BI-ANNUAL REPORT

NEPAL RISK
OUTLOOK

QOO riskoutlook www.riskoutlook.org

Covid-19 and its
Implication on the
The Nepali Economy- |l

] U N E 2022 IID S | Institute for Integrated N
Development Studies » 1979 5

epal |

IP2Re
nstitute for Policy Research



Table of Contents

Introduction

2 Sectoral Analysis

Economic Sectors

14 Enablers

21 Financing

29 Conclusion



Globally, the pandemic has been
considered as one of the most
severe health and economic crises
of the twenty-first century and
Nepal has not been an exception.
In the case of Nepal, with three
waves of pandemic - one in 2020
and two in 2021 - accompanied

by strict nationwide lockdown
(Wave I), extended restrictions on
business and travel activities during
the second and third waves of the
pandemic



Introduction

As Covid-19 continues to evolve, it continues to affect all key pillars of Nepal's economy. However,
given the current low infection and casualty rates (1.2 percent) and high recovery rate (97.9 percent)’,
businesses are slowly getting back to normal in recent months. This fall in low cases could be mainly
attributed to high vaccination rates in Nepal. According to MoHP records?, as of 28 Feb, Nepal has
successfully vaccinated 73.9 percent of the people with at least one dose and 59.9 percent with both
doses. For the targeted group of the population (= 18 years), the vaccination rate for single-dose and
full doses stand at 91.5 percent and 78.9 percent respectively. Finally, 89 percent and 48 percent of
people from the 12-17 years age group have received at least one dose and full doses respectively.

Globally, the pandemic has been considered as one of the most severe health and economic crises
of the twenty-first century and Nepal has not been an exception. In the case of Nepal, with three
waves of pandemic - one in 2020 and two in 2021 - accompanied by strict nationwide lockdown (Wave
), extended restrictions on business and travel activities during the second and third waves of the
pandemic, Covid-19 stalled the country’s most key economic sectors, including business activities,
hospitality, tourism and education among others.

As per the World Bank’s most recent Nepal Development Update report®, Covid-19 will hit Nepal's
employment sector hard, driving down the overall incomes of the Nepalis, both in the short and in long
term. For example, Covid-19 forced Nepal's real GDP to contract ( by 1.9 percent) in FY 2020, the first
such experience in 40 years, and the World Bank Covid-19 Monitoring Survey recorded the largest
job-related losses from Covid-19 for the South Asia region, Nepal included. In the tourism sector, Nepal
saw the lowest tourists flow in 2021 (a total of 150,962 tourists) since 19774 Between 2019 and 2021,
Nepal saw a loss of 2.69 million passengers, again mainly due to Covid-19 and related restrictions®.
This massive decline in the number of international tourists could be attributed to strict restrictions
on international travel and also on the factor that major tourist destinations in Nepal remained closed
during the Covid-19 peak periods to prevent the virus en-masse. Similarly, Covid-19 also affected
Nepals overall industrial capacity utilization, mainly due to the shortage of raw materials and skilled
laborers during the pandemic®. In addition, the pandemic has tested Nepal's recently adopted federal
governance system to a large extent.

Finally, as the pandemic subsides a bit in the recent months and more people are getting vaccinated.
its positive impact on the country’s economy could be felt. For reference, ADB's Sept 2021 Nepal
Macroeconomic Update’ highlights some of the encouraging growth trends for Nepal. As per the
updates, Nepal has been expected to have witnessed GDP expansion by 2.3 percent in FY 2021 after
contracting by 2.1 percent the preceding year. For FY 2022, GDP is expected to expand to 4.2 percent.
Similarly, inflation has moved around 3.6 percent in FY 2021, down from 6.2 percent the year earlier.

Study Framework

To better organize our ideas and our overall assessment, we have formatted the overall study areas into
three groups as follows:

Economic Sectors Enablers Financing
Agriculture & Forestry @ Education Uﬂﬂﬂu Remittance
Manufacturing Infrastructure Aid and grants
Service Trade & Investment Public Finance
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Sectoral Analysis

Economic Sectors

AGRICULTURE AND FORESTRY

Nepal is an agricultural country with most farming practiced in subsistence
and small-holder fashion. Known as the backbone of its economy, the
agriculture and forestry sector is vital to the country’s livelihood and
economic and social development. According to Nepal Rastra Bank’s
Economic Survey 2020-218, 60.4 percent of the country’s population is
engaged in the agriculture sector and its contribution to the national Gross
Domestic Product (GDP) was estimated to be 25.8 percent in the fiscal
year 2020/21. The Government of Nepal allocates around 4-5 percent of its
budget to agriculture every year considering the sector critical to achieving
its socioeconomic growth aspirations (Nepal Digital Framework 20199).

Nepal's major food staples are rice, maize, milet, wheat, barley, and
buckwheat. The most important cash crops are oil seeds, potato, tobacco,
sugarcane, jute, and cotton, while the important pulse crops are lentil, gram,
pigeon pea, black gram, horse gram, and soybean (FAO™). The country
also consumes and exports its famous orthodox tea as well as cardamom,
turmeric, and ginger. A large variety of fruits and vegetables such as apple,
peach, pear, plum, walnut, brinjal, pumpkin, and leafy vegetables are also
grown to meet internal demand. Due to a largely weather-dependent
farming culture and unfavorable agronomic conditions, most farmers grow
diversified crops and farming is often integrated with small-scale livestock.
Freshwater fisheries are also an emerging enterprise in the Terai region
whereas rainbow trout is gaining traction in the hills and lower mountainous
regions. As smallscale rural farming is largely subsistence in nature,
livestock is one of the important sources of cash for farming households.
The sale of milk, yogurt, cheese, ghee, Chhurpi, meat, eggs, poultry, and
live animals helps meet the cash needs of farmers. Human and animal labor
are the major sources of power on the farm as mechanization rates are
still low. Forests which cover 44.74 percent of the total area of the country
have also been critical to the betterment of Nepali livelihoods and welfare
(Global Forest Resources Assessment, 2020"). They provide fuel-wood as
an energy source, fodder for livestock, timber, and poles for construction
and furniture, medicinal and aromatic products for health and income, and
diverse ecological functions including carbon sinks which have become
increasingly important in a climate-insecure world. Many rural farming
households operate, rationally so, on a safety-first principle and their goal
is to farm to avoid output falling below the subsistence threshold. Thus
cash-cropping which may yield higher returns but also involve larger risks
is adopted at lower rates, although it is a growing trend to integrate it while
continuing to farm traditional crops (Holmelin, 2021%).
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While agriculture has historically been a major contributor to the country’s development, Nepal has
become a net importer of food with a deficit in agricultural trade and has been seeing a decline in labor
force participation and contribution to the national GDP (Adhikari et al., 2021'). Despite the expansion of
the road network and increased irrigation coverage, the sector is in a low development stage according
to indicators such as labor productivity, trade and competitiveness, poverty and malnutrition, and
infrastructure. Nepal's Agriculture Development Strategy™ (ADS) 2015 to 2035 aims for the profitable
commercialization of agriculture in order to transform the sector from a subsistence economy into a
sector in which the vast majority of farming is carried out for commercial purposes and is connected to
local, national, and international markets (GoN, 2015, p. 7°). The ADS considers the complex whole of
the agriculture sector encompassing not only the production sectors, but also the processing, trade,
and service sector. Activities under the ADS will adapt approaches to different agro-ecological areas
as well as different categories of farmers (commercial, subsistence, and landless). Different measures
related to irrigation, mechanization, value chain development, and export will be targeted toward
commercial farmers. On the other hand, measures related to gender, social and geographical inclusion,
land tenancy and leasing, cooperative farming, access to timely and quality inputs and forestry products,
and growth of small and medium enterprises will benefit subsistence and landless farmers. Among the
core programs under the ADS, the major costs are irrigation (19 percent), fertilizer (8 percent), and
forestry (8 percent).

