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Executive Summary

The global economy is holding up despite
war shocks. The International Monetary
Fund’s latest forecast indicates slower
growth and higher inflation, stemming
from global energy disruptions. The United
States-Iran treaty is expected to restore
peace in West Asia, lower oil prices to
pre-war levels, and ease inflation. Most
central banks have halted rate cuts, with
some raising rates to combat inflation.
The West Asia crisis is expected to dampen
South Asia’s growth, but India’s strong
prospects keep the region outperforming
other Emerging Markets and Developing
Economies.

Domestic economic growth is estimated
to moderate modestly to 3.85 percent in
2025/26, with the service sector providing
a major impetus. Private consumption
stays dominant, and investment demand
gains momentum. After easing inflationary
conditions until November 2025, prices
rose again, reaching 5.04 percent in May
2026, driven by higher energy and food
prices. Nepal’s oil prices quickly aligned
with global crude oil rates, with secondary
effects on transportation and other sectors.

The monetary sector is continued to
have ample liquidity in the banking
sector, leading to low market interest
rates. Liquidity has continued to rise due
to sustained remittance inflows but its
lower absorption. However, Nepal Rastra

Bank’s monetary operations have helped
maintain short-term interest rates within
the Interest Rate Corridor. While broad
money has continued to grow mostly in
line with Nepal Rastra Bank’s projections,
credit growth remains constrained. The
overall financial sector remains broadly
stable, although some concerns remain due
to declining asset quality, strain on capital
requirements, and reduced profitability.

The external sector continued to maintain
a stronger position, marked by a higher
current account surplus, a larger balance
of payments surplus, and historically
high foreign exchange reserves. While
higher oil prices stemming from tensions
in West Asia increased Nepal’s import bill,
strong remittance inflows helped offset the
impact, supporting reserve accumulation.
However, the Nepalese Rupee depreciated
significantly against the US dollar during
the review year, largely reflecting spillover
effects from the depreciation of the Indian
Rupee, to which it is pegged.

Government finances have continued
to contract, with revenue mobilization
exceeding recurrent expenditure,
resulting in a revenue surplus. The
primary balance is positive, indicating that
revenue mobilization adequately funds
both recurrent and capital expenditure.
Conversely, the fiscal balance is negative,

indicating that a large part of borrowing
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is utilized to service interest and existing
debt. With capital expenditure well below
the budget target and the debt servicing
cost exceeding capital spending, raising
investment to finance for growth rather
than consumption remains a challenge.

Against this backdrop, the outlook for
Nepal’s economy in 2026/27 seems to
be favorable, supported by increased
economic activity to be driven by proposed
improved

government policy reforms,

private-sector confidence, and rising
consumption and investment demand.
stabilized global

conditions andrestored investor confidence,

Assuming economic

the government’s projection of 7 percent
economic growth is achievable. Following
a diplomatic breakthrough between the
United States and Iran and moderating
crude oil prices, the outlook for inflation
also appearsrelatively benign despite recent
price accelerations and expansionary fiscal
policy. Under these premises, inflation is
projected to average around 5.5 percent in
2026/27, with upside risks stemming from
renewed geopolitical tensions and higher
than expected inflation in India. Therefore,
the Nepal Rastra Bank persists continuation
of its cautiously accommodative monetary
policy stance.
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1. Global and Regional Developments

The recovering global economy is under the shadow of war. The International Monetary

Fund’s latest forecasts show slower growth and higher inflation, driven by global energy

disruptions. The US-Iran treaty is expected to restore peace in West Asia, lower oil prices

to pre-war levels, and ease inflation. Therefore, most of the central banks have halted rate

cuts, with some already raising rates. The West Asia crisis is expected to dampen South

Asia’s growth, but India’s strong prospects keep the region outperforming other Emerging

Markets and Developing Economies.

Global economic growth is constrained by
armed conflicts in West Asia and its global
spillover effects. The global economy is
in the midst of repeated shocks from the
Russia-Ukraine conflict, followed by recent
tensions in West Asia. This unprecedented
level of uncertainty and chaos has weighed
on global output, but productivity gains
from AI have largely offset the impact. The
International Monetary Fund (IMF) has
modestly moderated its global economic
growth projection for 2026 from 3.3
percent in January 2026 to 3.1 percent in
April 2026 (Figure 1.1a) (IMF, 2026b). The
global uncertainty index, which peaked in
September 2025 amid sizable tariffs and
an escalation of the trade war between the
US and major partners, has been easing.
However, the index rose again with the
West Asia conflict, signaling a resurgence of
global uncertainty (Figure 1.1d).

The war in West Asia is expected to have
far-reaching consequences, emanating
primarily from oil price shocks. West
Asia supplies about 20 percent of global oil
reserves and passes through the Strait of

Hormuz. The closure of the Strait of Hormuz
following the escalation of war in the region
spiked crude oil prices, which breached
the $100 per barrel mark. Moreover, diesel
prices spiked disproportionately after the
conflict, as most diesel refineries are located
in West Asian countries (BoE, 2026). The
price of precious metals, however, has
moderated since February 2026 (Figure
Lle).

Crude oil price shocks have far-reaching
repercussions, with extensive second-
order effects. Global economies are likely
higher
production costs for businesses, and supply

to confront spiking inflation,
chain disruptions. The IMF has revised
its global inflation forecast for 2026 from
3.8 percent in January 2026 to 4.4 percent
in March 2026 (IMF, 2026b), indicating
a compression in consumer purchasing
power. Inflation in advanced and emerging
economies is projected to hover around
2.8 percent and 5.5 percent respectively, in
2026 (Figure L.1b).

Global central banks are closely
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monitoring recent developments and
shifting from active easing to a cautious
pause. Most of the banks have completed
the policy easing cycle and are holding rates
steady. The Reserve Bank of Australia, the
People’s Bank of China, the Reserve Bank of
India, the Bangladesh Bank, and the Federal
Reserve have left their rates unchanged.

Figure 1.1: Global and Regional Developments
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The European Central Bank, the Bank of
Japan, Central Bank of Sri Lanka, and South
African Reserve Bank, however, raised rates
by 25 basis points. The Bank of Japan’s hike
to the highest level in three decades and
European Central Bank’s hike, the first since
2023, was in response to rising energy costs
and accelerating inflation (Figure 1.1c).
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South Asia’s growth is projected to slow
to 6.3 percent from 7.0 percent in 2026,
due to energy market dislocations. Despite
global disruptions, the region’s growth
remains strong, supported by India’s robust
economy. Headline inflation remains within
the central bank’s target, but inflationary
pressures from the West Asia conflict could
push it above the target. Service exports,
one of the region’s growth drivers, remain
resilient, but Al-driven disruptions could
lead to disappointments (Figure 1.1f) (World
Bank,2026b). Likewise, China’s GDP growth
is projected to moderate modestly by 0.1
percentage point, and inflation is expected
to spike by 0.5 percentage point compared
to the earlier forecast(IMF, 2026b).

The United States
substantially against the currencies of

dollar appreciated

South Asian countries. The Indian rupee
slid against the US Dollar by nearly 6.0
percent from January 1, 2026, to May 31,
2026, primarily driven by the Al boom and
capital flows toward the United Statesl,
contributing an estimated 0.5 percentage
point increase in the US Gross Domestic
Product (GDP) growth in 2025 (IMF,
2026b). South Asian countries lack artificial
intelligence firms that could otherwise
attract investors. This situation has been
further exacerbated by punitive American
tariffs on South Asian exports, especially
from Bangladesh and India.

