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FOREWORD

After recovering from the twin shocks of the devastating earthquake and the
following border blockade, Nepal has attained another milestone in its history. The
long due implementation of the new federal structure of the country has gained
legal status with the successful conduction of all the three levels- federal, provincial
and local- of elections and each unit has come under operation. This has signifi-
cantly emanated optimism among the Nepalese citizens who were for long stuck in
political impasse. Similarly, the long hours of electric power supply outages, which
had been one of the major bottlenecks in the development of the country, has be-
come a thing of past with efficient management of electric supply and continued
investments in hydro generation. This will certainly reduce our over reliance on the
imported fuels.

However, the new federal structure is no panacea to all the problems of the
country. Though the changed structure gives more power and authority to the local
people, which helps address their grievances to a larger extent, lack of sufficient
capable human resources pose a serious threat to the efficient administration and
activities of federated units. The government efforts to develop and improve hu-
man capital through continued investments in education has yielded trivial results.
Hence, the government needs to rethink its policies on education. The imports,
especially of petroleum products, have been skyrocketing. However, exports has
been meagre and limited to low valued primary products. On the other hand, remit-
tance incomes, which have been the major source of foreign currency, has stag-
nated. This will adversely impact our balance of payments and will have serious
implications for the economy. The bunching of capital spending in the last quarter
of a fiscal year has become a norm which severely undermines the quality of
infrastructures built in the country. Needless to say, the country is lagging far be-
hind its counterparts in terms of infrastructure and its quality. The country needs to
shine out through these challenges and bring prosperity and happiness to the people
of the country. To attain this, the country needs to invest substantially and effi-
ciently in the development of physical and human capital.

Nepal Economic Outlook 2017-18 provides the review of macroeconomic
developments for the fiscal year 2017-18, short term forecasts for real gross do-
mestic product growth and consumer price inflation for the fiscal years 2018-19
and 2019-20, and policy reviews for enhancing and improving the physical as well
as human capital of the country for long term growth. I strongly believe that the
Outlook will be helpful to policy makers, academicians, business communities, and
students in Nepal as well as to many outside Nepal aspiring to understand and learn
more about the Nepali economy.

Mohan Man Sainju, PhD
Chairperson
Institute for Integrated Development Studies
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ABBREVIATIONS

ADB Asian Development Bank
C Consumption
CBS Central Bureau of Statistics
EFA Education for All
FY Fiscal Year
GDP Gross Domestic Product at producers’ prices
GFCF Gross Fixed Capital Formation
GoN Government of Nepal
GST Goods and Services Tax
IMF International Monetary Fund
IPOs Initial Public Offerings
m/m Month-on-month
MoE Ministry of Education
MoF Ministry of Finance
M2 Broad Money Supply
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NRB Nepal Rastra Bank
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SLC/SEE School Leaving Certificate/ Secondary Education Examination
SMC School Management Committee
SSRP School Sector Reform Program
TSC Teachers Service Commission
UNESCO (The) United Nations Educational, Scientific and Cultural Organiza-

tion
USD United States Dollars
WB World Bank
y/y Year-on-year

Notes
i) The Nepalese fiscal year (FY) normally runs July 16 through July 15. In FY2018, the

Nepalese FY runs July 16, 2017 through July 16, 2018. FY before a calendar year denotes
the year in which the fiscal year ends, e.g., FY2018 ends in July 16, 2018.

ii) Unless otherwise specified, cut-off date for data included in this report was mid-April,
2018.
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EXECUTIVE SUMMARY

1. The normalisation of supply, availability of electricity, expansion in trade, and
improvement in construction activities contributed to the second highest real
gross domestic product growth of 6.29 percent (y/y) for FY2018 in 16 years.
The agriculture sector grew by 2.82 percent (y/y) in FY2018, significantly
down from 5.2 percent recorded a year before. Similarly, the services sector
picked up by 6.62 percent (y/y) in FY2018 from 7.45 percent (y/y) in the
previous fiscal year. The industrial sector also registered a modest growth of
8.82 percent (y/y), down from 12.41 percent (y/y) expansion in FY2017.
Services sector was the major driver of robust growth in FY2018, with contri-
bution of 3.29 percentage points, followed by agriculture sector (1.22 percent-
age points) and industrial sector (0.86 percentage points).

2. Government revenue recorded the second highest growth of 21.42 percent
(y/y) for the first nine months of FY2018 since the corresponding period of
FY2013 owing to the robust growth in both tax and non-tax revenues. Similar
to the first nine months of the last five fiscal years, value added tax and in-
come tax accounted for almost 50 percent of the revenue mobilization in the
same time of FY2018.

3. Government expenditure, on cash basis, expanded by 53.27 percent (y/y) in
the first nine months of FY2018, higher than 46.56 percent (y/y) in the same
time of FY2017. Strong growth rates in both financial (8.27 percent, y/y) and
recurrent expenditure (60.68 percent, y/y) led to the highest growth in govern-
ment expenditure since the first nine months of FY2013. Moreover, the bud-
get underspending, particularly for capital, which has become a regular fea-
ture every fiscal year, improved in the first nine months of FY2018 vis-à-vis
the similar period of FY2017. The government’s estimated capital spending
for the first nine months of FY2018 was 35 percent of the planned capital
spending, higher than the 26 percent achieved in the same time of FY2017.
Similarly, the bunching of capital spending in the last quarter is expected to
persist in FY2018 despite an early budget presentation in FY2018.

4. The government ran a budget deficit of NPR 112.75 billion (3.75 percent of
nominal GDP) in the first nine months of FY2018 supported by strong expen-
diture growth (53.207 percent, y/y) and modest revenue growth (22.96 per-
cent , y/y). However, the budget deficit was not expected as the government
ran budget surpluses for the corresponding period of almost every fiscal year
from FY2012 to FY2017.

ix
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5. Broad money (M2) rose by 16.61 percent (y/y) in mid-April 2018, marginally
higher than 16.17 percent (y/y) in mid-April 2017. Since mid-September 2016,
the growth in M2 has been supported relatively more by net domestic assets
(25.08 percent y/y) and less by net foreign assets (3.81 percent, y/y). The
slowdown in net foreign assets growth can be attributed to the decline in the
remittance growth and widened trade deficit.

6. The average daily interbank rate accelerated to 2.66 percent in mid-April
2018 from 2.07 percent a year ago. It was as low as 0.25 percent on August
11, 2017 and as high as 5.29 percent on April 21, 2018. The average daily
interbank rate volatility appeared not to be contained with the implementation
of revised interest rate corridor.

7. Consumer price inflation stood at 5.32 percent (y/y) in mid-April 2018, up
from 3.77 percent (y/y) in the same month the previous year. However, this
level of y/y inflation was still lower than the y/y inflation recorded for any
period prior to India Blockade, and also below the annual target of 7.0 percent
for FY2018 (Monetary Policy FY2018), and can be explained by: i) normal-
ization of imports following the end of the trade disruptions; ii) increase in the
domestic production capacity due to regular supply of electricity; and iii) low
inflation rate in India as inflation in Nepal normally depends on Indian inflation
because of the pegged nature of exchange rate system with the Indian cur-
rency. Food and beverages inflation rose in mid-April 2018, increasing consid-
erably by 3.97 percentage points, compared to the same month the previous
year. Non-food and services inflation was 5.78 percent (y/y) in mid-April
2018 compared to 5.97 percent (y/y) in mid-April 2017, indicating no signifi-
cant change. Non-food and services inflation has been driving headline infla-
tion since mid-February 2016,  with its contribution remaining at 3.33 percent-
age points in mid-April 2018.

8. As of mid-May, 2018, only 507 out of 753 local levels, designed under the new
federal structure, had bank branches, indicating that NRB was not able to
meet the target of 637 local levels as per the directive issued to banks on
March 28, 2018. While banks refusing to open their branches in the local
levels by mid-May 2018 would face a penalty as per NRB Act 2002, no such
penalties were imposed for banks failing to do so within the specified dead-
line.

9.  The balance of payments deficit  stood at NPR 14.60 billion (0.49 percent of
GDP)  for the first nine months of FY2018 compared to the surplus of NPR
69.11 billion (1.92 percent of GDP) during the same period in FY2017, a whop-
ping drop of 121.13 percent (y/y) as current account deficit widened.

x
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Forecasts

10. Under the baseline scenario (i.e. without policy interventions and shocks),
GDP growth in FY2019 is forecasted to remain at 4.2 percent and is expected
to increase to 4.9 percent in FY2020. Similarly, consumer price inflation is
forecasted to remain at 7.7 percent in FY2019 and 7.9 percent in FY2020.
Under the alternative scenario, when recurrent and capital expenditures are
expected to grow at the rates of 17.9 percent and 26.9 percent, respectively in
FY2019 and FY2020 (as per the budget speech of FY2019), GDP growth is
forecasted to remain at 4.5 percent in FY2019 and 5.2 percent in FY2020.
Likewise, consumer price inflation is forecasted to remain at 7.1 percent in
FY2019 and 7.4 percent in FY2020.

Special Focus

11. This edition of Nepal Economic Outlook issue focuses on two key infrastruc-
ture: social (education) and physical (energy). In social infrastructure, we
focus on the institutional reform of public education in Nepal, which we be-
lieve can potentially improve the quality of public education. The reason for
focusing on such reform instead of increasing allocated budget in the educa-
tion sector comes from two reasoning: i) increasing budget allocation to edu-
cation sector puts pressure on already existing budget deficit and ii) if the root
of the problem is at governance and structure of public school system then
added resource allocation is not going to have impact on improving quality of
public education in Nepal. In physical infrastructure, we discuss about the
increasing dependence of Nepal on foreign countries, particularly India,  for
electricity and fossil fuels. We also suggest ways to reduce these dependen-
cies, for example, harnessing hydropower and using domestically produced
electricity for transportation, cooking, lighting, and industrial use.

xi
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INTRODUCTION

After the financial crisis in 2008-09, the world economy has slowly been
recovering and growth has been stable and strongest since the 2010 uptick. Ac-
cording to World Bank estimates, the world economic growth rate has averaged at
3.3% with the advanced economies growing at 2.3% and emerging market and
developing economies growing at 4.3%1. The world economy has seen this up-
surge in growth due to the rebound in investment, manufacturing activities and
trade. The World Bank also estimates an average world growth rate of 3.1% in
2018 which will moderate to 3% in 2019-2020.

Though the world economy looks optimistic in the short run, in the medium to
long run it is expected to level-off primarily due to lower growths in the emerging
market and developing economies. Over the past few years, growth in investment
and total factor productivity has been declining. In many countries, labor force
growth has also been slowing down significantly affecting the demographic divi-
dend. To foster growth and productivity in the medium to long run, a lot needs to be
done for improving physical and human capital. Investments in human capital will
also be a driving force for inclusive growth in many regions of the world. However,
the current world and local political orders have been the major constraints in the
physical and human capital development. The major global concerns include a se-
vere tightening of financial situations, fading support for globalization and risks of
shift towards protectionism, and growing trade embargos and geo-political anxi-
eties. Further, in most developing countries, public skepticism about policy makers’
capability and willingness to foster strong and inclusive growth is increasing.

Due to strong external demand, the Asian economic prospects look positive.
The average growth rate in the region which was 5.9% in 2017 is expected to
expand just to 6% in 2018. The 2019 growth rate is expected to be 5.9%2. The high
growth rate in the under-developed and developing countries has been the major
driver of this expansion.

In South Asia, growth is expected to expand in the next few years. India holds
the leverage in the region and the growth rate in the region was dragged by the
decline in the growth of India in 2017 due to the twin effects of demonetization in
2016 and the implementation of new goods and services taxes (GST) in 2017.
However, India is expected to adjust and rebound from these transitory effects as
the GST is expected to enlarge tax base and improve productivity. With strengthen-
ing of private consumption, the South Asian core is expected to post an impressive
growth rate of 7.4% in 2018, which will be further strengthened to 7.8% in 2019.
Hence, the growth rate in the region will be consolidated in the short term. In 2018,

1 WB (2018).
2 ADB (2018)
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Bhutan and Bangladesh too are expected to see a robust growth in the region.
Further, it has been estimated that Bhutan will have a growth rate of 9.2% in 2020,
the highest in South Asia3. Other countries in the region, however, will have a
moderate growth rate in near future. The growth rates of Afghanistan and Nepal
are very low. The inexperience and limited capacity to manage the newly imple-
mented federal structure of governance is expected to further drag the growth
rates in 2019 and 2020 in Nepal down.

Under this context, it becomes imperative to look closely at the macroeco-
nomic developments in the country and analyze its various aspects. In the short run,
focus for the country should be on efficient utilization of funds meant for develop-
mental activities and good governance. Further, efficient management of the newly
created federal structures is very important for immediate stability. Similarly, in the
medium to long run, the country needs to improve the quality of its physical and
human resources and achieve higher productivity in order to have a consistent and
sustained economic growth.

