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Despite the growing number of conflicting theoretical literatures on the role and
relevance of relationship-based banking model, the Japanese Main Bank System (MBS)
has been widely accepted as a growth oriented financial stabilization model. The
reassessment of preceding empirical analysis confirms that this system has significant
impact in establishing good corporate governance and monitoring mechahism and
developing the foundation of securities market infrastructures in Japan. A number of
literatures claim that relationship banking system makes more credit available to the
clients and mitigate their liquidity constraints, reduces and shares the business risks,
better restructures the firms during financial distress, leads to better management
disciplining by active monitoring and taking part in corporate governance system, and
affects their efficiency and profits. These are the basic concerns this study attempts to
focus on and examine whether MBS can be a model fir developing good corporate
governance and monitoring mechanism in Nepalese financial system.

This study first reviews the historical evolution of MBS and analyzes its role in
corporate governance, monitoring and restructuring the client firms in times of financial
distress. The comparative analysis of structure, performance and major problems of
Nepalese financial system has been made prior to examine the relevance of MBS for

Nepal. Incorporating the secondary sources of data, this study employs both qualitative
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and quantative methods of analysis. Empirical results have shown that there have been
significant changes in the structure of corporate finance and governance system in
Japan after the initiation of financial system deregulation since thé late 1970s. These
changes have gradually reduced the role of MBS in corporate governance and
monitoring systems. However, a large fraction of small and medium-scale enterprises
still depend on main bank financing and are likely to maintain the relationship banking
in the future. This shows that the MBS is particularly valuable for those firms, which
are not liable to raise funds from the market, the case prevalent in developing
economies like Nepal.

The empirical analysis shows that Nepalese financial system in an underdeveloped
bank-based system with significant share of public sector banks. Measured in terms of
size, efficiency and level of competition, Nepalese banking system is not notably
different from that of South Asian economies as is the securities market. The market
capitalization, total value traded and annual turnover deflated by GDP measures show
that Nepalese securities market is small, illiquid and inefficient compared not only with
that of industrial economies but also with its South Asian developing counterparts. The
concentration indices measured by Herfindahl Index and Gini Co-efficient shows
concentrated market structure implying lack of competition in the financial system. The
overall analysis of Nepalese financial system implies that making securities market a
main source of finance is not attainable, if not impossible, at least in the short and
medium term. The poor corporate governance system and monitoring mechanism are
the major problems that need to be addressed in the first place.

Despite a number of incomparable differences, some parallels between postwar
Japanese and contemporary Nepalese financial systems have significant implications for
introducing relationship-based banking system in Nepal and overcoming the problems
of information asymmetries between the lender and borrowers. This study observes
that MBS can provide one of the best alternative solutions in the process of corporate
restructuring throughout the financial distress. Evidences show that during the early
stage of development , many firms face liquidity constraints and there is no choice for
corporate finance except bank loans. Under such circumstances, the relationship-based
banking system mitigates the liquidity constraint by providing loans on the one hand

and at the same time disciplines the corporate management by taking equity position

115(479)



RIREERFEREFHmE £78 H£375

and maintaining various contractual relationships on the other. This ultimately helps
develop securities market. Two critical constraints, namely soft budgeting and
corporate governance of the bank themselves, for the success of relationship-based
banking system (i.e.MBS) in Nepal have been observed. Having carefully considered
these issues, this study concludes that MBS is relevant for Nepal at least for short and
medium term until securities market infrastructures are developed and the corporate

sector earns sufficient credibility in the market.
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