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SYNOPSIS

This section provides a brief synopsis of the major findings of the Business Climate Survey —
Wave 11 (hereafter BCS-11) conducted in 2010. For detailed findings of BCS-II, please refer
to Chapter 4.

Research objective

The broad objective of this study was to gauge the business climate of Nepal. It also attempts
to generate basic data on businesses and industries and to assess the level of confidence of the
business community, including their orientations to the future.

Research method

The survey was conducted in four districts of Nepal, namely, Morang, Rupandehi, Kaski, and
Banke. Industries were stratified on the basis of their contribution to Gross Domestic Product
(GDP). Categories of industry were classified as per the International Standard Industrial
Code (ISIC). From every sample district, approximately 250 industries and enterprises were
included. The 250 sample industries and shops were further divided into general sample of 80
percent and panel sample of 20 percent, i.e. the latter sample were those that were included in
the BCS-1 in 2009. Both general and panel samples were proportionally distributed across the
strata as defined by ISIC. In total, 1023 industries and shops were included in the sample from
the four sample districts in the survey for 2010.

The survey sample included micro scale industries and enterprises — with total sales value
of production or service less than Rs. 1,000,000 during a fiscal year; small scale industries
and enterprises — with total sales value of production or service between Rs. 1,000,000 and
Rs. 10,000,000, and medium scale industries and enterprises — with total sales value of
production or service exceeding Rs. 10,000,000. Big industries were excluded from BCS-II.

Composition of the firms surveyed
The legal status of a large percentage of sampled micro, small and medium enterprises

(MSMEs), 76 percent, was sole proprietorship. A little more than half of them were micro
scale businesses; small scale businesses constituted the second majority with 35 percent and the
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rest were medium scale business. Additionally, most MSMEs were relatively young: almost
half of them had been established in the past five years and about 19 percent between six and
nine years: only 18 percent had been in operation for over 15 years.

The average capital asset, such as buildings, machinery, and vehicle, of these MSMES was Rs.
1,401,984 in the first year of operation and had reached Rs. 4,287,491 in the FY66/67. The
average amount of operation expenses, such as rent, cost of raw materials, repair, and other
utility expenses had increased from Rs. 910,109 to Rs. 1,904,879 between the first year of
operation and in FY66/67. Average total sale value of production or service had increased from
Rs. 1,969,369 in the first year to Rs. 5,483,240 in FY66/67.

There was an average of 3.6 hired full-time employees and 2.1 full-time family workers in
FY66/67. Between the year the firm was established and FY66/67, the number of hired full-
time employees more than doubled while the number of full-time family workers remained the
same. The average number of employees laid off in FY66/67 was only 0.3.

Forty-eight percent of the respondents stated plans to increase the size of their operation while
another 24 percent stated plans to considerably increase the size of their operation. Only three
percent reported plans to close their business. Examining the trends in turnover and staffing,
it is but natural for businesses and enterprises to want to increase the size of operations.

Seventy-six percent mentioned the role of market in determining the price of products while
some 20 percent mentioned the role of syndicates.

Transparency

Local government bodies can promote a healthy business environment by establishing an
efficient and equitable playing field for all. For this, it is necessary to make information and
other resources relating to local laws and regulations easily accessible to the private sector.

Approximately 60 percent of respondents found it relatively easy to find information and
obtain the necessary application requirements for their enterprises. This was also the case for
information on taxation policies such as income tax, customs duties, local taxes and fees. On
the other hand, 60 percent of the respondents stated that access to information on facilities,
trainings, and technologies from local government agencies as being either difficult or very
difficult, and about half of respondents stated so in regards to access to information on
government policies and regulations relevant to their sector.

The prevalent perception, of over 75 percent of survey respondents, that informal relationship
with government officials in accessing the public documents and information is important
indicates the level of relationship-based transactions that occur at the local level. Clearly, this
culture promotes an inequitable playing field where people with privileged access to public
officials have an advantage over the general public.

Dispute resolution

Dispute resolution speaks for the availability of processes and formal institutions available for
the private sector to resolve their business-related disputes; at the same time an indication of
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their level of confidence in the fairness and equity of the legal system. Of the total respondents,
35 percent stated that they had experienced some form of dispute while conducting business:
these disputes were primarily with customers; others were with competitors, suppliers, and
management and employees. To note, 14 percent of the respondents indicated disputes with
public officials, including the police.

Most respondents seemed to resolve their disputes through negotiations between themselves
or through friends and families; only few resolved through institutionalized mechanisms —
business associations, District Administrative Office (DAO), or through an appeal process to
the District Development Committee (DDC).

Roughly half of the respondents indicated a general sense of satisfaction on the final resolution
of their disputes. Over a quarter of them, indicated ambivalence at the outcome; and less than
20 percent indicated a sense of dissatisfaction.

Despite a minimal use of the legal mechanisms for dispute resolution, 60 percent of the
respondents expected the existing legal system to uphold the contract and property rights in
their business disputes.

Informal charges

Informal charges increase the cost of doing business, which includes not only the need to
bribe officials or make other informal payments but also the time and effort associated in
overcoming unnecessary bureaucratic procedures. Furthermore, it decreases the trust of private
sector on the commitments of public officials to improve their local business environment.
These create a disincentive for the private sector to invest.

BCS-11 shows that the prevailing perception of a significant majority of the respondents, over
75 percent, is that private establishments are not required to make informal payments to the
public officials to ‘get things done’. Additionally, 49 percent of the respondents stated that
it was not essential to make informal additional payments to obtain government services. Of
the respondents who perceived the need to make such payments; 9 percent responded as less
essential, 23 percent responded as somewhat necessary, 7 percent responded as very necessary,
and 9 percent as essential.

Bureaucracy

A transparent bureaucracy can contribute towards creating an efficient and equitable business
environment. For this reason, The Public Procurement Act (2007) was designed with the
goal of promoting transparency and accountability in the procurement process. However, it
is evident from this survey that the general public does not perceive the public procurement
contracts to be transparent: 73 percent of the respondents indicated that such contracts are
never transparent and an additional 7 percent as the process bring rarely transparent. Neither
does the public consider the procurement process to be fair: 88 percent of the respondents
did not believe the procurement process to be fair. These respondents perceive, with varying
degrees, that personal connection to government officials (88 percent) and political parties (87
percent) play an important factor in winning public procurement contracts.

Xiii
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Organizational membership

It is evident from the survey that when public officials interact with private sector, they either
initiate their outreach through conversations with business associations or through business
forums involving government officials and private sector representatives. Additionally, business
organizations serve as an institutionalized platform for individual entrepreneurs to come
together to achieve a coherent, strategic, and influential voice. However, the survey shows that
a significant percent of the small scale businesses and medium scale business entrepreneurs
are not part of any business associations, membership groups, or chambers of commerce. This
figure is even higher among micro scale business entrepreneurs. Not only does this deprive
weaker private sector constituencies of the capacity to raise their issues, but also shows a lack
of participation in the policy process from a significant population of the business community.
This finding indicates the need for public officials to find innovate ways to reach out to these
non-represented private sector.

Labor issues

The flexibility in labor market is essential for businesses to thrive: it gives firms the opportunity
to retain and invest in good labor while discarding unproductive labor. Overall, there was an
equal split among the respondents between those who felt that dismissing employees was
an easy process and those that did not perceive it to be so. However, there are significant
differences, upon further breakdown of the data by the scales of business, where larger the scale
of business, harder they found the process of dismissing their employees. The primary reason
given by firms that had on occasions not been able to dismiss their employees, at 38 per cent,
was the opposition from trade unions. Interestingly, 25 per cent of the respondents indicated
the shortage of skilled labor, which indicates the lack of availability of skilled labor in Nepal.

Confidence in the business climate

In concurrence with BCS-I, respondents seemed to be more confident for the local economy
to improve than the national economy. However, in comparison to the previous year, there
is a sharp decrease in the optimistic attitude towards the business climate, both locally and
nationally.

At the national level, the percent of respondents who believed that the economic situation
will improve fell from 26 percent to 15 percent; the percent of respondents who believed that
the economy will remain the same hovered around 30 percent. The decrease in optimism was
evident that 47 percent of the respondents, an increase from 34 percent from the previous year,
believed that the national economy will worsen in the next 12 months.

Similarly, at the local level, there was a drop from 31 percent to 19 percent of respondents
who believe that their local economy will improve; a slight increase, from 31 percent to 38
percent who believed that it will remain the same. The largest increase, from 28 percent to
39 percent, was in the pessimistic attitude that their local economy will worsen in the next 12
months.However, there was only 1 percent that stated plans to reduce their size of operation
and 3 percent who had plans to close their businesses — a response not entrepreneurial given
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the growth experienced by these firms. On the other hand, 22 percent had plans to continue
to operate at the same level and 48 percent had plans to increase the size of their operation,
both a 2 percent increase from the previous year. Although still at 24 percent, there was a 3
percent decrease from the previous year, who stated having plans to considerably increase the
size of their operation.

