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ABBREVIATIONS 

BFI — banks and financial institutions

CA — Constituent Assembly

CBS — Central Bureau of Statistics

CIF — Cost, Insurance and Freight

DOFE — Department of Foreign Employment

DRM — Disaster Risk Management

EIA — Environment Impact Assessment

FDI — foreign direct investment

FOB — Free on Board

FY — fiscal year

GDP  — gross domestic product

IEE — Initial Environment Examination

LDC — Least Developed Country

MOAD — Ministry of Agriculture Development

MOF — Ministry of Finance

NEA — Nepal Electricity Authority

NEPSE — Nepal Stock Exchange

NOC — Nepal Oil Corporation

NRB — Nepal Rastra Bank

NRs — Nepalese Rupees

US — United States

VAT — Value Added Tax

WHO — World Health Organization

  

NOTE

(i) The fiscal year (FY) of the Government ends on 15 July. FY before a calendar year   denotes 

the year in which the fiscal year ends, e.g., FY 2014 ends on 15 July 2014. 

(ii) In this report, “$” refers to US dollars. 
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Executive Summary

1. As a result of the bumper agricultural harvest, moderate recovery in construction, and 
robust services activities backed by high remittance income, gross domestic product (GDP) grew 
by an estimated 5.2% in FY2014, up from 3.5% in FY2013. The major contribution to overall 
GDP growth came from the services sector, which grew at an estimated 6.1%, the highest in 
the last six years, on the back of the rise in remittance-induced consumption demand. Looking 
forward, the outlook for FY2015 is a bit less optimistic than that for FY2014. The continuing 
robust services sector growth and a potential strong recovery of the industry sector will be 
partially offset by the anticipated decline in agricultural production, resulting in GDP growth 
of 4.6% in FY2015, lower than the government’s target of 6%. Agriculture sector growth will 
likely be adversely affected by the late and subnormal monsoon rains during the first few weeks 
of the monsoon season in 2014, and the subsequent flooding and landslides in August. 

2. Despite the timely full budget, the expenditure performance in FY2014 was low.
The second Constituent Assembly (CA) election, budget execution delays, and long-standing 
procedural and procurement hassles constrained absorptive capacity, resulting in lower than 
targeted capital spending. The estimated actual capital spending was 74.9% of the planned capital 
expenditure in FY2014, equivalent to a mere 3.3% of GDP. The country needs to drastically 
increase capital spending, both in quantum and quality, to address the large infrastructure deficit, 
to set the foundation for graduation from LDC category to a developing country status by 2022, 
and to achieve other social development objectives that are curial for inclusive economic growth.

3. Revenue performance has been robust, reaching 18.5% of GDP in FY2014, thanks to 
the significant increase in non-tax revenue, which partly offset the lower tax revenue growth. 
While non-tax revenue grew by 23.8% as opposed to a decline by 2.7% in FY2013, tax revenue 
growth slowed to 20.1% from 25.8% in FY2013. As a share of GDP, tax revenue mobilization 
has improved significantly, reaching 16.2% in FY2014. It reflects the positive impact of the 
ongoing reforms to modernize and strengthen revenue administration, efforts to broaden the 
tax base, the rising import bill due the weak Nepalese rupee, and growing remittance-induced 
consumption demand.

4. The robust revenue growth combined with the lower than expected expenditure resulted 
in a lower than average fiscal deficit, equivalent to 0.1% of GDP in FY2014. Although this is 
better than the fiscal surplus equivalent to 0.7% of GDP in FY2013, it is still lower than the 
medium-term average fiscal deficit of about 2.2% of GDP. For a low-income country with a large 
financing need to bridge the infrastructure gap, particularly in energy and transport, running a 
modest fiscal deficit without jeopardizing fiscal sustainability is desirable.

5. Although inflation (year-on-year average consumer price index) moderated in FY2014 
compared to 9.9% in FY2013, it remained elevated at 9.1% as the effect of the substantial 
moderation in non-food prices was partly neutralized by the sustained rise in food prices. 
Overall, while food prices contributed 5.4 percentage points to overall inflation, non-food 
prices contributed 3.6 percentage points in FY2014. Looking forward, the expected low 
agriculture harvest, potential rise in administered fuel prices and transport cost, increase in 
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public sector salary and allowance for two consecutive years, and the disruptions in domestic 
distribution systems as a result of natural disasters and political turmoil will likely push up 
general prices of goods and services to 9.5% in FY2015. Food and beverage, and non-food and 
services will likely account for around 60% and 40%, respectively, of the overall inflation.

6. The excess liquidity throughout the year pushed short-term interest rates below 1% 
and lowered the weighted average deposit and lending rates of banks and financial institutions 
(BFIs).The significant increase in remittance inflows, which boosted deposits, and lower credit 
growth as the BFIs struggled to find immediate bankable investment projects let to the excess 
liquidity, which the central bank tried to manage through open market operations. Despite the 
repeated reverse repo auctions, the declining interest rates, and the slowdown in credit growth, 
the continuing excess liquidity indicates structural issues in the banking sector.

7. The country’s external situation strengthened in FY2014 with the balance of payment 
surplus reaching $1.3 billion (6.6% of GDP). The large merchandise trade deficit, which reached 
30.9% of GDP, was partially  offset by workers’ remittances, which reached 28.2% of GDP, and 
exports, resulting in a current account surplus of $917.2 million (4.7% of GDP), up from 3.4% of 
GDP in FY2013. Gross foreign exchange reserves increased from $6.1 billion in FY2013 to $6.8 
billion FY2014, sufficient to cover 10 months the imports of goods and non-factor services.

8. This edition of Macroeconomic Update’s issue focus explores the mainstreaming of 
environment for economic growth and poverty reduction. Currently, one of the major challenges 
faced by Nepal is to ensure not only a high and inclusive economic growth, but also to make 
it environment-friendly. Thus far, since growth is largely driven by exogenous factors such as 
monsoon-fed agriculture production and remittances-induced services sector growth, economic 
activities have been at best minimally damaging to the environment. This is also reflected in the 
declining share of the industrial sector in GDP. As investments are scaled up to generate increased 
electricity, develop infrastructure, and expand manufacturing activities in the short to medium 
term to achieve higher growth and create jobs, a key challenge would be to ensure that these 
activities are environment-friendly so that the resulting growth is not only high and inclusive, but 
also sustainable. Else, haphazard construction of infrastructure— including roads, water supply, 
irrigation, and hydro power plants— without the necessary due diligence for environmental 
sustainability may result in high socioeconomic costs to the country in the long run. In addition 
to these economic activities, the country’s traditional agricultural practices also need to balance 
the need to boost land productivity and the optimal use of inputs.

9. Economic activities without due consideration for environmental sustainability 
may start tapering off in the medium-term, undermining prosperity in the long run. Hence, 
high and sustainable economic growth becomes vital for sustained poverty reduction and 
creation of productive employment. The government could take a number of measures to 
stimulate environment-friendly inclusive economic growth such as: (i) strengthening the 
country safeguards system; (ii) promote environment-friendly infrastructure development; (iii) 
promoting planned and regulated urban growth; (iv) encouraging environment-friendly and 
climate resilient agriculture; (v) ceasing land degradation and desertification; (vi) protecting 
terrestrial and aquatic ecosystem and biodiversity; (vii) mainstreaming climate change risks; (ix) 
scaling up renewable energy; and (x) preparing effective disaster risk management.
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A. Real Sector

I. Performance in FY2014

1. Gross domestic product (GDP) grew by an estimated 5.2% in 
FY2014, up from 3.5% in FY2013, as a result of the bumper agricultural 
harvest, moderate recovery in construction, and robust services activities 
backed by high remittance income (Figure 1). The services sector 
contributed about six-tenths of the GDP growth, largely coming from 
wholesale and retail trade, transport, storage and communication 
activities.  The agriculture sector’s contribution to the GDP growth stood 
at three-tenths and the industry sector contributed about one-tenth.

2. In the agriculture sector, which comprises almost 35% of 
GDP and provides livelihood to about 76% of households, growth 
rebounded to an estimated 4.7%, the highest in the last six years. The 
timely and favorable rainfall, and the adequate supply of agricultural 
inputs, including chemical fertilizers, boosted production of both 
summer and winter crops.2 According to the Ministry of Agriculture 
Development, paddy production is projected to increase by 12%, 
up from a 11.2% decrease in FY2013. Similarly, maize production is 
estimated to increase by 9.9%, up from an 8.3% decrease in FY2013 
(Figure 2). Wheat production is projected to increase by 6.1%, up 
from 2.0% in FY2013. Paddy, maize and wheat accounted for 52.5%, 
23.3% and 20.1%, respectively, of total cereal production in FY2013.

3. The industry sector, which comprises a mere 15% of GDP, 
grew by an estimated 2.7%, marginally up from its 2.5% growth rate in 
FY2013, as construction, and electricity, gas and water grew modestly 
despite a slowdown in manufacturing. The timely budget and modest 
acceleration in actual capital expenditure (though still low compared 
to the planned expenditure) propelled construction activities growth 
to 2.9%, up from 1.9% in FY2013. Manufacturing activities grew by 
1.9%, the lowest rate in the last five years, primarily due to the impact 
of long hours of power cuts, persistent supply-side constraints, and the 
rise in cost of production due to the increased prices of imported raw 
materials. Concrete, sugar, aluminum materials, vanaspati ghee, paper, 
biscuits and beer production fell by over 30% in the first two quarters 
of FY2014. The average capacity utilization of key industries remained 
at 49.9% in the first half of FY2014, slightly higher than the 44.7% 
capacity utilization recorded in the first half of FY2013.3

1 R and P denote revised estimate and provisional estimate, respectively. Any reference to GDP for FY2013 and FY2014 in this Macroeconomic Update refers to revised and 
provisional estimate, respectively.

2 Major winter crops are wheat, barley, potato, winter tomato, cauliflower and cabbage. Major summer crops are paddy, maize, millet, buckwheat and summer potato. 
3  Capacity utilization of key industries in FY2013 was 57.8%, the same as in FY2012.

Figure 1: Supply-side contributions to growth, 

FY2010-FY20141 (percentage points)

Source: Central Bureau of Statistics; NRM staff estimates

Figure 2: Growth of cereal production (% change)

Source: Ministry of Agriculture Development
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4. The remittance-induced consumption demand propelled 
services sector growth to an estimated 6.1%, the highest in the last six 
years. The services sector, which comprises about 51% of GDP, grew by 
5.2% in FY2013. Within the services sector, wholesale and retail trade— 
whose share in GDP was 14.9% in FY2014, higher than the share 
of the industry sector— grew by an estimated 8.8%, two percentage 
points higher than in FY2013 (Table 1). Wholesale and retail trade’s 
contribution to GDP stood at 1.32% in FY2014, up from 0.98% in 
FY2013, reflecting the strong growth of remittance inflows, which 
boosted consumption demand of imported goods. The increase in the 
number of tourist arrivals and its positive impact on spending boosted 
hotel and restaurant activities by an estimated 7.1%, up from 5.5% in 
FY2013. Driven largely by the robust increase in communication related 
activities, the transport, storage and communication sub-sector grew by 
7.5%, marginally up from 7.4% growth in FY013. The slow recovery of 
real estate, renting and business sub-sector, which grew by 3.0% from 
2.7% in FY2013, reflected the tight sectoral credit policy imposed by 
the central bank on banks and financial institutions.4 

Table 1: Sub-sectoral growth and share of GDP

  Growth Share of GDP

Sub-sector FY2013R FY2014P FY2013R FY2014P

Agriculture and forestry 1.1 4.7 33.5 32.6
Fishing 2.7 4.9 0.4 0.5
Mining and quarrying 3.3 3.7 0.6 0.6
Electricity, gas and water 0.3 4.8 1.3 1.2
Manufacturing 3.7 1.9 6.4 6.1
Construction 1.9 2.9 6.9 6.8
Wholesale and retail trade 6.8 8.8 14.5 14.9
Hotels and restaurants 5.5 7.1 1.9 2.0
Transport, storage and communications 7.4 7.5 8.9 8.7
Financial intermediation -0.9 1.8 3.9 3.8
Real estate, renting and business activities 2.7 3.0 8.8 8.4
Public administration and defense 5.5 5.7 2.0 2.4
Education 5.9 6.0 5.8 6.4
Health and social work 5.6 5.5 1.4 1.5
Community, social and personal services 4.6 4.7 3.7 4.1

Source: Central Bureau of Statistics

 
5. On the expenditure side5, consumption accounted for an 
estimated 91.1% of GDP, up from 89.9% of GDP in FY2013 (Figure 3), 
indicating the increasing consumption demand stimulated by growing 
remittance income.6 Gross capital formation stood at an estimated 
37.1% of GDP, contributed mostly by the increase in gross fixed capital 

4  Responding to the busting of real estate and housing bubble, triggered by a decline in the growth of remittances in FY2011, and a build-up of non-performing loans, the central 
bank imposed a lending cap of 25% to this sector in FY2012. It contributed to the cooling down of prices in this sector.

5  The GDP by expenditure data are prone to measurement errors as change in stocks is computed residually, which also includes statistical discrepancy/errors. Change in stocks 
was estimated to be 13.9% of GDP in FY2014. A large residual indicates that a significant portion of the GDP is either unexplained or could not be directly attributed to its com-
ponents, i.e. consumption, capital formation and net exports.

6  It may be noted that even though final consumption with respect to GDP is very high, the actual domestic consumption expenditure made up an estimated 62.9% of GDP in 
FY2014, down from 63.1% of GDP in FY2013 and 65.5% of GDP in FY2012. This is due to the surge in net exports (or export minus import) in FY2014, , i.e. the consumption expen-
diture on imports of goods and non-factor services.
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formation (GFCF) from 22.6% of GDP in FY2013 to 23.1% of GDP in 
FY2014 despite a decrease in stocks from 14.3% of GDP in FY2013 to 
13.9% of GDP in FY2014. Public and private GFCF were an estimated 
4.7% and 18.5% of GDP, respectively. Despite these high investment 
figures, the impact on growth and employment is pretty nominal, most 
probably due to the inefficiency of investment management arising 
from the lack of efficiency-enhancing prerequisites related to physical 
and social infrastructures, and the inability to unwind expenditures in 
underperforming and unfeasible projects. 

6. Despite an increase in exports, the high import demand— 
backed by high remittance income in the absence of domestically 
produced alternatives—further widened net exports, reaching an 
estimated negative 28.2% of GDP in FY2014 from 26.8% of GDP 
in FY2013. The increase in price competitiveness as a result of the 
weak currency pushed exports of goods and non-factor services to 
an estimated 12.1% of GDP, up from 10.7% of GDP in FY2013. 
Meanwhile, imports of goods and non-factor services increased to 
40.3% of GDP in FY2014 from 37.5% of GDP in FY2013. The 
major factors affecting supply capacity and cost competitiveness 
of exports are: (i) lack of adequate and quality infrastructure; (ii) 
political instability and strikes; (iii) recurring labor disputes and low 
productivity; (iv) lack of skilled human resources; (v) deficient research 
and development investment and innovation in the private sector; 
and (vi) policy inconsistencies and implementation paralysis.7

7. Gross domestic savings declined to an estimated 8.9% of 
GDP from 10.1% of GDP in FY2013 and 14% of GDP in FY2011. 
It indicates that a majority of the residents’ income is spent on 
consumption, which is mostly fulfilled by imported goods. Meanwhile, 
the substantial increase in gross national savings— from 40.3% of 
GDP in FY2013 to an estimated 46.4% of GDP in FY2014— reflects 
the record high remittance inflows, which reached 28.2% of GDP in 
FY2014. It has also contributed to a positive savings-investment gap8 
(an estimated 9.4% of GDP in FY2014) in the last three consecutive 
years. Though per captia GDP increased to an estimated $713.89 in 
FY2014 from $709.5 in FY2013, it is still lower than $715.8 in FY2012 
(Figure 4). The fluctuation in per capita GDP is partly attributed to 
the depreciation of Nepalese rupee against the US dollar. Reflecting 
the high per capita remittance inflows, nominal per capita gross 
national disposable income reached an estimated $981.6 from $923.7 

Figure 3: Share of GDP by expenditure

7  For more on Nepal’s export competitiveness, see the issue focus section of Macroeconomic Update, Vol.2, No.1, February 2014.
8  Computed as the difference between gross national savings and gross capital formation.
9  US$1=NRs98 in FY2014 and US$1=NRs87.7 in FY2013.