This book is arranged as follows. The first part of this book presents the
recent macroeconomic developments and a review of the fiscal year 2017-18.
Additionally, an estimate (forecast) of the GDP growth rate and the rate of inflation
for the country for FY2019 and FY2020 have also been made. The methodology of
forecasting has been presented in the annexes. In the second part, attempts have
been made to identify and focus on major determinants of long term investments on
physical and human resources. The first chapter of this part “Power for Prosper-
ity: Harnessing Hydropower to Kick-start Growth in Nepal” focuses on
how Nepal can prioritize the energy sector and make major investments in hydro-
power generation. This can lead into improved infrastructure in the country as well
as help in economic development of the country. The second chapter “Is More
Resource Allocation the Only Answer to Improve Public Education in
Nepal?” focuses on structural reforms for improving education and thus human
resources capabilities of the country.
3 IMF (2018)

Table 1: GDP Growth Rate of South Asia 

Country 
Year 

2014 2015 2016 2017 2018 2019 2020 
Afghanistan 2.7 1.31 2.37 2.51 2.5 2.98 3.48 
Bangladesh 6.31 6.84 7.20 7.14 7.0 7.0 7.0 
Bhutan 3.96 6.13 6.35 6.00 7.12 7.55 9.22 
India 7.41 8.16 7.11 6.74 7.36 7.78 7.92 
Maldives 7.57 2.25 4.48 4.83 5.01 5.01 5.46 
Nepal 5.99 3.32 0.41 7.5 4.96 3.97 3.80 
Pakistan 4.05 4.06 4.51 5.28 5.57 4.7 4.9 
Sri Lanka 4.96 5.01 4.47 3.11 4.04 4.5 4.7 

Source: IMF, World Economic Outlook 2018 Database 
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Recent Macroeconomic Developments

A. Real Sector

I. FY2018 Performance

1. Real gross domestic product (GDP) grew by 6.29 percent (y/y) in FY2018,
the second highest growth in 16 years after FY2017 at 7.91 percent (y/y)
(Figure 1). This is the second time in a row that the country recorded a growth
of more than 6 percent (y/y), thanks to the normalisation of supply, availability
of electricity, expansion in trade, and improvement in construction activities.
Services sector was the major driver of robust growth in FY2018, with contri-
bution of 3.29 percentage points, followed by agriculture sector (1.22 percent-
age points) and industrial sector (0.86 percentage points) (Figure 2).

2. The agriculture sector, which accounts for 29.52 percent of real GDP, ex-
panded by 2.82 percent (y/y) in FY2018 - 2.38 percentage points lower than a
year before (Figure 1). The low growth can be largely attributed to a negative
growth of 1.5 percent (y/y) in the paddy production -the main cereal crop that
accounts for 20.75 percent of gross value added of agricultural sector in FY2018
- due in part to unfavorable monsoon. However, other cereal crops recorded
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acceleration in the production - maize (9.40 percent, y/y), wheat (9.65 per-
cent, y/y), and millet (2.54 percent, y/y) (Figure 3) - due in part to commercial-
ization of agriculture, expansion of irrigation, and availability of fertilizers and
seeds.



Nepal Economic Outlook 2017-18
June 2018

© 2018 Institute for Integrated Development Studies

3 3

3. The services sector, accounting for 52.25 percent of real GDP, picked up by
6.62 percent (y/y) in FY2018 from 7.45 percent (y/y) in the previous fiscal
year (Figure 1). The modest growth in services sector can be attributed to
increases in the production of domestic goods, imports of goods, and tourist
arrivals. All services subsectors also recorded positive year-on-year growth
in FY2018 (Figures 4a and 4b). Hotels and Restaurants services subsector
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grew by 9.77 percent (y/y) in FY2018, the highest growth in 13 years, thanks
to regular supply of electricity and a whopping growth of 24.86 percent (y/y)
in tourist arrivals.

4. The industrial sector, which accounts for 14.21 percent of real GDP, per-
formed strongly in FY2018, accelerating to 8.82 percent (y/y) growth from
12.41 percent (y/y) expansion in FY2017 (Figure 1), reflecting the regular
supply of electricity, improvement in post-earthquake reconstruction and other
construction activities, and an increase in the production of manufacturing
sector. This was the second highest growth since FY2002, supported by double-
digit growth in construction and mining and quarrying industrial subsectors
and modest growth in other subsectors (Figures 4a and 4b). Construction and
manufacturing subsectors witnessed the second highest growth since FY2002.

5. Looking at real GDP from the demand side, consumption (private + govern-
ment + non-profit institutions serving as households) made up 86.55 percent
of real GDP in FY2018, marginally down from 89.01 percent of real GDP in
FY2017 and a 10-year historical average of 91.46 percent (Figure 5). How-
ever, gross fixed capital formation and inventory investment (including statis-

tical discrepancy) bumped up to 18-year highs of 30.83 percent and 35.28
percent of real GDP, respectively, in FY2018 from 28.32 percent and 30.31
percent of real GDP, respectively in FY2017 (Figure 5).
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6. On the demand side, inventory investment (including statistical discrepancy)
was the largest positive contributor to real GDP growth, with 7.18 percentage
points, followed by gross fixed capital formation (4.45 percentage points),
private consumption (1.91 percentage points), government consumption (1.05
percentage points), and exports (0.52 percentage points), whereas imports
provided a negative contribution of 8.85 percentage points (Figure 6).

II. Forecasts for FY2019-FY2020

7. Under the baseline scenario (i.e. without policy interventions and shocks),
GDP growth in FY2019 is forecasted to remain at 4.2 percent and is expected
to increase to 4.9 percent in FY2020 (Annex Table B4). Similarly, under the
alternative scenario, when recurrent and capital expenditures are expected to
grow at the rates of 17.9 percent and 26.9 percent, respectively in FY2019
and FY2020 (as per the budget speech of FY2019), GDP growth is fore-
casted to remain at 4.5 percent in FY2019 and is expected to increase to 5.2
percent in FY2020 (Annex Table B6).

*Note: For forecasting, we follow Chauvet and Potter (2013) and estimate a New Keynesian Vector
Autoregressive (VAR) model consisting of the growth rate of real GDP, inflation rate, unemployment rate,
and interest rate. However, we drop unemployment rate and interest rate from the model for two reasons.
First, the data on the unemployment rate and representative interest rate are not available on annual
basis in Nepal. Second, previous studies find the relationship between interest rate and investment to be
an insignificant (National Planning Commission, 2012; Bajracharya, 2011). Given the importance of
the remittance and government expenditure (recurrent and capital) in Nepal, we also include these
variables in the model. Recurrent government expenditure and capital government expenditure enter as
exogenous variables in the model. Moreover, we also include money supply (broad) variable in the model
since previous studies document a significant relationship between money supply and prices (Khatiwada,
2005). Annex B1 provides the details of the data and methodology.
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B. Fiscal Sector

I. Government Revenue

8. Government revenue (in nominal terms) registered double-digit growth (y/y)
in three months4 to mid-November 2017 compared to the same period of
previous year. This was the sharp rebound from three months to mid-Septem-
ber 2017, when only 0.89 percent (y/y) growth was recorded. The trend of
double digit growth continued to three months to mid-April 2018, during which
government revenue rose by 22.78 percent (in nominal terms, y/y) compared
to the same time the year before (Figure 7). Registration fee (111.31 percent,
y/y), non-tax revenue (59.28 percent, y/y), and income tax (41.60 percent, y/
y) were the major drivers of revenue growth.

9. For the first nine months of FY2018, domestic revenue mobilization was up
21.42 percent (y/y) to NPR 508.68 billion or 69.85 percent of the total revenue
target for FY2018 (NPR 728.35 billion) compared to a growth of 43.79  percent
(y/y) in the corresponding period in FY2017. This was the second highest rev-
enue growth registered since the corresponding period of FY2013, supported by
strong growth in non-tax (58.91 percent, y/y) and modest growth in tax (18.16
percent, y/y) revenues (Figure 8). Similar to the first nine months of the last five
fiscal years, value added tax and income tax accounted for more than 50 per-
cent of the revenue mobilization in the same time of FY2018 (Figure 9).

4 This is computed using the three-month moving averages. This approach helps to smooth the
data so that trends can be better understood.
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II. Government Expenditure

10. Government expenditure, on cash basis, which had peaked in three months to
mid-October 2016, reached the lowest growth (12.80 percent y/y)  since this
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peak in three months to mid-December 2017. Following this trough, the ex-
penditure continue to pick up by the double-digit growth rate, with growth
reaching 62.28 percent (y/y) in three  months to mid-April 2018 compared to
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the same period of previous year (Figure 10). This growth was driven rela-
tively less by financial spending (26.88 percent, y/y) and more by capital spending
(53.59 percent, y/y) and recurrent spending (73.96 percent, y/y) (Figure 11).

11. Government expenditure, on cash basis, expanded by 53.27 percent (y/y) in
the first nine months of FY2018, higher than 46.56 percent (y/y) in the same
time of FY2017 (Figure 12). Strong growth rates in both financial (8.27 per-
cent, y/y) and recurrent expenditure (60.68 percent, y/y) led to the highest
growth in government expenditure since the first nine months of FY2013 (Fig-
ure 12).

12. The budget was underspent in the first nine months of FY2018, particularly
for financing. In the first nine months of FY2018, only 35 percent of the planned
capital spending and 64.3 percent of the planned recurrent spending were
used (Figure 13). Relative to the first nine months of FY2016 and FY2017, the
underspending problem improved for total expenditure, capital expenditure,
and recurrent expenditure in the same time of FY2018 (Figure 13). The bunch-
ing of capital spending, which is a common feature every fiscal year, im-
proved in FY20175 (Figure 14). About 28.9 percent of actual capital spending
was done in the last seven days, 41.2 percent in the last month, and 60.3
percent in the last quarter of FY2017 (Figure 14). For FY2016, the corre-

5 Data for FY2018 is not available.
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sponding numbers were 32.3 percent, 49.3 percent, and 69.9 percent, respec-
tively (Figure 14).

13. In the past, the problems of the budget underutilization and the bunching of
spending had been partially attributed to the delay in the budget presentation.
However, this was not the case in FY2018, when the budget was presented
one-and-a-half month before the beginning of the fiscal year (May 29, 2017)
as per the new constitution promulgated in September 2015.6 Despite an early
budget presentation, these problems are expected to persist in FY2018 and
thus seem to indicate the existence of structural flaws in the process of bud-
get formulation and implementation.

III. Budget Balance

15. Budget deficit (including foreign grants and other items), on cash basis, wid-
ened markedly by 172.24 percent (y/y) in three months ending mid-April 2018
compared to the corresponding time in FY2017 (Figure 15), thanks to the
combined effect of strong expenditure and modest revenue growth
(Figure 15).

6 The Finance Minister of the Government of Nepal shall table the revenue and expenditu re estimates
according to Clause (1) on the 15th of the month of Jestha (beginning of June) in the Lunar Calendar
every year.” (Part 10, Section 119 (3) of the Constitution of Nepal, 2015).
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16. The budget was at a deficit (including foreign grants and other items) of NPR
112.75 billion (3.75 percent of nominal GDP) in the first nine months of FY2018
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(Figure 16) supported by strong expenditure growth (53.207 percent, y/y) and
modest revenue growth (22.96 percent , y/y). However, the budget deficit
was not expected as the government ran budget surpluses for the correspond-
ing period of almost every fiscal year from FY2012 to FY2017 (Figure 16).
Nevertheless, the bunching of spending is more likely to result in a budget
deficit (on cash basis) in FY2018.
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C. Monetary Sector

I. Money Supply

17. Broad money (M2) rose by 16.61 percent (y/y) in mid-April 2018, marginally
higher than 16.17 percent (y/y) in mid-April 2017 (Figure 17). This growth
was, however, lower than a five-year historical average of 18.43 percent (y/
y) and can be attributed to the decline in net foreign assets growth (3.81
percent, y/y) in mid-April 2018 compared to 5.65 percent (y/y) in mid-April
2017 owing to the slowdown in remittances growth. Since mid-September
2016, the growth in M2 has been supported relatively more by net domestic
assets and less by net foreign assets (Figure 18). The slowdown in net foreign
assets growth can be attributed to the decline in the remittance growth and
widened trade deficit.

II. Interest Rate

18. The average daily interbank rate accelerated to 2.66 percent in mid-April
2018 from 2.07 percent a year ago (Figure 19). It was as low as 0.25 percent
on August 11, 2017 and as high as 5.29 percent on April 21, 2018. Similarly, the
average 91- day Treasury bill rate picked up to 2.62 percent in mid-April 2018
from 1.38 percent last year (Figure 19). It was as low as 0.09 percent on July
11, 2017 and as high as 6.06 percent on May 23, 2017. The short-term interest
rate volatility appears not to be contained with the implementation of revised
interest rate corridor (see Box 1.1 for details).

Box 1.1: Did Interest Rate Corridor Minimize the Short-term Interest
Rate Volatility?

The interest rate corridor (IRC) was introduced in the monetary policy of FY2017
with the objective of stabilizing the short term interest rates (e.g. weighted interbank
rate) and modernizing the monetary management. Under the IRC, there is a range
within which the short term interest rate moves around the policy rate. In case of
Nepal, the policy rate is two weeks’ repo rate, and the lower bound (floor) and upper
bound (ceiling) of short term interest rate are defined by the interest rate on two-week
deposit collection auction rate and standing liquidity facility (SLF) rate, respectively.
SLF and repo are both used to inject liquidity to the market, whereas deposit auction
is used to mop up excess liquidity from the market. In particular, under SLF and two
weeks’ repo, Nepal Rastra Bank (NRB) provides collateralized  (e.g. treasury bills as
collateral) loans to banking and financial institutions (BFIs) facing shortage of liquid-
ity for a maximum of five days and two weeks, respectively. Unlike SLF and repo, in
two weeks’ deposit auction, NRB accepts deposits from BFIs facing excess liquidity
for two weeks.

Initially, SLF rate was fixed at 7 percent. However, repo rate was determined by
adding 200 basis points to the weighted average interbank rate, prevailing in the
market prior to two working days, and deposit collection auction rate was determined
by subtracting 10 basis points from the weighted average interbank rate, prevailing in
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the market prior to two working days. When the IRC was first introduced, two weeks’
deposit collection auction rate was low as 0.25 percent and high as 2.20 percent during
FY2017, and with SLF rate fixed at 7 percent, interest rate spread was as high as 6.75
percent. Considering the wide gap in interest rate spread, NRB revised the IRC in the
monetary policy of FY2018 to minimize the short-term interest rate volatility.

Under the revised system, the two weeks’ repo rate still remains the policy rate;
however, it has been fixed at 5 percent rather than allowing it to move with the inter-
bank rate as before. Similarly, the SLF rate as a ceiling of IRC is continued and fixed at
7 percent as before. In addition, two weeks’ deposit auction rate as a floor of IRC is
continued, but it has been fixed at 3 percent rather than allowing it to change with the
interbank rate as before.

