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EXECUTIVE SUMMARY 
 

1. The study attempts to identify the sources of growth including factor productivity in 
major sector of the economy and examine the pattern in distributional gains amidst slow 
or stagnating growth trend and rising income inequality that Nepal faces at the moment.  
 

2. For the study, both qualitative as well as quantitative methodological approaches have 
been followed. In the qualitative analysis, economic policies pursued by Nepal in the 
areas such as fiscal, trade, investment, employment, money and finance have been closely 
reviewed. This is followed by a comparative analysis of major macro and sectoral 
performance indicators of the Nepalese economy.  Subsequently, a rigorous quantitative 
analysis has been made to find out the sources of growth and major determinants of the 
total factor productivity in major sectors of the economy. For this, standard growth model 
in the line developed by Solow has been employed again after closer review of many 
study findings including their methodological approaches. One additional feature of the 
quantitative analysis is that it also assesses the likely intra-inter sectoral reallocating 
impact of traditional inputs on productivity taking sources of growth and TFP 
determinants into account. This is followed by the examination on the likely effect of 
growth on distributional gains. Interview and discussion with key informants has also 
been the part and parcel of the analysis to verify the findings of the quantitative exercise 
and obtain the specific policy suggestions from the stakeholder.  

3. A closer review of the policies in the areas of fiscal, trade, investment, employment, 
money and finance indicates that a big policy departure in these areas has taken place 
after the initiation of reforms in Nepal from the beginning of 1990s. The policy reforms 
have also been accompanied by legal and institutional reforms added by frequent changes 
in many of them aimed at correcting lapses or fulfilling policy or institutional gaps. 
Despite this, some serious problems in both policy and institutional fronts have emerged 
and aggravated with adverse growth and distributional implications as secondary data 
indicate. 

4. The empirical analysis on sources of growth , determinants of TFP and likely effect of 
intra-inter sectoral reallocation of input on productivity provide more insights into some 
of the underlying reasons. The regression results show that the variation in the growth is 
predominantly explained by the labor input for the period 1975 to 2010. In the post 
liberalization period, the contribution of labor has further enhanced more so in the 
services sector. Only in the secondary sector, some increased contribution of capital is 
observed. Due to the predominance of informal labor market with increased tendency of 
its informalization, declining labor share in the agriculture sector and stagnating or 
decelerating trend in secondary sector in general and manufacturing sub-sector in 
particular, the services sector has been the one which is absorbing increased labor force. 
This has had both growth and productivity effect on the Nepalese economy.  

5. Separate estimates for three sectors to delineate the contribution of traditional inputs and 
total factor productivity to the growth rate indicates that for the total period of 1990 to 
2010, the contribution of TFP is negative. The results thus corroborated that free trade 
and other liberal policies generally leads to enhance productivity and growth 
automatically is misleading and hence combination of policies, their sequencing and host 
of related factors are critically important for enhancing productivity. Among the TFP 



 

 

determinants, variables like trade openness, financial deepening, banking sector credit 
and government investment were found to be non-significant in some equations.  

6. The results on reallocation exercise indicate that labor sector reallocation effect is always 
negative in the primary sector. This means the Lewis effect is prevalent. In the secondary 
and tertiary sectors, the effect would be just opposite. In case of capital input, only when 
there is high rate of reallocation of capital in primary and secondary sectors relative to 
tertiary there is some positive contribution to the productivity.  

7. The findings also suggest that there is no noticeable positive distributional gain of growth 
in the post liberalization period. The national accounts estimates indicate that the factor 
share of labor in total factor returns has reduced one year after another despite the fact 
revealed by the model estimates that the contributory to growth has primarily been the 
labor input. The Nepal Living Standard Survey (NLSS) results also reveal that the share 
of wage earnings in total household income has sharply reduced during the period 1996 
to 2011. This has had very detrimental effect on income inequality as well as very high 
gini-coefficient indicates.  

8. In the Nepalese context, both qualitative and quantitative analysis suggests on the need of 
a comprehensive approach in policy making for bringing coherency in macro and sectoral 
policies. As an offshoot, there is a need of ex-ante approach in examining the likely 
consequences of the proposed policies on total factor productivity and growth. As the 
results suggest, there is a need of higher priority on production and infrastructure sectors 
that could minimize supply side bottlenecks and strengthen internal size or capacity of 
the economy for enhancing sustainable growth, raise exports and generate productive 
employment. The encouragement to bubble and then bust type policy course amidst 
massive inflow of remittances will be counterproductive in future as in the past. In this 
respect, the reforms in the fiscal and monetary policy accompanied by formulation of 
comprehensive new investment policy will be desirable.  

9. The results on reallocation effect of labor and capital suggest that labour policy including 
wage and productive employment policy should be the integral part of macroeconomic 
policy setting in Nepal.  
 



 

 

 

CHAPTER ONE: INTRODUCTION 

1.1 General Background 
 
Beginning with some market oriented reforms in the mid-1980s, wide ranging policy changes 
have been intensified by Nepal since the beginning of the 1990s. Changes in trade, fiscal and   
monetary policies have been quite phenomenal at the macroeconomic policy front. Creation of 
investment friendly environment to the private sector, strengthening of free trade and openness 
system, improved access of private sector to the banking sector credit along with intensification 
in financial deepening, better allocation of public sector resources and adherence to the policy of 
economic stabilization have mainly guided the macroeconomic policy framework. After WTO 
membership in 2004, Nepal is pursuing more opening up and liberalization policies in the 
services sector as a part of fulfilling WTO membership obligations. Similarly, in the large and 
medium industries, a hundred percent foreign equity participation is permissible with no 
restrictions on repatriation of invested funds. There is no entry barrier to the foreign investors in 
the financial sector. These steps have been taken to attract foreign direct investment as well as 
facilitate technology transfer. Today, based on tariff and openness criteria, Nepal stands as one 
of the most liberalized countries in the South Asian region (GoN, 2004 and Khanal, 2009). 
 
In parallel, sector specific reforms have also been carried out in tandem. A more liberal policy 
has been pursued in the agricultural sector since the mid 1990s. Policy changes for attracting 
investment in the manufacturing sector are also continuously taking place with additional 
incentives to the domestic resource based micro or small industries. More rebate and facilities 
are now provided to the investors for attracting investment in the energy sector.  With the 
beginning of the Tenth Plan (NPC, 2002), a shift in the sector priority has also taken place. 
Today, more priority is given to the social sector development and poverty reduction programs. 
The infrastructure sector is also receiving high priority in view of its backward and forward 
linkages effect with rest of the sectors including complementary role of inducing the private 
sector. One distinguishing feature of the ongoing policy changes or improvement is that 
institutional and governance system reform forms the cornerstone. The labor market reform is 
also part and parcel of the ongoing reform for raising labor productivity as well as generating 
employment opportunities to the growing labor force or unemployed. All these steps or measures 
have been continuously pushed for augmenting growth in a sustainable way and ensuring better 
returns to the labor force.  
 

 1.2 Research Problem   

As various indices show, Nepalese economy performed well for some time in the aftermath of 
economic liberalization and open up policies (Khanal, 2010). Not only rise in export and  
manufacturing output but also growth in employment with some noticeable changes in its 
structure was quite phenomenal up to the mid 1990s ( Khanal et al, 2005). But thereafter, 
problems began and intensified in many fronts of the Nepalese economy. The growth rate has 
almost stagnated at 3.5 to 4 percent more recently. Along with deceleration in manufacturing and 



 

 

other important sectors, goods and services export in GDP has reduced to 9.8 percent in 2010 
from 24.2 percent in 1995.  In addition to gross fixed investment remaining below 20 percent of 
GDP after 1995, domestic saving to GDP ratio has gone down to 7.4 percent in 2010 from 15.2 
percent in 2000 with remittances and other inflows meeting widened resource gap (MOF, 2010 
and CBS, 2011). Despite unemployment rate at 2.1 percent (CBS, 2008), poverty among 
employed workers has been derived to be almost 55 percent (Campbell, 2010).  The Gini-
coefficient measured following even consumption approach shows that it went up to 0.414 in 
2004 from 0.342 in 1996, the highest increment among the Asian countries in recent years 
(ADB, 2007). Moreover, such a co-efficient derived based on recent Nepal Living Standard 
Survey (CBS, 2011) data following more robust income approach shows that it is 0.506 for 2011 
(Khanal, 2011) which is one of the highest among the developing countries. The latest Human 
Development Index is also reported to be 0.509 which is the lowest in the South Asian region 
(UNDP, 2009).  
 
These trends are opposite to the basic premises under which various liberal and market friendly 
policies have been pursued and intensified in Nepal. Literature based on both theoretical and 
many country experiences argue that economies that are liberal and more open would have 
higher rates of growth, as a result of higher investment and sustained gains in factor productivity.  
Based on the similar arguments it is added that along with faster growth rates it also brings about 
industrial transformation, changes in the structure of employment, and a decline in poverty 
(Frenkel and Romer, 1999, Bhagwati and Srinivasan, 1999 and Dollar and Kraay, 2001). More 
broad based reforms emphasized in recent years with focus on human resources and 
infrastructure development to together with trust on institutional and governance related reforms 
were expected to be additionally contributing to that process. But as the various indices reveal 
this could not happen.   
 
Against such backgrounds, identification of sources of growth including factor productivity in 
major sectors as well as closer examination of factor distribution in terms of return to capital and 
labor would be necessary to find out underlying reasons contributing to low and unsustainable 
growth for exploring better policy alternatives to overcome from such deepening problems. 

 

1.3 Research Questions  
 

 How growth, saving, investment, employment and other important indicators to be 
contributing to growth have performed during the pre and post liberalization period and 
what linkage they have with policy changes? 

 What are the sources of growth in primary, secondary and tertiary sectors in Nepal? How 
their contribution has performed or changed in the aftermath of economic liberalization? 

 What is the trend of returns to labor and capital affecting distributional gains? 
 In what direction policy and institutional reform induced balancing of intra and inter 

sectoral sources of growth and returns to labor and capital will be required to enhance 
sustained growth in Nepal? What is the perception of stakeholders in this regard? 
 
 
 



 

 

 

1.4 Scope of the Study 
 
 review economic policies with focus on investment, employment, fiscal, trade, monetary 

and financial policies and assess macroeconomic and sectoral performance of the 
economy,    

 identify major sources of economic growth in primary, secondary and tertiary sectors and 
derive determinants of  total factor productivity in these sectors separating pre-
liberalization and post liberalization period and  evaluate the economic policies affecting 
total factor productivity,   

 analyze intra and inter sectoral input and productivity growth pattern constraining 
sustained growth and identify balancing sources of growth, 

 analyze factor returns in terms of returns to labor and capital and assess distributional 
gains or losses taking sustained growth into especial account,  

 carry out diagnostic survey among key informants to verify quantitative analysis based 
findings and get policy feed backs, and   

 draw policy inferences from the standpoint of balancing sources of growth and 
distributional gains. 

 

1.5 Structure of the Report 
 
The study has seven chapters. After this introductory chapter, next chapter is devoted to review 
the literature. Chapter third presents conceptual framework and methodology. In the chapter 
four, review of the major economic policies and performance of the economy is presented. Major 
findings of the quantitative  work on sources of growth, major determinants  of the total factor 
productivity and likely effect of  intra –inter sectoral reallocation of inputs is discussed in the 
chapter five. In the same chapter, quick review and analysis of trends in factor returns and their 
ramification of distributional gains has been made. Chapter six has been devoted to discuss the 
main findings of the perception survey carried out among the key informants. In the last chapter, 
main concussions and recommendations are presented.  
 
     
 
 
 
 
 
 
 
 
 
 
 
 



 

 

 
 

CHAPTER TWO: REVIEW OF LITERATURE 
 

2.1 Theoretical Development  
 
Modern growth theory suggests two fundamental sources of economic growth viz, the rate of 
factor accumulation and total factor productivity (TFP). After Solow (1957), many theoretical 
works have tried to decompose the growth rate of aggregate output into (a) component explained 
by the factor growth and, (b) Solow residual component (Amin, 2000).  Aggravation of chronic 
type problems amidst too much emphasis on capital accumulation has led to theoretical stress on 
the investment in such factors that could contribute to enhance total factor productivity growth 
leading to higher but sustained growth. Similarly, the phenomenal rise in income inequality in 
recent years have brought the distributional gains issue in the forefront under which returns to 
the capital and labor form important ingredients of growth analysis. As an offshoot, the inclusive 
growth issue has received prominence particularly from the standpoint of timely accomplishment 
of MDGs in countries like Nepal.  
 

2.2 Reviews on Empirical Studies  
 
2.2.1 Global/Developing Country Context  
 
Studies (World Bank, 1989, 1995; Elias, 1992) examining the developing country experience 
show that labor and capital input have mainly accounted for the output growth in these countries. 
Sectoral analysis of the sources of growth covering 70 developing countries, however, finds that 
variation in country-wise productivity growth is quite large (World Bank, 1995).  
Psacharopoulos (1991) shows that introduction of human capital or the quality of labor into the 
production function explains a large variation in residuals. Examining sources of Chinese 
economic growth, Hu and Khan (1997) found that contrary to the tradition, efficiency has been 
the driving force behind the Chinese economic boom, with sharp productivity increases 
explained by economic reforms that started in 1978.  A few growth accounting studies conducted 
using African data (Tahari et al., 2004; Ndulu et. al., 2008) conclude that factor accumulation 
accounts for the entire growth rate in Africa, with no contribution from TFP growth. Such 
findings corroborate that those countries have succeeded in achieving sustained rates of 
economic growth that have used policy instruments properly and wisely (Lindernberg, 1993 and 
Amin, 2000).   
 
More sector specific studies point out that the role of physical infrastructure is critical on 
enhancing sustainable higher growth. A World Bank study shows that investment in 
infrastructure —including electricity to power industry, telecommunications to support 
commerce, and roads, railways, and ports to transport goods—is crucial in raising growth as well 
as reducing poverty (Narayan et al, 2000; and Narayan and Putsch, 2002).  Another study 



 

 

indicates that delivery of key services such as access to safe drinking water, basic sanitation; 
health and education critically depend on the availability of physical infrastructure services 
(Garmendia et al, 2004). In some Latin America countries inadequate investment in 
infrastructure during the 1990s reduced the long-term growth by 1 to 3 percent (Easterly and 
Servén, 2003). The sector-specific estimates of the social rate of return of infrastructure projects 
show high rate of returns and corroborate the view that infrastructure investment would have 
strong positive impact on poverty reduction (Garmendia et al, 2004). Datt and Ravaillon (1998) 
find that between 1960 and 1990 rural poverty levels changed considerably in Indian states. 
States that started with better infrastructure and human resources were able to reduce long-term 
poverty in a more drastic way. Fan et al. (2002) document the critical role of infrastructure 
development, particularly roads and telecommunications, in reducing rural poverty in China 
between 1978 and 1997. The authors argue that poverty fell because of the growth in rural non-
farm employment that followed expansion of infrastructures. Some researches also indicate that 
the degree of efficiency in the organization of infrastructure investment, in its maintenance, and 
in service provision matters a lot for pro-poor growth outcomes and affordability (Willoughby, 
2001). Here, the role of the institutions including governance system comes to the picture.  

 
After North’s (1990) work, distinct role of institutions in efficient production and gains in 
productivity has also been increasingly emphasized (Rodrik, 1999, World Bank, 2002 and 
UNDP, 2002).  
 
After findings of Young (1995) and Kim and Lau (1994, 95) that the economic miracle of East 
Asian countries was simply due to capital accumulation rather than total factor productivity 
growth threatening sustained growth, financial crisis of 2008 has again aroused interest on 
examining the feature or pattern of sources of growth. There is a strong view that as  a result of 
negligence to the production sectors during the time of financial accumulation, a big gap 
between real and hyper financial sector widened leading to stagnation or worsening of total 
factor productivity growth and generating or aggravating economic crisis. It is also argued that 
during the financial accumulation process, there was a tendency of increased share to the capital 
rather than labor having somewhat direct and indirect impact on aggregate demand that 
eventually led to unsustainable growth (Willios and Wroblewski, 2008, Molochny, 2009, 
Stiglitz, 2010, Ideas, 2010, Shaoul, 2011 and UNCTAD, 2011)1.   
 
