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MACROECONOMIC REVIEW

A. Overview

1. Nepal attained several important political
milestones during the quarter. These include
formation of the interim legislature, subsequent
promulgation of the interim constitution, and
formation of the long-awaited interim
government, which includes the Communist
Party of Nepal — Maoist. These positive political
developments have improved prospects for
sustained growth and economic development
following a decade of armed conflict. However,
the prospects for lasting peace and economic
recovery could be undermined by renewed
civil unrest in some parts of the country, as
marginalized ethnic and indigenous groups
demand greater representation and autonomy
in the process of state restructuring. Such
unresolved issues, along with increased
mistrust among the main political parties
following the likely postponement of the
constituent assembly elections, could derail
the peace process and have negative economic
impacts.

2. While the positive political developments
have raised expectations for a rapid economic
recovery, this has not yet materialized. For
example, the Government of Nepal’s gross
domestic product (GDP) target for FY2007"
was revised downward from 5% to 3.8% in the
mid-term budget evaluation in mid-February
2007 on account of stagnating agricultural
output and slow industrial growth. Primary
crop output has declined sharply due to
inclement weather, while labor disputes and
security-related disruptions have constrained
industrial growth. Further, private sector
confidence has yet to be restored and
investment remains subdued. On the positive
side, tourism has rebounded as a result of the
improved peace and order situation.

3. The country’s macroeconomic
fundamentals, nevertheless, remain generally
sound. For example, both the budget and
balance of payments (BOP) are in surplus,
though the former results in part from under-
spending on development activities resulting
from difficulties in absorbing capital
expenditures at local level given the absence

1FY2007 refers to the period 16 July 2006 to 15 July 2007.

of people’s representatives at district and village
levels. Further, while inflation has been rising
steadily over the past year, it still remains in
single digits (about 8%) and is expected to
moderate in the coming months as the impact
of one-off factors (e.g., security-related supply
disruptions) unwinds.

B. Output

4. The Government’s GDP growth forecast
for FY2007 was downgraded from 5% to 3.8%
during the mid-term budget review in mid-
February 2007. While 3.8% growth represents
a significant improvement over the 2.3% growth
in FY2006, overall economic performance
continues to be hampered by weak agricultural
growth and slow industrial recovery. Further,
private sector confidence has yet to be restored
and investment remains subdued. On the
positive side, tourism is rebounding while
worker remittances continue to underpin
consumer demand.

5. In the agriculture sector, drought and a
protracted winter have adversely affected yields
of paddy - the country’s primary crop - for the
third consecutive year. Net sown area of paddy
declined by 7.1%, with the central and eastern
Terai districts being particularly hard hit. Paddy
production contracted by 12.6%; wheat and
maize output rose only modestly during the
first seven months of FY2007. Overall,
agriculture is estimated to grow by only 0.7%
during FY2007 against the original forecast of
3.5%.

6. Industry and services, which collectively
grew by 3% in FY2006, are expected to expand
by 5.7% in FY2007 according to revised
estimates as production bottlenecks ease,
inventories decline, sales increase, and tourism
recovers. Transport, communications and
storage, community and social services, trade,
restaurants and hotels, finance, and housing
are all expected to grow on an average by
about 6% in FY2007. Further, tourist arrivals
rose by 4% in the first seven months of FY2007
compared to the same period in FY2006, and
four new international airlines have started
operations in Nepal, which bodes well for
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future tourist arrivals.

7. Industry is projected to grow by 5.3% on
account of recovery in construction, electricity,
gas and water, and mines and minerals. While
production of iron rods and steel, medicines
and soaps, processed leather, plastic, food
processing, beverages, and cooking oil are
expected to recover strongly, output of woolen
carpets, jute goods, publications and recording
media, metals, and readymade garments are
still expected to record declines during the
year. The ongoing impacts of the blockades,
shutdowns, labor unrest, and power cuts are
likely to continue hindering industrial output
in key sectors”.