Source: Central Bureau of Statistics: NRM staff estimates

Figure 4: Per capita GDP, GNI and GNDI ($ current prices)

Source: Central Bureau of Statistics; Nepal Rastra Bank
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Box 1: National Census of Manufacturing Establishments 2011/12

The Central Bureau of Statistics (CBS) 
released the findings of National Census 
of Manufacturing Establishments 
(NCME) 2011/12 in June 2014. The 
census is carried out every five years and 
it covers all manufacturing firms engaging 
10 or more persons. 

The manufacturing census shows 
an increase in the number of light 
manufacture activities, but a decline 
in the number of slightly heavier 
manufacturing activities, indicating the 
impact of load-shedding in scaling-up 
and sustaining higher valued-added 
industrial activities. Between 2006/07 
and 2011/12, the number of operating 
manufacturing establishments 
increased by 18.3%, mostly 
contributed by the growth of food 
and beverages; tobacco products; 
apparel; leather; leather products and 
footwear; wood products; chemical 
and chemical products; rubber and 
plastic products; non-metallic mineral 
products; fabricated metal products; 
machinery and equipment; and 
furniture manufacturing.  Meanwhile, 
textiles; printing and publishing; basic 
metal; and transport equipment 
saw a decline in the number of 
manufacturing establishments.

The increase in the number of light 
manufacturing establishments has also 
increased the number of employees by 
14.8%, reaching 194,989 employees in 
2011/12. However, the average number 
of employees per manufacturing 
establishment has declined to 48 in 
2011/2 from 57 in 2001/02.

Compared to the last NCME, wages 
and salaries nearly doubled, reaching 
NRs16.4 billion. With value of inputs 
totaling NRs241.8 billion and value of 
outputs totaling NRs322.6 billion, the 
total value addition reached NRs80.0 
billion— a 97% growth between 
2006/07 and 2011/12.

The efficiency of manufacturing 
establishments in the use of 
inputs seems to be eroding as 
evidenced from the increase in 
inputs as a percentage of output, 
and a decline in output input 
ratio. Input as a percentage of 
output stood at 75 in 2011/12, 
one percentage point higher than 
in 2006/07. Similarly, output input 
ratio was 1.33 in 2011/12, lower 
than 1.36 in 2006/07. A better 
measure of the efficiency of 
the use of inputs is value-added 
output ratio, which discounts the 
effect of inflation. Value-added 
output ratio is consistently 
decreasing, reaching 0.25 in 
2011/12 from 0.37 in 1991/92— 
indicating that the manufacturing 
firms are using inputs more 
inefficiently and are incurring 
increasing cost of inputs as well.

Labor productivity (value 
added per employee) increased 
to NRs414,000 in 2011/12 
from NRs241,000 in 2006/07. 
However, labor productivity 
growth was 71.8%, lower than 
wages and salaries growth of 
104.4% (or growth of wages 
and salaries per employee of 
78.1%) over the same period. 
At an annualized average rate, 
while labor productivity grew by 
11.4% over 2007-2012, wages 
and salaries increased by 12.2%.

The number of districts with 
manufacturing establishments has 
dropped to 64 in 2011/12 from 
67 in 2006/07. About 88% of the 
manufacturing firms are located 
in 23 districts, with the top five 
being Rupendehi, Kathmandu, 
Morang, Sunsari, and Parsa.

About 40.7% of total 
manufacturing firms reported 
that they have not been able to 

fulfill market demand, primarily 
due to the underutilization of 
capital arising from load-shedding, 
lack of raw materials, labor 
shortages, lack of finance and lack 
of skilled manpower. Furthermore, 
about 84.7% of firms reported 
that the lack of electricity was 
having impact on their operations. 

Overall, manufacturing sector has 
been weakening over the past several 
years. Its share of GDP declined to 
an estimated 5.6% in FY2014 from 
8.2% of GDP in FY2002. The average 
growth rate has been a mere 3.2% in 
the last five years.

Source: Central Bureau of Statistics: NRM staff estimates
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Figure 5: Domestic capital investment commitment 
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Figure 6: FDI commitment and actual inflow (NRs billion)

Source: Department of Industry: Nepal Rastra Bank

in FY2013. Per capita GNI stood at $727.9 in FY2014. The size of 
Nepal’s economy expanded to an estimated $19.7 billion in FY2014, 
marginally up from $19.3 billion in FY2013. 

II. Investment

8. Domestic investment commitment: Total domestic capital 
investment (fixed capital plus working capital) commitment increased 
remarkably by 142% in FY2014, up from a rate of 42% in FY2013. 
As a share of GDP, it reached 15% in FY2014, up from 5.5% in 
FY2012, largely due to an astounding 158% increase in investment 
commitment in the energy sector. Overall, of the total investment 
commitment of NRs289 billion in FY2014, 77.3% was in the energy 
sector, followed by construction (12.1%), manufacturing (6.3%), and 
tourism (2%) (Figure 5). As a share of GDP, investment commitment 
in the energy sector went up from 5.1% in FY2013 to 11.6% in 
FY2014, indicating the rising investor confidence emanating from the 
strong commitment by the new coalition government to introduce 
investor-friendly reforms in a range of sectors, including energy. 
Energy sector development is the top priority of the new government.

9. Foreign direct investment (FDI) commitment: FDI commitment, 
approved by the Department of Industry, reached NRs20.1 billion in 
FY2014, marginally up from NRs19.8 billion in FY2013 (Figure 6). It 
translates into a growth of just 1.5% compared to 115% in the previous 
year.  Consequently, as a share of GDP, it stood at a mere 1.04%, lower 
than 1.2% of GDP in FY2013. That said, while the FDI commitment 
in manufacturing, mineral, service and tourism sectors decreased, the 
energy sector saw an impressive 306% growth, mostly coming from 
India and People’s Republic of China (PRC)—which together accounted 
for 91% of the total energy FDI commitment. Country-wise FDI 
commitment shows that the PRC surpassed India as the top FDI source 
country with a 36.4% share of total FDI commitment in FY2014. The 
other top FDI source countries are South Korea, Cook Islands, USA, 
Japan, British Virgin Islands, and Singapore— together accounting for 
about 20% of total FDI commitment. It may be noted that despite the 
increase in FDI commitment, actual FDI inflow, as per the balance of 
payments, significantly decreased from NRs9.1 billion in FY2013 (0.5% 
of GDP) to NRs3.2 billion in FY2014 (0.2% of GDP).

III. FY2015 Growth Outlook

10. The outlook for FY2015 is a bit less optimistic than that 
for FY2014, mainly due to the subnormal monsoon forecast and the 
likelihood of moderate El Nino conditions, which result in deficient 
rainfall and droughts. Not only did the monsoon rains arrive late this 
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year10, the overall rainfall also is expected to be lower— around 93% of 
the long term average11. This will potentially lower agriculture production 
in FY2015. It will be further exacerbated by the impact of natural 
disasters, particularly floods and landslides. However, with the gradual 
improvements in the political environment and the resurgence of investor 
confidence following the government’s commitment to unveil ‘second 
generation’ reforms to stimulate private investments, the industry sector 
is expected to perform much better than in the previous years. While 
the improved private sector confidence will likely boost manufacturing 
activities, the timely full budget with higher planned capital expenditures 
along with better project readiness, as well as increases in bank credit 
to personal housing may boost construction activities. The high 
inflow of remittances will continue to support robust service sector 
activities, especially wholesale and retail trade; transport, storage and 
communications; and real estate, renting and business activities.

11. Considering these developments, GDP growth (at basic prices) 
is forecast at 4.6% in FY2015, lower than both the FY2014 estimated 
growth rate and the government’s target of 6% set in the budget. Over 
six-tenths of the contribution to this growth rate is expected to come 
from the services sector, followed by one-tenth from the industry 
sector and the rest from the agriculture sector (Figure 7). Overall, the 
continuing robust services sector growth and a potential strong recovery 
of the industry sector will be partially offset by the anticipated decline 
in agricultural production, lowering the GDP growth rate in FY2015 
compared to an estimated 5.2% in FY2014. In order to reach a 6% 
growth rate, assuming agriculture sector growth of 4.7% (which in 
reality in unlikely given the unfavorable monsoon), the non-agriculture 
sector has to grow by at least 6.7%, more than one percentage point 
higher than the growth rate in FY2014. Furthermore, assuming 
constant agriculture and services sectors growth as recorded in FY2014, 
the industry sector has to grow by a whopping 9% to achieve the 
government’s growth target. This would be challenging as industrial 
sector growth has averaged just 2.7% in the last three years.

B. Fiscal Sector

I. Expenditure Performance

12. Despite the timely full budget, the expenditure performance 
in FY2014 was unsatisfactory. The CA II elections, budget execution 
delays, and long-standing procedural and procurement hassles 

10 Monsoon rains were late by around two weeks. Normally monsoon rains enter on June 10 from the Eastern region, and gradually covering the entire country within a week. Ap-
proximately, 80% of total rainfall occurs between June and September.

11 Indian Meteorological Department’s forecast in the second week of June 2014. Long term average refers to the 50-year average. For more, see: http://www.imd.gov.in/section/
nhac/dynamic/weeklypress.pdf

Figure 7: Sectoral contributions to growth (percentage points)

Source: Central Bureau of Statistics; NRM staff estimates

Figure 8: Absorption rate (% of planned expenditure)
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constrained absorptive capacities12, resulting in lower than targeted 
capital spending. Much of the bureaucracy was assigned to conducting 
the CA II elections, virtually stalling the capital expenditure related 
procedural approval and procurement activities for about three months. 
The estimated actual capital spending was 74.9% of the planned capital 
expenditure in FY2014, lower than the 82.6% achieved in FY201313. 
Meanwhile, actual recurrent spending was 84.2% of planned recurrent 
expenditure, also lower than the 88.7% in FY2013 (Figure 8). Overall 
expenditure grew by 19.6%, with recurrent and capital spending growth 
at 20.2% and 16.7%, respectively— all higher than their corresponding 
growth rates in FY2013 (Figure 9).

13. Within recurrent expenditures, compensation of employees 
increased by 27.6% as a result of the hike in public sector employees’ 
salaries by 18% and an additional allowance of NRs1,000. Grant to 
local bodies, use of goods and services14, and interest and services 
payments increased by over 20%, but subsidies15 decreased by 72.7% 
(Figure 10). Overall, recurrent expenditures are estimated to be 16.4% 
of GDP, higher than 14.6% of GDP in FY2013.

14. Capital spending continued to be low as in the previous years, 
reaching just 3.3% of GDP in FY2014— marginally higher than the 
3.2% of GDP posted in FY2013 but much lower than the targeted 
4.4% of GDP in FY2014 (Figure 11). Apart from the slowdown 
engendered by the CA II elections, other persistent factors impeding 
capital spending are: (i) lack of project readiness, in terms of timely 
preparatory activities such as detailed project design, land acquisition, 
establishment of project management offices and required personnel, 
and procurement plans; (ii) delays in project approval and budget 
release; (iii) delays in procurement related processes; and (iv) overall 
weak project planning and implementation capacity16. The country 
needs to drastically increase capital spending, both in quantum and 
quality, to address the large infrastructure deficit (financially estimated 
to be between 8% and 12% of GDP annually until 2020), to set 
the foundation for graduation from LDC category to a developing 
country status by 202217, and to achieve other social development 
objectives that are curial for inclusive economic growth.

12 Absorptive capacity generally refers to the skills mastered by bureaucracy, state of infrastructure, and quality of institutions.
13 Due to the caretaker status of the then government and the lack of broader political consensus, a timely and full budget could not be introduced in FY2013. Instead, the budget 

was introduced on a piecemeal basis on 15 July 2012 (one-third of the actual expenditure in FY2012), 20 November 2012 (two-thirds of the actual expenditure in FY2012), and 9 
April 2013 (a full budget consolidating the previous two partial budgets). The planned capital spending was NRs66.1 billion in FY2013, of which NRs54.6 billion was spent.

14 Use of goods and services consists of (i) rent & services; (ii) operation and maintenance of capital assets; (iii) office materials and services; (iv) consultancy and other services fee; 
(v) program expenses; (vi) monitoring, evaluation and travel expenses; (vii) recurrent contingencies; and (viii) miscellaneous.

15 Subsidies include direct subsidies to non-financial public corporations and private enterprises only. Actual direct and indirect subsidies are much higher. This does not include subsidies for 
chemical and organic fertilizer, micro-hydropower projects, transportation subsidy for seed and fertilizer supply, and interest subsidies to farmers groups and cooperatives, among others. 

16 The Commission for Investigation of Abuse of Authority’s (CIAA) pro-active monitoring of corruption in bureaucracy has also delayed decision making, especially those related to procurement.
17 For a detailed analysis on prospects for Nepal’s graduation to a developing country status by 2022, see: ADB. August 2013. Macroeconomic Update. Vol.1, No.2, Manila: Asian 

Development Bank.
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15. Within capital expenditures, land purchase declined by 48.2%, 
faster than the rate of decline in FY2013. It indicates the difficulties 
surrounding land acquisition for infrastructure projects. Spending 
on building construction, plant and machinery, and research and 
consultancy grew by over 20%. Vehicle purchase grew by a whopping 
248.7%, which could partly be attributed to the low base effect. The 
expenditure for civil works increased by just 11.2%, reflecting approval 
and procurement related delays. Except for civil works— which was 2.3% 
of GDP, the same as in FY2012 and FY2013— none of the eight sub-
categories within capital expenditures was above 1% of GDP (Figure 12).

16. As in the previous years, FY2014 saw bunching of spending, 
especially capital spending, towards the last few months. Almost one-
fourth of actual total public expenditure was done in the last month 
and 42.4% in the last three months. Of the actual capital spending, 
37.8% was spent in the last month and 58.8% in the last three months 
(Figure 13). This pattern of spending is not much different from 
previous years, irrespective of the timeliness of issuance of budget. It 
raises concerns about not only the absorptive capacity, but also the 
structural issues concerning budget execution as outlined above. 

