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A. Overview

1. The economic growth slowed to 2.3% in
FY2006 – about half the Government’s initial
projections of 4.5% – due to adverse weather
shocks, conflict and political instability. Bad
weather conditions in FY2006 adversely
affected the agricultural production and thus
the sector contributed the least to the real gross
domestic product (GDP) growth. While service
sector remained stagnant, the industry sector
showed signs of revival in FY2006 from a low
base, but these sectors remained weak due to
political unrest and conflict environment.

2. On the fiscal side, the budget deficit more
than doubled to 1.8% of GDP due to significant
shortfall in revenue collection and rapid growth
in recurrent spending, particularly in the second
half of FY2006. The shortfall in the revenue
collection target was due both to the
sluggishness of the economy and the reduction
of tariff rates by the Government. Capital
expenditure remained well below target, as
development activities were constrained in the
conflict environment. Since there was a sharp
decline in foreign loans, domestic borrowing
increased seven times to 1.4% of GDP in FY2006
to cover the deficit.

3. As forecasted by ADB’s Annual
Development Outlook, inflation sore to 8% in
FY2006 as compared to 4.5% in FY2005. The
sharp increase in inflation is due to poor
agricultural harvest, sustained supply disruption
caused by intensification of bandhs and
blockades, and higher oil prices. Broad money
supply and narrow money supply increased
by 13.5% and 12% respectively in FY2006.

4. The trade deficit rose by 3.3% over the
last year and trade deficit to GDP ratio increased
to 16.8% in FY2006 as compared to 14.2% in
FY2005. The foreign exchange reserves grew
by 11% supported by a sustained increase in
migrant workers’ remittances.

5. The FY2007 budget is expansionary and
aims to support strong economic growth. The
budget assumes a GDP growth of 5% and the
inflation is projected at 6%. The budget
proposes a total expenditure outlay of NRs127.4
billion, an increase of 32% from FY2006. The
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capital and recurrent expenditures have been
increased by 56% and 21% respectively in
FY2007 over FY2006. Revenue is expected to
grow about 17% in FY2007. The budget deficit
is estimated to increase to about 3% in FY2007,
from 1.8% in FY2006. One of the main features
of the FY2007 budget is the increased allocation
for rural development and reconstruction and
increase in the village development committees
(VDC) block grants. Allocation for security has
been reduced and total allocation to social
services such as education, health, drinking
water and local development has been
increased significantly in FY2007 budget.

6. A decade long conflict in Nepal has
affected the social, economic and political
landscape of the country. The insurgency and
political instability have been responsible for
the poor performance of the economy in the
last few years. However, with the dramatic
political developments in April 2006, new
prospects of opportunities for socio-economic
transformation have emerged. A series of
understandings reached between the Seven
Party Alliance (SPA) Government and
Communist Party of Nepal, Maoist (CPN/M)
holds promise for restoring lasting peace and
stability in Nepal. Moreover, people’s aspiration
for peace, democracy and better life are very
strong. The transition to lasting peace and
democracy however carries significant risks
as the national debate at present is centered
on the political systems rather than service
delivery and economic development.

7. To achieve lasting peace, the economic
development must be pursued and
opportunities must be exploited to accelerate
the economic growth. The recent political
breakthroughs and improvement in security
situations could potentially yield significant
peace dividends for Nepal’s economy over the
next few years. With sound macroeconomic
management, expansion in development
expenditures, focus on improving governance
and continuing reforms, the economy is likely
to rebound in the immediate future.

B. Output

8. Nepal’s economic performance continued
to be low in FY2006. After plummeting to a
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negative growth of 0.4% in FY2002, the GDP
growth rebounded to 3.5% in FY2004 which
again declined to 2.3% in FY2005. According
to the initial estimates of the Central Bureau
of Statistics (CBS), real GDP grew by 2.3% in
FY2006 – much lower than the initial forecast
of 4.5%. It is slightly higher than the revised
estimate of 1.8% presented in the white paper
by the Government in May 2006. The revised
estimate of the Government was congruent
with the ADB projection of 1.8% growth.
According to ADB’s estimates, the three-week
shutdown in April 2006 alone is likely to cost
the economy NRs10 – NRs15 billion. The
Government’s estimate of GDP growth at 2.3%
is also higher than the ADB’s projection because
the loss during the political upsurge in April
2006 has not been taken into account by the
Government in GDP estimation for FY2006.