NRB mops up the liquidity when weighted interbank rate moves closer to the
two weeks’ deposit auction rate of 3 percent, and injects liquidity when weighted
interbank rate moves above the repo rate of 5 percent. This ensures that weighted
interbank rate lies within the lower and the upper bound rates of IRC. However, as
Table 1 shows, NRB was not able to reduce the volatility of short-term interest rate
under IRC. If we use standard deviation as a measure of volatility, Table 1 shows that
the volatility is the highest for revised IRC period (i.e. FY2018) and the lowest for pre-
IRC period (i.e. FY2016). In fact, volatility in FY2018, when the revised IRC was imple-
mented, is 50 percent more than the volatility in FY2016, when the IRC was not intro-
duced.

III. Inflation

19. Consumer price inflation stood at 5.32 percent (y/y) in mid-April 2018, up
from 3.77 percent (y/y) in the same month the previous year (Figure 20).
However, this level of y/y inflation was still lower than the y/y inflation re-
corded for any period prior to India Blockade (Figure 20), and also below the
annual target of 7.0 percent for FY2018 (Monetary Policy 2017/18), and can
be explained by: i) normalization of imports following the end of the trade
disruptions; ii) increase in the domestic production capacity due to regular
supply of electricity; and iii) lower inflation rate in India as inflation in Nepal
normally depends on Indian inflation because of the pegged nature of ex-
change rate system with the Indian currency (Figure 21).

20. Food and beverages inflation rose in mid-April 2018, increasing considerably
by 3.97 percentage points, compared to the same month the previous year

This article was written by Nayan Krishna Joshi, PhD and Sadichchha Shrestha,
NewYork University.

Table 1: Daily-weighted interbank rate

Statistics
FY2016            

(Pre-IRC)
FY2017            

(IRC Introduced)
FY2018        

(Revised IRC)
Mean 0.91 2.18 3.26
Standard Dev. 1.14 1.51 1.79
Maximum 9 7 5.3
Minimum 0.12 0.33 0.25

Note: FY2018 data is up to June 10, 2018.
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(Figure 20). Food and beverages inflation was 4.67 percent (y/y) in mid-April
2018 compared to 0.71 percent (y/y) in mid-April 2017; however, this level of
y/y inflation was still lower than the y/y inflation registered for any period prior
to India Blockade (Figure 20). Non-food and services inflation was 5.78 per-
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cent (y/y) in mid-April 2018 compared to 5.97 percent (y/y) in mid-April 2017,
indicating no significant change (Figure 20). Non-food and services inflation
has been driving headline inflation since mid-February 2016,  with its contribu-
tion remaining at 3.33 percentage points in mid-April 2018 (Figure 22).
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21. Among the components of food and beverages group, the indexes of pulses
and legumes, sugar and sugar products, and spices fell in mid-April 2018 (Fig-
ures 23a and 23b). In contrast to these declines, the indexes of ghee and oil,
non-alcoholic drinks, meat and fish, cereal grains and their products, restau-
rant and hotel, alcoholic drinks, tobacco products, milk products  and eggs,
fruit, and vegetables rose in mid-April 2018 (Figures 23a and 23b). The in-
crease in food and beverages inflation since mid-December 2017 was largely
due to positive double-digit growth in vegetable prices.  As to non-food and
services group, all the component indexes increased in mid-April 2018 (Fig-
ures 23a and 23b). The slowdown in non-food and services inflation since
mid-July 2016 (Figure 20) was largely due to declines in housing and utilities
inflation (Figure 22).

IV. Inflation Forecasts for FY2019-FY2020

22. Under the baseline scenario, consumer price inflation in FY2019 is forecasted
to remain at 7.7 percent in FY2019 and 7.9 percent in FY2020. Likewise,under
the alternative scenario, when recurrent and capital expenditures are expected
to grow at the rates of 17.9 percent and 26.9 percent, respectively in FY2019
and FY2020 (as per the budget speech of FY2019), consumer price inflation
is forecasted to remain at 7.1 percent in FY2019 and 7.4 percent in FY2020.
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V. Financial Inclusion

23. As of March 28, 2018, only 394 out of 753 local levels, designed under the
new federal structure, had bank branches. To expand financial inclusion, Nepal
Rastra Bank issued a directive, on March 28, 2018, asking commercial banks
to establish their branches in the remaining unbanked 243 local levels by mid-
May 2018 and 116 local levels by mid-July 2018. Following this directive,
banks have opened their branches to 507 local levels by mid-May 2018, indi-
cating that NRB was not able to meet the target of 637 local levels as per the
directive issued to banks. While banks refusing to open their branches in the
local levels by mid-May 2018 would face a penalty as per NRB Act 2002, no
such penalties were imposed for banks failing to do so within the specified
deadline (see Box 1.2).

Box 1.2: Banking the Unbanked: Expanding Financial Inclusion

Finance Minister Yubaraj Khatiwada, on May 29, 2018, unveiled the first federal
budget for FY2019. Among others, the budget aimed at digitizing government pay-
ments and revenue collection and launching an overambitious campaign of opening
bank accounts of every Nepali citizen within a year. The overall objective of this policy
is to expand financial inclusion, defined as people having access to financial services,
ranging from savings, payments, and transfers to credit and insurance, through formal
financial institutions. In particular, by moving away from cash and digitizing govern-
ment payments and revenue collection, government can not only cut costs and in-
crease efficiency but can also reduce financial exclusion, the number of unbanked
adults, and thereby increase the level of financial inclusion, a key component of social
inclusion.

The 2014 Global Financial Development Report of the World Bank7 identifies
two major kinds of financial exclusion: voluntary exclusion and involuntary exclusion.
In voluntary financial exclusion, individuals choose not to use financial services even
if they have access to because they do not need these services. Individuals might also
be voluntarily financially excluded due to cultural and religious barriers or because
they might have an indirect access to banks and financial institutions, for instance, if
individuals are able to use someone else’s bank account, they might be unwilling to
open bank accounts. In involuntary exclusion, individuals do not use financial ser-
vices even if they have access to because they have insufficient income or have
excessive lending risk profiles. Individual may also be involuntarily financially ex-
cluded because of government failure or market imperfections, for example, lack of
information, price barriers, and discrimination. The need for policy to address financial
exclusion problem arises only when it is driven by government failure or market imper-
fections.

Financial inclusion is often confused with financial depth. Unlike financial in-
clusion which is measured using number of bank branches per inhabitant (supply
side) or share of adults (age 15+) in the economy using financial services from formal
financial institutions (demand side), financial depth is measured using macro-indica-

7 See https://openknowledge.worldbank.org/bitstream/handle/10986/16238/9780821399859 .pdf?
sequence=4&isAllowed=y
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tors such as domestic credit to the private sector as a percentage of GDP. Moreover,
financial depth does not provide information about financial inclusion. An economy
can score well on financial depth but still can have a low level of financial inclusion if
bank credit is concentrated among a small number of relatively large firms and wealthy
individuals. For example, domestic credit to private sector accounts for 81 percent of
GDP in Nepal, but only 45 percent of adults in the country reported having an account
at formal financial institutions. On the other hand, in India, a country with domestic
credit to the private sector of 49.8 percent of GDP, 80 percent of adults reported having
an account at formal financial institutions.

Given this, financial deepening and financial inclusion cannot be considered as
substitutable policy goals. In fact, policymakers and academics have increasingly
focused on financial inclusion as a stand-alone policy objective because of its strong
relationship to development. For instance, a recent study shows that although United
Nations Sustainable Development Goals (SDGs) do not explicitly focus on financial
inclusion, financial inclusion can act as a key enabler for 7 of the 17 SDGs. This
includes eliminating poverty, achieving food security, among others. In particular,
financial inclusion can help eliminate poverty, SDG number 1, by minimizing the unex-
pected expenditure shock through the use of savings or remittances received via
formal financial institutions. It can also help achieve food security, SDG number 2, by
allowing farmers to make greater investments, through increased access to agricul-
tural credit, during planting season, leading to higher agricultural yields.

If we define financial inclusion in terms of people having deposit accounts at
banks and other formal financial institutions, financial inclusion still remains signifi-
cantly low in Nepal. According to the 2017 World Bank Global Financial Index data-
base, launched in April 2018, financial inclusion in Nepal increased from 25 percent in
2011 to 45 percent in 2017 - the whopping growth of 80 percent (Figure I). This growth,
although looks impressive, is still lower than the growth of 127 percent and 111
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Figure II: Commercial bank branches as of mid-February 2018
(per 10,000 population)
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percent, recorded for India and the South Asian region as a whole. In addition, the
same database shows that Nepal also had a lower level of financial inclusion vis-a-vis
South Asia region and three individual South Asian countries, namely Sri Lanka,
Bangladesh, and India, for all available data years (2011, 2014, and 2017).

Among others, the 2017 World Bank Global Financial Index database shows
that distance to financial institutions is one of the reasons why people remain unbanked.
Numerically, 35 percent of Nepali adults (age greater than 15) without an account in
2017 said that financial institutions are too far away. The distance barrier reflects the
unwillingness of banks and other financial institutions to open their branches in rural
areas. As of March 28, 2018, only 394 out of 753 local levels, designed under the new
federal structure, had bank branches. To reduce the distance barrier and facilitate the
government transactions, Nepal Rastra Bank issued a directive, on March 28, 2018,
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asking commercial banks to establish their branches in the remaining 243 local levels
by mid-May 2018 and 116 local levels by mid-July 2018. Following this directive, banks
have opened their branches to 507 local levels by mid-May 2018, indicating that NRB
was not able to meet the target of 637 local levels as per the directive issued to banks.
While banks refusing to open their branches in the local levels by mid-May 2018
would face a penalty as per NRB Act 2002, no such penalties were imposed for banks
failing to do so within the specified deadline.

Figure II depicts the number of commercial bank branches per 10,000 population
(as a measure of geographical outreach) for all districts of Nepal as of mid-February
2018. The average number of bank branches was 0.91. The highest value was in
Manang: 6.20 bank branches and the lowest value was in Baitadi: 0.23 bank branches.
Figure III shows the change in the number of commercial bank branches per 10,000
population across each district of Nepal from the FY1991 to FY2018. As indicated,
only few districts experienced a significant rise in the number of bank branches. In
particular, out of 75 districts, only 11 districts experienced an increase in 1 bank branch
per 10,000 population from FY1991 to FY2018.

Expanding bank branches into unbanked areas not only reduces the distance
barrier and facilitates the government transactions but also has an implication on
poverty alleviation. For example, a study by Robin Burgess, Grace Wong, and Rohini
Pande in 2005 shows that state-led rural branch expansion in India from 1977 to 1990
led to a significant reduction in poverty across Indian states. The underlying rationale
is that bank branches expansion translates to increased credit and savings opportuni-
ties for those who were previously unbanked or did not have access to formal finan-
cial services.

The question is whether bank branches expansion translates into increased
credit opportunities, and in particular credit to productive sectors like energy, tourism,
and agriculture that are backbones of Nepali economy. Anecdotal evidence and data
suggest otherwise. For example, Nepal Rastra Bank raised the productive sector lend-
ing requirement from 20 percent to 25 percent for commercial banks in the Monetary
Policy of FY2018. Additionally, commercial banks are required to disburse at least 10
percent of the total credit to the agricultural sector, and 5 percent each to the other
three productive sectors (energy, tourism, and others). However, data from the third
quarter review of Monetary Policy FY2018 shows that commercial banks invested
only 7.3 percent of total credit in the agricultural sector by mid-April 2018. As usual, a
big portion of commercial banks’ credit is invested in unproductive sectors such as
real estate, stock market, and automobile sectors. In fact, Figure IV depicts that the
commercial banks’ share of agricultural credit to total credit was less than 5 percent for
FY2003 to FY2017.

This article was written by Sadichchha Shrestha, New York University, Nayan Krishna
Joshi, PhD, and Prabin Dongol, IIDS. This is an extended version of an op-ed pub-
lished in the “The Himalayan Times” on May 31, 2018.

D. External Sector

I. Exports

24. Merchandise exports (free-on-board) registered the lowest negative growth
of 12.77 percent, (y/y) since the end of the trade disruptions in three months
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ending mid-July, 2017. After this trough, exports grew by double digits growth
rate and continued to grow at this rate till mid-March, 2018. Following this,
exports have slowed down; it picked up by only 2.33 percent (y/y) in three
months to mid-April 2018 compared to the same time the year before (Figure
24).



Nepal Economic Outlook 2017-18
June 2018

© 2018 Institute for Integrated Development Studies

26
26

25. Merchandise exports (free-on-board) increased by 9.79 percent (y/y) in the
first nine months of FY2018 compared to a growth of 19.58  percent (y/y) in
the same period in FY2017 (Figure 25). Likewise, exports to India, China, and
other countries for the same period were up by 6.9 percent (y/y), 58.9 percent
(y/y), and 7.1 percent (y/y), respectively.
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II. Imports

26. Merchandise imports (free-on-board) recorded the lowest growth of 5.46 per-
cent (y/y) since the end of the trade disruptions in three months ending mid-
July, 2017, owing in large part to the slowdown in non-oil imports growth
(Figure 27). After this trough, imports have continued to increase, and in-
creased by 30.31 percent (y/y) in three months to mid-April 2018 compared to
the same time the year before (Figure 24), thanks to the increase in non-oil
imports (Figure 26).

27. Merchandise imports (free-on-board) surged by 20.30 percent (y/y) in the
first nine months of FY2018 compared to a growth of 40.83 percent (y/y) in
the corresponding period last year (Figure 25). Similarly, imports to India, China,
and other countries for the corresponding period increased by 21.9 percent (y/
y), 22.8 percent (y/y), and 15.7 percent (y/y), respectively.

