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Overview: Hope Midst Uncertainty 
 
Nepal ended a decade-long conflict when key stakeholders reached the Comprehensive Peace Agreement 
in 2006, and successfully held the Constituent Assembly election in 2008. The country has since been 
making efforts to establish a “new” Nepal with inclusive and accountable governance structures. Fiscal 
management has remained prudent: there has been progress in revenue administration, and a three-year 
budgeting framework is being established. The ongoing efforts to increase block grants to local bodies, if 
managed well, can take resources closer to where they are used. Furthermore, service provision, 
especially in education and health, is improving as community/user groups are increasingly involved in 
taking decisions that affect their lives.  
 

But the transition to peace and democracy remains complex and it is taking longer than initially expected 
for the stakeholders to agree on the new government structure. There is fear that the new constitution, in 
the making since April 2008, may not be ready by the deadline of May 28, 2010 in accordance with the 
Interim Constitution. The resulting uncertainty could lead to deterioration of public security and harm 
economic performance, which already suffers from poor infrastructure, acute power shortages and rigid 
labor regulations.  
 

Economic activities remain constrained: GDP growth for FY10 is now projected to be 3-3.5 percent, from 
5.3 percent in FY08 - when the economy briefly enjoyed peace dividends boosted by good weather. High 
remittances estimated to exceed a quarter of GDP have helped reduce poverty (from 42 percent in 1996 to 
31 percent in 2004) and keep the economy afloat. But they have also injected a significant amount of 
liquidity into the economy. This, combined with an accommodative monetary policy and supply 
bottlenecks, such as transport disruptions and cartel activities, has resulted in double-digit inflation. Much 
of the new liquidity has gone into real estate creating a boom that involves speculative activities—often 
funded by banks and credit cooperatives. 
 

The financial sector is a concern. Credit grew fast on inflated real estate prices and weak supervision, 
especially for cooperatives. At the same time, remittance growth has slowed and deposit growth has 
decelerated causing a cash crunch in many banks, which has raised interest rates. Very careful economic 
management is needed to avoid rapid deterioration in the financial sector.  Other red flags in the external 
sector are fast increasing imports, stagnant exports and resulting reserve losses.   
 
Nepal can build on some of the positive beginnings and translate them into higher inclusive growth 
provided the political uncertaities diminish and the investment climate improves. This would require 
urgent and continued attention of policy makers to economic issues. Timely responses to address the 
emerging financial sector vulnerabilities is essential in the immediate future. Alleviating structural 
impediments to growth and creating a better investment climate are important for realizing the country’s 
significant potential in the medium term.  

                                                            
1 Prepared by Hisanobu Shishiso and Roshan Bajracharya. 
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Recent Economic Developments 
 
Real Sector  

 
The government has 
downgraded its GDP 
growth projection for 
FY10 to 3.5 percent 

from the budgeted 5.5 percent. This is substantially 
lower than growth in FY 08 (5.3 percent). Even with 
the lower projection, downside risks are large as the 
construction boom, discussed below, cools off. 
Optimism about a smooth transition to peace is tapering 
off, giving way to growing concerns about continued 
political instability. The government expects agriculture 
to grow by 1.1 percent, against the earlier projection of 
3.3 percent. Non-agricultural growth is expected to 
nearly halve to 3.6 percent from the 6.6 percent 
projected earlier.  

 

Agriculture: Prolonged 
drought and unseasonal 
rains adversely affected 
Nepal’s largely rain-

fed agriculture, which contributes 33 percent of GDP.  
Paddy production, which accounts for 21 percent of 
agricultural output, fell by 11 percent in FY10. The 
production of wheat (7.1 percent of total output) and 
maize (6.8 percent) also declined. A grain deficit of 
400,000 tons is expected in FY10, yet there has been 
little or no new investment to mitigate the effects of 
weather. Investment in agriculture and irrigation 
remained at low averages of 0.52 percent and 0.55 
percent of GDP, respectively, between FY07 and FY09.  

Industry: Industrial growth tumbled from 4.0 percent in 
FY07 to 1.8 percent in FY08, and stagnated in FY09.  
This is because production was disrupted by acute 
power shortages, frequent strikes (bandhs), transport 
disruptions, business extortion, and labor disputes. 
Projected FY10 growth is 3.8 percent, buoyed mainly 
by construction - which, the government expects, will 
grow by 6.6 percent - in partly supported by large 
remittance flows. The manufacturing share of GDP has 
consistently declined, and the absolute output level 
contracted by 0.5 percent in FY09. The appreciating 

Agriculture and 

manufacturing growth 

have stagnated while 

service sector is slowing 

 

 

 

GDP  growth  is  slipping 

after a brief recovery 
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real exchange rate (discussed later) has also hurt 
manufacturing exporters. The government, nonetheless, 
projects a recovery of manufacturing growth to 2.7 
percent for FY10, again, on the back of the construction 
boom. Industry contributes about 15 percent of GDP, 
with construction making up 5.8 percent.  

