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Macroeconomic and Debt Management : Context and
Indicators

- Tula Raj Basyal*

In pursuance of the anticipated economic growth and development objectives,
the macroeconomic environment should be appropriate for increasing
investment and economic activities on a sustainable basis. The macroeconomic
policies (like fiscal, monetary, international trade and payments, foreign
exchange, and debt management) should be conducted in such a manner that
the possibility of the occurrence of the problems like the debt crises, terms of
trade shocks, foreign exchange shortages, destructive inflation, and the Dutch
disease (excessive foreign currency inflows leading to currency appreication
which is unsustainable) is avoided and a smooth environment is built and
maintained to foster investment and economic growth. Fiscal and monetary
expansion, as a part of macroeconomic management, would contribute to
economic growth if the combined growth of the economy's consumption,
investment and export more than compensates the growth of import. So, if
positive outcomes of the increased aggregate demand are to be realized, the
aggregate demand in the economy should not reduce the export demand for the
domestically produced goods and services. Fiscal and monetary policies are
expenditure-changing policies while trade and exchange rate policies are
expenditure-switching policies. Expenditure-switching policies that increase
the domestic prices of the internationally traded goods will curtail imports and
stimulate exports so that the economy can continue to grow to attain its growth
target. Macroeconomic policies should help restore the macroeconomic
stability by addressing the macroeconomic imbalances of the economy.
However, the policies of cutting domestic expenditures may not only cause the
economy to enter into a recession, jeopardizing unemployment and income, but
also reduce the private investment to such an extent that future growth may be

Executive Director, Nepal Rastra Bank, Public Debt Management Department.

19



T FUT G

adversely affected. Likewise, the policy to increase the price of export goods
could lead to demand for wage increases, which could usher in the inflationary
spiral, thereby continuing to make importing goods attractive and producing
export goods less profitable.

The situation of the past decade (1995-2005) in Nepal shows that, in real
terms, the average annual growth rates of consumption, investment, and export
were 4.1 percent, 4.2 percent and —0.2 percent respectively, with their
combined growth at 3.5 percent. The import increased by 2.4 percent in real
terms. The government demand and the non-government (private) demand for
consumption and investment during the decade posted average annual growth
of 3.9 percent and 3.8 percent respectively. Consumption, investment, and
import as respective percentages of gross domestic product (GDP) represented
85.2 percent, 25.2 percent and 24.2 percent in 1995 with their corresponding
figures at 87.7 percent, 26.1 percent and 16.4 percent in 2005. Import as the
percentage of GDP, which was 34.6 percent in 1995, came down to 30.2
percent in 2005, while export fell from 24.2 percent to 16.4 percent of GDP
during this period. As a result, the current account deficit/GDP ratio rose from
10.4 percent in 1995 to 13.8 percent in 2005. In other words, the current
account deficit or the saving-investment gap of the economy increased by 3.4
percentage points of GDP during the decade, pointing out higher resource
absorption at the domestic level compared to the rate of growth of export. Due
mainly to the unsatisfactory export performance, the real GDP growth during
the decade averaged 3.8 percent only. These data make it evident that the
expected contribution of the non-government (private) sector in general and
that of the export sector in particular to the economic development was not
forthcoming. With the population growth at 2.24 percent, the per capita income
growth during the decade averaged 1.4 percent only.