The National Budget 2021 allocated NPR 45.09 Nepa| has become a net

bilion to the agriculture and forestry sector . . . .
to ensure the right to food and nutrition by Importer of food with a deficit

increasing productivity through diversification and  IN @gdricultural trade and has
specialization of agricultural products. Around NPR been seeing a decline in

10 billion is allocated to fertilizer subsidies while the .. .
. o : labor force participation and
total value of chemical fertilizer imports is around

NPR 19 bilion annually (Prasain, 20217). NPR 798  contribution to the national
billion was also allocated for the Prime Minister’s GDP. Despite the expansion Of

Agriculture Modernization Project (PRAMP) in 2021. the road net rk and incr d
The PRAMP aims to commercialize and modernize eroa etworka Increase

small agricultural production and processing centers  iffigation coverage, the sector
and manage a real-time database of projects and isin alow development stage

achievements to help stakeholders understand how di to indicat h
to raise farm productivity and provide them with data according to Indicators suc

for evidence-based policymaking. as labor productivity, trade and

Despite governmental policy interventions and competltlveness, poverty and

continued support for the sector, several challenges malnutrition, and infrastructure.
to agriculture and forestry remain. Poor access to

agricultural inputs and supply as well as knowledge

on best practices affect agricultural development in rural areas. Lack of irrigation facilities, small
landholdings, subsistence farming, and dependence on increasingly erratic weather patterns have
led to lower yields and declining productivity. In addition, insufficient market linkages, distribution
infrastructure, and price control increase the risk of exploitation of farmers. For instance, due to the
difference in annual demand and import of fertilizers, 60 percent of the total requirement is met by
informal imports and smuggled shipments from India which are priced significantly higher than the
market rate (Prasain, 2021). Limited credit and financing for expansion and insurance as well as labor
shortages due to migration to cities add to the plethora of challenges that stunt progress in agriculture
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and forestry and restrict it to a select few regions of the country.

The COVID-19 pandemic and related restrictions added to the existing
challenges of the agriculture and forestry sector. The health impacts and
risks, restriction of movement, disruption of supply chains, and closure
of markets brought about several negative impacts on the productivity
of the agricultural sector and the livelihood of the majority of agricultural
households. The pandemic exposed Nepal's vulnerability to its dependency
on imports from other countries, among other things for agricultural inputs,
the demand for which has been growing with the transition to modern
farming methods (Adhikari et al., 2021). During the planting season, there
was a short supply of diammonium phosphate (DAP) and urea, the most
widely used fertilizers, due to global supply chain disruption and the
government’s weak distribution mechanisms (Prasain, 2020). Only 15 kg of
urea was distributed per household during the peak season of fertilizer use
in rice planting which risked lower productivity. Farmers resorted to paying
a black market price of NPR 50 per kg for urea which costs NPR 14 per kg
at the government-subsidized rate. In the following fiscal year 2020/21, the
government increased the allocation of fertilizer subsidies to NPR 11 billion,
up from NPR 9 billion in the previous fiscal year to provide some respite in
the supply of fertilizers (Prasain, 2021). However, costs of farm inputs hit a
record high in 2021 with global average prices of DAP and urea climbing by
49 percent and 28 percent respectively.

Aphone survey?° of 1,186 farming households in Nepal The pandemic exposed

by the World Bank’s Development Impact Evaluation
(DIME) team brings to light the impact of Covid-

landowners and a slightly smaller proportion (31
percent) of smallholder farmers cultivated less area

Nepal's vulnerability to its
19-related disruptions on farmers’ crop cultivaton ~ dependency on imports from
patterns in the summer of 2021. 47 percent of large  other countries, among other
things for agricultural inputs,

for their main cereal crop than in the previous year ~ the demand for which has been

due to loss of market linkages. 16 percent of farmers growing with the transition to
modern farmina methods

also reported insufficient labor to cultivate land as
the hiring of labor from neighboring villages was
hampered due to movement restrictions. Despite the
unfavorable market and fertilizer shortage, Nepal harvested a record high
amount of paddy in 2020 due to plentiful rain, returning migrant labor, and
increased area under cultivation in the first year of the pandemic. Paddy
alone contributes around 7 percent to the GDP and is a key income source
for farmers. On the other hand, in a classic exemplification of increasingly
unreliable climate, unseasonable rains in October of 2021 right before
harvest season caused massive losses in crops, contributing to a 8.74
percent decline in paddy production to 513 million tons in 2021 (Xinhua,
2022?"). Overall, however, the agriculture sector expanded by 2.2 percent
in the fiscal year 2020 and by 2.4 percent in the fiscal year 2021 (ADB
Macroeconomic Update??).

Risk Outlook

4




Sector-wise Contribution to GDP Growth
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While the COVID-19 pandemic, related movement restriction measures, and resulting economic tolls
were overwhelmingly negative across the sector, smallholder farms that only sell around 12 percent
of their output remained relatively sheltered. They were found to be resilient to COVID-19 disruptions
as the inputs (seeds, compost, and labor) and outputs (largely subsistence food crops) were sourced
and consumed locally. These smallholder farms were also initially able to employ nearly half a million
migrant youth who returned to their villages from different parts of Nepal and India following the
lockdown. Returnees employed themselves in cultivating fallow lands and community seed banks
helped ensure the supply of local seeds and diversification of the food system (Adhikari et al., 2021).
The strong sense of community in the sharing of labor and resources has been paramount to the
resilience and survival of Nepal's agricultural system in the face of pandemics and natural disasters.

Commercial or semi-commercial farms meanwhile bore the brunt of the pandemic. These farms
cultivating mostly cash crops such as perishable fruits, vegetables, eggs, and milk were neither able
to purchase farm inputs nor sell their outputs. Farming centers such as Chitwan Valley that have
made the country self-reliant in poultry production had to throw away large quantities of unsold
milk, eggs, and vegetables due to the market channel breakdown. The problem of food waste also
compounded due to a lack of on-site processing and cold storage facilities at farms (Adhikari et
al.,2020).

The COVID-19 crisis exposed many of the country’s structural and policy deficiencies, vulnerabilities,
as well as capacities. For one, the pandemic’s impact on food security and availability highlighted
the need for Nepal to become self-sufficient in food production. This should be achieved not
only through modernization and commercialization of the agriculture sector but also through the
recognition and institutionalization of indigenous and local food systems that have helped many
smallholder farms deflect the worst impacts of market disruption. Supporting these systems and
scaling them up would strengthen resiliency in the most vulnerable communities and help preserve
agricultural biodiversity. The government initiated a policy to provide free seed and fertilizer to
people engaging in backyard, balcony, and rooftop farming during the pandemic in order to support
food production. Gandaki Province also announced a provision of NPR 5000 for every ropani of
fallow land brought into cultivation in order to encourage returnee migrants to engage in farming
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and increase local food availability (Adhikari et al., 2021).

The pandemic also accelerated the formerly slow integration of digital
tools and information and communication technologies (ICT) in different
economic sectors of the country. The agriculture sector has been adopting
the use of soil health cards, sprinkle irrigation technology, agricultural
mobile apps, and e-commerce platforms (2019 Digital Nepal Framework??).
However, integration efforts are few, disconcerted, and exclude historically
underserved regions. The government should take advantage of the
proliferation of use of digital tools during the pandemic and prepare a
consolidated ICT policy in order to better support the digital transformation
of agriculture and forestry.

It is also important to consider new technologies and approaches being
introduced to agriculture through the lens of gender and social inclusion.
Gender inequity in access to education, skills, finance, and digital tools,
increased household work, as well as a decline in income made women-
led farm households more vulnerable to COVID-19 related disruptions. Poor
and underserved communities were found to be more worried about food
availability and livelihood than health risks from the virus itself (Adhikari et
al.). Going forward, policies, interventions, tools, and technologies need
to be socially inclusive and gender-responsive in order to address these
systemic inequities.

The federal administrative structure has been crucial in expediting measures
to deal with pandemic-related disruptions. Nepal's recently reorganized
federal structure, created as recently as 2015, is yet to be translated and
integrated into several of the country’s socioeconomic growth plans and
policies. This meant that while some autonomy over use of power and
resources helped with contextualized problem solving, there were still
coordination problems within the governmental structure (Adhikari et al.,
2021). Agricultural and forestry programs and activities need to be designed
to complement the restructured governance system.

