PREFACE

| am pleased to publish this study at a juncture when there is a great deal of interest in how foreign aid will be
mobilized in the context of federal Nepal.This study was commissioned by the Ministry of Finance; its objective
is to shed light on the way forward for articulating the processes, and respective roles and responsibilities of
key actors, in the mobilization of foreign economic cooperation in federal Nepal. The study is intended as a
point of reference for Government at different tiers, as well as for other stakeholders and actors concerned
with foreign aid mobilization. Appropriately, the study takes as its point of departure the relevant provisions
of the Constitution.

While the Constitution is clear on the headline provisions related to foreign aid mobilization, and stipulates
that the Federal Government retains a significant role in managing international economic cooperation in the
federal system,many changes will need to be made to current practice at the operational level. Systems will need
to be put in place to facilitate the on-lending and on-granting of foreign assistance by the Federal Government
to State and Local Governments. This requires changes to how resource needs are articulated, projects are
prepared, project financing and implementation agreements are signed and enforced, fiscal transfers are made,
and accountability mechanisms are understood at all levels of Government, and with Development Partners.

The complexity of Nepal’s transition from a unitary to a federal system is well known, and attendant reforms
will cut across many areas of governance and administration. The Government appreciates the significant
support we receive from our international development partners, and acknowledges that we must continue
to work together to ensure this assistance is optimally targeted to respond to development needs at various
levels; utilized efficiently and transparently; and contributes to development results, including towards Nepal’s
goal of emerging as a middle-income country and achieving the SDGs by 2030.

The Ministry of Finance will be using this study as an input to initiate necessary revision of the Development
Cooperation Policy 2014. We also know that there is much work ahead to revise existing guidelines and
operational processes related to aid mobilization and management, and look forward to collaborating across
Government institutions and with DPs and other stakeholders on this.

As we recognize that consultation, transparency, and open dialogue around issues of foreign aid mobilization
and management is of utmost importance to maintaining strong partnerships, the Ministry of Finance has
invited inputs throughout the process of drafting and finalizing this study.This included during the research and
analysis stage,and a list of consultations undertaken during that stage can be found in Annex B of this document,
and | express my sincere thanks to all those who offered their time and insights during the preparation of this
study.



Before finalizing the study, Ministry of Finance also took the initiative to organize interaction programs, with
Government and Development Partner representatives, respectively, on 22 October and 10 November 2017.
These interaction programs provided an important opportunity for Ministry of Finance to present the key
findings of the study, and to invite feedback and reactions in a forum of open dialogue. | would like to thank
those who participated in the respective programs for their contributions.The feedback and questions raised
at the two interaction programs have been summarized and included as Annex E of this study.

This study was conducted by a team of consultants from Management, Development and Research Associates
(MaDRA) engaged by the Ministry of Finance, and | would like to thank them for their work: Mr. Deepak
Neupane (Team Leader), Mr. Bijay Prasad Sharma, and Mr. Santosh Acharya. | also thank Dr.Ram Prasad Mainali,
Under Secretary and National Project Manager of the Effective Development Financing and Coordination
(EDFC) project for facilitating this study together with the entire project team, led by Mr. Tilakman Singh
Bhandari.

Finally, | would like to express my thanks for the technical and financial support provided by the EDFC project.
On behalf of the Ministry of Finance, let me express my appreciation for the EDFC project’s facilitation of
this type of analytical work which contributes to critical policy dialogue at this time of important transition
in Nepal’s history.

Baikuntha Aryal
December, 2017
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EXECUTIVE SUMMARY

After the promulgation of the Constitution in 2072 BS, unitary governance system has changed to federal system
in Nepal with seven Provinces and 753 Local Governments (LGs). During the institutional setup of federal
structure, more investment in infrastructures, institutional capacity building of governmental organizations,
enhancing the absorption capacity of Government of Nepal (GoN),is required. Similarly, a fair deal of investment
in social infrastructures like health and education is also needed to develop social capital. As the mobilization
of internal sources alone may not be sufficient to cover the cost of infrastructures, the needed investment in
them could be arranged by the means of foreign aid. The article 59(6) of the Constitution mandates the GoN
to mobilize foreign resources in the national priorities. The Constitution also has clear provisions on the role
of different tiers of government in foreign aid mobilization.While the LGs are not allowed to mobilize any kind
of foreign aid on their own, the State Governments (SGs) can well receive foreign grants with the consent from
GoN, according to the statute.