Notwithstanding the unfavorable economic growth situation, other
macroeconomic indicators remained at satisfactory level. The national urban
consumer price index rose by an average rate of 5.8 percent during the decade,
though the second half of the decade witnessed much lower price rise (3.7
percent) compared to the first half (7.8 percent). The GDP deflator rose by an
average rate of 5.2 percent during the decade. The foreign exchange reserve
level reached Rs. 128.4 billion in mid-July 2005, sufficient to finance
merchandise and service imports of almost 10 months. Total government debt
stock (outstanding) rose from Rs. 145.1 billion in mid-July 1995 to Rs. 325.3
billion in mid-July 2005, registering an average growth of 8.4 percent (foreign
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7.6 percent and domestic 10.9 percent). As percentage of GDP, total debt
stock, which was 66.2 percent (foreign 51.6 percent and domestic 14.6 percent)
in mid-July 1995, came down to 61.5 percent (foreign 44.5 percent and
domestic 17.0 percent) in mid-July 2005. During the decade, narrow money
(M;) and broad money (M;), as indicators of financial intermediation,
witnessed the respective rise of 11.8 percent and 14.1 percent. M;/GDP ratio
rose from 15.1 percent to 19.1 percent while M,/GDP ratio rose much faster,
from 37.0 percent to 57.4 percent. The fiscal deficit/GDP ratio during the
decade averaged 4.8 percent (foreign borrowing 2.6 percent and domestic
borrowing 2.2 percent) vis-a-vis the Tenth Plan projection of 5.2 percent
(foreign borrowing 3.2 percent and domestic borrowing 2.0 percent). The fiscal
deficit/GDP level is well within the target though the composition has changed,
with the foreign borrowing, domestic borrowing, and total borrowing levels
during the latter half of the decade remaining at 1.8 percent, 2.5 percent and
4.3 percent respectively compared to the corresponding ratios of 3.5 percent,
1.8 percent and 5.3 percent during the first half of the decade. This shows that
fiscal deficit/GDP ratio during the second half of the decade decreased by an
average 1.0 percentage point, with the foreign borrowing declining by 1.7
percentage point and the domestic borrowing rising by 0.7 percentage point.
Thus, the foreign borrowing has substantially decreased and the reliance on
domestic borrowing increased well beyond the Plan targets. However, the
overall fiscal deficit has not remained at a level to create macroeconomic
imbalance. Hence, macroeconomic management needs to be geared toward
attaining higher economic growth by focusing on increasing the export
competitiveness of the economy and maintaining price stability at the level
compared with the rest of the world. This necessitates that the debt levels be
kept at prudent limits. Similarly, there is need for the debt management to be
carried out efficiently for mobilizing debt resources as required and enhancing
the effectiveness of open market operation as the principal instrument of the
monetary policy management.

Debt management, the process of administering national debt by providing for
the payment of interest and arranging the financing of maturing bonds, aims at
keeping down the expected cost of debt and its servicing along with ensuring
that funds are available when needed. Debt management includes forecasting
when net borrowing will be needed, choosing the type of securities to be issued
or redeemed, and timing the maturity dates of outstanding debt to prevent
excessive concentration of the redemption payments at a particular date, which
might gives rise to difficulties in funding them. Debt, the total outstanding
borrowings of the government, represents the stock of borrowing as opposed to
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the annual increment in total borrowing, as represented by the fiscal deficit.
Under the provisions of the Maastricht Treaty, countries in the European
Monetary System are expected to keep their debt below, or falling towards, 60
percent of GDP. The domestic portion of the government debt has great
significance in the financial system as the government securities provide
convenient investments for the financial institutions and the public alike. It is
crucial to foster the depth and diversity of the public debt markets and ensure
enhanced liquidity, transparency, reliability, attractiveness, and diversified risk
and maturity structures of the debt instruments. In more liquid markets, trading
is easier and spreads are narrower while in a transparent market, the
availability of prompt and complete information about trades and prices
increases the competitiveness of the market. Reliability ensures that trades are
completed quickly according to the terms agreed and that sound legal and
regulatory framework along with the lower transaction costs (trading,
regulatory and tax) increase attraction to the markets. The scope for improving
monetary operations through market-based instruments is closely linked with
the development of the markets for government securities. While there is a
need for separation of the functions of monetary operations and public debt
management, efforts must be expedited in the area of strengthening the
infrastructure needed for issuing and trading of securities in an efficient and
effective manner. Well-functioning markets for securities enhance the
effectiveness of monetary operations and reinforce the transmission of
monetary impulses through the economy.