C. Policy Developments

8. According to a Cabinet decision taken on
14 February 2007, the Government has
invalidated passports of the blacklisted loan
defaulters and asked foreign embassies not to
issue visas to them. The Ministry of Finance
decided to annul the passports of 80 blacklisted
loan defaulters associated with 27 leading
business groups who have defaulted on NRs12
billion from domestic banks. The banks with
the highest number of defaulters are the state-
run Rashtriya Banijya Bank (RBB) and Nepal
Bank Limited (NBL), in which the government
ownership stake is 40%. Both RBB and NBL
have failed to recover nearly 50% of their total
loans. The Government has been implementing
a financial sector reform program, with
assistance from the World Bank, to revive the
two ailing banks, which have started making
operating profits.

9. The Government unveiled the new
Competition Promotion and Market Protection
Act (Competition Law) on 14 February 2007.
The Act deals with anti-competitive practices
and prescribes stringent actions against
practitioners of collusive business and unethical
practices. According to Ministry of Industry,
Commerce and Supplies, the Act protects
consumers and businesses and provides
compensation in case they suffer loss or
damage due to anti-competitive practices. With
the enactment of the law, practices such as
tied selling, bid rigging, cartels, collective price
fixing, market restrictions, dial-systems, market
segregation, undue business influence,

syndicates, and exclusive dealing have officially
become illegal. Many sectors, including
construction, education, and transport, are
plagued by anti-competitive practices.

10. The Indo-Nepal bilateral trade treaty was
renewed on 4 March 2007 for another 5 years.’
The renewal allows Nepali manufactured
goods - excluding three items on the negative
list and five items with quantitative restrictions
— unlimited duty-free market access to India
without requiring Nepal to reciprocate.
Agricultural exports will also enjoy duty-free
market access to India on a non-reciprocal
basis. However, the renewal did not address
some key issues, such as the non-tariff barriers
that Nepal faces, and thus is not expected to
result in an immediate boost to exports.

11. On 29 March 2007, the Nepal Rastra Bank
(NRB) raised the paid up capital requirement
to NRs2 billion from the existing NRs1 billion
to establish a new commercial bank. Similarly,
the required paid up capital for a new national
level development bank was also raised to
NRs640 million from NRs320 million. The
existing 19 financial institutions classified under
category A (commercial banks) will also need
to increase their paid up capital to NRs2 billion
by the end of FY2012/13. Banks that have
acquired operating licenses but have not yet
started banking operations will need to double
their paid up capital by FY2009/10. The main
objective of these changes is to encourage the
merger and acquisition of existing financial
institutions. The steady growth in the number
of commercial banks is a regulatory challenge
for the NRB, given its weak supervision and
inspection capacity, and could pose systemic
risks to the financial system if not restrained.

12. Inorder to check the possible use of ‘black
money’ as equity investment in the financial
sector, the NRB also decided that all equity
investments made while setting up a
commercial bank must bear a tax clearance
certificate. A ban on making equity investments
with loans from other financial institutions has
also been imposed.

13. Nepal and India have agreed to a new
product exchange regime on petroleum trade,
which allows Nepal to import processed
petroleum products from third countries, thus

2
The ongoing unrest in the Terai (southern plains of Nepal) has disrupted trade and transport as the region is the main channel for Nepal’s external
trade. Deteriorating industrial relations and power cuts are also slowing the economic recovery following the end of the conflict.

3
The bilateral trade treaty was first signed in 1996.




reducing its dependency on India. The new
accord, signed by Nepal Oil Corporation (NOC)
and Indian Oil Corporation (I0C) on 30 March
2007, stipulates that NOC can only deal with
IOC in the import of petroleum products from
India. The IOC will also not export petroleum
products to parties other than NOC in Nepal.
The new agreement also dilutes the earlier
mandatory clause, which required NOC to
provide the value equivalent of crude oil to
IOC for the processed oil supplied to Nepal,
thus sparing it the burden of reciprocal
exchange. The agreement came into effect
from 1 April 2007 and will run through 2012.
However, NOC has been defaulting on its
payments to IOC amounting to NRs6 billion
thus far, while it has been unable to raise prices
of petroleum products to recover the loss. As
a result, the country is frequently facing fuel
shortages as IOC curtails petroleum supplies
due to debts owed by NOC.

