all sectors except for fi-
nancial and insurance (The World Bank, 2015). The remaining large private enterprises are
mostly family-led, where the family owns a majority interest in the company or a controlling
minority interest. Many of the largest firms in this segment are held in holding companies
or are otherwise part of a family group of firms, alongside other firms that may be wholly
owned, joint ventures with foreign firms, or other family-led corporations.

The Companies Act, 2006 has made the following mandatory provisions for private enterprises:

a. Itrequires minimum one shareholder or promoter.

b. The company shall have Board of Directors consisting of maximum of eleven mem-

bers.

c. Each private company shall submit a copy of the annual financial statement certi-

fied by the auditor to the office of the Company Registrar within six months of the
completion of fiscal year.

The basic belief of effective corporate governance hinges on honesty, trust, integrity,
openness, performance, orientation, responsibility, accountability, mutual respect and com-
mitment to the organization. Organizations need to develop a model of governance that aligns
the value of corporate governance.

Outcomes of effective corporate governance
The essence of good corporate governance is ensuring trustworthy relations between the
corporation and its stakeholders, government and civil society. Therefore, good governance
involves a lot more than compliance. The success of every sector of economy and nation de-
pends upon the good governance which is a culture and a climate of consistency, responsibil-
ity, accountability, fairness, transparency and effectiveness that is deployed throughout the
organization (Arguden, 2010). Some of the major outcomes of corporate governance include:
a. Giving stakeholders confidence that the business is being run to important legal
standards so that it never violates applicable laws or regulations, including the
unwritten rules of good, ethical behavior.
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b. Providing transparency in the company’s decision-making processes both in good
and bad times.

c. Regulating efficient cooperation between a supervisory board of directors and the
management of a company.

d. Ensuringthe company exercises prudence in strategy-setting and decision-making
so that the best interests of all stakeholders are taken into account.

e. Providing a framework for action if there’s a violation of the company’s code of
conduct.

f.  Ensuring the company is geared toward long-term value creation, not short-term gains.

When the company’s management works according to a well-defined corporate governance
structure, the well-being of everyone involved in the company should automatically be taken care
of. Beside this, there are many more outcomes of good governance practice. They are:

Improved reputation: Edmunds (2018) has stated that a corporate governance pro-
gram can boost the company’s reputation. If the corporate governance policies and detail
how they work are publicized, more stakeholders will be willing to work with the organiza-
tion. The practice of sharing internal information with key stakeholders is known as trans-
parency, which allows people to feel more confident you have little or nothing to hide.

Fewer fines, penalties, and lawsuits: Corporate governance includes instituting poli-
cies that require the company to take specific steps to stay compliant with local, state and
federal rules, regulations and laws (Edmunds, 2018). It might require that the accounting
department undergo an external audit by an independent auditor every quarter or year.

Decreased conflicts and fraud: Corporate governance limits the potential for bad be-
havior of employees by instituting rules to reduce potential fraud and conflict of interest.

Sound environment for conducting business: Practice of good governance encourages
people to invest and conduct the business. The risk for the investors will be low if there is fair-
ness and transparency in business. Thus, they do not hesitate to invest. Also, employees feel
good and safe to work in such environment. Therefore, overall performance of the business
goes smoothly. This way, all individuals, businesses and the nation can be benefited from the
practice of good governance.

Major findings

a. Most of the Nepalese banks are trying to continue the innovation of new products
and global networking of the banking environment with the implementation of
strong corporate governance frameworks.

b. Nepal Rastra Bank (NRB) has been playing a big role in supporting corporate gov-
ernance in the most prominent public sector in Nepal. NRB also issued some poli-
cies which includes guidelines for board of directors, managers and shareholders,
role of internal and external audit etc. in order to protect their interest and to
foster good governance.
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c. There is no clear definition of rules, regulations and laws for SMEs and also they do
not have separate standards to be followed for preparing financial statements which
tends to have low transparency and challenges regarding financial statements.

