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I. A Short Political History of Nepal

The Kingdom of Nepal was formed in the eighteenth century when King Prithvi Narayan Shah brought together of a number of fiefdoms and small states at the foot of the Himalayas under his rule. The Shah dynasty was, however, soon embroiled in a protracted power struggle that culminated in the emergence of Jung Bahadur Rana in 1846, who introduced the system of hereditary prime minister, giving rise to the powerful Rana oligarchy. During the Rana regime, some isolated efforts were made to bring about progressive political and social changes, but these were thwarted by conservative elements among the oligarchy that perceived such changes as threats to their hold on power. But eventually, the Rana regime sank under the weight of its own unpopularity and was overthrown by the joint efforts of the Shah kings and the people in 1951, heralding the emergence of modern Nepal.

The restoration of the Shah kings to power brought about fundamental changes in the polity and economy of Nepal. On the political front, the people of Nepal tasted multi-party democracy for the first time in their history and in the economic sphere they witnessed the first attempts to achieve planned socio-economic development. The first ever annual budget of the country was announced in 1953 and the first development plan was launched in 1957. Unfortunately, the experiment in multi-party democracy soon degenerated into inter-party as well as intra-party squabble for power that led to political instability and precluded long-lasting economic reforms.

As the political instability intensified, King Mahendra dismissed the democratic government of Nepali Congress Party in 1960 and suspended the parliament, denouncing. He assumed all executive power and established the Panchayat system in 1960, which was to remain the dominant form of political dispensation in Nepal for three decades. It was a party-less system of pseudo-democracy in which people elected their representatives from different constituencies on an individual basis, not on the basis of any political ideology or party.

Under the king’s direction, the government instituted a number of social reforms, including modernization of the legal code in 1962 and land reforms in 1964. The practice of pursuing socio-economic development through five-year development plans was consolidated, with emphasis on physical and social infrastructure. The economic regime assumed a distinctly interventionist character as the government came to control many crucial prices, and the monopoly of production activities was vested in public corporations, thereby precluding the growth of the private sector.

After King Mahendra passed away, his son King Birendra adhered to the political-economic system established by his father until the anti-monarchist movement seriously challenged his authority in 1980.  Riots broke out, and in a 1980 referendum on the form of government, the voters decided to retain the non-party Panchayat system with certain modifications.  From then onward, the king gradually relaxed his control over the polity and sowed the seeds of economic liberalization in Nepal, starting with liberalization of the financial and social sectors (especially education). This marked the beginning of a gradual decline in government intervention in economic activity. 

On the political arena, the autocratic Panchayat system led to the consolidation of power at the periphery of the palace. The resulting abuse of power and the alienation felt by the ordinary people brewed yet another political movement wherein once again the Shah dynasty joined with the people and successfully established a constitutional monarchy with multi-party governmental set-up in 1991. This transformation in political landscape was helped in so small measure by India, which had imposed an economic blockade on Nepal with a view to destabilizing the autocratic regime.

The restoration of democracy in 1991 coincided with a decisive shift towards a liberal economic regime and ever-closer economic relationship with India. But nascent economic reforms were soon blunted by the re-emergence of inter-party and intra-party feuds, reminiscent of the 1950s. Moreover, the failure of big political parties to accommodate the aspirations of smaller parties undermined the very existence of a democratic polity. Political alienation took an extreme form in the case of the Communist Party of Nepal (Maoists), which took to an armed struggle in 1996 that continued to strike mortal wounds to the fabric of the society for almost a decade.

The Maoist movement began in a modest way in the six districts of the Mid Western Development Region, but spread eventually to most parts of the country.  The Mid Western Development Region and Far Western Development Region are the most economically backward parts of the country. They have inherited the worst legacy of the caste system and suffered from prolonged neglect on the part of governments of all political hues. The widespread poverty in these regions has made them fertile grounds for breeding and sustaining the Maoist movement. Maoist attacks on government institutions and personnel intensified after 2000. In return, the government also resorted to draconian measures to curb the insurgency. By 2004, more than 10 thousand people had been killed as a result of this conflict.
In the backdrop of escalating Maoist insurgency and unabated political bickering among the mainstream political parties, democracy was dealt a mortal blow in 2002 when the Prime Minister dissolved the parliament and continued to exercise power with the blessing of the King. An even bigger blow came in February 2005, when King Gyanendra dismissed the coalition government, suspended democracy and civil liberties, and assumed absolute political power in much the same way that King Mahendra did in 1960. The major difference this time was that there were now three political forces, instead of two, trying to assert their supremacy and wrest political control of the country. They are the King, the mainstream political parties, and the Maoists. This tri-partite struggle for power continued to ravage the Nepalese society until a popular uprising against the King changed the political landscape yet again in 2006, which brought fresh hopes of political stability. Democracy emerged victorious as the powers of the King were seriously curtailed and the Maoists showed inclination to merge into the mainstream political process by shunning the path of violence.
In light of the political evolution briefly outlined above, the history of economic transformation of modern Nepal can be divided into four phases.
 The first phase covers the period from the mid-1960s to 1980 when the economy was public sector-dominated and supported by vigorous development planning. Politically, the period was characterized by an autocratic Panchayat system with absolute monarchy. The second phase, spanning the decade 1981-1990, witnessed the introduction of a liberal Panchayat system, followed by initiation of outward-oriented economic policies and gradual dismantling of the public sector. The third phase, covering the decade 1991-2000, saw the restoration of multi-party democracy under a constitutional monarchy and the adoption of a vigorous programme of economic liberalization, privatization and globalization of the economy. The fourth and final phase started from around 2000. During this phase, a liberal economic stance was maintained but its impact was stymied by an all-engulfing political turmoil caused by a bitter tri-partite struggle for power that continued until 2006.

II. Economic Growth and the Macroeconomic Scenario

II.1 Growth and Structure of the Economy

During the final three decades of the last century the Nepalese economy grew at the average rate of 4 per cent per annum. With population growing at 2.2 per cent during the same period, per capita income increased at the rate 1.8 per cent per annum. Cumulated over three decades, this rate of growth translates into a 70 per cent increase in the living standard of an average Nepali within one generation. This is not an insignificant progress, but it does represent the slowest growth of per capita income in the whole of South Asia. The contrast is even sharper with the countries of East and South-East Asia, most of which took only 10 to 15 years to double their per capita income, something that Nepal was not able to do even in 30 years.

The situation was especially bad in the 1970s, when GDP and population both grew at around 2.1 per cent per annum, causing stagnation in per capita income. There was, however, some improvement in the next two decades, when GDP grew at the faster rate of about 5 per cent, and per capita income grew at 2.3 per cent. The momentum of this acceleration was maintained with the advent of the present century, as the growth of GDP rose further to 5.5 per cent in 2001 and the growth of per capita income rose to 3.1 per cent. However, the intensification of internal conflict, combined with a downturn in the external economic environment, took a heavy toll of the economy in subsequent years, from which the country has yet to recover. The growth rate turned negative in 2002, and although it recovered slightly afterwards it remained well below the rates achieved in the 1990s (Table 1).

         Table 1: Growth of Real GDP: 1970-2004

                                                                           (Periodic average growth rate per annum, in percentage)

	
	1971-80
	1981-90
	1991-00
	2001-04

	
	
	
	
	

	Real GDP growth
	2.8
	4.5
	4.7
	2.9

	Population growth
	2.1
	2.3
	2.4
	2.3

	Per capita GDP growth
	0.8
	2.2
	2.4
	0.6


Sources: World Bank (2005a), Table 1.1; Asian Development Bank, Key Indicators 2005.

Although the economy of Nepal grew at similar rates in both 1980s and 1990s, which was close to 5 per cent, the proximate sources of growth were different in the two decades. The improvement in growth that occurred in the 1980s compared to the 1970s was driven mainly by agriculture. In the 1970s, agriculture had performed dismally, growing at less than 2 per cent in the first half of the decade and experiencing negative growth in the second half. But there was a significant turnaround in the 1980s, when agricultural growth rose to about 4.5 per cent, well above the population growth rate of 2.3 per cent (Table 2). The condition of agriculture turned for the worse again in the early 1990s, and although the situation improved slightly in the second half of the decade, the average growth rate for the decade as a whole fell to almost half of the rate achieved in the 1980s. The fact that overall GDP growth was nonetheless maintained in the 1990s was due primarily to improved performance of non-agricultural sectors, especially manufacturing. 

   Table 2: Sectoral GDP Growth at Constant Prices

                                                                           (Periodic average growth rate per annum, in percentage)

	Sectors
	1976-80
	1981-85
	1986-90
	1991-95
	1996-20
	2001-04

	Agriculture
	 -1.3
	  5.2
	   4.1
	  1.5
	  3.6
	  3.5

	Non Agriculture
	  7.5
	  4.9
	   5.5
	  8.1
	  6.0
	  2.2

	  Mining and Quarrying
	  9.1
	15.2
	  5.5
	  5.8
	  5.9
	  2.1

	  Manufacturing
	  2.1
	  5.3
	  5.2
	14.0
	  7.6
	 -0.6

	  Electricity, Gas and Water
	  6.7
	14.8
	13.9
	10.1
	  7.8
	11.6

	  Construction
	17.4
	  7.3
	  6.5
	  6.5
	  5.4
	  1.0

	  Trade, Restaurant & Hotel
	  5.6
	  4.9
	  4.4
	  7.5
	  4.7
	  0.3

	  Transport & Communication
	12.0
	  1.7
	  5.3
	  9.8
	  7.0
	  4.4

	  Finance and Real Estate
	  5.9
	  2.4
	  5.2
	  6.4
	  5.7
	  2.8

	  All others
	  6.3
	  8.3
	  6.7
	  6.8
	  6.2
	  5.0

	GDP at factor cost
	  2.4
	  5.0
	  4.8
	  5.0
	  5.0
	  2.7


Sources: Deraniyagala et al. (2003), Table 3.2; Asian Development Bank, Key Indicators 2005.
All this has led to significant structural changes in the Nepalese economy. Around 1975, agriculture used to account for more than 70 per cent of GDP. By 2000, its share had come down to just about 40 per cent. By contrast, the share of manufacturing, which was a paltry 4 per cent in 1975, increased to over 9 per cent by 2000. Other non-agricultural activities such as construction, trade, transportation, finance and real estates have also increased their share of GDP considerably during the last two and half decades (Table 3).

A recent attempt at growth accounting sheds further light on the proximate sources of growth in Nepal (Khatiwada and Sharma, 2002). The study has found that during the two decades between 1980 and 2000 growth of output occurred mainly through capital accumulation. By contrast, total factor productivity did not contribute much to the growth process. Indeed, taking the two decades as a whole, total factor productivity actually declined, thereby subtracting from growth of output rather than contributing to it. The decline in total factor productivity was, however, confined to the 1980s. There was a distinct improvement in the 1990s, when total factor productivity made a positive, albeit modest, contribution, accounting for 10 per cent of the growth of output.