D. Fiscal Performance

14. While the FY2007 budget had targeted a
deficit of NRs34.8 billion (11% of GDP), the
Government has been able to maintain a broad
budget balance through the first seven months.
The budget attained a small surplus of NRs263.5
million (about 0.1% of GDP) in the first seven
months of FY2007. This derives from higher-
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than-expected growth of non-debt resources
and under-spending relative to target of the
development budget. On the former, foreign
grants grew by 37%, non-budgetary receipts by
20.3%, and government revenues by 17.9%. On
the latter, the sharp rise in development
spending envisaged in the budget target has
not materialized.

15. Revenues grew by 17.9% in the first seven
months of FY2007 compared to 2.9% growth
in the same period in FY2006 (Table 1).
Revenue collections, which were 44% of the
total revenue target, derive from higher
consumer spending driven by remittances,
higher value added tax (VAT) collections,
upward adjustments in duties and excise rates,
improvements in customs valuations, better
tax compliance, and higher non-tax revenues
arising from increased dividend receipts. The
increase in the VAT rate from 10% to 13% and
the higher customs revenues generated by
increased trade flows resulting from the
improved security situation were particularly
important in boosting revenue performance.

16. While total spending rose by 13% in the
first seven months of FY2007, compared to
19.6% during the same period in FY2006 (Table
1), expenditures during this period were only
32% of the annual target. Recurrent expenditure

Table 1: Fiscal performance in the first seven months of FY2007
(NRs million)

Item Amount % change
FY2006 FY2007 FY2006 FY2007
Actual expenditure 45984.1 51957.3 19.6 13.0
Recurrent 33316.8 36698.7 16.5 10.2
Capital 5974.2 7777.8 81.7 30.2
Principal repayment 4386.4 5361.4 -15.6 22.2
Actual income 42769.5 52220.8 7.4 221
Revenue 35824.8 42249.4 2.9 17.9
Foreign grants 5869.0 8014.2 50.9 36.6
Non-budgetary receipts 1420.7 1709.5 60.0 20.3
Others -569.1 -1.1 -868.1 -99.8
Deficit (-)/Surplus (+) -3214.6 263.5 -335.3 -108.2

Source: Nepal Rastra Bank
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grew by 10.2%, reaching NRs36.7 billion (39%
of the initial budget estimate) by mid-February
2007, compared to a growth of 16.5% during
the same period in FY2006. Capital expenditure
expanded by 30.2% to reach NRs7.8 billion (just
19% of the initial budget estimate), compared
to 81.7% in the first seven months of FY2006.

17. The slow development spending relative
to the annual budget target has limited the
realization of a ‘peace dividend’ at the
grassroots level, and has slowed efforts to
recover from the decade-long armed conflict.
The absence of local bodies, in particular, has
constrained development spending. There is
an urgent need to reinstate the peoples’
representatives at the local levels — the Village
Development Committees and District
Development Committees — which, in turn,
should enhance public service delivery and
speed up reconstruction of the infrastructure
destroyed during the conflict.

E. Monetary Developments and Inflation

18. In the first seven months of FY2007, broad
money (M2) grew by 9.5% compared to a
growth of 7.3% in the same period in FY2006
(Table 2). The acceleration in M2 growth

reflects an increase in net domestic assets,
which rose by 12.8% in the year through mid-
February 2007, compared to 4.7% during the
same period in FY2006. Net foreign assets rose
by only 4.5% in the first seven months of FY2007
compared to 12.1% during the same period in
FY2006 largely on account of slower growth in
remittances. Reflecting in part the small budget
surplus in the first seven months, net claims
on government declined by 7.8% compared to
a decline of 4% in the year eatlier period. Claims
on non-financial government enterprises
declined by 12.3%, compared to a decline of
19.5% in the year earlier period due to loan
repayment by some government non-financial
enterprises such as NOC, which has started
making profits owing to the recent fall in
international oil prices.