III. Trade Balance

28. Trade deficit widened by 21.30 percent (y/y) to NPR 494.74 billion (26.43
percent of GDP) in the first nine months of FY2018, considerably down from
an acceleration of 43.24 percent (y/y) in the same time previous year (Figure
25). The cumulative effect of faster growth of imports (f.o.b.) relative to
exports (f.o.b.) and the large size of imports (f.o.b.) relative to exports (f.o.b.)
(imports (f.o.b.) were 12.65 times larger than exports (f.o.b.) contributed to
the sharp increase in trade deficit in the first nine months of FY2018.
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IV. Remittances

29. Remittances expanded by 5.56 percent (y/y) to NPR 540.38 billion (17.97
percent of GDP) in the first nine months of FY2018, down from a rate of 6.28
percent (y/y) in the corresponding period the previous year (Figure 25). This
growth was also less than a 5-year historical average of 15.97 percent (Figure
25) and can be partly attributed to the decline in the number of workers going
abroad for foreign employment (Figure 28). The number of overseas migrant

workers contracted by 8.58 percent (y/y) in the first nine months of FY2017,
following a decline of 10.62 percent (y/y) in the same period of FY2017.

V. Balance of Payments

30. The current account registered a deficit of NPR 171.64 (5.71 percent of GDP)
for the first time since the first nine months of FY2017 in the similar time of
FY2018. This was considerably down from the deficit of NPR 10.34 billion
(0.39 percent of GDP) in the same period previous year (Figure 29), owing to
the increase in trade deficit and the slowdown in remittances growth. Like-
wise, the balance of payments deficit in the review period is sharply down to
NPR 14.60 billion (0.49 percent of GDP) compared to the surplus of NPR
69.11 billion (1.92 percent of GDP) during the same period in FY2017 (Figure
29), a whopping drop of 121.13 percent (y/y) as current account deficit wid-
ened.
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VI. Exchange Rate

31. The Nepalese Rupee appreciated marginally by 0.98 percent (y/y) against US
dollar between mid-April 2017 and mid-April 2018 (Figure 30). It had depreci-
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8 These are based on the selling exchange rates. The corresponding values for buying exchange rates
are 0.99 and 2.66 percent, respectively.

ated by 2.65 percent (y/y) in the same period of the previous year.8 The buy-
ing (selling) nominal exchange rate per US dollar was as high as 104.51 (105.11)
on September 29 (September 29) and as low as 101.09 (101.69) on January 6-
8 (January 6-8).

E. Capital Market Sector

I. Secondary Market

32. The NEPSE index dropped sharply by 24.72 percent (y/y) to 1277.55 points in
mid-April 2018 from 1697.13 points a year ago and reached the historic high
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of 1693.72 points on April 23, 2017 and low of 1168.55 on March 26, 2018
(Figures 31-32). The downward trend in the secondary market can be ex-
plained by three main reasons: i) lack of loanable funds in the market owing to
the slowdown in remittance growth and the resulting increase in interest rate
on loans and deposits ; ii) restriction in margin loan by Nepal Rastra Bank
through the Monetary policy of FY2018 - whereby BFIs are allowed to ex-
tend credit against the collateral of shares up to the amount equivalent to 40
percent of core capital (comprises of equity capital and disclosed reserves)
significantly down from 100 percent of core capital set aside before; iii) rela-
tively low demand for commercial banks’ stocks as the majority of commer-
cial banks met the minimum paid-up capital requirement of NPR 8 billion as
fixed by Nepal Rastra Bank. The share of market capitalization of commer-
cial banks to total market capitalization stood at 52 percent in Mid-May 2018,
and the correlation between commercial banking index and NEPSE index
was 0.96 (Figure 33).
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Box 1.3: Significant Capital Market Reforms During FY2018

A. Primary market

i) Application Supported by Blocked Amount (ASBA) system  was implemented on
voluntary basis from Mid-January 2017 and was made mandatory from mid-July 2017.
Under this system, the money of individuals applying for new issues (Initial Public
Offerings (IPOs)) are blocked by member banks and financial institutions (BAFIs), and
are debited from applicants’ accounts only if they are selected for allotment. To auto-
mate the ASBA process, Centralized Application Supported by Blocked Amount (C-
ASBA) was made mandatory from February 23, 2018. This system has not only reduced
the allotment time from 90+ days to maximum 50 days (Security Allotment guidelines
2074, Security Board Nepal)  but also avoided staying in long queue for applying to
IPOs. In fact, individuals can now apply to IPOs, further public offerings (FPOs), and
right shares and view the results through the online system (Mero Share Application
facilitated by Central Depository System and Clearing Limited). Currently, the C-ASBA
system is being implemented by 64 banks and financial institutions.

ii) The Security Allotment guidelines 2074 of Security Board Nepal has made it manda-
tory for companies issuing new shares to allot at least 10 shares to all applicants.

B. Secondary market

i) Securities Board of Nepal has finalised the Margin Lending procedure submitted by
Nepal Stock Exchange Limited and sent it to Nepal Rastra Bank for discussion. Under
the margin lending system, BAFIs can provide loans to investors via brokers.

ii) Nepal Stock Exchange Limited will implement the online trading system from mid-July
2018, whereby investors can trade securities in the secondary market through the online
system. This system will avoid the need for investors to visit brokerage firms or call
brokers to trade their securities

This article was written by Nayan Krishna Joshi, PhD.
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Power for Prosperity: Harnessing Hydropower to Kick-Start
Growth in Nepal

– Pramod Rijal
1. Introduction

Nepal faced several hours of power outage each day due to mismanagement,
insufficient electricity generation within the country and absence of transmission
infrastructure for importing electricity from India. It hampered the growth of eco-
nomic activities in the entire nation. So, economic growth was less impressive dur-
ing the days of power cut. Once Mr. Kulman Ghising came into leadership of
Nepal Electricity Authority (NEA), he has been managing the problem of load-
shedding to household consumers. From the beginning of 2018, there has been a
smooth and steady supply of electricity to industries operating in Nepal. It is prima-
rily possible due to imported electricity from India. In the last ten months, Nepal has
imported electricity worth NPR 15.21 billion from India.9 The same data shows
that Nepal has imported electricity worth over NPR 50 million each day from India.
For long term stable growth of Nepal, it is important that Nepal be self-sufficient in
energy, especially by utilizing hydropower potential. Impact of heavily depending
on imported energy on growth is illustrated by the dependency on imported petro-
leum products.

Nepal is heavily dependent not only in electricity but also in petroleum prod-
ucts, which include petrol, diesel, kerosene and Liquefied Petroleum Gas (LPG).
These are mainly used in public and private transportation.  Nepal imported petro-
leum products of NPR 71.38 billion in fiscal year (FY) 2015/16 when there were
trade disturbances with India (NOC, 2016). The dependency on imported fossil
fuel has been increasing each year due to increase in private and public vehicles,
escalation in the construction business and increase in productive activities after
completion of elections.

Current Macroeconomic data of last nine months reveals that Nepal has im-
ported petroleum products of NPR 116.8 billion (NRB, 2018). The use of petro-
leum products which constitute both oil and gas not only creates a deficit in Bal-
ance of Trade and Payment but also increases air pollution with the emission of
short-lived climate pollutants (SLCPs). Figure 34 below shows the import of petro-
leum products in the last thirteen years.

9 Communication with Mr. Prabal Adhikari, Spokesperson, Nepal Electricity Authority on
15th May, 2018
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The above figure shows that the import of fossil fuels has been constantly
increasing from FY2004/5, however, there was decrease in FY2015/16 due to earth-
quakes and an unofficial economic blockade imposed by India. As a consequence,
the import of fossil fuel was heavily reduced. However, there was a significant
amount of import of petroleum products through the informal channel to meet the
daily demand. Once the trade embargo was over, the import of petroleum products
have been skyrocketing. The imports of these non-renewable source of energy are
slightly less from FY 2016/17 compared to FY2013/14 due to the reduction in load
shedding that led to decrease in use of diesel generators for commercial, official
and household purposes.

In the current year, the expenditure made on imported fossil fuel is far more
than the revenue Nepal generates from the export of all commodities. From the
FY2010/11, the expenditure made on import of petroleum products exceeds total
value earned from exports. Nepal is in the list of rare countries which cannot fi-
nance the import of fossil fuels by exporting its total commodities. This will have
very serious economic consequences in future because if the same trend contin-
ues, Nepal will not be able to import basic necessities such as medicine and food
due to the shortage of reserve currencies. After the construction of 41-km petro-
leum pipeline from Amlekhgunj-Raxaul, the import of petroleum products will fur-
ther increase if Nepal does not substitute it with the domestically produced clean
source of electricity. The comparison between expenditure on petroleum products
and total value from the export of commodities is illustrated in Figure 35.

Source: NRB 2018
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The import of carbon-emitting energy is constantly increasing and it is the
major component for increasing the trade deficit. Therefore, it is better to substitute
it with domestically available clean energy such as hydro, solar and wind to make
Nepali economy self-reliant. Nepal can become the energy independent through
two processes. Firstly by formulating program and policies to use domestically
produced electricity for household and industries. This is the process of import
substitution. Secondly, by formulating program and policies to invest in hydropower
in easier manner.

Nepal has potential to meet its commercial and domestic energy require-
ments through clean energy as it has huge resources of hydropower and has suit-
able gradient for producing 83,000 MW of electricity.  One of the major targets of
Sustainable Development Goals (SDGs) 7 is to produce 15,000 MW of electricity
by 2030 (NPC, 2017a). While developing hydropower plants for generating elec-
tricity, a lot of skilled, semi-skilled and unskilled employment opportunities will be
created in remote parts of Nepal. Furthermore, the development of power plants
also brings local development such as the construction of roads, bridges, electricity
and telecommunication infrastructure to local communities. Ministry of Energy,
Water Resources and Irrigation (MoEWRI) has been preparing an action plan for
meeting this target and Ministry of Finance (MoF) has supported it by allocating
financial resources in the budget of FY2018/19 for achieving the target.

Figure 35: Comparison between expenditure on petroleum products and
total value from commodities
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The substitution of fossil fuel by domestically produced clean energy is very
important to reduce Nepal’s increasing trade deficit. Very serious and urgent action
is necessary in this regard because Nepal’s Balance of Payment (BoP) has started
registering negative balance due to excessive import, especially petroleum prod-
ucts and decrease in growth rate of remittance.  Additionally, the use of petroleum
products emits carbon dioxide which causes serious health problems as well as
harms the environment. It is one of the major sources of climate change which is
responsible for melting ice in the Himalayan region. Therefore, the substitution of
imported fossil fuels by domestically produced clean electricity is equally important
from economic, environmental as well as social dimension. The various options and
policy suggestions for substituting imported fuel with locally available green energy
sources are explained in the following section.

2. Reversing the Flow
Excessive reliance on petroleum products can be replaced by domestically

produced hydroelectricity in due course of time if Nepal government formulates
comprehensive consumption plan for utilizing hydroelectricity produced in Nepal.
The consumption of electricity in Nepal was 140 KWh per capita in 2014 (UNCTAD,
2018). Nepal government has set a target to increase use of electricity to 1500
KWh per capita by the end of 2030 (NPC, 2017a). There are mainly four ways by
which Nepal can decrease the consumption of imported petroleum products and
increase use of locally generated electricity.

2.1.  Driving Electric
Nepal government has set a target to use at least 50 percent of electric public

vehicles by 2030 (NPC, 2017a). Ministry of Finance (MoF) has already reduced
customs tariff for importing battery-powered motors from the fiscal budget 2016/
17. The custom duty for big electric transporters such as bus and minibus has been
slashed to 1 percent of the total cost from 30 percent earlier. Likewise, zero-emis-
sion vehicles such as jeeps, cars and vans which are used for personal purpose
need to pay only 10 percent custom tariff instead of 30 percent. Similarly, public as
well as private electric vehicles get cent per cent waiver in excise duty as such
vehicles have no negative impact on environment. Instead, it helps to reduce car-
bon emission and dependency on imported fossil fuels. According to a calculation
by Bloomberg News Energy Finance (BNEF), operating 1,000 electric buses on
road can save 59,620 liters of diesel each day (Hodges, 2018).

Due to favorable policy intervention and environmental awareness among
people, the number of electric vehicles has slightly increased. According to Electric
Vehicle Association of Nepal, there are around 300 electric cars and 2,000 electric
scooters in use in Nepal. Similarly, there are around 300-500 electric three-wheel-
ers operating mostly in terai as public vehicles.  However, the growth of electric
vehicles by these numbers is not sufficient to meet the target.
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Traders believe that the use of electric vehicles will not increase until the
government introduces tax rebate for lithium, tesla and other modern batteries. The
government has been giving a tax rebate to only lead-acid batteries which are used
in Safa Tempos.10  However, the budget of FY2018/19 has introduced VAT on
lead-acid batteries which have discouraged entrepreneurs working in this field (MOF,
2018). Battery costs are a major expenses on electric vehicles (The New York
Times, 2018). Therefore, the government can provide various financial incentives
such as tax rebate and exemptions in batteries used in Electric Vehicle (EV) to
support in the earlier stage of EV’s growth.

For public transportation system, private and public entity can import the hy-
brid vehicle manufactured by Toyota, Volvo, BMW and other companies which are
very suitable for Nepal as these can be used at time when there are not sufficient
charging stations, repair and maintenance centers in the country. Likewise, Gov-
ernment can provide incentives to present fuel pump owners to add electric fast
charging stations, lack of which, is one of the major impediments for promoting
electric vehicles in Nepal.11  Nepali private sector can also join hands with reputed
motor companies like Nissan, Toyota, and Tesla for manufacturing electric public
vehicles in Nepal by establishing joint venture companies. Bhutan has already col-
laborated with Nissan to convert fossil fuel based vehicles into electric and to pro-
duce a localized version of Nissan cars for countries with high altitude (Green Cars
Reports, 2014). However, there is no policy in Nepal to convert petrol and diesel
based vehicles to electric although many vehicle owners want to do it to save
money and environment. The operating cost of EV is less due to its low mainte-
nance cost and less expenditure on fuel.