Participation

The commitment of public offices to consult with their private sector counterparts reveals
their willingness to invest in a business-friendly environment. These dialogues can help
contribute towards an understanding between these two entities — in creating and maintaining
an efficient market system and policies that are grounded in the needs of the private sector as
well as identifying workable solution to local impediments in running a business. Clearly, the
perception of a significant majority of the respondents, around 80 percent, is that government
officials do not consult with the private sector to discuss existing policies, rules or regulation
that may affect these local enterprises. Not surprisingly, the public office that interacts most
with the private sector is the Inland Revenue Department (IRD).

Law & order

Creating and preserving a sense of safe and secure environment for businesses to flourish can
have a large impact on the level of investment from the private sector, and local government
bodies have a large role in ensuring such environment. In 2010 76 of the respondents reported
as not incurring any loss as a result of extortion, theft, robbery, vandalism or arson; an increase
of 5 percent from the previous year. By district, Morang had the highest percentage of
establishment, at 33 percent, that suffered losses due to lack of security, followed by Kaski,
Banke, and Rupandehi. Of establishments that had faced losses, the average loss reported
was Rs. 136,637, an increase from Rs. 91,550 from the previous year. This reveals that while
there were lesser amount of extortions this year, there was an increase in the amount extorted.
Not surprisingly, larger industries suffered more in this regard. Further data reveals that
entrepreneurs paid to police officers (mean of Rs. 24,070), local gangs or criminal groups
(mean of Rs. 53,138) and to groups affiliated to political parties (mean of Rs. 53,698).
While the amount of money paid to police and criminal groups decreased from last year, the
contributions to groups affiliated to political parties more than doubled this year.

Impediments to doing business

Although still the primary impediment to business growth in Nepal, there was a decrease in
the percentage of respondents that reported strikes and shutdowns from the previous year.
However, 38 percent — an increase of 7 percent from the previous year, identified political
instability as an impediment to business growth in Nepal. Of note, micro-scale business seem
to identify strikes and shutdowns as a far greater impediment than political instability (61
percent versus 29 percent) than small scale business (62 percent versus 44 percent) and medium-
scale businesses (51 percent versus 52 percent). The lack of adequate physical infrastructure
ranked third, with 23 percent of respondents, an increase of 5 percent from previous year,
mentioning this as the impediment to business growth in Nepal. On infrastructure, however,
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the respondents reported a higher degree of satisfaction with the telecommunication service,
which can be explained by the increase in investment in the telecommunication sector after the
entry of private sector in recent years.

Registration, license and permit

The ease and efficiency of entering the formal market system can be a significant incentive for
private entrepreneurs to register and formalize their enterprise. Seventy-seven percent of the
respondents stated that their enterprise was registered. Their responses also indicated that it
took on average 15 days for medium and big industries to get their registration certificate from
Department of Industries. This was slightly less, at 12 days, for cottage and small industries.
Furthermore, a significant percent of respondents across all business categories mentioned the
necessity of renewing concerned documents each year. The average registration fees required
for obtaining documents ranged from Rs. 38,289 for export license to Rs. 2,826 for registration
certificate for small and cottage industries. Renewal of the necessary documents ranged from
Rs. 5,352 for PAN/VAT certificates to Rs. 1,376 for export license. Of those who stated
their firm as registered revealed that they required on average eight days to comply with the
government requirements.

Seventy three percent respondents reported that they learned about registration and permit on
their own. Business colleagues, newspaper, neighbors and friends, radio and association and
federations were also mentioned by some.

While around half of the respondents stated that no one came for inspection, 17 percent
mentioned labor and employment generation office, followed by income tax department (13
percent) and department of cottage and small industries (7 percent). About five percent of the
respondents mentioned the police. Equal proportion of people said Ministry of Health, Nepal
Rastra Bank and municipality (i.e. 4 percent for each answer)

Land access

The ease of obtaining a suitable location for conducting business means increased potential
for commercial transaction resulting in greater profitability. In this regard, 55 percent of the
respondents stated that they had no problems in finding an appropriate place to run their
enterprises. Out of the problems mentioned, 53 percent stated that they did not find a place
of their liking, 32 percent mentioned high rents, and 12 percent mentioned congestion and
poor parking facilities.

Tax administration

As mentioned earlier, IRD is among the most active government agencies that interacts with
the private sector in regards to policies, rules and regulations. In the same vein, 38 percent of
the respondents perceive this government agency to be fully effective, additional 29 percent
very effective and 25 percent moderately effective, in collecting taxes from enterprise. Publicly
listed companies tended to perceive more, at 62 percent, the government as being fully effective
in collecting taxes from their type of enterprise than other business status: sole proprietorship
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(37 percent), partnership (39 percent), cooperative society (30 percent), private limited liability
company (42 percent).

However, further questions reveal that enterprises are employing ways to hide or minimize
the taxable amount. This is validated by the findings from BCS-1 and BCS-I11 that on average
firms show about 81 percent of their total sales.

Government attitude

The LSGA mandates the local government bodies to invest in ensuring an environment for
economic development. However, the survey reveals that the private sector feels that the
government is doing little in this regard.

Approximately two-thirds of the respondents had a favorable view of government officials
when asked about their attitude towards private business. When inquired upon further
though, the responses indicated otherwise: when asked about their perception on their local
government bodies, a) two-thirds of the respondents disagreed that they were very good at
creating a profitable private business environment; b) 71 percent of them disagreed that they
were creative and clear about solving new business problems; c) 69 percent disagreed they were
willing to risk to aid local businesses; and d) 73 percent agreed that there were not enough
initiatives at the district level to support private sector development.

Access to finance

The ability of people to access the necessary financing for their businesses speaks for the
capacity of the market to attain its full potential, which can have a significant impact on local
development. Slightly more than half of the respondents indicated that they had obtained
loan from a financial institution, family members, friends or local money lender to run their
enterprise. Of these, 71 percent stated that the source of their loan was from a financial
institution; which broken down by scale of business indicated that larger the scale of business
the more they are likely to use such financial institutions. 73 percent of these firms, those that
had obtained loans from financial institutions, relied on banks as their source of finance, 16
percent each from finance companies and cooperatives.

For those that did not obtain any loan for establishing their enterprise, 81 percent indicated
either having enough resources through savings/earnings or through other sources. The
rest mentioned banking-related issues such as high interest rates, inadequate collateral, and
burdensome loan application process. Among the principal reasons cited for having their loan
application turned down, 55 percent indicated insufficient collateral and 18 percent for not
having proper documents proving ownership of collateral.
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MACROECONOMIC SCENARIO
OF NEPAL 2010

| LAXMAN ACHARYA

1.1 GROSS DOMESTIC PRODUCT! (GDP)

GDP isanindicator for overall economic performance of the country and the material wellbeing
of its population. High growth rate of GDP of a country is considered as an indicator of
fast economic development of the country and rapid improvements in general welfare of its
population. The rationale behind this is that economic production and growth, the areas that
GDP represents, has a large impact on nearly every one within that economy.

1.1.1 Trend of Gross Domestic Product

According to preliminary estimates, the real GDP? (at 2000/01 prices) of Nepal increased at a
growth rate of 3.5 percent in 2009/10. Such growth rates were 3.9 percent and 5.8 percent in
2008/09 and 2007/08 respectively. What this further means is that the GDP growth rate has
shown decreasing trend in the last three years.

Along with the adoption of liberal macroeconomic policy in late 1980s, Nepal's GDP growth
rate started to increase and it stood at 4.8 percent in an average in 1990s (1990/91 -1999/00).
However, the growth rate sharply declined and recorded a very low rate in 2001/02. This
year was considered unfavorable both internally as well as externally. Internally, 2001/02 was
the peak year of Maoist insurgency that had started 6 years back. Externally the nine-eleven
incident brought multidimensional adverse effects in world economy. Nepal was affected
specifically in tourism sector and international trade.

Major factors for low growth of GDP in Nepal are mainly due to low growth rate of agriculture
production which has a significant stake (more than one-third) in total GDP. In Nepal
agriculture sector is highly influenced by under and over rains given the deficiency of irrigation

1 The gross domestic product (GDP) or gross domestic income (GDI) is the amount of goods and services produced in a year,
in a country. It is the market value of all final goods and services made within the borders of a country in a year. It is often
positively correlated with the standard of living, alternative measures to GDP for that purpose. GDP can be determined
in three ways, all of which should in principle give the same result. They are the product (or output) approach, the income
approach, and the expenditure approach.