Services: The services sector, less affected by political 
instability, has been the recent engine of growth. Its 
contribution to GDP has risen to 52 percent from 46 
percent a decade ago. The sector grew by an average of 
5.8 percent between FY07 and FY09. Growth is 
expected to slow down to 5.3 percent in FY10 partly 
because financial intermediation, which grew by double 
digits in the recent past, is projected to grow by 4.8 
percent in FY10. Three factors are sustaining relatively 
high service growth: 

 Tourism, which is projected to grow by 8.5 
percent, from an average growth of 5.6 percent 
during the last three years, supported by more 
aircrafts flying into Nepal, and higher number 
of Indian and Chinese tourists;  

 Telecommunications, which is expanding with 
phone service penetration that rose from 8 
percent in mid-2007 to 28 percent in 2009, 
largely based on private investment, and; 

 Social services, which are projected to grow by 
6.6 percent in FY10, after more than 9 percent 
growth in FY09. Public investment in health 
and education rose from and average of 2.3 
percent of GDP (health – 1.3 percent and 
education 3.4 percent) between FY06 and 
FY09, to 3 percent in FY10.  

 
Sources of Growth: Consumption has been the main 
driver of economic growth in Nepal in recent years. 
Investment (gross capital formation) and exports have 
played an insignificant role or, in recent years, even 
harmed the growth process (see chart – Real GDP 
growth decomposition by demand).2 

                                                            
2  Consumption estimates are extrapolated from the FY04 
Living Standards Survey. But, with the huge increase in 
remittances that has since taken place, the current 
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Fiscal Sector 
 
Nepal’s macro fiscal management has been prudent. 

Strong revenue efforts 
and generous foreign 
aid have helped to 
finance the rising 

spending. Foreign aid rose from 3.6 percent of GDP in 
FY07 to 4.7 percent of GDP in FY09. This reflects the 
optimism donors had in the peace process and their 
willingness to help. Net domestic borrowing has 
remained under 2 percent of GDP, and outstanding 
public and public guaranteed debt has declined from 47 
percent of GDP in 2007 to 40 percent. As a result, 
space for further spending could be created - insofar as 
the efficiency of expenditure can be enhanced, 
government capital formation raised, and recurrent 
spending contained.  
 

Revenue increased 
from 12 percent of 
GDP in FY07 to 14.8 

percent in FY09. The FY10 budget target is 16.3 
percent of GDP - the actual collection is likely to 
exceed it for the fourth consecutive year. Reasons for 
this good performance include revenue administration 
reforms and strong customs and VAT collection on 
account of higher consumption fueled by remittances. 
Further, government policy allowing taxpayers to 
voluntarily declare previously untaxed income 
(combined with an amnesty) added to the collection in 
FY09. Income tax and VAT collection, the focus of 
revenue reform, accounted for 45.4 percent of the total 
in FY08 and their share is expected to be 50 percent in 
FY10. The rise in revenue (2.8 percentage points of 
GDP from FY07-09) has so far been higher than that of 

                                                                                                      
consumption estimate is likely to be underestimated, and the 
residual, the change in stocks overestimated.  The 
decomposition chart (page 3) adjusts the change in stocks to 
a historical average of 3 percent of GDP; adding the excess to 
the consumption.   

Revenues are rising fast… 

Prudent fiscal 

management is likely to 

raise future fiscal space 
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Real GDP growth decomposition  by demand 

(in percent)

consumption gross capital formation

Exports Imports

GDP growth

FY 06/07 FY07/08 FY08/09  Est. FY09/10 Budget

Revenue 12.05 13.15 14.81 16.34

Current Expenditure 10.6 11.2 12.7 14.9

Capital Expenditure 5.5 6.5 7.6 9.8

Principal Repayment 2.3 2.0 1.9 1.8

Foreign Grant 2.2 2.5 3.6 5.3

Deficit Financing after grants 4.1 4.1 3.8 4.9

Foreign Loan 1.4 1.1 1.1 2.0

Domestic Borowing ( gross) 2.8 3.0 2.7 2.9

Net Domestic Borrowing 1.5 1.9 2.0 2.1

Total expenditure 18.35 19.72 22.25 26.47

( As a percentage of GDP)

Year 2008 2009 2010

Tax revenue 79.1 82.3 85.2

Non tax revenue 18.4 15.0 12.6

Principal repayment by corporations 2.5 2.7 2.2

Income tax 17.7 19.4 20.6

Vat 27.7 28.1 29.2

Sub total 45.4 47.5 49.8

Excise 10.4 10.8 11.1

Trade tax 19.6 18.2 18.8

Duty and fees 5.5 6.4 4.2

Dividends 4.7 4.5 4.5

Revenue - Percent of Total Revenue
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current spending (2 percentage points of GDP) resulting 
in domestic revenue surplus to fund capital expenditure.  