The frequent crisis in the post liberalization period along with rise in income inequality has also 
generated new interest among the researchers to reexamine the linkage between macroeconomic 
policies and growth in general and trade liberalization and sustained growth with equity in 
particular. Many empirical works in recent years are questioning those finding that trade 
liberalization automatically lead to raise total factor productivity, enhance growth, augment 
employment and reduce poverty.  The finding that trade openness, broadly defined, promotes 
growth, as reported by Dollar (1992), Sachs and Warner (1995) and Dollar and Kraay (2002), 
has been questioned by Rodriguez and Rodrik (1999) on the grounds that their measures of trade 
liberalization and their econometrics are inconsistent.  Some studies reveal that there is no 

                                                            
1 Many of the studies or papers are qualitative in nature. From the empirical point of view, study by Molochny 
(2009) is important which tries to link endogenous growth theory with the financial crisis. Similarly, Willios and 
Wroblewski (2008) try to assess how productivity growth in US has been distributed to capital and labor to draw 
inferences from the sustained growth point of view.  



 

 

conclusive evidence of trade induced productivity gains, bigger intra-industry reallocation of 
resources among import competing industries and even efficiency gains and spill over effects in 
developing countries. Although generally skill intensity gains are apparent in developing 
countries, they have been outstripped by welfare losses owing to unskilled job losses and wage 
vulnerability (Epifani, 2003). A study by Walde and Wood (2004) also indicates that 
generalization on trade and growth nexus is harmful from policy standpoint.  The market 
imperfections including exclusionary financial services have also been found to be detrimental 
for growth in least developed countries (Foellni, R. and Oechscon, M., 2010)2.  
 
Thus, various study findings focused on one area or the other also corroborate the main findings 
of a more comprehensive study that quality institutions, human capital development, suitable 
macroeconomic policy environment and diversified economic base are essential for higher total 
factor productivity growth in developing countries (Tahari, et al 2004). 
 
2.2.2 Nepalese Context  
 
In the Nepalese context, an aggregative study made almost one decade ago testing Solow and 
endogenous growth model concludes that GDP growth is mainly attributed to the changes in 
factor inputs and hence finds no role of TFP in augmenting economic growth (Khatiwada and 
Sharma, 2002). A study examining the economy-wide and firm level productivity trend in 
industrial firms finds no improvement in the manufacturing sector productivity (Sharma, 1999). 
A trade and competitiveness study commissioned by the government additionally confirms that 
measured by the trend in total factor productivity and comparative levels of efficiency, Nepal has 
not made any strides in improving its long term competitiveness over the last twenty years 
(GON, 2004). Similarly, a study devoted to examine trade and investment linkages and their 
impact on productivity and export growth concludes that despite some improvements during the 
liberalization period compared to pre-liberalization period, total factor productivity is still 
negative in Nepal (Khanal and Shreshtha, 2008).  
 
Thus, a more updated study is warranted in this area. More importantly, in view of most of the 
studies either having some specific trade or manufacturing sector focus or lacking policy linked 
analysis of the estimated results, a more comprehensive quantitative analysis to fulfill such a gap 
is essential from the policy standpoint. Additional problem from the policy standpoint of such 
studies is that they have almost overlooked the distributional dimension of growth, crucial for, 
among others, sustainable growth. One related problem from the point of view of results is that 
no robust statistical tools have been employed in these studies. From the stability as well as 
predictability point of view of the estimated results, this aspect is critically important.  
 

 

 

                                                            
2 A study mainly devoted to examine financial market structure and growth finds that access to financial services is 
one of the reasons for low and unsustainable growth in developing countries. For such a finding see Fritzer, F., 
www: financial market structure and growth.pdf.   



 

 

 

 

 

CHAPTER THREE: CONCEPTUAL FRAMEWORK AND METHODOLOGY  
 

3.1 Conceptual Framework   
 
 
Both theoretical and empirical works confirm that traditional inputs like labor and capital and 
factor productivity growth are the principle sources of growth.  From the sustainable higher 
growth perspectives, productivity growth is very important in a country like Nepal. Similarly, the 
importance of distributional gains has increased overtime as they would also have critical role on 
the sustainability of sustainable growth through distributional implications.  
 
 
Considering from these angles, it is instructive that combination, rebalancing and substitution of 
inputs or productivity enhancing factors would have diverse implications on growth and 
distributional gains. Indeed, the role of policies and institutions and changes in resource 
allocations decisions come to the forefront in this respect. The conceptual framework presented 
below is driven by all these factors. It also takes into account the mutual effect of rebalancing 
factors which again are affected by, among others, changes in policies and other discretionary 
means.  



 

 

 
Conceptual Framework: Sources of Growth 
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3.2. Methodological Approach  
 
The study has followed both qualitative as well as quantitative methodological approaches. In the 
beginning, a rigorous qualitative analysis of economic policies in the areas such as fiscal, trade, 
investment, employment, money and finance has been made. This has been accompanied by a 
comparative analysis of major macro and sectoral indicators including GDP, labor force 
employment, investment in public and private sector as well as trend in saving-investment gap 
distinguishing pre-liberalization (1975-1990) and post liberalization period (1990-2010). A 
closer examination of banking and financial sector deposits and investment in different sectors 
has also been made.  In addition, likely impact of intra and inter sectoral reallocation of inputs on 
the productivity and growth has been examined for three major sectors separately taking sources 
of growth and determinants of the TFP into account. The factor distribution in terms of returns to 
labor and capital has also been closely examined at the broad three sector level to gauge the 
pattern in distributional gains.  
 
In parallel, an interview among Key Informants representing high level government officials, 
academicians, business community, entrepreneurs, bankers and bank officials was carried out. 
From these 6 strata, 10 from each were selected purposively for further verification of the results. 
This has enabled not only to verify the results more conclusively but also has helped to find out 
the underlying reasons for the lack of closer loop between the policies and productivity growth in 
three major sectors.  
 
3.2.1 Model Specification  
 
A rigorous quantitative analysis for delineating the sources of growth and factors influencing 
them has been made. To assess the sources of growth, TFP and their determining factors, 
endogenous growth model has been estimated. The usual Cobb-Douglas constant returns to scale 
production function have been estimated by specifying the model in the following form: 

tA
t t tY e K L e   

 
Where,  
t is time subscript 
Yt represents real output 

Ae is exponential of TFP parameter  
Kt is real Capital stock  
Lt is the Labor input, 
α and β are partial elasticity of output with respect to Capital and Labor respectively and 

te  is exponential of residual term.  
 
To estimate the values of α, and β, the above equation has been reduced to a estimable one in the 
form of: 

( ) ( )t t t t tLn Y L A Ln K L    .  



 

 

For comparison purpose it has again been estimated in growth rate form specifying in the form 
of:  

( ) ( )t t t t tLn Y L A Ln K L      . 
After estimating α and β, the output growth is attributed to total factor productivity growth 
through: 

ˆˆ ˆ ˆ( ) ( ) - ( ) ( )T FP TFP Y Y K K L L       . 
 
Variables having dot is the time differential as usual in common economics parlance.  
 
After estimating the TFP growth, the determinants of the growth rate of TFP for 1975-2010 
distinguishing pre and post liberalization period were identified. The TFP growth rate was 
regressed against variables such as investment in human capital, infrastructure, openness, 
financial deepening, institutional reform related business and governance indices variables etc. 
Dummy variable regression technique has been additionally used to capture the policy and 
institutional effect.   
 
In parallel, the probable effect of intra-inter sectoral reallocation of traditional inputs has also 
been examined by using productivity decomposition method as suggested by Taylor (2000). 
According to this method, xi = Xi/X is the share of real value addition in each sector. Similarly, αi 

=Li/L and βi =Ki /K with ∑ Li =L and ∑ Ki =K for labor and Capital respectively. As per this 
method, labor and capital productivity in each sector is Xi/Li and Xi/Ki with respective net 
growth rates i.e. li i ie X L    and ki i ie X K   . In this way, economy-wide labor and capital 

productivity can be estimated as Li i Li i i i
i

[ X e ( X )L ]    

  
and 

Ki i Ki i i i
i

[ X e ( X )K ]     . Under this method, i Li
i

X e and i Ki
i

X e  are respective direct 

productivity of labor and capital. Additionally,   i i i
i

( X )L  and i i i
i

( X )K  capture 

reallocation effects of their respective productivity inputs similar to the method described by 
Syrquin (1986) and Taylor (2004). It gives the idea on the sectors or across the sectors with 
relatively high productivity and higher or growth rate compared to the increment in the inputs 
used.  
 

3.2.2 Tools of Estimation and Tests Statistics 
 
The OLS technique has been utilized for the estimation. At the same time, various statistical 
tools have been used for ensuring the robustness of the models as well as derived coefficients.  
 

3.3 Sources of Data  
 

Planning, government budgetary and other policy documents are the main source of policy 
analysis. For the policy analysis various studies of researchers and reports of the donor agencies 
have also been utilized. For the trend analysis of sectoral growth, investment and employment 
pattern as well as factor distribution tendencies, secondary data were utilized. For such data, 
economic survey reports, national accounts and other publications of Central Bureau of 



 

 

Statistics, plan documents including progress reviews and various survey findings were used. For 
sources of growth and factor returns including factor distribution to the capital and labor, some 
required variables were constructed based on available secondary data. In Nepal no readily 
capital stock variables are available. Such variables were computed following Khanal and Kanel 
(2005) similar to the techniques employed in Guha-Khansobis and Bari (2003).  The Nepal 
Living Standard Survey results of 1996, 2004 and 2011 brought out by the Central Bureau of 
Statistics have been additionally used to examine and verify data on overall income and factor 
distribution pattern. For the labor force and employment also, no time series data are readily 
available. Therefore, apart from census data, labor force surveys have been used.  For institution 
related data, global governance index reported by the World Bank used. Besides, primary 
information collected from the key informants was used for cross checks and substantiation of 
secondary data and results of the quantitative analysis.  



 

 

 

CHAPTER FOUR: AN OVERVIEW OF ECONOMIC POLICIES AND 
PERFORMANCE   

4.1 An Overview of Economic Policies  
 
In this section, major macro together with investment and employment policies is reviewed 
taking pre and post liberalization period into account. The sectoral policies and policies 
undertaken in the areas of institutional reforms and governance system are also the part and 
parcel of the review and analysis.  
 
4.1.3 Fiscal Policy 
 
In the pre-liberalization period, fiscal policy was the major tool of state led protective economic 
regime. Excessive reliance on budgetary deficits, narrow tax bases amidst vey high tax rates and 
numerous tax slabs accompanied by various rebates and concession in the name of protecting or 
promoting import substitution industries, regulatory price mechanism involving big share of 
current transfers and ad-hoc resource allocation decisions lacking financial disciple formed the 
major feature of the fiscal policy prior to the initiation of market oriented policy reforms (Dixit, 
P.M., 1995).  Aggravation of foreign exchange crisis, among others, from the beginning of 1980s 
compelled Nepal to embark on the path to market orientation in 1985/85 even if in a limited way 
after standby credit negotiation with the IMF followed by the implementation of Structural 
Adjustment Program of IMF/World Bank in 1986/87 (Sharma and Bajracharya, 1996). Fiscal 
correction of macroeconomic imbalances stemming from enhanced fiscal deficit was the top 
priority of these programs. Subsequently, Nepal adopted Enhanced Structural Adjustment 
Facility (ESAF) program of IMF in 1992 through which liberalization and open up policies were 
intensified (Khanal et al, 2005). Massive restructuring of tariffs along with drastic cuts in peak 
rate and reforms in other taxes accompanied by institutional reforms were the major vehicles 
used for rapid liberalization of the economy. Such a process further accelerated after Nepal 
joined the WTO in 2004 and is continuing.   
 
As a result of drastic reduction in peak as well as dispersion rates, the average tariff rate went 
down to 6.2 percent in 2007 (Khanal, 2009) which has gone down future after elimination of 
slabs of 35 percent through the budget of 2009/10 (MOF, 2009). In order to prevent the revenue 
losses due to massive tariff rate cuts, remove cascading effect of sales tax and expand the 
domestic base of the revenue, VAT was introduced in 1995. Similarly, in 2001 a new income tax 
law was enacted by bringing all income sources in its net. A revamping of tax administration 
including reforms in organizational structure is also taking place simultaneously to streamline 
revenue administration and minimize revenue leakages or tax evasion. Simplification, improved 
compliance, minimization of hassles, timely tax payment clearance and reimbursement of claims 
under different schemes are part and parcel of such administrative or institutional reforms. These 
are again aimed at minimizing disincentive environment to the investors.  
 



 

 

One additional feature of the revenue policy is that it provides various concessions or rebates to 
both domestic and foreign enterprises and the level or extent of tax wave or facility depends on 
the nature of the enterprises. Beyond the facilities provided through the Industrial Enterprises 
Act 1992 (amended slightly in 1997),  recent Industrial Policy (MOI, 2010) provides numerous 
tax related facilities or income tax concession to the enterprises distinguishing in terms of 
exportable industries and size of the enterprises. Today, no excise and VAT is levied on the 
exportable industries. Similarly, micro, cottage and small scale enterprises are excluded from the 
excise and VAT. Based on the remoteness of areas, waving and rebates of indirect or direct taxes 
have been additionally provisioned in the new policy. Besides, 5 percent rebate in the corporate 
tax rate is being provided from the existing rate of 25 percent at the maximum. The 
rationalization of tax rates, reduction in peak rates and special concession provided through the 
revenue policy are aimed at enhancing efficiency in resource allocation and uses, augmenting 
competitiveness of enterprises, promoting industries and businesses. To facilitate that process, 
fiscal balance and economic stabilization forms the cornerstone of the fiscal policy. A quick 
review of the budgetary data shows that Nepal has strictly adhered to that principle (MOF, 
2011).  
 
Similarly, privatization of public enterprises has also been one of the major ingredients of the 
fiscal policy aimed at withdrawing of government’s involvement from the businesses, 
encouraging fixation of prices through market mechanism and above all strengthening of the 
private sector role in the economy. Accordingly, the privatization was intensified in the 
beginning of the liberalization drive. By the end of 1997, 17 enterprises were privatized. In 2000, 
a tea estate was privatized. This was followed by the conversion of Nepal Telecommunication 
Corporation and Nepal Agricultural Development Bank into private limited companies. Now 
privatization has almost been halted partly due to controversy surrounding the rationale, 
selection and bidding of enterprises for the privatization. Many studies undertaken to assess the 
whole gamut of privatization corroborate this and add further that in some cases, selling prices of 
privatized enterprises were even less than liquidation prices. There are also growing concern 
from the employment point of (ILO, 2002). More serious concern is that despite most of the 
enterprises selected being highly profitable, they have disappeared after privatization with 
adverse effect, among others, on industrial development and employment creation.  
 
The reforms in the public expenditure have received prominence in recent years.  Increased 
pressures to allocate resources more judiciously amidst bourgeoning consumption type expenses 
are compelling to adhere to the principles of public expenditure management by giving adequate 
attention on the resource allocation issues and issues associated with containing unproductive 
expenses. Paucity of resources on the one hand and need to maintain macroeconomic stability on 
the other has additionally given pressures for such initiatives or measures.  
 
As a part of these, a High Level Public Expenditure Commission was constituted in 2000 which 
gave number of suggestions to the government. Accordingly, the number of ministries was 
reduced to 21 from 26. Some offices at central, regional and district levels were closed down, 
merged or reorganized. Some 150 projects were prioritized treating them as core projects. The 
development projects were reduced to 640 from 714 either through merger of identical projects 
or entirely dropping them out of the list. The temporary hiring system was abolished.   
 



 

 

This was followed by revision of financial rules in 2000. They were amended to simplify the 
budgetary procedures, enhance transparency in the operations and ensure timely completion of 
the projects. A separate comprehensive guideline to be followed while formulating budget was 
also made operational. The district expenditure control system was also introduced to be helpful 
for regular updates on the expenditure status at the district level programs.  
 