        Table 3: Structure of GDP at Current Prices

                                                                                                                 (Percentage share in GDP)

	Sectors
	1975
	1980
	1990
	2000
	2004

	Agriculture
	71.6
	61.8
	50.6
	39.5
	38.7

	Non Agriculture
	28.4
	38.2
	49.4
	60.5
	61.3

	  Mining and Quarrying
	0.1
	0.2
	0.5
	0.5
	  0.5

	  Manufacturing
	4.2
	4.3
	6.0
	9.2
	  7.7

	  Electricity, Gas and Water
	0.2
	0.3
	0.5
	1.6
	  2.3

	  Construction
	3.7
	7.2
	9.0
	10.2
	10.3

	  Trade, Restaurant & Hotel
	3.4
	4.1
	10.5
	11.7
	10.4

	  Transport & Communication
	4.3
	7.0
	5.7
	8.0
	  9.2

	  Finance and Real Estate
	6.9
	8.4
	9.3
	10.1
	10.9

	  All others
	5.7
	6.8
	7.9
	9.2
	  9.8

	Total GDP 
	100
	100
	100
	100
	100


Sources: Khatiwada and Sharma (2002), Table 2.1; Asian Development Bank, Key Indicators 2005.
Despite negative contribution from total factor productivity growth accelerated in the 1980s compared to the 1970s due to rapid growth in capital formation. The rate of investment increased from an average of 16 per cent of GDP in the 1970s to 20 per cent in the 1980s and further to 23 per cent in the 1990s (Table 4). This increase in investment was not, however, financed primarily by domestic savings, as the savings rate increased only marginally from an average of 9 per cent of GDP in the 1970s to 13 per cent in the 1990s. 
In the 1980s, the increasing gap between investment and savings was financed by foreign aid. As a percentage of GDP, the flow of foreign aid increased from an average of 4 per cent in the 1970s to an average of about 7 per cent in the 1980s. The relative importance of foreign aid declined, however, in the next decade as the flow went down to less than 6 per cent of GDP. Fortunately for Nepal, the effect of declining foreign aid was offset by vastly increased flow of remittances from Nepalese workers working abroad, which became the major source of financing the gap between investment and domestic savings in the 1990s.

      Table 4: Savings and Investment Rates: 1970-2004

                                                                                                   (Periodic average; as percentage of GDP)

	
	1971-80
	1981-90
	1991-00
	2001-04

	
	
	
	
	

	Investment(including stocks)
	16.3
	19.9
	23.3
	26.0



	       Public fixed investment
	  3.9
	  7.7
	  7.0
	  7.3



	       Private fixed investment
	  9.2
	10.8
	13.7
	12.1



	Gross domestic savings
	  9.0
	10.5
	12.8
	12.4




Sources: World Bank (2005a), Table 1.1; Asian Development Bank, Key Indicators 2005.

Indeed, the growth of remittances has perhaps been the most significant development in the Nepalese economy in recent years. The size of remittances has grown at the remarkably high rate of 30 per cent per annum since the early 1990s, with important ramifications for economic growth, poverty and inequality. Around 2004, some 800,000 workers were employed abroad, mostly in India, and their remittances accounted for some 12 per cent of GDP. For a comparative perspective on the importance of remittance for the Nepalese economy, it may be noted that its contribution to the earnings of foreign exchange ($800 ml) exceeded that of merchandise exports ($633 ml) and tourism ($155 ml) in 2004.

The surge in investment in the 1980s was led primarily by public investment, financed by increased inflow of foreign aid, and supplemented by increasing recourse to deficit financing. The share of public investment in GDP rose from about 4 per cent in the 1970s to over 7 per cent in the 1980s (Table 4). Private investment, however, increased only marginally during this period. But the opposite happened in the 1990s, when for the first time in Nepal’s history there were signs of private investment gathering momentum even though public investment stagnated. The share of private investment in GDP rose to 14 per cent from the average of 11 per cent in the preceding decade. In fact, it was only the growth of private investment that kept the overall investment rate rising in the 1990s, as the rate of public investment remained stagnant. However, as the general investment climate deteriorated at the turn of the century with the intensification of Maoist insurgency and downturn in the world economy, private investment predictably declined, recovering only very slowly in recent years.

II.2 Fiscal Trends

The fiscal operations of the government of Nepal have been severely constrained by its inability to generate adequate domestic revenue. In the 1970s, only 7 per cent of the GDP was collected as government revenue. Two decades later, in the 1990s, this ratio had risen slowly to 10 per cent. Government expenditure in the mean time rose much faster – from 11 per cent to 17 per cent of GDP (Table 5). Initially, the rise in expenditure was driven mainly by the need to spend more on building infrastructures for economic and social development. In the process, development expenditure as a ratio of GDP increased from 8.7 per cent in the second half of the 1970s to 12.6 per in the 1980s. But subsequently the share of development expenditure declined, partly in order to accommodate the growing demands on resources made by the need to deal with the insurgency problem. By the turn of the present century, the share of development expenditure in GDP had fallen back even below the levels prevailing in the 1970s.

Throughout this period, the bulk of Nepal’s development expenditure was financed by foreign aid. Indeed, it was the increasing flow of aid that made a rising share of development expenditure possible despite sluggish growth in domestic revenue. From 4.1 per cent of GDP in the late 1970s, the amount of foreign aid increased to 7.6 per cent in the late 1980s. However, the ratio declined in the 1990s, and by the end of the decade, it was only marginally higher than what it was in the late 1970s. This pattern in the flow of foreign aid – rising in the 1980s and falling in the 1990s – was mirrored fully in the trend in development expenditure, which also followed exactly the same time path – rising in the 1980s and falling in the next decade. Development expenditure has thus been doubly squeezed in recent years – by the decline in the relative size of foreign aid on the one hand and by the diversion of resources caused by the escalation in Maoist insurgency on the other.

The urge to push up development expenditure in the face of slow revenue growth caused fiscal imbalances in the 1980s, which had serious repercussions on the overall macroeconomic scenario of the country. Budget deficits mounted, climbing to 6.5 per cent of GDP as compared with the average deficit of 2.2 per cent prevailing in the 1970s (Table 5). More importantly, the part of the deficit financed domestically also went up sharply – from 1.1 per cent of GDP in the 1970s to 2.8 per cent in the 1980s.

Table 5: Budgetary Trends, Money Supply and Inflation: 1970-2004

                                                                                                                                 (Periodic averages)

	
	1971-80
	1981-90
	1991-00
	2001-04

	
	
	
	
	

	Total revenue as % of GDP
	  6.5
	  8.5
	  9.8
	11.3

	Total expenditure as % of GDP
	11.0
	17.6
	16.5
	17.2

	       Development expenditure
	  8.7
	12.6
	10.1
	 6.9

	Budget deficit as % of GDP
	  2.2
	  6.5
	  5.3
	 5.8

	       o/w Domestic financing
	  1.1
	  2.8
	  1.5
	 2.3

	Broad money as % of GDP
	16.2
	27.2
	37.5
	53.9

	Rate of inflation (per annum)
	  7.5
	10.6
	  9.3
	  3.7


Sources: World Bank (2005a), Table 1.1; Deraniyagala et al. (2003), Table 3.9, and MOF (2004).

Notes: For development expenditure, the figures in the first column refer to 1976-80 and the figures in the final column refer to 2001-03.

The resulting surge in deficit financing caused inflation and balance of payments difficulties, calling for a set of economic reforms aimed at restoring macroeconomic stability and spurring economic growth. These reforms were largely successful in reducing macroeconomic imbalances – in the sense that budget deficits came down and so did inflation and balance of payments deficits, but their success in spurring economic growth remains a matter of debate.
 

Nepal’s reliance on foreign aid as the primary source of financing its rising development expenditure has resulted in sharply rising indebtedness. In the late 1970s, the outstanding amount of foreign debt amounted to just 5 per cent of GDP. One decade later, in the late 1980s, this ratio had jumped to 29 per cent, and another decade later, in the late 1990s, it had jumped further to 52 per cent. Fortunately, most of this debt represents soft loans, which has kept the debt repayment burden within manageable limits. Nonetheless, the debt-servicing ratio (loan repayments as a percentage of export earnings) has risen significantly – from 3.5 per cent in 1984/85 to 9.3 per cent in 2003/04. 

The really disconcerting aspect of the debt burden relates, however, to the pressure on government budget. Combining internal and external debt, the repayment burden currently absorbs over a quarter of total government revenue, up from less than one-fifth in the mid-1980s. Another revealing way of looking at the debt burden is to note that total repayments for internal and external debt amount to more than half of development expenditure. For instance, debt repayments were equivalent to about 56 per cent of development expenditure in 2003/04. The debt problem for Nepal is thus more of a fiscal problem than a balance of payments one, but a very serious problem nonetheless.

The main reason why Nepal has had to incur huge debts in order to finance its development expenditure lies in its chronic inability to raise government revenue. There was an upsurge in the growth of revenue in the first half of the 1990s, following the adoption by the government of a number of fiscal reforms, but it did not last long – the growth rate was almost halved in the second half of the decade. By the year 2003/04, barely 11 per cent of GDP was collected as government revenue, as against 17 per cent of GDP being spent as government expenditure.

Indirect taxes contribute the bulk of the revenue, as in most other developing countries. Their share of total revenue remained fairly constant at around 65 per cent until the mid-1990s, after which it declined to less than 60 per cent (Table 6). The composition of indirect taxes has also undergone some changes. During the 1990s, when tariffs were slashed and trade liberalisation was pursued with some vigour, the share of customs duties in total revenue declined slightly from 29 per cent to 25 percent, but at the same time the share of sales taxes increased from 18 per cent to 24 per cent. Direct taxes currently account for about nearly one-fifth of all revenue. This represents an improvement over the preceding two decades, when the share of direct taxes remained virtually stagnant at around 14 per cent. It was only in the second half of the 1990s that there was a decisive upturn in the collection of direct taxes.

  Table 6: The Structure of Government Revenue: 1980-2004

                                                                                                     (Percentage share in total revenue)
	
	1980
	1985
	1990
	1995
	2000
	2004

	
	
	
	
	
	
	

	Tax revenue
	81.3
	80.5
	78.2
	79.9
	77.3
	77.3

	      Direct taxes
	13.5
	14.3
	15.4
	15.6
	20.9
	19.1

	      Indirect taxes
	67.8
	66.2
	62.8
	64.3
	56.4
	58.2

	Non-tax revenue
	18.7
	19.5
	21.8
	20.1
	22.7
	22.7

	Total revenue
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0


Sources: Khatiwada and Sharma (2002), Table 2.9, and MOF (2005).
The structure of public expenditure has also shifted somewhat over the decades. The major changes consist of increasing shares of social services and debt servicing on the one hand and declining share of economic services on the other. The shift of public spending from economic to social sectors is in conformity with the avowed objective of successive budgetary reforms that aimed at allocating more resources towards the social sectors. The rationale for this strategy was that the economic sectors would be taken care of by the private sector following economic liberalization and privatization. Since 1990, when the reform programmes started in earnest, allocation to economic sectors has increased 50 per cent faster than the allocation for economic services. Taking a longer term perspective, in the twenty years from the second half of the 1970s, the share of social services has gone up from 23 per cent to 30 per cent of all public expenditure. During the same period, the share of economic services has fallen from 51 per cent to 35 per cent (Table 7).

      Table 7: The Structure of Government Expenditure: 1976-2000

                                                                     (Periodic average share in total expenditure; in percentages)

	
	1976-80
	1981-85
	1986-90
	1991-95
	1996-00

	
	
	
	
	
	

	Social Services
	22.5
	23.6
	22.3
	24.2
	29.9

	      Education
	10.6
	10.0
	10.3
	11.9
	13.7

	      Health
	  5.2
	  4.4
	  4.2
	  3.3
	  4.8

	      Local government
	  3.1
	  4.8
	  3.0
	  2.9
	  6.8

	      Others
	  3.6
	  4.4
	  4.8
	  6.1
	  4.6

	Economic Services
	51.1
	49.9
	47.3
	43.3
	35.3

	Debt servicing
	  4.7
	  5.8
	10.4
	13.9
	14.5

	Others
	21.7
	20.7
	20.0
	18.6
	20.3

	Total expenditure
	100.0
	100.0
	100.0
	100.0
	100.0


Source: Khatiwada and Sharma (2002), Table 2.11.