However, a staff estimate suggests that if the remittance 
growth drops below 10 percent, it could stretch the 
government’s ability to use revenue for meeting current 
expenses and principal repayments (See diagram).  
  
Public expenditure increased by about 2 percentage 
points of GDP annually from FY07-09. Spending rose 
from 18 percent of GDP in FY07 to 22 percent in 
FY093. Recurrent spending is expanding rapidly, from 

11 percent of GDP in 
2006/07 to 13 percent 
in FY09 with higher 
spending on 
government salaries, 

additional allocations for hiring new teachers, and 
increased security expenses. It may exceed 15 percent 
of GDP in FY10 especially as additional salary 
increases and a new security plan were announced after 
the budget was issued.  
 

Social spending increased from 6 percent of GDP to 10 
percent, and is budgeted to reach 12 percent of GDP in 
FY10 - with an increasing amount focused on 
community based management (Box 1). Besides 
education and health, funds were also used for 
expanding safety nets (support for widows, single 
women, the disabled and marginalized ethnic groups). 
Spending on safety nets increased by five times 
between FY07-09, from 0.1 percent of GDP to 0.5 
percent and is expected to reach 0.9 percent in FY10. 
The targeting of programs has improved to ensure 
support for children (age 4 to 15), those affected by 
conflict, those from low Human Development Indicator 
districts, and children with special needs. A free 
delivery scheme has been introduced nationwide with 
cash incentives for women who attend ante-natal 
consultations. The coverage of safety nets has reached 
one million people.  
 
 
                                                            
3 The government’s reporting format, which includes debt repayments as spending. 

Fiscal expenditure is 

expanding mainly on the 

recurrent side 

Actual 

2005/06  

Actual  

2006/07 

Actual 

2007/08 

Est. 

2008/09 

Budget 

2009/10  

Social Services 5.57 6.36 6.96 9.64 11.71

Education 2.94 2.95 3.29 3.74 4.18

Health 0.93 1.07 1.25 1.45 1.68

Drinking Water & Sani tation 0.42 0.56 0.57 0.68 0.81

Local  Development 0.82 1.20 1.11 1.94 2.27

Other Socia l  Services 0.47 0.58 0.74 1.83 2.77

Economic Services 3.69 3.68 4.74 4.75 5.96

Agricul ture 0.41 0.43 0.43 1.11 0.72

Irrigation 0.44 0.48 0.50 0.61 0.71

Forestry 0.28 0.26 0.26 0.26 0.31

Industry 0.08 0.08 0.08 0.10 0.13

Other Economic Services 0.60 0.53 1.58 0.58 0.78

Transportation 0.71 0.95 0.95 1.19 1.77

o/w Air Transportation 0.01 0.01 0.02 0.05 0.11

Communication 0.20 0.19 0.20 0.23 0.21

Power 0.97 0.76 0.73 0.66 1.32

General Administration 1.91 2.50 2.20 1.88 2.02

o/w Pol ice 1.23 1.30 1.53 1.22 1.31

Defence 1.71 1.51 1.36 1.49 1.38

Others* 4.08 4.33 4.45 4.50 5.41

Total 16.95 18.38 19.72 22.25 26.47

* Royal Palace, Constitutional Body, Loan Payment and Miscellaneous

Sectoral Expenditure 2001‐2010
 In Percentage of GDP

Infrastructure
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The capital budget 
remains problematic. 
Capital spending rose 
from 5.5 percent of 
GDP in FY07 to 7.6 

percent in FY09 but fixed capital formation rose by just 
0.08 percentage points - to 4 percent of GDP. Prior to 
this, it was less than 3 percent of GDP. Almost 20 
percent of capital spending reflects increasing transfers 
to two loss-making public corporations (Nepal 
Electricity Authority and Nepal Oil Corporation) for 
balancing their books (See Box 2). Much of the 
remainder is “transfer payments” in the capital budget - 
but often recurrent in nature (Box 3).   
 
 

Capital spending remains 

an issue, in both size and 

efficiency 

Box 1: Community-Managed Development 

Since 1998, the government of Nepal has been trying to channelize self-help - a characteristic of Nepali 
society - for development. The Local Governance Act was the first step in taking resources closer to the 
people. It became a major policy focus when the civil conflict intensified and has continued after peace was 
achieved, in 2006. Resource flows to communities for local needs-based programs rose from 1 percent of 
total expenditure in FY00 to 7 percent in FY09. It is budgeted to increase to 8 percent in FY10, and is 
expected to increase further in the next Three-Year Plan (2011-2013). That plan has employment, inclusive of 
service delivery and broad-based development, as a major development outcome. The impact of the 
community-managed programs is already visible. About 500-750 km of rural roads (including track 
openings) have been built each year; one third of all schools are now community managed; all of the 
country’s 75 districts are now covered by the community-based integrated health and nutrition management 
network to reduce child illness, small-hydropower plants in isolated communities generate over 4.5 MW of 
electricity, and there are hundreds of small units supplying electricity to individual communities. Starting 
from FY 11, Nepal aims to have a micro-hydro unit in each village managed by community. 
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Box 3: Grant transfers – the largest budget heading 
 

 Transfers to local governments and non-profit organizations have increased each year, particularly in 
FY08 and FY09. Transfers (current and capital) doubled from 4.4 percent of GDP in FY04 to 8.2 
percent of GDP in FY09, and are estimated to be 10 percent in FY10. In comparison to expenditure on 
current and capital formation, FY09 transfers (8.2 percent of GDP) are equivalent to current spending 
(net of transfer – 8 percent of GDP) and much more than capital formation expenditure (3.18 percent 
of GDP). Transfers could be the largest spending category in the medium term.  