9. Agriculture sector has been a major
contributor to the economic growth of Nepal.
Because of this reason, the GDP growth is
heavily dependent on the performance of this
sector. It registered a growth of 4% and 3% in
FY2004 and FY2005 respectively. Agriculture
sector grew by only 1.7% in FY2006, about half
the growth of 3% achieved in FY2005, and
contributing only 0.68 percentage points of
GDP growth (Figure 1). Preliminary estimates
suggest that paddy production which
contributes almost 20% of agricultural GDP
declined by 2%, a decline for the second straight
year. The weather dependent paddy production
suffered from an erratic monsoon in 2005.
Similarly, wheat production – Nepal’s third
largest cereal crop – was adversely affected by
a record draught in 16 years in the 2005 winter.

Preliminary estimates suggest that wheat
production declined by about 3.5% in FY2006
compared with the last year.

10. After slowing to 1.1% in FY2004 and
reviving to 1.5% in FY2005, the industry sector
recorded a marked growth of 3.5% in FY2006.
The industrial contribution to the overall GDP
growth in FY2006 was 0.81 percentage points.
Due to a strong rebound in the construction
sub sector – which constitutes about 50% of
the industrial sector – its growth in FY2006
more than doubled as compared to 1.5%
growth in FY2005. Although the industrial base
is very narrow in Nepal, its outstanding
performance in FY2006 is encouraging.
Notwithstanding the conflict related disruptions,
the sector is constrained by inadequate
infrastructure, limited domestic market and
high transport costs and absence of supporting
reforms. Manufacturing contracted due to the
adverse effect of the expiration of the Multi
Fiber Agreement (MFA). This has been further
exacerbated by lack of investment owing to
the poor investment climate in the country.

11. After achieving a remarkable growth of
about 5% in FY2004, the service sector growth
has stabilized at 2.4% as demonstrated by
achievement of the same growth rate in FY2005
and FY2006. Services sector accounted for the
highest contribution of 0.97 percentage points
of GDP growth in FY2006. Tourism rebounded
by 4% in FY2006 as compared with a decline
of 2% in FY2005. The finance, communication
and transport sub sectors were hampered by
conflict related disruptions and three-week
long shutdown in April 2006.

12. On the expenditure side, the investment
rate1 expanded nominally to 30.3% in FY2006
as compared to 28.9% in FY2005. Both public
and private investment continued to be sluggish
during FY2006 due to weak investment climate
in the country. A sharp rebound in investment
is thus needed to achieve an economic
recovery and strong growth.

13. Total consumption grew by 11% in FY2006
supported by an increase in the private
consumption expenditure by 11.2% and public
expenditure of 9%. A marginal difference in
the growth of the public consumption
expenditure reflects inadequate fiscal stimulus
to the economy. The rise in the private
consumption is however buoyed by the strong

1
Gross domestic investment divided by GDP.
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influx of workers’ remittances, which grew by
17% of GDP in FY2006. Remittances have been
the driving force for the consumption led
growth of the Nepalese economy. Remittances
expanded from 4.5% of GDP in 1996 to 13% of
GDP in FY2005 and have been ever increasing.
(Figure 2.)

C. Policy Development

14. The environment for policy reforms and
its effective implementation has been very
challenging during FY2006 due to unstable
political situation. The pace of policy reform
during the second half of FY2006 slowed
compared to the first half due to political
developments following the events of April
2006. The political instability resulted in less
conducive environment for policy related
actions. The SPA government decided to review
the ordinances approved since February 2005.
This has major implications for continuity of
Nepal's reform and development process.

15. During FY2006, Government took a major
reform decision to reduce the losses incurred
by the state-owned Nepal Oil Corporation
(NOC) by deregulating the oil distribution
mechanism. NOC would import the oil and sell
it to the local distributors, who would then sell
it to the local market on their own prices
including distribution cost. Despite, the
Government’s efforts to deregulate the prices,
it is still incurring huge losses. The NOC’s
monthly loss in mid-May was NRs580 million,
NRs620 million in early June, and reached
NRs660 million by end-July.

