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A.	 Overview

1.	 Economic activity was weaker than 
expected during the first quarter 
of FY2005 (mid-July to mid-October 
2004) . Agricultural production, 
especially paddy, suffered from 
unfavorable weather; and tourism, 
transport and manufacturing 
sectors were adversely affected by 
conflict related disruptions.

2.	 Only about 3% of the annual capital 
expenditure target was achieved 
during the first quarter of FY2005. 
However, revenue collection was 
12% higher than the same period 
last year – resulting in a small 
budget surplus. The government 
maintained a tight fiscal stance.  
If the economic growth remains 
below 4%, the revenue target for 
the year could be under-achieved.

3.	 Sluggish investment put downward 
pressure on interest rates. While 
Nepal’s financial sector continued 
to be flush with liquidity, growth 
in credit to both the government 
and the private sector was slow. 
To rein in the alarming decline in 
discount rates for T-bills, the Nepal 
Rastra Bank (NRB) intervened in 
the market several times to mop 
up liquidity. Meanwhile, inflation 
remained low and foreign exchange 
reserves remained at about eight 
months of import cover.

4.	 The slowdown in economic activity 
resulted in a decline in imports and 
a narrower trade deficit. Reflecting 
recent disruptions, tourism receipts 
and worker remittances declined 
by 16% and 8%, respectively. The 
narrower trade deficit and a fall in 
tourism and remittance receipts 
reduced the current account 
surplus to 0.9% of gross domestic 
product (GDP), from 1.3% in the 
first quarter of FY2004.

5.	 Assuming no further deterioration 
in the security situation, Nepal’s 
economy is now projected to grow 
3.0%, lower than the earlier Asian

Development Bank projection of 
3.7%. The projections have been 
revised downwards due to the 
expected decl ine in paddy 
production and deterioration of the 
security situation. 

B.	 Aggregate Output and 
Expenditure 

6.	 Agricultural growth in FY2005 will 
be limited by the decline in paddy 
production, which accounts for 
almost a quarter of the agricultural 
GDP. Paddy production is expected 
to be lower by about 4% due to 
floods in eastern terai and a 
drought in western terai. Paddy 
production was also affected by a 
slight decline in the area cultivated 
– a response to the decline in rice 
prices after the bumper crop last 
year. However, other major 
agricultural crops such as maize 
and millet are expected to grow 
robustly. 

7.	 The government adopted a new 
Agriculture Policy in November 
2004 to increase productivity and 
commercialization. The new policy, 
based on the government’s twenty-
year Agriculture Perspective Plan 
(APP), envisions provision of 
modern technology inputs and 
credit to farmers to purchase land 
to improve productivity. The policy 
supports tariff incentives for 
establishing agro-processing 
industries and promotion of 
contract and leasehold farming to 
accelerate commercialization. The 
government will also pursue 
institutional reforms, foster public-
private partnerships to deliver 
agriculture support services, and 
link Nepal’s rural areas with 
growing urban and export markets.

8.	 The lackluster performance of the 
industrial sector in FY2004 
extended to the first quarter of 
FY2005.  Industrial imports such 
as industrial raw materials, 
construction materials, textile, and 
machinery declined (Figure 1.1).
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Manufacturing activity in particular 
slowed – the manufacturing 
production index growth in the first 
quarter of FY2005 was 3.8% 
compared with 4.9% in the first 
quarter of FY2004. While the 
recovery in the manufacturing sub-
sector was hampered by disruptions 
such as bandhs, forced closure of 
businesses, and blockades of key 
access roads from border areas to 
hinterland locations, the rebound 
in the construction sub-sector was 
dampened by a sharp rise in prices 
of construction materials1, especially 
steel. In addition to the constraints 
imposed by the conflict, Nepal’s 
industrial competitiveness is also 
limited by low productivity and low 
investment in infrastructure needed 
to ease supplies and transport 
bottlenecks.

9.	 Service sector growth, which has 
remained somewhat resilient in the 
conflict, began to slow during 
FY2005, reflecting the downward 
slide in tourism and transport. 
Tourist arrivals2 were 10% lower 
in the first quarter of FY2005 than 
the first quarter of FY2004 primarily 
due to conflict-related disruptions, 
including a Kathmandu blockade

in August 2004, just before the 
peak tourist season. Transport 
services were also adversely 
affected by the deteriorating 
security situation, particularly the 
more frequent bandhs and 
blockades in different parts of the 
country.