2 Real GDP is a macroeconomic measure of the value of output economy adjusted for price changes (that is, inflation or
deflation). The adjustment transforms the money-value measure, called nominal GDP into an index for quantity of total
output. Nominal gross domestic product is defined as the market value of all final goods and services produced in a geographical
region, usually a country.
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facilities. Likewise bandhs, strikes, labor problem and lack of reliable supply of electricity are
some of the factors that have hampered growth in non-agricultural sectors.

Table 1.1: Trend of Real GDP in Nepal (at 2000/01 Prices)

01/02 | 02/03 | 03/04 | 04/05 | 05/06 | 06/07 | 07/08 | 08/09 | 09/10*
Real GDP 0.2 3.8 4.4 3.2 3.7 2.8 5.8 3.9 8i5
Agriculture 3.1 3.3 4.8 3.5 1.8 1.0 5.8 3.0 1.1
Non-Agriculture 1.1 3.5 5.3 3.2 5.3 4.4 5.9 4.7 5.1
Industry 0.9 3.1 14 3.0 45 3.9 1.7 -0.2 3.9
Service -1.8 3.7 6.8 3.3 5.6 4.5 7.3 6.3 5.5

* Annual preliminary estimate
Source: The economic survey, 2009/10, The MOF, Nepal

The trend of GDP growth in the country for the past nine years shows three things. First,
GDP growth rate of agriculture sector is, in an average lower than the non-agriculture sector
where as the growth rate of both sectors seem irregular, without however following a certain
trend. The low growth rate of agriculture sector is due to lack of sufficient irrigation facilities
and dependent upon the monsoon. Second, the growth rate of the service sector is, in average,
much higher than the agriculture sector and the industry sector. Third, comparing the GDP
growth rate with political instability, the GDP growth rate reached a minimum during 2001/02
at the peak of insurgency in the country which was the result of negative growth rate of service
sector and very low growth of industry sector. After that, the overall GDP growth rate started
to rise but after two years it again declined. Again, FY 2007/08 recorded a high growth rate.
The sharp increase may be due to the signing of the Comprehensive Peace Agreement in
November 2006: it increased from 2.8 percent in 2006/07 to 5.8 percent in 2007/08. This
growth was possible due in turn to 7.3 percent growth in service sector and also due to high
growth rate (5.8) in agriculture sector.

To reiterate, the GDP growth rate of agriculture sector depends primarily upon the monsoon.
In order to maintain high growth rate in this sector, irrigation facilities need to be extended.
The availability of chemical fertilizer, seeds and pesticides and their timely application is
equally important. In the case of industry and service sector, peace and security have a direct
bearing. Peace and security encourages industrialists and entrepreneurs to invest more in these
sectors. Growth in these sectors depends upon the international situation as well. For example,
the arrival of tourist in the country and Nepal’s international trade (eg. Carpet, handicraft)
depend highly on the international economy.

1.1.2 Contribution of agriculture and non-agriculture sector in GDP

According to international norms, the total GDP of a country is measured under two headings:
agriculture and non-agriculture sector. The non-agriculture sector is further divided into two:
industry and service sector. In Nepal, agriculture, forestry and fishery are grouped under
agriculture sector while industry sector is composed of mining and quarrying; manufacturing;
electricity gas and water; and construction. Likewise, service sector is comprised of wholesale
and retail trade; hotels and restaurant; transport, storage and communications; financial
intermediation; real estate, renting and business; public administration and defense; education;
health and social work; and other community, social and personal service
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Agriculture sector

The history of the countries that are developed shows a trajectory of progression from an
economy based on agriculture to one based on industry/manufacturing, and ultimately to one
based on service. This is the general trend followed by most of the nations in the world during
the process of development. For example, even in case of India, the share of agriculture sector
in total GDP is merely 18 percent in 2009 while that of industry and service sector are 22 and
60 percent respectively.?

The share of agriculture sector in total GDP of Nepal in FY2009/10 is 35.5 percent. Based on
aforesaid standard, Nepal's development position is far behind others as the share of agriculture
in total GDP is comparatively very high. Further 76 percent* of the populations are engaged
in agriculture sector that produces just 35.5 percent of GDP. This means that three—fourth of
Nepal's population produces only about one-third of the GDP. Naturally, the productivity of
the populations involved in agriculture is very low. This means that people who are engaged in
agriculture are comparatively poor. This has further implication for income inequality in the
country.

Looking at the trend of past decades, the share of agriculture sector in total GDP in the
country was 58.8 in 1980 which declined by 10 percent and reached 48.8 percent in 1990 and
further declined with the same rate and reached 37.7 percent in 2000. But, at present the share
of agriculture sector is not very different from the statistics of ten years ago. In other words, the
contribution of agriculture to total GDP has stabilized in the past 10 years — a phenomenon
which can also be interpreted as a decline in the modernization of the economy.

Non —agriculture sector

Industry sector and service sector are two major branches contributing to total GDP as non-
agriculture sector. In the process of modernization and economic development, industrial
sector gradually replaces agriculture sector and is further replaced by service sector. Rough
statistics show that the share of non-agriculture (combination of industry and service) sector
increased from around 40 percent in 1980 to 50 percent in 1990 and further increased to 60
percent in 2000. This means growth of non- agriculture sector was very encouraging during
1980s and 1990s but decelerated after the 2000s.

Industry sector

The statistics of Nepal shows that the industry sector has never quite flourished in the country.
Further, the share of industry sector in total GDP has in fact declined during the decade of the
2000s. The contribution of industry sector in total GDP was more than 17 percent in 2001/02
which gradually declined to 15.5 percent in 2009/10.

3 http://en.wikipedia.org/wiki/Economy_of India download on Nov 18,2010
4 http://www.theodora.com/wfbcurrent/nepal/nepal_economy.html down load on Nov 18, 2010
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Table 1.2: Share of agriculture, industry and service sectors in total GDP

01/02 | 02/03 | 03/04 | 04/05 | 05/06 | 06/07 | 07/08 | 08/09% | 09/10°

Agriculture 37.5 37.5 374 | 374 36.6 35.9 35.9 355 34.6
Non-Agriculture 62.5 62.5 62.6 62.6 63.4 64.1 64.1 64.5 65.4
Industry 17.4 17.3 16.7 16.6 16.7 16.8 16.2 15.5 159
Service 45.1 45.2 459 | 459 | 46.6 47.3 47.9 49.0 49.8

R=Revised estimate
p=Annual preliminary estimate
Source: The economic survey, 2009/10, The MoF, Nepal

The general trajectory of agriculture sector being replaced by industry sector and then by
service sector during economic modernization process is not being followed in Nepal. Instead,
the economy has jumped directly from one based on agriculture to one based on service, in the
process bypassing the industrialization phase. The fall in 3 percent of agriculture share in total
GDP during the period 2001/02 to 2009/10 is made up by the growth in the service sector.

Certain factors act as discouragements for industrialization in Nepal. Bandha, chakkajam and
strike have been a regular phenomenon that has affected business. Also, the rise of labor unions
demanding greater facilities has acted as deterrents to industrial expansion. Likewise, lack of
law and order is another factor making investment risky. Generally, a business man looks for
two things: security in investment and benefits that he can earn. The aforementioned factors
are unfavorable for industrial expansion especially in the manufacturing sector. However, a
noticeable change within the industrial sector is the replacement of manufacturing sector by
the construction sector. The rationale behind this may be that construction sector needs less
investment and a shorter period to get returns.

Table 1.3: Share of different components in industry sector

01/02 | 02/03 | 03/04 | 04/05 | 05/06 | 06/07 | 07/08 | 08/09% | 09/10°
Mining and Quarrying 2.7 2.7 2.6 2.7 2.8 2.7 2.8 2.9 29
Manufacturing 49.0| 476 | 479 | 47.7| 46.6| 46.0| 4438 44.4 43.9
Electricity Gas and Water | 11.6 | 134 | 13.8| 139| 13.8| 151 | 15.0 14.9 14.4
Construction 36.7| 36.3| 357| 357| 36.8| 36.2| 374 37.8 38.8

R=Revised estimate
p=Annual preliminary estimate
Source: Macroeconomic Scenario, 2010, NRB, Nepal

In industry sector, manufacturing and construction are the two largest sub-sectors contributing
more than 80 percent to the sector GDP. Manufacturing is the largest sector over the period
which has contributed about 44 percent in total industry sector in 2009/010 followed by
construction (43%) and electric gas and water (14 %) respectively. The share of mining and
quarrying is negligible (2%). Looking at the past ten years data, the share of construction
sector is slowly increasing while that of manufacturing sector is declining. In 2001/02, the
share of manufacturing sector and construction sector in total industrial production sector was
52% and 35 % respectively.

Service Sector

In comparison to industrial sector, the growth of service sector is flourishing. In 2009/10, the
contribution of service sector was more than three times that of industry sector. Further, the
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annual growth rate of service sector has remained much higher than that of agriculture sector
and industry sector.