 In FY09, transfers went toward funding education (3.3 percent of GDP, mainly salaries), safety nets 
(0.5 percent of GDP), local governments (1.2 percent of GDP) and others (3.2 percent of GDP). 
Compared to FY08, spending under this category has increased by 46 percent and is expected to 
increase further raising questions about budget transparency. The non-transparent nature of transfers 
masks actual spending under appropriate heads, raises targeting and monitoring issues, and affects 
operational efficiency. For example, the salaries in education are under-estimated by 2 percent of GDP 
and overall consumption expenses by 0.5 percent of GDP. 

 

 

 

 

 

Box 2: NEA and NOC 
 

 In FY09 the monopoly electricity supplier, NEA, had an operating loss of NRs 1.8 billion in addition 
to accumulated losses of NRs7.6 billion by FY08. In FY09 it was selling energy at a loss of NRs 1.91 
per kilowatt-hour. The utility has not been immune to political interference and attempts to rationalize 
staffing and costs and raise power tariffs have faced stiff opposition. It has not adjusted tariffs in 9 
years. There are also pending issues of unbundling generation, transmission and distribution.  

 The NOC, the oil monopoly had an operating loss of NRs5.6 billion in FY08, and even though it was 
able to reduce operating losses in FY09 (as import prices declined), it always had trouble passing  on 
increases in international prices to consumers because raising administratively-set oil product prices  
met with severe political opposition. Its accumulated loss by FY08 was NRs12.7 billion. A FY07 
government-commissioned study (“High-Level Study for Improvement of Public Corporations”) rated 
both NEA and NOC as “very bad”, the lowest in a five-category rating. 

 

7.29 7.02 7.29 7.68 8.02
9.00

2.19 1.96 2.42 2.54 3.18
4.344.37 4.60 5.26 5.62
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9.84
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26.47

2004/05 2005/06 2006/07 2007/08 2008/09 2009/10 Budget
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Grant transfers ( current and capital) Total expenditure
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Money and Credit 
Fueled by high 
remittances, monetary 
growth was high 

during the last two years. Broad money grew by 25 
percent to NRs 495.4 billion in FY08 and by 27 percent 
to NRs 629.2 billion in FY09. Broad money velocity 
declined by 8-10 percent a year in the last two years, 
compared with the average annual rate of decline of 2 
percent till then. Remittances were the main reason for 
the growth in money supply. 
  

Official remittances 
(excluding inflows 
from India and through 

the informal hundi system) rose from about 13.8 
percent of GDP in FY07 to 22 percent of GDP 
(NRs.209.7 billion) in FY09 (See Box 4, page 17). The 
Nepal Rastra Bank (NRB) did not sterilize much of the 
additional liquidity through open market operations, 
taking an accommodative stance, largely oblivious of 
the impact of the policy on the economy. Instead, it 
injected significant net liquidity in FY10 amounting to 
4.5 percent of M2 stock for alleviating the cash crunch 
faced by some commercial banks. (See “Emerging 
Challenges” on how the FY10 cash crunch developed.) 
 

Inflation has remained 
in double digits since 
mid-2008. CPI rose by 

11.8 percent year-on-year in January 2010, compared to 
14.4 percent in January 2009. Food prices, which have 
the highest weight in the CPI (53.2 percent), explained 
the inflation. The index for food and beverages rose by 
18.1 percent in 12 months till January 2010, almost 
equal to the rise in the same year-earlier period. Prices 
of non-food items rose by 4.5 percent during the same 
period, lower by almost five percentage points 
compared with the same year-earlier period. The overall 
salary index rose by 16.8 percent during FY09 after 
government salaries were raised by 20 percent. The 
minimum wage was increased by 120 percent in 2008.  
 
  

Remittances continued to 

add to liquidity … 

High monetary expansion 

continued until recently 

… and inflation remained 

high 
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Prices in Nepal are 
influenced by Indian 
inflation owing to free 

movements of goods through the open border, the close 
economic inter-linkages between the two countries, and 
the peg of the Nepali rupee to the Indian currency.4 
However, the increase in consumer prices in 2008 and 
2009 was often much higher compared to that in India 
and the difference persisted longer than usual. The 
persistence was explained less by rapid monetary 
expansion and more by supply disruptions – by general 
strikes and road closures -- and cartelizing of essential 
goods and supplies, including food items in Nepal.  