10.	 On the expendi ture s ide,  
investment is likely to continue to 
decline during FY2005. Both private 
and public investment was sluggish 
during the first quarter of FY2005, 
reflecting the weak investment 
climate in the country. The 
government was able to utilize only 
3% of its capital budget during the 
period. Foreign direct investment 
commitments, already very low 
last year, recorded a 66% decline. 
Imports of construction materials, 
machinery, industrial raw materials, 
and transport vehicles – all 
indicators of the level of investment 
– were down. The government’s 
Build-Own-Operate and Transfer 
(BOOT) scheme3  has yet to come 
to fruition; the government had to 
invite fresh bids for some of its 
investment projects after no 
proposals were received during the 
first tender.

2

1 
Prices of construction materials have risen 22% over last year, reflecting high global demand, especially 	

 	 in China and India.
2 

While Indian tourist arrivals had been on downward slide since June 2004, tourist arrivals from countries 	
 other than India declined following the Maoist blockade in August 2004 and rioting in September 2004. 		
 The recovery in tourism from the huge decline in FY2002 appears to have peaked and tourist arrivals are 	
 unlikely to reach the levels achieved in FY1999.

3 
The government had invited tenders to operate four airports - Gautam Buddha Airport, Bhairahawa, Pokhara 	
 Airport, Dharan Airport and Dhangadhi Airport - under the Infrastructure Development and Operation by 	
 Private Investment Ordiannce-2004.

Figure 1.1 - First Quarter Industrial Imports
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11.	 The trends in aggregate output 
and expenditure in the first quarter 
of FY2005 reveal an economy 
under stress from the effects of 
conflict and unfavorable weather. 
For the fiscal year as a whole, 
agriculture growth is likely to 
decline from last year. Tourism, 
transport, and manufacturing are 
also likely to be adversely affected 
by the escalating conflict and 
related internal disruptions. 

C. 	 Fiscal Performance

12.	 The government experienced a 
budget surplus during the first 
quarter of FY2005, reflecting 
improvemen t  i n  r evenue  
mobi l i zat ion and s lugg ish 
government spending. 

13.	 Revenue collection was 12% higher 
during the first quarter of FY2005 
compared with the collections in 
first quarter of FY2004 – achieving 
18% of the annual revenue target 
(Table 1.1). This is mainly due to 
strong growth of trade related 
taxes; value added tax (VAT), and 
income tax receipts, which 
increased 15%, 29%, and 30%,

respectively. Direct tax receipts 
grew faster than indirect tax and 
non-tax receipts, and comprised 
17% of total revenue, up from 
15% last year. However, the 
proportion of direct taxes in total 
revenue (Figure 1.2) is still very 
low compared with other countries 
in the region and stronger efforts 
are needed to increase direct tax 
mobilization through continued tax 
reforms. Although revenue 
collection in the first quarter of 
FY2005 shows some improvement 
over last year, there are significant 
downside risks in achieving the 
FY2005 budget target, particularly 
in view of the anticipated slower 
GDP growth.  Concerted efforts at 
strengthening administration of 
key tax sources such as VAT, 
income tax, and customs are 
therefore important for enhancing 
revenue mobilization.

14.	 On the spending side, total 
government expenditure was 6% 
lower than in the first quarter of 
FY2004 (Figure 1.3) – achieving 
14% of the annual expenditure 
target. While recurrent expenditure 
is on track with 17% utilization,

3

Table 1.1: First Quarter Fiscal Performance
(NRs Millions)

FY200 FY2004 FY2005Item

% change 
in three 
months

FY2004 FY2005FY2004

Revenues and Grants	 12,301	 14,355	 70,992	 83,671	 17	 17	 17	

Revenue	 10,834	 12,124	 59,534	 68,320	 18	 18	 12

Tax 		 8,912	 10,522	 48,307	 53,856	 18	 20	 18

Non-tax Revenue	 1,735	 1,602	 11,870	 14,465	 15	 11	 -8

Grants and Other	 1,467	 2,231	 11,458	 15,351	 13	 15	 52

Expenditure	 13,753	 12,987	 90,721	 94,181	 15	 14	 -6 

Recurrent	 -	 11,519	 -	 67,608	 -	 17	 -

Capital	 -	 820	 -	 26,573	 -	 3	 -

Defict	 -1,452	 1,369	 -7,505	 -13,515	 19	 -10	 -194

Financing of the Overall Balance	 1,452	 -1,369	 7,505	 13,515	 19	 -10	 -194

Foreign Financing	 628	 -281	 5,222	 9,984	 12	 -3	 -145

Domestic Financing	 824	 -1,088	 2,284	 3,531	 36	 -31	 -232

Budget Target
Achivement (%)

Source: Ministry of Finance and Nepal Rastra Bank

FY2005

3 Months Budget

The government 

experienced a budget 

surplus during the 

first quarter of 

FY2005.
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there was significant under-
spending of the capital budget. 
Only 3% of the FY2005 capital 
budget was spent in the first 
quarter of FY2005. The worsening 
security situation constrained 
development spending and 
utilization of grants to District and 
Village Development Committees 
(VDCs). Debt servicing and security 
expenditures, on the other hand, 
were much higher than last year. 
There was a significant increase in 
the demand for additional budget 
in the first quarter of FY2005 for 
additional security spending and 
covering the losses of the Nepal 
Oil Corporation (NOC). 