2.2. Cleaner Cooking, Cooling, and Heating
18 percent of Nepali use LPG for cooking (NPC, 2017b). The dependency on

LPG, which is adversely contributing to trade deficit, is growing each passing year.
However, it can be substituted by domestically generated electricity. It is estimated
that 1000 MW of electricity will be added to the national grid within three years and
there will be surplus power (RSS, 2018). There are 153 (2953 MW) and 11 (1047
MW) under construction projects initiated by Independent Power Producers (IPPs)
and public utilities respectively. NEA is searching avenues to use excess electricity
from these plants in near future. One of the avenues is that, Nepal can replace use
of traditional fuel and LPG by using electric appliances for cooking. Likewise,
people living in mountain and terai region can use clean energy for room heating
and cooling respectively by replacing cow dung and firewood. Switching to electric
power will not only make the environment clean but also increase the per capita
consumption of electricity, create jobs in the domestic market, reduce the trade
deficit with India and promote investment in the real sector. The private and public

10 Communication with Mr. Bijaya Man Sherchan, Chairman, EVMIAN on 24th May, 2018
11 Communication with Mr. Bishwo Kandel, Advisor, IPPAN on 24th May, 2018
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enterprises can establish industries that produce electrical appliances which are
used for cooking, cooling and heating instead of only importing as traders.

2.3.  Energy Intensive Industries
Nepal has large deposit of limestone mines for establishing cement factories,

which are energy intensive. Other energy intensive industries such as fertilizers,
brick, steel, and chemicals should be incentivized to operate in various provinces as
the federal government is going to start construction of one mega energy project in
each province (MoEWRI, 2018). This is not only a way for creating employment,
increasing revenue, substituting imports and reducing foreign migration but also a
roadmap to increase per capita electricity consumption in the country, which is one
of the lowest in the world. Nepal government should provide uninterrupted power
supply with 3 phase lines to these industries without any delay as most of these
industries are not able to acquire high power lines even after the repetitive request.

All seven states of Nepal can provide tax and non-tax incentives to foreign
investors especially Indian and Chinese to open new energy intensive industries in
Nepal. The introduction of time of day electricity pricing will encourage such indus-
tries to operate during the night time for saving cost. These industries will serve as
agents for increasing productivity of Nepali labor and bringing foreign investment,
technology and management practices which will be crucial for enhancing effi-
ciency.

2.4.  More Power to the Powerless
Access to electricity in Nepal has reached to 84.9 percent; however, large

percentage of rural populations does not have access to electricity through national
grid (UNCTAD, 2017). As the rural population is very scattered, it is very difficult
to develop national grid in every nook and corner of the country. Therefore, it is
better to develop district and village level grid to increase access to electricity in
remote and rural parts of the country. The development of micro hydropower, wind
power and solar power will be much more suitable for achieving this purpose.
Local government and Alternative Energy Promotion Center (AEPC) can provide
financial support, legal advice and technical assistance for generating electricity
through the clean sources. Additionally, the local government can take the respon-
sibility of repair and maintenance of such infrastructures for long term use. The
availability of electricity will foster local business, entrepreneurship and help in
increasing study hours of children in the far-fetched rural communities.

3. Growth Ahead, Challenges Aplenty
Despite enough scope of import substitution of petroleum products and re-

ducing cost of production of energy intensive industries through domestically pro-
duced electricity, Nepal has managed to produce 920 MW of hydroelectricity which
is just 1.2 percent of its total capacity (NEA, 2017). There are several challenges in
development of hydropower in Nepal. They have been listed and briefly explained
below:
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3.1. Insufficient Investments
For generating 15,000 MW by 2030, investment of around NPR 300 billion is

necessary for constructing hydropower plants. Additional investment is required
for developing transmission and distribution systems. However, the investment of
banks are mostly in real estate, automobile, trading and other unproductive sectors
though Nepal Rastra Bank, the central monetary authority of Nepal, has brought a
monetary policy that made mandatory to invest at least 15 percent of their total loan
portfolio in agriculture and energy sector (NRB, 2017). As projects having total
capacity of 4000 MW are under construction, large investment is required for it.
The domestic investment alone is not sufficient. Therefore, foreign direct invest-
ment (FDI) is equally necessary for meeting not only investment gaps but also
adopting new technology and learning best management practices (Chalise, Rijal &
et al., 2013). Foreign investors are reluctant to make investment in Nepal due to
absence of bilateral investment agreements, double tax avoidance agreements and
lack of suitable business environment. As a consequence, the FDI in Nepal has
been always less than 0.5 percent of GDP (Upadhyaya & Rijal, 2017). Foreign
investments have played a significant role in China and Vietnam in achieving im-
pressive economic growth in the last three decades.

3.2. Lab, Labor and Limited Capacity
Lack of skilled manpower is another problem in meeting generation of 15,000

MW of electricity by 2030. Though many hydropower projects are under construc-
tion from both public and private sector in different parts of the country, there is
acute shortage of high skilled technical manpower. Several projects have been
delayed due to this.12 However, there are not sufficient academic and professional
institutions that produce skilled manpower in Nepal. Therefore, technical manpower
of high skilled, semi-skilled and low skilled nature must be developed which require
induction of formal university course on hydropower and related subjects as soon
as possible (Dhungel & Rijal, 2012). It will not only solve the shortage of human
resource but also save money going out of the country and enhance the capacity of
Nepali people.

Nepal does not have enough labs for testing equipment, including High Volt-
age Testing Laboratory. There is not sufficient opportunity to take training for ca-
pacity building. Even those who have taken training are not able to implement their
idea in the absence of managerial support.

3.3.  Delay in Construction of Transmission Lines
The unnecessary delay in construction of transmission lines leads to delay in

the construction of the power plants. Because of the geographical condition and
linear nature of transmission lines, major portion of the transmission lines passes
through the forest, protected areas and natural reserves and it takes a lot of time to

12 Communication with Ram Hari Dhakal, Vidyut Utpadan Company Ltd. on 24th May,
2018
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take permission from the Ministry of Forest and Environment (MoFE). Mr. Barsha
Man Pun, Minister, Ministry of Energy, Water Resources and Irrigation (MoEWRI)
has formally requested Mr. Shakti Bahadur Basnet, Minister, MoFE to solve this
issue and facilitate in the development of transmission infrastructure.

Firstly, the process of land acquisition is very cumbersome in Nepal because
affected people demand 100 percent compensation with ownership right of land.
However, the Land Act ensures only 10 percent as compensation (MoLD, 1999).
Secondly, Rule 88 of Electricity Regulation 1993 made a provision for the formation
of Compensation Fixation Committee for providing compensation in lump sum to
people whose land was used for construction of transmission line. However, it has
no mention of a particular percentage as compensation (MoWR, 1993). This cre-
ates confusion in providing compensation to the affected parties. Therefore, local
people often protest against the construction of transmission lines on their private
property (Rijal et al., 2014). Thirdly, it is very difficult to get land which is tilled by
tenants who have no legal documents of ownership of the land. This kind of distur-
bances creates a lag in time between project identification and project construc-
tion.  As a result, new human settlements, housing plots and additional structures
develop in the areas that lead into remapping of transmission route (Mishra, 2012).
Consequently, it delays the construction of transmission system.

The private sector is not interested to build transmission lines in Nepal as
there is lack of regulation that guides on ownership structure and wheeling charge
for evacuating power. Nepal Electricity Authority (NEA) has a practical monopoly
over construction of transmission system, however, none of the transmission lines
initiated by it are going to be completed in estimated time.

About 22 towers under the transmission line that stretches from Padajungi,
Jhapa to Amarpur, Pachthar have not completed due to local people’s disturbances.
The progress of Kabeli corridor has been stalled for a long time because of local
peoples’ protest. As a result, the development of Tallo Hewakhola (25 MW) and
Ewa Khola (10 MW) has been disturbed. Similarly, transmission lines in Trishuli,
Solu, Singhati, Marysangdi corridors have been delayed due to problems in land
acquisition, forest clearances, lengthy tendering process and local issues.13 Even
after 4 years of inception, the capacity expansion of Kohalpur-Surkhet transmis-
sion line is incomplete. Therefore, hydropower projects initiated by both public and
private sectors have been seriously affected.

3.4.  Congestion and Leakages in Distribution System
There is a serious problem in distribution system as electricity supply is dis-

turbed in urban areas and industrial corridor due to tripping (excessive load in local
feeders) problem. The leakage in distribution is also very high because of lack of
private sector participation in distribution system. As this sector is not open to pri-
vate players, there is lack of innovation, competition and efficiency in distribution of

13 Communication with Mr. Shailendra Guragain, President, IPPAN on 20th May, 2018
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electricity. For instance, the district where Butwal Power Company (BPC) has
distributed energy has no load shedding at all due to timely repair, maintenance and
effective management. The introduction of smart metering in major municipalities
in Nepal not only reduces manpower requirement but also controls leakage and
helps increase the revenue. Therefore, it would be wise to give distribution respon-
sibility to private companies.

3.5.  Distorted Pricing System
The current pricing system is another impediment for development of hydro-

power in Nepal. The price of electricity in Nepal is not determined by the market
like the price of petroleum products and other necessary goods. The price of ce-
ment, rod, sand, machinery equipment and wage of labor are increasing each year,
however, such price escalations are not reflected in the price of electricity.14 Simi-
larly, the value of Nepali currency has been constantly depreciating in comparison
to US dollar. As a result, the cost of imported equipment has increased for develop-
ers. However, the price given to Independent Power Producers (IPPs) has not
been revised according to increase in price of inputs and devaluation of Nepali
currency. Therefore, the private investors are less willing to invest in hydroelectric-
ity sector. Under this situation, the production of 15,000 MW of hydroelectricity by
2030, which is one of the major targets of Nepal government, seems very unlikely
to be achieved.

Additionally, a mechanism needs to be developed to differentiate the tariff
rate and Power Purchasing Agreement (PPA) rate according to demand depend-
ing on seasonal variation and different times of consumption in a day. This will help
NEA to increase its revenue so that it can pay better prices to power producers.
The introduction of time of day pricing system in electricity will be very essential to
facilitate electric vehicle in Nepal because owners of electric vehicles can charge
their motors during night time when the price of electricity is very low. This will
promote the use of electric public vehicle by reducing the cost of operation and help
to achieve the target of running 50 percent electric vehicle by 2030.

3.6.  Lack of Storage Type Hydropower Plant
For reliability of power system and reducing electricity import from India,

storage type of projects should be developed from both public and private initia-
tives. However, majority of licenses of storage projects are taken by the public
sector. There might be a possibility that public sector could not construct all these
projects in estimated time due to lack of fund and manpower. Therefore, it is better
to develop storage type projects as multipurpose projects with the participation of
public sector, private bodies and general people in Public-Private-People-Participa-

14 Communication with Mr. Guru Neupane, Coordinator, Energy Cell, CNI on 20th May,
2018
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tion (PPPP) model. The development of multipurpose projects help to control flood
in rainy seasons, provide irrigation and drinking water facilities, rear fish and de-
velop new tourist destinations.

3.7.  Absence of Energy Exchange or Energy Banking Facility with Neigh-
boring Nations

The electricity system of Nepal is hydropower oriented as Nepal has huge
water resources with suitable gradient necessary for power generation. However,
the volume of water in the rivers increases during the wet season due to monsoon
and melting of ice in mountains and decreases during the dry season. The fluctua-
tion of water in rivers lead to operation of hydropower plants with full capacity in
rainy season but the production of electricity decreases with the decrease in water
flow in the rivers. As a result, there will be excess and less production of electricity
in rainy and dry season respectively. However, the scenario is just opposite in India
and complements with each other (Rijal, 2017).  Therefore, Nepal government
should formulate policy that eases energy exchange with neighboring nations like
India, Bangladesh and China so that Nepal can export excess energy and import
during time of deficit. For trading power during time of deficit and surplus both
within and outside, Nepal needs power trading companies with cross-border trans-
mission infrastructure. Therefore, policy should be formulated for trading power
with India, Bangladesh and China.

The above challenges can be overcome by bringing following policy changes
in the form of act, regulation, directive, by law, budget and other policy documents.

4. Policy Recommendations
This section presents policy recommendation to overcome challenges of hy-

dropower and to encourage import substitution.
4.1. Nepal Electricity Regulatory Commission (NERC) should be fully functional

to regulate electricity market and address the issues related to electricity
pricing in Nepal. It will help to encourage both public, private and people’s
investment in energy sector.

4.2. Guidelines should be formulated to provide permission to private sector to
build transmission system in Build and Transfer (BT) model to increase the
pace of transmission construction. Additionally, the cross-border transmis-
sion lines between Nepal and India should be allowed to be developed by
private sectors and it should be taken under SAARC Regional Grid Project.

4.3. Grid Wheeling Act/ By Law should be formulated and implemented. This will
help in getting access to grid to the power generators, industries and traders.
Industries can directly purchase electricity from power generators when there
will be multiple buyer system and the trading will be facilitated by power
trading companies.
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4.4. It is wise to give distribution responsibility to private companies and commu-
nity based organizations in order to invite innovation, competition and effi-
ciency in the distribution system.

4.5. Nepal government should formulate policy that ease energy exchange with
neighboring nations like India, Bangladesh and China so that Nepal can ex-
port excess energy and import during time of deficit.

4.6. Policy should be formulated for trading power with neighboring countries like
other commodities by establishing power trading companies with cross-bor-
der transmission infrastructure.

4.7. Nepal Rastra Bank should bring monetary policy that makes compulsory for
A and B class banks to invest at least 20 percent of their total loan portfolio in
agriculture and hydropower sector.

4.8. The bilateral investment agreements and double tax avoidance agreements
should be done with Japan, USA, UAE, Australia, Norway and other coun-
tries from where there is high possibility of bringing investments.