The Ministry of Finance (MoF) is developing new policy guidelines for foreign aid mobilization in three tiers
of government. With the objective of developing a prudent policy guideline for the foreign aid mobilization
in the context of federalism in Nepal, this study aims to design the mechanism for foreign aid mobilization
in the federal setup. This study also suggests the necessary changes to be made in the existing Development
Cooperation Policy, 2014.

This study is of policy relevant directive nature,and uses a descriptive methodic approach to gather information.
A set of historical timelines in major shift in foreign aid mobilization in Nepal with strategies of development
partners/donors along with their country strategies framework are reviewed and analyzed. Moreover, different
consultative meetings were conducted with policy maker, experts and concern government officers.

As the GoN has been adopting One Window SystemI for foreign aid mobilization, the Federal Government
is also in the same position to request the development partners for floating the foreign aid needed for the
execution of feasible projects.While demanding foreign aid with Development Partners (DPs) for lower tiers,
the Federal Government should give priority to intra-state and sub-national level mega projects and programs
which help to minimize the aid fragmentation and transaction costs.As the country move forward in the path
of federalism, the GoN through the MoF can coordinate with Development Partners for receiving the foreign
aid with less stringent conditions.

The process of on-lending and grant transfers takes place in three ways: from Federal to State Government,

Federal to Local Government and State to Local Government. A set of terms and conditions and transfer
procedures will be applicable in each level. The structural readjustment of the country will reorganize

1 Development Cooperation Report 2014/15
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aid modality, project demand and project design, which presents a challenge to each department in the
implementation process. Federal Government will face immense pressure to manage costs related to the
building of institutions and of new projects it chooses to accept, because under the Constitution, it will need
to raise capital and resources to fund these projects.

Aid fragmentation and increasing transaction costs might be yet another challenge in federal structure as the
number of local government increases. The effectiveness of foreign aid mobilization remains questionable,
though development partners and recipient countries have principally agreed on mutual accountability towards
the taxpayers as well as linking the outcomes of such mobilization with the National Result Frameworks
(NRF).In the context of Nepal, the concerned authorities appear to be lackadaisical to develop a progress
measuring mechanism on foreign aid by well considering the related aspects like the promotion of ownership,
assurance of accountability and transparency, and predictability in external resources.



CHAPTER

INTRODUCTION

1.1 Background

The history of mobilization of official development aid and development cooperation in Nepal is about six-
decades long. Foreign aid was a major source of development financing until the late 1980s. For example, in
the first Development Plan (1956-60),the entire development budget was funded by foreign aid. In the early
1980s,the foreign aid used to contribute some 75 percent of the development expenditure of each fiscal year.
While foreign aid used to be channelized into the country predominantly in the form of grants in the early
years, it was the loans that proved dominant in the later years. With the improvement in internal resource
mobilization, the share of foreign aid has been reduced in relative terms over time. However, in absolute terms,
the trend is on the upward direction every year, with few exceptions. While the share of foreign aid in the
annual budget was around 20 to 22 percent in FY 2012/13 to FY 2014/15 AD, it jumped to 29 percent in FY
2016/17, largely because of the post-earthquake reconstruction activities.Foreign aid is contributing around 22
percent to the current FY 2017/18. Foreign aid contributions account about 25 percent on average in the total
budgetary requirement every year.

The Government of Nepal (GoN) receives foreign aid to fill the resource gap in the country. The entire aid
amount is mobilized in accordance with the Development Cooperation Policy (DCP), 2014.Aidis mobilized
either for the stand-alone projects, for the program support or in the form of commodity support. All types
of support are subject to the formal agreements reached between the GoN and the concerned Development
Partners (DPs).The Ministry of Finance (MoF) is the sole focalagency to coordinate with the DPs. The GoN has
delegated its authority to the MoF for coordinating, facilitating and mobilizing the foreign aid in the country.