1 India’s weak currency reflects deeper problems than the Iran war


https://www.economist.com/finance-and-economics/2026/04/30/indias-weak-currency-reflects-deeper-problems-than-the-iran-war

4 ECONOMIC RESEARCH DEPARTMENT, NEPAL RASTRA BANK

2. Domestic Economic Developments

Domestic demand held traction amidst multiple shocks stemming from Gen Z movements

and energy market dislocations. Inflationary pressure remained low, although it gained

momentum in later months. The monetary and financial sector presented a mixed pic-

ture, marked by persistent excess liquidity, historically low interest rates, and subdued

credit growth. The external sector continued to show resilience, supported by sustained

remittance inflows and a larger balance of payments surplus. The fiscal sector continued

to underperform, with capital expenditure execution remaining below the target.

2.1 Real sector

Economic growth is estimated to moderate
modestly to 3.85 percent in 2025/26, with
the service sector providing a major impetus,
followed by industry and agriculture sectors. At
the industry level, wholesale and retail trade,
financial services, and electricity and gas are
the top drivers of growth. Private consumption
stays dominant, and investment demand
gains momentum. After the easing of inflation
paused in November 2025, prices have risen
again, reaching 5.04 percent in May 2026,
driven by higher energy and food prices. Post-
March 2026, inflation in India and Nepal
diverged sharply as Nepal’s oil prices quickly
aligned with global crude oil rates, while prices
remained relatively stable in India.

2.1.1 Economic growth

Nepal’s economic growth is estimated at
3.85 percent in 2025/26. The agriculture,
industry, and service sectors are estimated
to expand by 1.58 percent, 5.67 percent,
and 4.21 percent, respectively (Figure 2.1a).

The National Statistics Office (NSO)’s
GDP growth estimate comfortably falls
within the growth band forecasted by the
Nepal Rastra Bank (NRB) (NRB, 2026d).
The estimated growth remains below
the potential GDP growth of 4.2 percent,
indicating a negative output gap. The
output gap has remained negative since
2022/23, though it has been narrowing
gradually (Box 1). While the growth
estimate remains below its potential, the
current performance is reasonable, given
the September 2025 Gen Z movement, the
consequent colossal damage to both private
and public infrastructure, the war in West
Asia, and its ramifications for global energy.
These events would have exacerbated the
slowdown by eroding investors’ confidence
and heightening

security concerns,

constraining economic activity.

The growth decomposition shows that
Nepal’s economy in 2025/26 is mainly
driven by the service sector, followed
by industry and agriculture sectors
(Figure 2.1b).

Industry-level analysis
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that the
contributed 12.6 percent, down from 23.6

indicates agriculture sector
percent the previous year. Unfavorable
weather, including drought during paddy
planting and unseasonal rainfall during
harvest, resulted in slower growth. The
industry sector expanded, mainly due to
the electricity and gas subsector, which
is expected to expand around 20 percent
owing to increased electricity generation,
improved transmission, and higher
consumption (NSO, 2026). The service
sector remains the main growth driver,
with contributions from wholesale and
retail trade, financial services, insurance,

and the transportation sector (Figure 2.1c).

Imports of capital and intermediate
goods are closely linked to manufacturing
activity and the performance of the
industrial sector. Measures aimed at
reducing imports and sustaining depleting
reserves rapidly led to a decline in imports,
weakening manufacturing activity and the
overall industrial sector, as illustrated in
Figure 2.1d. In addition to manufacturing,
the construction sector contracted due to
import restrictions. In subsequent years,
however, both imports and manufacturing
activity rebounded, contributing to a
recovery in the industry sector and aligning

with the narrowing output gap.

Figure 2.1: Economic Growth, Growth Decomposition, and Industrial Performance
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Nepal’s aggregate demand is primarily
fueled by consumption, followed by
private investment. Private consumption
remains dominant, butits share is gradually
moderating from about 88 percent in
2021/22 to about 85 percent in 2025/26.
Private investment demand gained major
momentum with robust growth of 39.6
percent in 2025/26, while government
investment growth contracted sharply by

Table 2.1: Breakdown of Aggregate Demand

Items Unit
Share of GDP
Domestic demand (A+B+C)
Growth (%)
Share of GDP
A. Private consumption
Growth (%)
Share of GDP
B. Private Investment
Growth (%)
Share of GDP
C. Government expenditure
Growth (%)
Gross Domestic Savings Share of GDP
Share of GDP
Net external demand
Growth (%)
Share of GDP
Imports
Growth (%)
Share of GDP
Exports

Growth (%)

29.3 percent. Growth in imports and exports
remained steady. The easing of preventive
measures, and a positive outlook towards
the newly formed majority government
likely
contributing to the revival of private

restored investor confidence,
investment demand. Further, demand is
regaining momentum with expanding

private investment and resilient private

consumption.
2021/22  2022/23  2023/24  2024/25  2025/26

131.1 123.9 121.9 122.5 122.2
8.6 -6.7 0.5 3.1 2.6
88.1 87.2 87.0 85.6 84.9
6.8 -1.6 1.5 1.8 2.9
21.7 15.7 14.8 13.6 19.3
46 -28.1 -2.1 -8.1 39.6
12.6 14.5 16.1 17.5 12.4
43 15.1 14.8 8.9 -20.3
6.6 7.2 6.7 6.9 97
-35.6 -27.6 -25.1 -24.9 -24.6
13.8 -22.6 1.4 2.4 3.4
-42.3 -34.6 -32.6 -33.7 -34.5
16.4 -18.8 0.3 6.3 5.2
6.7 7.0 7.6 8.8 10.0
34.1 4.3 77 222 11.3

Note: Private investment denotes private gross fixed capital formation. Government expenditure includes both government

consumption expenditure and public gross fixed capital formation.

Source: National Statistics Office, 2026.

Box 1: Nepal’s Potential GDP Growth

Potential GDP growth and the output gap are latent macroeconomic indicators

that reflect a nation’s economic status. Potential GDP is a theoretical estimate of

the level of output an economy can produce under conditions of full employment.

In economic terms, full employment refers to a situation in which an economy

operates at its productive capacity without generating inflationary pressures,

given the available resources, institutional constraints, and legal provisions.

However, the potential GDP warrants cautious interpretation, especially in the

context of Nepal, where resources are, by and large, underutilized. Potential GDP of
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Nepal is estimated at 4.2 percent, which underscores the need to reconcile under-
utilization of factors, as evidenced by industrial capacity utilization hovering
below 50 percent.

Actual GDP - Potential GDP %

- 100
Potential GDP

Output gap =

The difference between actual (real) GDP and potential GDP is known as the
output gap, which serves as an indicator of the business cycle. A positive output
gap suggests that the economy is operating above its sustainable capacity and is
likely to generate upward pressure on prices (Powell et al.,, 2021). In contrast, a
negative output gap indicates that the economy is operating below its sustainable
capacity, suggesting economic slack.

Figure 2.2 presents the output gap estimates obtained using the Hamilton
Filter and the HP Filter. The estimates suggest that Nepal’s economy has been
experiencing prolonged economic slack since the onset of the COVID-19 crisis in
2020. Although the economy showed a moderate recovery between 2019/20 and
2021/22, the precautionary measures implemented to address balance of payments
pressures led to a sharp contraction in imports and private investment. As a result,
economic activity weakened, causing the economy to slowdown and the output
gap to remain negative. Nevertheless, the estimates indicate that the economy has
been on a gradual, albeit modest, recovery path since 2024/25, with the output gap
narrowing as economic activity has slowly regained momentum.

Figure 2.2: Output gap estimates (%)
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2.1.2. Inflation

Consumer price inflation (CPI) has
increased steadily since November 2025.
After reaching a low of 11 percent in

November 2025, inflation reversed, rising
to 5.04 percent by May 2026, mainly due to
a sharp rise in petroleum prices and their
secondary effects on transportation. Food
inflation also contributed to the overall
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increase. The stable inflation rate, excluding
food and transportation, remains stable or
has moderated slightly, suggesting recent

Figure 2.3: Inflation Trend
(a) Inflation Trend (%)
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spikes are driven by external shocks (Figure
2.3a).