4.9. Technical manpower of high skilled, semi-skilled and low skilled nature should
be produced by academic and professional institutions in collaboration with
Nepal Electricity Authority, Nepal Engineers’ Association and foreign univer-
sities to solve the shortage of human resource to save money from going out
of the country and to enhance the capacity of Nepali people.

4.10. Ministry of Finance should give a tax rebate to the battery used in the electric
vehicle until they are produced in Nepal as it is the major element that deter-
mines the cost of the electric vehicle. When Nepal starts manufacturing bat-
teries, then it can introduce tax on imported batteries in order to promote
domestic industries.

4.11. The scattered rural areas, where it is very difficult to develop grid connectiv-
ity, should be connected with off-grid micro-hydropower, solar power and
wind power to increase access to electricity.

4.12. Nepal government should formulate comprehensive consumption plan for in-
creasing electricity use in Nepal. Farmers should be given subsidized elec-
tricity for irrigation facilities and three phase lines should be connected to
industries like cement without any delay. It will not only increase electricity
consumption but also help to increase domestic production of goods which
will substitute imports.

4.13. The government should simplify procedures for leasing public and private
land, and getting right of way for constructing cable cars, railways, rope ways
and other means of electric transportation in order to increase electricity
consumption and create employment.

4.14. A mechanism needs to be developed to differentiate the tariff rate and Power
Purchasing Agreement (PPA) rate according to demand depending on sea-
sonal variation and different times of consumption.

4.15. Nepal Electricity Authority should formulate a new guideline that allows house-
holds and commercial entities to sell any amount of electricity produce from
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solar power to NEA. The introduction of such guidelines will help to make
energy sector of Nepal more holistic rather than hydro dominant, which is
needed for sustainability of power system.

4.16. Nepal government should introduce a policy that provides guideline to con-
vert internal combustion engine and fossil fuel system to electric power that
will encourage the entrepreneurs to open conversion companies, modifica-
tion centers, repair services and the general public to use environment friendly
means of transportation.
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Is More Resource Allocation the Only Answer to Improve Public
Education in Nepal?

– Dhruba Bhandari, PhD
1. Introduction

There is consensus among economists and policy makers on the role of edu-
cation in economic growth and in overall development of a country. Education can
help in economic growth through human capital and its role in increased productiv-
ity and in overall development through positive externalities (like: good governance,
less crime etc) created through educated society members. Role of education in
growth from historical and theoretical perspective is discussed in Berton (2013)
with an estimation of marginal national return to education for 60 countries.  At the
individual level an additional year of education also increases earning potential in
the labor market. Thus by the virtue of added benefit of education both to a country
and to an individual, most governments in the world fund and provide education to
its citizens. Government of Nepal also funds and provides education to its citizens
as basic service. However the public education system in Nepal is in dire need of
reform to improve its quality.

Discussion of improvement in education in Nepal is centered on issues of
improving access15, inclusion, quality of education, providing free and compulsory
basic education and facilitating instruction in mother tongue to preserve ethnic identity.
These issues are important for Nepal both due to commitment of Government of
Nepal to provide free and compulsory basic education and due to international
commitment to achieve Sustainable Development Goals16 (SDG). Among those
mentioned issues quality of education/educational outcomes in public schools in
Nepal get significant attention. This issue is also the focus of this paper. This paper
explores how public school system can adopt and change through structural reform
to improve quality of education in Nepal. This paper also discusses the issue of
teacher absenteeism and how structural reform can solve it to improve quality of
education in Nepal.

Improvement in quality of education in general can come from two sources
(on the supply17 side): either through increased funding to improve quality through

15 Nepal has improved in areas of access to education measured in terms of enrollment in primary
school. According to UNESCO data, (gross) enrollment in primary school increased from 25.76 % in
1970 to 134.42 % in 2017. The primary school enrollment can exceed 100% due to the inclusion of
over-aged and under-aged students because of early or late school entrance and or grade repetition.
16 One of the goals is to provide inclusive and equitable quality education and promote life-long
learning opportunities
17 There are many individual (ability, motivation), household (parents’ education, income) and loca-
tion (rural, urban) specific factors that can affect educational outcome and quality of education
between public and private schools, however these are not the focus of this study.
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improved inputs (for example: better buildings/infrastructure, computers, better trained
teachers) or through structural reform in the educational system. The need to focus
on public schools comes from the fact that majority of schools in Nepal are public
schools. Public schools are also struggling to deliver quality education relative to
private schools in Nepal. According to flash report 2015/16 out of 34,837 total
schools in the country 29,014 are community/public schools and of students en-
rolled in basic education level (grade 1 to 8) 82% of total students are enrolled in
public schools (MoE 2016 a). Need to reform through change in structure of sys-
tem as oppose to popular viewpoint which is to increase government’s education
budget comes two reasoning. First reasoning is that increasing public spending on
education sector is more likely put pressure on already existing budget deficit of
Government of Nepal. Second reasoning is, if the root of the problem is at the
structure of system and its governance then public spending is not likely to have
impact on improving quality of education in Nepal. Similar conclusion is reached by
Rajkumar and Swroop (2008) in their study looking at the link between public spend-
ing, governance and outcomes, using data from 91 countries. The study concludes
that public spending on health and education do not have any impact on health and
educational outcomes on poorly governed countries. Nepal ranks as poorly gov-
erned countries according to worldwide governance indicators18 like rule of law,
accountability and effective government.  Nepal score ranks close to 25-30 per-
centile, where higher number indicate good governance. Incentive/reward program
is also less likely to be effective without proper change in structure of public school
system. One of the cases where incentive program did not work is documented in
study by Glewee et.al (2003). The study finds that incentive program that reward
teachers in Kenya, based on test scores, was able to increase students’ test scores
without any increase in teacher attendance, and home-work assignment. However
there was evidence that teacher attempted to increase short run test scores by
increasing test preparing sessions in school.

As Nepal is transitioning into federal structure with more autonomy to provin-
cial and local governments, public education system can also go through similar
structural change by giving more autonomy (in terms of revenue and expenditure,
hiring/firing of teachers, flexibility to adjust curriculum etc) and responsibility to the
public schools. The structural change that gives autonomy and responsibility to
schools can potentially improve the public school system in following ways: i) effi-
cient management of resources (human and financial), ii) system of effective moni-
toring and iii) system of accountability within school system. Improvement in qual-
ity of education through structural change comes from idea that with effective
management (i.e. decentralization and autonomy to local governments) and effi-
cient allocation of resources, public schools in Nepal can closely mimic the result of
private schools without significant increase in funding. In addition government can
also partner with private sectors with feasible models to improve the quality of
public education in Nepal. Partnership with private sector can combine social re-
18 https://datacatalog.worldbank.org/dataset/worldwide-governance-indicators
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sponsibility and resource of government sector with efficient management of re-
sources of the private sector.

Rest of the paper is organized as follows: next section discusses previous
reform programs and budget allocation in education sector followed by discussion
of teacher absenteeism. Finally the paper presents potential solutions to reform
public education system through structural change and then paper presents its con-
clusion.

2. Reform programs and budget allocation in education sector

There have been several reform programs to transform and improve public
school system in Nepal. One of the important reform programs is The National
Education System Plan (NESP) (1971). The program along with Education Act
(1971) introduced the concept of “public schools” in Nepal. The program replaced
decentralized community managed schools by centralized government administered
national school system. Before 1971, schools were built, operated and managed by
School Management Committee (SMC).  Schools were built either on community
land or land donated by people to the community. Teachers were appointed by the
SMC and their salary was also fixed by the SMC.

 Recent reform programs in public education are Educational for All (EFA),
School Sector Reform Program (SSRP) and School Sector Development Program
(SSDP). Education For All (EFA) (2004-2009) program emphasized access and
equity in primary school. The program also aimed at enhancing quality and rel-
evance of primary level education in Nepal.  School Sector Reform Program (SSRP)
(2009-2015) emphasized decentralization of school management, empowerment of
local bodies and promotion of Public Private Partnership (PPP) model. The pro-
gram also restructured school education into basic (grade 1 to 8) and secondary
(grade 9 to 12) level. Ongoing reform program, School Sector Development Pro-
gram (SSDP) (2016-2023), focuses on political and administrative restructuring in
federal context with provision of cost sharing modality among federal state and
local government. These reform programs come with huge price tag. Cost of cur-
rent School Sector Development Program (SSDP) is estimated to be 10.66 Billion
USD over seven year project period (2016-2023) (MoE 2016 b). Education for All
cost around 814.5 Million USD and SSRP program cost around 2.6 Billion USD
(MoE 2016 b).

 In addition to the reform programs, education budget also takes huge chunk
of national budget of Nepal.  From 2000 to 2017 government allocated 14.46 % of
its total budget19 on education (the budget allocation ranges from 5.09% to 17.1%
to total budget of Nepal) and in terms of value the average education budget is
44.98 billion NRs  (value ranges from 10.1 Billion NRs to 115.8 Billion NRs)20.
19 Nepal spends around 3% of its GDP on education; there are some countries that spend around 6-
7% of its GDP on education.
20 Compiled from budget speeches
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There are studies that provide evidence on positive impact of increased public
spending on educational outcomes of public schools in other countries; however
this is not the case in Nepal. One of the indicators that suggests low quality of
education in public schools in Nepal is the performance of public schools in SLC
(School Leaving Certificate)/or recently SEE (Secondary Education Examination)
where only 30-35% of students pass the test on an average. Other indicators like
survival rate, dropout rate and transition from basic to secondary education also
indicates poor performance of public schools in Nepal. Survival rate21 of primary
school student in Nepal in 2014 was 70%, which is improvement compared to
survival rate in 1990 which was 33%. Average survival rate in last decade would
come close to 60% in Nepal. Tests on reading, science, math and language also
indicate poor educational quality of public schools in Nepal. National Assessment
of Student Achievement (NASA) in 2013 assessing grade eight students from 8000
schools comprising of public and private schools concludes there is remarkable
achievement gap between public and private schools in Nepal. The study cites
reluctance to assign and check homework by teachers and unavailability of re-
quired textbook as one of the reasons to low learning achievement (MoE 2015).

Teacher absenteeism: Is it a result of broken system?
One of the areas that heavily affect quality of education and also closely

linked to public school system in Nepal is issue of teacher absenteeism. Teacher
absenteeism can be defined as both teacher being absent from school and teacher
being present in school but engaged in some other activity than teaching. Teacher
absenteeism denies students direct instructional time which is very essential to
learning which can directly affect quality of education/educational outcomes.

Schools shut for months in Bajura with teachers absent
Gumbagaun-based Himalbhakti Primary School at Himali Rural Municipality has
remained closed since the beginning of the new session due to teachers’ absentee-
ism. Locals complained that none of the teachers were in contact. According to
locals, the school opened only for two months in the previous years. Monitoring
teams from the District Education Office also have not reached schools in far flung
areas of the district. As a result teaching-learning activities at the school had been
adversely affected due to prolonged absenteeism of teachers.
https://thehimalayantimes.com/nepal/schools-shut-months-bajura-teachers-absent/

Issue of teacher absenteeism is central to discussion of structural reform of
public education in Nepal for various reasons. First teacher absenteeism has direct
relation to educational quality and educational outcomes. Second teacher absen-

21 Survival rate is proportion of pupil starting grade 1, who reach last grade of primary education. This
is calculated using observation of enrollment, drop-out, promotion etc. and with assumption that
these observations of last two years will remain constant over entire period of primary level.
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teeism results due to failure in effective accountability system. More interestingly
this issue has its solution in reform of structure rather than increased funding. In
addition, of total grants school receives in an academic year around 80% goes to
teacher’s salary. Also, 70% of SSDP budget is spent on teachers’ salaries (UNESCO
2015). Hence discussion of teachers and their performance in public school is very
important when it comes to improving quality of education.

Economic literature focused on education in developing countries has also
paid significant attention to the issue of teacher absenteeism and state of public
school system as a result of that. Using nationally representative survey22 of public
schools in India Kremer et. al (2005) find that effect of teacher absenteeism is
associated with poor educational outcome and drop out of students. The study also
finds absenteeism was higher among senior and more educated teachers including
the headmaster of the school. Another study by Chaudhury et.al (2006) looking into
absent teacher and health worker in developing countries (Bangladesh, Ecuador,
India, Indonesia, Peru and Uganda) concluded that in India, one-quarter of govern-
ment primary school teachers were absent from school, but only about one-half of
the teachers were actually teaching when enumerators arrived at the schools. Also
senior teachers and senior doctors were more frequently absent. Incidence of
Teacher absenteeism is high in Nepal as well. A study using nationwide survey
involving 450 secondary schools in Nepal finds that hardly any teaching and learn-
ing takes place in many rural public schools (Mathema 2007). The study also finds
that there is also total absence of support for monitoring and supervising public
schools despite huge sum spent by Ministry of Education in payroll of Supervisors/
Inspectors.

The root cause of teacher absenteeism is less likely to be cause by lack of
resources and is more likely to be product of education system in Nepal. One of the
suggestive evidence of this can be that the salary of private school teachers and
public school teachers are fairly similar. Permanent public school teachers also
enjoy other benefits and perks in addition to their salary, which teachers from pri-
vate schools do not. The issue also is not related to quality of teachers either.
Teachers in private schools without teachers’ training, licensing and being selected
through TSC process are delivering excellent results. This hints that performance
of teachers in private schools is being driven by the system of autonomy in hiring
and firing, effective incentive and strong accountability rather than qualification of
teachers.