 
Lax monetary policy 
kept the interest rate 
structure negative in 
real terms throughout 

the period in review. It was lower than the Indian rates 
most of the time exerting pressure towards shifting 
Nepali rupees into Indian Currency holdings – 
especially when confidence in the Nepali rupee 
weakens. 
 

The negative interest 
rates encouraged rapid 
expansion of private 
sector credit. With 

political uncertainty and a generally poor business 
climate, a large portion of additional financing went to 
the retail/commerce and real estate sectors. Much of 
real estate investment is seen to be speculative, often 
funded by banks and under-supervised cooperatives. 
The liberal licensing policy of the NRB made 
competition among financial institutions fierce, as 
newer banks tended to take aggressive risks to expand 
market shares, which forced remaining banks to take 
similar risks.  

                                                            
4 The peg arrangement has provided an appropriate nominal anchor for macroeconomic stability. But its effectiveness should 
be regularly monitored with the changing environment. 

Supply factors also added 

to inflation 

Liberal monetary policy 

kept the real interest rate 

negative 

Bank credit expanded 

fast, including real estate 

loans 

 

 



  

10 

 

   

Concerned by the rapidly increasing exposure of banks 
to real estate, the NRB intensified supervision and 
regulation activities through “prompt corrective action” 
and “long audit form” and, more recently, through two 
directives to limit the commercial bank lending in this 
sector.5 Although the NRB efforts had intended effects, 
private credit kept on increasing, and by December 
2009 the average credit-to-deposit ratio of commercial 
banks was 89 percent - a historical high. 

Commercial bank 
credit to real estate 
increased by 127 
percent year on year in 

January 2010 to NRs 39 billion, while credit to housing 
rose by 25 percent to NRs 37 billion. Credit to the 
construction sector doubled from FY07 to FY09 from 
NRs 19.7 billion to NRs 44.8 billion.  Loans under 
other categories are also linked to land - in fact 70 
percent of all commercial bank loans are collateralized 
by real estate.  

Real estate prices have 
been rising rapidly 
since FY07 when the 

peace process began. Based on data obtained from four 
major urban centers, average prices of commercial 
property have increased by six times from 2007 to 
January 2010.  

The higher land prices had a positive impact on bank 
performance indicators, at least temporarily, since many 
loans are collateralized by land. The inflated prices 
raised collateral value and turned many non-performing 
loans (NPL) to good loans - without actual repayments. 
The decline in NPLs, that started early in FY03/04 with 
serious debt recovery efforts, continued, but this time 
with the rise of the collateral value.  The commercial 

                                                            
5 The NRB, in January 2010, raised the Statutory Liquidity 
Ratios for commercial banks to 8 percent. The month before, 
it had limited real estate credit to 25 percent and residential 
loans to 15 percent of total credit. It also required banks to 
reduce combined real estate and housing loans to 30 percent 
and 25 percent in 2011 and 2012 respectively.  

Credit financed much of 

the real estate ‘boom’ 

… and real estate prices 

soared
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bank NPL ratio is now 3 percent, compared to over 30 
percent in 2002. Reversal of land prices would, 
however, affect this ratio.   

External Sector 

Imports have risen fast 
from US$1.6 billion 
(26 percent of GDP) in 
FY01 to US$3.6 billion 

(30 percent of GDP) in FY09 – largely due to thriving 
consumption made possible by remittances. In the first 
six months of FY10, gold, petroleum products and 
vehicles were the main imports, with gold making up 
18 percent of imports. Gold imports began rising last 
year after India raised its import tariff, encouraging 
Nepalis to import gold from third countries and 
smuggle it to India. Petroleum products amounted to 11 
percent of the import bill, and vehicles 8 percent in the 
six months to January 2010. 

Exports have remained 
under US$1 billion, and as 
a share of GDP, have 
continuously declined 
from 13 percent to 7 

percent. Exports of readymade garments, carpets and 
Pashmina – the erstwhile main exports – have all 
declined. Nepal exported about US$200 million worth 
of readymade garments at the turn of the century, but it 
has plummeted after the expiry of the Multi-Fiber 
Agreement (MFA), and now hovers under US$80 
million. Pashmina exports declined from US$ 90 
million in FY01/02 to US$20 million. Exports to India 
have declined every year since FY06, largely due to 
other duties and taxes (ODT) imposed by India’s state 
governments. Improvements in this regard could be 
expected, as the 2009 trade treaty with India (which 
took effect on March 31, 2010) abolished ODTs. 
Furthermore, high wages relative to labor productivity 
and appreciating real exchange rates also affected 
exports. 6   

                                                            
6Global Development Solutions, 2004. “Nepal: Preparing the Market Access and Productivity Growth for Private Sector”. 

Imports have soared with 

high remittances 

Exports have 

stagnated for a 

number of years 
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Rapidly rising imports and 
declining exports have 
widened the trade deficit. 