After the promulgation of the Constitution in 2072 BS, the governance structure has changed. The country saw
a momentous political shift from a unitary governance system into a federal setup. The Constitution has clearly
provisioned for 7 provinces and 753 Local Governments.These provinces will act as State Governments (SGs).
In March 2017, the GoN dissolved the then local bodies (District Development Committees, Municipalities
and Village Development Committees) and replaced them with four types of Local Governments (LGs) —
Metropolitan Cities, Sub-Metropolitan Cities, Municipalities and Rural Municipalities.

The Article 59 (6) of the Constitution mandates the Government of Nepal to leverage the foreign resources in
order to maintain macro-economic stability in the country. TheConstitution also has clear provisions on the
role of Federal and State Government in foreign aid mobilization. Though the LGs are not allowed to mobilize
any kind of foreign aid on their own, the SGs can receive foreign grants and assistance with the permission
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from the Federal Government (FG). The Federal Government can receive all kinds of foreign aid, be it the
grants or the loans.

The Article 60 of the Constitution has provisions regarding the fiscal transfer from the FG to SG and LG as
well as from the SG to LG. The FG transfers the resources to the lower tiers of government in four forms-
Equalization, Conditional, Counterpart and Special Grants. The LGs also receive funds from their SG in the
same manner. The SGs and LGs enjoy a leeway to use the Equalization Grant and Conditional Grant. When it
comes to the other two remaining forms of grant, Counterpart and Special, no fund so far has been allocated.
The GoN formulated the first federal budget for the current FY 2017/18 through which 18.6 percent of the total
budget has transferred to the LGs.This portion contains foreign aid, as many of these programs and projects are
funded by the international donors.

As per the Constitution, the SGs and LGs have clear mandates on the functions to be carried out by them.
In fact, they are bound to suffer huge resource gaps while fulfilling their role and responsibilities. Although
these governing entities can mobilize their own internal resources, this alone cannot adequately meet the
development needs and aspirations. They may ask the FG for the required resources to execute development
projects but the FG itself is not in a position to address such concerns. Therefore, foreign aid mobilization
becomes necessary for carrying out development activities within their mandates. The FG needs to receive and
transfer the foreign aid to fill the resource gaps. As there is no clear modality on how to mobilize the foreign aid
in the federal set-up, the MoF has designed these guidelinesfor effective and efficacious mobilization of foreign
aid in different tiers of the government.

1.2 Obijectives of the Study

The main objective of this study was to develop a prudent policy guideline for the foreign aid mobilization in
the context of federalism in Nepal. The specific objectives were;

. To draft an implementable policy for foreign aid mobilization guideline in Nepal in the context of
Federal setup.

. To suggest a set of actions to implement the prescribed policy guidelines.

. To suggest the mechanism of foreign aid transfer from Federal to the State and Local Governments.

. To suggest the amendments to the current Development Cooperation Policy, wherever required.

1.3 Scope of the Study

The Constitution of Nepal 2072 BS promulgated by the duly elected Constitutional Assembly has changed the
governing system of Nepal from a unitary model to federal one. In line with the provisions of the Constitution,
foreign aid mobilization mechanism, with a set of actions, is to be developed, DCP, 2014 as well as Loans and
Guarantee Act 1968 and other relevant policies and legal documents would have to be reviewed. Furthermore,
foreign aid mobilization mechanism in those federal countries that contextualize the socio-economic
characteristics of Nepal had to be reviewed.

1.4 Methodology

An analytical method, comprising of conceptualization, desk review, consultative meetings, and situation
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analysis and group discussion methods were adopted to carry out the study.

1.4.1 Conceptualization

As this study is much more based on policy issue, it requires a descriptive methodic approach to gather
information. A set of historical timelines in major shifts in foreign aid mobilization in Nepal with development
strategies of development partners/donors along with their country strategies framework reviewed and
analyzed. The Constitution of Nepal has already been promulgated and is in the course of implementation.
Remarkably, it brings drastic changes in the political structure and administrative operation apart from
marking a paradigm shift in the entire development perspective of the country. Many polices will go through
the gradual improvement in the course of Constitution implementation along with the three tiers governance
system.Resource sharing, capital generation and assets regeneration structure will be redefined in each tier.