15.	 The declining trend in public 
expenditure mainly indicates the 
government’s inability to continue 
development activities, especially 
in the remote and conflict affected 
regions of the country. There was 
significant under utilization of 
development grants given to Village 
Development Committees in 
FY2004 – with the level of 
underutilization directly proportional 
to level of conflict in the region. 
While Eastern and Western regions 
utilized three quarters of their 
budget, Mid-Western and Far- 
Western regions only utilized half 
of their respective budget 
allocations. Innovative modalities,

including user and community 
groups and publ ic pr ivate 
partnerships, need to be pursued 
by the government to break this 
trend and to address widespread 
poverty, and the deep-seated 
geographic, economic, social, and 
gender inequalities, which are the 
underlying causes of the conflict. 
A failure to kick start development 
activities will result in significant 
short-term and long-term economic 
costs for the country (see page 
10).

16.	 Research on other conflict affected 
countries have shown that the 
share of government revenue in 
GDP tends to fall during the conflict 
and government spending as a 
share of GDP appears to increase 
significantly. High defense spending 
during a conflict tends to come at 
the expense of macroeconomic 
stability – as reflected, for example, 
in higher budget deficits and rising 
inflation. Nepal’s revenue-to-GDP 
ratio, however, continued to 
improve during the conflict while 
government expenditure declined 
as share of GDP. Security 
expenditures increased at the cost 
of development expenditures. The 
country’s inflation has changed 
little. However, there is a risk of 
future macroeconomic instability 
if the conflict worsens.

4
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Figure 1.2 - Revenue Composition
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Figure 1.3 - FY 2005 First Quarter Revenue and Expenditures
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Table 1.2:  First Quarter Monetary Survey
(NRs Millions)

FY2004 FY2004 FY2005Item FY2003 FY2005FY2004

Assets						

Net Foreign Assets	 91,407	 109341	 89169	 106725	 -2.4	 -2.4

Net Domestic Credit	 228,354	 248485	 233067	 259999	 2.1	 4.6

Claims on Government (net)	 62,825	 60877.8	 62702	 61493	 -0.2	 1.0

Claims on Government Enterprises	 14,572	 16,118	 14796	 16933	 1.5	 5.1

Financial Enterprises	 11,739	 13203	 12358	 12999	 5.3	 -1.5	 

Nonfinancial Enterprises	 2,833	 2915	 2439	 3933.3	 -13.9	 34.9

Claims on Private Sector	 150,957	 171053	 1550957	 181510	 927.4	 6.1

Other Items (net) Liabilities	 (73,940)	 -78702.1	 -74943	 -81125	 1.4	 3.1

Broad Money Supply (M2)	 245,911	 279125.1	 247293	 285598	 0.6	 2.3

The reduction in CRR 

further strengthened 

the liquidity position 

of the banking 

system.

D.	 Monetary Developments and 
Inflation

17.	 Monetary policy remained geared 
towards maintaining the peg with 
the Indian rupee (IR) and aiding 
economic recovery. The reduction 
of cash reserve ratio (CRR) further 
strengthened the liquidity position 
of the banking system and helped 
overcome the effects of a decline 
in remittances. Time deposits in 
commercial banks increased 4.7% 
during the first quarter of FY2005. 
 Broad money (M2) grew by 3.1% 
(Table 1.2) with a 5.7% rise in net 
domestic assets accounting for 
most of the growth.

18.	 However, growth in credit, 
especially to the government, was 
sluggish. Financial sector claims 
on the government declined 1.3% 
reflecting the rise in government 
deposits at (NRB). The growth in 
credit to the private sector also 
continued to be low relative to the 
liquidity position of the financial 
sector. Financial sector claims on 
non- f i nanc ia l  government  
enterprises increased sharply, 
reflecting credit to NOC for 
petroleum imports. Net foreign 
assets declined, reflecting the rising 
import bi l l  for petroleum, 
repayment of foreign loans, and 
some capital flight associated with 
the security situation during the 
first quarter.
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19.	 In response to the ballooning 
liquidity and insufficient investment 
opportunities, the discount rate on 
91-day T bills fell sharply – reaching 
a record low of 0.6% in August 
2004. To rein in the alarming 
decline, NRB intervened several 
times to absorb liquidity from the 
financial markets. As a result, the 
discount rate on 91-day treasury 
bills rose to 1.3% in October 2004. 
NRB’s interventions helped prevent 
a further decline in commercial 
bank deposit rates. 