In service sector, at present, wholesale and retail trade is the largest contributor that supplies
around one fourth of the service sector GDP followed by transport, storage and communications
(19%) and real estate, renting and business (17 %) respectively. The contribution of these sub
sectors in service sector has remained almost same since last 10 years.

1.2 INFLATION

Inflation is a rise in the general level of prices of goods and services in an economy over a
period of time. When the general price level rises, each unit of currency buys fewer goods and
services; consequently, inflation is also erosion in the purchasing power of money — a loss of
real value in the internal medium of exchange and unit of account in the economy. A chief
measure of price inflation is the inflation rate, the annualized percentage change in a general
price index (normally the Consumer Price Index) over time.

1.2.1 Consumer Price Index® (CPI)

The annual average consumer price inflation moderated to 10.5 percent in 2009/10 which was
13.2 and 7.7 percent in 2008/09 and 2007/08 respectively. The consumer price had a gradual
increment from 2.9 percent in 2001/02 to 13.2 percent in 2008/09. The following table shows
the high level of inflation in the prices of food and beverages group in comparison to non-food
and services.

Regarding food and beverages, the prices of sugar and sugar related products increased with
a maximum value - more than 45 percent in last two consecutive years. Similarly, the annual
average price indices of spices, pulses, meat, fish and eggs went up by 27.3 percent, 26.1
percent and 20.6 percent respectively while their respective rise was 12.3 percent, 25.0 percent
and 23.4 percent in 2008/09. The annual price index of vegetables and fruits grew by 19.9
percent compared to a 12.7 percent rise in the previous year.

Table 1.4: Rate of Infation over the period

2005/06 | 2006/07 | 2007/08 | 2008/09 | 2009/10*

Annual average consumer price inflation 8.0 6.4 7.7 13.2 10.7
Inflation in prices of food and beverages 7.8 7.2 10.1 16.7 15.4
Inflation in non-food and services 8.1 5.6 51 9.5 4.7
Overall National salary/wage rate index 3.9 9.8 9.7 15.4 13.9
Salary index 0.3 6.3 10.9 10.5 13.8
Wage rate index 5.3 10.9 9.4 16.9 14.0

* Annual preliminary estimate
Source: The economic survey, 2009/10, The MOF, Nepal

5 A consumer price index (CPI) measures changes through time in the price level of consumer goods and services purchased by
households. The CPI is a measure of the average change over time in the prices paid by urban consumers for a market basket
of consumer goods and services. The CPI is a statistical estimate constructed using the prices of a sample of representative
items whose prices are collected periodically. Sub-indexes and sub-sub-indexes are computed for different categories and sub-
categories of goods and services, being combined to produce the overall index with weights reflecting their shares in the total
of the consumer expenditures covered by the index.

5
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Likewise, under the non-food and services group, the yearly average indices of sewing services
as well as tobacco and related products recorded comparatively high rise in the group with
13.0 percent and 12.1 percent respectively in 2009/10. The increase in price index of these two
products was high (10.6 and 15.4 % respectively) in 2008/09 as well. Interestingly, the price
index of transportation and communication (- 4.5%) and petroleum product (- 1.2 %) remained
negative in 2009/10. This fall may be due to decrease in the price of petroleum product in the
international market. However, the price index was around 10 percent in 2008/09.

In terms of region-wise inflation, the Hills recorded the maximum annual average price indices
of 11.2 percent followed by Tarai (10.7 %) and Kathmandu Valley (9.7 %). The trend was
similar in 2008/09. One of the reasons for the higher price index in Hills may be due to higher
transportation cost of goods and materials in the hilly regions.

1.2.2 National salary and wage rate index

The annual average salary and wage rate index rose by 13.9 percent in 2009/10 which had
increased by 15.3 percent the previous year. In 2009/10, annual average price index of salary as
well as wage rate went up by 20.2 percent and 16.3 percent respectively which was 10.5 % and
16.9 % respectively in 2008/09.

The annual salary index of civil servants, staff of public enterprises, army and police and
teachers increased by 23.6%, 18.6%, 22.7% and 29.7% respectively. In the previous year, such
growth rates were 18.7 %, 14.2%, 20.6% and 9.5 % respectively. An increase in the salary of
agricultural, industrial and construction laborer led to such increments in the annual salary
indices.

1.2.3 Comparison between consumer price index and wage/salary index

A comparison between the consumer price index and salary/wage rate index reveals that wage
earners were in a slightly better position as wage/salary rate index was slightly higher than
consumer price index. Similarly, the position of farmers (agro-producer) is also getting better,
which is revealed by the fact that the price index of food and beverage is higher than the
inflation in non-food and services.

1.3PER CAPITA GROSS NATIONAL INCOME (GNI)®

In its true sense, GDP per capita or GNP per capita is not a measurement of the standard
of living in an economy. However, it is often used as such an indicator on the assumption
that all citizens would benefit from their country’s increased economic production. Similarly,
GDP per capita is not a measure of personal income. GDP may increase while real incomes
for the majority could decline. It all depends on how the increased GDP gets distributed
among people. Nevertheless GDP per capita is considered as a proxy indicator of standard
of living as GDP or GNP is measured frequently, widely, and consistently for almost every
country in the world. This also helps in deriving inter-country comparisons.

6 GNI per capita is the value of a country’s final income in a year (Gross National Income, or GNI), divided by its population.
It reflects the average income of a country’s citizens.
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The absolute value of per capita income of the country shows that average income of Nepali
citizen has increased by double in the last eight years: it was Rs. 19,385 in FY 2001/02, while
it reached Rs. 42,291 in FY 2009/10. In terms of current prices, the per capita gross national
income of the country has increased, in an average annual growth rate of 10 percent. But if
the inflation rate of the country is adjusted, the rise in per capita income becomes only around
half of the absolute amount of per capita. In other words, if inflation is adjusted, the average
growth rate of per capita income is limited to only 2.3 percent per annum.

Table 1.5: Per capita income over the period
01/02 | 02/03 | 03/04 | 04/05 | 05/06 | 06/07 | 07/08 | 08/09 | 09/10"
Per capita GNI (NRS) | 19,385 | 20,312 | 21,626 | 22,336 | 25,482 | 27,806 | 30,465 | 36,290 | 42,291
Per capita GNI (US $) 254 261 292 329 352 394 469 472 568

PEL GBI G) el 18,658 | 18,964 | 19,406 | 19,809 | 20,194 | 20,540 | 21,313 | 21,924 | 22,417
constant price (NRS)

* Annual preliminary estimate
Source: The economic survey, 2009/10, The MOF, Nepal

As mentioned earlier, the increasing trend of aggregate per capita income does not necessarily
mean that the income of all people is also increasing, if the GDP is not proportionally
distributed among people. NLSS 2003/04 has shown that the inequality between rich and
poor has increased, as the value of Gini Coefficient” has increased to 41.4 in 2003/04 from
34.2 in 1995/968. It is assumed that the value of Gini has further increased to 47.2 in 2008°.

Table 1.6: A comparison between NLSS 1995/96 and 2003/04

Description Nepal Living Standard Survey
1995/96 2003/04
Average household income( in nominal NRs. ) 43,732 80,111
Average per capita income ( in nominal NRs.)
All Nepal 7,690 15,162
Poorest 20% of population 2,020 4,003
Richest 20% of population 19,325 40,486

Source: Nepal Living Standard Survey, 2003/04, Statistical Report (2004), volume Il, CBS, HMG Nepal

The above table also proves that there is no reduction in income inequality between poor
and rich strata of population. The gap between them in terms of absolute income has sharply
increased. According to above statistics, the income gap in terms of absolute amount between
poorest 20 percent and richest 20 percent of population has increased by double (from
Rs.17,000 to 36,000) between 1995/96 and 2003/04.

1.4. MACROECONOMIC GAPS AND DOMESTIC/EXTERNAL DEBT
Nepal is facing a resource gap. This is not a recent phenomenon, however Nepal has been

facing a resource gap for several decades. Almost 90 percent of Nepal's income is consumed,
thus resulting in very low savings (around 10 percent of GDP), while the level of investment

7 The Gini coefficient is a measure of the inequality of a distribution. The Gini coefficient can range from 0 to 1; it is sometimes
multiplied by 100 to range between 0 and 100. A low Gini coefficient indicates a more equal distribution, with 0 corresponding
to complete equality, while higher Gini coefficients indicate more unequal distribution, with 1 corresponding to complete
inequality.