19. Domestic credit expanded by 7.3% in the
first seven months of FY2007, compared to
5.2% during the same period last year (Table
2). The pick up in domestic credit reflects
increased short-term investment by
commercial banks in development banks and
finance companies. Growth in credit to the
private sector remained stable - rising by 9.4%
in the review period compared to 9.5% during
the previous year. The slowdown in import

Table 2: Monetary survey for the first seven months of FY2007
(NRs million)

FY2006 FY2007 % change during first seven months

FY2006 FY2007
Amount Percent Amount Percent

140407.3 13009° o 6336.2

239038.9 8976.9° 4.7b 26441.3

Net Foreign Assets 120825.4

Net Domestic Assets 201600.4
Domestic Credit 294913.7 346203  14673.3 5.2 23522.4
Net Claims on Government 61354.8 65426 -2539.7 -4 -5541.4
Claims on Government Enterprises 66986.2 73153.3 3091.7 4.8 2158.9
Claims on Financial Institutions 12602.6 10345 -160.2 -1.3 6763
215667.9

Claims on Private Sector 266431.5 18651 9.5 22861.1

Broad Money Supply (M2) 3224258 3794462 21985.8 7.3 327775

a Adjusting the exchange valuation gain of NRs 74.3 million
£ Adjusting the exchange valuation loss of NRs 5461.8 million

Source: Nepal Rastra Bank




growth and industrial disturbances continued
to constrain the credit off-take by the private
sector. However, the growth of private sector
credit during the first seven months amounts
to only 2.8% if the volume of credit amounting
to NRs6 billion written off by the two state-
owned banks undergoing restructuring — NBL
and RBB - is deducted”.

20. The NRB's efforts to maintain price stability
have been carried out through interventions in
the foreign exchange markets and open market
operations. Intervention in the foreign exchange
market resulted in a net liquidity injection of
NRs37.17 billion in the review period, while
NRs19.45 billion was absorbed through open
market operations (NRs13.56 billion was
absorbed through reverse repo auctions while
NRs5.89 billion was absorbed through sale
auctions). The weighted average Treasury Bill
rate stood at 2.6% in mid-February 2007
compared to 2.2% in mid-February 2006. The
sharply negative real interest rate has generated
fears of capital flight, particularly to India where
rates have moved much higher.

21. Year-on-year inflation has increased
steadily over the past year, reaching 8% in mid-
February 2007, compared to 5.8% a year earlier.
Prices rose significantly for a number of food
and non-food items, including many services.
Declining agricultural production coupled with
supply shortages arising from domestic
disturbances pushed prices of spices,
vegetables and fruits, and pulses up by 26.6%,
22.1%, and 17.1%, respectively. In mid-February
2007, the year-on-year price increase of fuel,
electricity, and water was 13.7% compared a
year earlier 6.4%. Price increases in the
transportation and communication sub-sector
were 15.7% in mid-February 2007 compared
to 5.3% in the previous year. Furthermore, the
year-on-year increase in the salary and wage
rate index was 9.9% in mid-February 2007.

22. Demand management measures through
monetary policy operations alone may not be
inadequate to control inflation as supply-side
factors are often important determinants of
price movements. Inflation is expected to fall
in the period ahead as the shocks emanating
from higher oil prices, supply disruptions, and
wage increases gradually subside. For example,
the price of oil in the international market,
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which was $57.61 per barrel in mid-February
2006, declined by 5.1% to settle at $54.66 per
barrel in mid-February 2007, and is expected
to decline further in the period ahead. Further,
the onset of the peace process has improved
the security situation, easing production
bottlenecks. In addition, the appreciation of
the Nepalese rupee — which appreciated by
5.3% against the US dollar over the mid-July
2006 to mid-February 2007 period — should also
help ease inflationary pressures. However,
sporadic blockades and strikes still affect
transportation and trade, suggesting there is
still scope for supply-side price shocks.