A considerable improvement in determining resource allocations took place after the 
introduction of Medium Term Expenditure Framework (MTEF) with the beginning of Tenth 
Plan/PRSP (2002-2007) preparation. Under this framework which is in practice today also, 
projects and programs are separated into three categories viz, p1, p2 and p3. The least prioritized 
projects are kept in p3 category (NPC, 2002). As per the claims, poverty is made the main 
yardstick of such a distinction. Despite lapses in the criteria, this has contributed to bring about 
some departures from the past in terms of managing expenditure particularly from the standpoint 
of prioritizing expenditure at the operational level and making medium term expenditure 
framework considering likely resource position into account. This has discouraged a tendency to 
include projects and programs in the budget based on the political pressures to some extent. 
Under this system no project can be kept in the annual program without project appraisal. 
Strengthening of such a system has also partly helped to bridge the gaps between the proposed 
budget and actual expenditure which has been one of the hurdles in improving expenditure 
management. With the continuation of MTEF, a reprioritization of sectoral resource allocation 
has taken place with social services sector including poverty related programs receiving the high 
priority. The infrastructure sector also receives priority now which was neglected during the 
1990s. Now under the first priority projects also, fast track projects are separated considering 
their importance in the economy. The idea behind this is that such projects and programs are not 
hampered in any pretext. As obvious, these are aimed at augmenting human resources 
development as well as enhancing productive capacity of the economy as a catalyst to promote 
private investment too.  
 
However, despite such efforts, the tendency of burgeoning of current expenses at the cost of 
capital expenditure continued at the ground level. Political pressures to keep small and small 
projects in the development budget without examining their economic or social viability could 
not be stopped to the desired extent. Therefore, for mobilizing political support to discourage 
such a tendency and strengthen public expenditure managements system, a High Level Public 
Expenditure Commission under the Chairmanship of a member of the Public Account 
Committee of the Constituent Assembly was again constituted in 2010 which has given a number 
of concrete suggestions (MOF, 2011a).  However, despite claims that some steps have been 
taken as per the recommendation of the Commission, the budget of 2011/12 does not show any 
effective measures that could contribute to contain recurring expenses. Instead, the similar 
practice as in the past has continued added by a tendency of allocating more and more resources 
to the current transfers even without assessing the likely resource obligation from near to long 
term perspectives. This is a real challenge at the moment from the standpoint point of making 
government expenditure as a catalyst to growth and development including employment.    
 
4.1.4 Monetary Policy  
 



 

 

Before financial liberalization, monetary policy was broadly a part of regulatory system under 
the dictation of the government. Fixation of interest rate including exchange rate, lending to the 
priority areas as directed by the government and financing of budgetary deficit were the principle 
task of the monetary authorities. Prior to 1984, only two state owned commercial banks were in 
operation. With the beginning of financial sector reform in the 1980s, interest rate was 
deregulated (Khanal, 2007). In 1984, two joint venture banks were allowed to operate in Nepal. 
Removal of the statutory liquidity ratio and introduction of auctioning of Treasury Bills were 
other reform measures implemented during the 1980s. From 1989, NRB also began to fix capital 
adequacy ratio.  Similarly, central bank also introduced open market operations policy as one of 
the monetary policy implementation tools in 1990.  
 
A more intensive reform was started from the early 1990s. The Development Bank Act 1995 and 
Financial Intermediary Institutions Act 1998 were introduced to attract private sector and NGOs 
in establishing financial institutions in the rural areas. Prudential norms were also gradually 
refined and strengthened. The policy of mandatory lending in the priority sector was also 
continued after 1990 aimed at supporting small borrowers engaged in agriculture and allied 
activities including cottage and small scale industries.   
  
However, as a result of lending recklessly by the two state owned commercial banks amidst 
weak prudential regulations, the financial health of the banking system worsened leading to 
deepening of crisis. A study by KPMG revealed that state owned two commercial banks were 
technically insolvent with non-performing assets reaching at as high as 60 percent of total assets. 
Consequently, a ‘Comprehensive Financial Sector Reform Program' was introduced in 2002. The 
program was aimed at creating a competitive, market friendly, well diversified and prudently 
managed system capable to lead the healthy growth of the financial sector. The major 
components of the financial sector reforms were three-fold: (a) the re-engineering of NRB; (b) 
the restructuring of two state-owned banks, and (c) capacity-building in the financial sector 
(Khanal, 2007). As a part of the reform, Nepal Rastra Bank Act 2002 and Debt Recovery Act 
2002 with provisions of Debt Recovery Tribunal were introduced. The Nepal Rastra Bank Act 
2002 provided autonomy to the central bank. It also gave adequate authority to the central bank 
in maintaining financial discipline and performing regulatory and supervisory role more 
effectively. As a part of the ongoing reform, the two state owned commercial banks were 
contracted out to the foreigners. The Banking and Financial Act 2006 (an umbrella Act covering 
all financial institutions) was also enacted.  
 
In addition to the significant improvement brought by the comprehensive reform in the 
performance of the two state owned commercial banks, financial sector liberalization contributed 
to augment financial deepening in the country. Total financial assets of the financial system 
including institutions mobilizing contractual funds reached 126.2 per cent of Gross Domestic 
Product (GDP) as in mid-July 2010 (NRB, 2011)  from 29 per cent in 1985 (Khanal, 2007). 
Some other financial deepening indicator such as broad money to GDP, bank deposit liabilities 
to GDP, private sector credit to GDP, and private sector credit to total credit have also been 
increasing. Amidst these developments, the priority sector-lending program has also been phased 
out since 2007. Similarly as a part of fulfilling WTO obligations, foreign joint venture banks 
have been allowed since 2010 to operate whole sale banking in Nepal.  
 



 

 

But some serious problems gradually manifested in two fronts. First, the major lending of the 
banking system took place in the quick yielding real estate activities and luxurious consumable 
items with concentration of lending activities in the urban areas in general and metropolitan city 
in particular. The commercial banks, whether domestic or joint venture, preferred to cater to the 
traditional larger urban savers and invest in safe and gilt-edged government securities and 
treasury bills. Thus, urban households enjoyed a disproportionately larger access to organized 
sources of credit. The lending rate applied to the durable consumable goods were kept  very low 
(ranging from 6.5 to 7 percent) compared to lending rate charged to the industrial sector     
(ranging from 12 to 18 percent) (NRB, 2006). The related problem was such that as a result of 
negligence to the sectors like agriculture and industry, supply side constraints emerged a big 
problem steadily with very adverse effect on growth prospects leading to, among others, 
dwindling of exports and massive rise in current account deficit by 2009 (Khanal, 2012). The 
real estate boom also converted into bust generating severe crisis in the entire banking system in 
the aftermath of global financial crisis (ibid).  
 
Likewise, both affordability due to very high interest rate and access to credit remained serious 
problems in the rural areas despite financial liberalization induced financial deepening as pointed 
out above. Despite popularization of wholesale banking and micro credit, problem of outreach or 
affordability affected the investment in the rural areas. Living standard surveys of 1995/96 and 
2003/04 show that borrowing households (from both the formal and informal financial system) 
have increased from 61 percent in 1996 to 69 percent in 2004. Of the borrowing households, 
only 15 per cent borrowed from the banking system in 2004 compared with 16 per cent in 1996. 
The latest NLSS 2011 also indicates that only 20 percent of the clients receive loan from the 
banking system (CBS, 2011).    
 
Importantly, despite the introduction of new capital adequacy framework based on BASEL II 
and implementation of prompt corrective action, risk based supervision, and application of 
advance regulatory measures, financial stress have continued in Nepal. The   IMF report also 
mentions that rapid credit growth and proliferation of institutions in an environment of weak 
supervision, banks are overextended and exposed to liquidity squeeze (IMF, 2010). IMF’s stress 
test indicates high vulnerability to liquidity and credit risks. Recently, some of development 
banks were shifted to the liquidation process and some others are in serious financial distress on 
account of weak corporate governance and declining profits. In response, the NRB has 
introduced some new policies such as tight ceiling on lending to real estate sector, directive to 
reduce credit-deposit ratio, cap on salary of CEOs and Board of Directors of financial 
institutions, deposit insurance, and merger and acquisition by-laws. Experience elsewhere in the 
world shows that financial crisis is very costly and can drag the productive sectors into distress. 
This aspect is critically important from the monetary policy standpoint particularly gauge 
whether or not it plays some instrumental role toward augmenting sustained growth and at the 
same time maintaining price stabilization.  
 
It is well known that today the monetary policy is mainly driven by monetarism in both 
developed and developing countries alike. The main trust is given to the price control and 
balance of payments stabilization. Hence, it is assumed that monetary policy has no direct role 
toward increasing output and minimizing supply side constraint. To the extent, the credit 
expansion is within the limits with probable no adverse effect on excess liquidity and thereby on 



 

 

prices; generally no care is given on the pattern of lending. This has created problems today. 
Although the credit crunch problem leading to financial crisis has generated pressures for certain 
policy shift, to what extent financial deepening or access to credit has been a source of growth in 
countries like Nepal is very crucial in the aegis of financialization.  
 
4.1.5 Trade Policy   
 
Trade in the pre-liberalization period was guided by the inward-looking import substitution 
policy. A license was required from the government for involving in export-import businesses. 
High tariff and quota restrictions were in practice. Even, imports of intermediate inputs were also 
subject to import licensing. There was strict and rigorous control on the foreign exchange 
facility, which required official permission for foreign exchange facilities. Foreign currency was 
not provided easily to the importers. These policy-led distortions gradually resulted in foreign 
exchange crisis as pointed out above. As a result, Nepal, through the structural adjustment 
program, initiated trade policy reform from the mid 1980s. The reform was expedited with 
beginning of 1990. Nepal introduced a liberal trade policy in 1992 with the objectives of (a) 
enhancing the contribution of trade by promoting both internal and external trade with the 
increased private sector participation; (b) diversifying trade with promoting backward linkage; 
(c) expanding trade on a sustained basis for reducing imbalance and (d) coordinating trade with 
other sectors. It emphasizes on enhancing the role of private sector in promoting trade and 
industry, sustaining exports and fulfilling internal demand.  
 
For boosting liberal trade policy, current account was made fully convertible in 1993. Exporters 
were also allowed to open foreign currency account. It waived license requirement for exports 
except some banned items. Improvement of transit transport network and infrastructure, 
simplification of administrative procedures, facilities of container services and bonded 
warehouse are some of the important reform areas prioritized by it. Duty drawback scheme on 
raw material imports used for exportable products was the other incentive introduced for 
exporters. The trade policy also made exports free from all charges except the service charge. 
Similarly, income tax on exports was also exempted by the trade policy. Today, there are 
virtually no export related policies that could distort export trade and hence no special support 
measures contradicting WTO rules are in place (SAWTEE, 2005). Similarly, free movements of 
imports except some banned items are allowed. No any quota restrictions on imports are existent. 
Nepal is also in the process of eliminating other duties and charges such as local development 
fee, the agricultural development fee and especial levies as a part of fulfilling WTO obligations. 
It is noteworthy that there has been a nearly complete dismantling of quantitative restrictions in 
trade in Nepal (World Bank, 2004).  
 
Amidst drive toward trade liberalization, Nepal's trade with India, a major trading partner, 
however, is governed by trade treaties between the two countries. It is noteworthy that unlike the 
treaty of 1996, the treaty of 2002 and renewed in 2009 contains many restrictions which are 
regarded to be detrimental from the standpoint of promoting liberal trade and facilitating 
industrial drive in Nepal. The renewed treaty imposes not only more stringent Rules of Origin 
(ROO) but also Tariff Rate Quotas (TRQs) in addition to provisioning of specification of 
safeguard clauses. It also designates 22 border crossings that may occur through preferential 
trade. This has already posed additional challenges for Nepal in improving export performance.  



 

 

 
Amidst adverse trade treaty, the transaction cost, a major determinant of trade, is very high in 
Nepal (GOF, 2004).  Rigid procedural rules, complicated documentation requirement and 
valuation system, delays in refunding of duty draw back facilities and VAT, absence of strong 
enforcement mechanism and smuggling, policy unpredictability, labor policy rigidities, price 
regulations in exportable commodities like carpet, trade regime biases against local 
manufacturers, weak institutions, poor access to finance, poor and costly infrastructures, low 
internal markets have been identified as major problems (GOFN/UNIDO, 2002). Being a land 
locked country Nepal also faces high level of transit cost even more than double of custom value 
at the sea port (GON, 2004). Although new initiatives to fulfill WTO obligations particularly 
aimed at formulating and revising acts for more open, free and rule based trading practices may 
gradually help to overcome many constraints, there are, however, more challenges and risks 
emanating from given adverse initial conditions. In these backgrounds, a new trade policy was 
introduced in 2009 (MOCS, 2009). It commits to create conducive environment for the 
promotion of trade and business, reduce transaction cost and increase export of high value added 
products. It also lays emphasis on institutional aspects and gives priority to establish and expand 
economic zones apart from making established dry port operationally effective.  Amidst such 
new initiatives, a recent study corroborates that lack of trade facilitation alone escalates cost of 
trade enormously (MOCS, 2010).  
 
As a consequence of high transaction cost, a tendency of increased informal trade is continuing 
given the complete open border and free convertibility of Indian currency in Nepal. Unlike 
persuasion of flexible exchange rate policy with respect to hard currencies, exchange rate with 
India is pegged since last more than two decades without any adjustment amidst continued 
misalignment of prices as a result of, among others, very high subsidy and more completive 
strength in India. This has made Nepal’s trade competitiveness a serious problem (GON, 2004 
and Khanal, 2009).   
 
There are also problems even with highly liberalized tariff system. It encourages cascading tariff 
system as a result of several rates and bands imposed depending upon the stages of production or 
the degree of fabrication. This means that the highest rates are levied on final goods, lower rates 
applied to intermediates goods and the lowest rates to raw materials and capital goods. Such a 
tariff system is regarded to be detrimental from the point of view of encouraging production and 
trading of high value added products (GON, 2004).  
 
Under such circumstances amidst deterioration in trade performance in recent years indicates that 
emphasis on trade openness or liberalization through removing tariff or non tariff barriers alone 
may not be sufficient to reap benefits or unleash resources required for enhancing productivity 
and ensuring sustained high growth. 
 
4.1.6 Investment Policy  
 
In the pre-liberalization period, there was no investment policy as such. Most of the investments 
were carried out by the government directly or through public enterprises. In parallel, using 
discretionary power, licenses used to be distributed by the government authorizes to the private 
sector in a very selective basis. The foreign direct investment was almost nil before 1980. 



 

 

Although some attempts to liberalize investment policy were made from the beginning of the 
1980s, it was speeded up only after 1990.  
 
The macroeconomic policy initiatives and their intensification discussed above partly indicate 
the ongoing efforts to encourage both domestic and foreign investment in Nepal. From more 
specific policy, legal and institutional point of view, Industrial Policy 2010 (which replaces the 
policy of 1992), Industrial Enterprises Act 1992 (First amendment 1997), Foreign Investment 
and One-window Policy 1992, and The Foreign Investment and Technology Transfer Act 1992 
are worth mentioning.  
 
The New Industrial Policy 2010 gives priority on promoting investment for accelerating 
industrialization in Nepal. Accordingly, the establishment of industry does not require any 
permission except those, which are considered to be adversely affecting security, public health 
and the environment. An industry can get permission within 30 days of initiation. Industrial 
policy offers many facilities. Cottage industries are exemption from VAT, excise duty and 
income tax. Industries established in certain underdeveloped, remote and semi-developed areas 
get certain rebates on excise duty and income tax. The customs duties, VAT and excise duty paid 
on raw materials used in the production of exportable goods are reimbursed. Such facilities are 
provided to the exportable industries producing intermediate goods. In addition, industries 
selling their products within the country in any foreign currency are also entitled to get back 
excise and custom duty paid on raw materials and auxiliary raw materials  
 
After an industry coming to the operation, a 10 percent of the gross profit is allowed to deduct 
against taxable income on account of expenses related with technology, product development 
and efficiency improvement. No tax, fee or charge of any kind is levied on the machine, tool, 
equipment, machinery and raw material to be employed by an Export Promotion Industry as well 
as on the products of such industry. An industry can deduct the amount of expenses, for income 
tax purpose, incurred for long term benefit to its workers and employees including housing, life 
insurance, health facilities, education and training. The rate of custom duty on import of raw 
materials cannot be higher than the import duty on ready-made goods, which is produced with 
the use of such raw materials.  
 