16. NOC’s losses on oil products have shot up

in recent years and more so in the recent
months because the soaring international oil
prices are not being transferred to domestic
prices. Another reason for NOC’s mounting
losses is the indirect subsidy provided to the
kerosene consumers. NOC incurred a loss of
about NRs2 billion in FY2006 while providing
indirect subsidy to poor in kerosene. However,
assessment of the impacts of the subsidy
reveals that only 25% of the subsidized kerosene
really reaches the targeted poor, 50% is
exploited by non-targeted group and the
remaining 25% is smuggled back to India.
Establishment of an appropriate automatic
pricing system has become absolute necessity
in order to avoid further losses.

17. The Government raised the prices of
petroleum products in August 2006 to mitigate
the losses incurred by NOC. The price hike
ranged from an increase of about 10% on
subsidized kerosene to about 25% on petrol
and free market kerosene. The decision
encountered a severe protest by the political
parties and the general public. Following the
protests, the price hike decision was revoked.
It is to be noted that the price hike was
reportedly ad hoc and it lacked prior
preparation of the government in terms of
communicating to the general public about
the genuine need of revision of prices of the
petroleum products. A Petroleum Products
Supply Market and Price Management
Committee, led by former Finance Secretary,
was formed to provide recommendations to
the Government on price and transaction of
oil products. The Committee has presented
the report to the Government and is currently
under review.

18. Government promulgated Civil Service
Act on 14 July 2005 and included affirmative
actions to promote an inclusive civil service.
The ordinance to amend the Civil Service Act,
which aims to introduce results and people
oriented and gender responsive civil service is
currently under review by the Government and
is likely to be approved soon.

19. The new Government endorsed the
ordinances to establish Kathmandu Valley
Water Supply Management Board to provide
advice on appropriate policy making and asset
ownership in Kathmandu Valley. A Water
Supply Tariff Fixation Commission will also be
established to carry out regulatory functions
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process needs to be expedited to realize the
benefits of the opportunities presented by the
recent political developments.

D. Fiscal Performance

23. Nepal’s fiscal situation reflects the worst
effects of conflict and political unrest. The
overall budget deficit more than doubled to
1.8% of GDP in FY2006 as compared to 0.8% in
FY2005. The budget deficit widened in FY2006
due to significant spending in recurrent
expenditure and poor revenue collection.
Foreign financing declined as indicated by an
achievement of only 30% of the financing
targeted in FY2006 because of the political
changes and uncertainties. This led the
Government to finance the deficit through
domestic borrowings which increased from
0.2% of GDP in FY2005 to 1.4% of GDP in FY2006.
On the sources of deficit financing, government
mobilized additional domestic borrowing by
issuing treasury bills, development bonds and
citizen saving certificates. As in the previous
years, the Government’s fiscal stance in FY2007
is expansionary. The fiscal deficit is projected
to be around 3% of GDP in FY2007 which raises
concerns about the long-term fiscal position of
the Nepalese economy.

24. On year-on-year basis, Government’s
receipts grew by only 4% to NRs86.8 million in
FY2006 as compared to a growth of 13% in FY2005
(Table 1). This was mainly due to a slowdown
in the revenue collection. The government
revenue decreased from 12.9% of GDP in
FY2005 to 12.5% of GDP in FY2006. The non-
tax revenue declined due to the reduction in
import tariffs on a number of product lines.
The revenue fell short by about 13% against
the target in FY2006. A decline in customs duties
and some other non-tax revenues including
dividends and principal payments accounted
for a low growth in the overall revenue
mobilization. Similarly, the foreign financing
slipped down from 0.6% of GDP in FY2005 to
0.4% of GDP in FY2006.

25. Of the total revenue mobilization, tax
revenue increased by 10.8% in FY2006 as
compared to 12% in FY2005. Where as non-tax
revenue declined by 10.4% in FY2006 against
a growth of 20% in FY2005. Of the total revenue
mobilization, VAT constituted a major share of
33% in FY2006 as compared to 27% in FY2005.
The composition of tax and non-tax revenue
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with a priority objective of protecting consumer
interests. This will lead to amendment of the
existing water utility’s service jurisdiction.

20. A procurement bill was endorsed in
August 2006 in order to strengthen harmonized
procurement practices of the Government
agencies and donor organizations.  The law
emphasizes effective and transparent
procurement and management of assets and
is expected to be enacted by end September
2006. The Act is targeted to harmonize the
country's procurement procedures with
international standards. The Act lays out a
mechanism to establish public procurement
monitoring office, with a view to supervise,
monitor and regulate all public purchases in
government offices in order to ensure
uniformity of the procurement procedures.