MANUFACTURING

As per the available data®, up to 2016, the manufacturing sector contributed
about 6.3 percent to Nepal's GDP. The sector had grown 118 percent
on average between 2006 and 2016. Sub-sector-wise, the country’s
manufacturing sector comprises three key sub-sectors namely fast-moving
consumer goods (FMCGs), industrial goods, and consumer goods. Of the
three sub-sectors, FMCGs' contribution to GDP stands high at 59 percent
followed by industrial goods (28 percent) and consumer goods (three
percent). As outlined in table XXX below, each indicator under three of
these sub-sectors vary to a large extent in terms of their GDP contribution,
the number of industries and employees in each indicator, and export of
goods and services produced under each indicator to the foreign markets:
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GDP value No. of No. of

added (%) Companies Employees Export ()
FMCGs
Food and Beverages 29.30% 1017 71,946 22.2%
Tobacco 14.46% 30 3,312 -
Soap 3.34% 34 1,637 -
Sub-Total 4710% 1081 76,895
Industrial Goods
Fabricated metal products 9.76% 232 15,884 16.0%
Non-metallic mineral products 6.82% 316 31,316 1.0%
Basic Metal 514% 33 9,985 9.6%
Plastics and Rubber Products 5.02% 247 15,252 111%
Textiles 318% 153 45,667 26.2%
Sub-Total 29.92% 981 118,104
Consumer Goods
Electronics 1.28% 38 2,718 -
Furniture 1.21% 390 10,824 -
Leather and allied products 0.19% 8 390 1.6%
Sub-Total 2.68% 436 13,932

As the manufacturing sector still remains one of the key economic pillars for Nepal's national economy,
no doubt, its holistic geographical distributions across the country will be helpful for provincial and
local governments to generate enough employment for the local people and thus boost more inclusive
economic growth across the country. However, in Nepal, most of the industries under this sector are
crowded within key metropolitan cities and in the Terai region. The overall distribution of Nepal's major
manufacturing sector companies is presented in the following hit map:
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= Special Economic Zone Pathway Technologies Pvt. Ltd.
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Kathmandu being the national capital of Nepal is one of the key economic
hubs and the largest domestic market for consumption also houses key
manufacturing companies. In addition, for companies having their factories
elsewhere, Kathmandu hosts their national headquarters. Due to this
reason, Kathmandu occupies an important role in the overall growth of this
sector. Similarly, Biratnagar in south-eastern Nepal is the second-largest
city in the country. With a solid historical background in establishing and
running Nepal's key manufacturing companies, it still continues to host
major companies mainly working in the areas of FMCGs, garments, and
textiles. Birgunj, Bhairahawa, and Nepalgunj, three key metropolitan cities
of Nepal, which also share borders with India, also remain crucial in terms of
possessing a higher number of manufacturing companies and also facilitating
cross-border trade of thus produced goods and services in this sector. In
addition, while Birgunj currently has a dry port that further facilitates the
overall trade of manufacturing goods and services, Bhairahawa is home to
Nepal's first special economic zone (SEZ) - Bhairahawa Special Economic
Zone that GoN expects to be fully operational sometime soon. Nepalgunj,
on the other hand, is crucial for connecting the country’s rural districts
and markets from mid and far-western regions with those of India. Finally,
Chitwan and Hetauda have emerged as two new rising hubs for Nepal's key
manufacturing companies. In recent years, especially after the adoption of
a new constitution in 2015 and the adoption of a federal system, Butwal has
become a key market in central Nepal. The following chart (XXX) outlines
the overall distribution of key manufacturing companies across these major
metropolitan cities:

Types of manf. industries Biratnagar Birgunj Bhairahawa Chitwan Hetauda NPJ
FMCGs

Food and Beverages v v v v v v v
Tobacco

Soap v v v v v v v
Industrial Goods

Fabricated metal products | v v v v v

Non-metallic mineral v v v v v

products

Basic Metal

Plastics and Rubber
Products

Textiles v v v v v

Apparel
Consumer Goods

Electronics v v v v v v

Furniture

Leather and allied
products

Manf.: Manufacturing KTM- Kathamndu; NPJ- Nepalgunj

Source : Date provided by Department of Industry on 8 July 2016
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In terms of transporting manufacturing goods and services to local and foreign markets, Nepal still
faces a lot of challenges. As of now, the country has roads, rail (limited), and dry ports to manage
transportation logistics of the manufacturing goods and services. Nepal is yet to take enough benefits
from its strategic position between India and China, two of the world’s largest consumer markets, by
making good use of the aviation sector. Though there are some plans to use this sector as well for
cross-border trade after the construction of key airports in the country namely Bhairahawa International
Airport, Nijgadh International Airport, and Pokhara Regional Airport, due to delays in the construction
works and also due to the delays caused by Covid-19 and some environment-related movements,
we expect these airports to take a few more years before they become fully operational. In regards to
incentives for trading manufacturing goods and services outside Nepal, Nepal has access to the global
market thanks to Nepal joining the WTO in 2004. Also, from SAFTA membership, Nepal also enjoys tariff
concessions when trading these products with SAARC member countries. In addition, as provisioned
in the Excise Act, 2002, Customs Act, 2007, and Value Added Tax Act, 1995, local manufacturing
companies also enjoy preferential duties while importing related raw materials and goods. Furthermore,
these companies enjoy additional concessional rates when importing manufacturing-related goods
and services from China and SAARC member countries. On the export front, Nepal's tax laws provide
reasonable benefits for the local manufacturing companies to encourage them to trade their goods
and services in the global markets. The following table (XXX) highlights major benefits that the local
manufacturing companies are allowed to take while exporting their final products:

Industry Tax rates and Incentive

Special industries* 20% (normal rate)

Industries providing direct employment to Nepalese citizens:

- for 300 or more by special industries and information technology | 90% of normal rate

industries
- for 1,200 or more by special industries 80% of normal rate
- t0 100 Nepalese including 33% women & disabled by special 80% of normal rate
industries

Special industries providing direct employment to Nepalese citizens | 70% of normal rate
only for a year with minimum of 100 people employed

Industries established in a very undeveloped area, as defined in 10% of the normal rate (for 10 years
Industrial Enterprise Act from the year of establishment)
Industries establishment in undeveloped areas, as defined in 20% of the normal rate (for 10 years
Industrial Enterprise Act from the year of establishment)
Industries established in underdeveloped areas, as defined in 30% of the normal rate (for 10 years
Industrial Enterprise Act from the year of establishment)
Special industry with paid up capital of NPR 1 billion and providing Up to 5 years, 100% exempt and 50%
direct employment for more than 500 rebate in subsequent 3 years

Special industry that by using reserve and surplus, capitalises on No tax on capitalisation

and increases the capacity of the industry

Income from the export of goods produced by manufacturing 75% of normal tax rate
industry

Income from manufacturing industry, tourism service industry and | 90% of applicable tax rate
hydropower generation, distribution and transmission industry
listed in the security exchange (i.e., capital market)
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Industry established in least 60% of applicable tax rate up to 10
developed areas producing brandy, | years
wine, cider from fruits

Royalties from export of intellectual | 75% of applicable tax rate
asset by a person

Income from sale of intellectual 50% of applicable tax rate
asset by a person through transfer

*Special industry’ means a production-oriented industry as classified in
Section 3 of the Industrial Enterprises Act,

1992, except an industry producing cigarettes, bidi, cigar, tobacco, khaini or
other products of the same nature

involving tobacco as the principal raw materials or an industry producing
liquor, beer and similar products.

For local and foreign investors, there are a few key areas in which they
can invest. The five most promising sectors for these investments include
FMCGs, Garments, Cement, Pharmaceuticals, and Metal and metal
products.

Covid-19 and Nepal's Manufacturing Sector

Like any other economic pillar, the manufacturing sector has also been hit
hard by Covid-19. The pandemic’s effects on this sector are evident from
available most recent data from MoF?°. By FY 2020/21, the contribution
of the manufacturing sector to national GDP has shrunk to 5.33 percent
from 6.3 percent in 2016. Though the gross value added of this sector has
been projected to increase by 3.85 percentin FY 2020/21, harsh conditions
from Covid-19 are expected to limit the overall expansion of the sector.
The sector’s average annual growth of gross value added has remained
3.7 percent during the last ten years. The sector’s contribution to gross
value added was 5.03 in FY 2019/20, the FY when Nepal was first struck
by Covid-19. Despite pandemic effects, the sector was projected to grow
marginally by 5.08 percent in FY 2020/21.
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SERVICE

According to Dahal (2018)%, after 2000, the contribution of the service sector eclipsed the Agriculture
and Manufacturing sectors in Nepal. While being the largest broad sector to contribute to GDP output,
the sector was also one which faced the major brunt of the pandemic.