The Foreign Investment and Technology Transfer Act was amended twice -in 1996 and 2005—
aimed at favorable industrial investment environment to the foreigners. Foreign investment can 
be in the form of equity investment, loans; use of rights, specialization, formulae, processes and 
patents relating to any technology of foreign origin; use of foreign trade marks, goodwill; and 
use of foreign technical, consultancy, management and marketing services. Foreign investment is 
permitted up to 100 percent in large and medium scale industries. FDI is open for every sector of 
economic activities except for very few sectors such as cottage industries, arms and 
ammunitions, security printing, currencies and coinage, retail business, travel and trekking 
agencies, and consultancy service. To comply with its WTO commitments, the Government of 
Nepal has opened up some service sectors to foreign investors at a fast pace. These sectors 
include business and management consulting, accounting, engineering and legal services, travel 
and trekking services, tourist lodging, international retail sales services, and production of 
alcohol or cigarettes.  Foreign investors are permitted to acquire real estate in the name of the 
business entity they own. Similarly, they may be allowed to buy shares of government 



 

 

corporations by participating in the bidding for privatization of such corporations. Permission for 
technology transfer can be granted for any industries. Foreign investors are allowed to repatriate 
the amount received by the sale of the share, profit and the payment of principal as well as 
interest on foreign loan outside the country in the foreign currency. Similarly, a foreign investor 
is allowed to repatriate the amount received under an agreement for the transfer of technology. 
Foreign experts, working in Nepalese industries, are allowed to repatriate 75 percent of the 
amount received by them as salaries, allowances. The act has made easy provision of visa for 
foreign investors.  
 
Dispute settlement mechanism is provisioned in the act and the concerned parties are encouraged 
to settle disputes through consultation in the presence of the Department of Industry, based on 
the prevailing arbitration rules of the United Nations Commission on International Trade Law 
(UNCITRAL). 
 
Industries established with foreign investment are provided addition facilities like no income tax 
on interest income from foreign loans and exports. Only 15 percent tax is charged on royalties, 
technical and management fees. Additional incentive is offered to those foreign investors who 
generate electricity for the use by the industry. The foreign investment policy guarantees no 
intervention in the fixation of prices of the goods produced by the industry owned by foreign 
investors. No taxes are levied on machinery and equipment, raw materials and finished 
exportable products of those industries which are established in the export-processing zone. The 
government of Nepal has also waived double taxation on foreign investment. Separate 
agreements have been made with a number of countries like India, Norway, Thailand, Sri Lanka, 
Mauritius, Austria, Pakistan, China and Republic Korea in this regard.  
 
The Industrial Policy 2010 identifies foreign investment promotion as an important strategy for 
achieving the objectives of increasing the industrial production to meet the basic needs of the 
people, create maximum employment opportunities and pave the way for improved balance of 
payments (BoP). Foreign investment is assumed to supplement domestic private investments 
through foreign capital flows, technology transfer, improved management skills and 
productivity, and enhanced access to international markets.  Foreign investment is welcome in 
three forms viz, investment in shares (equities), reinvestment of earnings from foreign 
investment and investments made in the form of loan or loan facilities. 
 
Likewise, manufacturing industries importing plant, machinery and equipment required for direct 
production process falling under chapter 84 of the harmonized customs classification are entitled 
to a 50 per cent rebate on the applicable customs duty and to full exemption from sales tax. If 
any industry sells its products to the Export Promotion House, the customs duty and VAT 
imposed on raw materials and the VAT imposed on the finished products and excise duty is 
reimbursed on the basis of quantity sold or exported. Industries established and operating in 
remote, undeveloped and underdeveloped areas are entitled to 35, 25 and 15 per cent rebates 
respectively on the excise duty from the date of operation. If any industry not using the bonded 
warehouse facilities uses imported raw materials, chemicals and packing materials, etc on which 
VAT is already imposed and exports its products thus produced, VAT so imposed will be 
refunded.  If any industry sells its products within the country in any convertible foreign 
currency, the excise duty, VAT and the premium levied on such products and the customs duty, 



 

 

excise duty and VAT levied on the raw materials, auxiliary raw materials, etc used in such 
products are refundable. The revenue to be so reimbursed will be refunded to such industry 
within 60 days of submission of an application to that effect. The customs duty, VAT, excise 
duty and the premium levied on the raw materials of any intermediate goods to be used for the 
further production of exportable goods, and VAT and excise duty paid on the final product will 
be reimbursed to the enterprise producing the intermediate goods on the basis of the quantity of 
export. Machinery, equipment, tools, instruments and raw materials used by an export-oriented 
industry are not subjected to any tax and fees. Under the duty draw back facility, any duties or 
taxes levied on the raw materials, auxiliary raw materials, etc used for producing goods for 
export/deemed export are entitled to get refund of such duties and taxes based on the quantity of 
export. Similarly, export-oriented industries can obtain the bonded warehouse facility. The raw 
materials for the products of such nature can be imported without paying any customs duty or 
sales tax by just entering the details of such transactions in a passbook made available by the 
Department of Customs.  
However, if more recent studies and comparative international indicators related to doing 
business are any guide they corroborate the findings of the earlier studies (World Bank and 
FNCCI, 2000, GON/UNIDO, 2002, UNCTAD, 2003 and GON, 2004) that rigid procedural 
rules, absence of strong enforcement mechanism, policy unpredictability including labor policy 
rigidities, poor physical infrastructure and above all lack of business or investment environment 
are the major problems (Khanal and Prakash, 2008 and WB, 2012). There is also persistence of 
cascading tariff system which by its very structure discourages high value added domestic 
resource based industries affecting both growth and employment and there by some discouraging 
environment to the investors (GON, 2004 and Khanal, 2009).  
 
4.1.2 Employment Policy 
 
Although from separate and more specific policy point of view, a Labor and Employment Policy 
was brought out in 2005, various subsequent policy initiatives associated with employment is 
found in periodic plans and government budgets (ILO, 2010). A new policy on foreign 
employment has also been brought out recently (MOLTM, 2011).  There is also a new legal 
initiative to provide minimum 100 days employment to certain remote areas and target groups3.  
 
The labor and employment policy 2005 aims at providing productive, non-discriminatory, 
exploitation free, safe and healthy opportunities for the citizens of the working ages by building 
an investment friendly environment, in addition to building and managing a labor market that 
could contribute to the national economy for enhancing competitive strength at the global level 
(MOLTM, 2005).   
 
The labor and employment policy laid down in the current Three Year Plan (NPC, 2010) is 
guided by the long term objective of producing human resources which is competent with skills 
and professionalism to make workers competitive in both national and international market. 
From the same token, it aims to create employment in way that is non-discriminatory, secured, 
decent and healthy for contributing to strengthen the national economy and eradicating poverty. 
It also lays emphasis on creating healthy labor relations. From the broader macroeconomic 

                                                            
3 It is under consideration in the Council of Ministers to be approved by the cabinet and forwarded to the legislative 
parliament for consideration and enactment.    



 

 

perspectives, it emphasizes on the employment centric inclusive and equitable economic growth 
and hence gives priority to the high but sustained growth by focusing on the need of employment 
content of growth. As an offshoot, it emphasizes on the labor intensive employment.   
 
As a part of labor policy, there is also move to strengthen social security of the workers including 
informal sector workers (Khanal, 2012a). It is worth noting that Nepal has made some progress 
in this area in the past by establishing some components of a basic social protection floor, 
including an old-age pension scheme and benefits for the disabled and working poor.  
 
It is well known that social dialogue and tripartism is of critical importance for better industrial 
or labor relations. But poor and sometime hostile industrial relations are often said to be major 
constraints to increased investment and faster growth in Nepal with adverse implications on the 
generation of employment to the growing labor force. The Labor Act 1992 and the Trade Union 
Act 1993 allow for the formation of trade unions in enterprises with 10 or more workers and lay 
down rules for hiring of workers. Investors or entrepreneurs generally argue that no hiring and 
firing right to the entrepreneurs or employers amidst workers rights including trade union rights 
under the Labor Act 1992 make adverse investment environment by adding, among others, cost 
of doing business (GON, 2004 and ILO, 2010).  
 
The new foreign employment policy 2011 aims at making foreign employment secured, 
respectable and reliable through better management, development of skills to the foreign 
employment seekers for enhancing the possibility of securing better job abroad. It also aims to 
control of illegal or unfair means used in the foreign employment front.  
 
However, despite some new initiatives in many areas, poor quality including low wages and 
productivity predominated by the informal labor market, high youth employment and more 
exclusionary practices are regarded to be the major problems (Camphell, 2010, ILO, 2010 and 
Khanal, 2012a). The major problem is that despite increased focus, employment is still out of the 
orbit of overall macroeconomic policies and hence employment and macro policies directed to 
enhance investment and employment are not evolved in an integrated way. At the most, 
employment elasticity derived based on the income and employment relationships of the past is 
used to project the likely employment expansion in the employment again based on the targeted 
output growth for the medium term (NPC, 2010). As a result, many structural problems 
perpetuated in the labor market including issues associated with decent and productive 
employment get little focus or attention from policy and institutional reform point of view.  

4.2 Macro and Sectoral Performance of the Economy   
 
4.2.1 Sources of Income and Growth Pattern  
 
A closer examination on the trends in the income sources of households shows that some 
structural changes have taken place in the Nepalese economy. As shown in the Table 4.1, the 
share of per capita farm income in total household per capita income reduced to 27.5 percent in 
2011 from 58.4 percent in 1996 (CBS, 2011). The share of non-farm per capita income has risen 
to 37.2 percent from 21.2 in 1996. The major increment, however, has taken place in the 
remittances inflow. Its share rose to 17.2 percent in 2011 from 7.6 percent in 1996.  The share of 



 

 

housing per capita income has also gone up cconsiderably.  In total the per capita household 
income during the 1996 to 2011 increased by almost 5.4 times (Table 4.1).  
 
 

Table 4.1: Sources of Household Income in Nepal, 1995-96, 2003/04 and 2010/11 
(Average per capita income at 1995-96 prices) 

In NRs 
Income by Sources 1995-96 % 2003-04 % 2010-11 %

Farm Income 4491 58.4 7217 47.6 11540 27.7

Non Farm Income 1630 21.2 4154 27.4 15497 37.2

Remittances Income 584 7.6 1668 11.0 7165 17.2

Housing Income 807 10.5 1516 10.0 6457 15.5

Other Income 177 2.3 606 4.0 1000 2.4

Nepal 7690 100 15162 100 41659 100
Source: NLSS 1995/96, 2003/04 and 2010/11 
 
Figure 4.1: Sources of Income 

 
Source: NLSS 1995/96, 2003/04 and 2010/11 
 
Income earnings by employment category corroborating the above trend indicate that the share 
of agriculture wage income has gone down to 35 percent in 2011 from 53 percent in 1996. 
During this period, the non-agriculture wage income increased by 7.5 times compared to 
agricultural wage income increasing by 3.6 percent (Table 4.2). In this way, the role of non-
agricultural income has enhanced considerably.  
 
 
 
 
 



 

 

Table 4.2: Agriculture and Non-agriculture Income  
 
Types of Income 1995-96 % 2003-04 % 2010-11 % 

Agriculture wage income 4060 53 5580 37 14581 35

Non-agriculture wage income 3630 47 9582 63 27078 65

Nepal 7690 100 15162 100 100 
Source: NLSS 1995/96, 2003/04 and 2010/11 
 
Figure 4.3: Agriculture and Non-agriculture Income 

 
Source: NLSS 1995/96, 2003/04 and 2010/11 
 
The Nepal Living standard survey results further indicate that there is almost stagnating trend in 
terms of share of wage earnings in total household income during the period 1996 to 2010.  On 
the other hand, the share of self employment income has gone down to 38 percent in 2010 from 
54 percent in 1996. Conversely, there is a big jump in the share of income derived from other 
sources, rising from 18 percent in 1996 to 36 percent in 2011 (CBS, 2011).  
 
The long term growth rate of the economy for the period 1975 to 2010 shows that the GDP grew 
at a rate of little over than 4 percent which is low in developing country context (Figure 4.4). Out 
of this, the contribution of agricultural and non-agricultural GDP has been about 2.5 and 5.6 
percent respectively.  When the growth rate is bifurcated between the entire pre (1975-1990) and 
post liberalization period (1990-2010), no noticeable improvement in the later period is found. If 
further sub-periods are examined, a different scenario emerges. It is interesting to note that it was 
during the period immediately after liberalization (1990 to1995), the growth rate was highest at 5 
percent. Despite agriculture sector performing poorly, the non-agricultural sector grew at a rate 
of 8 percent on the average. The improved performance of manufacturing and trade as well as 
expansion in transportation and other services activities made this possible. Thereafter, political 



 

 

instability, economic and non-economic adverse factors had heavy toll on the economy. The 
deterioration in economic performance that started during the second half of the 1990s continued 
and sharpened during the period 2000 to 2005 when the growth rate decelerated to about 2 
percent with non-agricultural sector recording just 1.5 percent growth rate. After 2005 a gradual 
improvement is taking place with average growth rate reaching at 4.0 percent with non-
agricultural GDP growth rate at 4.5 percent during the period 2005 to 2010.  
 
 
Figure 4.4: Average Growth Rate  
 

 
Source: Economic Survey (Various Issues) 
 
Growth performance classified by primary, secondary and tertiary sectors gives more insight into 
the factors leading to higher or low growth performance of the Nepalese economy. During the 
entire period of 1975 to 2010 under consideration, the major contributory was services sector 
followed by the secondary sector. Similar trend is found for the post liberalization period of 1990 
to 2010. However, during the pre-liberalization period, secondary sector was the main 
contributor. More interesting phenomenon revealed by data is that when the growth rate was 
lowest (2000-2005), a negative growth took place in the secondary sector.  Thereafter, whatever 
improvement took place; it was primarily due to some faster growth in the services sector as 
shown in Figure 3. Still the manufacturing sector has been unable to pick up as revealed by 
recent data (CBS, 2011). Amidst policy related problems, persistence of security threat, less 
harmonious industrial relation, adverse investment environment and power shortages are often 
cited some of the reasons for this (Khanal, 2009 and 2010a).  
 



 

 

Figure 4.5: Sectoral Growth Rate 

 
Source: Economic Survey (Various Issues) 
 
As obvious, such a sectoral growth trend had corresponding effect on the structural pattern. The 
share of primary sector which was 71.6 percent in 1975 reduced to 60.9 percent in 1990.  The 
reduction in its share has been albeit sharper since 1990 at 39.7 percent in 2010. The share of 
services sector went up to 47 percent in 2010 from 26.4 percent in 1990. In the services sector, 
sub-sectors like financial intermediation, transportation and education sectors rose more rapidly. 
The share of secondary sector, however, went up marginally from 12.6 percent in 1990 to 13.6 
percent in 2010.  Thus, the pattern is albeit different from the historical transformational course.    
 
4.2.2 Trade Pattern and Balance of Payments 
 
There are certain unique phenomenon in Nepal’s trade and payments front. In addition to 
commodity and country concentration, there is enormous rise in trade deficit in recent years. This 
is more so with major trading partner India. But it is worth noting that, except in some years, 
both current account and balance of payments have been favourable. The increased inflow of 
remittances over the years together with some support from the tourism industry has made this 
possible.   
  
In Figure 4, the trend in total trade, exports and imports since 1975 to 2010 is presented. Despite 
erratic behaviour, a continue rise in total commodity trade has taken place from little over than 
15 percent of GDP in 1975 to abound 40 percent of GDP in 2010. After 2005, a sharp upward 
swing in imports is taking place amidst massive increment in remittances inflow. Exports which 
were hovering around 5 percent of GDP up to 1990 went up sharply to reach in the 
neighbourhood of 15 percent of GDP in 2000. But since then the export has gone down sharply 



 

 

from one year after another. As a result it has reduced to 5 percent of GDP to be at par with the 
share recorded in 1975. The momentum created immediately after intensification in liberalization 
could not be sustained for long.     

 
Figure 4.6: Share of Trade in GDP 
 

 Source: Economic Survey (Various Issues) 
   
Figure 4.7: Share of Trade in GDP 
 

 
Source: Economic Survey (Various Issues) 
 
Commodity trade with major countries shows a changing pattern. Despite trade share with other 
countries being high for 1975 to 2010, this has changed drastically in the post-liberalization 



 

 

period (Figure 4.8). Total trade with India jumped up during the period 1990 to 2005. Thereafter, 
some stagnation in the trend is observed. That was a period when export to India also accelerated 
contrary to the downward trend in export to other countries (Figure 4.9).  
 

