TRADE, DEVELOPMENT AND POVERTY IN NEPAL

by

SOUTH ASIA WATCH ON TRADE, ECONOMICS & ENVIRONMNET (SAWTEE)
1. Background 

Nepal initiated economic liberalization, openness and outward orientation since mid 1980s. Key features of Nepal’s liberalization and reform in the external sector included devaluation and introduction of flexibility in exchange rate determination, elimination of import license and quotas, rationalization of the tariff structure, reduction in the average level of tariffs, implementation of full convertibility of the rupee in the current account, and moving to deregulation of trade. Reform in the manufacturing sector included de-licensing, reduction of the level of protection, liberalization of foreign investments and divestment/privatization of public sector manufacturing enterprises. Nepal entered into liberal global trading regime through membership of the WTO, and is now being integrated in regional and even more liberal trading regimes under SAFTA and BIMST-EC. 

The current Tenth Plan/PRSP has the sole objective of reducing poverty through broad-based growth, social sector development and rural infrastructure, targeted programmes and good governance. Trade is taken as a sector contributing to high and broad-based growth. It is assumed that broad based growth would take care of poverty and trade would enhance growth. But no direct linkage between trade and poverty is worked out in the PRSP. The Tenth Plan intends to (i) making trade sector open and competitive under the active involvement of the private sector, (ii) identifying export items of comparative advantage and diversify exports - both country-wise and commodity-wise (iii) building capacity of trade promotion related institutions will be done, and (iv) linking trade with industrial promotion. The Plan expects to generate about 250 thousand jobs, to promote women entrepreneurship in food processing enterprises and create rural employment with trade sector programmes. However, as there is no mention of the direct trade and poverty linkage and also no programmes to establish such a link in the PRSP, a gap is clearly seen in terms of mainstreaming trade in poverty reduction strategy. 

Trade liberalization has not only significantly opened up the Nepalese economy and deepened integration with the global economy, but also raised vulnerability and risks to sustained growth, livelihood and poverty reduction. The primary objective of the report is to assess the relationship between trade liberalization and poverty reduction and evaluate how trade liberalization has fare in poverty reduction. It also recommends pro-poor trade policy instruments. 
2. Conceptual Framework of Trade, Growth and Poverty Linkage
Trade liberalization is a key component of conventional economic policy aimed at growth and development. Trade liberalization is regarded to have strong positive effects on resource allocation, economic growth and poverty reduction (Dollar and Kraay, 2000). Much of the empirical evidence supports the proposition that outward-looking, market-oriented policy reform stimulates trade and economic growth leading to poverty reduction.  But this evidence is observed more in industrial and middle-income developing countries; but many poorer countries appear to have experienced difficulty in benefiting from these reforms (Striker and Pandolfi, 1997). Thus, there has been considerable controversy over the link between trade liberalization and poverty, with critics pointing to theoretical and empirical flaws in the existing literature and research on this area.

The link between trade and growth has been established through empirical works. But the empirical evidence of the trade-poverty linkage is new area of study and this is complicated by the debate over the definition of ‘poor’ and ‘trade openness’. One conclusion to emerge from an evaluation of this literature is that the effect of liberalization on poverty is likely to be complex. It is likely to depend on a host of factors including – the profile of the poor in a country, the structure of production and consumption, the effects of other reforms and so on. It is difficult, therefore, to conclude that trade liberalization and openness unambiguously results in a reduction of poverty.  Nevertheless, there is consensus that the essential precondition for sustained poverty alleviation is rapid economic growth and trade is an engine of economic growth. 

The economic theory suggests that trade liberalization results in productivity gains through increased competition, efficiency, innovation and acquisition of new technology. Trade reform is supposed to expand the set of economic opportunities by enlarging market size and increasing the effects of knowledge spillovers. All these effects together are expected to induce growth of output and consequent poverty alleviation. Thus in the medium term, trade reform has an important role in poverty alleviation through its effects on the rate and sectoral pattern of growth.

External sector liberalization and outward orientation of economic policies play a catalytic role in attaining high economic growth and reducing poverty through income and employment generation. But, trade and industrial liberalization does not automatically translate into achievement in poverty reduction; backward linkage of industry and trade to local resources, labor intensity of these activities and labor market condition (wage rates, social security, safety at work, etc.) are equally important.  Nevertheless, trade liberalization has become a key component of economic policy of small economies with its strong positive effects on resource allocation, economic growth and poverty reduction. As such, external sector liberalization has had a significant reduction in poverty in many East and South-East Asian countries. South Asian experience further confirms the global empirical finding that relationship between trade openness poverty emanating through growth performance (World Bank, 2004). 

Much of the empirical evidence supports the proposition that outward-looking, market-oriented policy reform stimulates trade and economic growth. Trade can make economy more efficient, reduce prices to consumers, provide more employment and increase the profits of firms and thus raises the revenue base of the government (UNESCAP, 2003).  But empirical work on direct poverty reduction through trade policy reform and higher trade flow show a mixed result.  Trade openness that has shown in the literature to have an impact on economic growth is not observed to directly influence the income of the poor in some studies (Ghura et al, 2002; Striker and Pandolfi, 1997). It means that the poor are not able to benefit from greater trade, because their lack of access to capital and physical isolation prevent them from taking advantage of all the opportunities created. 

Despite that international trade is considered vital for poverty reduction, the link between trade and poverty is, in practice, neither simple nor automatic. There are a number of channels through which trade affects poverty: (i) income and employment effects, (ii) expenditure effects arising of price changes, and (iii) effects on revenue which affect resource allocation for public goods and anti-poverty programmes (UNCTAD, 2004). Besides the direct effects, there are indirect effects of external trade to poverty reduction through economic growth. Increased investment, technology acquisition and learning, dynamic efficiency gains coming from specialization and increased capacity utilization are the major sources of growth which are directly associated with trade. When trade has a direct impact on employment and subsequently to income, consumption, human development and food security, the indirect impact comes from development of productive capacities like physical, human and social capital accumulation, structural changes, and technological progress. Besides how trade is related to poverty is affected by how trade is related to aid, debt, private capital flows and technology acquisition. 
Experience shows that openness and liberalization alone have limited effectiveness in diversifying exports and promoting broad based economic growth in a country like Nepal. In particular, the existence of a large non-commercialized subsistence agricultural sector and small manufacturing sector means that the supply response to trade policy reforms is likely to be limited. For this reasons, if international competitiveness is to be maintained both in domestic markets and in export markets, it is essential that strategic interventions be undertaken to build supply side capacity (UNDP, 2004).

As the world economy is becoming ever more integrated, and for that matter more globalized, countries have little leverage on this trend - isolating oneself from this trend seems very impracticable. Improvement in communication and transportation has made geographical distance more or less irrelevant. The openness to trade has created opportunities to tap foreign knowledge and technology embodied in traded goods and services which results in high economic growth rate of the country. It is observed that a country can grow fast through opening up international trade, and this is more pronounced for a small economy which has very limited size of domestic market. Thus there is no alternative other than improving competitiveness through higher productivity, reduced transaction cost and trade facilitating governance. The next challenge then is how to make trade benefit the poor. 

3. Trend and Pattern of Trade : Post- Liberalization 

The Nepalese economy is now relatively open with trade of goods and services -GDP ratio at about 50 percent. Twenty-five years back, trade (goods and services) accounted for less than 30 per cent of the GDP.  Nepal’s meaningful international trade began since the 1960s; but it accelerated since 1980s only when exports and imports grew on average by 19 percent and 18 percent respectively. In the 1990s, external sector remained robust in general, except for a few years towards the middle of the decade.  Exports grew on average by 28 percent per annum whereas imports also grew by 20 percent (Table 1). After 2000, imports witnessed compression, mainly because of low economic growth, depreciation of the rupee, decline in demand for third country goods for re-export purpose, and decline in demand for raw materials related to exports. During 2001-05, imports grew by 4.4 per cent whereas exports grew by even lower magnitude of 3.7 %. The service sector, which is also related to trade, recorded a robust growth during the early 1990s, as did the trade sector. But the same could not be maintained thereafter. 

Table 1: External Sector Indicators (Growth Rates in Per Cent)

	Items/Year
	1981-90
	1991-2000
	2001-05
	1986-95
	1996-05

	 Exports
	19.0
	28.0
	3.7
	23.0
	14.1

	 Imports
	18.0
	20.0
	4.4
	23.7
	8.0

	 Trade deficit
	19.4
	17.2
	5.3
	25.3
	5.9

	 Service Exports 
	3.2
	12.8
	-1.4
	17.4
	-2.3

	 Service Imports
	7.0
	2.7
	6.7
	10.7
	-0.7


Source: MOF, Economic Survey and NRB, Quarterly Economic Bulletin (various issues).

The expansion of both exports and imports increased the trade-GDP ratio from little over 20 per cent in mid 1980s to more than 40 per cent in the year 2000 (Table 2). Since trade grew slower than GDP after 2000, the share of external trade in GDP declined to 36 per cent in 2005. 

Table 2: External Sector Indicators (as percent of GDP)

	As per cent of GDP
	1986
	1990
	1995
	2000
	2004
	2005

	Total Trade
	22.2
	22.7
	37.1
	41.7
	38.8
	36.0

	  Export
	5.5
	5.0
	8.0
	13.1
	10.7
	11.0

	  Import
	16.7
	17.7
	29.1
	28.6
	28.1
	25.0

	Trade balance
	-11.2
	-12.0
	-21.0
	-15.5
	-17.5
	-14.0

	Current a/c balance
	-4.4
	-7.4
	-5.4
	4.5
	2.9
	5.6

	Service income
	6.2
	6.1
	17.1
	8.1
	6.9
	5.2

	Exports/imports ratio) 
	33.0
	28.1
	27.7
	45.9
	37.9
	44.1


Source: Economic Survey and NRB Quarterly Economic Bulletin (various issues).

Trade liberalization is supposed to improve trade deficit by enhancing exports through the correction of anti-export bias. But Nepal did not observe any improvement in trade deficit along with liberalization. As such, trade deficit went up from 11 per cent of GDP in 1985 to 21 percent in 1995. The compression of imports thereafter led to a reduction in the ratio to 16 per cent in 2000 and further down to 14 per cent in 2005.

Despite a widening trade deficit, the current account deficit improved because of service and transfer incomes, particularly from workers’ remittance. The balance of payments position remained comfortable throughout the decade except for one year. This led to expanding foreign exchange reserves position of the country with a capacity to cover more than 10 months of imports of goods and services. Such a favourable external sector situation has nothing to do with trade liberalization. 

Strong balance of payments and comfortable foreign exchange reserves position has a significant bearing on the promotion of investment, sustained growth and poverty reduction. First, a strong external sector ensures stability in the financial sector and the economy, and thus ensures a robust investment climate. Second, a strong reserves position is a cushion for importing essential items for ensuring food security in critical times. Third, a strong external sector also stabilizes the exchange rate thus preventing the likely price and other implications arising from volatile exchange rate. From this perspective, it can be inferred that the external sector performance of Nepal in the recent decade has helped to create sound investment climate, maintain low inflation, support food security, and promote growth. Despite political instability, the strong external sector should have in fact maintained business confidence, as evident in rising investment-GDP ratio even in a conflict situation.  