The decline in the share of economic sectors has arguably been too drastic, resulting in stagnation in public investment even before the accentuation of economic and social crisis that occurred at the turn of the present century. Stagnation in public investment in essential economic infrastructure must undermine Nepal’s ability to generate sustained growth. It should be noted, however, that only a part – roughly about half – of the decline in the share of economic sectors can be attributed to a deliberate trade-off with social services. The other part is attributable to the rising burden of repayment of past debts. The share of debt servicing in total public expenditure has increased very rapidly from under 5 per cent in the late 1970s to almost 15 per cent in the late 1990s. It is thus arguable that it is primarily the legacy of excessive borrowing in the past that has constrained Nepal’s ability to sustain acceptable levels of expenditure on economic sectors while raising the share of social sectors, which underlies the point made earlier that debt burden has emerged as a matter of serious fiscal concern in Nepal. 

A positive aspect of the budgetary allocation of Nepal has been the importance the government has attached to priority areas in social spending. Judged against the benchmark of the "20/20-compact", which envisages 20 per cent of government expenditure to be allocated in social priority sectors, to be topped up with an equal share from the donors’ funds, it would appear that the trend of budgetary allocation is in the right direction. Out of government’s own resources, allocation to social priority sectors increased form 8.3 percent of the total budgetary expenditure in 1976 to 17 percent in 2001. The donors' share also went up from 7.5 per cent in 1993 to 15 percent in 2001. 

However, other aspects of budgetary allocation have fallen well short of the prescribed international norms.  For example, in the early years of the current decade, the share of total budgetary expenditure in GNP remained at around 20 per cent against the prescribed norm of 25 per cent. Similarly, social sector allocation ratio stood at 31 per cent as against the required ratio of 40 per cent. Even the priority sector allocation ratio, which remained at satisfactory levels till late 1990s, went down in subsequent years. This has resulted in a reduction in the level of human development expenditure – amounting to just 15 per cent of public expenditure and 3 per cent of GNP in 2000 compared with the prescribed norms of 20 per cent and 5 per cent respectively.

During the past decade and a half, the government of Nepal has made conscious attempts to impart a pro-poor stance to public expenditure, with mixed success.  It has been estimated that about one-third of total public spending goes into pro-poor programmes. Further, one third of spending goes for social services and more than half of it has been allocated to the social priority sectors. At the same time, fiscal decentralisation has been pursued as an active instrument of promoting pro-poor spending. It has been observed that about 50 per cent of the expenditure undertaken by Village Development Councils (VDC) was spent on social priority areas in the late 1990s. However, the poor quality of services rendered by much of these local-level expenditures has remained a matter of abiding concern.

II.3 Money and Inflation

The conduct of monetary policy is severely restricted in Nepal because of its exchange rate regime. In order to facilitate free and expanding trade with India, Nepal has maintained a policy of fixed peg and free convertibility between its own rupee and the Indian rupee. But this has had the consequence of severely circumscribing the monetary autonomy of Nepal. In particular, Nepal is obliged to align its interest rates closely to those of India so as to avoid any destabilizing capital flight between the two countries. Since the mid-1970's, Nepal had been pursuing a policy of maintaining its deposit rates slightly above those of India in order to ensure that savings do not flow out of the country. However, following financial liberalization carried out since the 

A mismatch between the interest rate structures of Nepal and India began to emerge in early 1990's, when interest rates tended to rise in India and yet they tended to fall in Nepal due to excess liquidity in the banking system caused mainly by higher volumes of capital inflow. As a result, the Nepalese interest rates remained lower than in India. As this differential in interest rates posed a threat of capital flight towards India, the Nepalese banks began to revise the deposit rates upwards since the mid-1990s so as to converge them with the Indian ones. As a consequence of these adjustments, the deposit rate structure in Nepal is now on the whole back in line with that of India.

Nepal’s inflationary experience has been similar to that of the rest of South Asia – a moderate rate of inflation marked by periodic fluctuations. The average rate of inflation during the last three decades and a half was about 9 per cent. In the 1960s, the inflation rate was actually quite low – averaging about 5 per cent. The oil crisis of the early 1970s gave a temporary push to inflationary pressures in Nepal, as the rate of inflation entered double digit figures for the first time, but by the end of the decade it had fallen back to the 5 per cent mark.

After 1980, Nepal entered what might be described as a phase of relatively high inflation, when for nearly a decade and a half the rate of inflation remained above 10 per cent (Table 5). This phase of high inflation was ushered in by high fiscal deficits incurred in the first half of the 1980s. Deficit financing had both direct and indirect effects on inflation. The direct effect was felt through the emergence of excess demand that was caused by budget deficits. The indirect effect operated through the balance of payments. The excess-demand-induced inflationary pressures led to balance of payments deficits, which prompted a 15 per cent devaluation in the mid-1980s, which in turn stoked up further inflationary pressure in the second half of the decade. Inflation continued to remain high in the first half of the 1990s, thanks partly to a 21 per cent devaluation that was made necessary by a similar devaluation by India, with which Nepal has close economic ties.

It was only after the mid-1990s that the inflation rate began to climb down. Especially since 1999 there has been a significant progress in the price situation. The average inflation in the four years since 2000 stood at 3.7 per cent compared to the average of 9.3 per cent in the second half of the 1990s. The recent slow down in inflation is attributed partly to low import prices and partly to the economic slowdown in the country. Nepal has a long and open border with India, allowing free flow of goods and services across the border based on free convertibility of the two currencies. Cross border flows of daily consumption goods help to equalize cross-border prices. As a result, low food prices that have recently prevailed in India have resulted in depressed food prices in Nepal as well. This, together with depressed domestic demand for non-food items owing to economic slowdown, has resulted in low inflation since 2000.
II.4 Trend and Structure of the External Sector

When Nepal first embarked on the path of modern economic development in the 1950s, India was almost its sole trading partner, accounting for more than 95 per cent of all its trade. Over time, the trade regime of Nepal has experienced considerable diversification, although India still remains its most important trading partner. The regime of fixed exchange rate and free convertibility with the Indian rupee, coupled with a large and porous border between India and Nepal, have helped maintain a large share of India in Nepal’s foreign trade. Yet, in the twenty years between the mid-1970s and mid-1990s, there was a gradual decline in the importance of India as a trading partner, as its share had fallen to just 15 per cent of Nepal’s exports and 33 per cent of its imports. However, this trend was reversed after the mid-1999s, when the new Trade Treaty signed between the two countries in 1996 gave a fresh impetus to Indo-Nepalese trade by further liberalising trade with each other. The most recent Indo-Nepal Treaty renewed in 2002 has, however, introduced several new restrictions in the form of tighter rules of origin requirement and documentation, and also in the form of trade-related quotas to be triggered by export volume. Nevertheless, India currently accounts for about half of Nepal’s export and imports. Moreover, it is not just on account of merchandise trade that India looms large in the international transactions of Nepal. More than one-third of its foreign direct investment (FDI) comes in the form of joint ventures with India and more than 70 per cent of Nepal’s labour force abroad works in India, which means that remittance income, which has come to play such a prominent role in the Nepalese economy, also originates mostly from India.

Along with diversification in trading partners, Nepal has also experienced significant increases in the volume of its foreign trade. Trade ratio, measured as the sum of exports and imports as a percentage of GDP, has increased from 19 per cent in the second half of the 1970s to almost 40 per cent during 2001-04, making Nepal one of the most open economies of South Asia (Table 8). Both exports and imports have grown rapidly, although the latter has grown much faster. The export to GDP ratio has almost exactly doubled – rising from 6 per cent in the second half of the 1970s to about 12 per cent in 2001-04, while the imports to GDP ratio has increased from 13 per cent to 27 per cent during the same period.

Trade deficit meanwhile increased sharply from 7 per cent in the second half of the 1970s to 21 per cent in the second half of the 1990s before falling off slightly to 15 per cent in the next four years. Fortunately, however, despite widening trade deficit the current account has improved since 1990, because of growing contributions from service and transfer income, especially from workers’ remittances. The overall balance of payments has also remained in surplus most of the time, resulting in a comfortable cushion of foreign exchange reserves.

The structure of Nepal’s exports has undergone significant transformation over the decades. The most remarkable feature is the growing importance of manufactured exports. Between 1980 and 2001, the share of primary goods exports declined from nearly 70 per cent to 17 per cent, whereas the share of manufactured exports increased from 30 per cent to 75 per cent during the same period. Yet, it has to be recognized that Nepal’s export sector is marked by serious structural weaknesses. The main problem is that the export sector is very narrowly concentrated in a few products – garments, carpets and pashmina wool – which accounted for around 50 per cent of all export earnings in 2001. Nepalese exports are also characterised by a very high level of market concentration, making the country especially vulnerable to external shocks.

   Table 8: Trends of Exports and Imports: 1976-2004

                                                                                                   (Periodic average; in percentage of GDP)

	
	1976-80


	1981-85


	1986-90


	1991-95


	1996-20


	2001-04



	Total trade
	18.9
	 21.9
	 23.7
	 33.6
	 40.7
	38.7

	     Export
	  6.0
	   4.9
	   5.3
	   9.0
	 10.1
	11.7

	     Import
	12.9
	 17.0
	 18.4
	 24.6
	 30.6
	27.0

	  Trade balance
	-6.9
	-12.1
	-13.1
	-15.7
	 -20.5
	-15.2

	  Current account balance
	-0.2
	 -3.0
	 -6.2
	 -6.2
	 -4.5
	-2.6

	
	
	
	
	
	
	


Sources: Khatiwada and Sharma (2002), Table 2.5; Asian Development Bank, Key Indicators 2005.
III. Poverty and Human Development

III.1 Poverty and Inequality

Nepal is one of the poorest countries in the world, but there is evidence that poverty has been declining since the 1990s. The trend prevailing over the longer term is difficult to judge because of absence of comparable data. Poverty estimates have actually been made by using data from household income and expenditure surveys carried out in 1976/77, 1984/85, 1991 (rural areas only), 1995/96 and 2003/04. However, it is difficult to discern any long-term trend from these estimates, as the only comparable estimates are the ones derived from the last two surveys. Given the non-comparability of data, it is best to study the evolution of poverty in Nepal in parts – first for the pre-1995 period and then for the post-1995 period. 

For the pre-1995 period, World Bank (1999) made an attempt to derive comparable estimates of poverty over time by applying the same definitions of poverty line, income, and consumption across the surveys. Since the definitions employed in the Nepal Living Standards Survey of 1995/96 are in many ways superior to the ones used earlier, it would have been ideal to apply these definitions to the earlier data sets, but this was not possible due to the non-availability of raw data of the earlier surveys. So the researchers had to adopt the less satisfactory approach of applying the definitions employed in earlier surveys to the data for 1995/96. At least, this procedure had the merit of yielding estimates for different points in time that were comparable to each other. 

Table 9 presents two sets of such estimates. The first set takes the existing poverty estimates for 1976/77, and uses the definitions employed in 1976/77 survey to derive comparable poverty estimates for 1995/96. The second set takes the existing poverty estimates for 1984/85, and uses the definitions employed in 1984/85 survey to derive comparable poverty estimates for 1995/96. The first set thus enables us to compare 1976/77 with 1995/96 and the second set to compare 1984/85 with 1995/96.

The most striking result to emerge from these estimates is that the incidence of poverty clearly increased in Nepal between 1976/77 and 1995/96 – from 33 per cent to 42 per cent. Although the exact figures are not entirely reliable because of the questionable definitions used, one can have a greater degree of confidence in the direction of change as revealed by them. The extent to which poverty worsened also appears to be substantial – far beyond any plausible margin of error arising from sampling and non-sampling sources. 

