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1. The main highlights of the mid-term review of monetary policy of 2006/07 are as follows: 

Macroeconomic Situation

2. The macroeconomic data available till the first six months of 2006/07 showed the mixed performance of the Nepalese economy. Economic growth is estimated to remain low relative to the initial projection. A slight pressure exists on inflation. The Government of Nepal (GON) maintained cash balance with Nepal Rastra Bank (NRB) on account of budget surplus. A higher level of revenue mobilisation and increased receipt of foreign cash grant relative to the growth of government expenditure resulted in such a budget surplus in the review period. Monetary expansion remained restraint owing to the budget surplus and the sluggish private sector credit off-take. Although country's balance of payments (BOP) was in surplus, the external sector remained weak. Exports declined. The growth of imports decelerated. Receipts from service, net showed a declining trend. The growth of workers' remittance decelerated. However, capital transfer and trade credit contributed to a surplus in BOP, but these sources of BOP surplus are not strong and sustainable. 

3. On the real sector front, the growth of agriculture GDP is estimated to remain marginal on account of a decline in paddy production by 12.6 percent due mainly to the bad weather in summer. The industrial sector that was expected to perform well following the end of internal conflict and political instability, witnessed a less than satisfactory performance on account of weak external demand, industrial conflicts, load shedding and political transition. 

4. The year-on-year (y-o-y) consumer price inflation stood at 7.6 percent in mid-January, 2007 compared to 7.0 percent a year ago. An increase in prices of some food items and the continuation of the pass-through effect of the increase in prices of petroleum products twice last year contributed to such a rise in consumer inflation in the review period. 

5. On the external sector front, exports declined by 0.9 percent in the first five months of 2006/07 compared to a growth of 12.5 percent in the same period last year. Imports increased by just 8.5 percent in the review period due mainly to the slackness in the industrial sector. Imports had increased by 22.8 percent in the same period last year. Worker's remittances grew by just 9.5 percent in the review period compared to a significant growth of 42.5 percent a year ago. BOP remained a surplus of Rs. 5.68 billion due to the increase in capital transfer and trade credit. As a result, foreign exchange reserve reached Rs. 171 billion as at mid-December 2006. This level of international reserve is sufficient to cover the merchandise imports of 10.8 months, and merchandise and service imports of 9.0 months.

6. On the fiscal front, the GON maintained a budget surplus of Rs. 2.65 billion as at mid-January 2007 due to a higher growth of revenue and the increased inflow of foreign cash grants compared to the growth of expenditure. The government mobilised internal loans amounting to Rs. 3. 68 billion and received foreign cash loans totalling Rs. 1.90 billion. These developments contributed to the cash balance by the GON with NRB in the review period.

7. Broad money (M2) grew by 4.0 percent in the first five months of 2006/07 compared to a growth of 4.7 percent in the corresponding period of 2005/06. Monetary expansion remained under control on account of budget surplus of the government and the sluggish private sector credit off-take on the domestic front, and the decline in exports and slowdown in the growth of workers' remittances on the external front. 

8. Of credit aggregates, domestic credit increased by 2.8 percent in the first five months of 2006/07 compared to a growth of 3.7 percent in the preceding year. The credit off-take by the private sector rose by 6.5 percent in the review period compared to an increase of 6.0 percent last year.

9. For the purpose of monetary management, a total of Rs. 19.45 billion liquidity, in cumulative terms, was mopped up in the first six months of 2006/07. Of which, liquidity absorption through sale auctions and reverse repo auctions amounted to Rs.5.89 billion and Rs. 13.56 billion respectively. As a result, commercial banks' liquidity has been modulated. In the previous year, net liquidity of Rs. 7.77 billion had been mopped up through the open market operations. With a view to providing legal basis for repo and reverse repo transactions, Master Repurchase Agreement (MRA) has been signed with the commercial banks.

10. Two considerations guided the NRB to undertake the more reverse repo auctions relative to sale auctions for the monetary management purpose. First, the insufficient amount of treasury bills holding by the NRB deterred it to go for more sale auctions to mop up liquidity. Second, the NRB felt that reverse repo auctions would enable commercial banks to maintain adequate liquidity in case they need for lending to the private sector.

11. Some commercial banks, which faced liquidity problem, availed standing liquidity facility (SLF) from the NRB amounting to Rs. 8.19 billion in the review period.

12. Although overall  BOP remained in surplus, management of Indian currency reserve has remained challenging on account of the persistent BOP deficit with India. In the process of Indian currency reserve management, the NRB has increased the number of commodities that can be imported from India by paying the US dollar. These commodities are 91 as of now. Imports from India against the US dollar payments amounted to Rs. 5.88 billion which constituted 12 percent of total imports from India in the review period. The arrangement is being made to add 20 commodities to the list that can be imported from India against the US dollar payments.

13. Outflow of Indian currency for the imports of goods and services from India has remained higher than the inflow of Indian currency from the exports of goods and services to India. To finance the shortfall in the current account transactions with India, the NRB bought Indian rupees 17.72 billion by selling US dollar 390 million in the first six months of 2006/07. The NRB had bought Indian rupees 12.9 billion by selling US dollar 290 million in the corresponding period of the previous year. The purchase of Indian currency remained higher owing to declining exports to India and increasing payments made by the Nepal Oil Corporation (NOC) to Indian Oil Corporation (IOC) in the review period. 