  If salary and teacher qualification are not the cause of teacher absenteeism
then other potential causes are: centralized hiring23 and life-time guarantee of

22 The survey team paid unannounced visit to schools to gather information regarding teacher absentee-
ism.
23 Hiring and promotion of teachers in public schools in Nepal currently involves centralized system under
Ministry of Education (MOE) and its administrative wing Teachers Service Commission (TSC). TSC was
established in 2000 under article 11 (B) of Education Act (1971). The commission is responsible for
issuing teacher’s license, issuing vacancy (based on quota system as directed by MOE/Education Regula-
tion) conducting tests, interviewing and selecting the candidates and their promotions.
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job24, salary and raise not associated with incentive, highly politicized teacher’s
union (discussed later)25, blanket budget allocation to schools instead of perfor-
mance based budget allocation and public school system without close monitoring
and accountability. World Bank (2001) report on education in Nepal also empha-
sizes the role of highly politicized teachers union and frequent changes and transfer
of District Education Officers and District Inspector of Schools on lack of account-
ability in public school system in Nepal.

  Issue of highly politicized teacher’s force is closely related with issue of
teacher absenteeism. Article 16 (E) of education act has provision for formation of
teacher’s union in Nepal without any political affiliation. Government of Nepal also
forbids full time teachers to be active political candidate. However these measures
have not been effective in reducing the politicization of public school system in
Nepal. Teachers from public schools are member of teacher’s union that is affili-
ated with political parties. They are actively involved in their political duties of their
respective political party, sometimes even at cost of their teaching duties. As a
result this makes teaching force in public school in Nepal highly politicized. As a
result of teachers being member of union that is affiliated with political party they
enjoy bargaining power and political leverage which teachers from private schools
do not. Hence there is incidence of higher teacher absenteeism in public schools
and virtually none in private schools in Nepal.

3. Potential Solutions

Some of the steps of decentralization of educational system have already
taken place in Nepal. The rise of community managed schools (there are around
8000 community managed schools26) is an important step. Community managed
schools do have autonomy in teacher recruitment, collection of resources and de-
termination of expenditures domains. However community schools and their school
management committees recruit only temporary teachers either on government
fund or on their own fund. This process of decentralization of school system can be
further extended by allowing community school and their management committee
to hire and promote all teachers (temporary or otherwise) from the pool of eligible
candidates obtained from licensing, testing and recommendation of Teachers Ser-

24 Government started financing schools by paying 100%, 75% and 50% of salary of primary, lower
secondary and secondary teachers respectively in 1971. By 1990 teachers of community schools
started receiving all the benefits/salary including permanent position enjoyed by other government
employee (Shrestha 2013, World Bank 1999).
25 Hoxby (1996) in his paper discusses two types of teachers union: rent seeking teachers’ union and
efficiency enhancing teachers’ union. It is with rent seeking teachers’ union that leads to increased
school input in terms of increased funding for school but at the same time it results in lower educa-
tional outcomes.
26 In 2002 government handed over control of school management to local communities and this
program known as Community School Support Project (CSSP). This program was supported by
World Bank with loan of $5 million.
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vice Commission (TSC). This can bypass current system of centralized hiring and
promotion of teachers, help overcome all the bureaucratic steps that make the
hiring and promotion process slow and inefficient and bypass the current system of
allocation of teachers with quota by central government. This can also allow for
efficient management of resources by SMC, close monitoring and effective ac-
countability in public school system. All in all giving autonomy to hire and fire teach-
ers (temporary or otherwise) has potential to improve quality of public schools in
Nepal without increased spending. This process of decentralization also has poten-
tial to reduce the politicization of teaching force in Nepal as the leverage and bar-
gaining power that was effective in centralized administration might not be of any
use in decentralized system.  In order to maintain the national uniform standard
among public schools, schools can follow certain guidelines prepared by the federal
government. Full autonomy to public schools also allows for schools to hire bilingual
teachers as per their need to provide  general clasess in either English or Nepali
and special classes in mother tongue of local areas.

In terms of funding of public schools by the government, current funding
models also do not provide fund or grant directly to schools. It takes around 33
steps in bureaucratic layers of different government offices for allocated fund to
reach a school from Ministry of Finance. Involvement of District Development
Committee has further complicated this process in case of primary education
(UNESCO 2015). This affects over all management and activities of schools due
to unavailability of fund in timely manner. There are also cases where teacher do
not get paid on time due to delay in disbursement of fund to schools. One of the
solutions is direct disbursement of fund into school’s bank account with combined
signature of chair of School Management Committee (SMC) and head teacher.
Currently government grants are distributed to schools in blanket approach; this
can be changed to a system of funding schools that is based on overall perfor-
mance of school. This can provide incentive for other schools to improve their
quality of education. In addition performance based reward can also be introduced
in teacher’s salary as well. This can create system of pay with incentive which can
result in improved quality of education.

 Another way to improve the quality of education in public schools in Nepal is
to partner with private sectors. One form of public private partnership is Charter
schools. Charter school is a public school funded by the government and operated/
managed by a group or an organization under contract with government. Group of
parents, teachers, social entrepreneurs, education experts and businesses can op-
erate charter schools. These groups can submit proposal to Charter authorizing
entity to start a charter school in their area. One version of charter schools that is
necessary and feasible in Nepal is converting struggling public schools into charter
schools. There can also be a provision for these schools to charge nominal/minimal
fees to cover up the difference between charter grant from government and school
expenditures.
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 One of the success stories in improvement of public schools in Nepal is story
of organization called Collaborative Schools27. Collaborative Schools adopts and
manages struggling public (government funded) schools with permission from local
government where school is located. Average duration of contract/charter to run
and manage these schools is three years with possibility of extending contract based
on satisfactory performance.  Currently the organization is running three schools
(two in Kathmandu and one in Lalitpur). All three schools were struggling primary
public schools in verge of being closed down. The school receives government
fund, charges nominal fees (NRs 150-250 per month) and also relies on grant from
donors to run these schools. There has been significant change in outcomes that
indicate success of these schools since the organization took management control
of these schools. Enrollment in these schools has doubled (from 120 to 250 in one
of the schools and from 15 to 140 in another), attendance rate is close to 90% and
there has been reduction in dropout rate. The organization cites several key factors
that are instrumental in transforming these failing public schools in to vibrant and
successful schools. One of the key reasons is autonomy of the school to make
important decisions regarding teacher hiring/firing and replacement, addition to cur-
riculum to make it relevant, decision to charge nominal fees, regular meeting with
parents and overall effective management by the organization.  Since government
is funding these schools, teachers in these schools comprises of teachers appointed
by the government through TSC and teachers hired by the organization. The orga-
nization has autonomy to hire private teachers and to request replacement28 of
government appointed teachers that are not meeting the standard of the organiza-
tion. Staffs from organization closely monitor and evaluate the performance of
teachers and students. The organization also periodically trains and encourages
teacher to be creative while teaching. One way the organization helps teachers to
be creative are by allowing and helping them to develop creative relevant lesson
plan in addition to standard lesson plan. Additional lesson plans include phonics
program in English classes and Singapore Math program in math classes. Staffs
from organization also frequently visit student’s house (home visit) and organize
frequent meetings with their parents to update on progress of the student. This
helps to reduce dropout rate in school. This model of charter school can be further
expanded in Nepal to convert struggling public schools into successful charter schools.

 Another form of public private partnership that is feasible in Nepal is infra-
structure partnership. Under this partnership, public partner leases a facility such
as land and buildings and the private partner finances, constructs and operates
school. In slightly different version of such partnership, government could offer
concessions such as free land and tax incentives to start private schools in rural

27Information regarding Collaborative Schools is obtained from their website:
https://collaborativeschools.info/ and from telephone conversation with Sagendra Shrestha, a team
member from Collaborative Schools.
28 Replacing underperforming permanent teachers can solve the problem only at level of schools as
they are replaced from charter schools to other public schools.
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areas of Nepal. This partnership has great potential in opening up of schools in
public private partnership, as price of land has sky-rocketed in last few years. This
partnership also has potential to improve quality of education in Nepal with combi-
nation of private operation of schools with government resource and oversight.

4. Conclusion

Access, inclusion and quality of education have always been a major issue
when it comes to improving public education in Nepal. Improvement in quality of
public schools can come from either increasing the budget allocated to education
sector or through structural reform of public school system. The result of increased
budget has not been so promising in Nepal. There can be many structural factors
like centralized administration of public schools, guaranteed salary and benefits
regardless of performance, strong politicized teachers union, system with weak
accountability and overall poor governance of school system. Under such system,
an alternative solution can be structural reform instead of increasing the budget
allocated to the education sector.

As Nepal is transitioning into decentralized system of governance with new
federal structure, there is an opportunity to reform public schools through decen-
tralization of public school administration. This can give autonomy to schools in
terms spending, selection of teachers (hiring/firing), flexibility in curriculum etc.
This process of decentralization has potential to improve public education in Nepal
through effective management of resources (financial and human), close monitor-
ing and strong accountability in public school system. Change in the process of
disbursement of fund to schools and structuring of funding schools on basis of
performance of school and teachers also has potential to improve quality of public
education in Nepal. Converting struggling public schools into charter schools and
allowing for private sector to manage public schools under contract/charter with
government also has potential to improve quality of public schools in Nepal.

 Changing the structure of Nepal cannot happen overnight. These solutions
have to be closely examined and further explored with empirical rigor to formulate
evidence based policies and programs. There is also need to clearly understand all
the logistical challenges and gains and losses of all stakeholders involved. Only then
these solutions can be effectively implemented in public school system in Nepal to
improve its quality.
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Annex A : Key Macroeconomic Indicators
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Table A1
Key Macroeconomic Indicators (In NPR Billions)

Sector Indicator FY2014 FY2015 FY2016 FY2017 FY2018
A. Real Real GDP 739.75 764.34 768.84 829.62 881.8
 1.  Supply side components
 a) Agriculture 237.52 240.14 240.68 253.2 260.33
 b) Industry 107.84 109.4 102.44 115.15 125.31
 c) Services 357.69 374.26 383.06 411.59 438.85
 2. Demand side components
 a) Consumption 694.87 718.33 713.27 738.41 763.19
 b) Gross fixed capital formation 155.31 185.71 162.9 234.96 271.87
 c) Inventory 131.77 128.37 184.79 251.48 311.05
 d) Net exports -242.2 -268.08 -292.13 -395.23 -464.31
B. Fiscal 1. Government revenue 356.85 405.85 482.74 609.18 508.68
 a) Tax revenue 311.8 355.94 421.43 547.49 455.48
 b) Non-tax revenue 45.05 49.9 61.31 61.69 53.2
 2. Government expenditure 417.47 509.21 581.7 793.91 643.64
 a) Recurrent 296.55 334.88 364.47 501.62 491.3
 b) Capital 61.36 81.03 115.68 189.46 108.96
 c) Financial 59.42 93.3 101.56 102.84 43.38
 3. Budget balance -13.75 -45.88 -49.83 -125.61 -112.75
C. Monetary 1. Broad Money supply 1565.97 1877.8 2244.58 2591.7 2873.8
 a) Net domestic assets 966.75 1130.51 1288.6 1577.07 1855.84
 b) Net foreign assets 599.22 747.29 955.98 1014.63 1017.96
 2. Interest rate ( in percent)
 b) Weighted average 91-day TB rate 0 0 0 0.09 5.11
 a) Daily weighted interbank rate 0.2 4 1.12 0.33 4.42
 3. Inflation (in percent) 8.08 7.58 10.45 2.71 5.32
 a) Food and beverages inflation 11.02 9.29 10.15 -0.88 4.67
 b) Non-food and services inflation 5.30 6.08 10.68 5.61 5.78
D. External 1. Exports (free-on-board) 100.96 98.28 74.87 82.13 68.26
 2. Imports (free-on-board) 696.37 761.77 756.49 977.95 863
 a) Oil 132.98 112.04 68.72 121.41 116.83
 b) Non-oil 563.4 649.73 687.76 856.53 746.17
 3. Trade balance -595.41 -663.5 -681.62 -895.82 -794.74
 4. Remittances 543.29 617.28 665.06 695.45 540.38
 5. Current account balance 89.72 108.32 140.42 -10.13 -171.64
 6. Balance of payments 127.13 145.04 188.95 82.15 -14.6
 7. Exchange rate (USDNPR)
 a) Sell 96.5 101.74 107.33 103.46 104.72
 b) Buy 95.9 101.14 106.73 102.86 104.12
E. Capital 1. Stock market index (number) 1036.11 961.23 1718.15 1697.13 1277.55
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Table A2
Key Macroeconomic Indicators (In Percent, y/y)

Sector Indicator FY2014 FY2015 FY2016 FY2017 FY2018
A. Real Real GDP 5.99 3.32 0.59 7.91 6.29
 1.  Supply side components
 a) Agriculture 4.55 1.1 0.23 5.2 2.82
 b) Industry 7.05 1.45 -6.36 12.41 8.82
 c) Services 6.22 4.63 2.35 7.45 6.62
 2. Demand side components
 a) Consumption 4.82 3.38 -0.7 3.52 3.36
 b) Gross fixed capital formation 11.39 19.57 -12.28 44.23 15.71
 c) Inventory 39.73 -2.57 43.95 36.09 23.69
 d) Net exports 21.91 10.69 8.97 35.3 17.48
B. Fiscal 1. Government revenue 20.55 13.73 18.95 26.19 21.42
 a) Tax revenue 20.28 14.16 18.4 29.91 18.16
 b) Non-tax revenue 22.43 10.79 22.86 0.62 58.91
 2. Government expenditure 16.27 21.98 14.24 36.48 53.27
 a) Recurrent 21.71 12.92 8.84 37.63 60.67
 b) Capital 19.84 32.06 42.76 63.78 47.05
 c) Financial 14.11 57.03 8.85 1.26 8.26
 3. Budget balance -55.94 233.65 8.62 152.06 -1052.86
C. Monetary 1. Broad Money supply 19.05 19.91 19.53 15.46 16.61
 a) Net domestic assets 14.12 16.94 13.98 22.39 25.08
 b) Net foreign assets 27.97 24.71 27.93 6.14 3.81
 2. Interest rate ( in percent)
 b) Weighted average 91-day TB rate
 a) Daily weighted interbank rate
 3. Inflation (in percent)
 a) Food and beverages inflation
 b) Non-food and services inflation
D. External 1. Exports (free-on-board) 17.41 -2.66 -23.82 9.7 9.78
 2. Imports (free-on-board) 27.24 9.39 -0.69 29.27 20.3
 a) Oil 24.12 -15.74 -38.66 76.67 32.98
 b) Non-oil 28 15.32 5.85 24.54 18.53
 3. Trade balance 29.07 11.43 2.73 31.42 21.3
 4. Remittances 25.02 13.62 7.74 4.57 5.56
 5. Current account balance 57.24 20.73 29.63 -107.21 1560.71
 6. Balance of payments 84.4 14.09 30.28 -56.52 -128.86
 7. Exchange rate (USDNPR)
 a) Sell 0.94 5.43 5.49 -3.61 1.22
 b) Buy 0.95 5.46 5.53 -3.63 1.22
E. Capital 1. Stock market index (number) 99.89 -7.23 78.74 -1.22 -19.28
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Table A3
 Key Macroeconomic Indicators (In Percent, Percent of Nominal GDP)