      Table 9: Evolution of Poverty in Nepal: 1976/77 – 1995/96

                                                                                                                                   (in percentages)

	
	Comparison of headcount  ratios between 1976/77 and 1995/96
	Comparison of headcount  ratios between 1984/85 and 1995/96

	
	1977
	1995/96
	1984/85
	1995/96

	
	
	
	
	

	Rural
	33.0
	44.0
	43.1
	46.6

	Urban
	22.0
	20.0
	19.2
	17.8

	Nepal
	33.0
	42.0
	41.4
	44.6



Source: World Bank (1999)

The second noteworthy feature is that the worsening of poverty was entirely a rural phenomenon. Urban poverty appears to have declined, albeit marginally. The third point of note is that the worsening of rural poverty appears to have occurred mainly in the decade preceding 1984/85. This is indicated by the fact that between 1984/85 and 1995/96 there was only a small increase in rural poverty. Furthermore, whatever small improvement in urban poverty is observed since 1977 appears to have occurred mostly after 1984/85. Thus, on the whole, the Nepalese economy appears to have performed better on the poverty front in the decade following 1984/85 compared to the preceding decade.

Comparison between 1991 and 1995/96 lends further support to the thesis that performance on the poverty front was better in the second half of the period. By applying consistent definitions to the data obtained from the 1991 Rural Credit Survey and the 1995/96 Living Standard Survey, World Bank (1999) has found that rural poverty at best fell slightly and at worst did not rise at all in the first half of the 1990s. Further analysis of data showed that it was mainly the rural areas surrounding the Kathmandu valley and the rural Terai (southern plains) region that experienced improvement in the 1990s; the rest of rural Nepal actually became worse off.

The overall pattern that emerges from the evidence presented above can be summed up as follows. Until the mid-1990s, the growth process of the Nepalese economy mostly bypassed the rural poor. Some improvement did occur in the urban sector, however, and the pull of the growing urban economy may also have had a positive spill-over effect on some of the neighbouring rural areas, but the rest of rural Nepal experienced increasing poverty in the decade between mid-1970s and mid-1980s and at best unchanged poverty in the following decade.

These findings are broadly consistent with the overall growth pattern of the Nepalese economy. In the decades following the mid-70s, agricultural growth barely exceeded the population growth rate of 2.6 per cent. It is, therefore, hardly surprising that rural poverty intensified during this period. By contrast, the urban-based non-agricultural sector grew fairly respectably, at least after the mid-1980s; as a result, urban poverty came down to some extent. It is plausible to argue that urban poverty would have declined much more substantially but for rural-to-urban migration. However, the same migration phenomenon, coupled with other trickle-down mechanisms, has also meant that rural areas in the vicinity of the growing urban centres (mainly in the Kathmandu valley) were able to gain from the growth process. But obviously the trickle down effect of urban-biased growth was much too feeble to make any appreciable dent in rural poverty further afield.

The picture for the post-1995 period is based on much firmer ground, as data from the comparable Living Standard Surveys of 1995/96 and 2003/04 can be used to derive consistent estimates of poverty. Estimates derived by applying the same methodology on data from these two surveys show that poverty has declined appreciably between 1995/96 and 2003/04, with the headcount ratio going down from 42 per cent to 31 per cent (Table 10). The decline was especially sharp in urban areas, where poverty was more than halved within a space of just eight years, as the headcount ratio went down from 22 per cent to 10 per cent. In rural areas, poverty declined less dramatically – from 43 per cent to 35 per cent, but the extent of decline was still appreciable, especially when viewed against the evidence on rising rural poverty in the two decades between mid-1970s and mid-1990s.

   Table 10: Poverty and Inequality in Nepal: 1995/96-2003/04

	
	Headcount ratio (%)
	Poverty gap (%)
	Inequality (Gini)

	
	1995/96
	2003/04
	1995/96
	2003/04
	1995/96
	2003/04

	Nepal
	41.8
	30.9
	11.8
	7.6
	0.34
	0.41

	Urban
	21.6
	  9.6
	 6.5
	2.2
	0.43
	0.44

	Rural
	43.3
	34.6
	12.1
	8.5
	0.31
	0.35

	
	
	
	
	
	
	


Source: MOF (2005), Table 7(a);   World Bank (2005b).
One apparent problem with these estimates is that the magnitude of poverty reduction appears to be far too dramatic in the light of what one would expect from the national accounts statistics. The reason is that household surveys, on the basis of which poverty estimates are made, indicate a much bigger improvement in private consumption than what is indicated by national accounts statistics. Thus, the estimates yielded by the national accounts statistics show a 12 per cent increase in real per capita private consumption over the period from 1995/96 to 2003/04, whereas household survey data show a 42 per cent increase over the same period. Judged by the national accounts data, therefore, the extent of poverty reduction would appear to be grossly overstated.

There are, however, good reasons to believe that the actual rate of improvement in private consumption would be higher than what the national accounts reveal, although whether it would be as high as survey-based estimates is a moot question. In the first place, the GDP growth rate in Nepal is believed to be underestimated, especially in such industries as trade, construction, livestock, and dairy products. More importantly, national income estimates do not fully capture the growth in remittances sent by Nepalese workers working abroad. Remittances have assumed an important position in the Nepalese economy, amounting to as much as 12 per cent of GDP in 2002/03, and have undoubtedly played a major role in reducing poverty in Nepal. The growth in remittances picked up in the late 1990s, and household surveys are likely to capture this growth far better than national income data. The rapidity at which poverty has declined is, therefore, not as implausible as it may otherwise appear. Besides, estimates of subjective poverty, derived from perception data gathered by the same household surveys, reveal an almost identical magnitude of reduction. Objective estimates of rural wages also confirm all round improvement in the conditions of the poor.
 Thus, all in all, while the precision of poverty estimates may well be questioned, there is little reason to doubt that Nepal has experienced a substantial decline in poverty over the last decade.


The decline in poverty has been remarkably broad-based, although far from uniform, across occupational, regional and ethnic divides. People across the whole spectrum of occupations experienced reduced poverty after 1995/96 – the self-employed as well as wage earners, and agriculturists as well as those engaged in manufacturing and service. The only exception were the landless agricultural labourers, constituting about 10 per cent of labour force in Nepal, whose poverty remained essentially unchanged (World Bank 2005b, Table 4.1.)
Poverty has declined in each of the five so-called ‘development regions’ of the country (Table 11). At the same time, regional disparity in the incidence of poverty has also narrowed, as the fastest reduction in poverty was observed in the region with the highest incidence of poverty in 1995/96 (Far-Western region), and the slowest reduction was observed in the region with the lowest incidence in 1995/96 (Central region). The same pattern holds for the three ecological belts of the country – namely, Terai (southern plains), Hills, and Mountains. It used to be said that regional poverty in Nepal varied directly with height – lowest in the plains, slightly higher in the Hills and the highest in the Mountains. Apparently, while this conventional wisdom was valid at least until 1995/96, it was no longer so by 2003/04. At 57 per cent, the incidence of poverty was by far the highest in the Mountains in 1995/96, compared to just over 40 per cent in Terai and Hills. But the next eight years saw the fastest reduction of poverty in the Mountains,  so much so that by 2003/04 the extent of poverty was slightly lower in this belt (33 per cent) than in the Hills (35 per cent) and not much higher than in Terai (28 per cent).

It should be noted, however, that a somewhat different classification of regions shows that there are parts of the country that did not share in the overall reduction of poverty. People in the Rural Eastern Hills actually had the opposite experience, as poverty increased in this part of the country from 36 per cent in 1995/96 to 43 per cent in 2003/04. This exception from the general pattern may owe itself at least in part to the regional distribution of remittances. It is significant that this is the only region in Nepal that experienced a decline in the flow of remittances, while all other regions experienced increase in varying degrees.

   Table 11: Regional Pattern of Poverty: 1995/96-2003/04

                                                                                                                                            (in percentages)

	
	Headcount ratio
	Distribution of poor
	Distribution of people

	
	1995/96
	2003/04
	1995/96
	2003/04
	1995/96
	2003/04

	Development Region
	
	
	
	
	
	

	       Eastern
	38.9
	29.3
	21.0
	23.4
	22.5
	24.7

	       Central
	32.5
	27.1
	26.9
	32.2
	34.6
	36.6

	       Western
	38.6
	27.1
	18.7
	16.7
	20.3
	18.9

	       Mid-Western
	59.9
	44.8
	18.5
	17.7
	12.9
	12.2

	       Far-Western
	63.9
	41.0
	14.8
	  9.9
	  9.7
	  7.5

	       Total
	41.8
	30.8
	100.0
	100.0
	100.0
	100.0

	Ecological belt
	
	
	
	
	
	

	       Mountain
	57.0
	32.6
	10.7
	  7.5
	  7.9
	  7.1

	       Hill
	40.7
	34.5
	41.9
	47.1
	43.0
	42.1

	       Terai
	40.3
	27.6
	47.4
	45.4
	49.2
	50.8

	       Total
	41.8
	31.8
	100.0
	100.0
	100.0
	100.0

	
	
	
	
	
	
	


Source: MOF (2005), Table 7(b).

Among the ethnic groups, Dalits (the untouchables) had all along been the poorest, followed by the indigenous people (janajati). Both these groups experienced declining poverty between 1995/96 and 2003/04 (Table 12). But the rate of decline was far slower for them compared to the upper caste people (Brahmins, Chhetri, and Yadavs), who already had the lowest incidence of poverty. As a result, the relative disparity among ethnic groups widened even further, even though all groups enjoyed improvement in absolute terms. The ever-widening ethnic divide remains an abiding problem for the Nepalese society.
The overall trend of poverty in Nepal may thus be summarised as follows. After rising for two decades between the mid-1970s and mid-1990s, poverty declined in Nepal after 1995/96. This reversal of trend occurred primarily on account of the changing fortune of rural Nepal. Urban poverty has consistently declined in Nepal, at least since the mid-1980s, but rural poverty increased sharply between mid-1970s and mid-1990s, especially in the first half of the period. After 1995, however, rural poverty also declined, along with urban poverty, making poverty reduction a country-wide phenomenon for the first time in Nepal’s history.

   Table 12: Ethnic and Caste Distribution of Poverty: 1995/96-2003/04

                                                                                                                                           (in percentages)

	
	Headcount ratio
	Distribution of poor
	Distribution of people

	
	1995/96
	2003/04
	1995/96
	2003/04
	1995/96
	2003/04

	       Upper Castes
	34.1
	18.4
	26.7
	15.7
	32.7
	26.3

	       Yadavs
	28.7
	21.3
	  2.9
	  1.9
	  4.2
	  2.8

	       Newar
	57.8
	45.5
	10.6
	10.9
	  7.7
	  7.4

	       Dalits
	19.3
	14.0
	  2.5
	  3.4
	  5.5
	  7.5

	       Hill Janajati
	48.7
	44.0
	19.7
	27.8
	16.9
	19.5

	       Terai Janajati
	53.4
	35.4
	10.4
	  9.2
	  8.2
	  8.1

	       Muslims
	43.7
	41.3
	  5.7
	  8.7
	  5.4
	  6.5

	       Others
	46.1
	31.3
	21.4
	22.3
	19.4
	21.9

	       Total
	41.8
	30.8
	100.0
	100.0
	100.0
	100.0

	
	
	
	
	
	
	


Source: World Bank (2005b), Table 4.5.
The reduction of poverty that occurred between 1995/96 and 2003/04 was reasonably broad-based, benefiting all regions as well as most occupation and ethnic groups. In fact, the most poverty-stricken regions saw their poverty go down the fastest, resulting in a process of convergence among the regions in terms of incidence of poverty. There were some disconcerting features, though. Among the regions, Rural Eastern Hills experienced an increase in poverty in contrast with the general pattern; among the occupational groups, landless agricultural workers barely gained from the process of poverty reduction; and among the ethnic groups, those from the lower castes gained much less compared to those among the upper castes.