F. Balance of Payments (External Sector)

23. The BOP surplus amounted to $87.9
million in mid-February 2007 compared to a
surplus of $180 million in mid-February 2006.
Worker remittances, which have buoyed the
BOP in recent years, grew by 5.1% during the
first seven months of FY2007 compared to a
growth of 49.5% during the previous fiscal year.
The slowdown in remittances reflects a 5.2%
decline in the number of people leaving Nepal
for foreign employment, particularly to Malaysia
and Qatar. The current account surplus rose
by 20% to reach $80.3 million (1.8% of GDP),
mainly due to a 5.5% increase in net current
transfers. The capital account surplus has grown
by 5.2%, reaching $32 million (0.74% of GDP)
while the trade deficit grew by 1.1%, reaching
$878.3 million (21% of GDP) in mid-February
2007 (Table 3).

24. Total exports (both merchandise and
services) fell by 3.9% in the first seven months
of FY2007 in contrast to an increase of 12.2%
in the corresponding period of FY2006. Exports
to India — comprising 70% of total exports —
decreased by 5.4%, while exports to third
countries decreased by 0.4%. The export
decline was broad based - exports of
handicrafts, pashmina, readymade garments,
and woolen carpets all declined. Low demand
for Nepalese goods, long hours of power cuts
and the Terai unrest, among other factors,
accounted for the poor performance of the
export sector in the review period. Total imports
decelerated by 0.3% in the first seven months
of the year, in contrast to a growth of 25.1% last
year. Imports from India — comprising 63% of
total imports — rose by 2.7%, while those from

4Adjusting for the credit write-off of NRs2.8 million by NBL and NRs13.2 by RBB at mid-October 2006, which are plagued with ‘bad loans’.
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Table 3: Balance of payments summatry for first seven months of FY2007
(US$ million)

Items

Current Account
Trade Balance
Goods: Exports
Goods: Imports
Net Services
Tourism
Net Current Transfer
Workers’ Remittances
Capital Account Balance
Financial Account
Balance of Payments

Source: Nepal Rastra Bank

third countries declined by 3.6%.

25. Nepal’s gross foreign exchange reserves
rose by 3.4% to reach $2.4 billion in the first
seven months of FY2007; convertible currency
reserves rose at the same pace, reaching $2.3
billion. The current foreign exchange stock is
sufficient to cover almost one year of
merchandise imports and 10 months of both
merchandise and services imports.

26. The Nepalese currency’s appreciation vis-
a-vis the US dollar is driven by the appreciation
of the Indian currency, to which it is pegged.
Capital inflows from abroad and rising interest
rates have strengthened the Indian currency
relative to the US dollar. The nominal exchange
rate set by the NRB appreciated from NRs73.63
in mid-July 2006 to NRs70.54 in mid-February
2007 (Figure 1). The strengthening of the
Nepalese currency decreases raw material
import costs and thus lowers the overall cost

FY2006 FY2007

66.7 80.3
868.6 878.3
524 511.7
1392.6 1390
(33.5) (52.4)
78 73.9
940.6 993.2
738.8 776.5
30.4 32
7.1 0.9
(179.8) (87.9)

of production for the Nepalese economy.
However, the domestic currency’s appreciation
reduces export competitiveness.

Exchange Rate
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APPENDICES

Table 1: Country Economic Indicators

Fiscal Year

Item 2002 2003 2004 2005° FY2006°

A. Income and Growth
1. GDP per Capita (US$ current) 242 272
2. GDP Growth (% in constant prices) 3.0 3.5
Agriculture . 25 3.9
Industry 3.3 1.1
Services 3.4 4.8

. Saving and Investment (current and market prices) (% of GDP)
1. Gross Fixed Capital Formation 19.1 19.1
2. Gross National Saving 15.5 15.2

. Money and Inflation (annua| % Change)
1. Consumer Price Index’ 4.8 4.0

2. Total Liquidity (M2) 9.8 12.8
. Government Finance (% of GDP)
1. Revenue and Grants 14.5 14.4
2. Expenditure and Onlending 16.0 155
3. Overall Fiscal Surplus (deficit) (1.5) (1.0
4. Security Expenditure (as % of GDP) 3.0 3.0