(b) Inflationary Momentum (%)
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Note: Base effect is the statistical distortion caused by high or low price levels in the 12 months prior. The momentum effect
captures the actual month-on-month increase in price levels.

shifted
in recent periods, as the base effect’s
contribution has gradually faded and the
momentum effect has gained traction.
While the base effect dominated inflation
between December 2025 and February
2026, its contribution turned negative

Inflationary dynamics have

thereafter. In contrast, the momentum
effect has emerged as the main driver
since March 2026 (Figure 2.3b). This
strengthening momentum has largely been
fueled by oil price shocks, thereby offsetting
the base effect.

The upward inflation trend reflects a
significant shift in contributions from
key sectors, notably food and beverages.
Deflationary pressures from food and
beverages emerged in late 2025 but ended
as food prices exited deflation by May 2026.
Meanwhile, the volatile transportation
subgroup saw its contribution to rise
inflation sharply from 0.05 percent in
March to 0.96 percent in May 2026. The

Housing and Utilities subgroup, including
kerosene and LP Gas, remained stable, then
increased to 0.47 percent in May 2026.
All other subgroups contributed between
1.67 percent and 1.84 percent. Overall,
the increase in inflation is mainly driven
by a reversal in food prices and a surge in
transportation costs (Figure 2.4a).

By May 2026, food
increasingly concentrated

inflation has
in a few
commodities, with fruits (18.6 percent),
ghee and oil (13.99 percent), and
vegetables (5.4 percent) — these three
groups contribute 30.6 percent to food
inflation — experiencing strong price
pressures. Non-food inflation was mainly
driven by transportation and miscellaneous
goods and services. Transportation prices
rose sharply by 15.3 percent, reflecting
supply-side and distribution pressures.
(Figure 2.4b).
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Figure 2.4: Decomposition of Overall Inflation

(a) Decomposition of Inflation (%)

6

0
E"Egn
2 n wn w0 te} wn © © © © ©
- « « & « « I N ~ N &
b3 > o =4 H1 = >
2 & 2 o ] I} ki S >3 [
I %] o b4 [a) ] w > < s

I Food and Beverages
Transportation
I Others

Housing and Utilities
Education
Overall Inflation

Non-food and services inflation stood
at 5.26 percent year-on-year in May
2026, dragged primarily by sharp price
increases in miscellaneous goods and
services, transportation, education,
clothing and footwear, and housing and
utilities. Inflationary pressures were broad-
based, across most non-food subgroups,
while inflation across insurance, financial
services, and communication was
Figure 2.5: Inflationary dynamics
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Both Nepal and India experienced a
significant downward trend in year-on-
year inflation during the latter half of
2025, both countries reached their lowest
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followed by a steady upward trajectory
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largely muted. Elevated precious metal
and energy prices contributed to the
price hike in miscellaneous goods and
services. Education, housing, and utilities
also recorded sustained upward price
movements. Meanwhile, communication,
financial  services

insurance, and

experienced relatively

growth (Figure 2.5a).

subdued price

(b) Trend of Inflation (%) in Nepal and India
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in both countries from the beginning of
2026 through May 2026. While the trends
are closely aligned, Nepal’s inflation rate
generally remained slightly higher than
India’s throughout most of this period. The
rates converged closely around February
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and March 2026 before Nepal’s inflation
rate began to rise more sharply than India’s
by April and May 2026 (Figure 2.5b).

The close movement in inflation reflects
Nepal’s exchange rate peg to the Indian
Rupee and its strong trade linkages with
India, which help transmit price changes
across the border. The recent divergence,
however, was driven mainly by differences
in petroleum prices. In Nepal, higher
domestic petroleum prices, adjusted more

frequently by the Nepal Oil Corporation
(NOC) in line with international oil prices,
pushed up transport and energy costs
more than in India, where fuel prices
remained relatively stable. In addition,
Nepal recorded stronger inflation in some
food items, especially edible oil and fruits,
as well as in education among non-food
items. These domestic price pressures
caused Nepal’s inflation to rise faster than
India’s in the latter months.

Box 2: Inflation at Risk Analysis

Inflation at Risk (IaR) is analogous to the Growth at Risk (GaR) framework and is
designed to assess risks at the tails of the inflation distribution. Building on the
GaR model employed by NRB (2026), the framework is extended to inflation to
move beyond average inflation outcomes and reorient focus towards the likelihood

of adverse inflation scenarios, with particular emphasis on the upper tail. The

model captures both external price vulnerabilities and Indian inflation dynamics

along with macroeconomic vulnerabilities arising from domestic conditions.

Using a set of macroeconomic and price indicators, these sources of risks are

captured by extracting factors representing each category. The macroeconomic

indicators include real GDP, broad money supply, imports, and exports, while the

price indicators comprise the Indian CPI and crude oil prices.

Nepal’s inflation exhibits a strong co-movement with the price factor, while its

correlation with domestic macroeconomic factors remains relatively weak (Figure

2.6a). This suggests that inflation dynamics in Nepal are driven primarily by

international oil price movements and Indian price developments (Figure 2.6b).

The IaR estimates indicate a median inflation rate of around 4.2 percent, with

inflation exceeding 6 percent at the 30 percent of the conditional distribution. This

implies that, in the presence of adverse external price shocks, there is a 30 percent
probability that inflation in Nepal will breach the 6 percent threshold.

Figure 2.6: Inflation at Risk Estimates
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2.2 Monetary and Financial Sector

The monetary sector is characterized by ample
liquidity in the banking sector, leading to low
market interest rates. Liquidity has continued
to rise due to sustained remittance inflow; but
absorption has slowed amid moderating credit
demand and import growth. NRB’s monetary
operations have helped maintain short-term
interest rates within the interest rate corridor.
While broad money has continued to grow
mostly in line with NRB’s projections, credit
growth remains constrained.

2.2.1. Liquidity and Interest Rates

Liquidity in the banking sector has
continued to grow since 2023. Despite
international instability, steady remittance

inflows have supported liquidity buoyancy
(see Figure 2.14c). NRB’s Foreign Exchange
(FOREX) interventions have injected
over Rs. 1 trillion in 2025/26 (Figure 2.7a).
Additionally, net government expenditure
exceeds Rs. 250 billion (Figure 2.7b).
Liquidity influx from remittances and
higher government spending than revenue
offsetautonomousfactors such asnet public
debt issuance and the INR requirements of
Bank and Financial Institutions (BFIs) and
NOC. NRB’s monetary operations continue
to absorb excess liquidity through the
Standing Deposit Facility (SDF), Deposit
Collection (DC) Auctions, and NRB Bonds
from BFIs (Figure 2.7c). Gaps in Figure 2.8c
reflect periods of extended holidays when
SDF or DC Auctions, or both, were not
conducted, and earlier issuances matured.

Figure 2.7: Selected sources of liquidity and NRB’s monetary operations
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Short-term interest rates remain low,
close to the Interest Rate Corridor (IRC)
floor. The weighted average interbank rate
(WAIBR), the operating target of monetary
policy, has remained equal to the SDF rate,
or the floor of the IRC, except for some
occasional deviations below the corridor
floor (Figure 2.8a). To ensure the IRC
remains intact for the operating target, NRB
continues to review its SDF policies and
align them with domestic needs and best
international practices. Moreover, T-bill
rates for various maturities shorter than
a year have moved together and remained
almost flat over the last two years (Figure
2.8b). These rates have closely followed the
WAIBR, especially after the introduction of
SDF in February 2024, indicating effective
immediate transmission of the operating
target of monetary policy.