20.	 One of the key objectives of NRB’s 
FY2005 monetary policy is to lower 
financial intermediation costs. It 
was partly with this objective that 
CRR was reduced from 6% in 
FY2004 to 5% in FY2005. However, 
the lending rates did not decline 
and intermediation spread widened 
in the first quarter of FY2005 
despite ample liquidity in the 
banking system. The widening 
intermediation spread could be 
explained by other factors such as 
the lack of breadth and depth of 
the banking system, concentrated 
market power, and poor quality of 
loans. 

21.	 The financial sector reforms 
initiated by the government to 
address weaknesses in the sector 
a n d  i m p r o v e  f i n a n c i a l  
intermediation have shown some 
results. The external management 
teams at Nepal Bank Limited (NBL)

and Rastriya Banijya Bank (RBB) 
made progress in restructuring the 
banks and are estimated to have 
generated operating profits in 
FY2004. The non-performing loans 
(NPLs) of the NBL and RBB have 
come down from 61% and 60%, 
respectively in FY2003 to 52% and 
56%, respectively in FY2004.  The 
two banks have also been able to 
recover NPLs of over NRs1.8 billion 
and NRs2.9 billion, respectively. 
The contingent liabilities arising 
from the two banks have come 
down from about 7.1% of GDP in 
FY2003 to 6.1% of GDP in FY2004.                

22.	 Weak demand and higher 
agriculture production slowed 
consumer inflation. The point-to-
point rise in consumer prices was 
2.6% in mid-October 2004, 
compared with 5.6% in mid-
October 2003. After reaching a low 
of 1.8% in mid-June 2004, the 
point-to-point consumer price index 
(CPI) has increased steadily and is 
expected to rise further during the 
year (Figure 1.4). Inflation in 
Kathmandu was higher than in 
other parts of the country, reflecting 
the impact of blockades and the 
growing influx of people into 
Kathmandu.  

23.	 The rise in wholesale prices, 
however, was much higher. Point 
to point inflation on the national 
wholesale price index was 6.1% in 
mid-October 2004 compared with

The intermediation

spread widened 

despite ample 

liquidity in the 

banking system.

Figure 1.4: Point to Point CPI and WPI Inflation,
August 2003 - October 2004
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3.5% in mid-October 2003.  
Significant rise in wholesale prices 
of cash crops4, construction 
materials, and machinery goods 
cont r ibu ted  mos t  to  the  
acceleration of wholesale inflation. 
So far, the effects of higher 
wholesale prices have not been 
transmitted to consumer prices, 
which explains the continued low 
consumer inflation. Consumer 
inflation is likely to rise much faster, 
as the higher inflation in wholesale 
prices, upward adjustment in 
petroleum prices and VAT, and the 
decline in rice production this year, 
take effect.

24.	 The Nepali rupee (NRS) remained 
stable against the US dollar during 
the first quarter of FY2005, 
reflecting the position of the Indian 
rupee (IRS). The real effective 
exchange rate of the NR also 
remained relatively stable. The IR 
and, hence the NR, may however 
appreciate in the short term. 

25.	 Nepali exporters fear further 
appreciation because in absence 
of pricing power, it exerts 
downward pressure on profit 
margins. However, exporters are 
unlikely to lose competitiveness. 
Although the NR has appreciated 
against the dollar, most other 
currencies, including regional 
currencies, have strengthened 
more. Cheaper energy and 
industrial imports should support 
industrial activity, which has been 
sluggish in the recent years. With 
more than $1.4 billion in foreign 
currency reserves and a persistent 
current account surplus, Nepal is 
well placed to deal with a much 
higher growth in imports. The 
rupee value of foreign loans of the 
government will fall as well, easing 
repayment and debt servicing 
pressures.

26.	 Nepal’s foreign exchange reserves 
grew 24% to $1.4 billion in mid-
October 2004 from $1.1 billion in 
mid-October 2003. This is 
equivalent to eight months of 
imports of goods and services. 
Convertible currency reserves 
increased 23% to $1.3 billion,

bolstered mainly by payment of 
petroleum imports in non-
convert ib le currency. Non-
convertible reserves – mainly Indian 
rupees – grew by 26%, reflecting 
the narrowing trade gap with India. 

E.	 Balance of Payments

27.	 Weak public and private demand, 
phase out of the Multi-fiber 
Arrangement (MFA) and conflict 
related internal disruptions 
dominated external  sector 
developments. The current account 
surplus narrowed on account of a 
decline in imports, remittances, and 
tourism receipts.