17. The ballooning recurrent expenditure is a matter of concern 
as it remained about NRs4 billion higher than tax revenue in FY2014. 
Furthermore, the growth rate of recurrent expenditure has been 
higher than the growth rate of tax revenue in the last three years. 
Rationalization of recurrent expenditures— a significant portion of 
these go to public sector salary, and pension and social security related 
obligations—is required for creating the fiscal space needed to boost 
allocations for capital expenditure. Although capital spending allocation 
can be enhanced through increased domestic/international borrowing 
in the short to medium-term, in the long-term strengthening revenue 
mobilization and recurrent expenditure rationalization will be needed 
so as to reduce the reliance on increased borrowing.

II. Revenue Performance

18. Total revenue grew by 20.6%, marginally lower than its 21.2% 
growth in FY2013, reaching NRs356.8 billion (18.5% of GDP). It 
is higher than the budget target of NRs354.5 billion, thanks to the 
significant increase in non-tax revenue, which partly offset the lower 
tax revenue growth. While non-tax revenue grew by 23.8% as opposed 
to a decline by 2.7% in FY2013, tax revenue growth slowed down 
to 20.1% from 25.8% in FY2013. As a share of GDP, tax revenue 
mobilization has improved significantly, reaching 16.2% in FY2014, 

Figure 12: Capital expenditures (% of GDP)

Source: Budget Speech FY2015

Figure 13: Monthly spending in FY2014, NRs billion

Source: FCGO; NRM staff estimates.
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A recent World Bank report 
has estimated that Nepal faces a 
financing need of between 8.24% 
and 11.75% of GDP per year until 
2020. The cumulative investment 
requirement over 2011-2020 (at 
2010 prices) is estimated between 
US$13 billion and US$18 billion.

The annual financing need to bridge 
the infrastructure gap are as follows:

� Transport: 2.3% to 3.5% of GDP
� Electricity: 3.3% to 4.5% of GDP
� Water supply and sanitation: 

1.1% to 1.6% of GDP
� Solid waste: 0.2% to 0.3% of GDP
� Telecom: 0.3% to 0.4% of GDP
� Irrigation: 1.0% to 1.5% of GDP
� Total: 8.2% to 11.2% of GDP

A 2010 ADBI study also found national 
investment need of about US$1.3 
billion per year until 2020. As a share of 
GDP, it amounts to about 8.5%. Sector-
wise investment need was 1.6% GDP 
for transport, 0.6% GDP for electricity, 
5.1% of GDP for ITC, and 1.1% of 
GDP for water and sanitation.

Nepal’s existing infrastructure 
investment hovers around 5% of 
GDP. There is a need to scale up 
investments especially in electricity 
and transport sectors as these are 
the binding constraints to growth.

The World Bank report estimated 
South Asia’s infrastructure gap 
(transport, electricity, water 
supply and sanitation, solid waste, 

telecommunications and irrigation) of between 
US$1.7 trillion and US$2.5 trillion (at current 
prices) until 2020. At 2010 constant prices, it is 
equivalent to US$1.4 and US$2.1 trillion. As a share 
of GDP, it amounts to between 6.6% and 9.9% 
per year (spread evenly over the years until 2020). 
Overall, infrastructure investment in South Asia was 
6.9% of GDP in 2009.

up from 15.3% a year earlier (Figure 14). The continuous reforms in 
revenue administration, broadening of the tax base, and the higher 
import bill resulted in robust revenue performance. Some of the 
notable reforms undertaken in recent years include: (i) information 
and communication technology based tax returns filing and payments 
systems; (ii) establishment of a data link with the Company Registrar’s 
Office to enhance tax compliance18; (iiii) measures to reduce tax 
compliance costs; (iv) strengthening of tax monitoring and audit 
systems; (v) measures to widen the tax net for various tax categories; 
and (vi) implementation of the Any Branch Banking System (ABBS) 
for large tax payers. 

19. Revenue mobilization from all sources, except vehicle tax, 
grew in FY2014. The growth rate of value added tax (VAT), excise 
duty, land registration fee, and non-tax revenue was higher than 
in FY2013. They increased by 20.9%, 23.8%, 32.5% and 23.8%, 
respectively. Income tax and customs revenue increased by 16.3% and 
19.3%, respectively, lower than 28.1% and 31.1% in FY2013 (Figure 
15). The deceleration in VAT collections is attributed to the lower 
growth of VAT on production; goods, sales and distribution; and 
service and contracts. Overall, VAT contributed the largest (28.3%) to 
total revenue mobilization, followed by income tax (21.8%), customs 

Figure 14: Tax revenue (% of GDP)

Source: Ministry of Finance, NRM staff estimates

Box 2: Infrastructure Financing Gap in Nepal

Source: L. Andres, D. Biller, and M. Herrera Dappe. 2013. Reducing 
Poverty by Closing South Asia’s Infrastructure Gap. Washington, DC: 
World Bank; Bhattacharyay, B. 2010.Estimating Demand for Infrastructure 
in Energy, Transport,Telecommunications, Water and Sanitation in Asia 
and the Pacific: 2010-2020. ADBI Working Paper 248. Tokyo: Asian 
Development Bank Institute.
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18 The cost of collection per NRs 1,000 decreased from NRs16.4 in FY2007 to NRs12.7 in FY2011.
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(19%), and excise duty (12.7%) (Figure 16). Taxes on consumption 
and imported goods, which are largely financed by remittance income, 
constitute a lion’s share of total tax revenue mobilization—around 
70%. Furthermore, import-based revenues (custom duties, VAT, and 
excise on imports only) account for about 45% of total revenue.

III. Budget Balance

20. The robust revenue growth combined with the lower than 
expected expenditure resulted in a lower than average fiscal deficit19 
equivalent to 0.1% of GDP in FY2014 (Figure 17). Though this is 
better than the fiscal surplus equivalent to 0.7% of GDP in FY2013, 
it is still lower than the medium-term average fiscal deficit of about 
2.2% of GDP. For a low-income country with a large financing need to 
bridge the infrastructure deficit, particularly in energy and transport, 
running a modest fiscal deficit without jeopardizing fiscal sustainability 
is desirable. Nepal faces an estimated infrastructure annual financing 
gap of between 8-12% of GDP until 2020. The total net borrowing 
amounted to NRs26.6 billion in FY2014 (1.4% of GDP).

IV. Public Debt

21. Nepal’s overall outstanding public debt (external and 
domestic) has been steadily declining, reaching an estimated 30.1% 
of GDP in FY2014 (Figure 18). Total external debt decreased to 
18.4% of GDP in FY2014 from 19.7% of GDP in FY2013. Similarly, 
total domestic debt declined to 11.7% of GDP from 13% of GDP 
in FY2013, reflecting the lower than targeted domestic borrowing 
as a result of the wide gap between actual and planned expenditure. 
External debt service payments stands at around 9.8% of exports of 
goods and non-factor services. The declining stock of public debt and 
debt service payments generally indicate prudent fiscal and public 
debt management.

V. Public Enterprises

22. The overall performance of public enterprises (PEs) improved 
in FY2013 as a result of the lower than expected losses of Nepal Oil 
Corporation (NOC) and Nepal Electricity Authority (NEA). Of the 37 
PEs, 17 made losses and one did not make any transaction. 4 PEs that 
incurred losses in FY2012 earned profits in FY2013. Compared to a 
net loss of NRs 3.5 billion in FY2012 (0.23% of GDP), FY2013 saw a 

19 Fiscal balance is computed as expenditures (including net lending) minus revenue (including grants). However, normal fiscal balance (revenue minus expenditure and net financ-
ing) was a surplus equivalent to 1.3% of GDP.
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surprising rebound with an estimated net profit of NRs 11.4 billion 
(0.7% of GDP). This is largely attributed to the substantial reduction 
in losses of NOC and NEA (Figure 19). As a result of the decrease 
in prices of crude oil in the international market and an increase in 
administered fuel prices, NOC’s losses dropped to NRs2.1 billion 
in FY2013 from NRs9.5 billion in FY2012. Similarly, NEA’s losses 
dropped to NRs4.6 billion from NRs9.9 billion, thanks mainly to the 
increase in electricity tariff by 20%, decline in exchange rate losses 
by NRs220 million, and reduction in provisioning for employees’ 
expenditure by NRs740 million.20 The combined losses of NOC and 
NEA amounted to 0.4% of GDP in FY2013, down from 1.3% of 
GDP in FY2012. Nepal Telecom’s (NT) profit of NRs11.3 billion in 
FY2013 (0.7% of GDP) compensated for most of the losses incurred 
by PEs. The government is projecting a decline in net profit in FY2014 
due to the expected rise in losses of NOC and NEA (equivalent to 
about 0.9% of GDP).

23. The cumulative liabilities of PEs increased from 1.8% of GDP 
in FY2012 to 2.5% of GDP in FY2013 as a result of the rise in both 
unfunded and contingent liabilities. The unfunded liabilities (salary, 
pension, social security contribution, health care, and recurrent costs, 
among others, that the PEs cannot finance themselves) have increased 
steadily from 1.0% of GDP in FY2009 to 1.6% of GDP in FY2013. 
A major contributor to the rise in unfunded liabilities is the hike in 
salary and allowances in the public sector. Meanwhile, contingent 
liabilities (state guarantees of loans, defaults of PEs, and clean-up 
liabilities of privatized PEs, among others) also increased in FY2013 
after a steady decline in the past four years. It reached 0.9% of GDP 
in FY2013, up from 0.4% of GDP in FY2012. These have contributed 
to the overall increase in the reported liabilities (Figure 20). 

24. Either privatization or liquidation of loss making PEs needs 
to be accelerated to reduce the budget drain. The weak financial 
position of PEs has led to large unfunded liabilities, especially for 
pension and other related retirement benefits, which could ultimately 
become the government’s liabilities. It may be noted that due to the 
lack of accurate and updated data, the contingent liability of PEs 
presented here are at best conservative estimates. It is likely that the 
government is exposed to much higher level of liabilities. In this 
regard, fiscal and macroeconomic stability could potentially be subject 
to significant risks. Continuing the adjustment of electricity tariffs 
and adjustment of fuel prices to reflect the true cost of production 
will help to lower the losses and liabilities.

20 The high losses of NEA are attributed to the rising electricity import, which is sold at suppressed rates, from India, and the still large provisioning for pension and gratuity of 
employees. The average electricity import price is NRs 8.4 per unit, but the retail price is NRs8.04 per unit. Nepal imports around 200 MW of electricity during the dry season.

Figure 19: Net earnings of select PEs (% of GDP)

ADBL = Agricutural Development Bank Limited; CAAN = Civil 
Aviation Authority of Nepal; RBB = Rastriya Banijya Bank 
Source: Ministry of Finance; NRM staff estimates

Figure 20: Unfunded and contingent liabilities (% of GDP)
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C. Monetary Sector

I. Inflation

25. Although inflation (year-on-year average CPI) moderated in 
FY2014 compared to 9.9% in FY2013, it still remained elevated at 
9.1% as the effect of the substantial moderation in non-food prices 
was partly neutralized by the sustained rise in food prices. Food 
and non-food prices increased by 11.6% and 6.8%, respectively. 
They increased by 9.7% and 10.1%, respectively, in FY2013 (Table 
2). Overall, while food prices contributed 5.4 percentage points to 
overall inflation, non-food prices contributed 3.6 percentage points 
in FY2014 (Figure 24). Despite the good agricultural harvest and 
moderating prices in India, the high food prices, which have a 53.2% 
weightage in the overall CPI index, indicate the domestic distortions 
in the food distribution system, and the high fuel prices and transport 
cost transmitted to wholesale and retail prices. The prices of cereals 
and grains, vegetables, meat and fish, and fruits increased by over 
10%, and together they contributed 4.1 percentage points to the 
overall inflation, and almost 76% of food inflation. The subsiding of 
non-food prices reflect the gradual strengthening of Nepalese rupee, 
despite it still being weaker than a few years back, as it closely follows 
the currency movement of Indian rupee vis-à-vis the dollar. 

26. Inflation has remained elevated due to a combination of 
structural bottlenecks, domestic supply-side factors, high inflationary 
expectations, and exogenous pressures such as the ongoing weakness 
of the currency despite some strengthening in the latter part of the 
year. Structural bottlenecks include weak backward and forward 
linkages, fragmented value chain and distribution systems, low 
productivity and policy inconsistencies. Supply-side constraints 
include the lack of adequate supply of electricity, transport 
bottlenecks, lack of raw materials leading to high import content 
of processed and light manufactured goods, and the inadequate 
supply of key inputs to boost productivity. Credible strategies to tame 
elevated inflation would help dampen inflationary expectations.

27. Inflation gradually increased from 7.9% in mid-August 
2013, reached a high of 10.3% in mid-December, and then started 
to moderate, reaching 8.1% in the last month of FY2014. Compared 
to the prices in the corresponding months in FY2013, inflation was 
lower in all months except the last three months in FY2014 (Figure 
21). Similarly, compared to prices in FY2013, food and beverage prices 
remained higher for all months except mid-August and mid-September 
(Figure 22). Non-food and services prices moderated in all the months 
compared to the level in corresponding months in FY2013 (Figure 23).

Year Average Food Non-food

FY2010 9.6 15.1 4.9

FY2011 9.6 14.6 5.3

FY2012 8.3 7.7 9.0

FY2013 9.9 9.7 10.1

FY2014 9.1 11.6 6.8

Table 2: Annual inflation (% change)

Source: Nepal Rastra Bank

Table 23: Non-food inflation (% change)

Source: Nepal Rastra Bank

Figure 21: Inflation (% change)

Source: Nepal Rastra Bank

Figure 22: Food inflation (% change)

Source: Nepal Rastra Bank
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A recent joint study1 by 
Government of Nepal and 
Millennium Challenge Corporation 
(MCC) has identified four main 
constraints to growth in Nepal: 

1. Policy implementation 
uncertainty

2. Inadequate supply of electricity
3. High cost of transport
4. Challenging industrial relations 

and rigid labor regulations

The study builds on an earlier 
similar study jointly published 
by ADB/DFID/ILO2, which also 
identified similar constraints to 
economic activities. The study 
argues that the protracted political 
transition and instability has 
resulted in policy implementation 
uncertainty, rigid labor 
regulations along with challenging 
industrial relations, and reduced 
government effectiveness and 

1 GoN and MCC. 2014. �������	
��������
����. Kathmandu
2 ADB/DFID/ILO. 2009. �	�������	
����
���	�����. Manila
3 Y.Basnett et al. 2014. ��	����	�����
�
�����	����
	���
����������. London: Overseas Development Institute.

Growth constraints and syndrome

Source: Adapted from GoN and MCC. 2014. Nepal Growth Diagnostics. Kathmandu

Box 3: Bindings Constraints to Growth in Nepal

capital expenditures, affecting the 
supply of electricity and cost of 
transport. The report argues that 
even political stability remains a 
necessary condition to relaxing 
other constraints to growth.

A separate study on structural 
economic transformation3 
published by Overseas 
Development Institute also 
argued that the high cost of 
transport and energy, and the 
adverse business environment 
are discouraging investments, 
weakening growth and hindering 
development potential— 
affecting a meaningful structural 
transformation. The study focused 
on the sectoral constraints to 
growth of agriculture, transport, 
tourism, energy, and natural 
resources. Overall, it recommends 
the cultivation of a business-
enabling culture in government 
services, promotion of public-
private partnerships, higher 
investments in infrastructure, 
good governance, and coherent 
sectoral strategies.