While the service sector contributed to the total Gross Domestic Product has stayed at approximately
55 percent over the period of 2017 to 2021%, there was an extreme decrease in the growth rate of
the service sector during the peak period of the first wave (FY 2019/20). The growth rate went from
6.763 percent to -3.966 percent, while the total GDP decreased from a growth rate of 6.386 percent
to -2.117 percent. Certain sub-sectors in the service sector were affected in impactful ways.

Sectoral Analysis of some affected sectors:

1| Tourism

The tourism sector in Nepal has always been a focus of the government due to the potential it has
to bring economic advancement to the country. In 2019, Asian Development Bank?® showed that the
tourism industry contributes an average of 25 percent of the total foreign exchange.

However, as was the case globally, the impact Covid-19 has on the tourism industry in Nepal was
severe. The severity was felt even more so due to the ambitions of the Visit Nepal 2020 campaign.
The government had aimed to have a high growth target of 8.5 percent from the tourism industry
in the fiscal year (Shrestha, 2020)%. Visit Nepal 2020 aimed at hosting two million tourists in the
year 2020 with a daily spend of over USD 75 (2019)%°. Furthermore, prior to the pandemic, several
infrastructure initiatives were underway to promote the industry including airports, highways, and
hospitality projects (Ulak, 2020)%'. However, due to the pandemic, the campaign was cancelled.

Starting from March 14th, 2020, travel restrictions came into effect (S., Prasain, 2020)%2. Through
the next two years, a variety of other travel policies came about including Covid-19 tests, quarantine
periods, and vaccine requirements. This coupled with nationwide lockdowns created an environment
that would make it impossible for the tourism industry to flourish. Each month during the first
lockdown, there was a loss of 10 billion Nepali Rupees approximately (83 million USD) each month
(Xinhua, 2020)%2. While March had 42,776 tourists, April only had 14. According to the Ministry of
Culture, Tourism & Civil Aviation (2021), the number of tourists travelling into Nepal via land and air
dropped by 80.8 percent. While in 2019 there were a total of 11,97,191 tourists, in 2020, there were
only 2,30,085. The Government was hoping to lure tourists to the country in 2021. However, due to
fears of the Delta variant and delays in government approvals, their hopes were not met (Prasain,
2021)%. The revenue earned from tourism decreased by 70 percent within the year. In 2021, while
the number of tourists was increasing between May to November, due to the Omicron variant tourism
dropped again in December (Online Khabhar, 2022)%.

By April 2020, there were 1254 registered hotels that incurred a loss of 332 million U.S dollars
(2020)%8. Similarly, there were 2649 registered trekking agencies that were affected. According to
the ILO (2020)¥,in 2018, 573,000 people were employed in the tourism sector. However, since three-
quarters of those employees are in informal jobs, they may have no protection during the pandemic.

While domestic tourism rose post lockdown, with the help of the government in making domestic
tourism more accessible, this could have the potential to go further. In 2018, domestic tourism
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contributed to 58 percent of the industry’s earnings, an estimated Rs 240
billion (Lama, 2020)3.

2 | Recreational Services

The recreational industry which includes service providers such as
restaurants, bars, cinema halls, gyms, and museums has greatly been
affected by Covid-19. During the first lockdown, the NTB estimated a loss
in the hospitality sector of 10 billion Nepal Rupees (83 million U.S. Dollars)
each month.

The lockdown directly affected the approximately 3,300 registered
restaurants and 80,000 employees in the country (Tsering, 2020)%.
However, many restaurants explored takeaway and online delivery services
for the first time due to this. However, by the end of 2021, Nepal Rastra Bank
revealed that transactions of the hotel and restaurant sector nationally have
risen 57.2 percent compared to the pre-pandemic levels of 74.7 percent
(Prasain, 2021)%.

3| Finance

As the pandemic began largely affecting the lives of Nepalese, banks
started reducing the number of operational branches. Cash withdrawals
increased signaling diminished consumer confidence, government
spending halted and private spending reduced. banks did face higher costs
for deposit mobilization. Although remittance unexpectedly maintained
its flow during the pandemic, Nepal has started now facing a massive
reduction in its foreign reserves. The deposits of BFls increased by 17.27
percent in FY 2019/20 as compared to a growth of

18.24 percent in the previous year. Meanwhile, credit

flows from BFls increased by 12.32 percent in FY The lockdown directly
2019/20 compared to a growth of 20.18 percent a affected the approximately

year ago.*! This decline in the rate of growth can be
attributed to the slowdown in the overall economy

3,300 registered restaurants

due to the Covid-19 pandemic and the subsequent ~ and 80,000 employees in
deterioration in the investment climate. The overall the Country However many
® I

profitability of the banking sector decreased by 20.61

percent in the review year and reached Rs.58.92 restaurants explored takeaway
billion from Rs.74.22 billion in the previous year. The  and online delivery services for

growth rate of profitability of the banking sector in
the last year was 21.01 percent. All of this shows that
the pandemic had significant effects on BFls.

Prior to the pandemic, cash-based transactions were used primarily, a
forced shift towards digital transactions began to take place. During FY
2018/19, companies and the public had begun towards digital payments
but adoption was not as wide as it is today. According to NRB’s Oversight
Report (2020), during the FY 2019/20, the total number of connectlPS

the first time due to this.
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transactions increased significantly by a massive 1431.90 percent and reached 2,849,964. ConnectIPS
is one of the most popular products, at the public level, where the system allows bank customers to
make instant payments. Similarly, the number of mobile banking users increased by 35.46 percent
and reached 11,306,797 while the number of internet banking users increased by 12.41 percent and
reached 1,031,227.#2 The QR-based payment was also started by FonePay Payments Pvt. Ltd. (NRB,
2020) and NRB was also actively developing QR Code Standard and Guidelines to promote this form of
the payment system. The adoption of digital methods did not stop after the first wave of the pandemic
subsided but has gained further ground.

BFIs faced massive challenges during the pandemic but were able to come out of it relatively unscathed
due to the quick adoption of newer technologies and prior safeguards employed by themselves as well
as the regulating bodies.

4 | Digital Economy

Digital economy refers to an economy wherein digital computing technologies are used in economic
activities. The world was already moving towards e-commerce and a gig economy model, and the
pandemic helped Nepal accelerate this shift. According to the Digital Nepal Framework 2019, the
e-commerce industry was valued at USD 30 million, with an expected growth of more than 41 percent.

While Nepal's e-commerce journey started slowly at the turn of the 21st century, presently, Nepal has a
large number of companies working in the e-commerce and gig-economy sector providing a range of
services like food delivery, shopping, payments, other deliveries, ride-hailing, and this is only increasing
daily.

Due to the fear of Covid-19, people increased the use of ride-hailing services, home deliveries for food
from restaurants and groceries from smaller retail stores as well as larger online stores. The Covid-19
pandemic, and the ensuing lockdown measures, forced different sectors of the economy, including the
government, to integrate technologies in the delivery of services.
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Enablers

EDUCATION

The government’s on and off strategy to close classes of all levels to curb
the virus's spread during Covid-19 has had a significant impact on the
education system throughout the world. Nepal has also been no exception.
Educational institutions in Nepal were shuttered on 18 March*3, 2020, and
reopened almost nine months later in November 2020, only to be closed
again in April 2021 with the advent of the Covid-19's second wave. In
September 2021, educational institutions reopened, only to close again
in January 2022. This on-again, off-again approach to school closing
shocked the education system in Nepal based on physical classrooms.
Covid-19 exposed and accentuated the already existing educational gaps
in Nepal, between private and public schools, urban and rural learners,
and privileged and underprivileged groups*t. But it has also surfaced
extraordinary opportunities, human creativeness and potential. The first bi-
annual paper focused on the long-term and short-term challenges posed
by the pandemic, while this paper focuses on positive disruptions created
by the pandemic as educational institutions have started physical classes
with Covid-19 slowly losing its grip.

Opportunities offered by the pandemic

Covid-19 has sparked technological innovation in Nepal's education sector.
It fast-forwarded the governments’ plan of integrating digital technology in
the education sector as envisioned in the Digital Nepal Framework which
is demonstrated by Nepal's swift transition to different alternative learning
techniques such as e-learning portals, radio and television broadcast and
take-home packages. One example is MOEST ‘s learning portal with digital
reading materials. The rapid transition to virtual schooling in June 2020
caused major disruptions, leaving some children trapped without access
to online lessons. However, schools that initially struggled to operate virtual
classes**to students have now invested in technology. Ed-tech has become
more central than ever to the education sector in Nepal.