Figure 4.8: Shares of India and Other Countries in Total Trade  
 

 
Source: Economic Survey (Various Issues) 
 

Figure 4.9: Share of Export on Total Trade      
 

 
Source: Economic Survey (Various Issues) 
In terms of commodity composition in exports to India, aluminium, vegetable ghee, jute goods, 
textile, thread, wire and Zink sheets have overtaken the traditional primary products. In other 
country exports, only a few commodities like carpet, pashmina, handicrafts and garments have 



 

 

been constituted the major share. Similarly, the role of traditional primary products like 
nigerseed and pulses together with herbs, tanned skin, silverware and jewellery has increased 
recently. A more unexpected trend is that in recent years, the contribution of both pashmina and 
carpet has significantly decreased. The entire structure shows a very fragile and volatile trend in 
the exports to third countries. This is more so as in the post garment phased out period, the future 
of the garment industry is at stake which still constitutes one of the major items to other country 
exports.  
 
Figure 4.10: Major Commodity Exports 

 

 
Source: Economic Survey (Various Issues) 
 
Despite poor performance of commodity exports amidst continuous rise in imports with very 
adverse effect on trade balance, services trade to some extent and transfers to a greater extent are 
playing important role in supporting the current account balance. As reported in the Figure 9, the 
rise in current transfers in general and remittances in particular have been phenomenal in recent 
years. As shown in the graph, despite comparative advantages, the role of tourism has been less 
contributory to the current account surplus. The political instability played a negative role. Only 
recently it has been on the rise.   
 
 
 



 

 

 

Figure 4.11:  Balance of Trade and Current Account 
  

 

Source: Economic Survey (Various Issues)  
 

4.2.3 Government Expenditure and Trends in Resource Allocation   
 

The trends in the government expenditure and revenue indicate that there is persistence of big 
gap between the expenditure and revenue (Figure 4.12). Although in the post liberalization 
period the gap has narrowed down compared to previous period, the gaps have not reduced 
noticeably. This is due to faster growth in government expenditure compared to the rise in 
revenue. This is clearly exhibited by the trends in government expenditure and revenue share in 
GDP (Figure 4.13).  One additional phenomenon is that the rise in revenue has not been due to 
sharp rise in internal revenue share but primarily due to the taxes like VAT levied in the 
remittances induced international trade as pre-emptive move to compensate revenue losses 
emanating from the reduced tariff rates (Khanal, 2009).  
 

Figure 4.12: Revenue and Government Expenditure as % of GDP 
 



 

 

 
Source: Economic Survey (Various Issues)  
Figure 4.13: Revenue and Government Expenditure as % of GDP 

 
Source: Economic Survey (Various Issues)  
 

The composition of expenditure shows a more worrying phenomenon (Figure 4.14).  As 
evidently clear from the graph, there is phenomenal increase in the current expenditure which 
has reached at almost 60 percent of the total expenditure and is on the continuous rise. 
Consequently, the share of capital expenditure has slowed down up to 2005. Thereafter, there is 
slight increase. One positive aspect is that the internal borrowing is not high and hence it is 
almost within the international norms since 1992. This has been maintained on the ground that 
the fiscal balance or macroeconomic stability will lead to enhance competitiveness of the 
economy and thereby create favourable environment to the business and industry. This, indeed, 
could not happen noticeably. So far the principle payments are also not so high in the 
international comparisons but from long term growth and development as well as debt 
sustainability point of view how the expenditures have been made makes a lot of difference.   
 



 

 

Figure 4.14: Share in Total Expenditure 
 

 
Source: Economic Survey (Various Issues)  
Despite wider fluctuation and declining trend, the share of foreign aid still constitutes high share 
in government expenditure (Figure 4.15 and 16). Its share which had gone up to 40 percent in 
late 1980s has come down to 20 percent now.  One positive trend especially after 2003 is that the 
share of foreign grant is rising. But from the point of view of contribution to the long term 
growth and development, there is certain worrying phenomenon. First, the share of technical aid 
is about 40 percent as a result of, among others, aid tying practices (MOF, 2011 and Khanal a, 
2011). Similarly, major chunk of aid is spent directly by various donors leading to almost one 
third of aid remaining out side the audit system. As a result, both ownership and accountability 
aspects which are key ingredients of aid effectiveness agenda are continuously undermined 
which have had adverse effect on minimizing supply side constraints and inducing growth 
(Khanal et al, 2008).    
 

Figure 4.15: Contribution of Foreign Aid to Total Government Expenditure 
 

 
Source: Economic Survey (Various Issues)  
 

Figure 4.16: Contribution of Foreign Aid to Total Government 
Expenditure



 

 

Source: Economic Survey (Various Issues)  

Sectoral allocation pattern of government expenditure additionally shows that share of economic 
services which were above 50 percent of total expenditure in 1975 reduced to near 20 percent in 
2010 (Figure 4.17). As is well known, both production and infrastructure services form the part 
and parcel of the economic services. This means, these areas have been least prioritized over the 
years. Such a reduction has largely been overtaken by the other expenses in which administrative 
and other unproductive expenses constitute the main components. Its share rose to almost 48 
percent in 2003 and there after there was some decline to reach at below 40 percent in 2010. 
Interestingly, the share of social services despite wider fluctuations reached almost at the same 
level in 2010 from almost same level at above 20 percent in 1975.  
 

 
Figure 4.17: Sectoral Allocation of Government Expenditure4  
 
 

                                                            
4 Others expenditure include constitutional organization, administration expenses, defence, foreign services, loan and 
investment, principal repayment and miscellaneous expenses 



 

 

 
Source: Economic Survey (Various Issues)  



 

 

 

Figure 4.18: Social, Economic and Others Expenditure Share in Total Expenditure 

 
 
Source: Economic Survey (Various Issues) 

Figure 4.19: Disaggregation of Economic Expenditures Share in Total Expenditure 

 
Source: Economic Survey (Various Issues) 



 

 

 

4.2.4 Financial Deepening, Access to Finance and Investment  
 
History of formal financial sector development in Nepal is not long and began in 1937 only with 
the establishment of first commercial bank. Only two commercial and two development banks 
were operating until the mid-1980s. After the restoration of parliamentary democracy in 1990, 
Nepal intensively implemented several financial and capital market measures to deregulate and 
liberalize the overall financial systems.  
 
As a result, financial widening and deepening have been taking place at a faster pace in Nepal. 
The first joint venture bank with foreign investment was opened in 1984. Because of the 
continuous expansion after then, about 280 licensed bank and non-bank deposit taking financial 
institutions were operating in Nepal as of mid-April 2011. Total financial assets of the financial 
system including institutions mobilizing contractual funds reached 126.2 per cent of Gross 
Domestic Product (GDP) as in mid-July 2010 (NRB, 2011a)  from 29 per cent in 1985 (Khanal, 
2007).  
 
Some other financial deepening indicator such as broad money to GDP and bank deposit and 
credit to GDP ratios are increasing rapidly.  As shown in the figure 4.20, both M1 and M2 were 
hardly 1 percent of GDP in 1975. They reached above 10 and 70 percent respectively in 2010.  
They partly indicate that how financial deepening has taken place overtime. As noticed, the 
growth in M2 has been phenomenal after 1995.   
 
Figure 4.20: Ratio of Money Supply to GDP  
 

 
Source: Economic Survey (Various Issues)  
 
The trends in both deposits and credit indicate that both have gone up at a faster rate. One 
additional phenomenon is that the expansion in credit has expanded at par with deposits and at 
some point of time it has even surpassed the deposits (Figure 4.21).  Thus, these indicators have 
played the key role in financial deepening.   
 



 

 

 

Figure 4.21: Total Deposits and Credits of Commercial Banks 
 

 
Source: Economic Survey (Various Issues)  
 
Figure 4.22: Ratio of Total Deposits and Credits with GDP Producer Prices 

 
Source: Economic Survey (Various Issues)  
 
In terms of access to loans, however, still the role of institutional credit is low. Out of the total 
loan of the households, the share of bank loan has gone up to 20 percent only in 2011 from 16.1 
percent in 1996 (Table 4.3). Although share of loan obtained from money lender has decreased 
considerably, the loan mobilized from the relatives has increased simultaneously.  This 
additionally shows that financial deepening indicator alone cannot indicate the financial 
inclusion key for promoting small businesses and productions.  
 



 

 

 

Table 4.3: Percentage of Household Loans From 
 
 1996 2004 2011
Banks 16.1 15.1 20
Money Lenders 39.7 26 15.1
Relative 40.8 54.5 51.1

Source: NLSS 1995/96, 2003/04 and 2010/11 
 
Figure 4.23: Percentage of Household Loans From 

 
Source: NLSS 1995/96, 2003/04 and 2010/11 
 
Sectoral credit data of commercial banks added by agricultural development bank indicates a 
drastic shift in the credit pattern over the years. The share of credit to the agricultural sector 
shows a big erratic behavior with big jump up in 1991 and sharp fall thereafter immediately. 
Since 1993 a stable share of agricultural sector credit at below 10 percent of total credit is 
witnessed. On the other hand, a big jump in the secondary sector credit took place during the 
period 1991-97 and thereafter it has almost stagnated as a share of total credit. Similar pattern is 
witnessed in the services sector during the same period. One difference is that with big share in 
1975, its share reduced up to 1990 with big fall during in 1990 to 1991. Now both of these 
sectors absorb 45 percent of credit each.  
 



 

 

 

Figure 4.24: Share of Sectoral Credit in Total Credit of Banks 

  

 
Source: Economic Survey (Various Issues) 

Figure 4.25: Share of Sectoral Credit in Total Credit of Banks  

 
Source: Economic Survey (Various Issues) 

 
 



 

 

 

Figure 4.26: Share of Industrial Credit in Total Credit of Banks 
 

 Source: Economic Survey (Various Issues) 

Figure 4.27: Share of Industrial Credit in Total Credit of Banks 

 Source: Economic Survey (Various Issues) 

 



 

 

 

4.2.5 Saving and Investment Pattern 
 
As shown in the Figure 4.28, most worrying phenomenon in the Nepalese economy is that the 
domestic resource gap is rising enormously especially after 2005. Low growth rate in the 
economy added by poor performance of sectors like agriculture and industry amidst over 
concentration of financial investment in unproductive areas including consumption durables and 
deceleration in exports are making detrimental impact on the domestic saving. More precisely, 
weakening of internal capacity of the economy in a situation of rising aggregate demand led to 
widening of gap between domestic saving and total investment. However, increased transfers by 
contributing to raise national savings enabled to meet such enlarged gaps. The in national saving 
and total investment gap corroborates this. In deed, after 2000, in some years the national saving 
is higher than total investment.  
 
Figure 4.28: Share of Domestic Saving and Gross Capital Formation in GDP 
 

 
Source: Economic Survey (Various Issues)  
 

Figure 4.29: Share of Domestic Saving, National Saving and Gross Capital Formation in 
GDP 
 

 



 

 

Source: Economic Survey (Various Issues)  
 
Figure 4.29: Share of Sectorwise Investment in GDP 
 

Source: Economic Survey (Various Issues)  

Figure 4.30: Share of Sectorwise Investment in GDP 
 

Source: Economic Survey (Various Issues)  



 

 

On the other hand, FDI has not been major contributor, among others, to fill the rising resource 
gap. Only after the restoration of peace in 2006, the approval has again started picking up (DOI, 
2011). The BOP statistics show that in 2010 the total foreign direct investment was in the order 
of Rs. 2.85 billion only (NRB, 2011).  
 
4.2.6 Employment and Its Structure   
 
Along with gradual structural changes in the economy a shift in the employment pattern has also 
taken place in the Nepalese economy (Table 4.4). In 1981, as much as 91.1 percent of the active 
population was engaged in agriculture and related activities. This ratio gradually decreased to 
81.2 percent in 1991. Changes in the employment structure were phenomenal during the period 
1991 to 2001. During this period employment in the agriculture sector reduced to 65.7 percent. 
This became possible particularly due to high rate of labour absorption in non-agriculture sector 
like manufacturing and trade sectors. These sectors provided employment to 9 and 9.9 percent of 
the economically active population in 2001. A gradual expansion of employment also took place 
in the finance and business services sectors.  While only 0.1 percent of the economically active 
population was engaged in this sector in 1981, the contribution of this sector in total employment 
reached 0.8 percent in 2001 (CBS, 2002). 
 
Table 4.4: Employment by Industry   
Industrial Group/Year 1981 Share in 

Total 
1991 Share in 

Total 
2001 Share in 

Total 
Total 6,850,886 100.0 7,339,586 100.0 9,900,198 100.0 
Agriculture. 6,244,289 91.1 5,961,788 81.2 6,504,689 65.7 
Mining and manufacturing 971 0.0 152,418 2.1 888,301 9.0 
Electricity, gas and water 33,029 0.5 11,734 0.2 148,218 1.5 
Construction 3,013 0.0 35,658 0.5 286,418 2.9 
Commerce 2,022 0.0 256,012 3.5 984,662 9.9 
Transport and 
communication 

109,446 1.6 50,808 0.7 161,638 1.6 

Finance and Real Estate 7,424  0.1 20,847 0.3 76,687 0.8 
Community & Social 
Services 

9,850 0.1 752,019 10.2 663,737 6.7 

Others 31,3570 4.6 28,004 0.4 163,412 1.7 
Industry not stated 127,272 1.9 70,298 1.0 22,395 0.2 
Source: CBS. Various Population Censuses (1981, 1991 and 2001).    
 
There are two additional positive trends in the labour market shown by the NLSS data. Along 
with the rise in labour force participation rate on the average from 75.2 percent in 1996 to 80.1 
percent in 2011, the female participation rate has also increased overtime considerably (Table 
4.5). Female participation rate which was 66.4 percent in 1996 rose to 79.4 percent in 2011.  In 
parallel, there is also a tendency of decline in the unemployment rate. It reduced to 1.8 percent   
from 4.2 during the same period.  
 
 
 



 

 

 



 

 

 

Table 4.5: Labour Force Participation Rate among Male and Female and Unemployment 
 

  Male Female Total 
  1996 2004 2010 1996 2004 21010 1996 2004 2010 
Employed  % 71 77.3 78.3 63.7 71.7 78.3 67.2 74.3 78.3

Unemployed % 4.2 3.1 2.6 2.8 2.7 1.2 3.4 2.9 1.8

Participation Rate 75.2 80.4 80.9 66.4 74.4 79.4 70.6 77.2 80.1

Unemployment 
Rate 5.6 3.9 3.2 4.1 3.6 1.5 4.9 3.8 2.2

Source: NLSS 1995/96, 2003/04 and 2010/11 
 

Despite these positive trends shown by the NLSS data, there are serious structural problems in 
the labour market. First of all, the employment by age structure shows that the unemployment 
among the youth is high compared to national average at 5.2 percent among 20 to 24 age group 
of population. Similarly, unemployment among the people with 10 and above level of education 
is still 5.3 percent (CBS, 2011).  
 

More worryingly, the employment status among the economically active population shows that 
the labour market in Nepal is highly vulnerable. The labour force survey of 2008 shows that still 
86.4 percent of the total non-agriculture employment is informal. Out of this, 39.7 percent are 
paid employees, 36.5 percent are self-employed without regular pay, 19.8 percent are family 
members and the remaining are employers and others (CBS, 2009). Relatively, more female are 
engaged in the informal sector (91 percent) as opposed to male workers (83.8 percent) (CBS, 
2009). Almost 99.7 percent of agriculture employment is informal. Recent CBS survey shows 
that still the ratio of self employment is 61.2 percent added by some jump in wage employment 
in the agriculture from 12.2 percent in 1996 to 28 percent in 2011. Although there has been some 
increment in the real wages both in agriculture and non-agriculture sector as revealed by the 
NLSS of 2011, there is still a tendency of faster rise in wages of skilled workers compared to 
unskilled workers added by the fear of displacement of the unskilled workers.  
 

Table 4.6: Main Sector of Employment  
                                                                                                   In Percentage 
  1995-96 2003-04 2010-11 
Wage employment in agriculture 12.2 6.8 28.0 

Self employment in agriculture 70.6 64.3 61.2 

Wage employment in non-agriculture 9.5 10.2 12.6 

Self employment in non-agriculture 7.7 9.3 12.7 

Extended economic work  9.4 10.7 



 

 

Nepal 100 100 100 

Source: NLSS 1995/96, 2003/04 and 2010/11 
The most worrisome situation of Nepalese labour market is high under and disguised 
unemployment. Among the employed persons, 32 percent workers worked less than 40 hours in 
a week in 2008, compared to 27 percent in 1999 (CBS, 2009). Among those working less than 40 
hours, the proportion of people who did not work more hours due to involuntary reasons 
increased from 15 percent to 21 percent between 1999 and 2008. About 30.0 percent of the total 
current economically active population was classified as underutilized, 49.9 percent in urban 
areas and 26.9 percent in rural areas.   
 