BFI rates and long-term interest rates
continue to decline. Lending and deposit
rates at BFIs are at historic lows, with

Figure 2.8: Various interest rates
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interest rates across Class A, Class B, and
Class C BFIs declining at similar rates
(Figure 2.8c). Fixed deposit rates at Class
A banks have decreased significantly since
January 2026, already at very low levels,
and have fallen even further. It is evident in
Figure 2.8e, as seen in the overall downward
shift of the yield curve while maintaining a
positive slope.

Average yield on government securities
has continued to decline since 2022/23.
Since the inverted U-shaped curve of
2022/23, which indicates declining short-
term interest rate expectations in the long
term, the curves for subsequent years have
continued to fall (Figure 2.8d). Although the
curve for 2025/26 remains slightly upward-
theory
suggests that weak expectations dominate,

sloping, modern expectations
implying that short-term interest rates are
not expected to rise considerably in the near

future.

(b) T-Bills Rates (%)
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(c) BFIs Deposit and Lending Rates (%)
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Notes: (a) and (b) are monthly series data.

(d) 1m, 3m, 6m, and ly represent average interest rates on T-bills with maturity periods of 28, 91, 182, and 364 days,
respectively, issued throughout the fiscal year. 5y represents the average interest rate on 5-year Development Bonds
issued throughout the fiscal year. Data obtained from the Public Debt Management Office, Ministry of Finance.

(e) Rates are simple averages of fixed personal deposit interest rates for specified periods offered by all Class A banks.
Jan-26 denotes rates offered from mid-December 2025 to mid-January 2026, and Jul-26 denotes rates offered from mid-
June 2026 to mid-July 2026. Data obtained from the respective commercial bank’s website.

Box 3: Interest Rate Pass-Through of Monetary Policy in Nepal

A key question for monetary policymakers is how changes in the policy rate affect
bank lending rates, a process known as interest rate pass-through. In an interest
rate targeting regime, this pass-through is the main channel through which
monetary policy impacts credit conditions and, ultimately, economic activity.
In advanced economies with developed financial markets, the pass-through is
usually immediate and complete. In developing economies, however, it is often
delayed and weakened by financial frictions and less mature market structures.

Nepal Rastra Bank shifted from a quantity-targeting to an interest-rate-targeting
regime in July 2017, introducing the Interest Rate Corridor (IRC). Empirical studies
document muted transmission of the bank rate to lending rates prior to the IRC’s
implementation (Maskay & Pandit, 2010). Nepal’s pass-through estimate of about
0.5 percentage points aligns with evidence from other developing economies and
broader literature (Byanjankar, 2025; Pokhrel & Upreti, 2025). Mishra et al. (2012)
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document a pass-through of approximately 0.4 in low-income countries, while
Mishra et al. (2016) find a similar peak of about 0.4 for India. In contrast, advanced
economies with mature markets tend to show near-complete pass-through.
Nepal’s experience thus reflects the typical pattern for developing economies.

Term deposits are the main source of structural friction, accounting for about 38
percent of total deposits with banks and financial institutions. These deposits
prevent banks from quickly adjusting to policy rate changes, causing rigidity in
the average cost of funds and the base rate. While interbank rate pass-through
is immediate and complete, deposit rate pass-through is also immediate but
partial. Since deposits constitute most of banks’ loanable funds, this adjustment
friction directly hampers overall changes in the base rate. Other factors affecting
pass-through include bank concentration or the monopoly power of banks. The
Herfindahl-Hirschman Index (HHI) is around 600 (below the 1000 concentration
threshold), and the Lerner Index is approximately 0.23 (below the 0.5 market power
threshold), indicating that the sector operates under monopolistic competition,
which weakens the bank concentration hypothesis (Byanjankar, 2025). Besides
these factors, the literature also documents the size of the informal sector and the
role of shadow banks in constraining the effectiveness of monetary policy (Chen

etal., 2018).

2.2.2 Money Supply and Credit Growth

Broad money (M2) has continued to grow
mostly in line with NRB’s projections.
As the share of savings deposits has
increased considerably relative to time
deposits, the growth of M1* has outpaced
M2 growth since early 2024 (Figure 2.9a
and 2.9¢). Among the sources of broad
money, the growth of foreign assets has

been significant in recent years, as shown in
Figure 2.9b, driven by the continued growth
of foreign exchange reserves, supported by
remittance inflows. At the same time, an
increase in other domestic liabilities, such
as NRB’s monetary operations, coupled
with sluggish credit growth, has led to a
decline in net domestic assets.

Figure 2.9: Money supply growth with sources and uses
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(b) Sources of broad money (Rs. billion)
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Note: M1+ is the sum of the narrow money supply (M1), which includes currency and demand deposits, and of savings and
time deposits. While many international conventions have started including savings and call deposits in their M1
calculations in recent years, NRB continues to distinguish between M1 and M1+.

Source: Nepal Rastra Bank (2026b)

Credit growth remains low, partly due
to a weakened investment climate amidst
the recent political transition. Credit flow
recovered modestly two months after the
political unrest, although growth remains
sluggish (Figure 2.10a). Fixed assets
continue to dominate BFIS’ outstanding
security-wise credit (Figure 2.10b), with
lands and buildings accounting for the
largest portion. However, the share of other

fixed assetshasalsogrowninrecentmonths,
indicating a trend toward acceptance and
diversification of alternative securities.
As of mid-May 2026, commercial banks
alone can lend more than Rs. 600 billion,
according to NRB’s calculations, given the
constraints on individual banks’ Capital
Adequacy Ratio, Credit-Deposit Ratio, and
Net Liquid Assets.

Figure 2.10: Credit Growth and Composition

(a) Growth of credit to private sector by commercial banks, development banks, and finance companies
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(b) Sectors (c) Securities

Wholesaler and Retailers M Asset Guarantee
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(d) Products
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Note: Public services also include transportation and communications. Residential personal home loans include loans up to
Rs. 20 million. Pie charts reflect credit composition based on the latest edition of NRB CMEFS.

Source: Nepal Rastra Bank (2026b)

2.2.3. Financial Access and Stability

Recently, BFI branches have started to
decline in line with NRB’s policies. With
the reduced need for physical access due
to the encouraging growth and adoption
of digital technologies, especially in the
metropolitan city, NRB has introduced
a policy to consolidate BFI branches in
the first-quarter review of its 2025/26
monetary policy (Figure 2.11a). In line with
NRB’s consolidation policy, the number of
BFI branches has continued to decline each
month in 2026, with a decrease of 160 by
mid-May 2026 (Figure 2.11b). This would
help reduce BFIs’ costs and improve overall
efficiency, without a serious impact on
access to financial services.

The overall ratio of non-performing loans
(NPLs) has remained high. One of the
primary reasons for the rise is the economic
slowdown in various sectors, which has
reduced debtors’ capacity to pay their loans.
On the BFI’s side, a large share of loans has
been issued against real estate collateral
(86.5 percent for development banks and

84.5 percent for finance companies). The
current stagnation in the real estate sector
has made it difficult for banks to sell off the
collateral to recover non-performing loans.
Although Gross Non-Performing Loans of
BFIs have reached 5.6 percent as of April
2026, average net NPL remains below 1.5
percent (A class 1.36 percent, B class 1.90
Percent, C class 2.94 percent). Nevertheless,
the steady increase in loans classified under
the watchlist category, from 6.7 percent
in mid-July 2023 to 11.1 percent in mid-
April 2026, signals rising credit stress and
an elevated risk that these exposures will
deteriorate into non-performing loans in
the coming periods.

BFIs are facing issues in the recovery of
stressed loans. This is most common in
loan swaps, where loans transferred from
Class A commercial banks to Class B and
Class C institutions often later become
non-performing. Other contributing factors
include borrower resistance and misleading
campaigns that led borrowers to believe
they could avoid or delay loan repayment
This

obligations. directly created an
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obstacle to loan recovery and collateral
liquidation (NRB, 20262, 2026c¢). Declining
asset quality over recent years has also led
to a reduced profitability and strain on
capital requirements. Even though NPL
remains within the manageable levels, it
may have begun to affect efforts to achieve
higher credit growth (see Box 4).