Admissions, fee collecting, information exchange, and result publication
are all handled by schools and colleges using digital mediums in an
unprecedented way. Some private institutions and universities have begun
to use new technology to conduct online tests. There are new apps being
created for online classes, exams, and assessments. Both public and private
schools are putting increasing effort to enhance their ICT infrastructure and
introducing different digital skill development training to teacher training.
For example, Kathmandu University (KU) has successfully operationalized
the complete ‘environment’ of online education; conducting online entrance
exams, teaching the entire semester virtually, administering all needed

Risk Outlook 14



exams, and publishing the results online.

Covid-19 has offered Nepal's policymakers the opportunity to rethink education by presenting a picture
of how schools will be structured in the future —a future that has already arrived. Given the fast progress
of technology, it seems evident that online or distant learning will become increasingly popular in the
twenty-first century. Furthermore, it is anticipated that a pandemic of this magnitude occurs in rounds
and is recurrent. So, it is crucial to incorporate an aspect of distance learning into traditional schooling
parallelly. Natural disasters such as floods“¢, severe weather, and pollution?” have all lately impacted
Nepalese education. Integration of digital learning alongside normal classrooms would be beneficial for
a disaster-prone country like Nepal since it would ensure continuity to learning during a crisis.

The government can also employ distance-learning methods to reach children who are not in school,
offering up new avenues for individuals who have hitherto been excluded from formal education. For
example, the government may continue to employ radio and television learning alongside normal
courses during normal days to reach students in less accessible locations and make education more
inclusive, ensuring that learning is offered at the scale required to overcome pre-existing disparities.
This hybrid pedagogy, in turn, can aid in closing the education gaps left by the Covid-19 pandemic, as
well as conflicts, poverty, and natural catastrophes.

The pandemic has also provided the government with an outstanding opportunity to implement long-
overdue education sector plans and policies, such as the adoption of a new curriculum, the transfer
of authority to local governments, the introduction of a new education bill, abolition of traditional
assessment method, and the transformation of the rote-learning education system into a more
creative system. The pandemic, for example, forced schools to evaluate SEE students based on
internal evaluation rather than the mandated sit-in
physical test. This demonstrates how policies and
improvements may be implemented quickly when
authorities are committed. Furthermore, due to the
challenges exposed by the Covid-19 pandemic,
policymakers now know what needs to be done to
improve learning outcomes in the future: reducing
the digital disparity, providing digital training to
teachers, ensuring equitable internet distribution,

The pandemic has also
provided the government with
an outstanding opportunity

to implement long-overdue
education sector plans

and improving education conditions at home, among
other things.

Parents have become more engaged® in their
children’s learning process, and they were able to
assess the quality of education their children were
receiving from their schools with mobile phone
surveys and performance statistics from online
learning platforms. The pandemic revived the
teaching-learning process from families such as
reading stories together, revisiting family history-

and policies, such as the
adoption of a new curriculum,
the transfer of authority

to local governments, the
introduction of a new education
bill, abolition of traditional
assessment method

which the recent generation of Nepali students has lost. While this might not be the best homeschooling
experience with pedagogical limitations among the parents, it will still present an opportunity to explore
new interests and skills in their children. Schools can use a variety of approaches, including more virtual
meetings with parents and training for parents to better comprehend instruction in order to promote
parental involvement in their children’s education.
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Parents, policymakers and other stakeholders are becoming more
cognizant of the different roles that schools play in safeguarding children
and youth's well-being, as well as their physical and mental health, nutrition,
and academic development. Moreover, the challenges of distance learning
have prompted schools, teachers, and students to assess the importance
of human connection and interactive pedagogical approaches. They have
become more concerned than ever on students’ mental health and social-
emotional needs.

In a nutshell, rather than simply returning to pre-pandemic learning
approaches, government, educational institutions, and other stakeholders
must seize the aforementioned opportunities and revolutionize education
systems, because returning to the pre-pandemic state would mean returning
to learning disparity and poor learning outcomes, in which 770,000 children
aged 5 to 12 years are still out of school, and half of the students in grades
3, 5, and 8 meet the academic adequacy*®. Education disruptions have a
negative impact on a country’s progress since education is the foundation
for future income, job creation, and better health. Thus, policymakers,
educators, and communities must collaborate to make education acommon
good in order to provide a safe, inclusive, and equitable education.

INFRASTRUCTURE

With the aim of expediting the country’s development process, Nepal has
been focusing on infrastructure projects over the last forty years. Aid, loans,
and domestic funding have all been utilized by the government to increase
investment in the infrastructure sector. The country has been receiving aid
to develop its infrastructures through bilateral and multilateral development
partners since the early 1950s.While the country received significant
bilateral support during the 1950s and 1960s, multilateral aid has become a
major source of foreign aid since the 1970s%. While bilateral aid prioritized
grants and technical assistance, multilateral aid has often been received
as concessional loans. Between 1965 and 1970, less than 4 percent of the
foreign aid was in loans, whereas it was 25 percent of foreign aid by 1988.
In the fiscal year 2020/21, 20 percent of the external funding was through
external loans, and 4 percent was through foreign grants®'.

Major projects such Araniko highway, Prithvi Highway, Kathmandu
Bhaktapur Road (China), the highway linking Kathmandu with Terai (India),
Marsyangdi hydropower (Germany), Trishuli hydropower (India), Kaligandaki
A, and Kulekhani hydropower (Japan), Melamchi water supply project (ADB)
has been under construction and completed over the years with the help
of these development partners®. In addition to foreign aid and loans, in
recent years foreign direct investment and domestic funding have also
been used as avenues to raise investment for infrastructure projects. The
Nepal government has also announced ‘National Pride Projects’ which has
been a major focus of the government®:.

While the Nepali government has made investing in infrastructure a priority,
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institutional and financial constraints have hindered the pace of infrastructure development. Despite the
government ramping up the capital expenditure section of the budget, the budget is allocated for the
sector has continuously been underspent. The data shows that over the years only 70 to 80 percent of
the capital expenditure budget allocated has been spent®. For the fiscal year 2020/2021 an amount of
NPR 325 billion was allocated as capital expenditure, which is 23.9 percent of the total expenditure in
the budget. However, according to the mid-year budget review, only 14.4 percent of the total budget
allocated for capital expenditure had been spent®s. By the end of the year, 64.7 percent of the capital
expenditure budget had been used®®. During the fiscal year 2019/20, the capital expenditure was even
lower with only 46.3 percent of the allocated budget being used. Lower financial absorptive capacity
has also led to the investment made on infrastructure being underutilized.

In addition to lower financial absorptive capacity, another constraint for infrastructure projects has
been corruption and delay in timely project completion. The Commission for the Investigation of Abuse
of Authority also mentioned that corruption has resulted in projects being delayed®. In addition, a
report published by the US Department of State in 2019 regarding the Investment Climate in Nepal
mentions corruption as one of the significant investment barriers®. According to an assessment of the
infrastructure sector conducted by the World Bank, infrastructure projects take an average of 11 years
to be completed in Nepal*®. Furthermore, due to the multi-year nature of the contracts, additional fiscal
liabilities get added which causes a delay in transfer and payment of funds and which contributes to
the delay of projects.

With the pandemic and the subsequent lockdown, the infrastructure sector faced additional challenges.
The first lockdown imposed by the government in March 2020 caused all construction works to be
halted. Multiple infrastructure projects such as Gautam Buddha Airport, Upper Tamakoshi hydropower
project, Dharahara, Pokhara international airport,

and Dhalkebar substation were all affected due to )

the pandemic®. The projects saw major delays For the fiscal year 2020/2021

due to labor shortage- many Indian and Chinese  an amount of NPR 325
laborers and technical experts went back home and billion was allocated as

could not travel back to Nepal due to the pandemic. . . .
Nepali labor workers too choose to go home as Cap|ta| expendlture, which

the government-mandated lockdown started and  jg 23.9 percent of the total

uncertainty regarding the pandemic loomed. As Fhe expenditure in the budget.
lockdown progressed, the government started easing

restrictions for certain sectors with the construction ~ However, according to the
sector being among these sectors. The government mid—year budget review,

created a policy that stated that construction work
could proceed as long as workers could be fed and Only 14.4 percent of the total

housed in relative isolation by following the required  budget allocated for capital
social distancing rules®. expenditure had been spent .