The pressures in the labour market have reduced due to massive outflow of working labour force 
to a greater extent.  In the Table 4.7, below annual and total outflow of workers (excluding India) 
up to the period 2010 is given. In 2002, total outflow was about 0.024 million. In 2010 it reached 
about 1.75 million.  
 
Table 4.7: Outflow of Nepalese Workers (Excluding India) 

In Number 
  2002 2003 2004 2005 2006 2007 2008 2009 2010 

Malaysia 64643 108455 154215 220505 304667 378696 429240 464310 577810 

Qatar 55222 82072 106200 148152 206385 266094 351536 427711 484797 
Saudi 
Arabia 83459 101449 118324 131683 151190 190469 232863 296380 359771 

U.A.E. 25672 38322 51082 63585 80769 105941 151283 183441 216731 

Kuwait 2973 3880 7074 8760 9498 11939 13906 16197 24342 

Bahrain 3171 3989 4595 4853 5383 6583 11682 15299 19533 

S. Korea 3119 3831 5155 5480 5676 6441 6587 9475 12007 

Oman 0 380 453 758 835 1344 3970 8217 11502 

Hongkong 1753 2317 2989 3167 3343 3704 3903 3968 4070 
Other 
Countries 1993 2367 3635 4457 5846 6914 22196 34628 43157 

Total 242005 347062 453722 591400 773592 978125 1227166 1459626 1753720 
 Source: Economic Survey (Various Issues)  

 

 



 

 

 

CHAPTER FIVE:  SOURCES OF GROWTH, PRODUCTIVITY AND DISTRIBUTIONAL 
GAINS: A QUANTITATIVE ANALYSIS 

 
As described in the methodology chapter, the production functions have been estimated 
following Solow residual method. For the estimation, OLS technique has been used. However, 
for ensuring the robustness of the results, various standard statistical tests have been carried out. 
In order to gauge the effect of policy changes or other external shocks, separate estimates for the 
pre and post liberalization period have been made apart from the estimation of long term 
production functions (1975-2010) at the aggregate level. For the post liberalization period (1990-
2010), one aggregate and three disaggregated production functions viz primary, secondary and 
tertiary sectors have been estimated. 
 
For underpinning the likely impact of policies on growth and delineate the policy loops affecting 
the total factor productivity at the aggregate as well as three sector levels, separate estimates for 
these have been made. In such estimates, various policy linked variables ranging from trade 
openness, financial deepening to investment in human resources and physical infrastructure have 
been considered as major arguments. Likewise, in view of governance and institutional reforms 
being one of the key factors in determining the productivity, a separate index derived from the 
global data has also been used as one of the explanatory variables. In the equations, dummy 
variables have also been incorporated in some of the equations either to capture the policy shift 
after Nepal’s accession to the WTO or to capture the positive effect of political change driven 
peace in the country.  
 
This is followed by examination on the probable intra-inter sectoral reallocation effect of labor 
and capital inputs on their productivity growth. While doing so, the determinants of growth and 
TFP have been taken into consideration. As explained in the methodology, first, sector wise ratio 
of value added in total value added for the period 1992-2010 was calculated followed by 
estimation of sectoral labor and capital share in total. Then total productivity growth of 
respective inputs was calculated by adding direct productivity growth rate and the productivity 
growth rate due to reallocation of inputs.  
 
Finally, based on both secondary data and estimated coefficients in various equations or models, 
the trends as well as likely ramifications on the distributional gains have been examined.  
 
5.1  Sources of Growth and their Determinants   
 
The growth equations for various sample period and the results derived are reported in the Table 
5.1. Assuming constant returns to scale, almost 86 per cent of the variation in the growth is 
explained by the labor input for the period 1975 to 2010. If the period before liberalization and 
after liberalization is separated, slightly a different picture emerges. For the period 1975 to 1990, 
the labor share is estimated to be 82 percent. It is 92 percent for the period 1990 to 2010.  It was 
generally assumed that in the post liberalization period the share of capital would have risen at a 
faster pace compared to labor. This did not happen as the results suggests. The sectoral equations 
reveal the probable underlying reasons.  But the fourth model presented below depicts that no 



 

 

any significant impact on the broader production structure has taken place in the post 
liberalization period too at least at the aggregate level.  
 

Table 5.1: Share of Inputs in GDP /Production 
 (1) (2) (3) (4) 
VARIABLES 
(In logarithm) 

1975-2010 
GDP/ Capital 

1975-1990 
GDP/ Capital 

1990-2010 
GDP/ Capital 

1975-2010 
GDP/ Capital

     
Labor/Capital   0.859*** 0.817*** 0.923*** 0.812*** 
 (0.095) (0.161) (0.100) (0.102) 
Policy Dummy    -0.0600 
    (0.0471) 
Constant 1.210*** 1.391*** 0.916*** 1.255*** 
 (0.145) (0.162) (0.0948) (0.132) 
     
Observations 36 16 21 36 
R-squared 0.847 0.895 0.964 0.861 

Standard Errors in Parentheses; *** p<0.01, ** p<0.05, * p<0.1 
 

In the Table 5.2 below, sectoral growth equations for the period 1990 to 2010 is presented5.  As 
the models indicate, the explanatory power of the model is extremely good in which major 
variation in the model takes place due to the changes in labor variation. In terms of contribution, 
the share of labor in the primary production function is almost 92 percent. In the secondary 
sector, the share of labor is 72 percent which is relatively low. In view of secondary sector 
covering highly capital intensive electricity sector also this is quite natural. In the tertiary sector, 
on the other hand, the labor contribution is almost 97 percent which is very high. The slight 
increment in the labor share during the post liberalization period is due to very high labor share 
in this sector.  
 
The results, thus, indicate that the services sector is highly labor intensive. Due to the 
predominance of informal labor market with increased tendency of its informalization, declining 
labor share in the agriculture sector and stagnating or decelerating trend in secondary sector in 
general and manufacturing sub-sector in particular, the services sector has been the one which is 
absorbing increased labor force. This has had both growth and productivity effect on the 
Nepalese economy.  
 

                                                            
5 Due to the unavailability of sectoral investment data, capital stock could not be estimated for 
the period prior to 1990 which prevented estimation of production functions at the level for the 
period 1975 to 1990.   



 

 

 

Table 5.2:  Sectoral Share of Inputs in GDP (Value Added during 1990-2010) 
VARIABLES 
(In logarithm) 

Primary 
GDP/ Capital 

Secondary 
GDP/ Capital 

Tertiary 
GDP/ Capital 

Total 
GDP/ Capital 

     
Labor/Capital 0.915*** 0.723*** 0.966*** 0.886*** 
 (0.0277) (0.165) (0.0442) (0.0247) 
Constant 0.108* 1.342*** 1.132*** 0.602*** 
 (0.0550) (0.459) (0.0737) (0.0360) 
     
Observations 21 21 21 21 
R-squared 0.993 0.541 0.992 0.995 

Standard errors in parentheses; *** p<0.01, ** p<0.05, * p<0.1 
 

The regression results reported in the Table 5.3 additionally confirm that there is no any 
structural break in the agriculture sector after the accession to WTO. But remaining two sectors 
experienced some structural changes in the post WTO membership period. This is also the period 
when peace has been restored in the country.  

 
Table 5.3: Sectoral Share of Inputs in GDP (Value Added during 1990-2010) 
VARIABLES 
(In logarithm) 

Primary 
GDP/ Capital

Secondary 
GDP/ 

Capital 

Tertiary 
GDP/ 

Capital 

Total 
GDP/ Capital 

     
Labor/Capital 0.925*** 0.757*** 0.948*** 0.885*** 
 (0.0292) (0.116) (0.0397) (0.0273) 
Policy Dummy 0.0470 -0.425*** 0.0829*** -0.000467 
 (0.0306) (0.0909) (0.0276) (0.0232) 
Constant 0.0688 1.570*** 1.130*** 0.603*** 
 (0.0618) (0.296) (0.0710) (0.0441) 
     
Observations 21 21 21 21 
R-squared 0.995 0.794 0.994 0.995 

Standard errors in parentheses, *** p<0.01, ** p<0.05, * p<0.1 
 

An interesting picture emerges when the contribution of capital, labor and total factor 
productivity for the entire period and for the period before and after liberalization is delineated 
(table 5.4). For the entire period at 4 percent growth rate, the contribution of labor is high. But 
the contribution of productivity is also positive and significant.  Almost similar phenomenon is 
observed for the period 1975 to 1990.  Again reconfirming the above trend, labor share is very 
high for the entire post liberalization period. At the same time, the contribution of total factor 
productivity is low compared to the pre-liberalization period. Thus, the generalized arguments 
that a liberalized regime driven by free trade policies leads to enhance productivity and thereby 



 

 

growth may not hold true in conditions where policy consistency and institutional problems 
including structural one are serious.  
 

Table 5.4: Contribution of labor, capital and Total Factor Productivity (For Longer 
Period) 

Sample  
α6 

Growth         
Rate of GDP 

Contribution       
from  Capital 

Contribution   
from Labor 

TFP 
Growth Rate 

1975-
2010 

0.141 4.01671 0.77817 2.54774 0.69080 

   (0.19%) (0.63%) (0.17%) 
1975-
1990 

0.183 3.85821 0.99322 1.88228 0.98270 

   (0.26%) (0.49%) (0.25%) 
1990-
2010 

0.077 3.94253 0.39442 3.08946 0.45865 

   (0.10%) (0.78%) (0.12%) 
 

More interesting results are found when the contribution of capital, labor and total factor 
productivity are estimated considering 5 years time intervals (table 5.5). For the period 1975 to 
1980, the contribution of labor is far higher than capital which in deed has compensated the 
growth loss due to very high negative contribution of the total factor productivity. This was a 
period when growth rate was also very low at 2.3 percent. On the other hand, a relatively higher 
growth rate of 4.9 percent during the period 1980 to 1985 was due to positive and elevated 
contribution of the total factor productivity. The contribution of all three factors ranged from 30 
to 37 percent. Interestingly, if the growth rate vis-a-vis contribution of each factor is compared 
for the different period, it is found that in almost all period when growth rate was relatively high, 
the total factor productivity has been high confirming that it has been instrumental for such a 
growth rate. This is further justified by the growth rate of 2000 to 2005. During this period, the 
growth rate was very low at 2.5 percent amidst negative contribution of the total factor 
productivity.   
 

Table 5.5 Contribution of Capital, Labor and Total Factor Productivity (at alpha= 0.141) 

Year Growth            
Rate of GDP 

Contribution      
from  Capital 

Contribution          
from Labor 

TFP          
Growth Rate 

1980 2.34364 0.803693 3.342472 -1.80252 
  (0.34%) (1.43%) (-0.77%) 

1985 4.896776 1.581534 1.482112 1.83313 
  (0.32%) (0.30%) (0.37%) 

1990 5.14476 0.104522 1.525946 3.514292 

                                                            
6 This indicates the share of capital in relation to GDP. 



 

 

  (0.02%) (0.30%) (0.68%) 
1995 5.080432 1.634865 2.838011 0.607556 

  (0.32%) (0.56%) (0.12%) 
2000 4.929969 0.285695 3.999415 0.644859 

  (0.06%) (0.81%) (0.13%) 
2005 2.462303 0.450371 2.861103 -0.84917 

  (0.18%) (1.16%) (-0.34%) 
2010 4.122913 0.702221 2.395372 1.02532 

  (0.17%) (0.58%) (0.25%) 
 
The separate estimates for three sectors give more insight into the role of traditional inputs and 
total factor productivity on the growth rate (table 5.6). In the primary sector, the contribution of 
total factor productivity during the period 1990 to 2000-2010 is low but at an improved rate 
during the later period. However, when total period is considered its contribution is negative. 
This means, in this sector, the major drivers of growth have been traditional inputs even at a low 
rate. Interestingly, in the later period, the contribution of capital enhanced at a rapid rate 
compared to the labor. In the secondary sector, however, the role of capital is high when the 
period is divided between 1990 to 2000 and 2000 to 2010. The role of labor is very low in both 
periods. Unlike the negative contribution of total factor productivity in the first half, the total 
factor productivity is positive in the second half. The entire period results, however, shows 
negative TFP growth as a result of the negative effect of the first half. In the services sector, the 
role of the labor has been predominant. Indeed, during the period 2000 to 2010 the contribution 
of total factor productivity has been highly negative which has been compensated by the labor. 
For the entire period of 1990 to 2010, however, TFP has played a larger role followed by labor. 
The capital has played very small role in the growth process.  In the overall growth rate, 
however, the contribution of total factor productivity is negative during the entire period despite 
some positive role exemplified by the two sub-periods.   
 
Table 5.6 Contribution of Capital, Labor and Total Factor Productivity in Primary, 
Secondary and Tertiary Sector  

 
Secoets 

 
Sample 

Growth     
Rate of 
GDP 

Contribution  
from Capital

Contribution  
from Labor 

TFP 
Growth 

Rate 
1990-2000 2.3791 0.9672 1.1819 0.2299 

  0.41 0.50 0.10 
2000-2010 2.2170 0.9252 0.6188 0.6729 

  0.42 0.28 0.30 

Primary 
Sector 
Value 
 Add 

(α=0.085) 1990-2010 2.3224 0.9167 1.6398 -0.2340 
   0.39 0.71 -0.10 

1990-2000 3.0585 2.7534 0.3088 -0.0037 
  0.90 0.10 0.00 

2000-2010 7.3720 3.3904 0.4365 3.5451 

Secondary 
Sector 
Value     
Add   0.46 0.06 0.48 



 

 

(α=0.277) 1990-2010 -1.3522 1.8735 0.1572 -3.3830 
   -1.39 -0.12 2.50 

1990-2000 5.4072 0.3088 4.9107 0.1877 
  0.06 0.91 0.03 

2000-2010 5.8703 0.4365 6.1069 -0.6731 
  0.07 1.04 -0.11 

Tertiary 
sector 
value     
add 

(α=0.034) 1990-2010 4.4450 0.1572 3.2772 1.0105 
   0.04 0.74 0.23 

1990-2000 3.6873 1.1956 2.3004 0.1913 
  0.32 0.62 0.05 

2000-2010 4.4536 1.3433 2.2154 0.8948 
  0.30 0.50 0.20 

1990-2010 2.5883 0.9372 2.1737 -0.5226 

 
Gross 
Value 
 Add 

(α=0.114) 

  0.36 0.84 -0.20 
 
Why there is so much variation in total factor productivity can be better understood by 
examining the determinants including policy related variables and other exogenous factors 
affecting it positively and negatively.  The estimated total factor productivity equations with 
major determinants are presented in the table 5.7.  In the aggregate TFP equation, investment in 
social services, trade openness, inflation and interest variables are significant with expected 
signs. Although variables like governance index and policy dummy representing the WTO 
membership effect are not significant, they show expected sign. The financial deepening variable 
did not show correct sign and was dropped. The results thus suggest that there is big scope of 
enhancing productivity and thereby growth through policy corrections in the fiscal, trade and 
financial areas.  Similarly, there is a big scope of raising TFP through institutional reforms. The 
efficiency in the banking system through reduction in higher interest rate spread together with 
containing of inflation rate would have positive effect of total factor productivity growth.  