21. Remittances have been playing a crucial
role in Nepalese economy over the years and
are expected to remain a major contributor in
future. With a realization of increasing
importance of the migrant workers’ remittances
in the overall economy, the Government has
prepared a draft foreign employment act to
regulate and facilitate the foreign employment
for Nepali workers. The act proposes to allow
manpower agencies to export workers without
obtaining final approval of the Government.
Instead, the manpower agencies will need to
inform the government on the number of labor
demands they have received from overseas
employers. The act also proposes to raise the
registration fee of the manpower agencies to
NRs3 million from NRs0.5 million. Among
others, the draft act also allows the manpower
agencies to establish branches or contact
offices across the country and abroad and
proposes to give legal status to individual
manpower agents.

22. FY2007 budget has pronounced the
commitment to accelerate the reforms in all
of the Government’s priority areas. Serious
efforts are sought to initiate actions against the
willful defaulters, improve investment climate,
meet the World Trade Organization
commitments, and improve tax administration.
The budget has also committed to introduce
c o m p e t i t i o n  l a w  t o  e n h a n c e  t h e
competitiveness of the trade and industry
sector, labor law in order to facilitate the free
functioning of labor market that allow free
entry and exit of labor force. etc. The reform



Nepal Quarterly Economic Update    August 2006 5

constituted 83% and 17% respectively in FY2006,
while it was 79% and 21% respectively in
FY2005.

26. On the expenditure side, there was a 13%
under spending of the government budget
target. Capital expenditure in particular fell 27%
short of the revised budget target due to conflict
related constraints and political unrest that
affected the undertakings of development
activities. A significant decline (26%) in the
foreign loans also contributed to the contraction
in capital spending. Having realized only 78%
of the targeted capital spending of NRs28 billion
in FY2005, a budget target of NRs31 billion in
FY2006 was ambitious. Moreover, the conflict
related disruptions and political unrest in the
second half of the year pushed it out of reach
in FY2006.

27. However, 91% of the target recurrent
expenditures were met, which was 12% higher
in absolute terms in FY2006 as compared to
that of FY2005. Nevertheless, the overall
government expenditure increased by 11% in
the FY2006. The increase in government
expenditure is attributable to the increase in
civil services and increased security spending.
The share of recurrent expenditure and capital

expenditure stood at 71% and 23% respectively
in FY2006. Such a ratio was 70% and 25%
respectively in FY2005.

28. Total debt service in FY2006 is estimated
at NRs23.5 billion or about 22% of total
government expenditure, more than double
the share in FY1991. Security expenditure stood
high at about NRs18.7 billion or about 19% of
total government expenditure in FY2006.
Security expenditure and debt service together
accounted for about 41% of total government
expenditure and about 45% of total government
revenue. This reveals a continued heavy fiscal
burden imposed by debt service and security
expenditure and the insufficient resources left
for investment in infrastructure and human
resource development. The burgeoning debt
service expenditure is of particular concern in
the context of sharp fall in foreign loan receipts
of the government in recent years.

29. The political breakthrough in April 2006
has significant implications for fiscal
management to deliver the development results
by enhanced growth and development. Though
it has paved way for peace in the country and
the security spending is likely to decline, the
political uncertainty remains. The current

Table 1: Fiscal Performance
(NRs. million)

Items
FY2006FY2005 FY2006FY2005

Budget %
Change

FY2005 FY2006

Actual Budget Target
Achievement (%)

Revenue and Grants 83,266 86,784 87,271 98,948 95.4 87.7 4.2

Current Revenue 68,311 72,730 71,076 71,076 96.1 93.0 6.5

Tax Revenue 54,224 60,103 56,056 64,010 96.7 93.9 10.8

Nontax Revenue 14,086 12,627 15,020 14,201 93.8 88.9 (10.4)

Capital Revenue 564 247 844 2,050 66.8 12.0 (56.2)

Grants 14,391 13,807 15,351 18,687 93.7 73.9 (4.1)

Expenditures and Net Lending 87,780 97,346 100,786 111,528 87.1 87.3 10.9

Re-current Expenditures 61,686 69,066 70,098 75,850 88.0 91.1 12.0

Capital Expenditures 21,530 22,620 27,683 31,052 77.8 72.8 5.1

Lending Less Repayments 4,564 5,660 3,005 4,626 151.9 122.4 24.0

Overall Balance (incl. Grants) -4,514 -10,562 -13,515 -12,580 33.4 84.0 134.0

Financing of Overall Balance 4,514 10,562 13,515 12,580 33.4 84.0 13.0

Foreign Financing 3,313 2,456 9,984 7,994 33.2 30.7 (25.9)