8 Poverty trends in Nepal (1995/96 to 2003/04), (September 2005), CBS, NPC, HMGN Nepal

9  http://www.theodora.com/wfbcurrent/nepal/nepal_economy.html down load on Nov 18,2010
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in the country has remained much higher (more than 30 percent of GDP in current years).
Likewise, due to low internal resource mobilization and ever-increasing regular expenditure,
very little is left to finance development activities in the country. This has created an income-
expenditure gap. Similarly, the earnings from export of goods and services is very low and that
does not meet the amount expended to import goods and services into the country. Thus, extra
resources are needed to bridge the macroeconomic gap such as saving-investment, income-
expenditure and the national trade deficit. Foreign grant is one of the sources of income to
bridge these gaps. Additionally, the country has to take foreign loan as well as domestic loan
to bridge the budget deficit.

1.4.1 Saving-investment gap

The consumption rate of the country is very high. More than 90 percent of GDP is used for
consumption purposes, leaving only around 10 percent of GDP as saving for investment.
There have been no changes in occurred no change in the high consumption pattern in the last
decade. The following table illustrates the high consumption ratio over the period.

Table 1.7: Share of consumption, domestic saving, and national investment in GDP (%)

01/02| 02/03| 03/04| 04/05| 05/06| 06/07| 07/08| 08/09| 09/10"
Consumption 90.5 91.4 88.3 88.4 91.0 90.2 90.2 90.3 90.5
Saving 9.5 8.6 11.7 11.6 9.0 9.8 9.8 9.7 9.5
Investment 20.2 21.4 24.5 26.5 26.9 28.7 30.3 31.9 38.2
S-1 gap -10.8 -12.8 -12.8 -14.9 A7 =AES) -20.5 -22.2 -28.8

* Annual preliminary estimate
Source: The economic survey, 2009/10, The MOF, Nepal

The per capita income of people is very low which hardly meets the basic necessities of people.
Hence, most of the earned income is spent for consumption purpose. Even if some percent of
income is saved, all savings are not invested and spent in unproductive sector, as a consequence
of which these do not contribute to economic growth. Moreover, a country needs to invest
certain percent'® of its GDP in order to maintain the economic balance and to achieve the
desired growth rate. As a result, Nepal has been investing more than it's savings resulting in an
increasing saving —investment gap over a long period.

1.4.2 Income-expenditure gap

Despite impressive progress in revenue collection in this decade (from 11.0 percent of GDP
to 15.1 percent in 2009/10), there is an increasing gap between government revenue and
government expenditure. The growth rate of internal revenue recorded 22.7 and 33.3 percent
in the FY 2008/09 and 2009/10 respectively while this rate was merely 8.2 percent in an
average from 2001/02 to 2005/06. But there is still a big gap between expenditure and income
of the government as expenditure is increasing at higher rate than revenue mobilization. The
following table shown the high revenue expenditure gap over the period.

10 The amount to be invested of a country is calculated based on the incremental capital output ratio (ICOR). This ratio gives
the amount of capital to put in investment in order to increase the amount of out put. This ratio is different for different
countries depending upon the efficiency of the economic system. Higher the efficiency of the economy lower will be the
capital output ratio.
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Table 1.8: Government revenue-expenditure gap (as a percentage of GDP)

01/02 | 02/03 | 03/04 | 04/05 | 05/06 | 06/07 | 07/08 | 08/09 | 09/10"

Revenue 11.0| 116| 119| 11.1| 132 13.2| 132| 145| 151
Total Gov. expenditure 17.4| 17.1| 16.7| 174 17.0| 18.4| 19.8| 22.2 22.5
Revenue-Exp. Gap -6.4 5.7 5.2 -6.3 -3.8 -5.2 -6.6 1.7 -7.4

* Annual preliminary estimate
Source: The economic survey, 2009/10, The MOF, Nepal

1.4.3 Trade gap!!

Like saving-investment gap and government income-expenditure gap, the trade deficit of
Nepal is also increasing tremendously. In 2007/08, Nepal was able to export goods worth of
59 billion rupees only whereas its total import recorded 222 billion. The total import amount
was almost four times its total export. In 2008/09 the export increased by 14.2 percent while
import increased by 28.2 percent. FY 2009/10 recorded a decline in export with 9.7 percent
while import further increased by 33.2 percent of previous year resulting in increase in trade
deficit of 46.5 percent in 2009/10 compared to 33.3 percent in 2008/09.

Table 1.9: Direction of foreign trade (Rs. in million)

. Percent Change
Particular 2007/08 2008/09R 2009/10°
2008/09 2009/10
Total Exports 59266.5 67697.5 61126.8 14.2 -9.7
Total Imports 221937.7 284469.6 378795.6 28.2 33.2
Total Trade Balance -162671.2 | -216772.1 -317668.8 33.3 46.5

Note: the Trade balance with — sign indicates the trade defcit
R=Revised estimate
P=Provisional

The import export statistics in relation to GDP gives a clearer picture. According to provisional
data, Nepal was able to export only 5 percent of its GDP in 2009/10 while import remained
31 percent of its GDP. This means Nepal faced trade deficit of 25.8 percent of GDP for that
year. Trade deficit is not a new phenomenon for Nepal. But what is worrisome is that it has
increased at a galloping rate during this decade. In 1990s, trade deficit, on an average was
around 15 percent. But in the last five years, it increased very sharply and reached 26 percent
in 2009/10. In 2009/10, Nepal was able to export only 16.1 percent of its total import while it
was 26.7 percent in 2007/08. This means, at present Nepal’s export is less than one sixth of the
total import. The following table gives a picture of the alarming trade deficit trend of Nepal.

Table 1.10: The share of total export, import and trade defcit (as a percentage of GDP)

01/02 | 02/03 | 03/04 | 04/05 | 05/06 | 06/07 | 07/08 | 08/09 | 09/10
Export/GDP 10.2 10.1 10 10 9.2 8.2 7.3 6.8 5.2
Import /GDP 23.4 253 25.4 25.4 26.6 26.8 27.2 28.7 31.0
Trade Deficit/GDP -18.2| -151| -153| -154| -174| -186| -19.9| -21.9 -25.8

* annual preliminary estimate
Source: The economic survey, 2009/10, The MOF, Nepal

11 The balance of trade is the difference between the monetary value of exports and imports of output in an economy over a
certain period. It is the relationship between a nation’s imports and exports. A positive or favorable balance of trade is known
as a trade surplus if it consists of exporting more than is imported; a negative or unfavorable balance is referred to as a trade
deficit or, informally, a trade gap.
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The main reason for this increase in trade deficit is due to the country’s unstable political
situation and changing economic structure. As the share of industrial sector in GDP is
decreasing Nepal is producing comparatively less commodities. On the other hand, more
and more Nepali citizens are going abroad leaving old people and children at home. This
unproductive population consumes but does not produce. At the same time, living standard
of people is on the rise. These phenomena have resulted in more import and less export of the
country leading to acute trade deficit.

India is the major trading partner of Nepal and it alone accounted for about two-thirds of
Nepal's international trade in 2007/08. But after this year, the share of total trade with India
has slowly gone down.

Table 1.11: Nepal’s export and import with India and other countries

07/08| 08/09° | 09/10° |07/08| 08/09%| 09/10
1. Exports/Import Ratio 26.7 23.8 16.1 | 4. Share in Trade Balance
India 27.1 25.2 18.4| India 63.8 56.0 56.0
Other Countries 26.0 21.9 13.1 | Other Countries 36.2| 44.0| 44.0
2. Share in Total Exports 5. Share in Total Trade
India 65.1| 60.6| 65.6]India 64.3| 57.8| 58.7
Other Countries 349| 39.4| 34.4|Other Countries 35.7| 422 413
3. Share in Total Imports 6. Share of Exports and Imports in Total Trade
India 64.2 57.1 57.5| Exports 21.1 19.2 13.9
Other Countries 35.8 42.9 42.5 | Imports 78.9 80.8 86.1

R=Revised
P=Provisional
Source: Current Macroeconomic Situation (Based on annual data of 2009/10), NRB

Regarding Nepal’s export, polyster yarn is the commodity which is exported to India with
highest value (Rs. 3.3 billion) followed by textiles, jute goods, sacking threads, zinc sheet,
juice, catechu, cardamom and wire respectively. Each of these items are exported with a value
of more than of one billion rupees and these commaodities alone contribute to more than
fifty percent of total exported commodity with India. Likewise, Nepal earns highest dollars
by exporting woolen carpet to the third country followed by pulses, readymade garments,
pashmina and handicrafts. The following table gives Nepal's export with third country and its
trends in the last three years.