There are limits to a rapid accumulation of domestic debt as, at some point, the
public will be willing to hold more only at higher interest rates, thereby further
increasing the cost of debt service. Eventually, deficits must be brought down
with cuts in expenditure or through higher taxes as, otherwise, its natural
consequence would be the inflationary financing of the deficit along with the
rise in the cost of funds for investors. The international threshold level of the
net present value of external debt to GDP ratio for a strongly-performing
economy being 60 percent, Nepal's external debt stock to GDP ratio at 45
percent in nominal terms in FY 2004/05 could be categorized as broadly
sustainable. However, while compared with the Euro zone total debt stock
standard at 60 percent of GDP, Nepal's total debt stock/GDP ratio at 61.5
percent (foreign 44.5 percent and domestic 17.0 percent) in mid-July 2005 is
slightly higher. The international threshold of the net present value of external
debt to export being at 300 percent, Nepal's external debt stock in terms of
export (400 percent, Rs.235.2 billion/Rs.58.2 billion, in FY 2004/05) does not
look comfortable. Similarly, Nepal's external debt stock in terms of revenue
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(335 percent, Rs.235.2 billion/Rs.70.1 billion in FY 2004/05) does not look
healthy with reference to the international threshold of the net present value of
external debt to revenue, which is 250 percent. At the same time, Nepal's
external debt service to export (14 percent, Rs.8.1 billion/Rs.58.2 billion, in FY
2004/05) compares positively with the international threshold of 35 percent.
Similarly, Nepal's external debt service to revenue (12 percent, Rs.8.1
billion/Rs.70.1 billion, in FY 2004/05) also ranks favorably with the
international threshold level of 40 percent. The Nepal Rastra Bank Act, 2002
has fixed the ceiling of the government's overdraft from the Nepal Rastra Bank
(NRB) and the total debt stock in the ownership of the NRB at the respective
levels of 5 percent and 10 percent of the previous year's revenue.

To conclude, the macroeconomic and debt management endeavours should
focus on ensuring adequate resources for fostering investment and export
growth and maintaining the debt level at a satisfactory level. Limiting the
government's borrowing to the level as targeted in the Tenth Plan, viz., total
borrowing/GDP ratio at 5.2 percent (foreign borrowing/GDP ratio at 3.2
percent and domestic borrowing/GDP ratio at 2.0 percent) should help promote
economic growth without disturbing the macroeconomic stability. Likewise,
the domestic borrowing through short-term instruments like the treasury bills
has provided the central bank necessary instruments to operationalize the
monetary policy. The secondary or the open market operation in the treasury
bills issued by HMG has greatly helped in adjusting the level of reserves in the
banking system which would positively affect the short-term interest rates and
domestic credit so as to attain the monetary policy targets like the price
stability, balance of payments stability and economic growth. Fiscal policy
should focus on a level of borrowing and debt stock that supports higher
economic growth and, at the same time, would not jeopardize the
macroeconomic stability goals. The securities available on account of the
domestic borrowing of the government, especially the short-term instruments,
would be extremely important in pursuing the monetary policy goals. Hence,
public debt management with the objective of ensuring its sustainability
becomes crucial for contributing to the attainment of the fiscal policy goals as
well as accomplishing the central banking objective of managing international
reserve, maintaining its level at a comfortable position, and fostering
macroeconomic stability and financial sector soundness for ensuring
sustainable growth.
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Nepal Rastra Bank in Fifty Years : Brief Overview
of the Articles

- NRB Golden Jubilee Anniversary Publications Committee

Nepal Rastra Bank (NRB), in its Golden Jubilee Year 2005-06, published a
book incorporating articles, authored by the related NRB officials, covering
operational areas of the NRB along with the policy issues and macroeconomic
framework relevant and significant in the context of the NRB functioning. The
articles also highlight some important challenges and considerations useful for
catalyzing the role of the NRB in the evolving economic and financial sector
environment. The Foreword to the book is provided by Hon. Governor, Nepal
Rastra Bank. The book is almost 500 pages in length in A-4 size paper and, for
the convenience of the readers, has been posted in the NRB website
(www.nrb.org.np). The twenty-six articles have been broadly categorized
under three broad headings: Part I : Resource Management and
Organizational Development, Part II : Financial System and Part III :
Macro Economy. For the ready reference of the enlightened readers, an
attempt has been made hereunder to briefly highlight the broad outlines and the
thrust areas that the scholarly article have been directed at.