Domestic Financing 1,200 8,105 3,531 4,587 34.0 176.7 575.4

Sources: Ministry of Finance and Nepal Rastra Bank
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expenditures are likely to increase in order to
accommodate new initiatives in light of the
changed circumstances. If peace process
continues, the government will have to allocate
resources for reconstruction, rehabilitation and
reconciliation. The revenue mobilization in
order to keep pace with the ever-increasing
demand for development presents a challenge
in front of the government.

30. The sharp increase in public debt, a
narrow revenue base and growing constraints
on the availability of external financing – all
point to the need to achieve fiscal consolidation.
This will require more effective and transparent
use of resources, greater commitment to
domestic resource mobil ization and
restructuring of the public utilities. Nepal needs
to take early actions to address a range of
issues from short-term budget management
to improving the efficiency/effectiveness of
public spending over the near to medium term.
Looking beyond the immediate problem of
managing the FY2007 budget, efforts will be
needed to improve resource mobilization, limit
spending within the levels of resource
availability and to improve the effectiveness of
public spending.

E. FY2007 Budget

31. The FY2007 budget, presented on 12 July
2006 is expansionary and aims at supporting
strong economic growth. The macroeconomic
framework for the budget assumes a GDP
growth of 5%. The inflation is projected at 6%
in FY2007. The budget deficit is estimated to
increase to about 3% in FY2007, from 1.8% in
FY2006 and an average of 1.3% in the past 4
years.

32. The budget proposes a total expenditure
outlay of NRs127.4 billion, an increase of 32%
from FY2006. The recurrent expenditure is
increased by 21% compared to an increase of
12% in FY2006. Despite a significant reduction
in the security spending and allocation to the
Palace, the recurrent expenditure is projected
to increase on account of increased debt
service payments, dearness allowance to the
civil servants, and allocation for the constituent
assembly elections expected to be held during
FY2007.

33. The capital budget has been expected to
increase by 56% over FY2006. Bulk of the

increase in capital expenditure has been
allocated for rural development, including
social sectors (education, health, water supply
and sanitation), rural infrastructure (mainly
rural roads), and doubling the block grants to
VDCs from NRs0.5 million to NRs1.0 million.

34. Revenue is expected to grow by about
17% in FY2007 up from a growth of 15% in
FY2006. Given that no significant changes have
been proposed to the tax rates, achieving the
revenue target will be very challenging.
However, the budget commits to stronger
efforts to strengthen tax administration and
broaden the tax base. Effective implementation
of these measures will be critical for achieving
the revenue targets. The budget also envisages
a sharp increase in the foreign and domestic
financing in FY2007. Projection of foreign aid
receipts—both loans and grants—seems very
optimistic. However, actual receipts will
depend on the Government’s absorption
capacity ,  i .e . ,  the extent  to which
implementation and portfolio management
can be improved.

35. The budget indicates the Government’s
effort to initiate a process of reconstruction,
rehabilitation, and reintegration of the CPN/M
into Nepal’s mainstream politics and
development process. One of the main features
of the FY2007 budget is the increased allocation
for rural development and reconstruction.
There has been significant increase in the social
sector allocation in terms of total government
spending (Figure 3).  In terms of GDP, the total
allocation for social services – education,
health, drinking water and local development
– has increased to 8% of GDP in FY2007 as

Figure 3: FY2007 Budget Allocations
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compared with the revised estimate of 6% in
FY2006. The education budget itself has been
increased to 3.5% of GDP in FY2007 above 3.2%
in FY2006. The economic services – agriculture,
roads, electricity and irrigation – have been
allocated a budget of 5% of the GDP in FY2007
as compared with 4% in FY2006. The allocation
to security spending has been reduced to 2.8%
of GDP in FY2007 from that of 3.4% in FY2006.
While the increased resource allocation for
rural development and reconstruction is
commendable ,  eventual ly  e f fect ive
implementation and delivery of development
results on the ground will matter more to reflect
the Government’s commitment. The
Government will therefore have to focus on
institutional capacity building at the local level,
especially for ensuring effective utilization of
the increased VDC block grants and
implementat ion of  social  and rural
infrastructure projects to enhance service
delivery to the common people and meet the
aspirations of the masses.