Financial stability hasbeen grappling with
the real estate boom and its subsequent
correction. The boom is closely associated
with further
reinforced by linking loans to collateral

collateral-based lending,

value via a loan-to-value ratio. These
measures were introduced to curb willful

delinquencies, mitigate moral hazard,
and partially restrain credit flows, with
significant repercussions for real estate
prices. As of mid-May 2026, about three-
fifths of total loans are secured by land and
buildings, underscoring their indispensable
role as collateral and creating persistent
demand for these assets. Consequently,
their prices rose sharply, triggering an
asset price bubble and price corrections
are a natural economic phenomenon.
Going forward, NRB envisages a recourse to
project-based and character-based lending,
supported by the institutionalization of
individual credit scores.

Figure 2.11: Updates on the number of BFI branches

(a) BFI branches distribution in 2026

Kathmandu Valley

(b) Changes in the number of BFI branches

—
|| | I
Apr May

M Class A Class B Class C

0 . -
w | I
b

Mar
2026

Jan Fel

H Class D

Box 4: Credit Conundrum

The recent episode of subdued credit expansion amid historically high excess
reserves in the banking sector has emerged been perceived as an enigma. Excess

reserves currently stand at Rs. 1.1 trillion, while the weighted average lending rate

has settled down to 6.7 percent in mid-May 2026. Despite these favorable financing

conditions, private sector credit growth has remained modest at around 6 percent
againstthe 12 percent projected in the Monetary Policy for 2025/26. The coexistence
of sluggish credit expansion and low lending rates has reinforced debate over the
effectiveness of the credit transmission mechanism and the underlying factors

constraining credit demand and supply.
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Figure 2.12: Credit Profile
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The banking sector witnessed rapid expansion in credit flows, with an annual
average growth rate of 16.2 percent in the 2010s (Figure 2.12a). The private sector
credit to GDP ratio increased from 28.7 percent in 2000/01 to 46.6 percent in
2010/11, and then further climbed to 92 percent in 2025/26. As a percent of GDP,
private-sector credit extended by the financial sector has breached 100 percent
(Figure 2.12b). This ratio is among the highest in Asian countries, reflecting
a highly stretched financial system (World Bank, 2026a). Nepal’s banking
system experienced two major phases of largely unfavorable credit booms after
2000: 2009-10 and 2020-2, accompanied by sharp increases in asset prices and
subsequent pressures on the external sector, which were further exacerbated by
asynchronized financial and business cycles (Bhatta, 2025; Budha, 2026).

Despite abundant liquidity, banks’ credit expansion has been constrained by
private sector resistance, stricter credit prudence, and declining asset quality.
Rapid credit growth, coupled with subpar lending practices and compromised
corporate governance, has increased NPLs. The NPL ratio of commercial banks
rose from 1.81 percent in 2016Q3 to 5.41 percent in 2026Q3. Accounting for non-
banking assets (NBAs) will further intensify NPLs. NPLs reduce profits, weaken
capital through higher provisions, raise risk-weighted assets, and pressure capital
adequacy ratios. These factors have significantly constrained banks’ ability to lend
despite ample liquidity.

Our analysis presents the four constraints to credit flows despite ample liquidity in
the system. Capital adequacy is still a constraint on credit expansion for majority
of BFIs, while credit to deposit (CD) ratio is for some. Net liquidity remains well
above the regulatory threshold, indicating substantial liquidity headroom across
the banking system. Still, the expansion of credit disbursement is lower than the
previous year, but not abnormal. As economic activity continues to recover (see
Box 1), asset quality is expected to ameliorate, which could help alleviate existing
capital pressures within the banking system. A strengthening of bank balance
sheets would, in turn, enhance banks’ capacity to accommodate future credit
demand.
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2.3 External Sector

The external sector continued to maintain a
strong position, marked by a higher current
account surplus, a larger balance of payments
surplus, and historically high foreign exchange
reserves. While higher oil prices stemming
from the disruptions in West Asia increased
Nepal’s import bill, strong remittance inflows
helped offset the impact, supporting both
reserve accumulation and overall external
sector stability. However, the Nepalese Rupee
depreciated significantly against the US Dollar,
largely reflecting spillover effects from the
depreciation of the Indian Rupee, to which it is

pegged.

The external sector demonstrated
resilience despite headwinds arising from
surging crude oil prices and geopolitical
tensions in major remittance-originating
The

significant for Nepal, as around 41 percent

countries. risks  were particularly
of the country’s total remittance inflow
originates from the West Asia region.
Nevertheless, the current account recorded
a surplus of Rs.729.3 billion in the review
period, supported by robust growth in
workers’  remittances, improved export
earnings, and a higher primary income
account surplus, which offset the increase
in imports. Consequently, the balance of
payments registered a surplus of Rs. 863.6
billion, reflecting resilient external sector
fundamentals, further aided by higher foreign
direct investment inflows and increased

external borrowings (Figure 2.13a).

Nepal’s foreign exchange reserves
remained at a comfortablelevel, providing
the highest import coverage on record.

Overall, the gross foreign exchange reserves

are Rs. 3704.5 billion (USD 24.19 billion) in
mid-May 2026, which is sufficient to cover
the prospective merchandise and services
imports equivalent to 19.1 months (Figure
2.13b). The reserve increased by 41.2 percent
in NPR terms and by 33.0 percent in USD
terms since mid-July 2025. Furthermore, 10.5
percentage points (about 25 percent of the
total increase) were attributable to valuation
gains from the depreciation of the Nepalese
Rupee against the US Dollar, highlighting the
significant role of exchange rate movements
in reserve accumulation.

International merchandise trade
rebounded, driven primarily by a recovery
in imports amid rising petroleum prices
and improving domestic economic
activity. Merchandise imports expanded
by 14.8 percent during the review period,
primarily driven by a rise in the value
of petroleum imports. The increase in
petroleum imports was largely price-
induced rather than volume-driven,
as import quantities remained broadly
unchanged while international oil prices
surged (Figure 2.13c). Import growth was
further accentuated by higher imports
of chemical fertilizers, crude soybean oil,
transport equipment, vehicles, and vehicle
spare parts, reflecting increased domestic
demand and economic activity. Likewise,
exports have increased by 14.2 percent,
largely driven by soybean oil exports to
India. Exports of traditional products
such as zinc sheets, particle boards, and
tea to India declined, while shipments of
handicrafts, readymade leather goods, and
other products to third-country markets
contracted significantly. This suggests
that the improvement in overall export

performance was driven more by product-
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specific factors than by a broad-based
strengthening of export competitiveness.
The merchandise trade deficit widened
to Rs. 1443.7 billion during the review
period compared to Rs. 1256.3 billion in the
corresponding period of the last fiscal year.

The services account remained in deficit,
primarily reflecting higher transportation
and travel-related expenditures.
Transportation payments increased due to
higher international freight charges, driven

by both higher shipping costs and higher

Figure 2.13: External Sector Developments
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import volumes. Likewise, travel payments
expanded substantially, largely due to higher
outflows associated with education-related
travel abroad. Despite a matginal increase
in tourist arrivals, travel receipts declined
by 2.16 percent, indicating weaker earnings
per visitor and/or shorter lengths of stay.
In contrast, the primary income account
recorded a higher surplus, supported mainly
by increased interest earnings on foreign
exchange reserve assets.

(b) Foreign Exchange Reserves
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(e) NEER and REER (Index)
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The secondary income account recorded
a surplus driven by substantial growth in
workers’ remittance inflows. The worket’s
remittance increased by 41.2 percent
during the review period, which played a
key role in sustaining the overall current
account surplus (Figure 2.13d). Despite the
geopolitical tensions and conflicts across
several West Asian economies, continued
growth in remittances suggests that labor
market conditions in major destination
countries remained broadly supportive, while
the increasing formalization of remittance
transfers further sustained inflows.