28.	 Exports grew 14.6% in the first 
quarter of FY2005 compared with 
a growth of 24.1% in the first 
quarter of FY2004 (Table 1.3). 
Export growth was based on 
increase in exports of jute, leather, 
pulses, and polyester yarn to India. 
Exports to countries other than 
India fell 8.9% compared with a 
rise of 19.2% last year. While there 
was a modest recovery in exports 
of woolen carpets and pashmina, 
export of readymade garments 
declined 28%. The decline in 
garment exports is mainly due to 
the phase out of the MFA quotas 
and competition from African and 
Caribbean producers who have 
gained duty free access to the US 
market5. The economy will likely 
experience an even bigger export 
shock in the short to medium term 
after the MFA expires on 31 
December 2004. China’s and India’s 
export shares in the multilateral 
trading regime is expected to 
increase at the cost of other low 
wage countries such as Nepal, 
Bangladesh, Philippines, and 
Indonesia.

29.	 Exports, especially to countries other 
than India, face serious downside 
risks over the next few years. Nepal 
has done well to gain membership 
of regional and international trading 
blocks such as the World Trade 
Organization (WTO), the South 
Asian Free Trade Agreement 
(SAFTA), and the Bay of Bengal 
Initiative for Multi-sectoral Technical

4 
Cash crop production declined in FY2004

7
5
 Nepal's garment producers have to pay 18% duties.

Weak demand and 

higher agriculture 

production slowed 

consumer inflation.
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and Economic Co-operation 
(BIMSTEC). However, it hasn’t 
prepared adequately to compete 
in the freer global trading system 
brought on by the expiration of 
the MFA and Nepal’s entry into 
these trading arrangements. For 
instance, the garment and the 
carpet industries, two of the most 
important export industries, face 
serious problems. The carpet 
industry has experienced a 
significant downturn, having lost 
over half its market. The garment 
industry has also fallen following 
the phase out of the quotas under 
the MFA. The medium-term 
challenges to garment, carpet, and 
other exports will be best addressed 
through steps to make exports 
more competitive, including 
reduced labor and non-labor input 
cos t s  and  inves tment  in  
infrastructure to ease supplies and 
transport bottlenecks.

30.	 Contrary to popular perceptions, 
the gains from free trade 
agreements are neither guaranteed 
nor automatic. They are usually 
fruits of sound economic analysis 
and negotiations. To negotiate well, 
a country needs to be aware of its 
s t rengths  as  we l l  as  i t s

vulnerabilities. After seven years 
of conflict, Nepal’s industrial and 
manufacturing sector is ill placed 
to compete in the international 
market. Nepal should increasingly 
turn to providing services to 
developed economies, since this is 
where Nepal ’s comparative 
advantage, at least in the short 
run, lies. Nepal should negotiate 
t o  i n c r ea se  a c ce s s  and  
opportunities for migrant labor in 
overseas economies, including a 
change in the current visa regime 
to facilitate free flow of services 
within comprehensive economic 
agreements.

31.	 During the first quarter of FY2005, 
imports were 2.8% lower than 
imports during the same period in 
FY2004. Despite a 26.5% increase 
in import of petroleum products 
and a stable rupee, imports 
declined due to the weak demand 
for construction materials, textile 
and apparels, industrial raw 
materials, and transport vehicles. 
Imports from India were up 1.5% 
on account of the strong increase 
in petroleum imports but imports 
from countries other than India 
declined 18.9%. The decrease in 
imports reflects sluggish public and

8

Source: Nepal Rastra Bank

Table 1.3: Balance of Payments Summary

FY2005Items FY2004 FY2005FY2004

Current Account	 87.7	 68.6	 1.3	 0.9	 -21.7

Trade Balance	 -260.1	 -225.0	 -3.9	 -3.1	 -13.5			

Good: exports f.o.b	 160.1	 183.5	 2.4	 2.5	 14.6			

Good: imports f.o.b	 -420.2	 -408.4	 -6.3	 -5.6	 -2.8

Net Services	 18.7	 9.2	 0.3	 0.1	 -50.5	

Tourism	 43.4	 35.1	 0.7	 0.5	 -19.2

Net Current Transfer	 333.0	 289.9	 5.0	 4.0	 -13.0	

Workers' remittances	 267.5	 249.3	 4.0	 3.4	 6.8

Capital Account Balance	 -7.9	 3.8	 0.1	 0.1	 52.0

Financial Account	 -105.9	 -28.6	 -1.6	 -0.4	 -73.0

Balance of Payments	 19.5	 -14.1	 0.3	 -0.2	 -172.0

First Three Months % of GDP

% change

The current account 

surplus narrowed on 

account of a decline 

in imports, 

remittances, and 

tourism receipts.
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private demand in the country.

32.	 Given the tepid performance of 
imports, the trade deficit 
narrowed from 3.9% of GDP in 
the first quarter of FY2004 to 
3.1% of GDP in the first quarter 
of FY2005. Reflecting recent 
disruptions in these sectors, 
tourism receipts and worker 
remittances declined by 19% 
and 7%, respectively in the first 
quarter of FY2005. 