 
Table 5.7: Determinants of TFP  

Total Factor Productivity Growth    
Independent Variables 

(First Eight  variable in log form) 
All 

Sectors 
Primary 
Sector 

Secondary 
Sector 

Tertiary 
Sector 

Investment in Social services 7.101***    
 (2.315)    
Trade Openness 12.71***    
 (3.516)    
Financial Deepening   3.12*  
   (0.53)  
Investment in Infrastructure      3.640 ** 
    (1.473) 
Investment in Education    2.793** 
    (1.039) 
Agriculture Credit   -3.390***   
  (0.959)   



 

 

Agriculture Investment   1.866*   
  (0.909)   
Per Hector Fertilizer Used (Metric Ton)  0.819   
  (2.285)   
Lending Rate (Primary)  -1.260**   
  (0.458)   
Policy Dummy (2005) 0.379  8.75* 1.821** 
 (2.748)  (5.01) (0.914) 
Governance Index -0.139  -0.31**  
 (0.129)  (0.041)  
Lending Rate (Secondary)   2.05*  
   (.862)  
Lending Rate ( Tertiary)    -0.500* 
    (0.053) 
Inflation Rate -0.353**    
 (0.155)    
Interest Rate ( 12 months) -1.084**    
 (0.366)    
Constant -24.15* 27.96* 20.14 -24.95** 
 (12.58) (14.37) (5.88) (10.758) 
Observations 20 20 20 20 
R-squared 0.535 0.537 0.34 0.35 

Standard errors in parentheses; *** p<0.01, ** p<0.05, * p<0.1 
 
The TFP in the primary sector was regressed against variables like agriculture credit, investment 
in agriculture sector, lending Rate (Primary) and fertilizer per hector (Metric Ton). The results are 
reported in the table 5.7. The coefficients of the variables like agriculture investment, lending 
rate, fertilizer use per hectare show expected sigh and former two variables are significant. The 
fertilizer variable although shows expected sign, it is not significant.  In view of very limited use 
of fertilizer, this was expected. The unexpected result is found in the agricultural credit variable. 
The variable not only shows negative sign but also it is significant. This means that as revealed 
by the trend also, the sharp fall in agricultural credit through the banking system has made very 
adverse effect on the primary sector productivity in which agriculture is the major component. 
The results are self explanatory from the point of view of policy ramifications on this sector.  
 
The TFP in the secondary sector was regressed against variables like investment in 
infrastructure, transportation, financial deepening, lending rate, governance index, policy dummy 
and banking sector credit. The infrastructure, transportation and banking sector credit were 
dropped after their unexpected sign and no significance. The results of the equation confirm that 
the least priority to the infrastructure including transpiration accompanied by low lending to this 
sector has had very adverse effect on the total factor productivity growth of this sector. The 
results, at the same time, additionally reveal that the availability of credit rather than the lending 
rate has been the major constraint as the positive sign of the lending rate indicates (table 5.7). 
The financial deepening is significant and hence it enforces that banking sector development is 
contributory to the productivity growth. Similarly policy dummy and governance index are 



 

 

significant with positive sign indicating that both policy and institutional reforms are equally 
important.   

 
In the tertiary sector, investment in infrastructure and education are significant with expected 
sign. The governance index showed unexpected sign and was dropped. The lending rate has 
positive sign and is significant. Similarly policy dummy representing WTO membership and 
political change restoring peace has positive impact on the tertiary sector.  
 
5.2   Reallocation Effect on Productivity   
 
The reallocation exercise was carried out for each year from 1992 to 2012 in order to examine 
more closely the contribution of input on the productivity directly and the contribution of 
reallocation of input on total productivity with respect to input growth. The results derived for 
the primary sector indicates that the labor sector reallocation effect is always negative. This 
means that increased labor participation in the primary sector would have adverse productivity 
and growth effect. These results broadly corroborating Lewis effect indicate on the need of 
shifting labor from this sector to other sectors. For the secondary and tertiary sectors, just 
opposite results have been derived (See Annex A).  
 
The reallocation exercise carried out for the capital input suggests that there is no specific 
direction through which inter-sectoral reallocation would have more dramatic impact on growth 
and productivity. Nonetheless, when there is high rate of reallocation of capital in primary and 
secondary sectors relative to tertiary there is some positive contribution to the productivity.  
 
5.3 Factor Returns and Distributional Gains  
 
Based on the various secondary data sources, no noticeable positive distributional gain of growth 
in the post liberalization period is found. One of the indicators examining this is the factor 
distribution or returns to labor and capital in the form of compensation of the employees and 
operating surplus. The national accounts estimates indicate that the factor distribution or returns 
to labor and capital has moved in the opposite direction. According to the estimated 
compensation to employees and operating surplus, the share of former in total value added has 
gone down steadily from 46.7 percent in 2001 to 38.1 percent in 2011. On the other hand, the 
share of operating surplus in total value added has risen to 58.6 percent in 2011 against 50.4 
percent in 2001 (Figure 5.1).  
 
Figure 5.1: Share of Compensation of Employees and Operating Surplus in GDP 
 



 

 

 
Source: Economic Survey (Various Issues)  

Likewise, Nepal Living Standard Survey (NLSS) results of 1996, 2004 and 2011 provide 
information on the share of wage earnings in total household income. They show that in 1996 the 
share of wage earnings in total household income was 54 percent. This ratio reduced to 47 
percent in 2004 and 38 percent in 2011. Interestingly, as reported in the Table 4.6, the NLSS 
survey results on main sector of employment reveal that, in 1996, combining agricultural and 
non-agricultural wage employment, its share was 21.7 percent. In 2011 it went up to 39.6 
percent. This also gives idea on the likely pattern on distributional gains. The manufacturing 
census results further reveal that the share of wages and salaries in the total manufacturing value 
added reduced to 19.6 percent in 2002 from 24.5 percent in 1992 (CBS 1992, 2002). All these 
trends indicate a likely adverse distributional gains faced by the most vulnerable wage earners. 
The likelihood of worsening income inequality is additionally revealed by the NLSS data.  
 
A comparison of per capita income of lowest and other decile groups against the per capita 
income of highest decile group shows that a very adverse income distribution pattern has 
persisted in Nepal. In 1996, for instance, per capita income level of 10th highest decile groups 
was 20.5 times higher than the lowest income group. In 2011, its per capita income level jumped 
to 26.4 times in comparison to the per capita income level of lowest decile group. A rough 
calculation made based on cumulative per capita income share by decile groups reported in the 
NLSS of 2011 reveals that income inequality measured in the form of Gini coefficient is in the 
neighborhood of 0.51 Khanal, 2011a)7 for Nepal. This ratio is one of the highest from any 
international comparison.  
 
When these trends are viewed in the light of the results on the sources of growth, TFP 
determinants and likely productivity ramification of intra-inter sectoral reallocation of inputs, 
some important policy inferences can be derived. First, despite labor being the major driver of 
growth, its share in the factor returns has declined considerably overtime leading to adverse 
distributional implications affecting its productivity as well. Second, if policy correction 
encouraging reallocation of labor input from primary to other sectors with priority on secondary 
sector is done particularly taking productivity factor into account, this may have both higher 
growth as well as positive distributional implications with long term spill over effect in the 
economies like those of Nepal.  

                                                            
7 Unlike the almost universal practices, in Nepal there is a system of estimating inequality based on consumption 
differences among decile group derived from NLSS. Accordingly, the Gini-coefficient reported for 1996, 2004 and 
2011 are 0.322, 0.414 and 0.328 respectively. These have been quite controversial.  
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CHAPTER SEVEN: CONCLUSIONS AND RECOMMENDATIONS 

7.1 Conclusions  
  

1.1 A closer review of the policies in the areas of fiscal, trade, investment, employment, 
money and finance indicates that a big policy shift has taken place in these areas after the 
intensification in economic liberalization that began in the 1990s. As a result, a very 
liberal system has strengthened as, among others, very low tariff rate structure, opening 
up economy for foreign investors and trade share in GDP indicate. The legal and 
institutional reforms have also been the part and parcel of such a liberal economic 
regime. Such a policy regime was driven by the aim of augmenting higher growth and 
productivity through a system that could encourage and enhance efficiency in resource 
allocation and uses.  
 

1.2 In the realm of fiscal policy which is one of the key ingredients of economic 
liberalization shows that a massive restructuring of tariffs along with drastic cuts in peak 
rate and reforms in income and other indirect taxes has taken place. Similarly, 
strengthening of public expenditure management has also been one of the priority areas 
of reforms. Introduction of Medium Term Expenditure Framework that took place in 
2002 was driven by the same objective. However, as a result of either many lapses in its 
frame or ritualistic approaches followed or preoccupation with fiscal balance 
overlooking structural issues, the ongoing public expenditure system has been 
detrimental to augment productive investment in both economic and social sectors. 
Contrarily, the escalation of unproductive expenses has increased the problem of 
enhancing efficiency in resource allocation and uses. The tax evasion, poor tax 
compliance amidst low bases and continued various distortions in tariffs and other taxes 
are creating problems in augmenting revenue mobilization and raising incentive 
structures.  

 
1.3 In the monetary policy front, although more liberal and open up policies were escalated 

from the early 1990s, there was negligence to prudential norms and regulations partly 
due to delay in broad based reform in the financial sector.  This led to virtually technical 
insolvency of two big state owned commercial banks by the end of 1990s. Although a 
comprehensive financial sector reform program implemented in 2002 contributed to 
improve the performance of the banking system, the cheap credit policy in the aftermath 
of massive inflow in remittances and diversion of banking resources primarily toward 
real estate and housing including consumer durables, a bubble type phenomenon 
followed by sharp fall in property prices took place leading to the emergence of financial 
crisis from the beginning of 2009. The related problem was such that the negligence to 
the sectors like agriculture and industry escalating supply side constraints made very 
adverse effect on growth prospects leading to, among others, dwindling of exports and 
massive rise in current account deficit by 2009. In response, the Nepal Rastra Bank 
(NRB) has introduced some new policies such as tight ceiling on lending to real estate 
sector, directive to reduce credit-deposit ratio, cap on salary of CEOs and Board of 
Directors of financial institutions, deposit insurance, and merger and acquisition by-laws. 
Although such a move has helped to minimize crisis, there are some systemic problems 



 

 

inherent driven by past policy mistakes or the monetary policy premises which are solely 
guided by the objective of price control and balance of payments stabilization. Similarly 
such a policy route has given less attention to the financial inclusion aspects leading to 
aggravation of access of credit to the small farmers, enterprises and businesses a big 
problem.  
 

1.4 Free trade and open up policies have been so rapid that there are no any distortions type 
practices in exports and hence no special support measures contradicting WTO rules are 
existent in the trade front in Nepal. Similarly, no any quota restrictions on imports are 
present. However, one typical phenomenon is that Nepal's trade with India, a major 
trading partner, is governed by the trade treaties between the two countries. It is 
noteworthy that unlike the treaty of 1996, the treaty of 2002 and renewed in 2009 
contains many restrictions which have been detrimental from the standpoint of 
promoting liberal trade and facilitating industrial drive in Nepal. The additional problem 
is the very high transit cost which often becomes more than double of custom value at 
the sea port. As a consequence of high transaction cost, a tendency of increased informal 
trade is continuing given the complete open border and free convertibility of Indian 
currency in Nepal. Unlike persuasion of flexible exchange rate policy with respect to 
hard currencies, exchange rate with India is pegged since last more than two decades 
without any adjustment amidst continued misalignment of prices as a result of, among 
others, very high subsidy and more competitive strength in India. This has made Nepal’s 
trade competitiveness a serious problem.  Even in the highly liberalized tariff system, a 
cascading tariff system detrimental from the point of view of encouraging production 
and trading of high value added products is also there.  Under such circumstances, trade 
openness or liberalization with more trust on removing tariff or non tariff barriers has 
been less advantageous from the point of view of enhancing trade competitiveness, 
promoting trade diversification and augmenting productivity and thereby sustaining high 
growth as the composition of trade and its pattern indicates. 
 

1.5 Despite fiscal, trade and monetary policies geared toward encouraging private 
investment, no comprehensive separate investment policy has been evolved so far. 
However, in order to promote foreign direct investment and encourage technology 
transfer, both Foreign Investment and Technology Transfer Act and Industrial Policy 
have been introduced and upgraded time to time. They give many facilities and 
incentives to both domestic and foreign investors through tax concession, rebates and 
other means. However, business or investment environment is still a big problem. 
Persistence of cascading tariff system has also been detrimental to encourage high value 
added domestic resources based industries that could also promote employment. As a 
result, Nepal at the moment faces a tendency of deindustrialization in which traditional 
primary and small industries are the major sufferers which in turn has made very 
detrimental impact on exports and economic growth.  
 

1.6 In addition to a separate Labor and Employment Policy 2005 and a New Policy on 
Foreign Employment 2011, the current Three Year Plan aims to produce such a human 
resource which is competent with skills and professionalism to make workers 
competitive in both national and international market. Unlike the past, it emphasizes on 
the employment centric inclusive and equitable economic growth.  There is also move to 



 

 

strengthen social security of the workers including informal sector workers. However, 
despite many new initiatives in different areas, poor quality including low wages and 
productivity predominated by the informal labor market, high youth employment and 
more exclusionary practices are still the major problems. Despite increased focus, 
employment is still out of the orbit of overall macro economic policies and hence 
employment and macro policies directed to enhance investment and employment are not 
evolved in an integrated way. As a result, many structural problems perpetuated in the 
labor market including issues associated with decent and productive employment get 
little focus or attention from policy and institutional reform point of view. In the critical 
foreign employment front also both screening and decent employment are big problems 
with adverse effect on its contribution to the national economy. 
 

1.7 A quick review of the macro and sectoral trends of the economy indicates that the 
performances in many areas are either poor or deteriorating after some noticeable 
improvements in the aftermath of economic liberalization and open ups. The long term 
growth rate of the economy for the period of 35 years shows that the GDP grew at a rate 
of little over than 4 percent which is low in developing country context. During the pre-
liberalization period, secondary sector was the main contributor. Thereafter, main 
contributory to the economic growth is the services sector. A decelerating trend is 
persisting in the manufacturing sector.  Both policy and institutional problems coupled 
with shortages or low quality of infrastructure, confrontational industrial relations and 
lack of enabling environment are found to be some of the major impediments.  
 

1.8 In the trade and payments front, in addition to commodity and country concentration, 
there is enormous rise in trade deficit in recent years. The entire export structure shows a 
very fragile and volatile trend in the exports to third countries. The trade deficit is more 
alarming with major trading partner India. However, due to massive increase in the 
inflow of remittances together with some support from the tourism industry, both current 
account and balance of payments have been favourable in most of the years in the past. 
This means that the policies aimed at enhancing supply side of the economy and thereby 
strengthening the capacity of the domestic economy has not taken place in the liberalized 
economic regime too.  
 

1.9 The trends in the government expenditure and revenue indicate that there is persistence of 
big gap between the expenditure and revenue. Although in the post liberalization period 
the gap has narrowed down compared to previous period, the gaps have not reduced 
noticeably. One additional phenomenon is that the rise in revenue has not been due to 
sharp rise in internal revenue share but primarily due to the taxes like VAT levied in the 
remittances induced international trade as pre-emptive move to compensate revenue 
losses emanating from the reduced tariff rates. The composition of expenditure shows a 
more worrying phenomenon.  There is phenomenal increase in the current expenditure 
leading to continuous decline in the share of capital expenditure. One positive aspect is 
that the internal borrowing is not high and hence it is almost within the international 
norms since 1992. This has been maintained on the ground that the fiscal balance or 
macroeconomic stability will lead to enhance competitiveness of the economy and 
thereby create favourable environment to the business and industry. This, indeed, could 



 

 

not happen. Sectoral allocation pattern of government expenditure additionally shows 
that share of economic services which were above 50 percent of total expenditure in 
1975 reduced to near 20 percent in 2010. As is well known, both production and 
infrastructure services form the part and parcel of the economic services. This means, 
these areas have been least prioritized over the years. Such a reduction has largely been 
overtaken by the other expenses in which administrative and other unproductive 
expenses constitute the main components. 
 

1.10  Along with financial liberalization, financial deepening has manifested rapidly.  Share 
of financial assets, broad money, bank deposits and credit to GDP ratios corroborate this. 
Despite this, access to institutional credit is very low. The interest rate structure shows 
that persistently there is large gap between the deposit and lending rates as an indication 
of inefficiency syndrome in the financial system.  This means that still the production 
sectors both big and small are less advantaged amidst rising financial deepening. Also 
financial liberalization which is often regarded to be tantamount to efficiency is still a 
big policy challenge in the Nepalese context  

 
1.11  The most worrying phenomenon in the Nepalese economy is that the gap between 

domestic saving and total investment is rising enormously especially after 2005. Low 
growth rate in the economy added by poor performance of sectors like agriculture and 
industry amidst over concentration of financial investment in unproductive areas 
including consumption durables and deceleration in exports are making detrimental 
impact on the domestic saving. More precisely, weakening of internal capacity of the 
economy in a situation of rising aggregate demand led to widening of gap between 
domestic saving and total investment. However, increased transfers by contributing to 
raise national savings enabled to meet such enlarged gaps. Despite more liberal 
economic regime with open up policies, Nepal has been unable to attract foreign direct 
investment, key to meet rising investment demand including introduction of the modern 
technology.  