Imports continued to grow even as remittances started 
to slow, putting pressure on foreign reserves. In 
addition, there are indications of capital flight 
associated with large gold imports, since money spent 
on gold has not come back into the financial system. 
This suggests the proceeds may be retained in India 
where the imported gold is suspected to have ended up. 
Speculation and the lower confidence in the Nepali 
rupee explains the flight away from the Nepali currency 
to the Indian rupee and US dollar. As a result, gross 
official foreign reserves shrank by 8 percent (about 
US$250 million) to US$2.5 billion by February 2010. 
The reserve coverage of imports of goods and services 
is now five months, as opposed to nine months at the 
beginning of FY10. 

Structural Reform Agenda 

The government’s reform agenda remains focused on 
improving public sector efficiency and the private 
investment climate. But implementation has been 
delayed by political uncertainty. 

Significant progress has been made in certain areas, 
however. In particular, both revenue administration and 
expenditure management have been strengthened. As 
regards the expenditure management, a Medium Term 
Expenditure Framework (MTEF) was re-introduced last 
year, after a two-year lapse. The MTEF now comprises 
a three-year budgeting framework that anchors the new 
Three Year Plan (FY11-13) and will be the basis of the 
FY11 budget. The government has also stressed 
community/user group managed social service 
provision - as discussed earlier in Box 1.  

But implementation of the remaining reform agenda has 
been slow. Nepal had initiated reforms in: (i) the 
financial sector, by strengthening the NRB, addressing 
the fundamental problems of the two largest 
commercial banks, and improving debt recovery; (ii) 
regularizing oil product prices by introducing a more 
automatic adjustment system; (iii) making labor 
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regulations more flexible; (iv) fully equitizing or 
liquidating state-owned enterprises; and (v) improving 
the public financial management (PFM) system through 
the Public Expenditure & Financial Accountability 
framework (the government established a public 
expenditure reform commission under the Public 
Accounts Committee of the parliament to continue in-
house monitoring of PFM performance and make 
improvements). 

Furthermore, there are new challenges associated with 
the government’s desire for a federal state structure. 
Even after the stakeholders come to agreement on the 
future form of government, there will be many 
structural issues that would need to be addressed: 
including fiscal decentralization, design of center-local 
transfers, and civil service reform. These economic 
structural issues will demand attention as they unfold.  
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Emerging Challenges: Addressing Financial Sector Vulnerabilities 

With high remittance growth, disposable income (approximated 
by GDP and net transfers from abroad) grew by 7-8 percent per 
year in real terms in FY08 and FY09. This resulted in a real 
estate boom in FY10. The NRB’s efforts to cap real estate 

exposure and to reign in risk-taking banks were correct but the level of exposure of the financial 
sector to risky assets appears to remain high. The challenge is steering the economy towards a 
softer landing. 

 
Remittance growth has 
slowed. Inflows so far 
in FY10 are 12 percent 

above those of the same period last year. The 
annualized growth projection for remittances in FY10 is 
around 10 percent.7 Growth of real disposable income 
is thus expected to slow down, to less than 3 percent of 
GDP. For now, imports remain strong, rising by 40 
percent to US$2.4 billion during the first six months of 
FY10. But exports have contracted by 13 percent to 
US$40 million, causing the trade deficit to widen by 61 
percent to US$2 billion. The high trade deficit in the 
wake of slowing growth in remittances is increasing 
pressure on the overall liquidity in the system and on 
foreign reserves (See Box 4, below). 

 

                                                            
7 “Migration in South Asia” World Bank (2010) and IMF estimate. 
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Box-4: International Remittances 

Nepal’s remittance inflows began to increase at the turn of the century as more people left for foreign 
employment to escape the violent conflict. Nearly one‐third of Nepal’s male working population is estimated 
to be abroad, and India is the main destination. Though official data do not exist, estimates of Nepalis 
working in India vary between one million and two million. In addition, more than 200,000 workers leave 
Nepal annually for countries other than India ‐ 96 percent to Malaysia, Qatar, Saudi Arabia, and U.A.E. 

Officially recorded remittances rose to US$2.7 billion (22 percent of GDP) in FY09 from US$900 
million (11 percent of GDP) in FY05. (Exports were valued at US$900 million and aid flows at US$450 million 
in FY09.) The official flows exclude those from India and through the informal system, hundi. When unofficial 
inflows are included, total remittances could exceed 25 percent of GDP. It is estimated that about 30 percent 
of households are receiving remittances ‐ a major contributor to the reduction in poverty from 42 percent to 
31 percent of the population between 1996 and 2004.  

Remittances in US dollars grew by an average of 39 percent between FY07 and FY09. But the growth 
began to slow in FY10 (it grew by 11 percent in the first six months). Probable causes for the slowdown 
include: 

 The stock of migrants is increasing more slowly than before as the base expands (migrant departures 
declined by 5 percent in FY09, and have increased by 10 percent so far in FY10); 

 Employment and wages in destination economies could be worsening (although, for Nepali workers, 
available data does not indicate this to be a general problem); 

 Exchange rate movements and higher political uncertainty reduced the incentive for remitting 
immediately; and 

 Increased capital flight in the form of remittance flows intercepted outside Nepal . (There are anecdotal 
accounts of this happening, but it is not clear how widespread the practice is.) 