II. FY2015 Outlook 

28. The expected low agriculture harvest, potential rise in 
administered fuel prices and transport cost, increase in public sector 
salary and allowance for two consecutive years, and disruptions in 
domestic distribution systems as a result of natural disasters and strikes 
will likely push up general prices of goods and services to 9.5% in FY2015 
(Figure 24). Furthermore, the heightened inflationary expectations will 
potentially exert further pressures on prices, especially that of key food 
products and clothing imported from PRC. The unfavorable monsoon 
will not only lower production and put pressures on food prices, but 
it might also encourage hoarding of major food products, creating 

Figure 24: Contributions to inflation (percentage points)

Source: Nepal Rastra Bank; World Economic Outlook April 2014, 
IMF; NRM staff estimates
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additional pressures and further heightening inflationary expectations. 
That said, there is a high likelihood of a moderation of prices that pass-
through imported goods from India and third countries as the ongoing 
stabilization of foreign exchange markets and increasing investors’ 
confidence on the Indian economy—thanks to the anti-inflationary stance 
by Reserve Bank of India Governor Raghuram Rajan and the credible, 
investor-friendly government led by Prime Minister Narendra Modi— 
might result in strengthening of the Indian currency in FY2015. Food and 
beverage, and non-food and services will likely account for about 60% 
and 40%, respectively, of the overall CPI inflation.

III. Money Supply 

29. Money supply21 (M2) grew by 19.1%, reaching NRs250.1 
billion, on the back of a significant growth of net foreign assets22, 
which compensated for the one percentage points slowdown in 
net domestic assets (Figure 25). M2 growth was 16.4% in FY2013 
(NRs185.1 billion). The large net foreign asset holdings— registering 
a 27.2% growth (NRs127.1 billion) in FY2014, up from 18% growth 
rate in FY2013 (NRs68.9 billion)— were supported by a higher rate 
of remittance inflows and increased foreign assistance. The increase 
in money supply was reflected in the 17.7% growth of narrow money 
(M1) and 11.8% growth of time deposits. As a share of GDP, money 
supply, net foreign assets and net domestic assets stood at 81.2%, 
31.1%, and 50.1%, respectively, in FY2014

30. Net claims on government23 — direct loans and government 
securities held by the central bank— decreased by 16.4% (NRs27.5 
billion) from an increase of 3% in FY2013, reflecting the large 
increase in government deposits compared to the bank and financial 
institutions’ (BFIs) claims on the government. The overall credit 
to the private sector slowed down, registering a growth of 18.3% 
compared to 20.2% growth in the previous year. It indicates the lack 
of immediate bankable investment opportunities despite the declining 
lending rates offering by BFIs, which have had excess liquidity for over 
a year. As a share of GDP, total credit to the private sector stood at 
7.3% in FY2014, down from 9.9% in FY2013.

IV. Deposit and Credit

31. The BFIs mobilized NRs218.7 billion (reaching a total of 
NRs1406.8 billion) in deposits in FY2014, higher than the NRs176.3 

Figure 25: Monetary sector (% change)
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21 Money supply (M2) is the sum of net foreign assets and net domestic assets. Also called broad money, M2 is equal to narrow money (M1,) and saving and time deposits. M1 is 
equal to currency in circulation and demand deposits. 

22 The balance sheet of monetary authorities is composed of assets and liabilities. Assets consist of net foreign assets and net domestic assets (net claims on government and claims 
on the private sector).  Liabilities consist of currency issued and deposits. Both net foreign assets and net claims on government affect reserve money and hence the money 
supply. A decline in net foreign assets, denominated in local currency in the monetary survey, and the banking sector’s net credit to government reduces the money supply. Net 
foreign assets are associated with the fluctuations in foreign exchange reserves (in the balance of payments account).

Figure 26: Growth of deposits (% change)

Source: Nepal Rastra Bank
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billion mobilized in FY2013, as higher remittance inflows and the 
acceleration of government spending in the last quarter of FY2014 
boosted deposits. This translates into a growth of 18.4%, higher than 
17.4% growth in FY2013. Deposit mobilization of commercial banks, 
development banks and finance companies increased by 17.8%, 
29.1% and 5.7%, respectively (Figure 26). The cumulative deposit 
mobilization reached 72.9% of GDP in FY2014.

32. Total credit (loans and advances) of BFIs increased by 14.4% 
(NRs165.5 billion) in FY2014, down from 18.6% growth in FY2013 
(NRs180.2 billion). Credits of commercial banks grew by 13.7% 
(NRs128.8 billion), down from a rate of 19.1% in FY2013. Similarly, 
credits of development banks and finance companies grew by 27% 
(NRs47.4 billion) and 4.3% (NRs3.9 billion), respectively (Figure 27). 
Credit to the private sector (by category A, B and C BFIs) increased 
by 18.7% (NRs176.1 billion), down from 20.8% growth rate (NRs162 
billion) in FY2013, with commercial banks and development banks 
registering growth of 18.7% and 29.3%, respectively. Credit to private 
sector from finance companies declined by 2.1%. Despite the positive 
political outlook and declining lending rates, the growth rate of credit 
to the private sector fell due to the low demand emanating from the 
lack of immediate bankable investment projects and the cap on lending 
to certain sectors (particularly the property market) that had seen 
bubbles in the previous years. Cumulatively, 21.6% of the total lending 
went to wholesale and retail traders, followed by 19.6% to industry, 
10.5% to construction, and 8.0% to finance, insurance and fixed assets 
(Figure 28). The total credit of BFIs reached 68.1% of GDP in FY2014.

33. On a sectoral basis, 25.8% of the increase in credit by BFIs was 
absorbed by wholesale and retail traders (NRs25.8 billion), followed 
by industry (NRs18.1 billion), construction (NRs13.2 billion), services 

23 To facilitate the analysis of the central bank’s financing of government operations, claims on the government are recorded in net basis. The net credit to the government means 
creation of high-powered money, i.e. monetary base (currency in circulation plus reserves of banks in the central bank).

Figure 27: Growth rate of credits (% change)
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Figure 28: Sectoral distribution of total lending by mid-July 2014
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(NRs15.8 billion), and agriculture (NRs11.1 billion) (Figure 29). While 
lending to construction sector is recovering after it hit a low in FY2011, 
lending to real estate has declined for two consecutive years (Figure 30) 
— reflecting the pickup in residential housing and infrastructure related 
activities, but a slowdown in real estate market.

V. Liquidity Management

34. In FY2014, the NRB mopped up a net liquidity equivalent to 
NRs602.5 billion through reverse repo auctions— one of the short-
term monetary tools used by the central bank to manage liquidity— 
at a weighted average interest rate of 0.16%, and NRs8.50 billion 
through outright sale auctions at a weighted interest rate of 0.05%. 
The central bank did not use reverse repo auctions in FY2012 and 
FY2013. However, it mopped up NRs8.5 billion at a weighted average 
interest rate of 0.97% in FY2013 through outright sale auctions. The 
reverse repo auctions for eleven consecutive months and the declining 
rate shows the increasing appetite of BFIs to park their excess liquidity 
with the central bank as deposit growth outpaced credit growth. 
Accordingly, BFIs did not use the standing liquidity facility in FY2014. 
Despite the repeated reverse repo auctions, the declining interest 
rates, and the slowdown in credit growth, the continuing excess 
liquidity indicates structural issues in the banking sector. 

35. To finance burgeoning imports from India, the NRB sold $3.14 
billion in the Indian money market and purchased Indian currency 
equivalent to NRs308 billion. In FY2013, the NRB sold $3.12 billion 
to purchase Indian currency equivalent to NRs277.4 billion.  The 
central bank also injected NRs343.5 billion into the banking sector by 
purchasing $3.52 billion from the commercial banks.

VI. Interest Rates

36. The excess liquidity, which peaked to NRs70 billion in 
November 2013 before declining to NRs40 billion towards the end of 
FY201424, throughout the year pushed short-term interest rates below 
1% (Figure 31). The 91-day treasury bills weighted average rate was 
0.25% in mid-August 2013, which declined to 0.02% in mid-July 2014 
and averaged 0.13% in FY2014, much lower than 1.77% in FY2013. 
Similarly, inter-bank rate dropped from 0.3% in mid-August 2013 to 
0.16% in mid-July 2014, and averaged 0.22% in FY2014, much lower 
than 1.77% in FY2013. 

37. The weighted average deposit and lending rates fell as the 
BFIs struggled to boost lending amidst excess liquidity (Figure 32). 

Figure 30: Change in lending to construction and real 

estate (NRs billion)

Source: Nepal Rastra Bank

24 IMF.2014. Nepal Article IV Consultation 2014. Washington, DC: International Monetary Fund.

Figure 31: Weighted average Interbank and 91-day 

treasury bills rate (%)

Source: Nepal Rastra Bank
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The weighted average deposit rate of commercial banks dropped to 
4.09% in mid-July 2014 from 5.13% in mid-August 2013. It has fallen 
consistently from a high of 6.17% in mid-July 2012. Similarly, the 
weighted average lending rate fell to 10.55% in mid-July 2014 from 
12.1% in mid-August 2013. The weighted average interest spread 
stood at 6.5% by mid-July 2014.

VII. Securities Market

38. The increasing investor confidence following the successful 
second CA elections in November 2013, lower deposit rates and 
excess liquidity in the banking sector significantly boosted stock 
market turnover, which peaked to NRs77.3 billion in FY2014 from 
NRs22 billion in FY2013 (Figure 33). The commercial bank’s share 
in total turnover was 65% (NRs37 billion). A higher share turnover 
indicates more liquid shares of a listed company. Note that Nepal’s 
share market is still developing and it does not always respond 
meaningfully to policy change and political developments. 

39. The Nepal Stock Exchange (NEPSE) index reached 1036.1 
in mid-July 2014, exactly double the index level of 518.3 reached 
in mid-July 2013. Stock market capitalization sharply increased to 
54.8% of GDP in FY2014 (NRs1057.2 billion) from 30.4% of GDP 
in FY2013 (NRs514.5 billion). The total number of listed companies 
increased to 237 from 230 in FY2013, indicating the willingness of 
more companies to go public to raise capital and trade shares in the 
secondary market (Figure 34).

D. External Sector

I. Exports

40. The weak currency, which improved price competitiveness, 
modest pickup in production following the improvements in political 
situation, and strong external demand increased exports. In US dollar 
terms, merchandise exports (free on board [fob]) rebounded with a 
growth of 5.1%, up from a decline of 2.9% in FY2013. The country 
exported merchandise goods worth $1.03 billion, up from $981 
million in FY2013. Overall, merchandise exports increased to 5.2% of 
GDP in FY2014 from 5.1% of GDP in FY2013.

41. The top five exports to India were zinc sheet ($63.1 million), 
textiles (59 million), polyster yarn ($52.6 million), juice ($45.2 
million), and jute goods ($43.9 million). Meanwhile, the top five 
exports to other countries were woolen carpet ($75.2 million), 

Figure 32: Weighted average interest rates of 

commercial banks

Source: Nepal Rastra Bank

Figure 33: Stock market turnover (NRs billion)

Source: Nepal Stock Exchange Ltd.

Figure 34: Stock market performance

Source: Nepal Stock Exchange Ltd.

Figure 35: To five exports to India and third countries ($ million)

Source: Nepal Rastra Bank



18 Macroeconomic Update

readymade garments ($43.1 million), pashmina ($21.3 million), pulses 
($20.9 million), and tanned skin ($11.4 millon) (Figure 35).

II. Imports

42. Merchandise imports (cost, insurance freight [cif]) in dollar 
terms grew by 13.9%, up from 10.9% growth rate in FY2013. Of the 
total imports of $7.1 billion, 19.1% was oil imports. In US dollar 
terms, this is equivalent to $1.4 billion, higher than the value of 
the country’s total merchandise exports. The high quantity of oil 
imported is mainly attributed to the rising demand for petroleum 
products as a result of the persistent and long hours of power cuts and 
the weak currency.  Overall, merchandise imports increased to 36.1% 
of GDP in FY2014, up from 32.3% of GDP in FY2013. 

43. The top imports were petroleum products, iron and steel, 
transport and vehicle parts, machinery and parts, and electronic and 
electrical equipment. The five top imports from India were petroleum 
products ($1,340.7 billion), vehicle and spare parts ($336.5 million), 
steel billets ($251.9 million), other machinery and parts ($158.9 
million), and medicine ($154.3 million). The top imports from other 
countries were gold ($253.1 million), crude soybean oil ($150.9 
million), telecommunication equipment ($143.1 million), silver ($129.8 
million), and other machinery and parts ($111 million) (Figure 36).

III. Remittances

44. The large increase in the number of migrant workers and the 
incentives to remit more money back home as a result of the weak currency 
have boosted workers’ remittance inflows, which reached a record 28.2% of 
GDP in FY2014, equivalent to $5.5 billion (Figure 37). In US dollar terms, 
remittance inflows grew by 11.9%, up from 11.3% growth in FY2013.25 This 
follows a 16.4% growth of migrant workers (those who obtained permits 
form the Department of Foreign Employment). 

45. A total of 527,814 migrants legally left to work overseas in 
FY2014 (daily average of 1,446), up from 453,543 in FY2013 (daily 
average of 1,243). Malaysia, Qatar, Saudi Arabia, and UAE have 
remained the top employment destinations for low to semi-skilled 
Nepalese migrant workers (Figure 38). They together accounted for 
92% of total migrant workers in FY2014. As a share of total migrants, 
Malaysia’s share increased from 34.6% in FY2013 to 40.6% in 
FY2014, and Qatar’s share increased from 20% to 24.4% over the 
same period.

Figure 36: To five imports from India and third 

countries ($ million)

Source: Nepal Rastra Bank

25 In local currency, the growth rate was 25% in FY2014, up from 20.9% growth in FY2013.

Figure 37: Number of migrants and remittance inflows 

(% of GDP)

Source: Department of Foreign Employment; Nepal Rastra Bank

Figure 38: Destination-wise distribution of labor 
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IV. Balance of Payments

46. The country’s external situation strengthened in FY2014 with 
the balance of payment surplus reaching $1.3 billion (6.6% of GDP). 
Though this is an impressive increase from the $786.5 million (4.1% 
of GDP) surplus in FY2013, it is still lower than the $1.6 billion (8.6% 
of GDP) surplus in FY2012 (Figure 39). The large merchandise trade 
deficit, which reached 30.9% of GDP, was partially26 offset by workers’ 
remittances, which reached 28.2% of GDP, and export resulting in 
a current account surplus of $917.2 million (4.7% of GDP), up from 
3.4% of GDP in FY2013. While capital transfers increased by 47.6%, 
financial transfers decreased by 24.9% as a result of the 68.5% fall 
in foreign direct investment, which saw a sharp decline from $103.6 
million in FY2013 to a mere $32.6 million in FY2014. Gross foreign 
exchange reserves increased from $6.1 billion in FY2013 to $6.8 billion 
FY2014, sufficient to cover 10 months of imports of goods and non-
factor services.

V. Exchange Rate

47. The rate of depreciation of the Nepalese rupee subsided in 
the latter months of FY2014, closely following the currency movement 
of the Indian rupee, but it still remains weak (Figure 40). Overall, the 
Nepalese rupee depreciated by 19.9% between 15 July 2011 and 25 
July 2012 and a further 6.7% between 15 July 2012 and 15 July 2013. 
It depreciated by 0.9% between 15 July 2013 and 15 July 2014. The 
weak currency increased exports, the import bill, remittance inflows, 
and losses of Nepal Oil Corporation. 