The government and Investment Board of Nepal

(IBN) have been working to bring in more foreign

investment into Nepal. IBN has organized investment summits in the year 1992, 2017, and 2019. During
the latest installment of the investment summit, over 70 projects were showcased and USD 12 billion
for 14 projects®? was secured. While aid and loans have always been a major source of investment for
infrastructure projects, in recent years the Nepali government has been giving emphasis on mobilizing
domestic funding. Several mega-infrastructure projects such as Upper Tamakoshi hydropower project®
and Kulekhani Il1%® are being constructed solely through domestic funding. The government has been
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working to entice private funding for other projects too.

In addition to the Public-Private Partnership (PPP) model, alternative sources
of financing such as green financing and hybrid annuity model have been
looked into for financing infrastructure projects. The active involvement of
local governments can lead to better utilization of the development budget
and disbursement of funds. It can also lead to better maintenance of the
infrastructure projects. Furthermore, the involvement of stakeholders from
the local level will help in ensuring that the infrastructure needs of the local
level will be met.

Sustainable and inclusive policies, and durability and long-term
maintenance of infrastructures are a few things that have to be the focus of
the government while planning any future infrastructure projects.

TRADE AND INVESTMENT

Nepal has been one of the most liberalized countries in South Asia since the
turn of the century. Nepal's ascendency as a member of the World Trade
Organisation in 2004 further strengthened its position in the global market.
Additionally, Nepal has highly liberal trade and investment-related policies
supplemented by important Acts. However, Nepal's trade has been sluggish
with the trade deficit ballooning.

The Covid-19 pandemic and the travel restrictions that followed provided an
unintended positive effect by reducing imports into Nepal. The increasing
trade deficit suddenly reduced by 15.6 percent in the fiscal year 2019/20°%.
Nepal's trade balance has always gradually increased to currently reaching
figures of -1,099,089.9 million rupees with a decrease only in the FY 2019/20
from -1,321,425.8 in FY 2018/19.

FY 2014/15%  2015/16%® 2016/17%° 2017/18°  2018/19” 2019/207*
Trade Balance -689,3651 -703,842.0 -9170641 -1163,743.4 -1321,425.7 -1,099,089.9
Export 85,3191 701171 73,0491  81,359.8 97109.5 97,7091
Import 7746842 7735991  990113.2 1,245103.2 1,418,535.3  1196,799.1

Table: Figures of export, import, and trade balance in million rupees

The trend of Nepals exports, imports, and trade balance paints a clear
picture of the way Nepal's trade is heading towards. Although the first wave
of the pandemic along with the lockdown and travel restrictions did play a
part in reducing imports while maintaining similar levels of imports as the
previous year, this halt looks to be temporary.

The pandemic has exacerbated the problems of difficulties in transport
facilitation. Nepal-China border was closed multiple times due to the
pandemic which affected a large number of Nepalese exporting goods.
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With restrictions lifted, trade has begun to flow regularly as the previous years and the increasing trade
deficit seems like it will continue on its previous path. A shortage of export-oriented items coupled with
limited domestic production to fulfill domestic needs has led to Nepal increasingly becoming dependent
on imports to fulfill consumer demands.

Nepal needs to therefore focus on niche goods or services that it can offer to help reduce its trade
deficit. The efforts of the Government of Nepal in taking out the Nepal Trade Integration Strategy are
commendable but actionable work needs to be done to update the strategy for the post-pandemic
period and potential export sectors need to be re-explored. There is also a need to identify tariff
and non-tariff barriers of trade to smoothen our exports. The Government of Nepal has also done a
commendable job in engaging in energy talks with India. Nepal is currently in a position to export power
and could see large amounts of electricity go to waste during the monsoon season if is not able to
export it. Following the Power Trade Agreementin 2014, Nepal has laid a great foundation for being able
to export power to India. Engaging in discussions with India can further help Nepal export electricity to
Bangladesh too which is actively trying to buy power from Nepal.” Through pre-existing transmission
lines and others that are going to be built through the Millenium Challenge Corporation (MCC), the
agreement can help Nepal narrow its existing trade deficit.

Nepal is also already a part of multiple multilateral trade agreements namely the South Asian
Preferential Trade Arrangement (SAPTA) and the Bay of Bengal Initiative for Multi-Sectoral Technical
and Economic Cooperation-Free Trade Area (BIMST-EC FTA). Furthermore, Nepal has signed bilateral
trade agreements and treaties with seventeen countries including the United States, United Kingdom,
India, Russia, China, among others. Bilateral treaties such as these help Nepal get preferential treatment
for its export goods. For example, Nepal's 2009 trade treaty with India puts Nepal in a unilateral duty-
free trade regime with India, which accounted for more than 60 percent of Nepals total trade in FY
2019/20.74

On the investment side of things, Nepal was successful in signing 15 new deals and MoUs for new
investments in Nepal, along with 10 proposals for 17 projects presented during the Nepal Investment
Summit 2019. Nepal was able to attract 1300 participants and around 735 foreign delegates from
more than 300 companies to the summit.”> The major problem now lies in the implementation of these
projects. The pandemic created a huge hurdle in the progress of the various projects. Nepal has also
been facing problems in actual FDI inflows with only 51.1 percent of the approved FDI coming to Nepal in
the FY 2019/20. When calculated from the year 1995/96 to the latest available data of 2019/20, only 34.1
percent of approved FDI has actually been invested. This may be due to significant time lags between
approvals and actual investments. In some instances, the realization of the approved investment may
also take place over several years as usually seen in projects with longer gestation periods. Net FDI
inflow to Nepal though increased in FY 2019/20 up 49.5 percent from the previous fiscal year.

Fiscal Year Approved FDI  Actual Net FDI Percent

2015/16 15,254.3 59209 38.8
2016/17 15,206.5 13,503.9 88.8
201718 55,760.5 17,504.6 31.4
2018/19 25,484.4 13,065.2 51.3
2019/20 38155.3 19,478.7 o11

Table: Approved and Actual FDI in NPR Million
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The possibilities of anincrease in foreign investments in Nepal are enormous.
Nepal signed the Belt and Road Initiative (BRI) in 2017 and is on the verge of
signing the MCC agreement. Both initiatives provide opportunities for Nepal
to increase its capacity and are massive investment projects. Furthermore,
if these projects are properly implemented and completed on time, it opens
up the door for Nepal to get further foreign investments from willing parties.
BRI projects currently have not started as the project implementation
plan has not yet been finalized. Nepal needs to take the initiative in fast-
forwarding the implementation of both BRI and MCC projects to kickstart
the investment climate that has been facing difficulties due to the Covid-19
pandemic.

The future ofinvestment projectsin Nepal does seem bright. Implementations
of two massive infrastructure projects in Nepal funded by two countries on
opposing ends of geopolitical rivalry show the potential for Nepal to utilize its
location to bring in more projects. Additionally, Nepal has got access to two
massive markets in its neighborhood. Careful considerations of investment
projects can help Nepal strategize its manufacturing and increase its export
potential.
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Financing

REMITTANCE

In the early 1990s Nepal commenced its economic liberalization journey. As Nepal slowly opened up
to the world, the globalized world provided an opportunity for employment for Nepali youth seeking to
work abroad. Nepal started issuing labor permits since the years 1993/94. In 1993/94, the Department
of Foreign Employment (DOFE) provided only 3,605. Fast-forward to the 21st century, Nepali citizens
going abroad to earn has quadrupled. In the fiscal year of 2014-15, 499,102 labor permits were approved.
Concurrently, remittance over the years has become an integral part of Nepal's economy.

The share of remittance in Gross Domestic Product (GDP) has increased steadily and hovered around a
quatre of the GDP. The remittance flow increased in the fiscal year 2020-21 by 9.8 percent to Rs 961.05
billion when compared to the preceding year’®. In the fiscal year, 2019/20 remittance accounted for 22.3
percent of the aggregate GDP, and for 2020-21 it amounted to 22.5 percent of the GDP””. Despite the
drop in the number of Nepalis seeking labor permits in the past two years, remittance has been steady.