This update assumes remittance growth of 10 percent, based on projections made by the World Bank and 
IMF. The World Bank’s migration team (World Bank, 2010) estimated Nepal’s CY09 remittance growth to be 
13 percent, and projected a similar rate for FY10. The IMF, based on Almekinders and Abenoja, 2010 1/, 
projected remittance growth for the next few years to be 10‐12 percent.  

 
1/ Almekinders and Abenoja (2010), Remittances in South Asia and the Philippines: Determinants and Outlook, IMF 
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Lower liquidity in the 
system caused deposit 
growth to slow in the 
first half of FY10. In 

addition, the people tended to hold on more to cash. 
Government efforts to raise revenues and address 
money laundering have also caused many to shy away 
from deposits as banking data have become the key 
information source for the government.  

Credit grew faster than 
deposits throughout FY09 
and the trend continued to 
March 2010. Even when 
deposit growth started to 

slow down, financial institutions sought to retain clients 
by meeting their business needs.  The credit-to-deposit 
ratio of many banks is said to have crossed 100. They 
now face a liquidity crunch, with limited resources to 
extend credit. They, and many of their borrowers, are 
demanding that the NRB inject more liquidity into the 
system. 

Concurrently, money 
growth is also slowing 
down with the decline 
in net foreign assets 

(NFA) due to reserve losses. Broad money growth 
slowed considerably to 6 percent between July 2009 
and January 2010 compared to 11 percent growth in the 
same period in FY09. On a 12-month term, the growth 
of money decelerated from near 30 percent to about 22 
percent. The NRB is not injecting liquidity to offset the 
lower NFA, and has issued directives to commercial 
banks to limit real estate lending (see footnote 4, page 
12). These are steps in the right direction, given the 
risks, but pressure on the central bank to relax policy is 
also increasing.   

The cash crunch and tighter policy are exerting upward 
pressure on interest rates. The interbank rate rose from 
1.4 percent in mid-August 2009 to 12.8 percent in 
January 2010. The repurchase rate and 91-day Treasury 
bill rates also saw similar increases. On average, the 
interest rate on time deposits (one and two years) rose 

Money (M2) growth has 

slowed down…and 

interest rates are rising 

… but credit growth 

continued and banks 

are starting to face a 

cash crunch 

Deposit  mobilization  has 

started to slow down… 
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by 2-2.5 percentage points while lending rates for 
export bills and overdrafts rose by an average of 4-5 
percent.  

Reduced overall 
liquidity, higher cost of 
borrowing and 

constrained credit availability - as a result of the NRB’s 
tighter policy and enforcement of directives on real 
estate lending - seem to be having the intended effect of 
cooling the real estate market. Land transactions have 
declined and prices have begun to taper off and, in 
some cases, decline.  

Bankers and borrowers have warned the NRB that if 
this process unfolds too fast, it could trigger a series of 
defaults. They want the NRB to inject more liquidity 
into the system. Compliance by the NRB could help 
avoid liquidity problems faced by borrowers, including 
real estate speculators. But, injecting more liquidity 
could merely postpone the problem and make the 
eventual stabilization harsher.  

A new NRB governor was appointed recently and has 
immediately started to take actions to maintain financial 
stability while containing excessive risk-taking by 
financial institutions. The governor has issued 
directives to further cap financial institutions’ exposure 
to real estate; limit promoters’ cross holding of 
financial institutions; and instituted refinancing to 
productive sectors based on, among others, banks’ 
financial health. The NRB has also begun assessing the 
soundness of individual banks as part of a contingency 
plan for rewarding sound banking practice and 
penalizing excessive risk taking, with the Bank’s 
assistance.  

Managing the economy in this environment is a 
challenge. Policy-makers have to be able to make 
decisions based on adequate information and quickly 
act on them without political intervention. Political 
leaders need to pay close attention to economic 
management in order to bolster the government’s and 
NRB’s efforts to reduce vulnerabilities in the economy, 
and steer investments into productive sectors.  

The real estate market has 

started to cool 
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Medium-Term Outlook 

Nepal’s economic prospects are clouded by political uncertainty that is expected to continue until key 
stakeholders reach consensus on the type and shape of the new government. Business confidence is expected 
to remain low with continued law and order problems, extortion, occasional strikes, and uncertainty about 
private property. Infrastructure bottlenecks would likely remain. Furthermore, it could be difficult to design 
and effectively implement key structural reforms that address matters such as labor regulations and financial 
sector weaknesses. Nepal, as a result, is unlikely to enjoy the full benefits of the growing Indian and Chinese 
markets, at least in the immediate future.  