On the one hand, in linewith the DCP, 2014,the DPs continue to funnel more funds into Nepal’s socio-economic
endeavours. On the other, the country’s concerned machineries have long been unable to properly use public
funds.Such being the reality, the ownership of the resources in the management of the fund to be invested in
the development sectors would of course be fundamental issues in the realm of foreign aid.

1.4.2 Desk Review
1.4.2.1 Constitutional Provision of Foreign Aid Mobilization in Nepal

The article 59 (6) ofthe Constitutiondelegates full authority to the FG to receive and mobilize foreign aid to
expedite the economic development of the country.Similarly, the schedule 5 of the Constitution entitles the FG
to mobilize foreign aid (loan, grant and assistance) while the schedule 6 delegates power to SGtomobilizeforeign
grants and assistance with the consent of the FG.

1.4.2.2 Development Cooperation Policy, 2014

The DCP, 2014 introduced after repealingthe Foreign Aid Policy (FAP), 2002 is the prime policy guideline
for the administration of foreign aid. This policyhas endorsed all the declarations of foreign aid mobilization
starting from Rome(2003) to Mexico (2014) and is widely recognized as something well suited for the unitary
system. This policy subjectively has accepted the need of foreign aid and the same provision will probably
continue to remain in practice for some more decades to come.

The governance system of Nepal now has been changed to federal systemand thechanges made both in
governance system and governing entities have to be seriously considered while developing the modus
operandi of foreign aid mobilization for federal setup.

Furthermore, the declarations of the Fifth Biennial High-Level Meeting of the Development Cooperation
Forum, New York (2016) and Second High-level Meeting of the Global Partnership for Effective Development
Cooperation Forum, Nairobi (2016) have also to be addressed in the DCP.

Being a stakeholder of the said declarations, the country still lacks concrete and result-oriented foreign aid
strategies.Similarly, lower tiers of government are not allowed to use foreign aid directly but theNRF will be
based on the performance of lower tiers of government.Therefore, the DCP also needs to address such gap in

order to create a suitable atmosphere for the best possible mobilization of foreign aid.

Effectiveness of the foreign aid at the local level depends on how LGs are facilitated and empowered to mobilize

3]
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such aid. FGmust develop clear guidelines, mechanisms and set of actions for the best possible utilization of
external assistance at the local level. So,the existing policy also needs to be revisedby considering this fact.

1.4.2.3 Review of International Declaration on Aid Mobilization

The study team reviewed the seven High-Level Forums on aid effectiveness along with the High-Level Meetings
of the global partnership for effective development cooperationranging from First High-Level Forum Rome
(2003) to Second High-Level Meeting of the Global Partnership for Effective Development Cooperation
Forum, Nairobi (2016).

1.4.2.4 Review of International Practices on Aid Mobilization

During the study period, the foreign aid mobilization practices adopted by some federal and other relevant
countries have been reviewed and the applicable aspects have been incorporated in this report. The name of the
countries and their foreign aid mobilization practices have been stated in Annex A.

1.4.3 Consultative Meetings

Consultative meetings with former and in-service key policy makers, senior officers and individual expertswere
organized for in-depth analysis of the technical aspects anddeveloping directives for foreign aid mobilization
in the federal setup of Nepal.During the study period, the multilateral, bilateral development partners werealso
consultedto acquire updated information about their aid strategies and frameworks.

Lists of individuals and institutions consulted during the study program are presented inAnnex B.

1.5 Limitations of the Study

. The foreign aid flow mechanisms and set of actions suggested by the current and retired officers of the
GoN are strictly their own individual opinions that might differ with oneanother.

. The foreign aid mobilization modality, which is proposed by taking the best international practices into
account, may or may not exactly represent the socio-economic characteristics of Federal Nepal.