F. Monetary Developments and Inflation

36. In FY2006, the broad money (M2)
registered a growth of 15.6% compared to a
growth of 8.3% in the corresponding period of
FY2005 (Table 2). The growth in the broad
money resulted mainly from the substantial
inflow of remittances. Along with the

remittances, the rising inflation increased the
demand for domestic currency. Domestic credit
grew by 7.7% compared with 13.8% growth
last year. A slowdown in the private sector
credit limited the expansion of domestic credit
in the review period. Net foreign assets after
contracting by 1% in FY2005 recorded a growth
of 29.4% in FY2006 contributing immensely to
M2 growth.

37. Net claims on government increased by
only 9.4% in FY2006 compared to an increase
of 11.3% in FY2005. Claims on government
enterprises increased by 9.4% in FY2006
compared with a growth of 10% in FY2005.
Claims on non-financial enterprises declined
by 31.9% in FY2006 in contrast to an increase
of 125% in previous year. The decline was
mainly because of repayment of loans by Nepal
Electricity Authority, NOC and other enterprises
to commercial banks.

38. Nepal Rastra Bank (NRB) continued its
open market operations and intervened
frequently to absorb liquidity arising from a
higher inflow of workers' remittances. The
auction of treasury bills and securities by NRB
is an integral part of the monetary program.
Consequently, the liquidity was mopped up
through auctions. A fresh treasury bill of NRs8
billion was issued which helped absorb the
excess liquidity in the money market. A 10-

Source: Nepal Rastra Bank

Table 2: Monetary Policy
(NRs million)

Item
July 2004

% change

Assets

Net Foreign Assests 108,804.6 107,742.1 139,384.0 (1.0) 29.4

Net Domestic Credit 246,171.8 280,240.4 301,691.0 13.8 7.7

Claims on Government (net) 57,396.6 63,894.5 69,911.7 11.3 9.4

Claims on Government Enterprises 58,149.6 63,894.5 69,911.7 9.9 9.4

Financial Enterprise 13,343.9 12,762.8 12,722.8 (4.4) (0.3)

Non-financial Enterprises 2,914.9 6,566.2 4,470.2 125.3 (31.9)

Claims on Private Sector 172,516.5 197,016.9 214,586.0 14.2 8.9

Liabilities

Broad Money Supply (M2) 277,305.9 300,439.9 347,211.0 8.3 15.6

July 2006

FY2005

July 2005

FY2006



year development bond and citizen savings
certificates were issued which helped the
interest rate to be stable in the short-term.

39. Inflationary pressure built up greatly in
FY2006. The year-on-year average inflation was
8% in FY2006 as compared to 4.2% in FY2005.
Due to the exchange rate peg to Indian Rupee
and an active trade between the two countries,
the inflation in Nepal generally follows India’s
inflation rate. However, a significant deviation
is observed in inflation rate of the two countries,
as the inflation in India in FY2006 was 4.4%
against that of 8% in Nepal. This requires an
in-depth analysis of the Nepalese inflation by
its disaggregation into core and non-
core/headline inflation.

40. The year-on-year headline inflation (which
includes fuel price, volatile food prices,
transport services, etc) increased by 8% during
mid-November 20052 to mid-July of FY2006 in
contrast to only 5.4% in the same period last
year (Figure 4). The rise in the inflation in
comparison to last year is due to the
unexpected rise in the staple food prices,
upward adjustment of petroleum prices, and
increase in the VAT rate. On the other hand,
the year-on-year core inflation, which excludes
short-term price fluctuations associated with
international commodity prices and prices of
agriculture commodities, due to poor harvest
increased to 4.4% during mid-November to
mid-July of FY2006 as compared with 3.6% rise
in FY2005. Heightened inflationary expectation
rising from persistently increasing global oil

2
The core and headline inflation started being monitored separately from November 2005.

prices and effect of aggressive implementation
of VAT increased the core inflation this year.

41. The increased inflation was mainly
contributed by the headline inflation, as the
headline inflation was almost double the core
inflation during the review period. Inflation is
expected to increase further as the full impact
of the higher oil prices are passed on to the
consumers. Thus, while the Government’s oil
pricing and subsidy policy have so far limited
the pass-through from higher international
prices to the domestic retail prices and helped
to contain inflation to some degree, there
remains a risk from the persistently increasing
international oil prices.