26 Overall, the net goods, services and income balance was a negative 28.1% of GDP, which was offset by net transfers equivalent to 32.7% of GDP, resulting in current 
account surplus equivalent to 4.7% of GDP. 

Figure 40: Daily nominal exchange rate (NRs per $)
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Figure 39: External sector (% of GDP)

Source: Nepal Rastra Bank; NRM staff estimates
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ISSUE FOCUS

Mainstreaming Environment for Economic 

Growth and Poverty Reduction1

I. Introduction

1. Nepal is endowed with rich natural resources (abundant water 
resources, forest and fertile lands, and unique landscape), a strategic 
geographical setting2, and physical, biological, and cultural diversities. 
One of the major challenges for the government is to not only achieve 
high and inclusive economic growth, but also to ensure that it is 
environmentally sustainable, crucial for accelerating poverty reduction 
and sustaining the gains of the last.  Economic activities without due 
consideration for environmental sustainability may start tapering off 
in the medium-term, undermining prosperity in the long run. Hence, 
high and sustainable economic growth becomes vital for sustained 
poverty reduction and creation of productive employment.

2. Nepal’s gross domestic product (GDP) growth pattern has so 
far has been minimally damaging to the environment as the industrial 
sector’s contribution to growth has been relatively low at one-tenth 
of the overall growth.  The services sector’s contribution has been 
the largest, but a majority of the goods are manufactured outside 
of Nepal and are imported for consumption, which is financed by 
remittance income. Agricultural sector’s contribution to GDP growth 
is dependent on the monsoon rains and the timely availability of 
agricultural inputs, most notably chemical fertilizers.

3. As investments are ramped up for to generate increased 
electricity, develop infrastructure, and expand manufacturing activities 
in the short to medium term to achieve higher growth rate and create 
jobs,  a key challenge would be to ensure that these activities are 
environment-friendly so that the resulting growth is not only high 
and inclusive, but also sustainable. Else, haphazard construction of 
infrastructure— including roads, water supply, irrigation, and hydro 
power plants— without the necessary due diligence for environmental 
sustainability may result in high socioeconomic costs to the country 
in the long run. In addition to these economic activities, the country’s 
traditional agricultural practices also need to balance the need to 
boost land productivity and the optimal use of inputs. 

1 This section was written in collaboration with Deepak Bahadur Singh, Senior Environment Officer at NRM. It draws in supporting information from a forthcoming report titled 
Country Environment Note Nepal 2014.

2  Although Nepal lies near the northern limit of the tropics, because of rugged topography, there is a wide range of climates experienced from the summer tropical heat and 
humidity of the lowlands to the colder dry continental and alpine winter through the middle and northern mountainous region. The remarkable differences in climatic condi-
tions are due to the enormous range of altitude within a short north-south distance. Nepal possesses eight ecological zones: lower tropical zone, upper tropical, subtropical, 
temperate, subalpine, alpine, Trans-Himalayan and Nival (Tundra and Arctic). The tropical and subtropical zones occupy 58%, temperate zone 12%, subalpine 9%, alpine 8%, 
Trans-Himalayan 8% and Nival 5% of the country’s land area.
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II. State of the Environment: An Overview

4. As an indication of the overall low level of industrialization, 
Nepal’s per capita carbon dioxide (CO2) emission has been generally 
low, registering an average growth of just 7% in the last decade. In 
fact, Nepal’s per capita CO2 emission (in metric tons) is just 2.7% 
of China’s and the lowest among the regional economies (Figure 
41). This also reflects the fact that Nepal’s GDP growth is largely 
driven by rain-fed agriculture production and services underpinned 
by remittance-induced demand for imported goods. Together these 
two sectors contribute about 90% of the GDP growth3. Hence, 
at this initial stage of development and the still relatively low 
level of environmental risks, Nepal has an opportunity to pursue 
industrialization in an environmentally sustainable manner by 
adopting the latest green industrial technology. However, there 
is a growing and emerging threat from the rate of loss of forests, 
particularly for habitat, illegal timber trade, forest fire, overgrazing, 
and uncontrolled extraction of medicinal plants.

5. This trend also indicates that the existing pattern of 
environmental challenges has little to do with the pace of economic 
growth. It is more affected by factors such as poor engineering and 
safeguards in unplanned infrastructure development, deforestation, 
haphazard solid waste management, land degradation, unsustainable 
and indiscriminate use of pesticides and agrochemicals, and 
unplanned urbanization. Even though these do not directly and 
significantly impact economic growth in the short term, they have the 
potential to indirectly decelerate the pace of growth in the medium to 
long term. The World Bank estimates that environmental degradation 
costs between 5% and 10% of GDP in Nepal, India, Bangladesh and 
Pakistan.4 

6. The diversified biological resources, besides maintaining 
ecosystem equilibrium, provide ecological goods to local people and 
have great economic value to the rural population. Unfortunately, 
there is a steady degradation of forests over the last five decades. 
While the total forest area comprised 43.8% of total land in 
FY1965, it declined to 37.3% in FY2013 (Figure 42), with significant 
deforestation happening along the mid-hills and Terai belts. Forest 
areas have been encroached to expand farmland, settlement, 
infrastructure development and at times for timber trade. Nepal 
lost 2.7 million hectares of forest between 1965 and 2013, with an 
average annual de-vegetation of 56,710 hectares. Altogether 0.96 
million hectares of total forest and shrub land is estimated to be lost 
to farming, urban, and infrastructural development over 1965-2013. 

3  ADB. 2013. ���	
��
�
������������������������ !"#. Vol1. No.2. Kathmandu.
4 http://www.worldbank.org/en/topic/environment/publication/environment-strategy-toward-clean-green-resilient-world

Figure 41: CO2 emissions (metric tons per capita)

Source: World Development Indicators

Figure 42: Total forest area (share of total land)

Source: Central Bureau of Statistics
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The major causes of forest degradation are clearing trees for meeting 
household fuel wood demand, unstructured semi-processing of 
agriculture products, illegal in-country or trans-boundary timber sales, 
overgrazing, uncontrolled extraction of medicinal and aromatic plants 
(MAPs) and non-timber forest products (NTFPs), and forest fire. 
Poaching and illegal hunting of wildlife and their declining habitat 
has adversely affected wildlife population and their biodiversity value.

7. The rate of loss of forests is alarming, which has affected 
natural habitat, biodiversity and ecosystem. This has happened 
despite there being twenty protected areas, comprising of 10 national 
parks covering 1.08 million hectares, 3 wildlife reserves of 0.1 million 
hectares, 1 hunting reserve of 0.13 million hectare, and 6 conservation 
areas of 1.54 million hectares. These collectively cover 19.4% of the 
total area. Furthermore, approximately 1.23 million hectares of forest 
is managed by 17,685 community forest user groups. In addition, there 
are 9 Ramsar sites covering a total area of 34,445 hectares of land.

8 Land degradation is also an issue in all geographical areas 
of Nepal, affecting land productivity. Land degradation is primarily 
caused by water induced erosion, landslide, surface exposure, top 
soil erosion, riverbank cutting, floods, silt deposition, water logging, 
deforestation, and wind erosion. About 45.4% (6.7 million hectares) 
of the country’s total land area is affected by water induced erosion 
and about 4.0% (0.6 million hectares) by wind erosion. The area 
affected by flood is estimated to be about 8,987 sq. km and by 
waterlogging about 7,297 sq. km.  The vulnerability to inundation 
and water logging in Tarai plains bordering India has increased due to 
the embankment of along the East-West highway dykes and barrages 
both within and across the border. Overall, about 2.2% of total land 
area (0.6 million hectares) is uncultivable due to flooding or soil 
erosion, up from 1.2% of total land in 2001 (0.3 million hectares). 
The Tarai belt and Far-western development region bear thet burnt of 
flooding or soil erosion leading to uncultivable land (Figure 43). Of 
the total uncultivable land, soil erosion, chemical degradation, and 
physical degradation contributed 65.6%, 3.4% and 31%, respectively 
in 2011 (Figure 44). 

9. Meanwhile, higher stocking rates, uncontrolled grazing and 
haphazard lopping of fodder trees have reduced average productivity 
of grazing area in subtropical and temperate zones. The subalpine 
grasslands, mainly used for seasonal pasturage, are losing their 
productivity due to high stocking rates and overgrazing, lack of good 
management practices, and the invasion of non-herbage shrub and 
other non-edible species that are gradually replacing palatable grass 
species.

�������	
�������������������������������������
erosion (% of total land)

Source: National Sample Census of Agriculture 2011/12

Figure 44: Type of land degradation

Source: National Sample Census of Agriculture 2011/12
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10. Nepal is second richest country for water availability in the 
world, possessing about 2.3% of the world water resources. Nepal 
possesses 12 BCM of groundwater, of which 5.8 BCM can be extracted 
annually, both in shallow and deep aquifers, without any adverse effects. 
Altogether 38 rivers have been dammed till early 2014 with an installed 
capacity of 700 MW. The Government of Nepal and the private sector 
installed, until 2012, micro hydropower plants (22 MW installed 
capacity; potential 100 MW), solar photovoltaic home system (300,000 
no. equivalent to 6.78 MW; potential 4.5 kWh/m2/day), biogas plants 
(280,000; potential 1.9 million), improved cooking stoves (663,000; 
2.5 million), improved water mills (7,600; potential 30,000), and 
wind power plants (10 kW; potential 3,000 MW). There is potential 
of producing 1.1 million ton biofuel (Jatropha curcas) in the country. 
The rivers in lower Siwaliks and rivulets in Middle Mountain and High 
Mountain regions have been partially dammed for surface irrigation 
with total command area of 0.96 million ha in the wet season. 

11. Despite these potentials, there is acute water shortage in the urban 
centers because of unplanned urbanization, encroachment of water sources, 
and degradation of land as well as forests. For instance, static water level 
(SWL) and pumping water level (PWL) have depleted in Kathmandu Valley 
as a result of overuse, lack of water conservation practices, and haphazard 
construction. While SWL and PWL were 48.1 meters and 67.6 meters in 
1976, respectively, in Bansbari of Kathmandu, it went up to 80.6 meters 
and 136.1 meters, respectively, in 1999.5 This most likely has increased 
further in the last one-and-a-half decade given the rapid urbanization and 
increase in settlement areas in Kathmandu Valley.

12. The unplanned urbanization along with large-scale rural 
to urban migration has strained resources in major urban centers, 
resulting in rise in pollution and waste. It is further compounded 
by the misuse of pesticides and agrochemical, thus endangering the 
public’s health. For instance, the continued migration to Kathmandu 
Valley, unplanned urbanization and the resulting noise level has led 
to average recorded noise level higher than the on recommended by 
World Health Organization (WHO). In Kathmandu Valley, major 
centers such as Kupandole, Putalisadak, Thamel, Kalandi, Balaju 
industrial area, Maitighar, and Suryabinayak have day time noise level 
above the one prescribed by the WHO (Figure 45). 

13. With just 0.6% of total area, Kathmandu Valley accounted 
for 9.5% of total population in 2011 and had a population density 
of 2,800 person per sq.km. In 2001, Kathmandu Valley accounted 
for 7.1% of total population and had a population density of 1,830 

Figure 45: Noise level in Kathmandu (dBA), June 2013

5  CBS. 2014. ��$�	
���������������
�������� !"#. Kathmandu: Central Bureau of Statistics.

Source: Environment Statistics of Nepal 2013
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persons per sq.km. The lack of adequate measures to address air and 
water pollution affects economic growth as it negatively impacts public 
health, thus reducing productivity and escalating health costs. As a 
result of the air pollution in Kathmandu Valley, a disproportionate 
number of patients suffering from respiratory and cardiovascular 
ailments are admitted to hospitals each day.6 

14. The Environmental Performance Index (EPI) 2014 ranks 139 
out of 178 countries. Specifically, even when compared to countries 
with similar per capita income, on air quality7, Nepal ranks 177 out of 
178 countries (Figure 46). Furthermore, air quality in Kathmandu fails 
to meet WHO guidelines for safe levels. Air quality is represented by 
annual mean concentration of particulate matter of less than 10 microns 
of diameter (PM10) [ug/m3] and of less than 2.5 microns (PM2.5) in 
cities.8 Mechanical processes such as construction activities, road dust 
re-suspension and wind produce PM10 and combustion sources (wood 
and biomass fuels) mostly produce PM2.5. Kathmandu’s annual average 
air quality levels stood at 50 μg/m3 and 114 μg/m3 for PM2.5 and PM10, 
respectively. These are far higher than the WHO guidelines of 10 μg/
m3 and 20 μg/m3 for PM2.5 and PM10, respectively. While most of the 
regional cities in South Asia as well as other major cities in Asia fail to 
meet the WHO guidelines, the levels in Kathmandu is particularly high 
relative to these cities as well (Figure 47).

15. Furthermore, chemical fertilizer use has increased drastically 
since FY2010. After ending chemical fertilizers subsidy due to high 
fiscal costs and heavy leakages, the government again introduced 
such subsidies in FY2008. Over time, this led to the ‘crowding-out’ of 
private sector even though the government’s subsidy covered just 25% 
of total fertilizer demand. A large portion of the fertilizer demand 
is met through informal supply (estimated to be about two-thirds of 
total use and often sub-standard ones) from bordering Indian cities, 
where fertilizer is subsidized by the Indian government as well.9 With 
no official private sector suppliers, the government supplied 185,000 
metric tons of chemical fertilizers (urea, DAP and potash) in FY2013 
(Figure 48) and provided partial subsidy equivalent to NRs 6 billion. 
The chemical fertilizer usage was 57 kg per hectare in FY2013, up 
from 47 kg per hectare in FY2012.10

Figure 46: Air quality and per capita GDP

Note: The bubbles represent population size of the country.
Source: EPI 2014; http://www.epi.yale.edu/epi/country-profile/nepal

Source: Ambient Air Pollution Database, WHO, May 2014. http://
www.who.int/phe/health_topics/outdoorair/databases/cities/en/

Figure 47: Annual mean concentration of particulate 

matter (PM2.5 and PM10)

6 A. Lodge. 21 March 2014. %�����	�&
����
�������'������������$�(��). The Guardian. http://www.theguardian.com/cities/2014/mar/21/air-pollution-kathmandu-nepal-liveable-
smog-paris

7 It is a composite of three indicators: (i) air pollution- average exposure to PM2.5 (fine particulate matter); (ii) PM2.5 exceedance; and (iii) household air quality – indoor solid fuel 
usage.

8 WHO. 2005. Air Quality Guidelines for Particulate Matter, Ozone, Nitrogen dioxide, and Sulfur dioxide - Global Update 2005. Geneva: World Health Organization. http://www.who.
int/phe/health_topics/outdoorair/outdoorair_aqg/en/

9 The Agriculture Sector Performance Review estimates that about two-thirds of total fertilizer demand in Nepal met by supplies through informal sources. Total chemical fertilizer 
demand is estimated to be about 0.6 metric tons.