Part I : Resource Management and Organizational Development

Human Resource Management by Deputy Governor Mr. Lekh Nath
Bhusal

This article visualizes the manpower as the critical component of the
organizational effectiveness and discusses NRB's organizational structure,
manpower structure, recent trends in human resource management, skill
development and training policy, recruitment, placement and transfer policy,
etc. The article concludes that the NRB's manpower management has traversed
a long way, from personnel administration of yester years to the human
resources management of today. The article suggests that NRB should induce
more qualified and professional manpower, develop the skill and knowledge of
existing staff and retain good employees.
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Corporate Leadership by Mr. Bhola Ram Shrestha

The corporate structure in the NRB, as presently determined by the NRB Act
2002, is discussed. The article highlights the important contributions of the
Governors of the NRB since its inception 50 years ago to the present. The
article ends with optimism with respect to the corporate leadership in NRB.

Organizational Development and Corporate Planning by Mr. Lila
Prakash Sitaula

The theory of organizational development and corporate planning along with
their features and prerequisites is discussed. The NRB experiences such as in
downsizing, the role of the Board of Directors, legal development and
transparency, and human resource development and motivation are elaborated.
Problems and challenges are highlighted, with the article pointing toward the
need for the NRB to become more effective.

NRB Re-engineering by Dr. Binod Atreya

After a comprehensive review of the theoretical aspects of re-engineering, the
achievements in the NRB are highlighted. The article discusses ongoing
process and efforts dealing with strengthening human resource management,
regulatory and supervisory framework, among others. Problems and challenges
for re-engineering are discussed with the article ending with the need for
motivating the NRB employees for fostering a sustainable organizational
development process.

Financial Management by Mr. Radhe Shyam Srhestha and Mr. Bhuban
Kadel

The article discusses various facets of financial management with reference to
the NRB's decade-wise financial management situation comprising the
problems of financial management, corrective actions to manage the challenges
of financial management; future agenda, etc. As the NRB has come a long way
since its inception 50 years ago, its financial figures have grown tremendously
and capital base - including reserves - magnified. This article concludes that
the smooth functioning of an organization would be guaranteed only with the
proper working of the financial system that is sound.
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Information Technology by Mr. Parbat Kumar Karki and Saurabh
Manandhar

The article discusses development of Information Technology (IT) and its use
in the Nepalese banking sector. Additionally, the article reviews the existing
IT infrastructure at NRB and forwards hints for improving its future relevance.
The article depicts anticipated major outputs from the NRB's ongoing IT
reengineering project which the article observes would bring a whole new set
of possibilities for further improvement in Information and Communications
Technology (ICT).

Part II : Financial System

Development Finance by Mr. Krishna Kumar Pradhan

The significant role of development finance in economic development together
with the NRB’s participation in different development finance activities
including the regulatory aspects have been examined. The article suggests that
the government and the NRB should formulate policy to stimulate micro-
finance institutions and commercial banks to adopt appropriate micro and rural
financing plans and programs. The core challenge, according to the article, lies
in making the micro-finance institutions viable and sustainable.

Supervision Framework by Mr. Surendra Man Pradhan

The experience of NRB in supervision of banks and financial institutions is
discussed. Likewise, the present status of supervision by the NRB, its process
and methods are elaborated. The importance of supervision for ensuring a
healthy financial sector is highlighted.

Payments System by Mr. Sushil Ram Mathema

The present condition of payments and settlement system in Nepal is
discussed. Further, the payments system and the different instruments used in
the country are highlighted in addition to the discussion on the Asian Clearing
Union (ACU). The article points out problems and challenges facing the
domestic payments system and focuses on the role of the technological
changes in improving the payments system.
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Financial Sector Development by Dr. Danda Pani Paudel

The article discusses the role of the NRB in the financial sector development.
This is discussed as a decade-wise analysis as well as through trend analysis of
the financial development indicators like the M2/GDP ratios. The article ends
with a note of future challenges facing the financial sector.