Conclusions

Good governance is usually expressed as a collective happening of rule of law, transparency,
accountability, fairness, responsibility, participation, equity and inclusiveness. It plays an
important role in achieving social and economic development. Policy reforms have been a
key factor in improving capacities of OECD countries to address issues such as financial cri-
ses, competitiveness, boosting the confidence of government, and so on. The quality of gover-
nance is recognized as fundamental to ensure the quality of life of citizens. The sustainability
and the strength of democracy are all reflected on the level of practice of good governance.

Although several legal compliances are set by the Company Act and other similar policy
premises, most of the cases, respective policy guidelines and operating standards are yet to
be fully implemented. Nepalese enterprises are facing the issues of corruption, unsupportive
civil society, weaker enforcement of law, unstable policies and low level of industrial inno-
vation. It is also seen that the public enterprises are more inclined to good governance in
comparison to private enterprises.

For emerging market countries, improving corporate governance can serve a number of
important public policy objectives such as reducing market vulnerability to financial crises,
reduces transaction costs and the cost of capital, and leads to capital market development.
Weak corporate governance frameworks reduce investor confidence, and can discourage out-
side investment. Therefore, over the past several years, the importance of corporate gover-
nance has been highlighted with an increasing body of academic research (The World Bank,
2005) in this particular domain.

Recommendations for policy implications

The system of governance not only affects the firm’s performance but also has its impact
upon the development of the state. Good governance depends on institution-wide ability to
exercise power and to make effective decisions over time, across all dimensions of socio-eco-
nomic, political-legal, technological and international environmental premises. This is again
linked with the government’s capacity for knowledge development and management, media-
tion, resourcing, implementation and maintenance of key relationships. We, as a study team
in this discourse, have produced a few important recommendations for policy implications
in this respect:

a. There should be review provision in the Company Act, 2006 by mentioning a size
threshold for companies required to have their financial statements audited. The
law currently requires all companies, irrespective of their size, to be audited in
the same degree. The threshold should be established as such that the companies
above a certain size should be audited, and those below the threshold should pres-
ent financial statements in a compilation format.
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b. In the current scenario, key corporate governance institutions such as Securities
Board of Nepal (SEBON) and Office of Company Registrar (OCR), there is lack
resources and authority. In conjunction with the new legislation, priority must be
given to strengthen these institutions charged with enforcing governance require-
ments. Reforms should be made for OCR that include changes on technical up-
grades to modernize its systems for filling and documentation. The OCR should
be able and willing to demand that delinquent companies hold the AGM and make
proper filling in time.

c. For SEBON, additional resources and authority should be delegated to strengthen
itself as a serious capital markets regulator. It should also be able to impose fines
and reverse abusive or incorrect corporate actions.

d. The government should focus on enhancing corporate transparency by mandating
all listed companies to follow national standard for accounting and auditing; with
assurance that high standards are introduced and implemented. In this, Institute
of Charter Accountant of Nepal (ICAN) has to play a significant role by ensuring
that the standards it issues adhere closely with the International Financing Re-
porting Standard (IFRS) and International Audit Standard (IAS). It will be very
critical to maintain high level of professionalism from its members. Thus, training
on member capacity building should be instituted.

e. Nepalese corporate environment has suffering from an adverse tradition of nep-
otisms and favoritisms. It creates a discouraging situation for competitively per-
forming employees just because they are less favored. It may also create hostile
working environment where the employees no longer feel to perform the job as
their ethical and responsible duties. They may take it for granted which in turns
results in low productivity. Mostly, the practices of such nepotisms and favoritisms
are seen in private enterprises, producing a culture of discrimination. The provi-
sion for ‘right to sue’ should be made if in case, it is proven.

f.  Promoting and embracing the adaptation of a corporate governance culture in the or-
ganization should be given the utmost priority. A robust corporate culture should be
established and maintained, in both small and large scale enterprises. For that com-
panies need to invest in good governance by leveraging the power of information tech-
nology (IT) and government should support it by associating with international asso-
ciations in order to raise awareness of good corporate governance practices in national
public and private sectors.
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