. The study will only cover the mobilization of the Official Development Assistance (ODA).



CHAPTER

REVIEW OF
FOREIGN AID
MOBILIZATION

2.1 International Declaration on Aid Mobilization

High-Level Forums on Aid Effectiveness (HLFs) sponsored by the Development Assistance Committee (DAC)
Working Party on Aid Effectiveness (WPAE) are being convenedwith an aim to assess and meet the ambitious
targets set by the MDGs and SDGs. Such forums were held inRome (2003), Paris (2005), Accra (2008), Busan
(2011), Mexico (2014), New York (2016) and Nairobi (2016) respectively?. The following is a brief summary of
the principles adopted by these forums.

2.1.1 First High-Level Forum (Rome, 2003)

The Rome forum resulted in the adoption of the following priority actions, embodied in the Rome Declaration:

. that development assistance be delivered based on the priorities and timing of the countries receiving
it.
. that donor efforts concentrate on delegating co-operation and increasing the flexibility of staff on

country programs and projects.

. and that good practice be encouraged and monitored, backed by analytic work to help strengthen the
leadership that recipient countries can take in determining their development path.

2.1.2 Second High-Level Forum (Paris, 2005)
The Paris Declaration, a product of HLF2, outlined the following five fundamental principles for making aid

more effective:

. Ownership: Developing countries set their own strategies for poverty reduction, improve their
institutions and tackle corruption.

. Alignment: Donor countries align behind these objectives and use local systems.

. Harmonization. Donor countries coordinate, simplify procedures and share information to avoid
duplication.
. Results: Developing countries and donors shift focus to development results and results get measured.

. Mutual accountability. Donors and partners are accountable for development results.

2 Comparative Analysis of Foreign Aid in Selected Countries. Law Library of Congress.
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2.1.3 Third High-Level Forum (Accra, 2008)

This forum was convened in order to strengthen and deepen implementation of the Paris Declaration. The
Accra Agenda for Action (AAA) was centered on capacity development and it proposed improvement in
ownership, partnerships, and the delivery of results. The key points agreed as part of the AAA are:

Predictability - donors will provide 3 to 5 years forward information on their planned aid to partner
countries.

Country systems - partner country systems will be used to deliver aid as the first option rather than
donor systems.

Conditionality - donors will switch from reliance on prescriptive conditions about how and when aid
money is spent to conditions based on the developing country’s own development objectives.

Untying - donors will relax restrictions that prevent developing countries from buying the goods and
services they need from whomever and wherever they can get the best quality at the lowest price.

2.1.4 Fourth High-Level Forum (Busan, 2011)

The Busan Partnership for Effective Development Co-operation reinforced the principles that were adopted in
the three earlier forums and specifically re-emphasized the following:

Ownership of development priorities by developing countries
Focus on results
Inclusive development partnerships

Transparency and accountability to each other.

2.1.5 First High-Level Meeting (Mexico, 2014)

This meeting played a vital role to move the Busan agenda even further. It directed to form a global partnership
for effective cooperation. Major achievements of this meeting are as follows:

* Review the global progress in making development cooperation more effective
Agree on action to boost progress

Anchor effective development cooperation in the post 2015 global development agenda.

2.1.6 Fifth Biennial High-Level Meeting (New York, 2016)

This meeting accentuated on effective implementation of the 2030 Agenda through development cooperation.
Key messages and policy recommendations of the forum are as follows:

Development cooperation in the 2030 Agenda and Addis Agenda;

Aligning development cooperation to support national sustainable development strategies;
Bridging capacity gaps and facilitating technology development and transfer;
Strengthening the contribution of South-South cooperation to sustainable development;
Engaging the private sector in development cooperation; and

Strengthening monitoring and review of development cooperation for better sustainable development
results
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2.1.7 Second High-Level Meeting (Nairobi, 2016)

This meeting expressed commitment to effective development cooperation as a means to activate the universal
and inter-related Sustainable Development Goals (SDGs). This also reaffirmed the spirit of partnership in which
the unity of purpose, interdependence and respective responsibilities were recognized. The major outcomes of
the meeting are as follows:

. Emphasis on ownership of the development priories by partner countries receiving support
. Focus on results

. Inclusive partnerships

. Transparency and accountability

2.2 Trend of Foreign Aid in Nepal

Right after the Rana regime, the first official budget was announced in 2008 BS. The government felt the need
to have a resource planning to enter into a new era of formal financial and economic sector development. The
project management tools such as expenditure procedures, reporting, disbursement and accounting of the
funds were first introduced along with the introduction of budgetary system in the country. The resource gap
between the budgetary spending and revenue was first realized and then it was considered as one of the prime
issues to be plugged in through the injection of external resources rather than the regular resource supply
through the budgetary framework.

The Colombo Plan, which was announced in 1950AD during the summit of commonwealth countries in
Colombo, Sri Lanka, aims to provide foreign aid in cooperative, economic and social development to the
countries belonging mainly to the Asia and Pacific regions. Nepal joined in the Colombo Plan in 1952 AD and
later started to receive the grants in human capital development through the scholarship programs offered by
different countries especially for the studies in the professional and technical areas. During the 1950s, Nepalese
scholars pursued abroad studies under such programs envisioned by the Colombo Plan. Remarkably, this was
considered a first ever multilateral development support for Nepal. In sync with this Plan, the country received
grants for as vital sectors as agriculture, transport, infrastructure, hydropower, communications, education,
health and industry.

The development cooperation in Nepal shifted along with the changes in development paradigms of the
first world countries after the Second World War. Multilateral financial institutions were established and the
developed countries aggressively came forward with development cooperation fund to assist the developing
and underdeveloped ones. During the 1960s, Nepal also opted for foreign aid and bilateral grants to launch
development and infrastructure projects. During the same period, Japan emerged as the largest donor to
Nepal providing assistances to various infrastructure projects of the latter ranging from infrastructure to social
sectors. It also assisted in the water supply, hydropower projects, highway and many other social capital assets
generation projects. Other donors such as India, China and the United States lent support in the road networks,
public enterprises, factories, integrated development projects apart from education and health sectors.

Moreover, in the 1960s, the amount of loans received by Nepal was higher than that of grant. The government
implicitly agreed on its policy to receive foreign loan on project specific. Thus, the percent of foreign aid as a
loan over the grant increased from less than 4percent between 1965 and 1970 to more than 25percent by 1988
AD.
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The 1970s marked a remarkable shift in the nature of foreign assistant as the trend of categorizing the grants
into “soft loan” was set in motion particularly after the full operation of the Asian Development Bank (ADB)
and World Bank Group (WBG). The multilateral assistance program that received in the form of grants from
the World Bank and ADB played a significant role to significantly impact the development planning and project
management and implementation. This was evident with the multilateral loans on the projects and programs
starting to dominate the total foreign aid amount by gradually replacing the grants.

The donor perspectives on the foreign aid was redefined when the World Bank created Nepal Aid Group
(NAG) in 1976 AD in association with the multilateral and bilateral development partners actively working
in the economic development of Nepal. The door was opened to every development partner to join in the
NAG after a few multilateral and bilateral development partners did the same; the number had reached 32
members by 1987 AD. The NAG became a catalytic agent to organize the multiple and bilateral donors for
making available official development assistants to meet the growing demand of capital expenditure required
for the development projects and programs.

During the 1980s a large portion of the foreign aid came inform of grant while concessional loans accounted for
small percent of such aid. In a broader sense, this can be ascribed to a major change seen in the global economic
order during that time period. In the beginning of the 1960s, the net disbursement of the ODA stood at US$
8 million. In fact, the very figure went up sharply in the mid of 1980s and reached the average disbursement
of US$ 200 million annually which accounted about 7 percent of the country’s total Gross Domestic Product
(GDP). The total foreign aid and assistant received in 2015 was recorded at US$ 1.74 billion, that was around
86 percent, whereas 14 percent of the total assistant was received from International Non-Governmental
Organizations (INGOs)3.