Likewise, regarding import from India, petroleum product and vehicle spare parts are the two
major commodities that consume the highest amount of foreign currency. In 2009/10, these
two products were imported from India worth of Rs. 75.2 billion where as the total earning
from total export to India was merely Rs. 40 billion only. The other major commodities in terms
of value imported from India are mild steel billet, other machinery and parts, medicines, cold
rolled sheet in coil, mild steel wires, electric equipment, cement etc in order. Similarly, Nepal
spends large amounts to import gold from the third country followed by telecommunication
equipments and parts, other machinery and parts, electric goods, polythene granules, computer
and parts, crude soyabean oils and transport equipment and parts.
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Table 1.12: Exports of major commodities with other countries (Rs. In million)

Particulars Annual Percent Change
2007/08 2008/09% | 2009/10° 2008/09 2009/10
A. Major Items 13144.0 20956.1 15594.2 59.4 -25.6
Handicraft ( Metal and Wooden ) 194.0 1077.8 1044.6 455.6 3.1
Herbs 97.9 412.0 236.8 320.8 -42.5
Nepalese Paper & Paper Products 347.1 361.2 553.3 4.1 53.2
Nigerseed 1.2 1.0 0.0 -16.7 -100.0
Pashmina 643.4 1526.9 1267.6 137.3 -17.0
Pulses 1458.4 6247.1 3952.0 328.4 -36.7
Readymade Garments 4755.8 4904.7 3887.3 3.1 -20.7
Readymade Leather Goods 22.9 58.2 59.6 154.1 2.4
Silverware and Jewelleries 269.4 262.4 126.6 -2.6 -51.8
Tanned Skin 248.7 305.4 307.0 22.8 0.5
Tea 57.0 63.9 91.2 12.1 42.7
Woolen Carpet 5048.2 5735.5 4068.2 13.6 -29.1
B. Others 7566.8 5735.5 5417.7 -24.2 5.5
Total (A+B) 20710.8 26691.6 21011.9 28.9 -21.3
R =Revised

P =Provisional
Source: Current Macroeconomic Situation (Based on annual data of 2009/10), NRB

It is noteworthy to mention that, due to high trade deficit with India and insufficient inflow
of Indian currency by other means, Nepal is selling US$ in order to buy Indian currency. This
has been happening for last couple of years. In FY 2205/06, Nepal sold US$ 350 million to buy
15.4 billion of Indian currency. This phenomenon is continuously increasing, and in 2009/10,
the government had sold US$ 2,190 million in order to meet the Indian currency gap of 102.1
billion Indian rupees.!?

1.4.4 Domestic and external debt

Theoretically, certain percentage of GDP is necessary for investment in order to maintain
certain economic balance and to achieve certain economic growth rate. This is, technically
calculated, based on the existing Incremental Capital Output Ration (ICOR) which ultimately
depends upon the productivity of the economic system of a country. In such conditions the
government takes debt (domestic or external) if the existing revenue does not meet the required
expenditure. Thus, to bridge the increasing saving - investment gap and the government
income-expenditure gap, Nepal’s domestic and foreign debts has been increasing over the years.
The total outstanding debt of Nepal is continuously increasing. In 2000/01 the total outstanding
debt was 293.8 billion where the internal debt and external debt amounted to 73.6 and 220.1
billion rupees respectively. After a nine-year period, in 2009/10, the total outstanding loan
was 386.8 billion rupees, of which the domestic and external debt was 140.7 and 240.6 billion
rupees respectively. The foreign debt in each Nepali’'s head or the per capita outstanding debt
comes to be Rs. 13,686. In this total outstanding debt, the ratio of foreign debt to total GDP is
23.3 percent and that of domestic debt to total GDP ratio has remained at 10.5 percent point.

12 Current Macroeconomic Situation (Based on annual data of 2009/10), NRB
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1.4.5 Balance of payment!?

Despite high deficit in balance of trade for the year 2009/10, Nepal’s balance of payment had
remained favorable, in general, over the period. This is mainly due to the remittance from
foreign employment, earning of foreign currency from tourism and the development assistance
received from the donor community. These have also made it possible to have positive foreign
exchange reserve. The following table gives the record of balance of payment and foreign
exchange reserve during this decade.

Table 1.13: Balance of payment and foreign exchange reserves (in Billion Rs.)
01/02 | 02/03| 03/04| 04/05| 05/06| 06/07| 07/08| 08/09%|09/10°

Balance of Payment -3.34| 4.36| 16.01| 5.74| 25.60| 5.90| 29.68| 41.28|-19.57
Foreign Exchange Reserves 105.9| 108.2| 130.2| 129.9| 165.0| 165.1| 212.62| 279.9| 2534
R=Revised

P=Provisional
Source: Current Macroeconomic Situation (Based on annual data of 2009/10), NRB

1.5. GOVERNMENT EXPENDITURE, REVENUE AND OTHER SOURCE
OF INCOME

Government expenditure is a means of allocating resources to maintain the country’s
macroeconomic stability and regional balances through development activities that also includes
general administration including securities. It means, besides paying for routine expenses to
keep the country functioning, the government expenditure is made to achieve the planned
development goals. The total government expenditure is broadly categorized under three
headings: recurrent expenditure, capital expenditure and principle repayments. Till 1990s, it
was categorized into two headings — regular expenditure and development expenditure. What
in yesteryears was referred to as regular expenditure is today made up of recurrent expenditure
and principle repayment, while what was in yesteryears referred to as development expenditure
is today referred to as capital expenditure.

1.5.1 Government Expenditure

The preliminary estimate of government expenditure for 2009/10 remained 265.6 billion
rupees. This expenditure accounts to Rs. 9,386 per capita expenditure and 22.5 percent of
GDP. The share of government expenditure in GDP has remained fairly constant since 1980s.
This figure ranged from 17 to 20 percent from 1980s to 2007/08. However, the revised and
preliminary statistics of 20008/09 and 2009/10 has shown the figure to be 22.2 and 22.5
percent respectively, slightly higher than the past trends.

Till early 1990s, the government development expenditure (capital expenditure) was more
than 60 percent of total budget. The recurrent government expenditure started to increase
after 1996 due to increase in security expenses, due in turn to the Maoist insurgency. In
addition, the growing internal conflict made it difficult for the government to be present in
all parts of the country and to spend its capital expenditure (eg. spending for development-

13 A balance of payments (BOP) sheet is an accounting record of all monetary transactions between a country and the rest of
the world. These transactions include payments for the country’s exports and imports of goods, services, and financial capital,
as well as financial transfers. The BOP summarises international transactions for a specific period, usually a year.
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related activities). As the government was unable to spend the amount allocated under capital
expenditure, less tended to be allocated under it in subsequent years and more tended to be
allocated under recurrent expenses. By 2001/02 almost seventy percent of the government
expenditure was used as a recurrent expenditure and principal repayment, and only around
thirty percent was spent as capital expenditure. If the ratio between capital expenditure and
recurrent (including repayment) was 70:30 before the commencement of the conflict, after the
conflict, it was just the opposite i.e., 30:70.

In the same way, during 2002-2007, the government was spending around 12 percent of its
total expenditure for principal repayment of outstanding debt, both external and internal. This
amount did not include the interest payments. However, the share of principal repayment had
slightly declined in 2008/09 and 2009/10. One of the reason for this decline was due to the
devaluation of US$ with respect to Nepali currency. Another reason for this was due to higher
growth rate of government expenditure in comparison to principal repayment schedule.

It is interesting to note that total government expenditure, government revenue, recurrent
expenditure, capital expenditure and principle repayment have all recorded an annual increment
of around 17 percent in average during 2001/02 to 2009/10.

Table 1.14: Government expenditure and revenue
01/02| 02/03 | 03/04 | 04/05| 05/06 | 06/07 | 07/08| 08/09%| 09/10°
Total Gov. exp (billion Rs.) 80.1| 84.0, 89.4| 102.6| 110.9| 133.6| 161.3| 219.7| 265.6

Recurrent exp. (%) 61.0) 62.0| 62.2| 60.1| 60.4| 57.7| 56.7 58.1 60.2
Capital exp. (%) 310, 26.7| 258| 26.6| 26.7| 29.7| 33.2 33.3 32.9
Principle repayment (%) 80| 114 121| 13.2) 129| 126| 10.2 8.6 7.0
Revenue (%) 62.9| 66.9| 69.7| 68.3| 652| 656 66.7 65.3 67.3
Population (in million) 23.7| 242 24.7| 253| 259| 26.4| 27.0 27.6 28.3

Per capita gov. exp. (in Rs.) 3380 | 3471| 3619| 4055| 4282, 5061 | 5974 7960, 9386

R=Revised estimate

P=Provisional

Note: Revenue, Recurrent exp., Capital expenditure and Principle repayment all are measures a % of Total
government expenditure,

Source: The economic survey, 2009/10, MOF, Nepal,
Budget speech 2010/11, MOF, Nepal

Surprisingly, even after the signing of the Comprehensive Peace Agreement between
the government and the rebel forces in November 2006, there has been no change in the
expenditure pattern compared to the period of active hostility. In other words, the recurrent
expenditure is still very high in comparison to the capital expenditure. In the past several years
increasing expenditure on special security plan and growing amount of spending on education
in public schools are considered two main reasons for a rise in the recurrent expenditure.
Similarly, political instability, delay in the budget approval, lingering contract processes, lower
presence of employees and lack of elected representatives in local bodies, has led to a lower-
than-expected performance of capital expenditure in the past several years.