There has been notable change in the structure of trade over the last two decades and a half. The share of primary goods export declined from nearly 70 percent in 1980 to 22.5 percent in 2005. In between it had further dropped to 17 percent in 1990, 16 per cent in 2000 and to 20 per cent in 2004. The share of manufacturing goods export increased from 30 percent in 1980 to 83 percent in 1990 and to 75 per cent in 2000. It slightly came down to 71 per cent in 2005 (Table 3). 

Table 3: Composition of Trade (Share in Percent)

	Items/Year
	1980
	1985
	1990
	1995
	2000
	2004
	2005

	Exports 
	
	
	
	
	
	
	

	   Primary Goods
	69.5
	56.2
	17.0
	12.9
	16.4
	19.9
	22.5

	   Manufactured Goods
	30.1
	42.4
	82.7
	85.2
	75.0
	71.8
	70.7

	  Others
	0.5
	1.4
	0.2
	1.9
	8.7
	8.3
	6.8

	Imports
	
	
	
	
	
	
	

	  Primary Goods
	16.3
	18.2
	21.2
	16.3
	21.4
	21.1
	18.1

	  Fuel and Lubricants
	11.8
	11.9
	8.3
	7.4
	8.4
	16.1
	21.5

	  Capital Goods
	29.2
	30.4
	32.2
	28.9
	28.9
	28.0
	26.4

	  Manufactured Goods
	42.7
	39.5
	38.3
	47.4
	41.3
	34.9
	34.0


Source: NRB Quarterly Economic Bulletin (various issues).

The structure of imports however observed little change during these decades. The import of primary goods hovered around 20 per cent of total imports whereas the share of capital goods stood around 30 per cent. In the recent years, the share has come down to 26-28 per cent. The share of manufactured good ranged between 38-47 per cent throughout 1980s and 1990s; but the same declined to less than 35 per cent in the recent years because of a significant decline in gold imports. As such, trade liberalization led to imports of manufactured goods intended for re-exports. Gold was one such item which at some time constituted about one-third of the country’s total imports. 

The expectation that trade liberalization would lead to large import of capital goods and thus promote industries was refuted by the actual trade flows which shows the share of capital goods in total imports not improving over the period of twenty five years. Rather, the large share of manufacturing goods in imports reflects the slow and narrow growth of domestic manufacturing activities during this period.  If manufacturing growth was rapid and if industrial deepening had taken place, marked increase in imports of capital goods would also have been evident. Really worrisome has now been the import of petroleum products which now constitutes more than 20 per cent of the total imports and is growing over years for both the price and consumption demand reasons. The price differential of petroleum products between Nepal and bordering Indian cities has raised demand for such products from across the border and thus informal export. Thus the fast rise in the consumption of petroleum products, which otherwise could be taken as a gesture of expanding economic activities, does not reflect the domestic energy need associated with the economic growth process. 

4. Poverty, Inequality, and Human Development Situation

Incidence of poverty is very high in Nepal with more than one-third of the population below absolute poverty line, especially in remote areas and among the excluded communities. Nepal Living Standard Survey (NLSS) 2003/04 estimated population below poverty line in 2004 at 31 per cent, a decline of 11 percentage points from 42 per cent in 1996. The decline was 8.7 percentage points (from 43.3 to 34.6 per cent) in rural areas and 12 percentage points (from 21.6 per cent to 9.6 per cent) in the urban areas over the period of 8 years. Although the proportion of the population below absolute poverty line have come down to 31 percent, 45.5 per cent of the Dalits (so-called untouchables), 44 per cent of the Hill Janajatis (indigenous people), and 41.3 per cent of the Muslim people are still absolutely poor.

Poverty generally is a rural phenomenon and there is high correlation between income poverty and access to assets. The poor own less land, have less access to irrigation, and have lower level of education than the non-poor. The poor also face food insecurity, especially in remote areas. Among the population below poverty line, 95 per cent live in rural areas, 67 per cent are self employed in agriculture, 71 per cent are illiterate, 54 per cent are having family size of seven or more, 51 per cent hold land less than one hectare, and 25 per cent have less than 0.2 hectares of land. 

The rural urban distribution of poverty is also noteworthy.  While only 10 per cent of the people are in absolute poverty in urban areas (and only 3 per cent in Kathmandu valley), rural poverty in general is 35 per cent. The change in poverty incidence is also disproportionate over survey periods. During the last 8 years, poverty in some geographical areas, social groups and development regions have increased even though there has been a significant reduction in poverty on average. Urban centered growth process should have played a key role in this regard.

There are strong indications that inequality in Nepal has widened in the recent decades with economic growth led by market forces not doing distributive justice.  The inequality trends can be understood by examining the Gini coefficient that shows the concentration of income among population groups. The estimates of Gini coefficients over different household surveys reveal that there is a trend of inequality growing over years (UNDP, 2005). Besides, rural inequality appears to be slightly lower than urban inequality, but rural inequality in income distribution has increased faster compared with urban income inequality during the period 1996-2004. 

There are few explicit instances in the NLSS (1995/96 and 2003/04) that clearly explain worsening income inequality in Nepal. In between two surveys, the percentage of total farm holdings that operate less than 0.5 hectares of land has increased by 4.7 percentage points, from 40.1 per cent in 1995/96 to 44.8 in 2003/04. This points to three things: either the incidence of subdivision has increased, or land ownership concentration has increased, or farmland has been transformed into non-farm use. None of these factors point to lessening of inequality of assets. Moreover, an increasing proportion of agricultural households are becoming landless; according to the Population Census 2001, almost 24 percent of households in Nepal do not own cultivated land. Among the rural households, the incidence of landlessness is about 20 percent.

The changes in consumption shares of different consumption quintiles of households between 1996 and 2004 reveals starker incidence of inequality. Notwithstanding a 2.3 fold increase in average consumption in rupee term between 1996 and 2004, the consumption of the poorest 20 percent of the households increased at the pace (91.1 per cent that is roughly half the increase (177.1 per cent) in consumption of the richest 20 percent of the households. In real terms
, the real consumption of the poorest 20 per cent households increased by 22 per cent in eight years (2.5 per cent annually) as compared to 64 per cent (6.4 per cent annually) for the richest 20 per cent of the households. This growth of real consumption of the richest 20 per cent is nearly thrice the growth of consumption of the poorest 20 per cent of the households. Further, if one is to decompose the total consumption into the share of nominal per capita consumption of the poorest 20 per cent of the households, it has absolutely fallen by 1.4 percentage points: from 7.6 per cent in 1996 to 6.2 per cent in 2004. This contrasts with the 8.4 percentage points rise in the share of nominal per capita consumption of the richest 20 per cent of the households. Thus, trends in class-wise consumption share unequivocally points to worsening inequality.

In terms of the distribution of income, the nominal income of the poorest 20 per cent of the households has increased at the rate (98.2 per cent) which is 11.3 percentage points lower than the rate of increase (109.5 per cent) for the richest 20 per cent of the households. In terms of real income (derived by using GDP deflator), the income of the poorest one-fifth of the households increased by 50.5 per cent as compared to 61.8 per cent for the richest 20 per cent. In terms of the rate of annual increase in real income, it works out to 6.3 per cent for the poorest compared to 7.7 per cent for the richest. If one compares income statistics with that of the consumption, the class-wise consumption gap is more pronounced than the income gap. In case of the poorest 20 percent of the households the rate of consumption increased below the rate of income: 91.1 per cent verses 98.2 per cent, where as a reverse scenario occurs for the richest 20 per cent: the rate of increase in consumption (177.1 per cent) far exceeds the rate of increase in nominal income (109.5 per cent). This contradicts the premise of introductory macroeconomics which postulates that marginal propensity to consume will decline with the rise in income. The statistics, on the other hand, suggest that change in income over the period is more even than the rate of change in consumption.

Decomposition of poverty reduction into (i) economic growth and (ii) income distribution components shows that growth alone contributed to 24.1 per cent decline in poverty whereas redistribution of income exacerbated poverty by 13.2 per cent resulting in net about 11 percentage points decline in poverty from the 1996 level. Had income distribution remained neutral, the decline in poverty would have been more than 24 percentage points (CBS, 2005). 

The analysis of the contributors to poverty reduction shows that income distribution in the urban areas was not a deterrent to poverty reduction, but rural income distribution was. Had income distribution not worsened in the rural areas, the decline in rural areas would have been at least 17 percentage points.

Nepal has made some progress in human development over the years. There have been improvements in education, health and other social services, particularly in the last decade. However, the level of human development in Nepal remains among the lowest in the world. This stems basically from inequity and inequality in the distribution of opportunities and resources. Development outcomes have been inequitable as reflected in gender, caste, ethnic, and geographic disparities. Poverty has remained intractable and employment opportunities have become scarce. People’s needs have remained unfulfilled, institutions have become extremely weak and policies have not been pro-poor. A large section of the people continue to remain outside mainstream development (UNDP, 2004).

Using the 2001 census and other data sources, the HDI is estimated to be 0.461 (UNDP, 2004)
. Along with low HDI, Nepal faces the challenge of significant disparity in the level of human development within and across regions and districts. The HDI in the urban areas (0.581) surpasses the rural area (0.439) where the majority of the people reside. The HDI is lowest in the mountains (0.382) followed by the Tarai (0.457) and the Hills (0.492).  Likewise the far-western and mid-western development regions lag far behind the other development regions. The human poverty in rural areas (45.3) is significantly higher than in the urban areas (25.3). The incidence of human poverty is more pronounced in the mountains followed by the Tarai and Hills. It is heavily concentrated in the far-western development region with the highest in the Mid-Western Mountain.  
The Human Empowerment Index is (HEI) estimated at 0.459, indicating a low level of empowerment. Among the three dimensions, economic empowerment (0.337) is the lowest and political empowerment is the highest (0.646) with social empowerment (0.395) in between. Low level of economic empowerment level reflects low level of income, limited access to productive assets and lack of gainful employment opportunities. This also indicates that market oriented policies which Nepal has exercised for more than two decades now do not necessarily empower people economically. The current level of both economic and social empowerment remains fairly low to effectively address the overarching goal of poverty reduction on a sustained basis. The existing mismatch between socio-economic and political empowerment also clearly indicates the need for more balanced intervention in all three fronts for sustainable empowerment and poverty reduction. The higher political empowerment is a clear manifestation of rising expectations of the people.

5. Major Exports and Imports and Their Poverty Implications
The implication of structural change in trade on poverty can be examined through its effect on (i) employment, wages and profit, (ii) prices of the household consumer goods, (iii) government revenue and associated expenditure pattern, and (iv) risk and vulnerability of household livelihood (DFID, 2001). The composition of exports and imports and the nature of major traded items have a bearing on these outcomes. If export of labour intensive and high valued products is rising over time, it reveals job creation and backward linkage of the export sector with its implication on poverty reduction. Similarly if import of capital goods is increasing it signals rapid industrialization and associated job creation. Further if import of food items and basic consumer goods is growing, it implies welfare gain through access of the ordinary people to essential consumption goods. Besides, degree of export concentration reflects vulnerability of this sector to any shock and likely impact on the economy.