Sector Indicator FY2014 FY2015 FY2016 FY2017 FY2018
A. Real Real GDP
 1.  Supply side components
 a) Agriculture 32.11 31.42 31.3 30.52 29.52
 b) Industry 14.58 14.31 13.32 13.88 14.21
 c) Services 48.35 48.96 49.82 49.61 49.77
 2. Demand side components
 a) Consumption 93.93 93.98 92.77 89.01 86.55
 b) Gross fixed capital formation 20.99 24.3 21.19 28.32 30.83
 c) Inventory 17.81 16.8 24.04 30.31 35.27
 d) Net exports -32.74 -35.07 -38 -47.64 -52.65
B. Fiscal 1. Government revenue 18.16 19.05 21.43 23.05 16.92
 a) Tax revenue 15.87 16.71 18.7 20.72 15.15
 b) Non-tax revenue 2.29 2.34 2.72 2.33 1.77
 2. Government expenditure 21.25 23.91 25.82 30.04 21.4
 a) Recurrent 15.1 15.72 16.18 18.98 16.34
 b) Capital 3.12 3.8 5.13 7.17 3.62
 c) Financial 3.02 4.38 4.51 3.89 1.44
 3. Budget balance -0.7 -2.15 -2.21 -4.75 -3.75
C. Monetary 1. Broad Money supply 79.71 88.15 99.62 98.07 95.56
 a) Net domestic assets 49.21 53.07 57.19 59.68 61.71
 b) Net foreign assets 30.5 35.08 42.43 38.4 33.85
 2. Interest rate ( in percent)
 b) Weighted average 91-day TB rate
 a) Daily weighted interbank rate
 3. Inflation (in percent)
 a) Food and beverages inflation
 b) Non-food and services inflation
D. External 1. Exports (free-on-board) 5.14 4.61 3.32 3.11 2.27
 2. Imports (free-on-board) 35.45 35.76 33.57 37.01 28.7
 a) Oil 6.77 5.26 3.05 4.59 3.88
 b) Non-oil 28.68 30.5 30.52 32.41 24.81
 3. Trade balance -30.31 -31.15 -30.25 -33.9 -26.43
 4. Remittances 27.66 28.98 29.52 26.32 17.97
 5. Current account balance 4.57 5.09 6.23 -0.38 -5.71
 6. Balance of payments 6.47 6.81 8.39 3.11 -0.49
 7. Exchange rate (USDNPR)
 a) Sell
 b) Buy
E. Capital 1. Stock market index (number)
Notes to Tables A1-A3 : i) FY2018 data for fiscal, monetary, external, and capital sectors are for the first nine months; ii) 
Blank cells indicate that data are not available or not applicable; iii) Broad Money supply, Interest rate, Exchange rate, 
Inflation, and Stock market index are for the end of period; iv) Government expenditure and its components are on cash basis; 
and v) For supply side components of Real GDP, share in Table A3 is computed as the share of real GDP. Source: Central 
Bureau of Statistics, Nepal Rastra Bank, Department of Foreign Employment, Nepal Stock Exchange, and IIDS staff for 
calculations.
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Annex B: Forecasting Real GDP Growth and Consumer Price Inflation
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B.1. Details

We obtain the annual data for real gross domestic product (RGDP), broad money
supply (M2), remittances (REMIT), inflation rate (INF), government recurrent ex-
penditure (GRE), and government capital 23 (67) from various official sources:
Economic Survey (Ministry of Finance [MoF], Government of Nepal [GoN]), Quar-
terly Economic Bulletin (Nepal Rastra Bank [NRB]), A Handbook of Government
Finance Statistics (NRB),  and Budget Speeches (MoF, GoN). All variables are in
logarithms except the inflation rate. INF is calculated as the change in the log of
annual average national consumer price index.  A more detailed description of the
definitions of these variables is presented in Table B1.

The sample ranges from FY1992 to FY2018. The sample starts in FY1992 be-
cause Shrestha (2008) shows the presence of a structural break in most macroeco-
nomic variables for early 1990s and late 1980s. The end period, however, is deter-
mined by the availability of data for all variables. We use the most recent version of
data for all variables. For example, remittances data available for FY2018 corre-
sponds to data as available in mid-May, 2018.

B.2. Methodologies

Building a VAR model involves five steps: (a) examine whether data the variables
in the model are stationary, or integrated of order zero;  b) use the information
criterion to identify the order (lag length) of the var model; c) estimate the model
using the ordinary least squares method; d) use diagnostic tests with respect to the
residuals for model adequacy; and e) if the estimated model is adequate, use it to
obtain forecasts. In the following subsections, we describe step 1 in subsection 1
and steps 2 to 4 in subsection 2.

B.2.1 Unit Roots
We perform augmented Dickey Fuller (ADF) test to examine the presence of unit
roots in the series. Table B2 reports the results of ADF test, which has the unit root
as the null hypothesis. The lag length, k, 883 ADF is chosen by Schwarz Informa-
tion 8 (SI). The trend and intercept are included when the data are in level form, but
when the data are in first difference, the trend is omitted because the data do not
appear to be trending in that case. The results for ADF are presented in columns 2
and 3 of Table A2. The second column shows that the levels of all variables but
INF are non-stationary. However, the third column shows that the first-differences
of RGDP, M2, REMIT, GRE, and GCE are stationary. In other words, INF is
integrated of order 0, and all other variables are integrated of order 1.
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Table B3 
Statistics for the VAR model 

Lag length (k) AIC (k) SIC (k) HQC(k) 

0 -13.54* -12.55* -13.28* 

1 -13.37 -11.60 -12.90 

2 -13.26 -10.71 -12.59 
Notes:VAR model consists of inflation rate and the first-differences of real gross domestic product, broad money 
supply, and remittances as endogeneous variables and the first-differences of government recurrent expenditure and 
government capital expenditure, civil war dummy, and earthquake and India embargo dummy as exogeneous 
variables. The maximum lag-length is set to 2. The effective sample period is 1994-2018. * Indicate minimum values 
under each statistics. 

Lag length (k) AIC (k) SIC (k) HQC(k)

0 -13.54* -12.55* -13.28*

1 -13.37 -11.6 -12.9

2 -13.26 -10.71 -12.59

B.2.2 VAR Analysis
We estimate the VAR model using only stationary variables. In doing so, we may
face model misspecification problem since we will lose long-run information if these
variables are cointegrated. Moreover, if these variables are cointegrated, there
must exist an error correction representation. However, recent literature suggests
that the forecasting performance of error-correcting models will be poor when
there are location shifts, e.g., occasional changes in the base year or other method-
ological changes in the definition of the series (Clements and Hendry, 2006; Clements
and Galvão, 2013). In our case, there are not only changes in the base year for
RGDP in FY2001 but also methodological changes in the definitions of GRE and
GCE from FY2010.

In the VAR model, we use INF and the first-differences of RGDP, M2, and RE-
MIT as endogeneous variables and the first-differences of GRE and GCE, civil

Table B2 
 Unit Roots Tests 

Variable ADF 

Level First-difference 

RGPD -3.21 -5.52* 

REMIT -1.55 -5.49* 

MM2 -1.77 -3.51* 

GRE -2.30 -4.58* 

GCE -0.50 -3.80* 

INF -4.97*  
Notes: 1) RGDP, REMIT, MM2, GRE, and GCE denote, respectively, the logs of real GDP, remittances, broad money 
supply, government recurrent expenditure, and government capital expenditure, and INF denotes inflation rate; ii) 
ADF denotes the Augmented Dickey Fuller test statistic for the unit root null hypothesis; iii) The sample period is 
1992-2017; iv) * Indicate rejection of the null at 1 or 5 percent level respectively.; v) Critical values for ADF are 
obtained from Mackinnon (1996); vi) Level test uses intercept and deterministic time trend; and vii) First-difference 
test uses intercept .  

Variable ADF-Level ADF-First-difference

RGPD -3.21 -5.52*

REMIT -1.55 -5.49*

MM2 -1.77 -3.51*

GRE -2.3 -4.58*

GCE -0.5 -3.80*

INF -4.97*
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war dummy, and earthquake and india embargo dummy as exogeneous variables.29

We initially estimated the VAR model using 2 lags (k=2) and then selected a lag
length, k, by using the Akaike Information Criteria (AIC), SIC, and Hann-Quin
Criteria (HQC) the statistics of which are presented in Table B3.

Table B3 shows that the optimal lag length for AIC, HQC, and SIC information
criteria is zero. However, we proceed with the use of VAR of lag length 1 as
residuals show absences of autocorrelation and non-normality when we use the
autocorrelation LM test and Jarque-Bera test, respectively (not reported).30 In ad-
dition, the results show that the estimated VAR is stable since all inverse roots of
the characteristic Autoregressive (AR) polynomial have modulus less than one and
lie inside the unit circle (not reported). Since the estimated VAR model passes the

29The civil war dummy takes a value of 1 for FY2001-FY2005 during which Maoist insurgency
sharply escalated, and 0 otherwise. The earthquake and india emabargo dummy takes a value of 1 for
FY2015-FY2016, during which Nepal faced the earthquake and unofficial indian embargo, and 0
otherwise.
30 Since we use annual data, we do not check for conditional heteroskedasticity, as it is only an issue
for the model using data with monthly or higher frequency (Luetkepohl, 2011).

Variables FY2019 FY2020

Real GDP growth rate 4.2 4.9

Consumer price inflation rate 7.7 7.9

Table B4
Forecasts from the VAR Model

Notes: VAR model consists of inflation rate and the first-differences of real gross domestic product, broad
money supply, and remittances as endogeneous variables and the first-differences of government recur-
rent expenditure and government capital expenditure, civil war dummy, and earthquake and India embargo
dummy as exogeneous variables. The maximum lag-length is set to 2. The effective sample period is
1994-2018.

Table B5
Forecasts comparisons of IIDS with WB, ADB, and IMF

Notes: i) Real GDP growth (in percent); ii) Inflation computed using consumer price index (in
percent); iii) Sources: World Bank (2018;  p.12); Asian Development Bank (2018, pp. 5, 8); Interna-
tional Monetary Fund (2018,pp. 244, 249) for WB, ADB, and IMF forecasts, respectively; and iv)

Variables IIDS-FY2019 WB-FY2019 ADB-FY2019 IMF-FY2019 IIDS-FY2020 WB-FY2020

Real GDP growth 4.2 4.5 5.5 4 4.9 4.2

Inflation rate 7.7 5 6 5.8 7.9 5
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Table B6 
Forecasts from the VAR model under the alternative scenario 

 FY2019 FY2020 

Real GDP growth 4.5 5.2 

Inflation 7.1 7.4 

Notes: The alternative scenario assumes that for FY2019, government will make spending decision as per the 
budget speech FY2019. As per the budget speech FY2019, recurrent and capital expenditures are expected to 
grow at the rates of 17.9 percent and 26.9 percent, respectively in FY2019. These growth rates are assumed to 
remain the same for FY2020. VAR model consists of inflation rate and the first-differences of real gross 
domestic product, broad money supply, and remittances as endogeneous variables and the first-differences of 
government recurrent expenditure and government capital expenditure, civil war dummy, and earthquake and 
India embargo dummy as exogeneous variables. The maximum lag-length is set to 2. The effective sample period 
is 1994-2018.  

Variables FY2019 FY2020

Real GDP growth rate 4.5 5.2

Consumer price inflation rate 7.1 7.4

diagnostic tests, we can use it for forecasting endogenous variables from FY2019
to FY2020. To do so, it is necessary to know the magnitudes of exogenous vari-
ables over the forecast period. We filled in values of government expenditure re-
lated exogenous variables for the forecast period using univariate forecasting method
(AR(1)).

Table B4 shows the forecasted value of growth of real GDP for FY2019 to be 4.2
percent. This is lower than the forecasts of World Bank’s (WB) and Asian Devel-
opment Bank (ADB), but slightly lower than the forecast of International Mon-
etary Fund (IMF) which were all announced in April 2018 (Table B5). However,
the forecasted value of growth of real GDP for FY2020 is also marginally higher
that the WB’s forecast (Table B5). Table B4 also depicts that inflation will remain
at 7.7 percent in FY2019 and 7.9 percent in FY2020; these are moderately higher
than that reported by WB, ADB, and IMF (Table B5).

Table B6 shows the forecasted values of real GDP growth and consumer price
inflation for FY2019 and FY2020 under the alternative scenario. In this scenario,
we assume that for FY2019, government will make spending decision as per the
budget speech FY2019. As per the budget speech FY2019, recurrent and capital
expenditures are expected to grow at the rates of 17.9 percent and 26.9 percent,
respectively in FY2019. We also assume that the growth rates in FY2020 will
remain the same as for FY2019. Under this assumption, real GDP growth and
consumer price inflation are forecasted to be 4.5 percent and 7.1 percent, respec-
tively, in FY2019, whereas for FY2020,, these are forecasted to be 5.2 percent and
7.4 percent, respectively (Table B6).
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