The surge in labor migration stems from a combination of factors. Nepalis search for employment in
overseeing locations because of poverty, lack of economic opportunity in the native country, perpetual
political instability, and weak economic growth. Disgruntled work-seeking youth prefer and head to the
Gulf Corporation Council (GCC) countries and Malaysia for employment. While examining migration and
remittance through a gender lens, the number of labor permits issued for male are much higher than
female.

The Government of Nepal has perpetually tried Th d ich |
to curb the mobility of women under the guise of € pandemic has also

protecting them from ill-treatment in the destination ~ provided the government with

country and trafficking. Restricting women from an outstanding Opportunity
traveling for work can cause them to access informal

means of travel (generally through the Nepal-India to 'mplement Iong—overdue
open border). Restriction on movement makes Nepali education sector plans
women more susceptible to trafficking predators. and policies such as the
The legacy issue of patriarchy and protectionist . ! .
mindset affects remittance from reaching its full adOptlon of a new CUITICU|Um,
potential as women are discouraged from makinga  the transfer of authority
livelihood abroad. The gender disaggregation figure to local governments, the

attests to the previous statement. . . .
introduction of a new education
At times, there are chances of exploitation that

_ _ ) : _ bill, abolition of traditional
migrants experience from their recruitment agencies
or their employers in the destination countries. But ~ assessment method
migration also provides women an opportunity
to acquire new skills and become financially
independent’®. But the other side of the coin argues that remittance-dependent family members of
migrants make them less likely to indulge in business and other economic activities.

Nepal, a Lower Development Countries (LDC) is heavily dependent on remittance to offset the economic
challenge Nepal faces through its import. According to a 2011 consumer survey in Nepal, 71 percent
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of remittances are spent on consumption goods, seven percent are used
for repayment of existing loans, and only a small portion is used to boost
investment’®. The rising marginal propensity to consume and narrow set of
export products are directly contributing to the leakages of such remittance
income. Remittance inflows decreased 4.9 percent to Rs.540.12 billion in
the first seven months of FY 2021, in the same period BOP deficit increased
to NPR 247.03 billion, showing a significant negative correlation between
the two macroeconomic indicators. Thus, remittance is crucial to reduce
the balance of payment deficit.

Remittance and Covid-19

After the surge of the global pandemic, a slew of lockdown measures were
imposed to contain the virus. There were multiple predictions suggesting
that the flow of remittance would dwindle in Nepal. A month after the first
lockdown in April 2020 a bleak prediction was forecasted for the global
remittance trend®°. Various policy banks’ predictions for Nepal were - Asian
Development Bank (28.7 percent) and the World Bank (14 percent)®. One-
fourth of Nepal's GDP is comprised of remittance. Any imposition in the flow
of remittance would have adversely impacted the economy of Nepal which
was already in the doldrums. Defying all odds, there was a steady flow of
capital that was remitted back to Nepal.

. A combination of factors contributed to

In the first seven this trend. Such a trend stemmed from
months of the fiscal year the increased use of formal channels
2021/22 the remittance to remit money due to the cessation
of Nepal's border during the lockdown

flow has already period. As a result of the open border

witnessed a downfall of between Nepal and India, citizens

4.9 percent to Rs.540.12 of both countries access informal
) ’ ’ methods to channel the money they

billion in the review earn in foreign destinations. lllegal

period. and informal methods like Hundi and

Hawala system came to a grinding

halt as the borders between India

and Nepal were closed. Even smuggling of gold and other precious rocks
become less prevalent during the lockdown.

Other minor factors also contributed to this trend like laborers economizing
their expenses and spending less on recreational activities in the wake of
the pandemic®?. A decline of in-kind goods (electronics and clothes) also
contributed to the steady flow of remittance in Nepal. In the past two years
remittance has managed to contribute significantly to Nepal's GDP. As
mentioned above remittance did not plummet and remained steady in the
fiscal year 2020/21.

However, as the Covid-19 situation in Nepal is normalizing so is an informal
transaction of capital and goods. In the first seven months of the fiscal year
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2021/22 the remittance flow has already witnessed a downfall of 4.9 percent to Rs.540.12 billion in the
review period. During the same period last year, the country saw an increase of 6.8 percent.®

Migration and remittance are interwoven. Hence, Nepal should focus on engaging in labor-diplomacy and
incorporate it into Nepal's foreign policy. The ill-treatment and inhumane working condition perpetuated
in destination countries can be curbed through diplomatic pressure. The government of Nepal should try
to rift away from implementing protectionist policies
that will discourage migration, especially targeted .
towards women. The most recent example of this The pandemlc has also

protectionist and restrictive policy was a proposal by provided the government with

Nepal's Immigration Department which mentioned an outstanding Opportunity

that those women under the age of 40 traveling to .
the Gulf or Africa required consent from a guardian to Implement Iong—overdue

and local government before traveling. education sector plans

During the lockdown phases, Nepal encountered and poI|C|es, such as the
the challenge of reverse migration. Many migrants ~ adoption of a new curriculum,

returned to their native town but were sitting idle or the transfer of authority
unemployed. The local government should enhance

employment opportunities for returnee migrants. (O local governments, the
The local government along with like-minded NGOs  jntroduction of a new education

can conceive a vocational training center for the bill. abolition of traditional
migrants before they return to their destination !

country. As the majority of the migrants are low- assessment method

skilled such training and vocational programs will

increase their labor demand in destination countries.

But if the vocational programs are unplanned, random, and not relevant to the migrants then the purpose
of the training programs becomes irrelevant. Hence, the training program should be in-line with the
requirements of the migrants.

Migration and remittance are two-way benefits for the government of Nepal. Firstly, remittance is a
good source of revenue for the government. Second, the Nepal diaspora acquires relevant skills in the
destination countries as most of the cities abroad are economically vibrant and developed. Such skills
cannot be acquired in rural regions or the metropolis of Nepal.

AID AND GRANTS

Foreign aid continues to play an important role in Nepal's socio-economic development. Nepal is
currently one of the least developed countries, planning an LDC graduation in 2026. Nepal has adopted
the 2030 Agenda for Sustainable Development and its 17 SDG goals in 2015.

Financing of development projects remains a major challenge. It includes both mobilizations of resources
and its absorptive capacity. Aid has averaged around a quarter of the national budget for the last
decade. Efforts are needed to use development aid to support ongoing work to strengthen domestic
resource mobilization and private sector engagement as more sustainable financing solutions. Nepal
intends to use development cooperation (aid) as a catalyst to mobilize new sources of finance and to
build capacity to use these resources for maximum development outcomes (DCR, 2019).

The following figure details the total aid disbursement (not commitment) in Nepal since 2011.
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Compared to other sources of national finance in Nepal, ODA has consistently
contributed consistently around a quarter of the national budget. ODA
disbursement in Nepal had stabilized around five percent of the GDP,
though the number has increased following the Covid-19 pandemic. The
figure below explains the comparative size of different sources of finance.

As for the type of ODA (grant, loan, and technical assistance), the grant
has decreased in absolute terms and now forms only around a quarter of
the aid in 2020. Technical assistance has remained stable. Since 2012/13,
loan (in absolute terms) in proportion to the overall aid has increased
significantly. In 2020, loans accounted for 70 percent of total aid (DCR,
2020). The trend reflects (and is partly a result of) China’s entry to Nepal as
a major aid provider, which primarily provides low-interest loans rather than
grants to foreign countries. The figure below explains the general trends
in aid patterns to Nepal based on the type of aid. In 2020, loans from IMF
accounted for the larger than expected gap between aid and loan, though
the gap has widened in recent years.

Aid Trend
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Together with this, the major multilateral and bilateral partners have remained consistent for the most
part. The Asian Development Bank, the World Bank, the UN country office, the European Union, and
the International Monetary Fund form the top multilateral partners in the last five years. Similarly, the
bilateral aid disbursement is dominated by India, China, the UK, the USA, and Japan. Cumulatively, they
contribute every USD 9 out of 10 to have been disbursed in Nepal. The figure below summarizes the
overall contribution of the top five major multilateral and bilateral donors and the proportion of the total
aid disbursed by them from 2016 to 2020.