An analysis of exports by regrouping of SITC trade classification shows a deceleration in all groups of exports. There has been a growth of exports of primary goods by about 12 per cent during 2001-05 compared with 30 per cent during 1996-2000 (Table 4). Export of manufacturing goods has decelerated to 3.4 per cent during 2001-05 compared to a growth of 33 per cent during 1991-95 and 21 per cent during 1996-2000. As such manufacturing goods comprise more than 70 per cent of the total exports and create most of the job in the exports sector; and their dismal performance in the recent years speaks of the short lived effect of trade liberalization on exports and the need for diversifying export items and destinations.

Table 4: Periodic Average Growth Rates of Exports
	Export Items
	1986-90
	1991-95
	1996-2000
	2001-05

	Primary Goods
	-8.8
	28.0
	30.3
	11.7

	Manufacturing Goods
	31.4
	32.8
	21.0
	3.4

	Chemical &Drugs
	133.3
	160.2
	70.3
	-0.2

	Others
	-15.8
	331.8
	86.0
	9.4

	Total
	14.4
	31.6
	23.5
	3.7


Source: Trade Statistics, Nepal Rastra Bank, Research Department (various Issues)

Of the manufacturing exports, woolen carpet and ready-made garments are the dominant ones. There was a marked growth (27. 2 per cent) in the export of carpets during 1991-95 (Table 5)
. The growth slowed down to 5.0 per cent during 1996-2000 and declined in absolute amount (by 10 per cent) during 2001-05
. A highly labour intensive and value adding industry has thus shrunk and many persons employed in this industry, in whatsoever unhealthy environment, have now become unemployed.

Table 5: Growth Rates of Major Export Items (Periodic Averages)

	Items
	1991-95g
	1996-2000g
	2001-05g

	Woolen Carpets
	27.2
	5.0
	-9.9

	Readymade Garments
	29.7
	22.1
	-15.4

	Pashmina
	NA
	NA
	-25.9

	Vegetable Ghee
	NA
	NA
	11.1

	Pulses
	16.7
	18.3
	-6.3

	Thread
	NA
	NA
	13.6

	Tooth Paste
	NA
	62.8
	-10.7

	Jute and Jute Goods
	20.2
	28.3
	19.5

	Textiles
	NA
	NA
	85.1

	Polyester yarn
	NA
	20.2
	24.7

	Zinc Sheet
	NA
	NA
	95.7

	Copper Wire Rod
	NA
	NA
	-3.4

	Hides and Skin
	7.9
	-15.2
	4.1

	Major Commodities Total
	27.3
	22.5
	-4.3

	Total Exports
	27.9
	25.8
	0.9


Source: Nepal Rastra Bank publications

Note: g = compound growth rates.

The case of ready-made garments is also similar. This is one of the labour intensive industries employing more than 100 thousand persons. In the 1990s, this sector grew by 26 per cent in the 1990s and created many jobs for women. But the growth stood negative during 2001-05 by 15 per cent. In volume also, garment exports grew by 18.7 per cent during 1991-95 and by 6.9 per cent during 1996-2000. But during 2001-05, exports volume declined on average by 5.0 per cent. Much of the impact is of recent years with the expiry of Agreement on Textile and Clothing (ATC). Immediate transition of labour force from this to any another industry seems to be difficult. Thus the poverty implication of shrinking garment industry is very high and damaging to the labour market.

Although major export items show significant growth in the 1990s, much of the overseas exports growth in rupee terms comes from exchange rate gain rather than from the growth in trade volume
. Thus there has been no significant gain from trade in US dollar terms. The per unit price
 of carpets in dollar terms declined from about 60 dollars per sq. meter during 1991-95 to less than 55 dollars during 1996-2000. During 2001-04, that has come down to less than 47 US dollars. However, the unit price of garments improved from less than 3 dollars per piece during 1991-95 to 3.2 dollars during 1996-2000 and further to 3.3 dollars during 2001-04. The unit prices of pulses remained almost unchanged, although it increased a bit during 1996-2000. The declining unit price in dollar terms implies that the value gain in rupee terms coming from exports is solely because of exchange rate and not because of price gain in dollar terms. The depreciation of the rupee seems a major factor in raising the level of exports in rupee terms with no significant impact on volume of the trade.  

Carpet and garments are two major labour intensive export items which have dominated Nepal’s exports for many years. From less than 6 per cent in 1980, their share in total export rose to more than 70 percent in most of the 1990s. In the recent years, their shares have come down significantly with serious implication to the labour market. While the share of woolen carpet on total exports declined from 45.0 per cent in 1990 to 18 percent in 2000, the same has further come down to 10.0 per cent in 2005  (Table 6). 

The share of readymade garments, which was 29 per cent in 1995, declined gradually to 25 per cent in 2000 and steeply slipped down to 10 per cent in 2005. Pashmina, another labour intensive product, emerged very fast as an export item with its share in total exports rising to more than 11 per cent in 2000 from non-existence till mid 1990s. But the exports bubble of pashmia has started disappearing very soon with market and quality problems arising in the recent years. Pashmina constitutes less than 3 per cent of exports now. The declining share of most labour intensive exports in the recent years implies a squeeze in the job opportunities in these sectors. About 300 thousand workers employed in these sectors are now facing new threats with the abolition of quota on garment export in USA since January 2005, saturation of the Nepalese carpet market and quality problem with pashmina shawls.

The conventional goods like rice, timber, and skins are no more available for exports (Table 6); rather rice has been imported in a large magnitude in the recent decade. The differential subsidy regime for agricultural inputs in Nepal and India has led to significant price differentials and thus inflow of Indian rice in Nepal. 

Table 6 Shares of Major Export Items in Total Exports
	Items
	1980
	1985
	1990
	1995
	2000
	2002
	2004
	2005

	Woolen Carpets
	4.8
	9.1
	45.0
	43.8
	17.7
	13.2
	10.5
	10.0

	Readymade Garments
	0.7
	17.2
	27.1
	29.1
	25.1
	16.7
	17.7
	10.4

	Pashmina
	0.0
	0.0
	0.0
	0.0
	11.2
	4.0
	2.8
	2.4

	Vegetable Ghee
	0.0
	0.0
	0.0
	0.0
	4.9
	15.1
	5.5
	8.0

	Pulses
	7.1
	4.0
	4.1
	2.6
	1.9
	2.6
	1.6
	1.3

	Thread
	0.0
	0.0
	0.0
	0.0
	2.1
	1.8
	3.0
	3.8

	Tooth Paste
	0.0
	0.0
	0.0
	1.1
	4.1
	3.4
	2.7
	2.2

	Jute and Jute Goods
	23.6
	11.1
	2.5
	1.8
	2.0
	3.5
	3.5
	4.6

	Textiles
	0.0
	0.0
	0.0
	0.0
	0.2
	1.2
	3.3
	5.1

	Polyester yarn
	0.0
	0.0
	0.0
	1.4
	1.1
	2.3
	2.1
	3.3

	Zinc Sheet
	0.0
	0.0
	0.0
	0.0
	0.1
	0.0
	5.2
	2.9

	Copper Wire Rod
	0.0
	0.0
	0.0
	0.0
	1.1
	5.6
	0.4
	0.9

	Rice
	3.7
	9.1
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0

	Hides and Skin
	18.4
	8.9
	5.5
	2.4
	0.3
	1.0
	0.6
	0.4

	Timber
	11.8
	0.9
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0

	Major Commodities Total
	70.2
	60.3
	84.2
	82.2
	71.8
	70.4
	58.8
	55.2

	Total Exports
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0


Source:  Economic Survey and Nepal Rastra Bank Publications

With deteriorating scenario of major exports to overseas with no new items for export, Nepal is at high risk of trade re-concentration with India. As such, despite new non-tariff trade barriers, a few items are emerging in the country’s export to India. Jute goods, juice, textiles, thread, polyester yarn, plastic goods, chemicals, and metallic products like corrugated sheets, copper wire rod and aluminum sections are emerging as major exports of the country to India. But these items are mostly based on imported raw materials, are enjoying comparative advantage through tariff differences on raw materials in Nepal and India, and have very low value added.  Except for jute, juice, others are highly capital intensive and create little employment opportunities to Nepalese people.

The size of Nepal’s exports is very small, despite trade liberalization initiatives taken since more than two decades back (Table 7). The share of exports to GDP is less than 10 per cent and major export items comprises minimum share in the international market. These products are price takers and have no influence in the external market prices. 

The commodity concentration of Nepalese third country trade has little changed in the recent years. With quota available for readymade garments export to USA and goodwill of Nepalese woolen carpets in the European market, these two commodities which contributed for more than 70 per cent of the exports to countries other than India in mid 1990s still comprise the same share. Besides, new challenges are cropping up in these industries as woolen carpet market has now saturated and as abolition of MFA has already started depriving Nepal of its captive US market for readymade garments. The garment industry is beginning to face a set back when end of MFA is giving wider market share for China and India in the readymade garments sector at the cost of LDCs. The shrink in garment exports will adversely affect the livelihood of more than 100 thousand workers involved in this US $ 200 million industry. 

Table 7: Major Merchandise Export Items (Rs in Million)

	Commodities
	1980
	1985
	1990
	1995
	2000
	2004
	2005

	Woolen Carpets
	55
	249
	2331
	7718
	9842
	5677
	5833

	Readymade Garments
	8
	471
	1423
	5139
	13942
	9550
	6039

	Pashmina
	0
	0
	0
	0
	3544
	1492
	1390

	Vegetable Ghee
	0
	0
	0
	0
	2743
	2959
	4636

	Pulses
	82
	109
	213
	457
	1057
	860
	764

	Thread
	0
	0
	0
	0
	1169
	1637
	2213

	Tooth Paste
	0
	0
	0
	198
	2263
	1479
	1283

	Jute and Jute Goods
	272
	304
	160
	317
	1104
	1883
	2693

	Textiles
	0
	0
	0
	0
	138
	1780
	2997

	Polyester yarn
	0
	0
	0
	251
	630
	1114
	1896

	Zinc Sheet
	0
	0
	0
	0
	58
	2785
	1663

	Copper Wire Rod
	0
	0
	0
	0
	631
	201
	530

	Rice
	42
	250
	0
	0
	0
	0
	0

	Hides and Skin
	212
	243
	284
	416
	182
	309
	223

	Timber
	136
	26
	0
	0
	0
	0
	0

	(A) Major Exports, Total 
	807
	1652
	4339
	14496
	39968
	31726
	32160

	(B) Total Exports
	1150
	2741
	5156
	17639
	55654
	53911
	58236

	 (A) as % of  (B)
	70.2
	60.3
	84.2
	82.2
	71.8
	58.8
	55.2


Source:  Economic Survey and Nepal Rastra Bank Publications

Destination wise, Nepal’s trade is re-concentrating towards India. In 2004/05, about 66 per cent of the trade was with India compared with 28 per cent in 1995. In the recent years, there has been a growth of exports of manufacturing products like vegetable ghee, toothpaste, zinc sheets, and plastic goods which have low value added and low labour intensity. Many of them have been established in Nepal to benefit from a more liberal tariff and foreign exchange regime in Nepal than that in India. Considering the vulnerability of these products to likely tariff and non-tariff shocks, there is not much to be complacent of the trade growth with India. Thus, the growth of manufacturing trade with India has very limited contribution to poverty for a number of reasons like weak backward linkage of these products to rural economy, little job creation and use of migrant workers, and little value added. Value added in key exports like vegetable ghee, plastic products and iron and steel are just 25 per cent, 38 per cent and 15 per cent respectively (CBS, 2003)
.