The financial account has remained in
surplus, driven by FDI inflows and official
borrowings. Foreign direct investment
(FDI) inflows increased by 60.4 percent
during the review period, reaching Rs. 16.9
billion and indicating improved investor
confidence in the economy. At the same
time, foreign-invested companies repatriated
equity amounting to Rs. 5.8 billion. Following
NRB’s decision to permit outward FDI by

Information Technology (IT) companies in

June 2025, outward investments totaling Rs.
2.5 million have been recorded, marking the
initial phase of overseas expansion by Nepal’s
IT sector. In addition, net government
external borrowing amounted to Rs. 30.9
billion, comprising gross disbursements of
Rs. 77.4 billion and principal repayments of
Rs. 46.5 billion, thereby strengthening the
country’s external financing position.

The continued to

depreciate against major currencies. The

Nepalese Rupee
NPR has depreciated by 10.4 percent against
the US dollar since July 2025, primarily due
to the depreciation of the Indian Rupee,
to which the Nepalese rupee is pegged.
The Real Effective Exchange Rate (REER)
declined to 116.1 during the review period
(Figure 2.13e and 2.13f). The decline in
the REER reflects the combined effect of
nominal depreciation of the Nepalese rupee
against the currencies of Nepal’'s major
trading partners, on a trade-weighted basis,
and relatively lower domestic inflation
compared with other trading partners.
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Box 5: Foreign Exchange Reserves: Underneath the Accumulation

Foreign exchange reserves are external assets held by monetary authorities to
meet balance of payments financing needs, support exchange rate management,
maintain confidence in the economy, and provide a buffer against external shocks.
Reserve assets generally comprise highly liquid foreign currency-denominated
assets that can be readily mobilized during periods of stress. Nepal’s reserve
asset composition exhibits two notable distinctions from conventional reserve
management practices, reflecting the country’s distinctive macroeconomic
characteristics and external sector structure. First, Nepal maintains a significant
share of its reserves in Indian currency to facilitate trade with India, which accounts
for two-thirds of total trade. The exchange rate peg to the Indian rupee further
reverberates the need for INR reserves to support exchange rate management.
Second, Nepal’s official foreign exchange reserve also includes foreign exchange
assets held by both the central bank and commercial banks, with the latter
contributing around 11 percent of total reserves.

Over the past decade, Nepal’s FOREX reserves have increased substantially,
cushioned by remittance inflows, external assistance, tourism receipts, and
foreign borrowings. This sustained buildup of reserve assets has enhanced Nepal’s
external liquidity position and provided a buffer against potential balance of
payments pressures. This resilience is reflected in the reserve adequacy indicator.
While the IMF’s Assessing Reserve Adequacy (ARA) framework provides a
comprehensive measure of reserve sufficiency by incorporating multiple sources of
external vulnerability, the traditional import coverage metric (at least 3 months of
imports) remains particularly relevant for economies with limited capital account
openness and restricted cross-border financial flows (IMF, 2011). In Nepal’s case,
reserve adequacy is primarily assessed by import coverage, reflecting the country’s
fixed exchange rate regime and relatively restricted capital account. Under such a
framework, external financing pressures arise predominantly from trade-related
foreign exchange requirements rather than from volatile capital movements,
making import coverage the most appropriate and policy-relevant indicator of
reserve adequacy.

Figure 2.14: External sector indicators against real sector indicators

(a) Reserve Adequacy against Key Mac- (b) Major Foreign Currency Earnings
roeconomic Variables Source for Nepal
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The decline in reserve adequacy during periods of higher economic growth reflects
the import-dependent nature of Nepal’s economy. In 2018/19 and 2021/22—
2022/23, stronger GDP growth led to higher imports, thereby constraining import
coverage. As economic activity expands, imports increase, raising demand for
foreign exchange and reducing reserve levels. This suggests that higher growth
exerts pressure on reserve adequacy unless supported by corresponding increases
in exports, remittances, or other foreign exchange inflows (Figure 2.142).

Nepal’s higher FOREX reserve levels should be interpreted with caution. Nepal’s
reserve adequacy largely reflects a structural dependence on remittance inflows
rather than a stronger and perennial export base. For example, remittances have
increased from around 16 percent of GDP in 2010/11 to nearly 29 percent of GDP
in the first ten months of 2025/26, far exceeding foreign exchange earnings from
exports and tourism (Figure 2.14b). Therefore, while Nepal’s current reserve
position provides an important buffer against external shocks and supports
macroeconomic stability, it also highlights a structural imbalance in the external
sector. Sustaining reserve adequacy over the long term will require diversifying
foreign-exchange earning sources through stronger export performance, tourism
expansion, and productivity enhancing investments, thereby reducing excessive

reliance on remittance inflows.

2.4.Fiscal Sector

Over the first eleven months of the fiscal year
2025/26, government finances continued
to contract. The primary balance is positive,
indicating  that  revenue  mobilization
adequately funds both recurrent and capital
expenditure. Conversely, the fiscal balance
is negative, indicating that a larger part of
the borrowing is utilized to service interest
and existing debt. The core concern is the
of spending. With
expenditure well below the budget target and

composition capital
debt servicing exceeding capital spending,
the central challenge is to raise investment by
reorienting funds toward growth rather than
consumption.

Government spending in the first eleven
months of 2025/26 continued to be
driven by recurrent and debt-related

outlays, while development spending
lagged. Total expenditure reached Rs.
1346.7 billion, equivalent to 68.6 percent of
the annual budget target and 5.0 percent
higher than the Rs. 1282.9 billion spent in
the corresponding period of 2024/25 (Table
2). The increase was driven primarily by
the recurrent and financing components.
Recurrent expenditure rose by 6.7 percent
to Rs. 908.3 billion, already absorbing 76.9
percent of its allocation, while financial
management spending, largely debt
servicing, increased by 6.2 percent to Rs.
305.7 billion and recorded the highest
budget execution among all categories
at 81.5 percent. The surge in financial
management spending is driven by a large
share of short-maturity domestic debt and
rising interest costs.
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Table 2.2: Government Expenditure and Revenue (Eleven Months)

Budget Target

Particulars (2025/26)

Actual (Eleven months)

Percentage Change

Total Expenditure 1964.10 1346.65 1282.94 4.97 68.56
Recurrent Expenditure 1180.98 908.27 851.58 6.66 76.91
Capital Expenditure 407.88 132.67 143.39 -7.48 32.53
Financial Management 375.24 305.72 287.97 6.16 81.47

Total Revenue 1480.00 1081.31 1015.70 6.46 73.06
Tax Revenue 1325.58 981.35 917.62 6.95 74.03
Non-Tax Revenue 154.42 99.96 98.08 1.92 64.73

Source: Financial Comptroller General Office. # with original budget

Capital expenditure, by contrast,
contracted, reflecting the persistent
under-execution of development

spending. Capital
by 7.5 percent year-on-year to Rs. 132.7

spending decreased

billion, reaching only 32.5 percent of its
annual target and 55 percent of its revised
estimates. This persistent under-execution
is largely structural rather than a financing
constraint. The key concerns related to
capital spending include delayed project
initiation, a slow procurement process,
frequent revisions to annual procurement
plans, weak project readiness, and limited
institutional capacity (MoF, 2024).

The headline fiscal balances show
improvements. Figure 2.15(a) presents
that these ratios narrowed relative to the
deficits recorded in 2022/23. The fiscal
deficit narrowed from 2.8 percent of
GDP in 2022/23 to 1.1 percent in 2025/26,
reflecting stronger revenue mobilization
and enhanced fiscal discipline. The revenue
balance turned positive in 2023/24 and
continued to improve, while the primary

balance shifted from a deficit of 1.1 percent

of GDPin 2022/23 to a surplus of 0.5 percent
of GDP in 2025/26, indicating that current
revenues are now sufficient to finance non-
interest expenditures.