33.  The lower remittance earnings 
in the first quarter of the FY2005 
is partly a result of the disruptions 
in the sector following the killing 
of twelve Nepali workers in Iraq 
on 1 September 2004. The riots 
in Kathmandu following the 
inc ident resul ted in the 
de s t r u c t i o n  o f  s e ve r a l  
employment agencies. Workers 
going abroad for employment 
fell 50% in the month following 
the riots. The numbers have 
recovered since then. In October 
and November 2004, the 
numbers of workers going 
abroad were 25% and 20% 
higher than the same period in 
2003. Remittance earnings are 
expected to recover again as the 
effects of the 1 September 2004 
disruptions fade away.

34.	 A narrower trade deficit and a 
fall in tourism and remittance 
receipts, resulted in a current

account surplus of 0.9% of GDP 
in the first quarter of FY2005, down 
from 1.3% in the first quarter of 
FY2004. The surplus in the current 
account was offset by a deficit in 
the financial account, which was 
lower than last year on account of 
a decline in imports and loans to 
the government.

F.	 FY2005 Outlook

35.	 The deteriorating security situation 
and dependence of agriculture on 
weather pose significant risks for 
economic growth over the medium 
term. Economic growth is likely to 
decline in FY2005, mainly due to 
t h e  a n t i c i p a t e d  w e a k e r  
performance of agriculture, 
tourism, and transport sectors. 
Economic growth beyond FY2005 
will hinge on a speedy and lasting 
resolut ion of the ongoing 
insurgency. The underlying 
assumptions of the projections are 
that (i) there will be no further 
deterioration of the conflict in 
FY2005 and progress towards a 
lasting resolution in FY2006; (ii) a 
strong growth in both private and 
public sector investment in FY2006 
and FY2007; (ii) the global 
economic recovery will continue; 
(iii) the Indian economy will expand 
by about 6%; and (iv) weather 
conditions will be normal in FY2006 
and FY2007. Based on these 
assumptions, GDP is forecast to 
grow at 3.0% in FY2005, 3.7% in 
FY2006, and 4.3% in FY2007.
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A. 	 Introduction

36.	 Government’s expenditure on 
development activities has fallen 
by a third since the conflict began 
while security expenditure has 
doubled. As stated earlier, this 
reflects decline in infrastructure, 
e d u c a t i o n ,  a n d  h e a l t h  
expenditures. 

37.	 A scenario analysis is carried out 
here to estimate the loss of 
economic growth resulting from 
the decline in development 
spending. 

B. 	 Nepal Macroeconomic Model 
Baseline Estimates

38.	 A medium-sized Nepal macro-
econometric model (NMM) with 
37 equations is simulated to carry 
out the scenario analysis. There 
are 20 behavioral equations, and 
17 identities in the NMM. Of the 
59 variables in the system, 37 are 
endogenous  and  22  a re  
exogenous.  The NMM is a 
Keynesian income-expenditure 
model in which the expenditure 
side determines GDP and the 
supply side is not specified1. There 
are 5 building blocks in the NMM: 
final demand, prices, credit and 
money, government, and the 
balance of payments blocks. Final 
demand is the sum of private 
consumpt ion,  government  
consumption, private fixed 
investment, government fixed 
investment, increase in stock or 
inventory, and net exports. In 
NMM, development expenditure is 
a determinant in the private fixed 
investment, public fixed investment 
and public consumption equations.

39.	 A shock such as a decline in 
development expenditure affects 
the economy through the 
propagation mechanism across the 
5 building blocks.  Adjusting to the 
shock, all the variables go through

a dynamic process until the 
economy finds a new equilibrium 
with values for each endogenous 
variable. 

40.	 Baseline estimates of the NMM 
show that 1% increase in 
development expenditure results 
in 1.6% increase in private fixed 
investment, 0.7% increase in public 
fixed investment, and 0.2% 
increase in public consumption. 
Development expenditure has a 
lagged and highly sensitive relation 
with private fixed investment. This 
could be because private investors 
extract information about future 
bus iness  cond i t ions  f rom 
gove rnment  deve lopment  
expenditure or the government 
investment may have multiplier 
effects on private sector. The 
correlation of development 
expenditure is stronger with public 
fixed investment than public 
consumption.

C.	 Scenario Analysis

41.	 In order to evaluate the effect of 
reduct ion in development 
expenditures on GDP growth, the 
following three scenarios are 
analyzed using the NMM: 	

(i)	 No-Conflict: Development 
expenditure grows at the historical 
(FY1991-FY2001) growth level of 
10.4% for five years. While the 
political conflict started in FY1996, 
the confl ict only impacted 
development expenditures from 
FY2002.	

(ii) Conflict: In this scenario, 
development expenditure is 
projected to decline by 4.2% for 
five years. The -4.2% figure is 
conflict level of growth as recorded 
during the FY2002-FY2004 period.	