Nepal’s imports grow for a number of reasons like the economic growth related demand for investment and consumption goods, substitution for domestic goods due to cost differences, and demand for re-exports. From all these counts except for substitution of domestic goods, imports are slowing down in the recent years. The import of primary products has gone up by about 2.0 per cent during 2001-05 compared with more than 20 per cent during 1990s (Table 8).  The import of capital goods has also decelerated to 3 per cent during 2001-05 from 26 per cent during 1991-95 and 12 per cent during 1996-2000. This signals the slow speed of manufacturing sector growth at the later stage of trade liberalization.

Table 8 Periodic Average Growth Rates of Imports (%)

	Imports by Major Groups
	1986-90
	1991-95
	1996-2000
	2001-05

	Primary
	23.8
	22.8
	17.9
	1.7

	Manufacturing
	18.5
	34.7
	12.2
	0.8

	Fuel & lubricants
	11.6
	27.8
	15.1
	25.9

	Capital Goods
	21.1
	25.9
	11.8
	2.8

	Total Imports
	18.9
	28.4
	12.0
	4.4


Source:  Economic Survey and Nepal Rastra Bank Publications

An analysis of imports by major commodities shows the import of key raw materials related to export items stagnating and even declining in the recent years. Imports of raw wool, textile and thread, which are directly linked to export potential, increased the fastest in the late 1990s when exports were also picking up. The same declined significantly during 2001-05 because of shrunk exports market (Table 9). Imports intended for informal re-exports like gold and silver, betel nut, umbrella and raw silk grew the fastest in the 1990s. But as such prospect dissipated, and as their domestic market is limited, their import declined significantly in the recent years. Recently, with the growing prospect of metal related exports to India, the import of iron and steel related raw materials have gone up significantly. 

Table 9 : Periodic Growth Rates of Major Imports (in %)

	Items
	1990-95g
	1996-2000
	2001-05

	Raw Wool
	9.2
	11.4
	0.7

	Copper Wire Rods & Sheets
	18.3
	52.4
	21.5

	Polythene Granules
	30.7
	19.0
	9.6

	Chemical Fertilizer
	1.3
	17.3
	26.1

	Textiles
	35.1
	23.5
	-5.6

	Threads
	25.5
	57.7
	-15.5

	Transport Vehicles & Parts
	32.8
	11.5
	6.8

	Electrical Goods
	26.5
	-1.0
	2.5

	Telecom Equip. Parts
	66.3
	-1.4
	16.0

	Petroleum Products 
	26.7
	15.4
	27.0

	Computer Parts
	NA
	-5.6
	26.4

	Machinery & Parts
	19.3
	17.9
	0.1

	Gold and Silver
	71.6*
	4.8
	-28.3


	Betel Nut, Umbrella, Raw Silk
	74.7
	59.8
	-7.5

	Crude Palm Oil
	NA
	51.7
	40.3

	Rice
	69.4
	201.3
	9.3

	Chemicals
	18.3
	66.3
	18.4

	Cold-Rolled Sheet in Coil
	NA
	NA
	287.0

	M.S. Billet and Wire Rod
	-28.7
	-1.7
	20.7

	Major Imports 
	35.7
	12.1
	4.1

	Other Imports
	20.3
	13.2
	4.9

	Total Imports
	28.3
	12.0
	4.4


Source:  Economic Survey and Nepal Rastra Bank Publications

Note: g= compound growth rate; * implies growth for 1994-95 only.

A review of the composition of imports reveals a more or less static share so far as the import of primary goods and machinery and transport equipments are concerned (Table 10). The share of manufactured goods has declined in the recent years because of a significant reduction in gold imports. 

Table 10 : Share of Major Items in Total Imports (in %)

	Major Imports
	1990
	1995
	1997
	1999
	2001
	2003
	2005

	Raw Wool
	5.5
	2.5
	3.1
	2.3
	1.6
	1.3
	1.2

	Copper Wire Rod & Sheets
	0.9
	0.6
	0.5
	0.6
	3.6
	0.7
	1.0

	Polythene Granules
	1.0
	1.1
	0.9
	1.3
	1.7
	2.3
	1.5

	Chemical Fertilizer
	7.3
	2.2
	2.0
	2.4
	0.7
	0.8
	0.4

	Textiles
	2.7
	3.5
	2.6
	4.1
	6.3
	5.0
	2.6

	Threads
	2.8
	2.6
	1.5
	1.6
	4.7
	2.1
	1.5

	Transport Vehicles & Parts
	4.1
	4.9
	3.3
	5.2
	6.0
	4.5
	5.2

	Electrical Goods
	4.5
	4.1
	2.5
	3.3
	1.7
	2.0
	1.7

	Telecom Equip. Parts
	0.6
	2.3
	1.4
	1.5
	1.1
	1.9
	1.4

	Petroleum Products
	7.2
	6.8
	6.7
	9.3
	9.1
	15.4
	20.3

	Computer Parts
	0.0
	2.1
	0.5
	0.5
	1.6
	1.1
	0.9

	Machinery & Parts
	6.5
	4.5
	5.1
	5.9
	4.9
	3.6
	4.2

	Gold and Silver
	0.0
	21.0
	33.6
	10.1
	5.5
	0.3
	0.2

	Betel nut, Umbrella, Raw Silk
	0.3
	1.3
	0.8
	1.4
	1.4
	0.7
	0.7

	Crude Palm Oil
	0.0
	0.0
	0.0
	1.3
	1.5
	4.1
	1.6

	Rice
	0.2
	0.7
	0.4
	2.2
	0.4
	0.6
	0.3

	Chemicals
	0.5
	0.4
	1.1
	1.9
	1.6
	1.5
	2.5

	Cold rolled Sheet In coil
	0.0
	0.0
	0.0
	0.0
	0.7
	1.1
	3.1

	M.S. Billet and Wire Rod
	1.5
	0.2
	0.0
	0.0
	5.1
	6.5
	6.3

	Major Imports 
	45.8
	60.6
	65.8
	55.1
	59.0
	55.4
	56.7

	Other Imports
	54.2
	39.4
	34.2
	44.9
	41.0
	44.6
	43.3

	Total Imports
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0


Source:  Economic Survey and Nepal Rastra Bank Publications

Trade liberalization is supposed to support commercialization of agriculture by expanding domestic and by creating export market for the produces, smoothing the supply of inputs and bringing excess labour from agriculture to non-agricultural sector. While Nepal’s imports were highly regulated, the import of chemical fertilizers was constrained due to government monopoly in this sector and high price subsidy provided to its use. With trade liberalization, such import was expected to rise along with other agricultural machinery and tools. But the import of such items did not grow after liberalization, as the share of such items in total imports have declined from more than 7 per cent in 1990 to less than 1 per cent in 2005 (Table 11). The share of raw materials for manufacturing other than carpet and garments has also declined after mid 1990s. The only rise is seen in the import of transport and communications equipments and petroleum products which create less employment than other sectors. Thus from industrial expansion and employment perspective, imports do not seem to have contributed significantly.

Table 11: Share of Major Imports Classified by Uses (%)

	Items
	1990
	1995
	2000
	2002
	2004
	2005

	Agricultural Produces
	1.9
	2.1
	3.8
	1.6
	1.7
	1.5

	Agricultural Inputs
	7.3
	2.7
	3.5
	2.9
	1.8
	0.9

	Raw Materials for Garment & Carpet
	11.0
	8.5
	12.6
	8.1
	8.1
	5.3

	Transport & Communication Equip.
	5.5
	7.9
	7.7
	7.6
	8.3
	7.3

	Petroleum Products
	7.2
	6.8
	7.6
	13.3
	15.0
	20.3

	Construction Materials
	6.0
	5.4
	3.4
	4.8
	3.7
	2.6

	Raw Material for Vegetable Ghee 
	1.6
	1.5
	2.8
	6.8
	5.6
	2.4

	Raw Materials for Other Industries
	0.3
	24.3
	3.3
	2.9
	4.0
	4.0

	Goods Intended to Re-export
	6.5
	4.5
	9.1
	3.5
	1.8
	1.8

	Machinery & Parts
	0.4
	1.1
	5.7
	3.7
	4.2
	4.2

	Raw Material for Iron and Steel 
	2.5
	1.1
	4.1
	8.2
	9.7
	9.2

	Consumer Goods
	5.1
	4.6
	4.4
	4.8
	3.6
	4.4

	Major Items Total 
	55.3
	70.6
	68.0
	68.1
	67.5
	64.0


Source: Economic Survey and Nepal Rastra Bank Publications and Researcher’s Recalculations

Imports are meant for ensuring smooth supply of basic consumer goods, industrial raw material and other capital goods along with providing revenue to the government to undertake pro-poor programmes. There has been a rise in the import of primary goods particularly food items from India in the recent years at a low price which has helped price to remain low. But the welfare gains arising from cheap imports should be analyzed against the resulting poor agricultural performance in Nepal
.

There had been a surge in the imports of rice from India in the recent past with its price dampening effect in the domestic market. As such the price index of rice went up by just 1.0 per cent per annum during 2000-05 against 9.6 per cent per annum during 1996-2000. The low food prices have had positive impact on food security and helped the food deficit households to have access to food items. But food surplus households, farm income was adversely affected by low food prices and their demand for non-food items was adversely affected (detail discussion is done in Chapter V).

7. Assessment of a few ‘Shining’ and ‘Fading’ Export Products 

Studies have shown that Nepal has comparative advantage in the global market in a number of products (WB, 2004). They include labour intensive, natural resource and bio-diversity related, indigenous skill related and a few new technology related products. Nepal has the potential to become competitive in many manufacturing and agricultural goods, as their exports have been growing over years and as their market share is very low. The task then is to provide investment and trade friendly environment for the industrial and trading communities. But linking trade with poverty reduction needs reorienting production structure and developing linkage with rural resources.

In addition, Nepal’s exports are also subject to high degree of volatility. A recent IMF paper on the export sector calculated the degree of volatility in the growth of apparel exports and found Nepal to have a much higher level of volatility compared with other South Asian countries (UNDP, 2004). Again, this volatility is likely to reflect the narrow concentration in export markets, which makes Nepal vulnerable to demand changes as well as import policy changes. This feature of the export sector is however the result of the failure of domestic policies to diversify and alter production structure in the export sector. Evidence from successful developing country exporters shows that this type of diversification does not take place ‘automatically’ as a result of trade policy reform. An effective and strategic industrial policy is essential to alter production structures that will have positive effects on employment. 