G. Balance of Payments (External Sector)

42. In FY2006, export grew only marginally by
3.9% compared with a growth of 11% in last
year (Table 3). Exports to India increased
merely by 5.4% in FY2006 against a growth of
26.4% in the previous year. Additional custom
tariff of 4% imposed by India on Nepalese
exports to India since the end of February 2006
slowed the growth of Nepalese exports to India.
The exports to third countries showed a
rebound with a growth of 1.8% in FY2006
compared with a decline of about 14.5% in
FY2005. The total imports registered a growth
of 18.2% in FY2006 as compared to 12.1% last
year. The imports from India almost doubled
in FY2006, and that from third countries
expanded by 8.2% in FY2006 from 5.7% in
FY2005.

43. The current account surplus increased by
19.3% to US$191 million in FY2006 from US$160
million in FY2005 due to increased growth of
workers’ remittances. However, there has been
significant expansion of trade deficit by about
28% in FY2006 as compared to 13% last year.
Due to weak performance in exports, Nepal
registered a deficit in balance of payment,
which is in order of US$354 million in FY2006
as compared to that of US$80 million in FY2005.
Although exports can be expected to perform
better, overall growth in exports is likely to
remain weak due to political unrest and as the
impact of expiration of MFA takes full effect.

44. The expiration of MFA in January 2005 has
hit the garment sub-sector very hard. Nepal’s
apparel export has declined sharply in FY2006
forcing many firms to close down. Remittances
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Figure 4: Core and Headline inflation in
FY2006 and FY2007
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Table 3: Balance of Payments Summary
($ million)

Items

Current Account 159.9 190.8 2.2 2.4 (19.1) 19.3

Trade Balance (1,188.2) (1,522.1) (16.1) (18.9) 12.9 28.1

Good: exports f.o.b 830.6 863.6 11.2 10.7 11.0 3.9

Good: imports f.o.b (2,018.8) (2,385.4) (27.3) (29.7) 12.1 18.2

Net Services (28.2) (93.5) (0.4) (1.2) (122.9) 231.8

Tourism 145.0 131.5 2.0 1.6 (41.0) (9.3)

Net Current Transfer 1,353.6 1,738.2 18.3 21.6 17.7 28.4

Workers' remittances 908.0 1,345.7 12.3 16.7 14.4 48.2

Capital Account Balance 21.8 42.9 0.3 0.5 10.8 96.6

Financial Account (353.8) 44.0 (4.8) 0.5 21.2 (112.4)

Balance of Payments (79.6) (353.6) (1.1) (4.4) (63.3) 344.5

% of GDP % Change

Source: Nepal Rastra Bank

FY2006FY2005 FY2006FY2005 FY2005 FY2006
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inflows kept international reserves at a high
level – sufficient to cover imports of 7.3 months.

grew by 48% to US$1.3 billion compared with
US$0.90 billion in FY2005. Strong remittance



A. Income and Growth
1. GDP per Capita (US$ current) 233 242 272 292 310
2. GDP Growth (% in constant prices) (0.4) 3.0 3.5 2.3 2.3

Agriculture 2.2 2.5 3.9 3.0 1.7
Industry (2.9) 3.3 1.1 1.4 3.5
Services (1.3) 3.4 4.8 2.4 2.4

B. Saving and Investment (current and market prices)
1. Gross Fixed Capital Formation 19.3 19.1 19.1 18.9 8.0
2.  Gross National Saving 16.5 15.5 15.2 14.4 15.6

C. Money and Inflation
1. Consumer Price Indexc

2.9 4.8 4.0 4.5 8.0
2. Total Liquidity (M2) 4.4 9.8 12.8 8.3 15.6

D. Government Finance  
1. Revenue and Grants 13.1 14.5 14.4 15.6 14.9
2. Expenditure and Onlending 16.9 16.0 15.5 16.5 16.7
3.  Overall Fiscal Surplus (deficit) (3.9) (1.5) (1.0) (0.8) (1.8)
4. Security Expenditure (as % of GDP) 2.8 3.0 3.0 3.4 3.4