(iii) High Conflict: In this 
scenario, development expenditure 
is projected to decline by 8.4% for
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five years. The -8.4% growth rate 
is twice the current rate of decline 
of development expenditures to 
reflect further intensification of 
the conflict.

42.	 GDP growth estimates under the 
no-conflict scenario are compared 
with estimates under the low and 
high conflict scenarios to estimate 
the loss of economic growth in the 
conflict scenarios. 

D.	 Findings

43.	 If the conflict continues for the 
next five years and development 
spending declines at the current 
rate, the total GDP growth loss 
because of the decl ine in 
development spending is 8.3% for 
the FY2005-FY2009 period – an 
average loss of 1.7% of growth 
per annum. (Table 2.1). If the 
c on f l i c t  i n t e n s i f i e s  a nd  
development expenditures decline

at twice the current rate,  total 
GDP growth lost is 10.3% - an 
average loss of 2.1% points of 
growth per annum.

E.	 Conclusion

44.	 The simulations show substantial 
economic costs due to decline in 
development expenditures.

Moreover, the annual costs 
increase with each successive year 
of conflict. This is because the 
effects of decline in development 
expenditures accumulate each 
year, affecting GDP growth more 
as the conflict lengthens. The 
results reveal the importance of 
development expenditures for 
Nepal’s growth. Urgent efforts are 
required to reverse the decline of 
development expenditures and 
limit the adverse effects of the 
conflict on the economy.

45.	 The simulations estimate the 
impact of decline in development 
expenditures on GDP growth. They 
do not estimate the adverse effects 
of destruction of economic 
infrastructure and disruption of 
economic activities on GDP growth; 
the impact of lower private 
investments in the conflict is also 
not fully reflected. The overall cost 
of the conflict is likely to be much
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FY2005	 -1.3	 -1.7

FY2006	 -1.6	 -2.0

FY2007	 -1.7	 -2.1

FY2008	 -1.8	 -2.2

FY2009	 -1.9	 -2.3

Total	 -8.3	 -10.3

Conflict	 High Conflict

Table 2.1- NMM Scenario Analysis: GDP Growth loss

higher. Also, the effects of the 
conflict on GDP growth will persist 
well after the conflict is over, as 
low development spending during 
the conflict will have lowered the 
economy’s capital stock and 
development expenditures will take 
time to recover fully.
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GDP = gross domestic product, NRs= Nepalese rupees.
a   Preliminary estimates and staff estimates.
b   Annual percentage change (period average).
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Sources:  Ministry of Finance. 2004 Economic Survey. Kathmandu; Central Bureau of Statistics. 2004. National Accounts 
of Nepal. Kathmandu; and additional information provided to Asian Development Bank staff.

A. 	Income and Growth	
1.	 GDP per Capita ($ current)	 243	 241	 233	 241	 272	
2.	 GDP Growth (% in constant prices)	 6.0	 4.6	 (0.4)	 2.9	 3.3		

Agriculture	 4.9	 5.5	 2.2	 2.5	 3.9		
Industry	 8.7	 2.7	 (2.9)	 3.0	 1.0		
Services	 5.7	 5.3	 (1.4)	 3.3	 4.3

B.	Saving and Investment (current and market prices)			
1. 	Gross Domestic Investment	 24.3	 24.1	 24.1	 25.8	 26.7		
2.	 Gross National Saving	 19.0	 18.9	 16.4	 15.2	 14.8

C.	Money and Inflation			
1.	 Consumer Price Index

b	
3.5	 2.4	 2.9	 4.8	 4.0	

2.	 Total Liquidity (M2)	 21.8	 15.2	 4.4	 9.8	 13.5

D.	Government Finance	  		
1.	 Revenue and Grants	 12.2	 13.0	 13.1	 14.5	 14.5	
2.	 Expenditure and Onlending	 15.5	 17.6	 17.0	 16.0	 16.0	
3.  Overall Fiscal Surplus (deficit)	 (3.3)	 (4.5)	 (3.9)	 (1.5)	 (1.5)

E.	Balance of Payments	
1.	 Merchandise Trade Balance (% of GDP)	 (13.8)	 (13.7)	 (12.6)	 (15.5)	 (16.5)	
2.	 Current Account Balance (% of GDP)	 4.5	 2.7	 4.3	 2.6	 2.4		
3.	 Merchandise Export ($) Growth (annual % change)	 -	 11.7	 (20.3)	 (13.8)	 12.5		
4.	 Merchandise Import ($) Growth (annual % change)	 -	 6.7	 (15.3)	 7.1	 18.5

F.	 External Payments Indicators	
1.	 Gross Official Reserves (including gold, $ million)	 952	 1,011.9	 1,051.6	 1,116.3	 1,433.7		