Nepal has made a progress in the export of some agro produces like tea, coffee, vegetable seeds, off-season vegetable, herbs, non-timber products, and dairy products. But they do not significantly figure out in the major trade items so far. While some other products have almost collapsed on account of factors discussed above; they are pashmina shawl, dried ginger, and some other agro products (Table 12). Quality related issues, regulations, and standards are imposing a threat to most of the fading items.  

Table 12: Some Rapidly Growing and Declining Export Goods (% change)

	Items
	Period: 2001-05

	Handicrafts
	35.3

	Herbs
	12.3

	Pashmina
	-19.0

	Jute Goods
	19.1

	Dried Ginger
	-4.1

	Paper products 
	8.2

	Textiles
	110.2*

	Tea
	167.3*


Source: Nepal Rastra Bank, * for the years 2004-2005 only, ** for 2002-05 only.

Nepal has entered into liberal global trading regime through WTO and has integrated in even more liberal regional trading regimes under SAFTA and BIMSTEC.  This has widened export opportunities. But the country’s export competitiveness is hindered by several factors ranging from cost of production to transit cost and market access.  There are other supply side capacity constraints as well. Small scale of production, backward technology, unskilled and less productive labour and lack of innovation and entrepreneurship are some of them. 

8. Workers’ Remittance, Household Consumption, and Trade  

In a country where unemployment and underemployment is high, where merchandise trade is in huge deficit (14 per cent of GDP in 2005), and where opportunities for transfer incomes are limited, external employment works to compensate for all of them. Temporary movement of natural persons as workers has become a growing phenomenon due to labour shortage in countries with high economic growth and/or low population growth. Nepalese labour market has surplus labour emanating from labour growth rate of 3 per cent against job creation to about 1 per cent of the work force. This low labour absorption in the domestic labour market and armed violence leading to threat to the youth to join rebellion group have pushed Nepalese to external labour markets. 

In the recent years, more than 100 thousand workers per annum migrate for work abroad. Of them the largest number goes to India followed by Saudi Arabia, Malaysia and Qatar. About half of the migrants in 2003/04 were from the hilly region followed by 44 per cent from Tarai region and 6 per cent from the mountain region (CBS, 2004). Labour, military service, and professional job are the types of work Nepalese are engaged abroad. From these services, Nepal now gets annually more than $1.2 billion (Rs 86.5 billion in 2005) worth of foreign exchange (Table 13). 

Table 13 Remittance Inflows from Migrant Workers 

	
	Remittance Amt. (Rs million)
	Growth Rates (%)

	Items/Year
	1990
	1995
	2000
	2005
	1996-2000
	2001-2005
	1996-2004

	Workers' Service Income

	2552
	26430
	9919
	8614
	-17.8
	1.1
	-8.3

	Workers Remittance
	1748
	5064
	36818
	65416
	48.7
	12.5
	30.6

	Gurkha Army Pension
	
	
	5941
	12496
	-
	18.4
	18.4*

	Total Remittance Inflow
	4300
	31494
	52678
	86526
	10.8
	9.9
	10.3

	As % of GDP
	4.8
	14.4
	13.9
	16.4
	-
	-
	-


Source:  Quarterly Economic Bulletin (various issues), Nepal Rastra Bank. 

* Average of 2001-2005 only.

In the recent years remittances are growing by more than 10 per cent per annum
. The short term service income, long term transfer income and Gurkha pension together accounted for about 16 per cent of the GDP in the recent years. There has not only been an increase of remittance inflow, its coverage has also widened. Compared to 23.4 per cent of the households in 1997, 31.9 per cent of the households were receiving remittances in 2004. 

Of the total household income, remittance accounted for 11 per cent in 2004 compared to 6 per cent in 1997. However, of the households receiving remittance, the latter accounted for 35.4 per cent of their income compared with 26.6 per cent in 1997. The average amount of remittance received increase from Rs 15 thousand in 1997 to Rs 35 thousand in 2004, an increase of 128 per cent in eight years. 

There are indications that the remittance income is utilized in financing consumption, school education of the children, health care, and housing and to some extent on capital formation. A Nepal Rastra Bank survey (NRB, 2002) shows that 27 per cent of the remittance receivers spent their income solely on household expenditure, 23 per cent on procuring land along with household expenditure and another 24 per cent on housing and household expenditure. Thus nearly three-fourth of the remittance is used in consumption and housing. This must have had raised the living standard of the households receiving remittances. 

A survey of the household response on adequacy of consumption (CBS, 2004) shows that in 2004 less than one-third of the responding households had ‘less than adequate’ food consumption compared with more than 50 per cent households in 1996.  Similarly, households responding ‘less than adequate’ clothing, schooling, and health care expenses also declined to 36 per cent, 21 per cent, and 28 per cent respectively in 2004 compared with 58 per cent, 45 per cent and 59 per cent respectively in 1996. The increase in the consumption of goods and services in the rural areas is attributed to the flow of remittance in these households. 

There is a trade implication of increased consumption demand. When the economy is growing by less than 3 per cent on average, the rise in imports is substantiated by the consumption demand triggered by remittances. It has twin effects on poverty—first, there has been dampening effect of imports on prices, therefore keeping inflation low and indirectly supporting the poor; and second, availability of essential items has been assured because of affordability and accessibility. Thus income from external work and open trade regime together has helped consumption poverty to improve and bring many people up from below poverty line. 

On the whole, remittances have become the second largest and widest source of income after agriculture; it has become the second largest employer after agriculture again; and it is now the largest earner of foreign exchange. After agriculture, there is no significant source of income which could explain the decline in poverty over the last eight years (1996-2004) as indicated by the living standard survey. Besides, remittance has emerged as a trade-financing source and helped the economy growing, albeit at a modest rate, even at the time of intense conflict.

9. Labour Market Implications 

One core area whereby trade liberalization impacts upon poverty and development outcomes is through labour front. The process of trade led industrial expansion creates job opportunities outside the agriculture sector; and through the backward linkage, it also generates off-farm employment in the agriculture sector. This makes a structural shift in the employment pattern along with affecting the wage level. 

As discussed earlier, there has been a marginal change in the occupation (employment) pattern in Nepal over years. But agriculture still accounts for nearly two-thirds of the employment and industry and service are together contributing just one-third of the job opportunities. Underemployment is a major problem with only 52 per cent of the workers working for more than 40 hours a week (CBS, 2004). More than 90 per cent of the labour market is informal and the process of informalization is growing due to issues related to trade unionism and rigidity of the labour law. 

Despite unemployment and underemployment situation, there has been some improvement in the wage rates in the recent years. Most of such a rise has come because of the out-migration of the youth population for work. Also the strong growth performance of the Indian economy and subsequent rise in the wage rates in India has discouraged Indian workers to come to Nepal for informal sector job, and trend has now reversed with Nepalese labour going to India as agricultural workers. 

In nominal terms, wages of all types of workers went up during the last two decades (Table 14). The rise was higher during 1990s. The differential wage rates for male and female continued during this period but the trend was towards convergence inh the formal sector, a good sign of improving wage discrimination. However, the same in the informal sector was reverse. 

Table 14: Trend of Wage Rates by Types of Employment (Average Growth in %)

	Types of Labour
	1981-85
	1986-90
	1991-95
	1996-2000
	2001-05

	Carpenter: Skilled
	12.66
	13.29
	13.47
	9.54
	4.09

	                    Semi-Skilled
	12.75
	12.33
	13.44
	7.71
	3.95

	Masoon:    Skilled
	12.01
	13.85
	13.01
	9.45
	3.98

	                  Semi-Skilled
	12.41
	13.09
	12.74
	7.59
	4.16

	Ind. Labour: Skilled
	7.46
	9.99
	14.88
	19.61
	4.75

	                      Un-Skilled
	7.76
	11.82
	17.73
	10.55
	7.16

	Agri. Labour: Male
	13.02
	14.00
	11.06
	9.15
	5.14

	                        Female
	14.71
	15.90
	8.65
	5.41
	8.54

	Ordi'ry Labour: Male
	
	9.58
	15.27
	9.06
	4.21

	                            Female
	
	8.15
	14.64
	9.65
	4.28


Source: Nepal Rastra Bank

There was marginal rise in real wage rates during the last decade or so. Real wage of carpenters, masons, and agricultural went up during 1981-2005 by 2 per cent or less (Table 15). The only sector where real wage went up by more than 2 per cent was the industrial sector. In many years, the real wage growth was negative. Low level of wage followed by marginal rise in its level in real terms reflects poor income condition of even the employed class and thus no significant improvement on living condition. 

In the last three decades, the environment for FDI and trade has been changed dramatically. The major contributory factors have been the reduction of technological and policy related barriers to the movement of goods, services, capital, professional and skilled workers, and firms. Many local industries have now become transnational corporations. The consequence is that margins of competitive advantage have become thinner; a small shift in costs somewhere can seriously affect the competitiveness of a country. This is mostly reflected in the increased pressure in the labour market.

Table 15: Trend of Real Wage Rates by Types of Employment (Avg. Growth in %)

	
	1981-85
	1986-90
	1991-95
	11996-2000
	2001-05
	1981-05

	Carpenter: Skilled
	2.96
	1.67
	2.20
	1.67
	0.39
	1.78

	              Semi-Skilled
	3.06
	0.71
	2.18
	-0.15
	0.25
	1.21

	Mason:  Skilled
	2.32
	2.23
	1.74
	1.58
	0.28
	1.63

	              Semi-Skilled
	2.72
	1.47
	1.47
	-0.28
	0.46
	1.17

	Ind. Labour: Skilled
	-2.23
	-1.63
	3.62
	11.75
	1.05
	2.51

	                  Un-Skilled
	-1.93
	0.20
	6.46
	2.68
	3.46
	2.17

	Agri. Labour: Male
	3.32
	2.38
	-0.20
	1.29
	1.44
	1.65

	                      Female
	5.02
	4.28
	-2.62
	-2.46
	4.84
	1.81

	Ord'ry Labour: Male
	NA
	NA
	4.01
	1.19
	0.51
	1.90

	                       Female
	NA
	NA
	3.38
	1.78
	0.58
	1.91


Source: Nepal Rastra Bank

In the industrial countries, as cheaper imports have substituted local production, unemployment is growing. This is attributed developing countries’ comparative advantage in unskilled labour whereby production could take place with very low wages and poor labour standard. Developing countries have then their own concern as to why labour movement has not been liberalized the way capital is liberalized and oppose the inclusion of labour standard as a clause under WTO arrangement.  Now a fundamental issue (Leicht, 1998) has been raised: are human right and labour standard a luxury good or does respecting them help development? Many people see human rights’ dimension of certain labour standard, as some labour standards reflect basic human rights that every country may have to adhere. 

Nepalese labor market is characterized by higher growth of labor supply in relation to demand, growing unemployment and underemployment, discrimination against women labour, exploitation of child labour, bonded labour system, very low wage rates (even deteriorating in real terms), high proportion of labour in unorganized sector and in self employment, lack of education and skill of most of the labours, and poor social security provisions for wage-workers. The labour force is increasing by 300 thousand each year whereas the estimated number for additional employment is 150 thousand only.  Although the unemployment rate is about 5 percent, unemployment is as high as 47 percent.  Of the work force, 78 percent are self-employed and only 22 percent are wage-workers.  For female, the proportion of self-employment is even higher (86 percent).  As most of the workers are in the unorganized sector and self-employed, the impact of globalization and foreign investment in the labour market has so far been limited.