Aid Disbursement by Top 5 Multilateral and Bilateral Donors

100

80

————  Bilateral (Top 5)
50 /\/\ (Top

—— Multilateral (Top 5)

40 —— Total Contribution

———\/\/

20

0 Source: Poudel, 2021
2015 2016 2017 2018 2019 2020

With the advent of Covid-19, first discovered in Nepal in early 2020, foreign aid has focused primarily on
Covid-19 pandemic management and macroeconomic stability. Of the USD 2 billion aid in FY2019/20,
USD 513 million was disbursed specifically for Covid-19 response and recovery. Much of the support
came from new projects designed in the pandemic context, with only 48.6 million reallocated from
existing projects.

The latest data from MoF indicate that more than USD 600 million (against 864 million commitments)
has been disbursed so far for pandemic management. ADB (42 percent), WB Group (40 percent),
and USAID (six percent) have been the largest contributors, as seen in the figure below. Again, the
multilateral development partners have been a key to Nepal's efforts to pandemic management. More
than 90 percent of such budget was on-budget support®.
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Covid-19 Specific Aid Disbursement
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The contribution of foreign aid in 2021 and2022 is expected to be higher,
primarily aimed at the pandemic response and mitigation measures. Though
many donor countries have reduced their aid, to focus on propping up the
economy at home, it is unlikely to have a large effect on aid to Nepal in
aggregate

PUBLIC FINANCE

Public finance refers to the government’s creation of finance strategy
through components such as expenditure, revenue, and debt by creating
policies including budget, monetary policy, and sectoral-policies that make
efficient use of these components to achieve the economic growth target.
The Nepal government has also been building up a robust public finance
system with an aim to achieve economic growth for the country’s economy.
In addition to collecting revenues, internal and external borrowing, foeign
aid, and grants have all been used by the government to bridge the deficit
between expenditure and revenues. Since the implementation of federalism
in 2015, as per the requirements of the constitution all three levels of
the government- federal, provincial, and local have been presenting an
annual budget. Furthermore, the local and provincial governments have
been working to create a comprehensive and accessible public finance
system. Several acts have been formulated to create smooth operations
for provincial and local levels of the government. The Intergovernmental
Fiscal Arrangement Act, 2074 BS was created to ensure that necessary
provisions regarding revenue rights, revenue sharing, grants, loans, budget
arrangements, public expenditures and fiscal discipline of the federal,
provincial, and local level of the government were followed®. The Local
Government Operations Act 2074 BS was created to define operational
mechanisms including establishment of local consolidated funds and
process of preparing budget for the local levels.
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Table 1: Budget, Expenditure, Revenue, and Domestic Debt (Federal Government) NPR®”

201718 2018/19 2019/20 2020/21

Total Budget (in trillions) 1.27 1.31 153 1.47
Revised Budget (in trillion)* 1.38 1.34
Total Expenditure (in billions) 1087.2 1208.37 1094.34 1180.95
Total Revenue Mobilization (in billions) 726.7 859.6 841.36 938.32
Domestic Debt Mobilization 144.75 96.38 194.64 224.01
Domestic Debt Repayment 3752 34.31 34.39 36.9
Net Domestic Debt Mobilization 107.23 62.07 160.25 18711

*The budget for FY 2019/20 and 2020/21 was revised down during mid-year budget review, the budget
for FY 2017/18 was not revised. For FY 2018/19, only the Capital Expenditure budget was revised down.

From the above Table 1, it can be seen that the budget size has been increasing every fiscal year
from 2017/18 to 2019/20. However, in comparison to fiscal year 2019/20 the budget size decreased
by 4 percent during the FY 2020/21 which was a direct result of the economic contraction due to the
pandemic. The economic growth rate of the country had been showing steady increase however the
pandemic and the subsequent lockdown caused the country’s growth rate to contract by 2.12 percent
in FY 2019/20%. The table also shows that for two consecutive years the annual budget was revised
down during the mid-year budget review. For FY 2018/19, the size of the capital expenditure budget
was revised down. The government revised down the budget for FY 2021/21 from NPR 1.63 billion
to NPR 1.54 billion®. Experts have pointed out the tendency of the government to create a bloated
budget in the beginning of the fiscal year to create a more optimistic economic outlook as the reason
for this continued mid-year budget revisions.

In addition, the inability of the government to spend the allocated budget has also caused this trend
of downsizing the annual budget. By mid-year 2019/20, only 32.4 percent of the allocated recurrent
expenditure budget, 15.4 percent of the allocated capital expenditure budget, and 29.9 percent of
the allocated financing budget had been spent which led to the government decreasing the overall
budget®. At the end of the fiscal year, the government expenditure was 70 percent of the total target
and capital expenditure in particular was 58.6 percent of the total target. For FY 2019/20 and 2020/21,
the pandemic and the subsequent lockdown exacerbated the government’s struggle to spend the
allocated budget on time. Mega projects including Gautam Buddha airport, Pokhara airport, and Upper
Tamakoshi hydropower project suffered delays because of the labour and material shortage caused
by the lockdown announced on March 2020°. The pandemic also impacted the government’s ability
to collect revenues. Due to closure of custom checkpoints such as Birgunj and Rasuwagadhi, the
trade and revenue collection at these points were affected. Sectors including tourism, manufacturing,
construction and handicraft were among the most impacted due to the pandemic. The closure or
reduced operations of these sectors caused revenues to fall down which impacted the tax payments.
The relief packages introduced by the government and the NRB extension on tax payment deadlines
for organizations and businesses impacted by the pandemic®?. According to the Annual Report by the
Inland Revenue Department, during the FY 2019/20 the department saw a decrease of 11.1 percent
in the amount of revenue collected in comparison to the previous year®®. Furthermore, the data of
FY 2020/21 from the department’s annual report shows that 80 percent of taxes was collected from
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Large Taxpayers (businesses having annual transactions over NPR 1 billion)
and 120 percent of taxes was collected from other tax offices®.

As a response to the pandemic, various measures were taken in the
monetary policy of fiscal year 2020/21 and 2021/22. The budget for fiscal
year 2020/21 was prepared to tackle the challenges created by the Covid-19
pandemic®. The budget focus was on economic recovery, increased
investment for health services and infrastructure, revitalization of industries
including tourism, construction, agriculture, and manufacturing that was
affected by the pandemic, and increased collaboration among the three
levels of the government. The budget for fiscal year 2021/22 has continued
with the efforts to promote economic recovery caused by the pandemic®.
The budget continued with the plan to provide increased social security,
introduced programs aimed to support poor people, and increased the
budget for purchasing Covid-19 vaccines. Monetary policy for FY 2020/21%
was created with a goal to reinforce economic recovery while maintaining
macroeconomic stability. It introduced measures including easing liquidity,
reducing interest rates and extending moratorium periods. The monetary
policy for fiscal year 2021/22 gave continuity to the refinancing policies
created during the previous fiscal year and introduced new measures
such as business continuity loan program, banks and financial institutions
being allowed to decrease the size of installment and extend the maturity
and loan repayment period after assessing the needs and financial status
of the businesses affected by the pandemic, sectoral based provision to
help tourism, aviation, hotels, public transportation, education sectors, and
emphasis on prioritizing digital payment systems.
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Conclusion

As Nepal continued to withess Covid-19 cases and the pandemic’s third wave hit the country hard
during the seond half of 2021, recovery across key economic sectors during late 2021 and early 2022
remained slow. The pandemic and related restrictions on mass gathering and travels severely affected
key economic sectors of the country namely agriculture and forestry, manufacturing and service. In
addition, the other sectors that are crucial for enabling overall economic prosperity, i.e. education,
infrastructure, trade and investment, have also been affected to a large extent. Finally, Nepal's overall
public finance sector struggled to mitigate the overall financial and economic implications of Covid-19,
including major effects also seen across Nepal's remittance and, aid and grants receipts.

However, as good signs, as majority of the people aged 18 and over got vaccinated by the end of
2021, the overall threat from Covid-19 became lower with Nepal reporting less than 100, sometime in
two-digit numbers, new cases on some of the days, lowest since mid-2020. Due to this, GoN has been
working with the key stakeholders from the government, private sector and international partners to
open up all economic sectors and remove most of the restrictions on international travels. If Covid-19
does not pose any serious threats in 2022 and beyond, we expect Nepal's economic growth to bounce
back towards the later half of 2022 with higher growth rates in the years 2023 and in 2024.
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