In exploring the reasons behind the decline of poverty in Nepal after 1995, it is instructive to consider rural poverty in particular, as it was rural Nepal that saw quite a remarkable reversal of trend after 1995. Useful insights can be gained by looking at the sources of growth of rural income, especially the income of the rural poor. Table 13 presents the relevant evidence, breaking up the income of the bottom 40 per cent of rural population into its various sources. The most striking finding is that almost the entire increase in income that the rural poor enjoyed between 1995/96 and 2003/04 came from two sources both of which reside outside agriculture, from which the majority of the rural poor draw their sustenance. Non-agricultural wage income contributed 51 per cent of the incremental income of the rural poor and remittances contributed 49 per cent. By contrast, agriculture actually made a negative contribution.

It would thus appear that the decline in rural poverty after 1995 had little to do with what was happening in rural Nepal itself. What helped the rural poor most was the spill-over effect of rapid growth of the non-agricultural sector in the 1990s. As noted earlier, a similar spill-over effect also operated in the first half of the 1990s, but it was confined mostly in the vicinity of the Kathmandu valley. The difference after 1995 was that growth of non-agricultural activities became much more widespread, thereby enabling rural poor in most parts of the country to engage in wage labour outside agriculture. An almost equally important factor was the remittance bonanza. The Living Standard Surveys show that in the country as a whole the proportion of households receiving remittances increased from 23 per cent in 1995/96 to 32 per cent in 2003/04, and, more significantly, per capita remittance increased by more than 150 per cent in real terms during this period. Moreover, semi-urban and rural areas shared in this bonanza no less than urban Nepal. In fact, for the Kathmandu region the direct benefit of remittances was less than the national average – the rest of Nepal gained relatively more. It was thus the combined effect of remittances and increased employment opportunities opened up by the non-agricultural economy that explains the success in reducing poverty across rural regions in Nepal after 1995.

   Table 13: Sources of Real Income Growth of the Bottom 40 per cent
   of the Population: 1995/96-2003/04

	
	1995/96
	2003/04
	Absolute

Change
	Contribution to growth (%)

	
	(1)
	(2)
	(3) = (2)-(1)
	(4)

	
	
	
	
	

	Farm income
	1976


	1923


	 -53


	 -8.7



	Agricultural wage income
	  808


	  774


	 -34


	 -5.6



	Non-agricultural wage income
	  588


	  895


	307


	50.6



	Income from non-agr enterprises
	  294


	  361


	  67


	11.0



	Remittance income
	  237


	  521


	284


	46.8



	Other income
	  333


	  369


	  36


	  5.9



	Total income
	4236


	4843


	607


	100.0




Sources: Computed from World Bank (2005b), Table 7.3.
While poverty has declined, the distribution of income and expenditure has become significantly more unequal in Nepal since 1995. The Gini coefficient of consumption expenditure has increased sharply from 0.34 in 1995/96 to 0.41 in 2003/04 (Table 10). Looking separately at urban and rural areas, it is interesting to note that the urban Gini coefficient has remained practically constant at around 0.43, while the rural Gini has increased from 0.31 to 0.35. 

The fact that the overall Gini coefficient has increased so much more than the urban and rural coefficients taken separately suggests that growing disparity between urban and rural areas has acted as the major unequalising force in Nepal. Two related forces have been working here. First, urban income, which was already much higher than rural income, has grown much faster than rural income. Thus, during the period between 1995/96 and 2003/04, urban per capita expenditure has grown at an annual rate of 4.5 per cent as against 3 per cent in rural areas, thereby exacerbating urban-rural disparity. Second, urban population has also been growing much faster than rural population. In the eight years after 1995, the share of urban areas in total population more than doubled from 7 per cent to 15 per cent. Since the urban areas have a much higher degree of inequality than rural areas, this process of urbanization has accentuated overall inequality in the classical Kuznetzian fashion.

Growing inequality within rural Nepal has also contributed to rising overall inequality in Nepal. There are several reasons behind this phenomenon. First, it is growing inequality within rural Nepal is closely linked to deep-rooted ethnic disparities. It was noted earlier that while poverty has declined for all ethnic groups between 1995/96 and 2003/04, it has declined much more slowly for the lower castes compared to the rest of the society. Since the lower castes already comprise the poorest segment of the society, such an unequal pace of poverty reduction has made the existing inequalities even sharper.

Secondly, growing inequality of land ownership has made matters worse. The Living Standards Surveys show that the proportion of households with less than one hectare of land has gone up during the period from 1995/96 and 2003/04 (World Bank 2005b, Table 4.1). Since these households have a much higher level of poverty compared to larger landowners, this shift of population towards the lower end of land distribution must have exerted an unequalising force on the distribution of income.

Finally, unequal distribution of remittance income has also played a part. Survey data reveal that while households from all income groups have enjoyed growing remittance income during 1995/96 and 2003/04, the richer households have enjoyed faster growth of remittance income than the poorer ones. For example, per capita remittance income increased by 150 per cent for the richest quintile of households, as against 120 per cent for the poorest quintile.
III.2 Health, Education and Human Development

Nepal has made significant strides over the past decades in improving the health status of its people. Between 1970 and 2001, average life expectancy has increased from 45 years to 60 years, infant mortality has declined from 160 per thousand to 64, and the proportion of underweight children has gone down from 69 per cent to 48 per cent (Table 14). The progress has been steady, rather than spectacular, and all the indicators have improved in each decade, indicating a robustness of the underlying processes that has led to the improvement.

Despite continuous improvements, the absolute levels of most of these indicators remain lower than the South Asian average, mainly because Nepal started from a very low base of health status. What is remarkable, however, is the fact that the rate of progress achieved in the 1990s outpaced the average improvement in South Asia. Nepal, along with Bangladesh, has been a star performer in the region, outpacing the progress made by bigger and richer countries such as India and Pakistan by a comfortable margin.

  Table 14: Trends in Health Indicators: 1970-2001

	Indicators
	1970-75
	1980-85
	1900
	2001

	
	
	
	
	

	Life expectancy at birth (years)
	  45
	 51
	  54
	60

	Infant mortality rate (per ‘000)
	160
	115
	  99
	64

	Under-5 mortality rate (per ‘000)
	234
	180
	143
	91

	Underweight children (%)
	 69
	 n.a.
	  n.a.
	48


Sources: NPC (2002), Table 1.6; UN (2002); UNDP (2001); National Nutrition Survey 1975; National Family and Health Survey of Nepal 1996; Nepal Demographic and Health Survey 2001.

Note: The underweight figure for 1970-75 refers to 1975.

Progress has also been made on the education front, even though the rate of improvement has not been quite as impressive as in the case of health. Net enrolment at the primary level has increased from 60 per cent in the early 1980s to 84 per cent in 2003, and adult literacy rate has gone up from 22 per cent to 48 per cent during the same period (Table 15). But progress has been much slower at the secondary level, where the gross enrolment ratio has crawled from 27 per cent in the early 1980s to just 32 per cent in 2001. 

Table 15: Trends in Education Indicators: 1980-2003

	Indicators
	1980-85
	1990
	2003

	
	
	
	

	Net primary enrolment rate
	 60
	 n.a.
	84

	Completion of primary cycle
	  n.a.
	52
	62

	Gross secondary enrolment rate
	 27
	 n.a.
	32

	Youth literacy rate
	  n.a.
	47
	62

	Adult literacy rate
	 22
	30
	48


Sources: NPC (2002), Table 1.6; NPC (2005).

Note: Completion of primary cycle and gross secondary enrolment rate for 2003 refer to 2001.

The overall improvements made on the fronts of health and education mask, however, sharp disparities within Nepal. Such disparities run along ethnic, regional and gender divides. For all available indicators of health and education, the lowers castes, comprising of the janajatis and dalits, score much poorer than the upper castes such as Brahmin and Chhetri. (Table 16) For instance, in the mid-1990s people from the lower castes had an average life expectancy of 50 to 53 years, as against an average of over 60 years enjoyed by the Brahmins. Similarly, mean years of schooling attained by the lower castes were less than two years, compared to close to five years attained by the upper castes.

   Table 16: Health and Educational Outcomes By Caste and Ethnicity: mid-1990s

	
	Life expectancy

(years)
	Adult literacy

(%)
	Mean schooling

(years)
	HDI

	
	
	
	
	

	Brahmin
	60.8
	58.0
	4.7
	0.44

	Chhetri
	56.3
	42.0
	2.8
	0.35

	Newar
	62.2
	54.8
	4.4
	0.46

	Janajati
	53.0
	36.2
	2.0
	0.30

	Dalit
	50.3
	23.6
	1.2
	0.24

	All Nepal
	55.0
	36.7
	2.3
	0.33


Sources: World Bank (2005a), Table 1.8.
These disparities along ethnic divides are also reflected in disparities across ecological regions. Thus, in the Mountains, where most of the janajatis and dalits live, average life expectancy was only 50 years in 2000, compared to an average of 60 years for Nepal as a whole. Similarly, during the 1990s average rate of infant mortality was 112 in the Mountains compared to 77 in the whole of Nepal (UNDP 2001, Table 4.7 and Annex 1). Among the development regions, the Far-Western and Mid-Western regions clearly lag behind a long way from the rest of the country in terms of health and educational outcomes as well as per capita income and overall human development. It is no coincidence that these are also the regions where Maoist insurgency has struck the deepest roots.

As in most other countries of South Asia, Nepal suffers from an acute form of gender discrimination. There is some evidence that gender disparities may have been closing over time in several dimensions, but large disparities still persist, especially in education (Table 17). 
  Table 17: Gender Disparity in Health and Educational Outcomes: 1996-2000

	
	1996
	2000

	
	Male
	Female
	M/F ratio
	Male
	Female
	M/F ratio

	 Infant mortality rate
	102
	  84
	1.2
	   79
	  75
	1.1

	 Under-5 mortality
	143
	136
	1.1
	 105
	112
	0.9

	Life expectancy (yrs)
	  55
	  52
	1.1
	   60
	 60
	1.0

	Adult literacy (%)
	  54
	  21
	2.6
	   66
	 35
	1.9

	Mean schooling (yrs)
	2.6
	1.1
	2.3
	  4.5
	2.3
	2.0

	
	
	
	
	
	
	


Source: NPC (2002).

IV. The Policy Regime

This section reviews the policy regime that has guided the development process in Nepal. Considering the relative importance of different types of policies in the context of Nepal, the discussion here focuses on three aspects of the policy regime – viz., macroeconomic policy reforms, agricultural policy, and poverty alleviation programmes and decentralization.
IV.1 Macroeconomic Reforms and Structural Adjustments

It was noted in section II that the economy of Nepal experienced a marked acceleration in growth in the first half of the 1980s, but it was based on unsustainable expansion of aggregate demand generated through expansionary fiscal and monetary policies. Public expenditure accelerated sharply in the 1980s, unmatched by similar acceleration in public revenue, leading to rising budget deficits. Development expenditure, in particular, went up spectacularly – from 8.7 per cent of GDP in the second half of the 1970s to 12.4 per cent in the first half of the 1980s, but government revenue struggled to rise from 7.7 per cent of GDP to just 8.7 per cent during the same period. As a result, budget deficit more than doubled – from 3.1 per cent to 6.7 per cent of GDP. At the same, money supply also increased rapidly, with the supply of broad money rising from 16.2 per cent of GDP to 27.2 per cent.