Nevertheless, the process of globalization has had the following effects in the Nepalese labour market. First, globalization has encouraged the entry of multinational companies as a sole proprietorship or joint venture in industrial activities. But the employment intensity of foreign capital is observed very low-- one employment per Rs 500 thousand, as compared with Rs 90 thousand in organized domestic industries. The capital-intensive nature of foreign capital has created limited employment opportunities.  Some ventures with foreign capital have been able to generate one employment for as much as Rs 3 million of fixed capital investment where a cottage industry can generate one employment for not more than Rs 10 thousand. 

Second, the process of globalization has suddenly dismantled high level of protection provided for a long time to the domestic industries and eroded their competitiveness in the domestic market.  As a result many import substituting industries and particularly the cottage and small industries have become redundant and many people involved in these areas have lost their job.  The so-called technological shift has also made unskilled Nepalese labour force redundant and encouraged the use of foreign labour. 

Third, as a means to enhance foreign investment, privatization has been opted for as a major policy instrument.  So far about 18 industries have been privatized affecting job of about 4 thousand workers.  In the process of privatization, about 1200 workers were laid off in the first two-phases of privatization covering 8 enterprises.  The lay-off in the third phase is estimated to be even higher as 1000 employees of a single jute factory were laid-off in terms of privatization.  There also have been a number of labour unrests before and after privatization.

Fourth, the strategy to adopt outward oriented economic policies has led to downsizing the public sector. The government has also laid-off more than 4 thousand civil servants.  Besides, the golden handshake policy introduced to downsize the personnel strength of public enterprises also made hundreds of employee to quit job for no betterment. Besides, following structural adjustment programme, wages in the public sector were frozen for long in order to avoid wage increase in the private sector and ensure competitiveness of domestic industries so that the benefit of devaluation could be fully reaped.  As a result, real wages in the public as well as private sector deteriorated during the last decade. In fact, industrial and business activities intend to compete in the market by suppressing labour wages rather than by promoting productivity through innovation. 

Fifth, The multinational companies are also found to be exploiting the labour by hiring labour on contract, sub-contract, on daily wages basis or on temporary basis, by employing foreign labours, by not adopting liberal wage policy and by undertaking production itself on contract basis. There are growing cases of bogus contract in the Nepalese labour market. Foreign labourers are also encouraged because they are hired on contract; it is easy to fire them; and there is no risk of unionization and labour unrest. 

Sixth, the process of globalization has posed a pressure on the existing labour laws and militancy of trade unions.  Foreign investors, even in the disguise of multilateral institutions, are insisting the authorities for introducing greater flexibility in labour laws and ensuring the right to 'hire and fire' to the investors themselves.  This is likely to undermine the creative role that trade unions can play for the growth of the enterprise along with protecting their own interest.

Nepal’s labour law and labour policy have evolved in line with the norm of the constitution which allows workers to unionize. There are also provisions which protect the labour against random dismissal from the job. The investors have been advocating that they should be given the freedom to hire or fire any employee. Growingly, concerns are also expressed against the right of the labour for unionization. The investors view that labour law and policies are biased against the promoters of industries and strongly in favour of labour. They cite this as one of the reasons for low foreign capital inflow in the country. The financial institutions have been blaming trade unions for the poor performance of the institutions. Thus, pressure is mounting for more liberal labour laws ensuring the right of the employer to lay off labour at its discretion. 

But as there are no scientific ways to determine wages, as wages are tied up with productivity, as the working conditions are not secured and hygienic, and as there is no social security provision, it is risky to introduce more flexibility in the labour laws so as to woo the investors. Initiatives taken for fixing minimum wage in the formal and even in some informal sectors like agriculture is definitely a safeguard in this regard. 

FDI has a significant bearing on labour market, industrial relation, trade union activities, and the process of unionization as well which has implications for human right. There are growing pressures for the introduction of labour laws, which would be to the advantage of the employers, and such pressure is often succumbed by the governments. The practice of hire and fire has begun from the financial institutions where joint venture financial institutions have been able to suppress union. This has been followed by some manufacturing industries by hiring foreign labour and using Nepalese workers as casual labour.  The need then is to balance the interest of the employers with the job security and productivity-based compensation to the employees.

10.      Trade Liberalization  and Revenue 

Trade liberalisation affects poverty indirectly via its impact on trade taxes, if tax revenue has been mostly allocated for pro-poor programmes. In the very early stages of trade liberalization, revenue collected from trade taxes may in fact rise as a country moves from quantitative restrictions to fairly high-level tariffs. Subsequently, however, revenue from tariffs might fall as the average level of tariffs fall, if compensatory domestic tax measures are not introduced or if the measures so introduced do not cover the loss incurred in tariff reduction. This fall in revenue is seen as constraining government expenditure on poverty reduction. However, this link is not indisputable, but it must certainly be borne in mind when analyzing the effects of openness on poverty (Winters, 2000).

One positive contribution of trade liberalization on revenue collection is through the expansion of manufacturing sector. The growth of the manufacturing sector widens domestic tax base and this can more than compensate the loss incurred by opting for low tariff regime. However, higher revenue collection can be translated into poverty reduction only with very much pro-poor allocation of government budget and expansion of the social protection measures.

Taxes comprise the major portion of government revenue and are often seen as the domain of the riches. However, taxes do affect the poor; and actually the poor usually pay a larger proportion of their income to state exchequer as payers of sales taxes/VAT and user-charges as users of public services that require funding from tax revenue
. But as the impact and incidence of the tax may fall differently upon different groups of the society, caution is needed in identifying who bears the tax burden. The evaluation of tax incidence on poverty is, however, a daunting task; as indirect business taxes can be passed on to the consumers or workers as higher prices or lower wages, and direct business tax can be avoided. This is even more complicated in countries like Nepal with a large informal sector, corruption, and non-compliance with the tax system.


As different types of taxes have differential incidence on the poor, one has to look into the political, economic and management principles of taxation from a pro-poor perspective. There is a need to develop a framework for tax analysis, based on these principles and focusing on transparency and equity. A more progressive and equity based tax system would be the one which depends more on direct tax (like personal income tax) than on indirect tax (like VAT) which has a fairly wider coverage of goods and services which the poor also consume.

The structure and growth of revenue has a significant bearing on poverty reduction.  First, the progressive structure of the tax system has redistributional effect whereby the tax collected from the rich could be transferred to the poor through higher social sector allocation and introduction of targeted programmes.  Second, higher rate of revenue collection allows for higher spending of the government which works for high economic growth and poverty reduction.  As such revenue measures work as powerful fiscal instrument for economic growth and income redistribution.  And third, a sound fiscal system backed by strong revenue performance ensures fiscal stability and thus helps maintain macroeconomic stability—a critical pre-condition for sustained high economic growth and poverty reduction. Nepal’s revenue performance in the context of trade liberalization and poverty reduction should be viewed from this perspective.

Growth of government revenue, which had accelerated from 16 per cent in early 1980s to 19 percent in later 1980s and later to 22 per cent in early 1990s, deteriorated in the second half of the 1990s. Compared with a growth of 21.7 per cent during 1991-95, revenue growth decelerated to 11.8 per cent during 1996-2000 and further down to 10.4 per cent during 2001-05 (Table 16). 

Table 16: Growth of Revenue by Its Sources (in %)

	Description \ Year
	1981-85
	1986-90
	1991-95
	1996-2000
	2001-05

	Tax Revenue
	15.9
	18.5
	22.2
	11.1
	10.4

	      Direct
	17.8
	21.1
	22.9
	18.4
	7.8

	      Indirect
	15.6
	18.0
	22.1
	9.0
	11.4

	Non Tax Revenue
	19.0
	24.1
	20.5
	15.2
	10.1

	Total Revenue
	16.1
	19.1
	21.7
	11.8
	10.4


Source: Economic Survey 2005 (various issues), MOF.

It can be observed that the slowdown in revenue growth in the later part of the 1990s and during 2001-05 is due to lower contribution of tax revenue. In fact, tax revenue went up on average by 11.1 per cent only during 1996-2000, lower than the growth rate of nominal GDP
. This reflects the deterioration in the buoyancy of the tax system in the later 1990s. During 2001-05, despite low growth of the revenue, the tax system has become more buoyant-- the growth of tax revenue (10.4 per cent) has been higher than that of gross domestic product (7.0 per cent). In the recent years, higher compliance has resulted in higher (13.5 per cent) growth on VAT collection, leading to improved buoyancy of the tax system.

A pro-poor tax structure would call for a growing share of direct taxes in the revenue structure, exemption of basic consumption goods and services from sales/value added tax, horizontal and vertical equity in tax rates, and a good tax compliance.  In Nepal, the share of indirect tax in total revenue slightly dropped from 67 per cent in 1985 to 64 percent in 1995 (Table 17). It was only towards 2000 that the share came down to 56 per cent. It has again gone up to 59 per cent in 2004. The share of direct tax could increase from 13 per cent in 1985 to 16 percent in 1995. Since the year 2000, it marked an improvement, but still direct tax accounts for less than 20 per cent of the tax revenue. 

Table 17: Composition of Government Revenue (in %)

	Items \ FY
	1980
	1985
	1990
	1995
	2000
	2004
	2005

	Tax Revenue
	82.3
	80.5
	78.4
	79.9
	77.3
	77.3
	77.2

	     Indirect Tax
	69.8
	67.2
	63.7
	64.5
	56.4
	59.3
	59.7

	          Customs
	32.7
	27.2
	28.9
	28.6
	25.2
	25.0
	22.4

	          Sales Tax /VAT
	21.5
	21.6
	17.2
	24.6
	23.0
	23.3
	26.9

	          Excise
	11.6
	12.3
	11.5
	6.7
	7.3
	10.0
	9.2

	     Direct Tax
	12.4
	13.3
	14.7
	15.5
	20.9
	18.0
	17.5

	        Land and Registration
	7.0
	5.4
	4.8
	3.8
	2.4
	2.7
	2.6

	        Income Tax 
	5.4
	7.9
	9.9
	10.7
	16.3
	15.2
	14.9

	        Other direct tax
	0.0
	0.0
	0.0
	0.9
	2.2
	0.0
	0.0

	Non Tax Revenue
	17.7
	19.5
	21.6
	20.1
	22.7
	22.7
	22.8

	      Interest and Dividend
	5.0
	3.0
	5.5
	7.7
	9.5
	6.9
	8.6

	      Principal Repayment
	0.0
	0.0
	0.0
	4.9
	5.1
	3.0
	1.8

	      Public Utilities & Forest
	7.7
	6.4
	4.3
	3.4
	3.7
	3.2
	2.6

	      Miscellaneous 
	5.1
	10.1
	11.8
	4.0
	4.4
	9.6
	9.8

	Total Revenue
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0


Source: Economic Survey 2005, MOF

The introduction of value added tax has had some positive effects on revenue collection in the recent years whereas reduction in tariff rates have had positive signal for private sector investment. But effective implementation of VAT continues to remain a challenge, the regressive nature of this tax limits the expansion of its base, and recent increase in the rate has entailed more regressive impact.  Furthermore, as the structure of taxation has gone little change-with direct tax accounting for not more than 20 per cent of the total tax revenue, the distributive effect of the tax system in the economy has been minimal. Tax avoidance and tax leakage at collection point are other issues which are depriving the government of its potential resources which, if adequately mobilized, could be allocated for poverty reduction programmes. 