Legal Framework by Mr. Bhaskar Mani Gnyawali

The article highlights the legal framework of the NRB. The organizational
framework, governance, functional, legislative and adjudicative aspects of the
NRB are discussed. The article ends with the necessity of discharging the NRB
role in a sound manner for ensuring the health of the financial sector.

Financial System and Economic Development by Mr. Narayan Prasad
Paudel

After undertaking a brief literature review on the empirical work undertaken in
financial liberalization, financial deepening and the role of financial system in
economic growth, the Nepalese financial system is discussed with respect to its
past developments and the current situation. The article highlight that the
initiation of the liberalized and market-oriented economic policies since the
mid-1980s has deepened the size of the Nepalese financial system. A positive
relationship between the financial indicators and economic growth is also
illustrated.

Financial Sector Reform by Mr. Bhishma Raj Dhungana

The article provides a thorough examination of the problems of Nepal’s
financial sector, more specifically that of the banking sector, that called for the
implementation of the comprehensive financial sector reform. The
achievements gained through the launching of this reform program have also
been highlighted. Issues such as the reengineering of the NRB, the recent status
on the management reform of the Nepal Bank Limited and the Rastriya
Banijya Bank, and the capacity building in the financial sector have been
incorporated.
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Financial Sector and Development Plans by Dr. Bhubanesh Pant

This article reviews the financial sector liberalization policies undertaken by
developing countries, focuses on Nepal's financial sector as embodied in the
development plans, shows the significant role attached to the financial sector,
and deals with the major financial sector measures undertaken by the NRB for
boosting the efficiency of the Nepalese financial sector. Additionally, the
article reviews the East-Asian financial crisis and attempts to draw useful
lessons for Nepal's financial sector. The article concludes that the worth of a
nation's financial sector is its capability to furnish the appropriate types of
institutions and financial instruments that could support economic growth and
that the major challenge to the NRB is to create a financial system that is not
only supportive to growth but also dynamic enough to change and meet the
evolving needs of the economy.

Money, Foreign Exchange and Capital Markets by Mr. Shree Prasad
Paudel

The article makes a cursory review of the money, foreign exchange and capital
markets in the international context before dealing with the evolution of these
markets in the Nepalese context. The market participants and the instruments
in the financial sector have been illustrated. Depicting that the size, depth,
volatility and international integration of money, foreign exchange and capital
markets have risen after liberalization, the article puts forward suggestions so
as to make the financial markets efficient.

Part III : Macro Economy

Monetary Policy by Dr. Yuba Raj Khatiwada

The article discusses the evolution of the monetary and credit policies in
Nepal. The different issues such as the interest rate policy, the role of
autonomy, transmission mechanism of the monetary policy, inflation targeting,
lags of monetary policy, the impossible trinity, and relation with poverty are
elaborated. The article ends by highlighting the need for re-evaluating the goals
of monetary policy in line with the changes in the domestic economic
structure.
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Economic Research by Mr. Diprendra Bahadur Kshetry

The different types of research activities undertaken by the NRB and their
relevance to the economy have been elaborated. The various publications have
been reviewed at length. A few proposals have been made for improving the
research and publications at the NRB through the introduction of a
systematized publication policy, among others.

Foreign Exchange by Mr. Ram Prasad Adhikari

The foreign exchange system of Nepal is scrutinized on the basis of three time-
frames: the period prior to the establishment of the NRB, the period from 1956
to the pre-liberalization period and the period after the liberalization. The
impact of the different regulations during these periods is also summarized.
Some pertinent issues, such as the exchange rate system and capital account
convertibility are also analyzed before ending with a conclusion that the
foreign exchange system would be more open and liberal in the days ahead.