10 MOF.2014. ��
�
������	$�*� !" +"#. Kathmandu: Ministry of Finance.
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III. Key Challenges

16. The key environmental issues faced by the country are: (i) 
unharmonious, outdated and ineffective environment related policies 
and guidelines; (ii) seemingly irreversible degradation as a result of 
the increasing human pressure on land, water and forests; (iii) poorly 
engineered or totally non-engineered rural roads and infrastructure 
causing watershed degradation, landslides and soil loss; (iv) increasing 
desertification in the Trans-Himalayan region due to deforestation; 
(v) climate change induced drying up of water sources; (vi) lack of 
national digitized hazard maps for disaster risk management planning; 
(vii) extensive clearing of forest and uncontrolled extraction of river 
bed materials from Siwalik; (viii) risk of land subsidence due to over 
extraction of groundwater, particularly in Kathmandu Valley; (ix) 
increasing level of air and water pollution, solid waste management, 
and sanitation and health hazards in rapidly growing urban areas; 
(x) lack of institutional capacity and technical knowhow within the 
department of environment; and (xi) weak coordination among 
disaster management related agencies, low level of preparedness, 
rudimentary early warning system, and lack of post disaster 
rehabilitation programs.

17. The major key challenges directly related to boosting 
economic activities are as follows:

18. Environmentally weak infrastructure development: The 
growth of the rural as well as semi-urban road networks, often either 
with poor or no engineering at all, has helped in the establishment 
of new towns, and linked with or opened up new market centers. 
However, these kinds of road construction have also come at a 
cost, particularly the non-engineered rural roads in the hills and 
mountains, which have been noted to have accelerated landslides, 
gully erosion, and loss of forest resources and natural habitats. 
Investment in hydropower is growing with both public and private 
sector investment. Even in hydropower projects, especially the small 
size ones developed particularly by the private sector, environmental 
sustainability of the infrastructure in terms of cumulative impacts 
through strategic and realistic environmental assessment is seldom 
conducted. Furthermore, large leakages in electricity distribution 
reduce net supply, forcing households to opt for pollution-intensive 
sources of energy.

19. Unplanned urbanization: The improved connectivity and 
the decade-long conflict caused large-scale migration from rural to 
urban areas, increasing urban population to about 17.1% in 2011 
from 13.9% in 2001. Subsequently, urban and semi-urban towns 
have emerged rapidly and without much planning. The erratic, 

Figure 48: Chemical fertilizer use (formal supply), MT

Source: Environment Statistics of Nepal 2013
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unplanned, and haphazard expansion of such town has led to 
undersupply of urban amenities, putting tremendous pressures on the 
available resources. Furthermore, the lack of public awareness on the 
benefits of planned urbanization and poor municipal management 
has compounded the problem, leading to intensified soil, air and 
water pollution, degraded land and vegetation, and unsanitary waste 
disposal. The annual population growth rate in Kathmandu Valley 
alone was 4.3%, much higher than 1.4% average for the entire 
country over 2001-2011. In 2011, Kathmandu Valley had a population 
of 2.5 million (Figure 49) and population density of 2,800 persons per 
sq.km. Urban amenities and municipal management have not grown 
proportionally to the growth in urban population and the pressure on 
the available resources.

20. Misuse and indiscriminate use of pesticides and 
agrochemicals: The use of pesticides, insecticides and herbicides, 
various growth hormones and other agrochemicals has considerably 
increased in commercial agriculture and animal husbandry. However, 
their improper application has caused environmental and health 
hazards such as respiratory and skin diseases, and demise of critically 
endangered birds and mammals after scavenging dead livestock 
or insects treated with chemicals. Furthermore, it has also caused 
environmental problems following the seepage of pesticides to and 
contamination of water bodies. A total of 1,098 pesticides were 
registered in Nepal in 2013, up from 651 in 2010. Recently, there have 
been growing instances of inedible fresh vegetables and food products 
due to the overuse of pesticides and agrochemicals. A strict market 
monitoring mechanism and public awareness on the optimal usage of 
such production as agricultural inputs are required to lower the risks 
of health hazard. Furthermore, proactive promotion organic farming 
would also be useful.

21. Improper solid waste management (SWM): A huge amount 
of solid water is generated in the municipalities, most notably 457 
metric tons per day in FY2012, up from just 29.9 metric tons per 
day in FY2007, by Kathmandu. Unfortunately, only 6 municipalities 
dispose of waste in sanitary landfill sites, which also not properly 
managed. Municipalities spent an average of 10% of their total budget 
on SWM, of which 60-70% is used for street sweeping, 20-30% for 
transport, and rest for final disposal. The lack resources and proper 
planning have been constraining municipalities’ capability to manage 
the increasing waste. In the absence of proper landfill sites, most of 
the municipalities directly dump the collected waste in rivers, forest 
or agriculture fields, increasing not only health hazards but also 
productivity of land. Furthermore, no separate arrangement exists to 
manage hazardous and medical wastes. Interventions including policy 

Figure 49: Population in Kathmandu Valley (million)

Source: National Population and Housing Census, 2011
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formulation, adoption of 3R (reduce, reuse and recycle) principle, 
capacity building of local bodies, public participation and public-
private partnership are few interventions that may be helpful in 
developing an effective SWM program.

IV. Government’s Strategy

22. The concept of environmental protection and conservation 
has been embedded in the periodic national development plans since 
1962. Till the 6th periodic plan (1980-85), the government prioritized 
forest conservation and watershed management, wildlife conservation, 
water and sanitation, and urban management. Since 1985, 
major environmental mainstreaming initiatives were undertaken, 
environment-friendly policies were introduced, and environment 
management strategies were integrated into the sector plans. Thus 
far, Nepal is a signatory to 21 environment related international 
conventions.

23. Currently, the environmental priorities of the government 
include: (i) forest conservation and management through community 
participation; (ii) wildlife and biodiversity conservation through 
establishing protected areas; (iii) reducing vulnerability to the impacts 
of climate change; (iv) disaster relief and risk management; (vi) 
environmental sustainability in development projects; (vii) achieving 
the Millennium Development Goals; (viii) improving air quality and 
waste management in urban areas; (ix) use of alternate renewable 
energy and energy efficient technology in rural areas; (ix) watershed 
management –ecological restoration in fragile Siwalik range; and (x) 
improved drinking water and sanitation.

24. Environment Protection Act (EPA), 1997 and Environment 
Protection Rule (EPR), 1997 (amended in 2007) are the two major 
legal provisions aimed at minimizing the adverse environmental 
impact due to development activities, and integrating environmental 
sustainability into development projects. These legislations have 
made either Initial Environment Examination (IEE) or Environment 
Impact Assessment (EIA) mandatory for government and private 
sector projects, safeguarding environmental and social issues in all 
development projects. However, the weak government capacity for 
effective implementation and monitoring of IEE/EIA recommended 
mitigation measures has been a long running issue in Nepal. There is 
also a need for updating the one-and-a-half decade old EPA and EPR 
in the context of emerging environmental and climate change issues.

25. Progress on effective environment protection and 
management is hampered by weak governance, political instability, 
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and slack implementation of environment related Acts and Rules. 
Deforestation, degradation in Siwalik Range and lower hills, over 
harvesting of medicinal plants and non-timber forest products, use of 
explosives and chemicals for fishing in rivers, excessive groundwater 
abstraction, unwarranted mining in riverbed and on fragile area, 
environmental degradation in urban areas (air and water pollution, 
solid wastes), conversion of fertile arable land into built-up areas are 
the results of weak enforcement of the existing legislation.

V. Recommendations

26. Some of the major recommendations to stimulate 
environment-friendly inclusive economic growth are as follows: 

��Strengthen the country safeguards system
��Promote environment friendly infrastructure development
��Promote planned and regulated urban growth
��Encourage environment-friendly and climate resilient agriculture 
��Stop land degradation and desertification 
��Protect terrestrial and aquatic ecosystem and biodiversity
��Mainstream climate change risks
��Scale up renewable energy 
��Effective disaster risk management (DRM)

VI. Conclusion

27. Currently, one of the major challenges faced by the country 
is to ensure not only a high and inclusive economic growth, but also 
to make it environment-friendly. Economic activities without due 
consideration for environmental sustainability may start tapering off 
in the medium-term, and then possibly retard prosperity in the long 
term. Thus far, since growth is largely driven by exogenous factors 
such as monsoon-fed agriculture production and remittances-induced 
services sector growth, economic activities have been at best minimally 
damaging to the environment. This is also reflected in the declining 
share of industrial sector in GDP. However, as a major push for 
electricity generation, infrastructure development and stimulation 
of manufacturing activities takes place in the short to medium term 
to achieve a high growth rate and to create productive employment 
opportunities, the challenge would be to ensure that these activities 
are made environment-friendly so that the resulting growth is not only 
high and inclusive, but also sustainable.

28. The low per capita carbon dioxide emission compared to 
other regional economies and the shrinking of industrial sector means 
that the existing pattern of environmental challenges has little to do 
with the pace of economic growth. It is affected more by other factors 
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Nepal is witnessing an increasing 
frequency of natural disasters, especially 
during the past four decades resulting 
in losses of infrastructure, homesteads, 
arable land, livestock, property and 
humans. The biggest recorded disasters 
are the floods in 1993, 2008 and 2012, 
the earthquake in 1988, the diarrhoea 
outbreak in Jajarkot in 2009, and 
landslides in 1993. During 1971-2012, 
disasters such as landslides, floods, 
earthquake, thunderbolt, fire, cold 
wave, epidemic, accidents, and others 
have caused deaths of 31,908 deaths of 
people, injured 58,210 persons, affected 
5.94 million people, destroyed 229,167 
houses, and damaged 170,097 homes. 
Disaster in 2012 affected 2,743 families 
and killed 419 people.

Without changes to current global 
behavior, Nepal would see economic 
losses equivalent to up to 2.2% of annual 
GDP by 2050, widening to 9.9% by the 
end of the century. But if mitigation and 
adaptation steps are taken, the damage 
could be limited to around 2.4% of GDP 
by 2100.

Nepal’s agriculture sector, which employs 
two thirds of the labor force, will reap 
some short-term gains from warmer 
temperatures and melting snow and ice, 
which boosts water supplies. But over 
time, glacial retreat and uncertainty 
about the summer monsoon’s start and 
end dates will reduce crop yields and 
cause food insecurity. Melting glaciers, 
which form high-altitude lakes that can 
suddenly breach and cause catastrophic 
flooding downstream, also pose a risk 

to both human settlements 
and hydropower systems. In 
mountainous areas, landslides are 
likely to increase, threatening lives 
and infrastructure.

Deteriorating and dwindling 
forests will result in habitat 
losses for some of the country’s 
rich flora and fauna, including 
snow leopards, undermining the 
country’s appeal for ecotourists.

The regional climate model 
projections indicate temperature 
increases of 1.6°C -2.0°C in 
2030, 2.3°C–2.9°C in 2050, and 
3.4°C–5.0°C in 2080. For the 
terai region, the temperature 
change is likely to be 1.9°C in 
2030, 2.5°C in 2050, and 4.6°C in 
2080. The ensemble mean from 
GCMs indicates a temperature 
change of about 3.0°C–4.0°C by 
the end of the 21st century with 
high agreement (high confidence 
level).

The country is likely to have 
negative precipitation departure 
over the three periods: –3.9% to 
–5.0% in 2030, –1.7% to –2.0% 
in 2050, and –0.9% to +2.9% in 
2080. The A1B scenario indicates 
that precipitation departure for 
the Terai region is likely to be 
–2.60% in 2030, –0.04% in 2050, 
and +3.72% in 2080. Precipitation 
projections for the 21st century 
from the GCM ensemble mean 
indicate wide variations and 

low level of agreement among 
models. Hence, there is very 
little confidence in the rainfall 
projections for the country.

The report does not provide 
detailed adaptation cost 
projections on a country basis, 
although in the energy sector it 
notes that a rising gap between 
demand and supply could see 
Nepal face an annual adaptation 
bill of over $118 million in the 
2030s, rising by another $100 
million in the 2050s.

Overall, climate change could 
impact in the following ways: 

� Rise in temperature, changes 
monsoon pattern, frequent 
droughts and severe floods

� Likelihood of water scarcity as high 
as greater than 90%, too low for 
self-sufficiency in food production

� Receding glaciers increasing 
the risk of sudden flooding 
following glacial lake outbursts 
and bring about changes in the 
hydrological regime

� Decline in agricultural yield 
and soil productivity

� Changes in natural biodiversity 
as timing of seasonal events 
(flowering, migration) gets 
affected and also influences 
species interactions 
(predation, parasitism, 
competition, symbiosis)

� Increase in risks associated 
with health hazards

BOX 4: Impact of Climate Change in Nepal

Source: M. Ahmed and S. Suphachalasai. 2014. Assessing the Costs of Climate Change and Adaptation in South Asia. Manila: Asian Development Bank; Country 
Environment Note Nepal 2014
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such as poor engineering and safeguards embedded in infrastructural 
undertakings, deforestation, haphazard solid waste management, 
land degradation, unsustainable and indiscriminate use of pesticides 
and agrochemicals, and unplanned urbanization. In effect, these 
point to the lack of implementation of existing safeguards, obsolete 
legal frameworks, and institutional slackness as well as weakness. 
The existing pattern of environmental challenges has to potential to 
decelerate the pace of growth in the medium to long term.

29. Overall, Nepal’s forest area is depleting, land degrading, 
groundwater is drying up, pollution is increasing in major urban 
areas, and the use of pesticides and agrochemicals is increasing. This 
poses a number of challenges directly affecting economic activities: 
(i) environmentally weak infrastructure development; (ii) unplanned 
urbanization; (iii) misuse and indiscriminate use of pesticides and 
agrochemicals; and (iv) improper solid waste management. Though 
the government introduced a number of key legislations, which 
may need updating to reflect the present context, and embedded 
environment protection and conservation in its periodic plans, the 
implementation aspect has been rather disappointing— resulting in 
delays in the implementation of development projects. 

30. The government could take a number of measures to 
stimulate environment-friendly inclusive economic growth such 
as: (i) strengthen the country safeguards system; (ii) promote 
environment-friendly infrastructure development; (iii) promote 
planned and regulated urban growth; (iv) encourage environment-
friendly and climate resilient agriculture; (v) cease land degradation 
and desertification; (vi) protect terrestrial and aquatic ecosystem 
and biodiversity; (vii) mainstream climate change risks; (ix) scale up 
renewable energy; and (x) prepare effective disaster risk management.
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I. Introduction

1. On behalf of the new coalition government, headed by 
Prime Minister Sushil Koirala, formed after the second Constituent 
Assembly (CA) elections in November 2013, Finance Minister Dr. 
Ram Sharan Mahat presented a full and timely budget for FY2015 to 
the CA on 13 July 20141. The budget promises a range of policy and 
legislative reforms aimed at enhancing the investment climate and 
promoting private sector investments in key sectors. It is largely in line 
with the government’s recently announced programs and policies for 
FY2015 and the Three-Year Plan, FY2014-FY2016, whose overarching 
goal is to graduate Nepal from present LDC status to a developing 
country by 2022. 

2. This note outlines the major macroeconomic highlights of 
FY2015 budget, key reform agenda, key implications for the economy, 
and key sector investment and policy reforms.

Table 1.1: Budget overview

Growth and Inflation targets  

 FY2015BE FY2014BE FY2014RE

GDP growth (%) 6 5.5 5.2

Inflation (%) 8 8 9

Budget allocation and expenditure (NRs billion)  

Budget allocation 618.1 517.2 449.8

Recurrent 399.0 353.4 316.6

Capital 116.8 85.1 63.9

Financial 102.4 78.7 69.3

Source: FY2015 Budget Speech
BE: budget estimate; RE: revised estimate. 