Total revenue performance for 2025/26
has marginally improved. The total
revenue collection during the eleven-
month period stood at Rs. 1081.3 billion,
or 73.1 percent of the target, growing 6.5
percent over the Rs. 1015.7 billion collected a
year earlier. Indirect taxes have consistently
dominated the revenue structure, with their
share rising from 60.9 percent in 2023/24
to 65.4 percent in 2025/26, reflecting the
continued reliance on consumption and
trade-based taxation (Figure 2.15b). In
contrast, the share of direct taxes, largely
driven by income tax, declined modestly
from 26.3 percent to 24.2 percent over the
same period. Non-tax revenue maintained
a broadly stable share, hovering around
10 percent. Revenue performance is
highly dependent on import-based taxes,
as import-based revenue constitutes
46 percent of total tax revenue, making

mobilization highly sensitive to imports.
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Figure 2.15: Fiscal Indicators
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The debtsustainability analysis conducted
jointly by the World Bank and the IMF
assesses Nepal’s public debt as low risk
of debt distress (World Bank/IMF, 2026).
However, Nepal’s composite indicator
(CI) score in recent Debt Sustainability
Analysis

reports has been gradually

deteriorating, moving from 3.28 in 2020 to

External Debt/GDP

=@ Total Debt/GDP

3.17 in 2023, and then to 3.14 in 2024 and
2025. The more fundamental challenge,
however, concerns the effective utilization
of borrowed resources. With only about a
third of the capital budget executed during
the review period, it implies that borrowing
is for financing recurrent spending and debt
servicing rather than growth-enhancing
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public investment (Figure 2.15c and 2.15d).

Theoutstandingpublicdebthascontinued
to increase without respite. In nominal
terms, total debt rose from about Rs. 2,010
billion in 2021/22 to Rs. 2,961.2 billion in the
firsteleven months 0f 2025/26, a cumulative
increase of around 48 percent in four years.
Figure 2.15e shows the outstanding public
debt as a share of GDP. Total public debt
rose from 40.4 percent of GDP in 2021/22
to 44.9 percent at the end of the first eleven

months of 2025/26. Internal debt remained
broadly stable, in the range of 20-21 percent
of GDP, while external debt rose from 20.6
to 24.0 percent of GDP. The rise in public
debt is primarily due to the government’s
deficit budget, reconstruction activities
following the devastating earthquake, the
implementation of federalism, increased
social security costs, a gradual decline in
grant receipts, and the depreciation of the
Nepali currency against the USD.

Box 6: Budget 2026/27: Boosting the Nepalese Economy

Nepal has formulated a reform-initiated budget for 2026/27, concentrated on

structural reforms, economic modernization, and tax reforms. The emergence of

the Gen Z movement in September 2025 has reflected growing public aspirations

for better governance, quality employment, and sustained economic growth.

The March 2026 election elected a government with a near two-thirds majority,

providing a favorable political environment for undertaking ambitious reforms.
In this context, the Government of Nepal (GoN) has adopted a deficit budgeting
policy and tabled its largest-ever budget of Rs 2,124.3 billion for 2026/27, about
25 percent above the previous year’s revised estimates (MoF, 2026). The budget

commits to strengthening governance, improving the business climate, and

achieving 7 percent economic growth. The government made tax cuts and

increased spending to boost consumer consumption and business investment,

ultimately strengthening aggregate demand and stimulating the economy. Of the
total, Rs 1,270.6 billion (59.8 percent) is recurrent spending, Rs 431.1 billion (20.3
percent) is capital, and Rs 422.6 billion (19.9 percent) goes to financing (Figure

2.18). Notably, the capital allocation is up more than 70 percent on the revised

estimate of 2025/26, signaling a deliberate orientation toward demand creation

through public investment. Similarly, on the sources side, Rs 1405.31 billion (66.15

percent) is expected to be raised from Revenue, and Rs 61.7 billion (2.9 percent)

is expected to be received as grants. The deficit of around Rs. 657.3 billion (30.9
percent) is expected to be financed through internal debt of Rs. 410.0 billion (19.3
percent) and foreign debt of Rs. 247.3 billion (11.6 percent) (Figure 2.16).

In resource deficit countries like Nepal, a budget deficit is often essential to bridge

infrastructure gaps, develop human capital, and fund other productive investments

that current tax revenue alone cannot support. If managed effectively, a fiscal

deficit can stimulate economic growth, generate employment, enhance capital

formation, and promote structural transformation by bridging the gap between

limited domestic resources and the country’s development goals.
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Figure 2.16: Budget 2026/27
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As Nepal’s economy continues to operate below its potential, a deficit budgeting
approach can stimulate growth through three main channels. First, through tax
cuts, the personal income tax exemption threshold has been doubled from Rs.
500,000 to Rs. 1 million, and the top marginal tax rate has been reduced from
39 to 29 percent. Second, increasing salaries, allowances, and transfers directly
boosts purchasing power, supporting short-term demand. Third, higher capital
expenditure can invigorate economic activity via two pathways. On the demand
side, spending on roads, irrigation, energy, and infrastructure injects autonomous
expenditure into the circular flow and, using the fiscal multiplier, can expand
aggregate demand, raising output and employment. On the supply side, capital
investments improve productive capacity through better transport, reliable energy,
and irrigation, increasing potential output and returns on private projects. This
fosters investor confidence and encourages long-term private investment.

However, constraints can limit the effectiveness of fiscal stimulus. Nepal’s chronic
weakness is notin allocating the budget but in spending it. Historically, the budget
turnover ratio has been low. The average budget turnover in the last 3 years is only
around 80 percent. Capital expenditure outturn has averaged around 60 percent
over the last 3 years. Another constraint that significantly limits the impact of
fiscal stimulus is the burden of increasing debt-servicing costs. The current budget
allocates 20 percent of total expenditure on financial expenditure, which mainly
includes debt servicing costs, with a limited economic impact.

Overall, the 2026/27 budget sets a bold growth goal and includes significant
stimulus. It prioritizes capital spending, backed by strong political support for
reform, and its success will depend more on effective implementation. To turn the
budget into growth, the government must accelerate capital spending, manage
debt costs, and combine increased demand with structural reforms to strengthen
domestic supply. If the implementation aligns with these commitments, the
budget has the potential to drive economic growth.
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3. Domestic Economic Outlook

Inflation is projected to remain contained. Economic growth is projected to gain mo-

mentum, with a boost to aggregate demand, owing to the government’s reform-oriented
stance. The government’s 7 percent growth target is achievable, conditional on the smooth
integration of reforms, the restoration of investor confidence, increased capital spending,

and stabilized global economic conditions. The external sector is projected to remain sta-

ble in the near term, cushioned by sustained remittance inflows. The monetary and fi-
nancial sector is projected to remain optimistic, with comfortable liquidity conditions,
favorable interest rates, and an uptick in credit demand.