The adoption of expansionary fiscal and monetary policies did help bring about an acceleration in economic growth, led by the non-tradable sectors, especially construction. But it also made the growth unsustainable by fuelling inflation and adversely affecting the balance of payments. For the first time since planned development started in the 1950s, inflation remained persistently at the double digit level. From an average of 7.5 per cent in the 1970s, the rate of inflation went up to an average of 10.6 per cent in the 1980s. As the real exchange rate appreciated with rising inflation, the balance of payments situation also deteriorated. Exports plummeted from 6.0 per cent of GDP in the second half of the 1970s to 4.9 per cent in the first half of the 1980s, while imports shot up from 12.9 per cent of GDP to 17 per cent. As a result, the balance of trade worsened from 6.9 per cent to 12.1 per cent of GDP, while the current account balance deteriorated from a near balance to -3 per cent.

The emergence of these macroeconomic imbalances led first to the adoption of a stabilisation programme in 1985, followed by a structural adjustment programme in 1987. The reforms did not, however, take place all at a time in a big bang fashion. Instead, they were spread out over more than a decade, evolving in the lights of events as they unfolded. Four distinct phases of policy reforms can be identified.

In the first reform episode (1985-86) focused mainly on standard stabilization measures, but without much success. On the contrary, devaluation made things worse by triggering further inflation. Real exchange rate did depreciate despite rising inflation, which helped raise exports, but imports went up even faster, resulting in a further worsening of the current account in the second half of the 1980s. There wasn’t much joy on the fiscal front either, as budget deficit edged up slightly from 6.7 per cent of GDP in the first half of the 1980s to 7.8 per cent in the second half of the decade. Overall, the macroeconomic situation continued to remain grave.

A much more serious attempt at macroeconomic reform came in the second phase, starting in the early 1990s, when a popularly elected democratic government assumed power. During this phase, the tax base was broadened, revenue administration improved, and trade and industrial policies were further liberalized. A programme of steady reduction in tariffs was launched and quantitative restrictions virtually dismantled. Foreign exchange system was unified and current account made convertible. Interest rates were liberalised and banking sector entry was facilitated.

The third reform episode started around 1997. Its major components were liberalization of the agricultural sector, introduction of a neutral VAT, and strengthening of local governments. The fourth episode, which started around 2000, was more in the nature of governance reform than macroeconomic reform. During this phase, the government tried to improve tax policy and administration, introduced a medium-term expenditure framework, restructured the management of Nepal’s two main commercial banks, and strengthened financial sector regulations and anti-corruption efforts.

The most important component of the second phase of reforms initiated by the new democratic government involved trade policy, aiming simultaneously to accelerate the process of trade liberalization and provide incentive to exporters through a range of incentives. The average tariff rates were cut from 32 per cent in the early 1990s to 14 per cent in 2000, while the peak basic tariff was reduced from 200 per cent to 110 per cent, and the number of tariff slabs was reduced from more than 100 rates just 5 by 2001/02. Moreover, quantitative restrictions were almost completely eliminated. As a result of these measures, the effective rate of protection in manufacturing fell from 114 per cent in 1989 to 8.5 per cent in 1996. The level of agricultural tariffs in Nepal is also relatively low, ranging between 5 and 25 per cent.

The exchange rate system was completely overhauled in the process of reform. Partial convertibility in the current account was introduced in 1992, followed by full convertibility in 1993. The prevalent dual exchange rate system was abolished and the exchange rate against convertible currencies was allowed to be market-determined. However, the exchange rate against the Indian Rupee continued to be officially determined.
Exporters were offered incentives of various kinds in order to neutralise the export bias of the previous trade regime. Steps were also taken to attract foreign direct investment, permitting 100 per cent foreign ownership in most sectors. In addition, foreign investors were allowed to own up to 25 per cent of listed companies. A new trade treaty was signed with India in 1996, which eliminated most non-tariff barriers to trade with India including the value added requirement, which required Nepalese or Indian raw material content to be at least 50 per cent as a condition for getting duty free access in the Indian market. Along with this, Indian investment in Nepal was almost fully liberalized.
Taken together, these measures signified a fundamental departure from the earlier regime of trade restrictions. Nepal could now claim to have a higher degree of openness compared to most other developing countries. This was evidenced by the fact that in terms of the IMF index of trade restrictiveness, Nepal scored 2 on a scale from 0 to 10, where a lower value signifies a greater degree of openness. 

Another major component of the second phase of reforms initiated in the early 1990s consisted of privatization and allowing private sector entry into activities hitherto reserved for the public sector. The latter included initially the banking sector which experienced a surge of private sector participation especially under joint ventures, and the energy sector where private capital has been encouraged to develop small-scale hydropower projects to meet local needs. In the third phase of reform, private sector was also encouraged to participate more vigorously in agriculture, by taking part in the distribution of inputs which had hitherto been a preserve of government agencies and by engaging in commercial agriculture.

The reform process initiated in the early 1990s did seem to yield some tangible results. For instance, the reforms in trade and exchange rate regime succeeded in generating rapid export growth, with the result that the share of exports in GDP almost doubled from 5 per cent of GDP in the 1980s to close to 10 per cent in the 1990s. Imports also went up strongly at the same time, and the overall trade-GDP ratio increased from 23 per cent in the 1980s to an impressive 38 per cent in the 1990s. Although trade deficit increased sharply from 13 per cent of GDP in the second half of the 1980s to 21 per cent in the second half of the 1990s, the current account deficit came down from 6.2 per cent of GDP to 4.5 per cent during the same period. Higher export earnings, combined with remittances and tourism earnings, helped improve current account and reserves and allowed steady increase in the import of capital goods at the rate of 10 per cent per annum during the 1990s.

Yet another indictor of the positive effects of reforms is the upsurge in private sector investment. After stagnating at around 10 per cent of GDP in the pre-reform decades, the share of private investment surged to about 14 per cent in the 1990s, even as the share of public sector investment stagnated around 7 per cent. Privatization, coupled with many incentives given to the private sector, apparently did spur a healthy growth in private investment, at least until the escalation of insurgency vitiated the business environment at the turn of the present century.

The question, however, remains as to how far all these improvements added up to a decisive shift in the trend of long-term growth of Nepal. The Breton Woods institutions have argued that the reform package taken as a whole did mark a break in long term trend, putting the economy on a higher growth path. In a recent review of the Nepalese economy, for example, the World Bank has made this case by comparing the growth rates between what it has called the pre-reform period 1965-1985 and the post reform period 1985-2000. This comparison shows that the post-reform growth rate was clearly higher than the pre-reform one (World Bank, 2005a). 
The idea behind taking 1985 as the cut-off point was that it was around the mid-1980s that the first phase of reforms began. But this comparison is misleading. In the first place, by lumping the early years of Nepal’s development – i.e., the 1960s and the 1970s – into the pre-reform period, this comparison artificially tilts the balance in favour of reforms. Those early years were not just dirigistic, they were also marked by low levels of physical infrastructure and human capital that were a consequence of low level of development itself. As time progressed, higher investment in physical and human capital would have made for higher growth in any case, even without reforms. This was already evident in the first half of the 1980s, part of the pre-reform period, when the growth rate made a quantum jump from the earlier trend.
 Therefore, the inclusion of the pre-1980 primitive economy of Nepal in the pre-reform period is bound to give distorted results by failing to isolate the effects of policies from the effects of initial conditions.

Secondly, taking 1985 as the cut-off point is also questionable on the ground that the first phase of reforms was patchy, with negligible impact on the economy. The really substantive reforms came with the inception of the second phase in the early 1990s. Their effects, if any, would have been felt in the 1990s, and also beyond, if the escalation of insurgency and other extraneous factors had not spoiled the scene from 2001 onward. Accordingly, it is more logical to identify pre-reform and post-reform periods as the 1980s and the 1990s respectively. At an aggregative level, comparison of these two decades shows no discernible improvement in growth performance, as the average growth rate hovered around the 5 per cent mark in both decades (Table 1).

The case for or against reform cannot, however, rest on such crude comparisons of pre- and post-reform growth rates. A much more nuanced analysis, involving plausible counterfactuals, would be required to resolve the issue. Such an exercise is beyond the scope of this paper, but some insights can be gained by taking a more disaggregated view of economic performance. It is instructive to note that manufacturing growth improved sharply in the first half of the 1990s, averaging about 14 per cent compared to the 5 per cent rate experienced in the 1980s (Table 2). Manufactures also led the impressive upsurge in that Nepal experienced in the 1990s. The improved performance of manufacturing was, however, neutralized by an abysmally poor performance by agriculture that prevented the overall growth rate from rising in the first half of the 1990s. Reforms cannot be blamed for the poor performance of agriculture, though, because deep agricultural reforms did not start until the mid-1990s, and when they did agricultural performance actually improved in the second half of the 1990s. It is thus arguable that if the economic reforms did have a positive effect in the early stage it was felt mainly in manufacturing, offset only by a struggling agriculture beset with deep-seated structural problems. 
Even this mild claim, however, has to be tempered by two other considerations. The first relates to the impact of rapidly rising remittances and the second to the new Trade Treaty signed with India in 1996, both of which must have played big role in stimulating manufacturing growth, independently of macroeconomic reforms. After isolating these two effects, what remains of the impact of economic reforms on manufacturing is a moot question. What can be said more confidently, though, is that these reforms helped render economic growth more sustainable by basing it on sounder macroeconomic footing. The macroeconomic fundamentals clearly improved in the post-reform period. Budget deficits came down, inflation fell back to single digit from the double digit levels of the 1980s, and the balance of payments improved. So, even if the rate of economic growth did not improve a great deal following reforms, at least it became more sustainable, unlike the growth of the 1980s generated artificially by unsustainable expansion of demand. 

An indication of greater sustainability of growth in the post-reform period is provided by the evidence on the sources of growth before and after reforms. Even though the growth rate of the post-reform period (the 1990s) was not substantially different from that of the pre-reform period (the 1980s), the two decades differed significantly in terms of sources of growth. In particular, the growth of the 1990s was based on a significant improvement in productivity growth. Total factor productivity, which had experienced a negative growth of -0.76 per cent in the 1980s, turned around in the 1990s to experience a positive growth of 0.51 per cent per annum (Khatiwada and Sharma, 2002, Table 4.2). This was no mean achievement, but it’s a tragedy for Nepal that a cluster of internal and extraneous shocks destroyed the basis of sustainable growth at the turn of the present century.

IV.2 Agricultural Reforms

Agricultural backwardness has been the Achilles’ heel of Nepal’s economy. While most of South Asia was able to raise agricultural production faster than population growth, belying dire predictions to the contrary, in Nepal agricultural growth barely kept pace with population growth. Over the period from 1965 to 2000, agricultural GDP grew at the rate of just 2.5 per cent, just above the population growth of 2.2 per cent, while overall GDP was growing at the rate of 3.8 per cent per annum.

The result was a virtual stagnation in per capita agricultural production on the one hand, and a rapid decline in the relative contribution of agriculture to overall GDP on the other. From 1975 to 2000, agriculture’s share in GDP came down from 72 per cent to 40 per cent. The proportion of workforce engaged in agriculture did not decline in the same proportion, however. From over 90 per cent it declined to about 66 per cent or so, indicating a secular decline in labour productivity in agriculture, which has remained a serious impediment to Nepal’s ability to speed up economic growth and reduce poverty over the longer term.