14. With a view to preventing further appreciation of the Nepalese rupee with the US dollar, the NRB purchased the US dollar equivalent to Rs. 34.32 billion through purchase interventions in the first six months of 2006/07, thereby injecting the equivalent liquidity in the economy. In the same period of the previous year, the NRB had injected net liquidity of  Rs. 22.50 billion  through the foreign exchange interventions.

Financial and External Sector Reforms

15. Under the financial sector reform program, re-structuring of Nepal Bank Limited (NBL) and Rastriya Banijya Bank (RBB), re-engineering of the NRB and capacity building of financial sector have been continued. As a reflection, non-performing loans of banking sector declined to 10.5 percent in mid-January 2007 from 13.8 percent six months ago. To improve the negative net worth of NBL and RBB, a plan for improving capital fund and carrying out due diligence audit by appointing  privatisation adviser for their privatisation has been submitted to the Ministry of Finance. 

16. As per the commitment made by Nepal at the time of WTO membership, a preliminary report has been prepared for allowing foreign bank branches to enter in wholesale banking by 2010. This report is under consultation with the Nepal Bankers' Association for its implementation. 

17. A directive has been issued to open the branches which were closed in the past for which commercial banks are not required to obtain permission from the NRB; they just need to inform the NRB. Hence, banking service in the rural areas is expected to expand.

18. A revised National Micro Finance Policy has been submitted to the government with a view to expanding micro credit in the rural areas and increasing the efficiency of this sector. A process of privatisation of rural development banks has also been continued. Further, a policy decision has been taken to allow private sector micro finance developments banks to expand their coverage from 10 districts to 15 districts without additional paid up capital.

19. Foreign exchange transactions have been made more liberal. For the petty international transactions of various purposes, the existing limit that commercial banks can provide directly to the public has been extended to 2500 US dollar. Commercial banks have also been allowed to accept or change the Letter of Credit based on the already shipped document irrespective of any limit. 

20. The licensed money changer firms / companies which exchange the convertible foreign currencies, have been now allowed either to (a) sell it to commercial banks, or (b) open the foreign currency accounts in Nepalese banks and financial institutions, or /and (c) provide foreign exchange on the passport facility to the public. 

Economic and Monetary Outlook

21. Agriculture GDP is estimated to increase by just 0.7 percent in 2006/07 due to unfavourable weather in summer affecting the paddy production severely. The growth of non-agriculture sector is also estimated to remain lower than the expected. This sector has been suffering from the problem of industrial conflict, daily load shedding of 6-hour and declining external demand. Likewise, a significant pick up in capital expenditure of the government is also not expected to increase. As a result of these factors, economy is estimated to grow by 3.8 percent in the current fiscal year.

22. The projection of annual average consumer inflation is revised up to 6.6 percent from the earlier projection of 6.0 percent in the annual monetary policy statement. This is due to the unexpected rise in prices of some food items. 

23. Compared to the earlier projection of Rs. 16 billion, a surplus in BOP is revised down to  Rs. 10.0 billion on account of decline in exports, slowdown in inflow of workers' remittance, and downward revision of inflow of foreign loans and grants by the government in the mid-term review of the budget. 

24. M2 is estimated to increase by 16 percent which is almost the same as the earlier projection. Despite the lower growth in the first five months of 2006/07, M2 is expected to increase at a higher rate due to the increase in domestic credit on account of expected pick up in recurrent expenditure of government in days ahead owing to the election of the constituent assembly. 

Monetary Measures

25. Although the primary objective of monetary policy is to maintain price stability, the NRB has been conducting its monetary policy by keeping a balance between inflation and economic growth, and maintaining an appropriate level of surplus in country's BOP. 

26. Currently, a pressure, albeit marginal, exists on inflation. Inflationary pressure exists in other countries, too. However, causes of inflation in Nepal and other countries are different. In the other countries, a rise in aggregate demand, money supply and bank credit are the major factors. On the contrary, aggregate demand in Nepal has been low because of stagnant private sector investment, contained government expenditure and a weak external demand. Private sector credit off-take has been sluggish, too. Therefore, monetary expansion cannot be taken as a factor driving inflation up. Since a rise in prices of food items resulted in a pressure on inflation, a change in monetary instruments is not deemed necessary to contain inflation. 

27. Though excess liquidity remained modulated, commercial banks have enough liquidity necessary for the expansion of economic activities. The lower level of short-term interest rates is the reflective of liquidity position of the commercial banks. Open market operations have also been very flexible for necessary liquidity management. Since the commercial banks have enough holding of government's treasury bills, liquidity can be injected in the economy as and when  necessary through open market operations. On the other hand, the NRB has obtained the consent from the government to issue treasury bills out of total internal borrowing mentioned in the budget as and when necessary for liquidity absorption. In this context, the NRB has decided not to change the monetary measures like cash reserve ratio (CRR) and the bank rate at the moment. In addition, in the context of BOP surplus estimated at Rs. 10 billion, albeit lower than the initially projected, the NRB does not think necessary to change this year's monetary policy stance. 

Conclusion

28. The NRB believes that the publication of this mid-term review of monetary policy encompassing the economic and monetary condition of the first six months as well as the situation of monetary policy implementation will help increase transparency of monetary policy operations. In addition, the NRB is of the view that this mid-term review will be helpful to implement the remaining policies and programs mentioned in the annual monetary policy. The NRB would like to thank all concerned individuals and institutions for their co-operation in implementing the programs and policies as outlined in the annual monetary policy of 2006/07.

29. The detailed text of mid-term review of monetary policy of 2006/07, half-yearly progress matrix of policy measures and statistical tables have been posted in the website of Nepal Rastra Bank (www.nrb.org.np) under the Media Release section. 
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