E. Balance of Payments
1. Merchandise Trade Balance (% of GDP) (12.6) (15.4) (15.6) (16.1) (18.9)
2. Current Account Balance (% of GDP) 4.3 2.5 2.9 2.2 2.4
3. Merchandise Export (US$) Growth (annual % change) (20.3) (13.8) 14.8 11.0 3.9
4. Merchandise Import (US$) Growth (annual % change) (15.3) 7.1 15.9 12.1 18.2
5. Remittance (as % of GDP) 11.6 12.4 12.4 12.7 17.1

F. External Payments Indicators
1. Gross Official Reserves (including gold, US$ million) 1,030.6 1,158.8 1,446.5 1,475.5 1,833.9

Months of current year’s imports of goods and services 7.4 7.7 8.1 7.4 7.3
2. External Debt Service (% of exports of goods and services) 8.5 9.7 8.8 9.4 8.4
3. Total External Debt (% of GDP) 50.8 48.8 46.1 40.8 40.5

G. Memorandum Items
1. GDP (current prices, NRs billion) 422.8 456.7 496.7 533.5 582.9
2. Exchange Rate (NRs/US$, average) 76.7 77.9 73.8 72.3 72.5
3. Population (million) 23.7 24.2 24.8 25.3 25.9

Table A.1: Country Economic Indicators

Fiscal Year

Item 2002 2003 2004 2005
a

FY2006
b

(% of GDP)

(annual % change)

(% of GDP)

GDP = gross domestic product, NRs= Nepalese rupees.

a  Revised estimates
b  Initial and staff estimates.
c 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.

APPENDIXES
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— = not available; GDP=gross domestic product.
a Central Bureau of Statistics estimate.b $1 a day at 1985 international prices, adjusted for purchasing power parity.

Sources: United Nations Development Programme (UNDP). 2005. Human Development Report. New York; Central Bureau of Statistics: Ministry of Finance.
Central Bureau of Statistics. 2005. Nepal Living Standards Survey Report. Kathmandu; UNDP and National Planning Commission. Millennium Development
Goals – Progress Report. 2005. Kathmandu.

Item 1985 1990 Latest Year

Table A.2: Country Poverty and Social Indicators

Period

A.   Population Indicators
1. Total Population (million) 16.2 17.9 25.3 (2005)

a

2. Annual Population Growth Rate (% change) 2.1 2.1 2.3 (2003)

B.  Social Indicators
1. Total Fertility Rate (births/woman) 5.9 5.3 3.7 (2000-2005)
2. Maternal Mortality Rate (per 100,000 live births) — 850.0 (1991) 415.0 (2000)
3. Infant Mortality Rate (below 1/1,000 live births) 115.4 102.1 61.0 (2005)
4. Life Expectancy at Birth (years) 50.9 53.6 61.6 (2003)

Female 50.0 52.9 62.0 (2003)
Male 51.6 54.2 61.2 (2003)

5. Adult Literacy (%) 26.5 30.5 48.6 (2003)
Female 9.8 14.0 34.9 (2003)
Male 42.7 47.5 62.7 (2003)

6. Primary School Gross Enrollment (%) — 61.0 71.0 (2003)
7. Secondary School Gross Enrollment (%) 25.2 33.1 50.5 (1997-2000)
8. Child Malnutrition (% below age 5)  69.1 (1975) 57.0 (1990) 53.0 (2000)
9. Population Below Poverty Line (international, %)b

— — 37.7 (1990-2003)
10. Population with Access to Improved Water Sources (%) — 69 (1990) 81 (2005)
11. Population with Access to Improved Sanitation

Facilities (%) — 12 (1990) 39 (2005)
12. Public Education Expenditure (% of GDP) 2.7 2.0 3.4 (2000-2002)
13. Human Development Index 0.42 0.42 (1990) 0.52 (2003)
14. Rank/Total Number of Countries 114/130 (1987) 152/173 (1990) 136/177 (2005)
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 — 42 (1996) 31.0 (2004)
2. Proportion of population below poverty line —

Urban — 23 (1996) 9.6 (2004)
Rural — 44 (1996) 34.6 (2004)
Mountain — 56 (1996) 32.6 (2004)
Hills — 41 (1996) 34.5 (2004)
Terai — 42 (1996) 27.6 (2004)

3. Poverty Gap — 11.75 (1996) 7.55 (2004)
4. Poverty Severity Index — 4.67 (1996) 2.7 (2004)
5. Inequality (Theil L Index) — — —
6. Human Poverty Index — — 38.7 (2004)

Rank — — 74 (2004)
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