3.1 Inflation

Despite rising prices, inflation in 2025/26 is
expected to remain below 3.5 percent, well
within the NRB’s 5.0 percent target. The
outlook for 2026/27 also appears relatively
benign, despite recent price accelerations.
Crude oil prices are moderating following a
diplomatic breakthrough between the US and
Iran and could ease further asIranian crudere-
enters global markets. In addition, the Indian
government has kept domestic fuel prices
stable despite higher global crude oil prices.
Given the significant pass-through of Indian

Figure 3.1: Inflation Forecast
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inflation to Nepal’s inflation, this policy
provides a partial buffer against external oil
price shocks. Meanwhile, softer fertilizer
prices in recent periods are also expected to
help ease inflationary pressures. However,
an accommodative fiscal policy stance is
expected to invigorate domestic demand and
exert upward pressure on prices. Reserve Bank
of India also projects its inflation for 2026/27
to be at 5.1 percent. Under these premises,
inflation is projected to average around 5.5
percent for 2026/27, with 5.6 percent in Ql,
5.6 percent in Q2, 5.5 percent in Q3, and 5.3
percent in Q4 (Figure 3.1).
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3.2 Economic Growth

The outlook for
in 2026/27 is
supported by

Nepal’s economy
moderately favorable,
activity
industry, and

strengthening
across the agriculture,
While

output, particularly paddy production, is

services  sectors. agricultural
expected to be adversely affected by super
El Nifio, improvements in agricultural
modernization, timely availability of
fertilizers, and diversified cultivation are
likely to offset part of this impact. Industrial
activity is projected to recover gradually,
supported by stable input prices, the
completion of new hydropower projects,
increased reconstruction activities, and
government policy reforms. The services
sector is expected to remain a key driver
of growth, supported by strong remittance
digital
growing domestic and international tourist

inflows, expanding services,
flows, and the expansion of transportation,

accommodation, and food service activities.

econometric filtering tools,

Applying
Nepal’s potential GDP estimated at around
4.2 percent. The baseline condition for
growth therefore should be around the
potential level. However, a considerable
impetus to growth is likely to emanate from
tax reforms that directly affect disposable
income, prices, and spending capacity,
thereby boosting consumption demand.
Likewise, a stable majority government
is expected to strengthen private-sector
confidence, encouraging investment and
supporting greater public capital spending.
These policy and institutional factors are
expected to complement the ongoing
sectoral recovery and provide additional
momentum to economic growth. More

importantly, public capital expenditure
will likely be the decisive factor in driving
the growth momentum. Conditional on
these premises, the GoN’s 7 percent growth
projection for 2026/27 appears achievable.

3.3 External Sector

The external sector is projected

to remain stable in the near term.

However, the pace of improvement
is expected to moderate as domestic
economic activity gains momentum and
import demand recovers. This outlook
assumes that the stable government

will support policy implementation,
public capital expenditure, and private
sector confidence, leading to a gradual
recovery in domestic economic activity.
Furthermore, the baseline projection also
assumes that the ongoing conflict in the
West Asia will gradually de-escalate and
the international crude oil prices will
normalize. The merchandise trade deficit
is expected to widen due to increased
imports driven by higher domestic
demand from greater capital spending,
private-sector investment, and household
consumption. However, this widening is
likely manageable, as increased import
demand will mainly be financed by
sustained growth in remittance inflows
and services exports. Remittance is
projected to remain strong, supported
by ongoing overseas labor migration,
resilient labor markets in key destinations,
and the expanded use of formal channels
for remittance receipt via digital payment
platforms. FDI inflows are expected to
gradually improve, aided by a more stable

political climate, regulatory reforms, and a
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better investment environment. Despite a
moderate increase in the trade deficit, the
current account will remain manageable,
bolstered by robust remittances, rising
tourism receipts, growing services exports,
and increased electricity exports. As a
result, the balance of payments s projected
to be around Rs.560 billion in surplus,
allowing foreign exchange reserves to
remain comfortable and act as a buffer
against external shocks.

3.4 Money Supply and Credit

The money supply is projected to grow
by 14.0 percent, primarily driven by the
continued expansion of NFAs, largely
supported by remittance inflows. The
import-associated leakages are likely to
drag down money supply growth, but
sustained remittances and gearing up
of FDI are expected to maintain growth
around the projection. Credit demand,
on the other hand, is projected to growth
by 11.0 percent regaining the momentum,
benefiting from positive spillover effects
of policy reforms that are envisaged
to revitalize consumer demand, foster
a resilient investment climate, and
consolidate investment sentiment. The
credit-extending capacity of BFIs is
expected to improve as NPLs moderate
following the resurgence of economic
vibrancy and policy measures of the NRB
for 2026/27. The execution of capital
expenditure, the timely implementation
of policy reforms, the restoration of the
private sector’s trust, and the overall
investment climate, largely on top of
NRB’s supportive policies, determine the

trajectory of credit demand.

3.5 Liquidity and Interest Rates

Liquidity conditions are expected to remain
comfortable, supported by sustained
international remittance inflows and net
government injections. As remittances are
projected to maintain strong momentum,
they continue to underpin ample liquidity
in the financial system. However, the
government’s reform initiatives, aimed
at strengthening aggregate demand and
restoring investor confidence, are expected
to stimulate private sector credit demand.
Together with higherimport-related foreign
exchange outflow and liquidity mop-up
through internal debt instruments, these
developments are likely to absorb excess
liquidity. Nonetheless, overall liquidity
is expected to remain buoyant. The NRB
will therefore continue to absorb liquidity
using a mix of instruments. Interest rates
remain at historically low levels and are
expected to remain broadly accommodative
with minimal crowding-out effects from
domestic borrowing.

3.6 Monetary Policy Stance for
2026/27

Economic growth for 2026/27 is projected
at a higher side from a low base, liquidity
position to remain largely buoyant, and
the external sector is expected to hold
its resiliency with the continuation of
record foreign exchange reserves. This
outlook warrants the NRB continuation
of a cautiously accommodative monetary
policy stance. The policy stance is taken
to support economic growth by boosting
aggregate demand maintaining a low-cost
economy, while also preserving financial
stability. However, inflation is projected
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to gain some momentum in the near term
with moderation in the medium term.
If the emerging pressure on prices goes
beyond the NRB’s projections, the NRB will
have to reorient its policy stance to contain
its stability mandate.

3.7 Key Assumptions of the Projec-
tions/Outlook

The key assumptions of the forecasts
are based on the baseline scenario and
the forecasts without additional shocks.
Inflationary pressures are expected to rise
due to escalating geopolitical tensions
in West Asia and disruptions to global
supply chains, and the severity of the
super El Nifio and the cascading effects of
temperature anomalies. The formation of
a new government is assumed to expedite
reconstruction and capital spending and
to strengthen the investment climate. The
current account variables’ trend is assumed
to remain unchanged, with no further trade
tensions or supply disruptions.

3.8 Risks to the Outlook
3.8.1. Risks to Growth

Risks to growth likely stem from spillover
effects
in West Asia. West Asia is particularly

of geopolitical developments
important for Nepal, as it is a key source
of remittances and a major supplier of
global energy, especially diesel. Although a
memorandum of understanding has been
signed, uncertainty persists. A prolonged

escalation may tighten remittance inflows,
elevate fuel prices, and trigger economic
repercussions, including supply chain
disruptions and inflationary pressures,
ultimately posing risks to economic growth
and macroeconomic stability. Persistently
high energy prices may quickly translate
into inflationary pressure and dampen
domestic demand and investment, thereby
posing downside risks to the growth
outlook. This further aggravates the BoP
situation. Beyond geopolitical headwinds,
climatic risks persist and may be amplified
by a super El Nifio, which directly affects
the monsoon cycle, leading to droughts
and effects from temperature anomalies.
Furthermore, growth momentum heavily
depends on the level of government capital
spending, which in turn shapes investor
The

implementation of the said legal and policy

sentiment. government’s timely

reforms will also play a role.

3.8.2. Risk to Inflation

Whilethebaselineinflation outlookremains
favorable, upside risks persist. Inflationary
pressures could stem from adverse weather
reducing agricultural output, renewed
geopolitical tensions driving up global
energy prices, disruptions to global supply
chains, and higher than expectedinflationin
India. Furthermore, the government’s target
of 7 percent economic growth, coupled with
an accommodative fiscal policy stance and
various structural reforms, could stimulate
aggregate demand, potentially exerting
additional upward pressure on prices.
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