3. The total expenditure outlay for FY2015 is NRs618.1 billion 
(an estimated 28.4% of GDP2), which is 37.4% higher than the revised 
total expenditure in FY2014. The FY2015 outlay comprises of NRs399 
billion for recurrent expenditures (64.5% of the total outlay), NRs116.8 
billion for capital expenditures (18.9%), and NRs102.4 billion for 
financial provision3 (16.6%), compared with 68.3%, 16.5% and 15.2%, 
respectively in FY2014. It, however, remains to be seen how efficiently 

Appendix 1: Review of FY2015 Budget 

1 From mid-July 2014 to mid-July 2015.
2 FY2015BE nominal GDP at producers’ prices estimate is assumed to be 12.8% (average of FY2011-FY2014 growth rates) higher than FY2014 provisional figure.
3 It includes internal loan investment, domestic share investment, and external and domestic debt repayments.
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the substantially increased budget allocation will be utilized in FY2015 
as the government’s expenditure absorption capacity has reduced over 
the last couple of years. Budget utilization in FY2014 is estimated to be 
low at 89% of the budget amount for recurrent expenditure, and only 
75% for capital expenditure, reflecting the persistent weaknesses in 
budget execution processes, lack of project readiness, and procurement-
related delays, among others.

4. The outlay for recurrent expenditure (equivalent to 18.3% 
of GDP) is 26% higher than the revised estimated expenditure 
in FY2014. Recurrent expenditures have been rapidly increasing 
in recent years; they were only 12.7% of GDP in FY2010. This is 
largely contributed by the substantial increase in the compensation 
of employees and the use of goods and services4. The budget has 
increased the civil service salaries by 10%, following the 18% 
raise with an additional NRs1,000 monthly allowance in FY2014. 
Meanwhile, the capital expenditure budget has been increased by 
82.8% over the FY2014 revised estimate (equivalent to 5.4% of GDP 
compared with 3.3% of GDP in FY2014). The challenge would be 
to fully and effectively spend this amount as the capital expenditure 
absorption rate continues to remain poor.

5. A total revenue target of NRs514.8 billion (23.7% of GDP) 
has been set for FY2015, including projected foreign grants of 
NRs73.4 billion (3.4% of GDP) and principal repayment of NRs0.2 
billion. The revised estimate for revenue mobilization (including 
grants) in FY2014 was 20.8% of GDP.

6. Overall, gross budget deficit is projected to be NRs120.8 
billion in FY2015 (equivalent to 5.6% of GDP) , which is to be 
financed by foreign loans amounting to NRs49.5 billion, domestic 
borrowing of NRs52.8 billion, and FY2014 cash balance of NRs18.5 
billion. However, considering expenditure including net lending and 
revenue including grants, fiscal deficit is projected to be about 3.2% 
of GDP. Net foreign loans and net domestic borrowings are projected 
to be 1.3% and 0.9% of GDP, respectively.

II. Key Reform and Investment Agenda

7. The budget has proposed a wide range of reforms, mostly 
legislative, aimed at improving the investment climate, improving the 

Figure 1.2: Recurrent and capital expenditures for 

FY2015

Source: FY2015 Budget Speech5

4 Use of goods and services consists of (i) rent & services; (ii) operation and maintenance of capital assets; (iii) office materials and services; (iv) consultancy and other services fee; 
(v) program expenses; (vi) monitoring, evaluation and travel expenses; (vii) recurrent contingencies; and (viii) miscellaneous.

5 Subsidies include direct subsidies (NRs 2.6 billion) to non-financial public corporations and private enterprises only. Actual direct and indirect subsidies are much higher. The 
chemical and organic fertilizer subsidy is NRs5.5 billion for FY2015 (lower than NRs 6.07 billion in FY2014) and combined losses of NOC and NEA (could be thought of as an 
indirect subsidy as the government pays for it ultimately) was NRs6.7billion (0.4% of GDP) in FY2013. Similarly, there are subsidies to micro-hydropower projects, transportation 
subsidy for seed and fertilizer supply, and interest subsidies to farmers groups and cooperatives, among others.

Figure 1.3: Deficit Financing (NRs billion and % of GDP)

Source: FY2014 Budget Speech and NRM staff estimates
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efficiency and governance of the financial sector, and strengthening 
public sector management/governance. 

8. The budget also proposes a range of sector-specific reforms. 
The key reforms in the energy sector are aimed at attracting and 
facilitating private sector investments through tax incentives, 
institutional and financial restructuring of NEA, and entering into 
power development agreements with major independent power 
producers. Important reforms are also proposed in the education 
sector (to improve the quality of education and promote skills 
development), and financial sector (strengthening regulation and 
supervision of financial institutions and corporate governance). 
Proposed reforms in the agriculture sector are, however, more focused 
on various subsidy policies. 

9. The budget earmarks 13.9% of total expenditure to education 
sector, lower than 17.6% of total expenditure in FY2014. About 6% 
of total budget is earmarked for energy sector (mostly for hydropower 
generation and construction of transmission lines), 8.3% for transport 
sector, and 8.7% for agriculture sector. Compared to FY2014, the 
allocations, as a share of total budget, are higher for energy and 
transport sectors.

10. Within the above distribution of sectoral budgets, the budget 
proposes various investment projects, mostly in the infrastructure 
sectors.   

III. Key Implications 

11. The private sector has enthusiastically welcomed the reform-
oriented budget, given the provision of certain tax incentives and 
proposed actions on long-pending and new legislative reforms aimed 
at promoting private sector investments. There are, however, concerns 
that the process of these long list of legislative reforms will take 
time and their impacts even longer, mainly because the process of 
formulating the new laws and amendments in itself would be time-
consuming and that the prime focus of the current legislature CA is, 
in principle, drafting and promulgation of the new constitution. It 
also remains to be seen how progressive and reform-oriented these 
new legislative changes will be.  Nonetheless, the commitment to 
implement certain physical and social infrastructure projects through 
PPP has encouraged the private sector. 

6� �������	����
����������������	����������
�����������	���	�������������
������������������	���!��������"������������#����

Figure 1.4: Key sectoral expenditure (% of total budget)6

Source: FY2015 Budget Speech
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12. The budget focuses on relaxing the binding constraints to 
growth, namely the infrastructure bottleneck, by increasing public 
spending as well as reforming the legal, regulatory and institutional 
frameworks for private sector investment through PPP. The energy, 
transport, urban infrastructure, water supply, education and 
agriculture sectors are the main sectoral and reform areas. The 
decision to revise electricity tariffs to reflect the cost of production 
will potentially improve NEA’s financial health. Similarly, the decision 
to establish a price stabilization fund and gradually harmonize 
domestic fuel prices with prices in the international market will help 
lower losses of NOC. Thanks to initial actions on these in FY2013, 
NEA’s and NOC’s combined losses significantly reduced to 0.4% of 
GDP from 1.3% of GDP in FY2012. The added emphasis on tariff 
rationalization and reforms, including privatization, of big public 
enterprises is also commendable. However, the government faces an 
uphill task to further revise electricity and fuel charges due to the 
strong opposition from other political parties in the CA.

13. The significant increase in planned capital expenditure will 
boost economic activities by funding the construction of the much 
needed infrastructures. However, in the absence of reforms in the 
existing budget approval and execution processes and the usual 
procurement related delays, spending all the earmarked capital outlay 
will be challenging. In FY2014, estimated capital expenditure was 
just 75.1% of the planned capital expenditure— about 3.3% of GDP, 
much lower than the targeted 4.4% of GDP and the historical average 
of 80% absorption rate. A major push in project implementation— 
including project readiness, project administration, and further 
efficiency gains in budget approval and execution processes—are 
needed to accelerate capital spending. The quality of spending—a key 
determinant of the sustainability of assets—is also a key concern as 
there is a perennial problem of ‘bunching’ of expenditures towards 
year-end. Normally, about 60% of capital budget is spent in the last 
three months of fiscal year 

14. On the macroeconomic front, the ballooning recurrent 
expenditure is a matter of concern as they remained about NRs4 
billion higher than the tax revenue in FY2014. Furthermore, the 
growth rate of recurrent expenditures has been higher than the 
growth rate of tax revenues in the last three years. In FY2015, while 
the planned recurrent expenditure is about 18.3% of GDP, projected 
tax revenues are about 17.2% of GDP. Rationalization of recurrent 
expenditures— a significant portion of these go to public sector salary, 
and pension and social security payments—are required for creating 
the fiscal space needed to boost capital spending. Although increased 
capital spending can be enhanced through increased domestic/

Source: FY2015 Budget Speech and NRM staff estimates 

Figure 1.5: Expenditures and revenues (% of GDP)
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international borrowing in the short to medium-term, in the long 
term strengthening revenue mobilization and recurrent expenditure 
rationalization will be needed in order to reduce the reliance on 
increased borrowing. 

15. crease seems challenging given that the budget lacks any 
substantive revenue measures.  It may be noted that the FY2014 
revenues fell short of the target by about three percentage points. 
Furthermore, the projected foreign grant amount seems unrealistic 
given that World Bank is also likely to discontinue grants.

16. Under intense political pressure from the CA members, 
the government guaranteed a minimum NRs50 million for physical 
infrastructure in each electoral constituency, and NRs10 million 
for infrastructure projects selected directly by the CA members in 
their constituencies. This provisioning was made without much 
clarity on the project selection and implementation arrangements, 
raising concerns over public finance management and fiduciary risks. 
Selection of projects should be in sync with the existing planning 

Table 1.2: Details of income and expenditure

 NRs billion Share of GDP

FY2015 budget details FY2014RE FY2015BE FY2014RE FY2015BE

GDP growth target (%) 5.2 6   

Inflation target (%) 9 8   

Details of Income and Expenditure

Projected total expenditure 380.5 515.7 19.7 23.7

Recurrent 316.6 399.0 16.4 18.3

Capital 63.9 116.8 3.3 5.4

Projected total revenue 401.8 514.8 20.8 23.7

Revenue 354.5 441.4 18.4 20.3

Tax revenue 312.6 374.7 16.2 17.2

Foreign grants 47.3 73.4 2.5 3.4

Projected surplus (-)/deficit (+) -21.3 0.9 -1.11 0.04

Projected financing -3.8 -0.9 -0.2 0.0

Net loan investment 13.1 34.7 0.7 1.6

Net share investment 9.7 13.9 0.5 0.6

Net foreign loans -7.8 -29.3 -0.4 -1.3

Net domestic borrowing -18.8 -20.2 -1.0 -0.9

Projected overall surplus (-)/

deficit(+)
-25.2 0.0 -1.3 0.0

Source: FY2015 Budget Speech and NRM staff estimates. 
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processes, and the utilization of such funds should adhere to the 
existing procurement and disbursement mechanisms.  

17. While the GDP growth target of 6% appears ambitious, the 
8% inflation target is conservative. Despite the expected boost in 
industrial sector growth and steady performance of services sector as 
a result of the robust remittance inflows, the weaker than expected 
monsoon and the likelihood of moderate El Nino conditions in 
FY2015 will likely lower agricultural harvest, ultimately dragging down 
overall growth, given that agriculture accounts for one-third of overall 
GDP. Moreover, due to the base effect, (i.e., the already relatively high 
growth rate of an estimated 5.2% in FY2014), achieving 6% growth 
in FY2015 could be challenging, particularly if the capital spending 
capacity remains low.  Higher inflationary pressures are likely to 
emerge from: (i) high inflationary expectations as a result of the rise in 
public sector wages; (ii) inflationary pressures due to lower agricultural 
production; (iii) high food prices in India; and (iv) high petroleum 
prices triggered by the volatile geopolitical situation in the Middle 
East. More realistically, GDP will likely grow at 4.6%, and inflation 
will likely remain elevated at 9.5% in FY2015. 
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I. Introduction

1. About a week after Finance Minister Dr. Ram Sharan Mahat 
announced FY2015 budget, Dr. Yuba Raj Khatiwada, Governor of 
Nepal Rastra Bank (NRB), presented the monetary policy for the 
year. The monetary policy aims to help achieve the GDP growth and 
inflation targets, and facilitate credit flows to the priority sectors 
outlined in the budget. It also aims to maintain external and financial 
sector stability, manage excess liquidity, channel credit to productive 
sectors, and make access to finance more inclusive.

II. Key Features

2. The overall targets of the monetary policy for FY2014 are to: 
(i) attain a GDP growth of 6.0%; (ii) contain inflation within 8%; (iii) 
maintain foreign exchange reserves sufficient to cover 8 months of 
imports of goods and non-factor services; (iv) maintain money supply 
growth at 16%; and (v) maintain total credit growth at 18.7%, with 
growth of credit to government and private sector at 24.7% and 18%, 
respectively.

3. Despite the tight monetary policy as evidenced from the 
increase in cash reserve ratio (CRR), decrease in targeted money 
supply and other unchanged targets, the central bank argues that it 
has created enough space for challenging credit to productive sectors, 
thus boosting economic activities to help meet the GDP growth target. 
The tight monetary policy comes in the wake of the extended periods 
of excess liquidity, which potentially might heat up asset, share market 
and consumer prices.  While the NRB raised CRR by 100 basis points 
to 6% for commercial banks and 50 basis points reaching 5% for 
development banks, it is left unchanged at 4% for finance companies. 
The statutory liquidity ratio (SLR) is unchanged at 12%, 9%, and 8% 
for commercial banks, development banks and finance companies, 
respectively. Also, the NRB is targeting M2 growth of 16%, which is 
lower than the estimated 19% growth in FY2014.

4. With an objective to channel more credit to productive 
sectors to help achieve the GDP growth target, the NRB has 
mandated commercial banks to lend at least 20% of total loans to 
productive sectors. Of this at least 12% should go to agriculture and/
or energy sectors. Starting FY2015, the central bank has mandated 
development banks and finance companies as well to increase 

Appendix 2: Review of Monetary Policy for FY2015
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productive sector lending to 15% and 10%, respectively, of their loan 
portfolio.

5. The refinancing interest rate on loans to agriculture, 
hydropower, poultry, livestock, and fishery has been reduced to 4% 
from 5% in FY2015, which could be re-lent by banks and financial 
institutions (BFIs) at a maximum interest rate of 9%. This is the third 
consecutive reduction of refinancing rate by 100 basis points. To limit 
the interest rate to agricultural activities within 6% as envisaged in 
FY2015 budget, the central bank has committed announce suitable 
refinancing rate for the sector. The refinancing interest rate on loans 
to sick industries, cottage and small industries, export businesses, and 
women-operated businesses has been left unchanged at 1%, which 
could be re-lent at a maximum of 4.5%.  Similarly, the minimum 
deprived sector lending1 by commercial banks, development banks 
and finance companies is unchanged at 4.5%, 4%, and 3.5%, 
respectively, of their total loans. It was 4%, 3.5% and 3% for 
commercial banks, development banks and finance companies in 
FY2013.

6. To encourage the consolidation of BFIs, the NRB has 
given continuity to its policy regarding the moratorium on the 
establishment of new Category A, B and C BFIs. In FY2014, 23 
BFIs were given permission to merge into a total of 9 BFIs. Since the 
central bank introduced merger guidelines in FY2011, 64 BFIs have 
merged into a total of 25 BFIs. Currently, there are 204 BFIs2, down 
from 213 in FY2012. The total number of branches of BFIs stands at 
3,430.