Inflation by Mr. Rabindra Prasad Pandey

The history of price collection, price movements and inflation control
measures in Nepal have been reviewed. The article discusses the composition
and structure of the consumer price index in Nepal, evaluates theories of
inflation along with producing an econometric analysis of the determinants of
domestic inflation. This article stresses that it has become imperative to devise
both demand and supply management policies in order to stabilize prices in
Nepal. In the context of the further liberalization of the economy and the
possible adoption of capital account convertibility together with the adoption
of a more flexible exchange rate regime, the article recommends that monetary
policy should have a single goal of price stability through adopting an inflation
targeting regime.

Currency Management by Mr. Vishnu Nepal

The article overviews currency management practices in Nepal. A historical
review is produced starting from the Lichchhavi period till the present system
of paper notes, with their design, printing, verification and destruction
currently being governed by the NRB Act, 2002. The article ends with the
observation that, despite the difficult situation presently facing Nepal, the
NRB's function of currency management has remained commendable.
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Domestic Debt Management by Mr. Gokul Ram Thapa

After reviewing the principles of domestic debt management and the pros and
cons of domestic borrowing, the article makes a historical analysis of domestic
borrowing in Nepal. The current practices of domestic debt management are
discussed. The article argues that the development of an efficient government
securities market is essential in order to manage the government borrowing
efficiently and also suggests that the borrowing should be utilized in the
productive sectors of the economy.

International Relations by Mrs. Rameshwori Pant

The article highlights NRB's relationship with the multilateral financial
institutions like the IMF, World Bank, Asian Development Bank and the
regional central banking institutions like the South-East Asian Central Banks
Research and Training Centre (SEACEN), South East Asia, New Zealand and
Australia Central Banks Group (SEANZA), Asian Clearing Union (ACU) and
the SAARCFINANCE. The article also traces out Nepal's accession to WTO
and her involvement with the regional institutions like the BIMST-EC. The
article concludes that the NRB's relationship with the international financial
institutions should be further deepened.

Open Market Operations by Mr. Shiba Raj Shrestha

The article examines the role of Open Market Operations in the overall
monetary management of the NRB. The NRB has moved to more active Open
Market Operations since August 2004, with the introduction of outright
sale/purchase, repurchase (repo) and reverse repurchase (reverse repo)
instruments through auction, which the article highlights. The article makes
suggestions as to how the NRB could encourage the development of the
supportive financial market architecture for the effective conduct of the Open
Market Operations.

Interest Rate by Mr. Nara Bahadur Thapa

The article explores the policy changes initiated by the NRB, from a tightly
administered interest rate regime before to the completely liberalized interest
regime now. The article observes that the economy is not doing well at the
present with the financial health of some dominant banks and financial
institutions remaining fragile. The article prescribes two options for monetary
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policy framework, namely, inflation targeting and interest rate targeting, and
concludes by suggesting an analytical framework for future, namely, to prepare
groundwork either for full-fledged interest rate targeting or having the interest
rate as the operating target of monetary policy.

International Trade and Payments by Mrs. Shiba Devi Kafle

The article reviews the theoretical aspects of international trade followed by
the efforts undertaken by Nepal to strengthen her external sector including
highlighting the significant features of the country’s trade patterns. Nepal-India
trade relations are also covered followed by a detailed analysis of the structure
of the country’s balance of payments. The article ends with a note that, with
Nepal’s entry into the WTO, trade regime must be made simpler, more reliable
and cost-effective and areas of comparative advantages explored.

WTO and Financial Services Sector by Dr. Nephil Matangi Maskay

The article overviews the process through which NRB has been making
attempts to address the potential challenges in the context of Nepal's
membership in the WTO. The article provides a brief background of WTO and
the history of Nepal's membership process, presents stylized facts on the
Nepalese financial services sector and describes the commitments made by
Nepal in this sector. Notwithstanding the challenges for domestic financial
stability like the volatility in capital flows and fragility of domestic financial
sector with new technologies, the article states that the role of the NRB in
addressing the potential financial services issues in conjunction with Nepal's
membership in WTO has become proactive.
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