Sector-wise breakdown of government expenditure

At present social services is the priority sector of government. Beginning from mid 1990s, the
share of government expenditure in social sector program began accelerating. Before this trend

13



14

Nepal Business Climate Survey

began, government’s priority was economic sector. In 2002/03 government had spent around
30 percent of its total spending in social sector services; overtime it has increased and it has
now reached 40 percent. The reasons behind higher allocation in this sector has to do with the
emphasis in social aspect of development such as MDGs, education for all, social inclusion
and specially targeted programs to the poor. Education sector is the sector that consumes the
highest proportion of government’s expenditure: it consumes one-sixth of total government
expenditure and half of the social service expenditure.

Table 1.15: Sector-wise breakdown of government expenditure (As a % of total expenditure)

2002/03 2008/09 2009/10r 2010/11¢
Royal Family 0.5 0.0 0.0 0.0
Constitutional Bodies 11 1.2 11 0.8
General administration 10.9 9.7 9.8 9.0
Police 7.4 6.5 6.8 5.7
Defense 8.8 6.6 6.8 5.5
Social Service 30.3 41.6 43.5 44.4
Education 15.7 16.1 17.9 17.1
Health 4.3 6.1 6.4 7.3
Drinking water 2.6 3.2 2.7 2.8
Local development 5.8 8.6 8.4 8.3
Economic Services 22.4 20.5 23.3 25.8
Loan Payment 19.2 12.3 11.0 9.0
Miscellaneous 6.7 8.2 4.6 5.6
Retirement Benefits & Staff Facility 6.7 7.7 4.4 4.4
Total Expenditure (Rs. in billion) 84.01 219.66 259.15 337.90
R=Revised estimate
E=Estimate

Source: Various red book, MOF, GON

Economic service is the second largest sector consuming government expenditure followed
by debt servicing and security sector. The trend of spending in economic sector tends to be
somewhat stable with the sector receiving from 20 to 25 percent of government expenditure.
Interestingly, the share of spending in loan repayment (principal and interest of both internal
and external loan) has sharply increased in present years and has reached around 10 percent
annually.

Likewise, spending for the police consumes most of the government expenditure (more than
two-third) allocated for general administration expenditure. If we consider police and defense
expenditure as a single head under security spending then this sector is consuming more than
13 percent of government expenditure. The following table gives the per capita government
expenditure in different sectors.



Nepal Business Climate Survey

Table 1.16: Per capita expenditure made by government for different purposes (Rs.)

2002/03 2008/09 2009/10R
1. Security (police and army) 562 1042 1,242
2. Social Service 1,054 3,310 3,980
Education 544 1,279 1,636
Health 151 484 589
Drinking water 89 257 246
Local development 200 683 770
Economic Services 779 1632 2,131
Loan Payment 669 978 1,004

R=revised estimate
Source: Various Red Books, MOF, Nepal

1.5.2 Composition of government revenue

Tax, custom duty, excises duty, fees and registration are the major source of every government’s
revenue. Broadly speaking, the government revenue is categorized into tax and non-tax
revenue. Tax is further categorized into direct tax and indirect tax. Income tax is direct tax
where as value added tax, custom duty, and excise duty are indirect tax.

Value added tax is the main source of government revenue that accounted for almost 30
percent of total revenue collected in 2009/10. The other major sources of revenue are costumes
duty, income tax, non-tax revenue and excise duty respectively. The newly provisioned tax,
educational tax, was also able to collect revenue of 183.6 million rupees in 2009/10. The trend
of different forms of tax has shown no major shift regarding contribution in total revenue of
the government in last three years as the table below illustrates.

Table 1.17: Annual government revenue collection (in billion rupees)

Particular 2007/08 2008/09 2009/10°
Total Revenue 107.6 1435 179.9
Value Added Tax 28.9 27.6 29.7
Customs 18.4 18.6 19.5
Income Tax 17.7 19.2 18.7
Excise duty 10.4 11.3 i85
Registration Fee 3.2 3.7 3.1
Vehicle Tax 1.4 1.3 1.4
Educational Service Tax - 0.0 0.1
Non-Tax Revenue 19.9 18.4 14.0

P=Provisional

Source: Current Macroeconomic Situation (Based on annual data of 2009/10), NRB

1.5.3 Budget deficit and sources of deficit financing

Similarly, government’s internal revenue is able to meet only around two-thirds of the
government expenditure. What can be inferred from this is that Nepal’s own revenue collection
cannot meet the recurrent expenditure and principal repayment. For development activities (or
capital expenditure) the government has to depend entirely upon internal debt and foreign aid
(both their grant and loan forms).

In FY 2008/09, out of the government expenditure of 219.7 billion rupees, internal revenue
could meet only 143.5 billion rupees (65 percent) while the gap of expenditure — revenue was

15
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bridged by foreign grant (26 billion rupees), foreign loan (10 billion rupees) and internal loan
(18.4 billion rupees). In bridging such a gap, in reference to the year 2001/02, external loan
has slowly decreased in absolute amount while foreign grant and domestic loan has increased

sharply within this nine year period.

Table 1.18: Government Expenditure-Revenue Gap and Source of Financing (billion Rs.)

01/02 | 02/03 | 03/04 | 04/05 | 05/06 | 06/07 | 07/08 | 08/09
Total Gov. Expenditure 80.1 84.0 89.4 | 102.6 | 1109 | 133.6 | 161.3 | 219.7
Revenue 50.4 56.2 62.3 70.1 72.3 87.7 | 107.6 | 1435
Foreign Grant 6.7 11.3 11.3 14.4 13.8 15.8 20.3 26.3
Foreign Loan 7.7 4.5 7.6 9.3 8.2 10.1 9.0 10.0
Internal Loan 8.0 8.9 5.6 8.9 11.8 18.0 20.5 18.4

Source: The economic survey, 2009/10, MOF, Nepal
Foreign aid

Foreign aid has played a crucial role in Nepal's development financing since 1950s. In terms
of macroeconomic framework, foreign aid has been used as an important resource to fulfill the
saving —invest gap, import-export gap and government income expenditure gap. The following
table gives a glimpse of how foreign aid has contributed in bridging the macroeconomic gap in
the different decades and during the past few years.

Table 1.19: Bridging the resource gap by foreign aid

Share of Foreign Aid (%) in 1976-80 1980s 1990s 2007/08 2008/09
GDP 4.1 6.9 5.8 SHS) 3.7
Development Expenditure 46.6 54.0 55.3 335 54.8
Trade Deficit 61.8 51.9 34.9 18.0 12.2
S-1 gap 93.7 73.7 55.1 26.8 16.3

Source: Calculated from economic surveys/HMGN.
Note: 1. Aid data consist only loan and grant that is shown in government budget. It does not include the a
mount of foreign aid that is channeled out of government budgetary system.
2. For F.Y. 2007/08-2009/10, capital expenditure is calculated as development expenditure

Foreign loan and grant are the two major types of aid. Foreign grant are like gifts, which are not
to be paid back whereas foreign loans are taken in a concessional rate (with low interest rate, long
gestation period) and are to be paid back over a period of 30 to 40 years. Bilateral aid, multilateral
aid and aid from INGOs are other ways of classifying foreign aid (which is essentially based on
the nature of donors). Generally, bilateral donors, multilateral donors such as UN agencies and
European Union, and INGOs provide foreign grant where as Nepal takes foreign loan from
multilateral financial institution such as the World Bank and Asian Development Bank. But
after 1990s, these institutions have also increased their grant element sharply.

Along with an increase in its magnitude, the structure as well as composition of foreign aid has
also changed over time. The following table shows the budgetary support provided by foreign
aid. This does not include the amount that is channeled by INGOs or disbursed by bilateral
donors directly.
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Table 1.20: Composition of foreign aid in Nepal

01/02| 02/03| 03/04| 04/05| 05/06| 06/07| 07/08| 08/09

1. Bilateral 467.5| 1000.4| 901.3| 923.1| 765.8| 1640.6| 1020.8| 933.3
Grant 458.8| 938.7| 894.7| 910.4| 761.8| 740.2| 957.6| 972.0
Loan 8.7 65.7 6.6 12.7 4.1 900.5 63.2 61.3
2. Multilateral 971.0| 584.1| 990.0| 1442.7| 1438.3| 944.8| 1909.3| 2701.9
Grant 209.8| 1952 233.6| 528.7| 621.0| 840.0| 1074.5| 1766.3
Loan 761.2| 389.0, 756.3| 914.0) 817.4| 104.9| 834.8| 935.6
3. Total 1438.5| 1588.6| 1891.2| 2365.7| 2204.2| 2585.4| 2930.1| 3635.2
Grant 668.6 | 1133.9| 1128.3| 1439.1| 1382.8| 1580.1| 2032.1| 2638.3
Loan 769.9| 4546, 7629, 926.6| 821.4| 1005.4| 898.0| 996.9

Source: The economic survey, 2009/10, MOF, Nepal

The composition of aid (loan versus grant) over time show mixed features. The loan component
in foreign aid started to increase since 1970/71, especially after the multilateral funding started
in the country. However, it was significantly lower than the grant component till 1982/83 (10
percent of the total). Then from mid 1980s, the loan component began to rise sharply, mainly
after the structural adjustment program. As a result, the loan component peaked in 1991/92 (80
% of total aid) and again started to decline and reached around fifty percent in 2000/01. Then,
interestingly, the grant component sharply increased while the loan component increased only
in a moderate way. In 2008/09, the share of grant and loan in total aid has become 72.5 and
27.5 respectively.