7. Regarding the supervision and monitoring of BFIs, the 
NRB has continued most of the initiatives outlined in the last 
year’s monetary policy. Some of these include Basel Core Principle 
Self-Assessment, and Problem Bank Resolution Framework, under 
which the NRB assesses the financial vulnerability of troubled BFIs. 
Furthermore, it is planning to intensify on-site inspection of BFIs and 
assess their liquidity situation along with the fulfillment of capital 
adequacy ratio. Failure to comply with these requirements would 
mean that BFIs won’t be given permission to expand the number of 
branches and to distribute cash dividend. The commercial banks will 
have to gradually comply with the Basel III provisions in FY2013. 
The NRB will initiate Prompt Corrective Action subject to liquidity 
situation of the banks. It has also mandated the BFIs to adhere to 

Figure 2.1: CRR and M2 growth

Source: Monetary Policy 2015, Nepal Rastra Bank; FY2014 provisional 
and FY2015 targeted

1 Though there is a need to channel more credit to productive sectors and increase access to finance in rural areas, principally, the mandatory lending targets limit the BFIs’ ability 
to allocate resources efficiently in terms of maintaining sound portfolios and ensuring reliable income sources. Since the state-owned banks (ADBL, RBB and NBL) hold almost 
30% of total banking sector assets, it might result in deterioration of their portfolio performance. Furthermore, a majority of the BFIs lack adequate knowledge and skills in lend-
ing to agriculture sector. The absorption capacity of the deprived sector is relatively low and more mandatory lending to them might increase banking risk and their indebted-
ness. The mandatory directed lending policy might be addressing symptoms rather than the root causes of the problem.

2 $'�������������������������(��)�������*��+��/��	�����"��������(��)�������*�:+�����!���������"������)�������*�;+����	��<������=!�������������������)�������*�>+�
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International Financial Reporting Standard by 2017. To strengthen 
corporate governance, the central bank has barred high level 
executives of BFIs from holding the same position for more than two 
consecutive terms. Furthermore, it stated that directors and CEOs at 
BFIs cannot take loans from other BFIs for companies in which they 
own a majority stake.

8. To manage the unexpected sudden fluctuations in liquidity 
situation and its impact on financial stability, the NRB has come up 
with an emergency fine tuning operation, which would allow it to 
control liquidity with repo/reverse repo auction under open market 
operations for up to three to six months. If necessary, the central 
bank is also willing to issue NRB bonds and purchase deposits of BFIs 
through auction. For financial sector development and stability, the 
NRB is planning to implement Financial Sector Development Strategy 
in FY2015. It is also formulating Payment System Development 
Strategy to implement Real Time Gross Settlement system.

Table 2.1: Overview of monetary policy

Indicators FY2012 FY2013 FY2014P FY2015E

GDP growth (%) 4.5 3.6 5.2 6.0

Inflation (%) 8.3 9.9 9.1 8.0

Imports of goods and nonfactor services (months) 9.4 8.7 9.8 8.0

M2 growth (%) 22.7 16.4 19.0 16.0

Total credit growth (%) 13.2 17.2 14.4 18.7

Growth of credit to government -0.3 3.0 -4.3 24.7

Growth of credit to private sector 11.6 20.2 17.5 18.0

Cash Reserve Ratio (%)

Commercial banks 5.0 5.9 5.0 6.0

Development banks 5.0 5.5 4.5 5.0

Finance companies 5.0 5.0 4.0 4.0

Bank rate (%) 7.0 8.0 8.0 8.0

Productive sector mandatory lending (% of total loans)

Commercial banks - - 20.0 20.0

Agriculture and energy - 10.0 12.0 12.0

Development banks - - - 15.0

Finance companies - - - 10.0

Refinancing rates (%)

Agriculture, hydro, poultry, livestock, fishery - 6.0 5.0 4.0

re-lending max 9.0 9.0 9.0

Sick industries 1.5 1.5 1.0 1.0

re-lending max 4.5 4.5 4.5 4.5
Source: Monetary Policy 2015, Nepal Rastra Bank; FY2014 provisional and FY2015 targeted 
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9. To efficiently manage transaction of government securities, the 
NRB plans to amend necessary guidelines and also unveil online 
bidding system for T-bills and development bonds. This is in line 
with the support and  the recommendations of the ongoing ADB 
assistance under ‘Capital Market and Infrastructure Capacity 
Support Project’. Similarly, the central bank has committed to 
strengthen operational and institutional arrangement of Nepal Rural 
Development Bank Limited, which was established by merging the 
five rural development banks. This was a part of the ongoing ADB 
assistance under ‘Rural Finance Sector Development Cluster Program 
Subprogram II’.

III. Key Implications for the Economy

10. The banking associations— Nepal Bankers’ Association, 
Development Bankers Association, and Nepal Finance Companies 
Association— have largely welcomed the tight monetary policy at a 
time when the banking industry is flush with excess liquidity, which is 
not only lowering deposit and lending interest rates, but also forcing 
the BFIs to invest in negligible interest bearing government securities 
in the absence of immediate bankable investment projects. They also 
appreciated the unchanged mandatory lending to productive sectors 
despite the higher cash reserve ratio.

11.The continued emphasis on the consolidation of the BFIs 
and the moratorium on the establishment of new BFIs will help 
further strengthen the banking sector and enhance supervision 
and regulation capacities of NRB. To reduce financial sector 
vulnerabilities, more mergers and acquisitions should be encouraged 
by providing appropriate incentives. Since the introduction of merger 
guidelines in April 2011, several BFIs have merged into stronger 
entities with larger despite and credit bases, and relatively higher 
paid-up capital3.  Consolidation will also help lower as well as diversify 
risk, encourage product innovation, foster healthy competition 
and enable BFIs to invest more in research and development. On a 
related note, the commitment by the NRB to enhance capacities of 
the agency responsible for supervision and monitoring of the largely 
unsupervised cooperatives is a welcome move.

12. While the strong push to channel more credit to 
productive sectors may be helpful in the short term, it might be 
counterproductive in the medium to long term if such policy is 
pursued without convincing changes in the investment climate. 
Given acceptable level of risks and conducive investment climate, the 

3 The paid-up capital right now for commercial banks, national development banks, regional development banks, and finance companies is NRs 2 billion, NRs 0.64 billion, NRs 0.20 
billion and NRs 0.10 billion, respectively.
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BFIs might automatically increase lending to sectors such as energy, 
transport and agriculture. The long-running policy, institutional 
and legal complexities plaguing these sectors are deterring BFIs from 
increasing lending as expected by the central bank. Furthermore, 
not all BFIs have sufficient capacities right now to lend money to 
these sectors by evaluating all the aspects of an investment proposal, 
including risk premiums. Energy sector loans are usually of medium 
to long term in nature, but the bank deposits are short term in 
nature— thus increasing further possibilities of asset-liabilities/
maturity mismatches. Monetary policy alone cannot make up for the 
lack of infrastructure and structural bottlenecks in the economy.

13. The focus on liquidity management is timely. The longer term 
repo/reverse repo (three to six months) might be helpful in managing 
recurring liquidity swings in the economy. The central bank has also 
proposed buying certain deposits of BFIs through auction and issuing 
NRB bonds to manage liquidity. These new and untested monetary 
tools in the economy so far may be useful in either mopping up excess 
liquidity or injecting additional liquidity during crunch time.

14. While the GDP growth target of 6% appears ambitious, the 
8% inflation target is conservative. Despite the expected boost in 
industrial sector growth and steady performance of services sector as 
a result of the robust remittance inflows, the weaker than expected 
monsoon and the likelihood of moderate El Nino conditions in 
FY2015 will likely lower agricultural harvest, ultimately dragging down 
overall growth, given that agriculture accounts for one-third of overall 
GDP. Moreover, due to the base effect, (i.e., the already relatively high 
growth rate of an estimated 5.2% in FY2014), achieving 6% growth 
in FY2015 could be challenging, particularly if the capital spending 
capacity remains low.  Higher inflationary pressures are likely to 
emerge from: (i) high inflationary expectations as a result of the rise in 
public sector wages; (ii) inflationary pressures due to lower agricultural 
production; (iii) high food prices in India; and (iv) high petroleum 
prices triggered by the volatile geopolitical situation in the Middle 
East. More realistically, GDP will likely grow at 4.6%, and inflation 
will likely remain elevated at 9.5% in FY2015.  
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Note: FY2014 started on 16 July 2013 and ended on 15 July 2014.

GDP = gross domestic product; P = provisional
a Based on FY2014 National Accounts Statistics. Central Bureau of Statistics 
b Based on FY2014 annual data. Nepal Rastra Bank
c Based on FY2014 Budget Speech. Ministry of Finance 
d Based on FY2014 eight months data. Financial Comptroller General Office 

Sources: Ministry of Finance. FY2014 Budget Speech. Kathmandu; Nepal Rastra Bank. 2014. Macroeconomic Situation. Kathmandu; Central Bureau of Statistics. April 2014. FY2014 
National Accounts Statistics. Kathmandu; Financial Comptroller General Office Eight Months Data.

Item
Fiscal Year

2010 2011 2012 2013 2014P

A.  Income and Growth

 1. GDP per Capita ($, current) 611 716 705 709 904 a

 2. GDP Growth (%, in basic prices) 4.3 3.8 4.6 3.5 5.2 a

  a. Agriculture 2.0 4.5 4.6 1.1 4.7 a 
  b. Industry 4.0 4.3 3.0 2.5 2.7 a

  c. Services 5.8 3.4 5.0 5.2 6.1 a

B.  Saving and Investment (current and market prices, % of GDP)

 1.  Gross Domestic Investment 38.3 38.0 34.5 36.9 37.1 a

 2. Gross National Saving 35.9 37.0 39.5 40.3 46.4 a

C.  Money and Inflation 

 1. Consumer Price Index ( average annual % change)  9.6 9.6 8.3 9.9 9.1 b

 2. Total Liquidity (M2) (annual % change)  30.5 12.3 22.6 16.4 19.1 b

D.  Government Finance (% of GDP) 
 1. Revenue and Grants 18.2 17.9 18.6 19.5 20.8 c 
 2. Expenditure and Onlending 20.1 20.2 20.9 18.9 20.9 c

3. Overall Fiscal Surplus (Deficit) (1.9) (2.4) (2.2) 0.7 (0.1) c

E.  Balance of Payments

 1. Merchandise Trade Balance (% of GDP) (25.4) (23.3) (24.4) (27.3) (30.9) b

 2. Current Account Balance (% of GDP) (2.3) (0.9) 5.0 3.4 4.7 b

3. Merchandise Export ($) Growth (annual % change) (6.3) 11.7 5.7 (2.9) 5.1 b

4. Merchandise Import ($) Growth (annual % change) 35.5 8.9 4.7 10.9 13.9 b

5. Remittances (% of GDP) 19.4 18.5 23.5 25.7 28.2 b

F. External Payments Indicators

1. Gross Official Reserves ($ million) 3,612.2 3,835.8 4,960.0 5,613.7 6,938.6b 
Months of current year’s imports of goods) 7.4 7.4 9.4 9.3 9.6 b

 2. External Debt Service (% of exports of goods and services) 11.5 11.1 10.6 9.5 4.5 d

 3. Total External Debt (% of GDP) 21.5 19.0 20.2 19.7 18.4 d

G. Memorandum Items

 1. GDP (current prices, NRs billion) 1,192.8 1,367.0 1,527.3 1,692.6 1,928.5 a

 2. Exchange Rate (NRs/$, average) 74.2 72.1 80.7 87.7 98.0 b

 3. Population (million) 26.3 26.5 26.9 27.2 27.6

Appendix 3: Country Economic Indicators
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Item
Period

1990s 2000s Latest Year

A. POPULATION INDICATORS
1. Population (million) 18.5 (1991) 23.2 (2001) 26.5 (2011)
2. Population growth (annual % change) 2.1 2.2 1.4 (2011)

B.  Social Indicators
1.  Fertility rate (births/woman) 5.1 (1996) 3.6 (2004) 3.4 (2011) 

2.  Maternal mortality ratio (per 100,000 live births) 539.0 (1996) 281 (2006) 170.0 (2013)
3.  Infant mortality rate (below 1 year/1,000 live births) 82.0 (1991) 48.0 (2006) 46.0 (2011)
4.  Life expectancy at birth (years) 55.0 (1991) 62.0 (2001) 68.8 (2011)

a. Female 54.0 (1991) 63.0 (2001) 70.0 (2011)
b. Male 55.0 (1991) 62.0 (2001) 68.0 (2011)

5.  Adult literacy (%) 35.6 (1996) 48.0 (2004) 56.5 (2011)
a. Female 19.4 (1996) 33.8 (2004) 44.5 (2011)
b. Male 53.5 (1996) 64.5 (2004) 71.6 (2011)

6.  Primary school gross enrollment (%) 57.0 (1996) 72.0 (2004) 136.8 (2013)
7.  Secondary school gross enrollment (%) 43.8 (2001) 54.4 (2004) 68.7 (2013)
8.  Child malnutrition (% below 5 years old) 57.0 36.4 (2010)
9.  Population below poverty line (international, %) 68.0 (1996) 53.1 (2003) 24.82 (2011)
10. Population with access to safe water (%) 45.9      82.5 (2006) 84.0  (2013)
11. Population with access to sanitation (%) 22.0 (1995) 24.5 (2006) 56.0 (2013)
12. Public education expenditure (% of GDP) 2.0 2.9 (2005) 4.1 (2012)
13. Human development index 0.341 0.429 (2005) 0.540 (2013)
14. Rank/total number of countries 152/173 136/177 (2003) 145/187 (2013)
15. Gender-related development index 0.33 (1995) 0.511 (2003) 0.912 (2013)
16. Rank/total number of countries 148/163 (1995) 106/140 (2003) 102/187 (2013)

C.  Poverty Indicators
1.  Poverty incidence 42 (1996) 31 (2004) 25.16 (2011)
2.  Proportion of poor to total population

a. Urban 23.0 (1996) 9.55 (2004) 15.46 (2011)
b. Rural 44.0 (1996) 34.62 (2004) 27.43 (2011)
c. Mountain 57.0 (1996) 32.6 (2004) 42.77 (2011)
d. Hills 40.7 (1996) 34.5 (2004) 24.32 (2011)
e. Terai 40.3 (1996) 27.6 (2004) 23.44 (2011)

3.  Poverty gap 11.75 (1996) 7.55 (2004) 5.43 (2011)
4.  Poverty severity index 4.67 (1996) 2.7 (2004) 1.81 (2011)
5.  Inequality (Theil Index) … … …
6.  Multidimensional poverty index1 … … 0.197 (2011)

���������	�
��������������������������������� 

Sources: Central Bureau of Statistics. 2012. National Population and Housing Census 2011. Kathmandu; Central Bureau of Statistics. 2011. Nepal Living Standards Survey 2010/11. Kathmandu; 
Ministry of Health and Population. 2012. Nepal Demographic and Health Survey 2011. Kathmandu; United Nations Development Programme. 2014. Human Development Report. New York; 
Central Bureau of Statistics. 2011. Poverty in Nepal (2010/11). Kathmandu; World Health Organization, United Nations Children’s Fund, United Nations Population Fund, and World Bank. 
2012. Trends in maternal mortality 1990 to 2010, Kathmandu; Ministry of Education. 2013. Flash I Report 2013-2014. Kathmandu

1  UNDP replaced Human Poverty Index with Multidimensional Poverty Index from Human Development Report 2011. 

Appendix 4: Country Poverty and Social Indicators
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