Months of current year’s imports of goods	 6.4	 7.0	 7.6	 7.4	 8.1	
2.	 External Debt Service (% of exports of goods and 			

services)	 6.0	 6.8	 8.5	 9.9	 10.1	
3.	 Total External Debt (% of GDP)	 48.0	 47.1	 50.8	 49.0	 46.9

G.	Memorandum Items	
1.	 GDP (current prices, NRs billion)	 379.5	 410.8	 422.3	 454.9	 494.9	
2.	 Exchange Rate (NRs/$, average) 	 69.0	 73.7	 76.7	 77.9	 73.8	
3.	 Population (million)	 22.5	 23.2	 23.7	 24.2	 24.8

Table A1.1: Country Economic Indicators

Fiscal Year

Item		 2000	 2001	 2002 	 2003	 2004
a

(% of GDP)

(annual % change)

(% of GDP)
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— = not available; GDP=gross domestic product.
a Staff estimate.b $1 a day at 1985 international prices, adjusted for purchasing power parity.
Sources: United Nations Development Programme. 1993, 1998, 2003, and 2004. Human Development Report. New York; 
Ministry of Finance. 2004. Economic Survey. Kathmandu; Nepal South Asia Centre. 1998. Nepal; Human Development 
Report. Kathmandu; Central Bureau of Statistics. 1996. Nepal Living Standards Survey Report. Kathmandu; World Bank. 
2004. World Development Indicators. Washington D.C; HMG Nepal/United Nation Country Team. 2002. Millenium Development 
Goals – Progress Report. 2002.

Item		 1985	 1990	 Latest Year

Table A1.2: Country Poverty and Social Indicators

Period

A.   Population Indicators		

1.	 Total Population (million)	 16.2		 17.9		 24.2	 (2004)
a		

2.	 Annual Population Growth Rate (% change)	 2.1		 2.1		 2.3	 (1991-2001) 

B.  Social Indicators		

1.	 Total Fertility Rate (births/woman)	 5.9		 5.3 		 4.3	 (2000-2005)		

2.	 Maternal Mortality Rate (per 100,000 live births)	 —		 850	 (1991)	 540	 (2002)		

3.	 Infant Mortality Rate (below 1/1,000 live births	 115.4		 102.1		 66.0	 (2002)		

4.	 Life Expectancy at Birth (years)	 50.9		 53.6		 59.6	 (2002)			

Female	 50.0		 52.9		 59.4	 (2002)			

Male	 51.6		 54.2		 59.9	 (2002)		

5.	 Adult Literacy (%)	 26.5		 30.5		 42.9	 (2002)			

Female	 9.8		 14.0		 26.4	 (2002)			

Male	 42.7		 47.5		 61.6	 (2002)		

6.	 Primary School Gross Enrollment (%)	 -		 61.0		 80.4	 (2002)		

7.	 Secondary School Gross Enrollment (%)	 25.2		 33.1		 50.5	 (1995-2000)		

8.	 Child Malnutrition (% below age 5)	  69.1	 (1975)	 48.5	 (1990)	 48.0	 (1995-2002)		

9.	 Population Below Poverty Line (international, %)
a	

—		 —		 37.7	 (1995)		

10.	 Population with Access to Improved Water Sources			

(%)	 —		 66		 72	 (2001)		

11. 	 Population with Access to Improved Sanitation			

Facilities (%)	 —		 21		 28	 (2000)	

12.	 Public Education Expenditure (% of GDP)	 2.7		 2.0		 2.9	 (2003)		

13. 	 Human Development Index 	 0.42		 0.42	 (1990)	 0.50	 (2002)			

Rank/Total Number of Countries	 114/130	 (1987)	 152/173	 (1990)	 140/177	 (2002)		

14. 	 Gender-Related Development Index 	 —		 0.33	 (1995)	 0.48	 (2001)			

Rank/Total Number of Countries	 —		 148/163	 (1995)	 116/177	 (2001)

C.  Poverty Indicators		

1.	 Poverty Incidence	 —		 —		 42	 (1996)		

2.	 Percent of Poor to Total Population	 —		 —		 42	 (1996)			

Urban	 —		 —		 23	 (1996)			

Rural	 —		 —		 44	 (1996)			

Mountain	 —		 —		 56	 (1996)			

Hills	 —		 —		 41	 (1996)			

Terai	 —		 —		 42	 (1996)		

3.	 Poverty Gap	 —		 —		 9.70	 (1990-2001)		

4.	 Poverty Severity Index	 —		 —		 0.05	 (1996)		

5.	 Inequality (Theil L Index)	 —		 —		 —		

6.	 Human Poverty Index	 —		 —		 41.9	 (2001)			

Rank	 —		 —		 70	 (2001)
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