Despite several measures to widen domestic tax base, international trade still accounts for nearly 50 per cent of total revenue and more than 60 per cent of tax revenue (Table 18). 

Table 18 : Contribution of International Trade on Revenue (Rs in million)

	Trade Related Taxes
	2000
	2001
	2002
	2003
	2004
	2005

	Customs 
	10764.8
	12479.0
	12492.6
	14236.4
	15554.2
	15701.5

	Excise on Imports
	48.5
	73.1
	166.3
	183.5
	1286.6
	1084.0

	VAT on Imports
	6119.9
	7303.0
	7354.9
	8629.2
	8874.7
	12270.2

	Income Tax on Trade*
	2077.1
	2204.2
	3054.8
	2226.3
	2332.1
	2553.1

	Total Trade Related Tax
	21010.3
	24060.3
	25070.6
	27278.4
	30051.6
	33613.7

	Trade Tax/ Total Tax Rev.(%)
	63.4
	61.9
	63.7
	64.1
	62.4
	62.1

	Trade Tax/ Total Revenue (%)
	49.0
	49.2
	49.7
	48.5
	48.2
	47.9


Source: Nepal Rastra Bank publications

* It is assumed that 75 per cent of the private business income taxes come from trade- generated income.

So far, the negative impact of tariff reduction in the process of trade liberalization has been more than offset by higher revenue base created high more imports, wider income tax base, introduction of VAT and upward revision of the VAT rate, and administrative measures to enhance compliance. But when it come to elimination of trade related duties and charges, reduction in some tariff lines as commitment to WTO and SAFTA and saturation of income tax base expansion, the revenue implication would be serious and global and regional trade negotiations call for serious attention to revenue compensating provisions. 

11. Exchange Rate, Trade and Poverty
Exchange rate is a key instrument of trade policy reforms. Market oriented exchange rate is seen as a necessary condition for trade liberalization. Exchange rate adjustment can work for poverty reduction by creating a conducive environment for investment, promoting exports and providing protection to domestic economic activities which have a bearing on economic growth and employment.  Additionally, in an open and small economy like that of Nepal, exchange rate policy has a bearing on inflation as well.  And the adverse impact of inflation on poverty is well established by empirical studies.  Thus a credible poverty reduction strategy has to maintain macroeconomic stability through prudent exchange rate management.  Nepal has been opting for a fixed exchange rate regime with India and a flexible one with the rest of the world with a view to attaining the above-mentioned objectives.

Nepal's Exchange rate regime has had a significant bearing on the direction of trade, on international competitiveness, and after all, on the volume of trade as well. The exchange rate of Nepalese rupee against Indian currency remains unchanged for the last 12 years whereas the exchange rate against convertible currencies has under gone large depreciation in this period. This has made significant differential movements in relative real exchange rate as well. The asymmetrical movement of the nominal and real exchange rates of NRe vis-à-vis the Indian rupee and the US dollar has had a serious implication in the direction and structure of Nepal's foreign trade.  The real appreciation of NRe against the Indian rupee as compared to real depreciation against the US dollar has resulted in higher imports from India resulting in re-concentration of trade.  Although exports to India also increased due to removal of non-tariff and non-price barriers, the same has been constrained after India reintroduced non-tariff barriers on Nepalese exports.
Overvalued exchange rates create anti-export bias; suppress the external market for goods and services, and thus constrain growth and employment. But when traded goods and services sectors are not elastic to exchange rate devaluation, and if imports comprise of essential consumer goods, devaluation might have adverse impact on the poor through price changes. Regardless of this, Nepal introduced flexibility in exchange rate determination in early 1993 when currency convertibility was introduced. Convertibility of the NRe at current account on the market determined exchange rate had a marked contribution to trade expansion. Exports in general then grew significantly and created new jobs in the formal sector.  But, in the absence of improvement in productivity and quality control, the gain from currency convertibility was short lived.

Optimal real exchange rate is critical for maintaining export competitiveness. But as most of Nepal’s third country exports are governed by factors other than exchange rate, the effect of exchange rate movement on trade performance cannot be objectively assessed. Exports to India are also determined more by non-price factors such as quantitative restrictions, para- tariff and non-tariff barriers like sanitary and phyto-sanitary norms, and infrastructural bottlenecks, exchange rate seems to be not very instrumental in trade promotion without other simultaneous actions.

One important channel through which exchange rate affects poverty is inflation. Empirical studies have found a significant relationship between improvement in the well being of the poor and lower inflation (Cashin et al, 2001). Cross-country empirical estimation show income share of the poorest quintile to be inversely related to inflation and thus inflation to worsen income inequality (Romer and Romer, 1998).  Inflation not only directly hits the poor most (as their income does not necessarily go up- due to nominal wage rigidity- in line with the price they pay for their consumption goods) but it also deteriorates the trade competitiveness and thus erodes economic growth potential. Even the investment climate is disturbed with high inflation. And in open economies, as the following section will explain, movement in exchange rate has a significant role in inflation. 

 The purchasing power parity theory says that in an open economy, domestic prices are determined by foreign prices and the exchange rate.  In the Nepalese context, this seems to be a very extreme condition and the existence of non-traded goods, imperfect arbitrage in goods, services and capital following certain restriction on their free movement, and some structural variables have some effect on prices. However, exchange rate has also been instrumental to inflation. Empirical studies show that discrete devaluations of more than 15 percent also cause rate of inflation to shoot up by more than 7 percentage points
.  This manifests the sensitivity of prices with exchange rate movement.  Empirical estimation with nominal effective exchange rate as one of the explanatory variables in Inflation equation shows prices to increase by about 3 percent for a 10 per cent depreciation of the currency (see Acharya et al, 2003, Khatiwada, 2005).

During the last decade exchange rate of NRe against US dollar depreciated by 4 per cent annually on average but that against Indian currency remained fixed at the 1993 level. As India is the major trading partner of the country, the fixed exchange rate regime with India has helped to maintain inflation low in most of the recent decade. As the previous chapter mentions, inflation has not been a major factor contributing to poverty and thus there is no direct effect of exchange rate on poverty emanating from inflation. But low inflation has helped to prevent price rise of essential items, deterioration of real wage situation, and maintain real exchange rate at optimal level, therefore indirectly contributing to poverty reduction through income, consumption and trade channels. 

Historical evidence shows macroeconomic stability critical for averting economic crisis and attaining sustained growth inevitable for poverty reduction. Macroeconomic crises are found associated with increase in income poverty and inequality (World Bank, 2001). Misaligned exchange rate in an economy with liberal capital account transaction can invite financial and economic crisis with consequential impact on poverty. This has been evident from the Asian financial crisis of the later 1990s. However, Nepal survived the crisis and did not have to suffer from the spillover this of this crisis as many Asian countries did.  Experience from the same crisis has also shown that countries that have sound macro economic policies can recover from the crisis soon and attain catch up growth with poverty reduction.

Credible exchange rate policy is crucial not only for creating conducive investment climate and but also for preventing financial crisis. Traditional capital-intensive, import substituting, trade restricting, and price distorting policies led by misaligned exchange rate have not helped poverty reduction, rather they have invited crisis of one type or the other. Countries, which learned from those mistakes, changed economic crises into opportunities with reforms and liberalization and progressed in terms of growth and poverty reduction. Nepal did take this opportunity with liberal and market oriented exchange rate policy.  Although macroeconomic stability characterized by low inflation, strong balance of payments, build-up of foreign exchange reserves, monetary restraints, and low interest rate was attained throughout the recent decade (1996-2004), the same could not be translated into high economic growth and significant reduction in poverty from the growth channel. In later half of the 1990s, exports became insensitive to exchange rate and non-price factors determined the size and structure of trade. The direction of trade was somehow affected by the exchange rate policy. This however does not have direct link to poverty except for making cheaper imports from India meant for the low- income group of people. 
12. Overall Effects of External Sector Reform on Employment and Poverty
Given the high incidence of rural poverty in Nepal, any analysis of the effects of trade liberalization on poverty in Nepal must focus on income generation and employment creation for the rural people, particularly in the agricultural and small and medium enterprises. Given the heterogeneity of the rural poor in Nepal, trade reform is likely to have a differential impact on various groups among the poor. This makes it difficult to isolate the effect of trade liberalization from the effects of other policy changes in a systematic manner. Extensive trade policy reform has been undertaken in Nepal since 1990. However, the predicted dynamic benefits of trade liberalization for agricultural growth and rural poverty have not materialized. As such, the historically poor performance of agriculture over decades has been the outcome of serious technical and institutional constraints such as low levels of investment, low technology use and patterns of land ownership, and low levels of commercialization. It can however be argued that trade reform was little successful to promote agriculture in Nepal by providing improved incentives and signals (see Chapter V). 

Even if trade liberalization had resulted in improved price incentives for agriculture, the supply response of this sector has been constrained by its very low levels of commercialization. The marketable surplus in paddy is around 27 percent and for lentil around 42 percent. For cereal crops such as rice, sales by the top 20 percent (in income terms) of farmers account for around 90 percent of total sales
. The ability of subsistence farmers in remote regions to respond to price changes therefore is largely absent. There has been little diversification of the agriculture sector following the introduction of market- oriented reform. The weak supply response to improved incentives for crop diversification is largely due to the low levels of commercialization associated with high levels of subsistence farming and weak, fragmented markets for marketable surplus. 

During the last eight years (1996-2004), nominal per capita household income increased by an average of 9 per cent per annum whereas nominal per capita consumption went up by 11 per cent (Table 19). Most of the growth in per capita income comes from the non-agricultural sector and non-wage employment. This indicates that non-agricultural sector activities facilitated by liberal industrial and trade policies have had impact on income and employment.  

Table 19 : Household Income, Consumption, and Employment Over Two Survey Years

	Indicators
	1995/96
	2003/04
	Avg. Growth

	Nominal PC Income (Rs)-- Poorest 20%
	2020
	4003
	8.9

	                                        -- Richest 20%
	19325
	40486
	9.7

	Share in Total Income     -- Poorest 20%
	5.3
	5.3
	0.0

	                                        -- Richest 20%
	50.3
	53.4
	0.8

	Nominal PC Consumption (Rs)- Poorest 20%
	2571
	4913
	8.4

	                                                  - Richest 20%
	15243
	42236
	13.6

	Share in Total Consumption-- Poorest 20%
	7.6
	6.2
	-2.5

	                                             -- Richest 20%
	44.9
	53.3
	2.2

	Sources of Income (%)—Farm income
	61.0
	48.0
	-3.0

	                                     --Non farm income 
	22.0
	28.0
	3.1

	                                     -- Others
	16.0
	24.0
	5.2

	                                  Of which: Remittance
	6.0
	11.0
	7.9

	Wage Employment, in %
	21.7
	17.0
	-3.0

	   Agriculture
	12.2
	6.8
	-7.0

	   Non Agriculture
	9.5
	10.2
	0.9

	Non-Wage (Self) Employment, in %
	78.4
	73.6
	-0.8

	   Agriculture
	70.7
	64.3
	-1.2

	   Non Agriculture
	7.7
	9.3
	2.4

	  Extended Economic activity
	NA
	9.4
	

	Wage Rates  (Rs)  -- Agriculture
	40
	75
	8.2

	                              --  Non-Agriculture
	74
	133
	7.6


Source: NLSS I, 1996 and NLSS II, 2004, CBS. 