The proximate cause of slow productivity growth lies in the low level of input use and continued reliance on primitive technology. For instance, only 40 per cent of farm land was irrigated by 2002, even though two-thirds of total cultivable area of Nepal is potentially irrigable, and only 17 per cent received year-round irrigation. Part of the problem lies in the rugged and mountainous terrain of Nepal, which makes it difficult to extend irrigation at affordable costs. That’s why, more than two-thirds of irrigated land lies in the plain terrain of Terai, and only 16 per cent in the hills. But even in Terai year-round irrigation is limited to only 20 per cent of land, well below the potential. Moreover, the facilities that exist are not maintained well. It has been estimated that government-managed irrigation schemes, which account for the major part of the irrigation system in Nepal, have a cost recovery rate just over 1 per cent (World Bank, 2005a). Schemes managed by participatory water users’ associations have a much better record of cost recovery and maintenance, but that does not fully solve the problem as government needs to get involved in large-scale schemes.

Household-level survey data collected by the Nepal Living Standards Surveys of 2003/04 reveals that only about 5 per cent of farm households used improved varieties of seeds. The same survey also shows that nearly a third of farmers do not use any organic fertilisers, and even those who do use them well below the optimal levels. The majority of farmers have very little access to credit from the formal financial sector. Only 14 per cent of household had access to credit, and in the bottom quintile only 8 per cent of the households did so.

One of the structural problems underlying the agrarian economy of Nepal lies in grossly unequal access to land. More than two-thirds of households have less than one hectare of land and account for only around 30 per cent of all farm area. By contrast, only 1.5 per cent of holdings own plots of more than 5 hectares and account for 14 per cent of cultivated land. Some 16 per cent of rural households are completely landless. The Land Reform Act of 1962 imposed ownership ceilings and tenancy rights. However, the redistributive aim of the Act remained largely unfulfilled as only 1.5 per cent of land was redistributed. As a result, the vast majority of farmers continue have too little control over land, which adversely affects both their incentive and ability to undertake productivity-enhancing measures.

Nepal has had a tradition of dual tenure system that allowed both landlord and tenant to lay claim on the land. This system of divided property rights acted as a serious disincentive to invest in land on the part of both claimants. A 1995 amendment of the Land Act tried to rectify the problem by abolishing dual ownership and physically splitting the land between the landlord and the tenant. But implementation of the law has been almost a total failure.
Yet another structural problem consists in physical remoteness of many farming communities in the Hills and Mountains, unconnected by modern infrastructure, which exacerbates the problem of access to inputs and markets. The Nepal Living Standards Survey of 1995/96 found, for example, that chemical and fertilizer inputs tend not be used beyond a distance of 5 hours from the nearest market. Moreover, more lucrative vegetable production tends to occur within 3 hours’ distance from an urban market; while subsistence production of cereals and pulses dominates in areas within 8 hours’ distance from markets. Generally, beyond 8 hours travel time, the local economy is self-contained, with little interaction with markets.

All these constraints have contributed to the stifling of agricultural growth in Nepal. The consequence can be seen from the fact that between early 1960s and late 1990s, paddy yields grew only at the 0.6 per cent per year, while neighbouring countries achieved growth rates between 1.4 and 2 per cent.
In order to overcome the deep-rooted structural problems of Nepal’s agriculture, the government adopted a comprehensive programme of agricultural reforms in the mid-1990s as part of the overall economic reforms that were undertaken in that decade. The reform programme was implemented in two stages. The first-stage reforms were packaged under the Agricultural Perspective Plan (APP) launched in 1995 as part of the Ninth Plan. The Plan sought to promote agricultural growth in a regionally balanced manner with the twin objectives of promoting efficiency through specialisation according to regional comparative advantage and ensuring that the poor people of all the regions could benefit from the growth process. The essence of this strategy was to pursue two different sets of policies for the two main ecological regions of Nepal – viz., the plains of Terai and the hills/mountains. Terai was to be targeted for the production of basic food staples, while the hills and mountains were to be targeted for the promotion of livestock and higher-valued commercial crops, and the two regions were to grow in a complementary manner by providing demand for each other.

In practice, the Perspective Plan was only partially implemented, and it was soon overtaken by the second phase of reforms that were linked to the Second Agricultural Program Loan of the Asian Development Bank signed in 1998. While the new set of reforms continued to support the differentiated growth strategy based on regional comparative advantage, it marked a decisive shift towards market liberalisation as opposed to government intervention as the primary instrument of growth. Government monopoly in the import and distribution of essential inputs such as fertiliser and irrigation equipment was abolished, making room for increased participation of the private sector in the distribution chain. At the same time, prices of fertiliser and irrigation equipment were decontrolled at the retail level and subsidies were eliminated, although a small amount of transport subsidy was retained in order to encourage the flow of inputs into remote areas.

The impact of these reforms on agricultural performance has remained a matter of some debate, however. In some respects, the performance of the agricultural sector certainly improved in the second half of the 1990s, as agricultural growth accelerated from 1.5 per cent in 1991-95 to 3.6 per cent in 1996-01 (Table 2). This improvement was brought about by increased use of modern inputs
, higher cropping intensity and diversification to higher value crops.
 

Despite these positive changes, questions have been raised about how far the reforms can claim credit. In the first place, any attempt to evaluate the effects of reforms by comparing performance between the two halves of the 1990s is slightly problematic, as agriculture was unusually depressed in the first half and it could be argued that all that happened in the second half was that growth rate returned to the level experienced in the 1980s. Secondly, any causal analysis of improved performance must take note of the fact that apart from agricultural reforms there were also other forces operating in the economy that could explain at least part of the improvement. Two of the most important among them were sharply increased flow of remittances and a highly liberal trade Treaty signed with India in 1996. How important these demand side forces were relative to any effect of reforms operating on the supply side is a moot question.

There are indeed question marks on whether even the supply side incentives improved at all following reforms. For one thing, the inter-sectoral terms of trade actually declined for agriculture in the second half of the decade. There are also indications that privatisation of input distribution, combined with removal of subsidies, may have made it harder for small farmers in remote areas to access essential inputs.
The effect of all this was clearly felt in lower productivity as well as lower profitability of cultivation. Survey data show that per hectare output of field crops declined by 7 per cent between 1995/96 and 2003/04 while costs per hectare increased by 46 per cent. As a result, net profit per hectare declined by 10 per cent and real profit per worker declined by 16 per cent (World Bank, 2005c). In all these matters, it is of course difficult to disentangle the effects of reforms from that of the conflict that escalated since 2001. But the weight of all the evidence put together warrants at least the mild conclusion that despite the attempted reforms the structural problems besetting Nepalese agriculture remain stubbornly resistant to change.
IV.3 Poverty Alleviation Programmes and Decentralization

As in other countries in the region, Nepal has pursued a whole range of targeted interventions for the benefit of specific groups of poor and marginalized people. These programmes can be classified into three categories – those targeted at specific areas, those targeted to specific population groups, and those that chose a specific entry point (e.g. credit) in order to reach the intended beneficiaries. Despite some overlap among these categories, this classification provides a convenient framework for discussing the multitude of targeted interventions pursued in Nepal. 

Area-based programmes have been implemented over those districts that have been identified as being relatively more backward, remote, isolated and endowed with a lower level of socio-economic infrastructure. One of the major programmes of this kind is the Remote Area Development Programme (RADP) initiated in 1992. By the late 1990s, this programme covered twenty two districts, with major emphasis on the development of infrastructure. There were also provisions for skill development, training of women, and training in horticulture and vegetable farming. This programme was supposed to complement the process of decentralization that the government of Nepal attempted to reinvigorate at the same time. As such, resources set aside for this programme were allocated and disbursed to respective Village Development Committees (VDC) from the centre. There was, however, little or no participation of people at the grassroots level.
The Special Area Development Programme (SADP) was introduced in 1998 as a political response to people’s display of disenchantment and frustration with unabated economic hardship, which in some districts took the form of violent eruptions. A total of 25 districts were selected, of which 22 were already included in the RADP, by applying the criteria of backwardness, remoteness, low levels of socio-economic infrastructure and/or ongoing Maoist activities. The focus of the programme was broader than that of RADP, as it sought to promote agriculture and livestock in addition to infrastructure.
The target-group oriented programmes have been launched, primarily for indigenous people (janajati), the untouchables (dalits), the so-called socially and economically disadvantaged groups (SEDG), and women and children. For the first two groups, specific actions have included reserving a fraction of government’s grants to Village Development Committees (VDC), combined with social mobilization with the help of NGOs. The Socially and Economically Disadvantaged Groups (SEDG) include bonded labour (kamaiyas), migrant households (sukumbasis), marginal farmers and landless peasants, disabled people, senior citizens, and certain backward ethnic groups who do not fall under the janajati list. The programmes for this group include the Kamaiya Debt Relief Programme and Kamaiya Skill Training Programme for bonded labourers, land resettlement schemes for sukumbasis and landless/marginal peasants, and various safety net programmes for the senior citizens, widows, and disabled people. Most of these programmes are, however, very small in size and very little is known about their impact.

Specific policies and programmes for women were introduced for the first time in Nepal during the Sixth Plan (1980-85) in the form of a National Plan of Action for Women in 1981. From a long term perspective, the most important action undertaken so far is the granting of scholarships to girl students. Other programmes have aimed at economic upliftment of women. These include credit provided by five regional banks, Grameen-Bank type replications as well as Community Development Programmes run by NGOs, and several programmes run by the Ministry of Local Development viz. Women Farmers Programme, Production Credit for Rural Women (PCRW), and Micro Credit Project for Women (MCPW). The most important of these programmes overlap with entry-point based interventions and are discussed more fully below.

The entry-point based programmes have used three major entry points – viz. credit, institution, and infrastructure. Credit-based programmes have a long history in Nepal dating back to the introduction of the Small Farmer’s Development Programme (SFDP) in 1975. Credit was given to small farmers (defined as those who owned less than 1 ha. of land in the hills and 2.67 ha. in the Terai) through group organizations and in the form of collateral-free loans for productive activities. SFDP is discussed in more detail below in connection with institution-based programmes as the overall thrust of a subsequently revitalized SFDP was to build local institutional capacity for the purpose of creating self-sustaining credit-providing entities at the local level.

Programmes that were modelled after the SFDP but were specifically targeted to women include Production Credit for Rural Women (PCRW) and Micro Credit Project for Women (MCPW). PCRW was initiated in 1982 with the objective of increasing the income of poor rural women through provision of credit and other services. By the late 1990s, it was being implemented in 67 districts. The impact of PCRW on rural women has been fairly positive in terms of their empowerment and enhancement of their self-reliance and awareness.
MCPW was started in 1994 with a similar objective as PCRW with two major differences. First, its target group included urban as well as rural women from households below the poverty line, and secondly, it aimed to provide credit as well as other services by using NGOs as intermediaries. A total of 88 NGOs were mobilized and trained as of October 1998 for this purpose. The programme is characterised by a very high loan recovery rate – as high as 98 per cent, according to an internal progress report prepared by the Ministry of Local Government.

Other credit-based initiatives include replications of the Grameen Bank model of Bangladesh initiated by Nepal Rastra Bank through the establishment of five regional rural development banks (RRDB), the Banking with the Poor Programme introduced in 1992 by the Rastriya Banijya Bank, and the Rural Micro-Credit Development Centre (RMDC) set up with the responsibility of providing wholesale credit to poor people through a variety of intermediary organizations such as NGOs, savings and credit cooperatives and Grameen Bank proto-types.
These targeted credit programmes have helped a substantial number of women and men in rural areas through income generation and employment expansion. However, many of these programmes have also suffered from mistargeting, lack of understanding of poor people’s absorptive capacity, declining repayment ratio, high service delivery cost, insufficient local institutional capacity, and inability to retain competent staff. Others have suffered due to the lack of support services such as technology, extension services, access to market, etc. This is especially true of programmes targeted to the hardcore poor such as the kamaiyas, for whom support services in the form of a complete package was absolutely essential.