. Balance of Payments
. Merchandise Trade Balance (% of GDP) (12.6) (15.4) (15.6)
. Current Account Balance (% of GDP) 4.3 2.5 2.9
. Merchandise Export (US$) Growth (annual % change) (20.3) (13.8) 14.8
. Merchandise Import (US$) Growth (annual % change) (15.3) 7.1 15.9
. Remittance (as % of GDP) 11.6 12.4 12.4

. External Payments Indicators
1. Gross Official Reserves (including gold, US$ million) 1,030.6 1,475.5
Months of current year’s imports of goods and services 7.4 . . 7.4
2. External Debt Service (% of exports of goods and services) 8.5 . . 9.4
3. Total External Debt (% of GDP) 50.8 41.2

. Memorandum Items
1. GDP (current prices, NRs billion)
2. Exchange Rate (NRs/US$, average)
3. Population (million)

GDP = gross domestic product, NRs= Nepalese rupees.

8 Revised estimates
Initial estimates
¢ Annual percentage change (period average)

Sources: Ministry of Finance. 2006. Economic Survey. Kathmandu; Central Bureau of Statistics. 2005. National Accounts of Nepal. Kathmandu; Nepal Rastra
Bank. Macroeconomic Situation. 2006; and additional information provided to Asian Development Bank staff.
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Table 2: Country Poverty and Social Indicators

Period

Iltem Latest Year

A. Population Indicators
1. Total Population (million) 25.9 (2006)
2. Annual Population Growth Rate (% change) . . 2.3 (2005)

a

B. Social Indicators

Total Fertility Rate (births/woman) 5.9 5.3 3.7 (2000-2005)
Maternal Mortality Rate (per 100,000 live births) — 850.0  (1991) 740.0 (2000)
Infant Mortality Rate (below 1/1,000 live births)  115.4 102.1 61.0 (2005)
Life Expectancy at Birth (years) 50.9 53.6 61.6 (2004)
Female 50.0 52.9 62.4 (2004)
Male 51.6 54.2 61.6 (2004)
Adult Literacy (%) 26.5 30.5 48.6 (2004)
Female 9.8 14.0 34.9 (2004)
Male 42.7 47.5 62.7 (2004)
Primary School Gross Enrollment (%) — 61.0 78.0 (2004)
Secondary School Gross Enrollment (%) 25.2 33.1 50.5 (1997-2000)
Child Malnutrition (% below age 5) 69.1  (1975) 57.0  (1990) 53.0 (2000)
. Population below Poverty Line (international, %)b — — 37.7 (1990-2003)
. Population with Access to Improved Water Sources (%) — 69 (1990) 90 (2004)

. Population with Access to Improved Sanitation
Facilities (%) — 12 (1990) 35 (2004)
. Public Education Expenditure (% of GDP) 2.7 2.0 3.4 (2000-2002)
13. Human Development Index 0.378 0.42  (1990) 0.527 (2006)
14. Rank/Total Number of Countries 114/130  (1987) 152/173  (1990) 138/177 (2006)
15. Gender-Related Development Index — 0.33  (1995) 0.51 (2003)
16. Rank/Total Number of Countries — 148/163  (1995) 106/177 (2003)

C. Poverty Indicators
1. Poverty Incidence (1996) . (2004)
2. Proportion of population below poverty line
Urban (1996) : (2004)
Rural (1996) (2004)
Mountain (1996) (2004)
Hills (1996) (2004)
Terai (1996) (2004)
Poverty Gap (1996) (2004)
Poverty Severity Index (1996) : (2004)
Inequality (Theil L Index)
Human Poverty Index (2006)
Rank (2006)

— = not available; GDP=gross domestic product.

g CBS estimates.
US$1 a day at 1985 international prices, adjusted for purchasing power parity.

Sources: United Nations Development Programme. 2005. Human Development Report. New York; Central Bureau of Statistics 2005. Nepal Living Standards
Survey Report. Kathmandu; United Nations Development Programme. Millennium Development Goals — Progress Report. 2005. Kathmandu; United Nations
develpoment Programme. 2006. Human Development Report. New York.
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