 
1.12 Despite low unemployment rate together with gradual changes in the employment 

pattern, there are serious structural problems in the labour market. The informal sector 
employment added by self employment is extremely high. Although there has been some 
increment in the real wages both in agriculture and non-agriculture sector in recent years, 
there is still a tendency of faster rise in wages of skilled workers compared to unskilled. 
The pressures in the labour market have reduced mainly due to massive outmigration.   
 

1.13 Various secondary data sources indicate that no positive distributional gain in the course 
economic liberalization has taken place in Nepal. The national accounts estimates 
indicate that the factor distribution or returns to labor and capital has moved in the 
opposite direction. Nepal Living Standard Surveys also show that the share of wage 
earnings in total household income has gone down continuously. A comparison of per 
capita income of lowest and other decile groups against the per capita income of highest 
decile group shows that a very adverse income distribution pattern has persisted in 
Nepal. A rough calculation made based on cumulative per capita income share by decile 
groups’ reveals that income inequality measured in the form of Gini coefficient is high in 



 

 

Nepal. Although the consumption based poverty estimates show a declining trend, 
multidimensional poverty estimates indicate that poverty is extremely very high.  

 
1.14 The empirical analysis on sources of growth, determinants of TFP and likely effect of 

intra-inter sectoral reallocation of input on productivity provide more insights into some 
of the underlying reasons for these. The regression results show that the variation in the 
growth is predominantly explained by the labor input for the period 1975 to 2010. In the 
post liberalization period the contribution of labor has further enhanced more so in the 
services sector. Only in the secondary sector, some increased contribution of capital is 
observed. Due to the predominance of informal labor market with increased tendency of 
its informalization, declining labor share in the agriculture sector and stagnating or 
decelerating trend in secondary sector in general and manufacturing sub-sector in 
particular, the services sector has been the one which is absorbing increased labor force. 
This has had both growth and productivity effect on the Nepalese economy.  
 

1.15  Separate estimates for three sectors give more insight into the role of traditional inputs 
and total factor productivity on the growth rate. Surprisingly, for the total period 1990 to 
2010 the contribution of TFP is negative despite being positive for the sub-period 2000 
to 2010. The results additionally corroborated that free trade and other liberal policies 
generally leads to enhance productivity and growth automatically is misleading and 
hence combination of policies, their sequencing and host of related factors are critically 
important for enhancing productivity. The determinants of total factor productivity in 
three sectors corroborate this further. In most of the variables trade openness and 
financial deepening variables are not significant. Similarly, in some even the credit and 
government investment variables are not significant. All in all, results indicated that the 
reform carried out was not driven by a deeper ex-ante analysis of their likely 
ramifications on growth and productivity.  
 

1.16 The reallocation exercise gives more interesting results from the point of view of policy 
ramifications. The results derived for the primary sector indicates that the labor sector 
reallocation effect is always negative. This means that increased labor participation in the 
primary sector would have adverse productivity and growth effect. In the secondary and 
tertiary sectors, the effect would be just opposite to the primary sector. In case of capital 
input, no specific directional positive effect of inter-sectoral reallocation on growth and 
productivity is found. However, when there is high rate of reallocation of capital in 
primary and secondary sectors relative to tertiary there is some positive contribution to 
the productivity.  

 
1.17  The findings also suggest that there is no noticeable positive distributional gain of 

growth in the post liberalization period. The national accounts estimates indicate that the 
factor share of labor in total factor returns has reduced one year after another despite the 
fact revealed by the model estimates that the contributory to growth has primarily been 
the labor input. The Nepal Living Standard Survey (NLSS) results also reveal that the 
share of wage earnings in total household income has sharply reduced during the period 
1996 to 2011. This has had very detrimental effect on income inequality as well as very 
high gini-coefficient indicates. Thus, in the Nepalese context, reallocation policy 



 

 

together with wages and productive employment policy would be critical for enhancing 
productivity and growth having more positive distributional gains effect.  

7.2 Recommendations  
 

1. There is a need of a comprehensive approach in policy making for bringing coherency in 
macro and sectoral policies. The structural and institutional policy issues have to be the 
part and parcel of such a policy frame for preventing or coping with systemic failures 
driven by non-functional market or regulatory system that inhibit efficiency in resource 
allocation and uses and ultimately create high productivity and sustainable growth a 
major problem.  
 

2. There is also a need of ex-ante approach in examining the likely consequences of the 
proposed policies on total factor productivity and growth. No role of  trade openness,  
government investment in infrastructure and education as well as banking sector credit in 
important sectors as shown by the quantitative results indicates that without examining 
the broad ramification of alternative policy features including the adverse effect of  
existing structural and institutional actors, ad-hoc or customary approach will be less 
helpful to bring about course correction on Nepal’s fragile growth and trade pattern 
which has also very adverse distributional implications. 
 

3. As the results suggest, there is a need of higher priority on production and infrastructure 
sectors that could minimize supply side bottlenecks and strengthen internal size or 
capacity of the economy for enhancing sustainable growth, raise exports and generate 
productive employment. The encouragement to bubble and then bust type policy course 
amidst massive inflow of remittances will be counterproductive in future as in the past. In 
this respect, the reforms in the fiscal and monetary policy accompanied by formulation of 
comprehensive new investment policy will be required in which the new initiatives to 
attract private investment including foreign direct investment  through Investment Board 
could be strengthened taking broader growth, technology transfer and productive 
employment into account. In the financial sector, more inclusive and improved access of 
credit to both big and small enterprises will be essential. The reforms in the governance 
system will also play decisive in TFP as the results suggest.  
 

4. The results suggest that reallocation of labor and capital would have more positive effect 
on enhancing the productivity of respective inputs leading to increment in total 
productivity. More specifically, as the results suggest that there is a need of shifting of 
labor from primary to secondary and tertiary sectors, more so in the former. In case of 
capital input, more capital injection in the primary and secondary sector relative to 
tertiary would be more productive and beneficial.  These results broadly corroborating 
Lewis effect indicate on the need of shifting labor from primary to other sectors. The 
results also suggest that more labour intensity in secondary and tertiary sectors would 
have better productivity and growth outcomes.  This means that labour policy including 
wage and productive employment policy should be the integral part of macroeconomic 
policy setting in Nepal.  
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Appendices 
Annex 1: Probable Reallocation of Labor in Primary Sector 

Fiscal 
Year 

Direct  
Productivity growth 

Rate 

Productivity 
Growth Rate Due 
to Reallocation 

Total  
Productivity  
Growth Rate 

Labor  
Growth 
Rate 

1992  ‐0.8510  ‐0.2934  ‐1.1443  0.8722 

1993  ‐0.8023  ‐0.3005  ‐1.1029  0.8813 

1994  3.3414  ‐0.2918  3.0496  0.8901 

1995  ‐0.7416  ‐0.2902  ‐1.0319  0.8822 

1996  1.2940  ‐0.2811  1.0129  0.8745 

1997  1.4649  ‐0.2720  1.1929  0.8830 

1998  ‐0.0150  ‐0.2636  ‐0.2787  0.8752 

1999  0.7987  ‐0.2559  0.5428  0.8834 

2000  1.6012  ‐0.2408  1.3603  0.8757 

2001  1.7829  ‐0.2115  1.5714  0.8371 

2002  0.0933  ‐0.5043  ‐0.4110  2.1061 

2003  ‐2.1773  ‐0.4847  ‐2.6620  2.0927 

2004  1.1344  ‐0.4816  0.6528  2.0941 

2005  0.5763  ‐0.4777  0.0986  2.1089 

2006  ‐0.1153  ‐0.4854  ‐0.6007  2.0936 

2007  ‐0.4547  ‐0.4991  ‐0.9538  2.1061 

2008  1.5633  ‐0.4913  1.0720  2.1034 

2009  0.3666  ‐0.4900  ‐0.1234  2.0999 

2010  ‐0.3020  ‐0.5025  ‐0.8045  2.0958 

 

Annex 2 : Probable Reallocation of Labor in Secondary Sector 

Fiscal 
Year 

Direct  
Productivity growth 

Rate 

Productivity  
Growth Rate Due to 

Reallocation 

Total  
Productivity  
Growth Rate 

Labor  
Growth 
Rate 

1992  0.3872  3.4037  3.7909  20.1220 

1993  ‐3.3731  3.3520  ‐0.0211  20.3046 

1994  ‐2.0552  3.2963  1.2411  20.2532 

1995  ‐2.5994  3.3962  0.7969  20.3509 

1996  ‐2.7647  3.2718  0.5072  20.1166 

1997  ‐3.2908  3.1417  ‐0.1491  20.3883 

1998  ‐4.0364  2.8060  ‐1.2304  20.1613 

1999  ‐3.2617  2.6049  ‐0.6568  20.3020 



 

 

2000  ‐2.6449  2.4044  ‐0.2405  20.2232 

2001  ‐6.4468  1.1055  ‐5.3413  20.1856 

2002  ‐0.4591  0.1863  ‐0.2728  3.3784 

2003  ‐1.4687  0.1779  ‐1.2908  3.4547 

2004  ‐0.1868  0.1542  ‐0.0326  3.3394 

2005  ‐0.3212  0.1438  ‐0.1774  3.4061 

2006  ‐0.5172  0.1230  ‐0.3942  3.4628 

2007  ‐0.1799  0.1119  ‐0.0680  3.3469 

2008  0.3134  0.1093  0.4228  3.3965 

2009  ‐0.4693  0.0901  ‐0.3792  3.4377 

2010  ‐0.1359  0.0798  ‐0.0562  3.3973 

   

Annex 3: Probable Reallocation of Labor in Tertiary Sector 

Fiscal 
Year 

Direct  
Productivity growth 

Rate 

Productivity Growth 
Rate Due to 
Reallocation 

Total  
Productivity  
Growth Rate 

Labor  
Growth 
Rate 

1992  ‐0.9475  1.1430  0.1955  6.8369

1993  0.2916  1.2208  1.5123  6.9391

1994  0.1495  1.1308  1.2803  6.8493

1995  ‐1.0525  1.1156  0.0632  6.8826

1996  0.0207  1.0824  1.1031  6.8182

1997  ‐0.4088  1.0649  0.6562  6.9149

1998  0.2910  1.1107  1.4017  6.8546

1999  ‐0.2445  1.1101  0.8656  6.8805

2000  ‐0.1472  1.0732  0.9260  6.8732

2001  4.7664  1.3536  6.1200  6.8388

2002  ‐2.6746  0.6250  ‐2.0495  3.3913

2003  ‐3.4354  0.6129  ‐2.8226  3.4030

2004  1.3455  0.6268  1.9723  3.4100

2005  0.2347  0.6290  0.8637  3.4126

2006  1.7080  0.6624  2.3704  3.3741

2007  0.7837  0.6936  1.4773  3.4075

2008  1.1006  0.6846  1.7852  3.3992

2009  0.9611  0.7018  1.6629  3.3881

2010  1.3598  0.7369  2.0967  3.4069

 



 

 

 

Annex 4: Probable Reallocation of Capital in Primary Sector 

Fiscal 
Year 

Direct  
Productivity growth 

Rate 

Productivity 
Growth Rate Due 
to Reallocation 

Total  
Productivity  
Growth Rate 

Capital  
Growth 
Rate 

1992  8.5496  ‐4.4185  0.4159  ‐4.0026 

1993  7.0323  ‐3.5570  0.2534  ‐3.3036 

1994  ‐4.0736  5.5658  ‐0.2530  5.3129 

1995  12.8767  ‐5.9374  0.5011  ‐5.4362 

1996  19.2961  ‐6.5557  0.5335  ‐6.0221 

1997  8.3418  ‐1.6942  0.1945  ‐1.4997 

1998  3.9437  ‐1.2841  0.0237  ‐1.2604 

1999  ‐13.0081  6.4543  ‐0.2407  6.2136 

2000  8.7227  ‐1.5574  0.1034  ‐1.4541 

2001  29.8949  ‐9.9674  ‐0.8676  ‐10.8350 

2002  9.2647  ‐2.8762  ‐0.4525  ‐3.3286 

2003  4.2396  ‐3.0784  ‐0.3886  ‐3.4670 

2004  20.0129  ‐6.3642  ‐2.1110  ‐8.4752 

2005  13.7708  ‐4.3104  ‐1.3229  ‐5.6333 

2006  21.1820  ‐7.9571  ‐2.9834  ‐10.9404 

2007  3.4335  ‐0.9893  ‐0.4618  ‐1.4511 

2008  2.6405  1.3467  ‐0.3003  1.0464 

2009  8.9305  ‐2.3697  ‐1.1534  ‐3.5232 

2010  8.9744  ‐2.9929  ‐1.0249  ‐4.0178 

 

Annex 5: Probable Reallocation of Capital in Secondary Sector 

Fiscal 

Year 

Direct  

Productivity growth 

Rate 

Productivity 

Growth Rate Due 

to Reallocation 

Total  

Productivity  

Growth Rate 

Labor  

Growth 

Rate 

1992  6.1584  3.1155  ‐1.4056  1.7099 

1993  6.6298  ‐0.6942  ‐1.4708  ‐2.1650 

1994  3.3679  1.3030  ‐0.7514  0.5516 

1995  7.8947  0.0067  ‐1.6006  ‐1.5939 

1996  19.2799  ‐2.5872  ‐3.9372  ‐6.5244 

1997  8.9581  ‐0.8694  ‐1.8694  ‐2.7388 

1998  1.4298  ‐0.1705  ‐0.3024  ‐0.4729 



 

 

1999  ‐5.8150  2.1296  1.3082  3.4378 

2000  8.6062  ‐0.2120  ‐1.9259  ‐2.1378 

2001  14.7287  ‐5.5769  ‐3.9040  ‐9.4809 

2002  ‐1.6517  0.3489  0.4098  0.7587 

2003  ‐15.1908  1.4759  3.1728  4.6487 

2004  14.6715  ‐1.9254  ‐3.0172  ‐4.9426 

2005  19.7017  ‐2.7711  ‐4.3554  ‐7.1265 

2006  4.9180  ‐0.7276  ‐0.9825  ‐1.7102 

2007  9.7500  ‐1.0977  ‐2.0724  ‐3.1701 

2008  9.9658  ‐0.6259  ‐2.2315  ‐2.8574 

2009  2.3304  ‐0.3166  ‐0.5016  ‐0.8182 

2010  20.6984  ‐2.4909  ‐4.9068  ‐7.3978 

         
Annex 6: Probable Reallocation of Capital in Tertiary Sector 

Fiscal 

Year 

Direct  

Productivity growth 

Rate 

Productivity 

Growth Rate Due 

to Reallocation 

Total  

Productivity  

Growth Rate 

Labor  

Growth 

Rate 

1992  7.8740  ‐1.3001  1.4142  0.1142 

1993  14.9635  ‐2.5673  2.7804  0.2131 

1994  15.2381  ‐2.8116  2.4536  ‐0.3580 

1995  11.5702  ‐2.7288  1.8955  ‐0.8333 

1996  12.8395  ‐2.1579  2.2669  0.1091 

1997  4.3764  0.5168  0.8112  1.3281 

1998  ‐0.6289  3.1349  ‐0.1292  3.0056 

1999  ‐5.9072  4.6972  ‐1.2196  3.4776 

2000  5.8296  0.2578  1.2355  1.4933 

2001  ‐5.5085  10.1524  ‐1.6199  8.5325 

2002  ‐8.2960  2.2873  ‐2.4634  ‐0.1761 

2003  ‐9.7800  2.1323  ‐2.9390  ‐0.8068 

2004  12.4661  ‐2.5314  3.8786  1.3472 

2005  12.2892  ‐3.5878  3.8973  0.3095 

2006  3.6481  1.5862  1.2426  2.8288 

2007  9.1097  ‐1.8043  3.1615  1.3572 

2008  15.9393  ‐4.5892  5.3817  0.7925 

2009  7.2013  ‐0.7985  2.4801  1.6816 

2010  18.4733  ‐5.7619  6.4890  0.7271 

         

 



 

 

 