Institution-based poverty alleviation programmes have focused on building institutional capacity, and fostering decentralization and local governance in an attempt to address poverty alleviation at the local level. The Small Farmers Development Programme, introduced in 1975, is the first programme of this kind in Nepal. Its focus was on group formation at the local level for the purpose of credit delivery and other services. In the early stage of its implementation, a major problem appeared to be inadequate quality of group formation, as most of the groups lacked sufficient training and expertise, leading to poor management of loans, low recovery of loans, etc. To address this shortcoming, SFDP increasingly embodied the concept of Institutional Development Programme (IDP) with the objective of strengthening the institutional management capabilities of small farmers’ organizations. Using this new concept, SFDP began an experimental project called the Small Farmers’ Cooperative Limited (SFCL) in 1987/88, which expanded rapidly in other parts of the country. Compared to the performance of the SFDP the repayment rate was found to be higher in SFCL, overhead cost to be lower, and the density of coverage and mobilization of local resources greater.
The period since 2000 has seen two major initiatives in the sphere of targeted interventions. The first initiative was based on the recognition that past programmes and policies had failed to address the fundamental problems of social exclusion faced a number of population groups. These groups included women, constituting half of the population, people living in the Western to Far Western Hills accounting for 22 per cent of the population and providing the hotbed of Maoist insurgency, and the untouchables (dalits) and indigenous peoples (janajatis), who accounted for 46 per cent of the population. Recognising that the roots of inequities that give rise to social exclusion lie deep in Nepalese society, the government has recently made a bold attempt to go beyond traditional poverty alleviation programmes, and to undertake affirmative actions of various kinds. 
Recent initiatives have focused mainly on two areas: (i) a flurry of landmark legislation aimed at mitigating or removing existing restrictive laws, for example, revisions to the Civil Code (Inheritance law and Property bill) in 2003, which allowed women the right to inherit and hold property for the first time in the history of Nepal, and (ii) affirmative action programmes and policies aimed at ensuring greater representation of women and caste/ethnic groups in civil service and local government structures.
The National Foundation for the Development of Indigenous Nationalities (NFDIN) was set up by law in 2002 for improving the welfare of Janajatis. It has undertaken a number of special programmes, such as the Chepang Development Programme, and special scholarship programmes for disadvantaged janajati groups. Similarly, the National Dalit Commission was established under an executive order in 2002 for the benefit of the untouchables. Since about the mid-1990s, national scholarships have been provided exclusively to Dalit students for study from primary to higher levels. In addition, a total of 65 income and skill oriented projects were in place as of 2005 for the welfare of Dalit households.

The second major initiative consists in the inauguration of a Poverty Alleviation Fund (PAF) in 2003. Set up with assistance from external partners and government's own resources, PAF is meant to operate as an umbrella for all kinds of targeted programmes, including the affirmative action programmes aimed at combating social exclusion. The main objective is to improve the livelihoods of the rural poor and the socially excluded by creating infrastructure, employment and income generating opportunities in the most depressed villages and communities. 

The activities to be undertaken with this Fund are expected to follow a demand-based approach, utilizing NGOs and CBOs as support groups. Community subprojects are to be implemented mainly through partner organizations (POs). These POs could be DDCs, VDCs or local NGOs or private sector, but all would have to demonstrate a proven record of working with the target populations locally and enjoying their trust. POs will also be responsible for assisting communities in preparing subproject proposals and submitting them to PAF, monitoring the quality of participation and interacting with government agencies and other programmes. Beneficiaries would need to form groups to benefit from PAF. For example, existing community organizations, self-help groups, forest users groups, water users groups, and other groups formed around economic activities can be supported by the subprojects. Unfortunately, like most other activities in Nepal the operation of PAF has also been badly hampered by the Maoist insurgency and continuing political uncertainty.


It is clear from the preceding discussion that Nepal has had the opportunity to experiment with a large variety of targeted interventions for the poor. Independent evaluations show, however, that most of them failed to achieve their stated goals in a sustained manner. The rare success stories include the Small Farmers’ Development Programme (SFDP), Production Credit for Rural Women (PCRW) and Micro Credit Project for Women (MCPW). The key to their success appears to lie in the institution-building effort that underpinned all of them. In particular, institutions that enabled the beneficiaries to participate at all levels of programme implementation contributed to their success.


The attempts at decentralization made from time to time assume a special relevance in this context. Decentralization in various forms has been practised in Nepal for a long time, but until the 1990s it used mainly to serve the interests of the elites ruling at the centre. Attempts at genuine decentralization came following the constitutional changes in 1990, first with the Local Body (LB) Acts of 1992 and then with the landmark Local Self Governance Act (LSGA) 1999, whose principles were subsequently embedded in the Ninth and Tenth Plans.

It was recognized that for decentralisation to work for the benefit of the poor, the people must be empowered at the grass-roots level and that such empowerment could only come if they were mobilised into autonomous community organisations. In this regard, a strong impetus came from UNDP, which conceptualized and implemented programmes like the Participatory District Development Programme (PDDP) and Local Governance Programme (LGP).


At the same time, the Government began to implement fiscal decentralization by providing development grants to local bodies to carry out local level development activities and by building their institutional capacity. Several government services such as primary education, basic healthcare, and agricultural extension and livestock services were transferred to local bodies. The local bodies were also entrusted with the responsibilities of providing for small-scale drinking water and irrigation facilities, construction of agricultural roads and maintenance of district and urban roads.


Notwithstanding these initiatives, progress has been stymied by domestic uncertainties as well as difficulties inherent in the decentralization process. The Maoist insurgency seriously impaired the ability of local bodies to function effectively by causing damage or destruction of physical infrastructure. At the same time, the political tug of war between the King on the one hand and the opposition parties and the Maoists on the other left the local bodies without elected representatives for several years. In the absence of elected representatives, local-level government officials carried out the responsibilities entrusted to local bodies, which amounted to a serious retrogression of participatory decentralization that Nepal had so boldly initiated in the 1990s.
V. Concluding Observations

Nepal embarked on the path of modern economic development in the 1960s under a particularly trying set of initial conditions. The challenges it faced ranged widely involving geography, history, and culture. Geographically, Nepal had to contend with the disadvantages of being a landlocked country and having a difficult terrain that rises steeply from the plains of Terai in the South to the middle hills and the Himalayan range in the North. Historically, it had to bear the legacy of more than a century of rule by a rapacious dynasty that thrived on the extraction of resources from the land and the people and repressed any political or economic threat to its power. Culturally, it had to deal with a fragmented society vitiated by caste and ethnic divisions. These problems were compounded in the first few decades of planned development by an excessively interventionist policy regime that undermined the prospects of development by encouraging rent-seeking by the elite on the one hand and discouraging private enterprise on the other.

After 1990, there were signs that the economy was finally waking up from a long slumber. In the market place there were stirrings of a new enterprise that had the potential of taking the economy to a higher growth trajectory, and in the sphere of governance there was a decisive move towards a participatory and decentralized decision-making process that had the potential of reorienting development towards of the disadvantaged segments of the society. But the potential benefits of these initiatives were largely dissipated as a consequence of a protracted political vacuum caused by a tripartite power struggle between the King, the main political parties, and Maoist insurgents.

The Maoist insurgency that began in 1996 and escalated viciously after 2001, inviting an equally vicious response from the government, put a stranglehold on the economy and the society at large. Quite apart from the human tragedy it has caused in terms of loss of human lives
, it has also seriously hampered the process of economic and social development in Nepal. The areas worst affected by the insurgency have obviously suffered the most. It has been revealed, for example, by the Nepal Living Standard Surveys that even though the small farmers in the western hills, which fall within the worst affected areas, had the highest levels of land and labour productivity in 1995/96 compared to farmers of similar size in the rest of the country, by 2003/04 they had the lowest productivity of all. The proximate reason for this decline lies in relative lack of access to essential inputs and market owing to the disruptions caused by insurgency. While average irrigated area increased between 1995/96 and 2003/04 for all other groups of farmers, it remained stagnant on small farms in the West Hills; only 46 per cent of them reported usage of fertiliser compared to 70 per cent in the East Hills; the proportion of small farmers using improved seeds for paddy was also the least in the West Hills; and the region was also the least commercialized Clearly, the insurgency-related disruption in market transactions is blighting the livelihood prospects of many a poor farmer in the affected regions.

It has also been observed that the level of human development across regions is inversely correlated with the intensity of conflict. It has been estimated, for example, that the worst affected districts had a human development index of 0.27 as compared with an index of 0.38 for the most lightly affected ones (World Bank 2005a, Table 1.4). There is of course a problem here of disentangling the direction of causality, since lack of human development can be both a cause and a consequence of insurgency. There is, however, no reason to doubt that insurgency has played a causal role in depressing human development, even though the quantitative magnitude of the effect cannot be easily estimated. The clearest evidence of this comes from the information on disruptions in service delivery caused by dismantling of elected local governments as well as disruption of specific services. A recent survey has found, for instance, that compared to the national average of 75 per cent of children being vaccinated, less than 37 per cent of children were vaccinated in two conflict-ridden districts (World Bank, 2005a, p.6). The education sector has suffered particularly badly because of persistent attacks on educational institutions.

But it is not just the affected districts that have suffered as a consequence of the ongoing conflict. The economy as a whole has suffered due to loss of infrastructure, worsening of the investment climate, diversion of scarce resources for internal security, reduction in tourism, and a general disruption in development activities as the conflict has spread to most parts of the country. Although other factors were also partly to blame, the escalation of insurgency was directly responsible for turning the growth rate negative in 2002 and keeping the average growth rate since 2000 well below the rates achieved in the 1990s. In all this, the political impasse created by the power struggle between the King and the main political parties also played a role by accentuating uncertainties and disrupting the political processes underlying economic policymaking. The possibilities of a new lease of life for democracy and a rapprochement with the Maoists that have emerged with the demise of Royal power since 2006 at last offer an opportunity for ensuring that the shoots of development that seemed to be sprouting in the 1990s are not be destroyed completely.

***
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Notes





� The characterisation of the first three phases follows closely the description given in Khatiwada and Sharma (2002).


� These reforms, their antecedents and their consequences are discussed more fully in section IV below.


� For a more detailed discussion of the degree of pro-poor property of public expenditure in Nepal, see Deraniyagala et al. (2003).


� For a fuller discussion of all these pieces of evidence, see World Bank (2005b).


� The evidence on the regional distribution of remittance, as obtained from Nepal Living Standard Surveys, is discussed in World Bank (2005b).


� It is instructive that the average growth in the post-1985 period was not significantly higher than what was already achieved in the first half of the 1980s.


� The use of fertilizer increased despite reduction of subsidy. Even among the poorest quintile, the proportion using fertiliser increased from 41 per cent to 55 per cent between the two halves of the 1990s. For more detailed discussion of the evidence, see World Bank (2005a, 2005c).


� The Nepal Living Standards Surveys show that between 1995/96 and 2003/04, cropping intensity increased from 1.6 to 1.8, and the share of commercial crops in gross crop output increased from 24 per cent to 31 per cent.


� The discussion in this sub-section draws heavily on Osmani et al (1999).


� The ten-year long insurgency has cost more than 10,000 lives, most of it since 2002.
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