There are, however, positive signs. The government has maintained a generally sound fiscal framework with 
strong revenue performance. It has allowed community-based organizations to provide social services, which 
is working particularly well in education and health. In addition, the service sector is less affected by political 
developments; it has potential to achieve substantial service exports, for instance.  

Discussion on the base-case scenario for the next three years is based on the following assumptions: 

1. Overall growth will remain constrained by political uncertainties; 
2. Fiscal management will remain sustainable; 
3. Efficiency of public investment will improve slowly, despite efforts to implement the MTEF in a 

three year framework, as the positive effects are expected beyond the three year horizon; 
4. Improvements in the investment climate will be slow and volatile as reform implementation will 

largely be incremental and sporadic. Key structural impediments would likely remain; and   
5. Remittance inflows will continue to grow but at a more modest level of 10-12 percent per year, in line 

with projected growth of destination economies, and consistent with the analysis of the World Bank 
(2010) and IMF (2010). 
 

In the base-case scenario, GDP is projected to grow by 3 percent in FY10 (see chart below), lower than the 
government projection of 3.5 percent. The adjustment is due to lower likelihood of the current real 
estate/construction boom continuing throughout FY10, which was the government’s assumption. In FY11, as 
agriculture recovers with the return of normal rainfall, the growth should rise to 4 percent. Thereafter, growth 
rates of 4.2 percent and 4.4 percent are projected in FY 12 and FY13, respectively. However, the existing 
financial sector vulnerabilities will remain.8 Over the longer term, growth is likely capped at around 5 percent 
if reforms stay incremental and key structural impediments remain.  Inflation is expected to remain at 11-12 
percent during FY10 gradually declining to 5 percent by FY13—in view of the projected Indian inflation 
(which tends to impact Nepali tradable prices) and remittances (which are more likely to affect non-tradable 
prices). 

The high-case scenario assumes that political stability is attained in 2011 enabling serious efforts to remove 
structural impediments. Growth could reach 5 percent by FY13 and overtime, growth of around 5½-6 percent 
is possible. But growth in the next two years would not be much higher than that of the base-case, as political 
uncertainties are more likely to prevail, and any initial signs of progress could be seen by the public as 
reversible. 

                                                            
8 But none of the scenarios assumes a financial sector crisis triggered by a sudden increase in defaults among real estate 
borrowers.  By its own nature, it is hard to predict such an event and how it would unfold. 
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The lower-case scenario sees political uncertainties deepen and few reforms - even incremental - implemented. 
It may even see the reemergence of low-level, localized confrontations. Growth would likely remain around 
the average of the conflict period.  

Base-case fiscal projections are shown in the table below. Revenue buoyancy in terms of gross national 
disposable income is set at 1.3, the average of the most recent 5 years. Revenues would then increase from 
14.4 percent of GDP in FY09 to 16.2 percent in FY13. The increase in recurrent expenditure is assumed to 
remain at sustainable levels, after the 2.5 percentage-point increase in FY10. It will rise gradually from 15.1 
percent in FY10 to 15.6 percent of GDP by FY13. Capital spending is capped at around 7.2 percent - based on 
the implementation capacity. In this regard, it would be important to limit transfer programs and shift to those 
that are transparent and easily monitored.  Foreign aid, especially grants, is likely to decline from 3.9 percent 
of GDP in FY09 to 3.6 percent in FY13. This would be partly a function of implementation capacity and 
partly continued political uncertainties that could limit progress in the new nation-building that donors are 
trying to encourage. Net domestic financing is projected to remain at, or slightly above, 2 percent of GDP. ■ 

Chart: GDP Projection 
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Table: Fiscal Projections: Base Case 2007/08- 2012/13 

Fiscal Year        2007/08  2008/09  2009/10  2010/11  2011/12  2012/13 

            Actual  Preliminary Projection  Projection  Projection  Projection

                      

                     (In percent)      

GDP Growth      5.3  4.7 3.0 4.0  4.2  4.4

Inflation (period average)    7.7  13.2 11.8 8.0  5.5  5.0

                      

                    Fiscal Projection (Percent of GDP)    

Fiscal Revenue      13.2  14.4 16.0 15.8  16.0  16.2

Total Expenditure      17.7  19.8 22.3 22.8  22.9  23.0

     Current Expenditure    11.2  12.6 15.1 15.6  15.6  15.6

     Capital Expenditure    6.5  7.2 7.2 7.2  7.3  7.4

                      

Balance Before Grants    ‐4.5  ‐5.4 ‐6.3 ‐7.0  ‐6.9  ‐6.8

Grants        2.5  3.9 3.8 4.0  3.8  3.6

Balance After Grants    ‐2.0  ‐1.5 ‐2.5 ‐3.0  ‐3.1  ‐3.2

Net Foreign Borrowing    0.1  ‐0.4 0.3 0.6  0.6  0.7

Net Domestic Borrowing     1.9  1.8 2.1 2.4  2.5  2.5
 