Similarly, the composition of aid in terms of bilateral versus multilateral aid is also changing.
Generally, the increasing loan in total aid represents the increasing aid provided by the
multilateral donors (especially by ADB and WB). The assumption was true up to 2000. But
in the last couple of years, ADB and WB have increased their grant component. This was
another reason for the increase in the share of grant component in total aid in recent years.

1.5.4 Remittance and foreign employment

Remittance has been one of the major sources of income of the country. Preliminary estimate
of remittance of 2009/10 remained almost 225 billion Nepali rupees, which is more than 90
percent of government expenditure of that year. The remittance income has remained around
one fifth of the GDP in last two years. It is noteworthy that not all the money earned abroad
is sent through the banking system. If the total amount entering the country both formally
and informally (such as through the hundi system) is considered, remittance is more than
the government annual budget. The following table summarizes the remittance record of the
country of the decade of the 2000s.

Table 1.21: Remittance and its share in GDP

01/02 | 02/03| 03/04 | 04/05| 05/06 | 06/07 | 07/08 | 08/09 | 09/10"
Remittance Income (billion Rs.) 47.2| 475| 54.2| 586| 655| 97.7| 142.7| 209.7 | 224.3
Remittance Income (% changes) 0.7 14 8.1 11.9 49 25| 425| 47.0 7.0

Remittance income/GDP (%) 10.3 11| 10.9| 11.1| 149| 13.8| 17.5| 21.2| 19.0

* Annual preliminary estimate
Source: The economic survey, 2009/10, The MOF, Nepal
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Malaysia, Qatar, Saudi Arabia and U.A.E are the four major destinations for Nepali citizen
looking for employment. In the past nine years (2001/02 to 2009/10), 514 thousand, 465
thousand, 321 thousand and 205 thousand laborers have reached these four countries
respectively seeking for jobs. Out of total 1620 thousand people who went abroad for work
during this period, these four countries account for around 93 percent. However, many more
go to these countries through informal channels as well.

Apart from unskilled laborers working in gulf countries and Malaysia, many other educated
and high skilled Nepali citizens work in Europe, Australia and the USA. But the record of
earning from these people is not clearly known. It could be because most of the people who
go to these countries settle there and do not send back remittances. It need not be overlooked
that annually thousands of students go to the USA, Australia and Europe, which means that
a large amount of money flows out from the country.

1.5.5 Income from tourism sector

Tourism is the third largest source of foreign currency earning of the country. There has been
a general increment in income from tourism in absolute terms. However it contributes a more
or less constant share (6-7 percent) in total foreign exchange earning. Likewise, the tourism
sector has contributed to around 2 to 3 percent of GDP of the country. The increase in earning
from tourism may be due to the increasing number of tourist entering into the country. In
2001 the total number of tourist arriving was around 361 thousand which has increased each
year and reached 510 thousand in 2009. Indians tourists are the largest in numbers followed
by Western European and North American tourists respectively. The following table gives the
absolute income from tourism sector and its contribution in GDP.

Table 1.22: Foreign Exchange Earning from Tourism

01/02| 02/03| 03/04| 04/05| 05/06| 06/07| 07/08| 08/09

Total Foreign Exchange Earnings from
Tourism (Rs. in billion)

As % of Total Value of Merchandise Exports| 14.9| 23.1| 32.9, 17.5| 155| 16.1] 30.1| 40.0
As % of Total Foreign Exchange Earnings 6.1 82| 114 6.1 4.6 4.5 6.7 6.5
As % of GDP 1.9 2.4 3.4 1.8 1.5 2.3 2.3 2.9

8.7| 11.7| 18.1| 105 9.6| 10.2| 18.7| 28.0

Source: Economic Survey 2009/10, MOF, Nepal
1.6. CONCLUSION

This paper reviewed the present macroeconomic scenario of Nepal. GDP growth rate, inflation,
macro economic gaps and government income/expenditure are used as macroeconomic
indicators to analyze the situation.

Low economic growth rate and irregular trend in growth rate are the two basic features of
the Nepali economy. Compared to the neighboring countries Nepal's GDP growth rate is
very low, recording an average of 3 percent growth annually during this decade (2001/02 to
2009/10).

Nepal has been unable to take advantage of large markets in neighboring countries and their



Nepal Business Climate Survey

growing economies. The economic survey attributes the adverse monsoon for low agriculture
growth rate while political instability has caused several obstacles which have in turn led to low
growth rate in non-agriculture sectors. In addition to the features pointed out by the economic
survey are the low productivity of the economy and comparative high cost to produce goods
and services, which in turn means that Nepal is not able to compete with its neighbors.

Examining sector-wise contribution in GDP, one could identify two major features in Nepal's
economy. First, Nepal's economy is directly shifting from agriculture to service sector while
the world's modernization trend had followed a agriculture to industry to services trajectory.
Second, the economic modernization process has slowed down in this decade in comparison
to past three decades. The share of agriculture in GDP had been reduced by, in general, 10
percent in each of the decades since 1970s, while in this decade, it has been reduced by less
than 5 percent. Further, the share of industrial sector in GDP has slowly declined during
this decade.

Poverty has been reduced to a limited extent. Absolute value of per capita income of the country
has doubled in the last eight years (as has been attested to by NLSS). But the distribution of
increased income has been unequal over the period. Statistics show that income inequalities
among individual as well as geographic regions are increasing.

Remittance has been one of the major sources of income of the country and its people. It is
also one of the factors contributing to poverty reduction. Remittance in 2009/10 was around
225 billion Nepali rupees, which is more than 90 percent of government expenditure of that
year. This is the record of remittances that flows in through the banking channel only. If the
total amount of remittances is considered, it would likely become more than the government’s
annual budget. Nevertheless the country has been unable to channel these incomes into the
productive sector. Experience show that remittance incomes is used either for consumption
purposes or invested to purchase land and buildings around district headquarters and capital
of the country. Such types of unproductive investment have the unintended consequence of
raising inflation.

After the Maoist insurgency, government’s recurrent expenditure started to increase at a high
rate while the share of capital expenditure reduced sharply. Even after the signing of the
CPA in November 2006, the expenditure pattern has not changed. Increasing expenditure on
special security plan and growing amount spending on social sector (especially in education)
are the two main reasons behind such a rise in the recurrent expenditure. On the other hand
government is still unable to spend all the capital expenditure that is allocated for development
activities. Political instability, delay in the budget approval, lingering in the contract-awarding
processes, low presence of state employees and lack of elected representative in local bodies,
have been some of the factors that have led to a lower than expected performance of capital
expenditure during the past few years.

Value added tax is the main source of government revenue. Despite an impressive mobilization
of internal resources in current years, it does not yet meet the regular expenditure of the country.
The government has not been able to control the raising trend of recurrent expenditure. In
addition to this, high saving—investment gap, government income-expenditure gap and trade
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deficit, Nepal is compelled to take more and more loans (internal as well as external) to bridge
the gap. Foreign aid has played a crucial role in financing the development process. The total
outstanding debt of Nepal has increased from 293.8 billion in 2000/01 to 386.8 billion rupees
in 2009/10.

The picture as far as trade deficit is concerned is bleak: in comparison to export, import
has increased sharply over the years. In 2001/02, the trade deficit was merely 13 percent of
its GDP. In the last four years it has increased dramatically and has reached 26 percent in
2009/10. This means that the growing demands of people are being met by imported goods
and services rather than through domestic supply.

In sum, the income and expenditure of the country is expanding. The main reason for such
an expansion is due to increased remittances from foreign employment. But the share of
consumption in GDP is very high (90%) and has remained the same as that of last three
decades. This means that the growing income has mainly increased the demand of goods and
services and has not really led to productive investments. On the supply side, the domestic
production is not being able to meet the total increased demand. Consequently, the import of
the country has tremendously increased. If the increased demand could be met internally, the
increased income would have a multiplier effect in the economy.