The living standard survey shows that there was not much improvement in wage and non-wage employment in agriculture and non-agriculture. That the share of the lowest income (consumption) quintile in total income (consumption) deteriorated during 1996-2004 while that of the highest income (consumption) quintile increased significantly (Table 19) implies that the income so generated was more unequally distributed. There was a 8 per cent per annum rise in nominal wage during 1996-2004 which was not sufficient to increase the share of low income group in total income. 

Overall, there was a reduction in poverty during 1996-2004, but the reduction took place while the GDP growth rate was less than 4 per cent on average amidst population growth rate of 2.25 per cent and growing income inequality. The mystery is being unfolded with the link of this achievement with remittances but that alone cannot explain all the achievements made in poverty reduction. Underlying growth in the informal sectors of the economy which is not properly covered by the national accounting system and role of micro-finance institutions, local bodies, and non government organizations are to be perceived equally important in this regard.

In the manufacturing sector, Nepal's competitiveness appears low. It has very high unit labor costs (labor costs for producing one unit of commodity) by international standards because, although wage rates are low, so is labor productivity. Lack of dynamism in the labor market is shown by the fact that annual percentage change in labor costs was by far the lowest at 0.5% compared to an average of 6.2% for eight Asian economies.
 Manufacturing efficiency is also low: average productivity level (productivity measured as a percentage of the most efficient benchmark) is 53% compared to mean level of 60-70% found in other developing countries. 

There appears to have been no improvement in the competitiveness of the economy in the last 20 years. Economy-wide and firm-level estimates of total factor productivity (growth in productivity of all factors taken together) suggest no change since 1970. The acceleration of manufacturing output growth from 2% to 8% per annum after 1987/88 seems to have come from factor accumulation. Indeed, total factor productivity growth was negative over the period. This has implications for raising income levels: unless productivity of or, alternatively, returns to various factors - especially labor - increases, prospect of sustainable increases in incomes are weak. Possible causes for continued low efficiency could be factors such as lack of technology transfer, lack of business support services, and lack of FDI which is a key conduit for new techniques and management practices. 

Finally, price level is one channel through which trade and openness affects poverty. Global experience shows that countries that have opted for more open and liberal trading regime have attained lower inflation than others. In Nepal also, the rate of inflation came down along with opening trade regime. An empirical analysis of inflation with trade openness shows a significant negative relationship—one percentage point rise in trade openness (measured by trade/GDP ratio) reduces price by 0.32 per cent
. Thus, overall, there have been some positive implications of trade liberalization on the prices front whereas little impact is observed in the real sectors of the economy
.  

13. Key Recommendations
· There is no mention of the direct trade and poverty linkage and also no programmes to establish such a link in the PRSP; thus, a gap is clearly seen in terms of mainstreaming trade in poverty reduction strategy. The indirect link of trade to poverty through high economic growth has a number of problems and the benefits are not automatically pro-poor. Country development strategy like PRSP need to explicitly address as to how trade would directly benefit the poor, perhaps disproportionately more than others. 
· Trade reform have not only income but also distributive effects in the short term and some segments of the society suffer loses while others are gaining. The growing income inequality amidst reduction in poverty in Nepal indicates that policies have not been pro-poor. This calls for reorienting policies, devising safety nets, and enhancing the capacity of the poor to compete in the market place. Public policy and spending plays a critical role in this area. 

· Trade liberalization affects poverty indirectly via its impact on trade taxes, when tax revenue remains mostly allocated for pro-poor programmes. Presently, revenue collection in Nepal has been rising because of imports growth, introduction of VAT and widening of the scope of income tax. As the country moves on further duty reduction along with elimination of other duties and charges (ODCs) and export service charges as per WTO commitments, revenue might fall if compensatory domestic tax measures are not introduced or if the measures so introduced do not cover the loss incurred in tariff reduction. Thus extra efforts in the front of domestic taxation are required.

· Although trade liberalization is meant to improve incentives for agriculture, the poor supply response to changed incentives in Nepal is primarily a result of the low levels of commercialization of agriculture and its weak and fragmented markets.  As the rural poor in Nepal are largely untouched by changes in trade policy, linking export opportunities with agriculture and rural economic activities is a must if trade is to address rural poverty.

· Increased openness has had some negative effects on agriculture. In particular, the fall in food prices has been a major constraint on the cereal sub-sector and has deterred important investments in agriculture. Support to agriculture by means of infrastructure like irrigation, power and road is called for, if direct subsidy to key activities, highly essential to safeguard the livelihood of the farmers, could not be extended due to resources constraints. 

· Manufacturing export growth which was rapid in the period immediately after trade liberalization, has fallen sharply in recent years due to structural weaknesses within the sector. Structural weaknesses are a largely due to the absence of an effective industrial policy aimed at increased competitiveness and industrial upgrading. The contraction of manufacturing is likely to have negative effects on employment and poverty.  There is a need to strongly link trade policy with long- term industrial perspective plan and make trade and industry to support each other. 

· If international trade competitiveness is to be maintained, it is essential that strategic interventions be undertaken to build supply side capacity and capabilities.  Mobilization of FDI should be considered as an effort in this direction.

· It is necessary to diversify export products and export markets and also to increase competitiveness of existing exports. Trade liberalization and the reduction of tariffs alone will not ensure this, and more strategic interventionist industrial policy is required. A host of measures such as targeting potential export sectors, preferential credit and tax incentives needs to be devised. ‘Aid for trade’ has to be mobilized. 

· Trade promotes income and consumption of the poor if it is linked to their resources. But Nepal’s export trade is not strongly linked to domestic and particularly rural resource base; thus restructuring of trade sector is needed to make it work for meaningful poverty reduction. 

· Openness alone has limited effectiveness in promoting broad based economic growth in a country like Nepal. In particular, the existence of a large non-commercialized subsistence agricultural sector means that the supply response to trade policy reforms is likely to be limited. Thus strategic public interventions are needed to make trade work for the poor.

· For preferential market access provided to LDCs to be commercially meaningful, rules of origin should not constrain their capacity. Nepal should be lobbying among LDCs for relaxing them. Moreover, harmonization of GSP rules of origin, which currently differ from one GSP scheme to another, would be an important step toward making market access commercially meaningful. 

· Ongoing negotiations under the Doha Development Round Work Plan could provide LDCs with a window of opportunity toward obtaining greater market access. There is a need to ensure that the Doha Development Round does in fact have development at the core of its agenda and that clauses relating to special and differential treatment in the various WTO Agreements in favour of developing countries are actually implemented. Global zero-tariff and quota-free access for exports from the LDCs could be an important initiative. But equally important would be non-tariff barriers including SPS and TBT.  
· Special and Differential Treatment to LDCs is mentioned in WTO agreement, technical assistance not necessarily binding. IF is a welcome step but lacks sufficient resources to enhance hardware related capacity building. Technology intensive testing & certification systems often needed to assure final products meet high standards, especially in areas of health and safety. There is a need that financial and technical support be mobilized to enhance capacity in this area.
· Preference erosion due to reduced industrial tariffs under various GSP schemes enjoyed by LDCs needs to be compensated by other means including technical issues. Harmonization of GSP rules of origin, which currently differ from one GSP scheme to another, would be an important step toward making market access commercially meaningful. 
· Nepal needs to harmonize her trade liberalization with those of India in order to avoid deflection and diversion of trade flow (without economic gain). Trade policy reform in Nepal must be analyzed in the context of the open border with India and the political economy of the relationship between the two nations. 
· Nepal’s economic realities compel normal trade concentration towards India. Besides, Nepal and India compete in the international market for products like garment, carpet, handicrafts, and agro-processed goods like tea and sugar. Thus maintaining export competitiveness vis-a-vis is highly important. The current exchange rate regime and the level of peg with Indian currency are subject to constant review to ensure that the exchange rate does not trigger loss of trade competitiveness. 
· Markets across India and Nepal and between different regions in Nepal are "connected" rather than integrated for the reason that: (i) significant price differentials exist, both across the border and across internal regions of Nepal; (ii) demand in Indian border states appears to have insignificant effect on cropping pattern and input use by Nepalese farmers and weak effect on sales by them; and (iii) localized gluts and price crashes occur. The main issue is difference between the two countries regarding subsidy regimes and government support for agriculture which has made Nepalese farm produces uncompetitive with Indian produces. This has to be assessed in light of the policy options available including the readjustment in the exchange rate if fiscal constraints are so binding. 
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� Based on findings of a study conducted by SAWTEE on Short Term Impact of Trade Liberalization on Poverty in Nepal. The study report is prepared by Dr. Yub Raj Khatiwada. 


� At average Nepal 1995/96 prices


� The global Human Development Report 2005 however shows Nepal's HDI at 0.52 and the difference mostly arises because of the different measurements of knowledge in country and global reports.


� In volume terms the growth was slower -- during 1991-95 carpet exports grew by 20 per cent in volume terms.


� During 1996-2000 and 2001-05, carpet exports shrunk in volume by an average of 2.0 per cent and 11.0 per cent respectively.


� Despite declining volume of overseas exports as mentioned above, items exported to India have grown in volume as well. 


� Unit prices are calculated from value and volume of trade figures. 


� Derived from the manufacturing census tables. Comparison of the census input and output figures for 1991 and 2001 shows a decline in value added in these products over time.  


� See UNDP, 2004 for the implication of cheap food import from India.


� In the 1990s, there was a large import of gold; and as financing of such import was not from the banking system, it was assumed that gold import was financed by workers’ remittance. So gold import equivalent amount used to be recorded under service income as short-term workers’ remittance.  That is why service income seems to be significantly increased in the middle of the 1990s. In the recent years, gold import has declined and remittance has been better recorded under transfer heads resulting to a decline in service income accounts.


� The estimated remittance in the balance of payment statistics of the Nepal Rastra Bank however does not cover all the inflow, as a large chunk of the inflow is from informal sources.


�Chuck Sheketoff and Joel Friedman, Tax and Poverty Work in International Budget Project, http://www.internationalbudget.org/cdrom/sessions/4revenue.htm.





� Nominal GDP grew by 11.75 per cent during 1996-2000.


� See Khatiwada (1994), Acharya et al (2003).


� See Agricultural Sector Performance Review 2002, AsDB, Manila.


� Nepal, India, China, Indonesia, Thailand, Sri Lanka, Malaysia and Philippines. Source: UNIDO 2001; ILO 2001.


� The estimation period was 1985-2005. The coefficient was statistically significant at 5 per cent level and R2 was 0.26.  


� Regression of real GDP against trade openness showed insignificant relationship for the period 1975-2005.
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