Until the beginning of the 1990s, the aid modality was guided with specific investment portfolio. The external
aid was mainly received in four categories and each of them had a specific development approach. The
project aid mostly received in the form of loan was used in the infrastructure development such as irrigation,
hydroelectricity and road projects. During the 1980s, the commodity grant was tied up with food aid program
along with infrastructure development, agricultural extension and inputs such as chemical fertilizers, seeds and
seed development and construction materials. Technical Assistance was also received in the form of foreign
aid. Knowledge management, technology transfer and skill manpower development fell under this type of aid.
The fourth category of the aid was mostly associated with the social and human capital development sectors.
Until the beginning the 1990s most of the grants were received particular in health, education, water supply and
sanitation. Debt as a percentage of GDP saw a rise from less than 0.1percent during1974-75 AD to almost one
percent in1987-88 AD. Therefore, the outstanding debt in this period increased from Rs346 million to almost
Rs. 21 billion#.

The information provided above suggests that Nepal became heavily dependent on foreign aid. This became
increasingly evident with the total amount of bilateral grants exceeding that of multilateral loans. Eleven UN
agencies, eight private agencies and seven multilateral lending agencies floated loans to Nepal. Furthermore,
the World Bank created the NAG in 1976 AD which comprised of sixteen countries and sixteen international
agencies by 1987AD. This group initially provided Rs1.5 billion in grants in 1976-77AD, which drastically
increased to Rs5.6 billion in 1987-88 AD.

Nepal continued to rely on foreign aid rather than domestic resources during the 1980s.The Debt/GDP ratio
increased from less than 0.1 percentin 1974-75 AD to almost 1 percent in 1987-88AD. This caused an enormous
increase in outstanding debt, from Rs346 million to Rs. 21 billion.

3 Develapment Cooperation Report, 2014/15
4 Economic Survey, 1987/88
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Nepal has been a major recipient of the foreign aid since the 1950s. The country receives such aid mainly in the
forms of Grant, Loan, Technical Assistance and Humanitarian Aid. The modes of foreign aid also vary among
Cash, Reimbursement, Direct Payment and Commodity support. The historical annual aid mobilization data
is presented in the Annex C.

The data shows that in the early period foreign aid was the major source of development expenditure. With
the improvement in internal resource mobilization, the contribution of foreign aid slowly declined. Notably,
the rate of such contribution is now more or less stable as it stands at a quarter of the total annual expenditure.
Likewise, the grant was dominant in the early stages which is replaced with the loan in the later stages.

While the GoN has been putting efforts to channelize the entire foreign aid through national system, around
one/thirds of the aid are oft-budget. In FY 2015/16 about 63percent of ODA (US $678.65 million) was disbursed
through on budget projects and 37percent (US $ 395.41 million) through off- budget projects. Of the 63percent
of ODA, 74percent was channelized through the national treasury where as 26percent of the disbursement
was through off treasury, though it was reflected in the Redbook. It indicates that fund providers settled the
amount directly during the project implementation. Even 37percent of ODA is out of the budgetary system (it
is off treasury) and it covers mostly technical type of assistance implemented under the various governmental
agencies. There must be combined efforts on the part of all tiers of government to ensure that the entire foreign
aid comes through the country’s budgetary system.

2.3 Legal and Policy Framework

Loans and Guarantee Act, 1958 first ratified to regulate and direct the foreign loan and offering guarantee on
any form of loan received from multilateral and bilateral agencies. Than after a Foreign Aid Policy 2002, a
written government’s policy paper was endorsed to harmonize the foreign aid in Nepal.

2.3.1 Loans and Guarantee Act, 1968

As per the Loans and Guarantee Act, 1968, the GoN has been increasing the amount of ceiling set on the inflow
of foreign loans under the unitary system. In the federal structure, the federal government is required to borrow
foreign loans in different forms (bilateral or multilateral; concessional or other forms of loan) to bridge the
resource gap in all tiers of government. As such, this act shall set certain criteria on the mobilization on external
loan assistance under the federal set-up.

The act should be more specific on the significant projects and programs rather than offering a guarantee to
a few public enterprises. In federal setup, there might be state- owned enterprises in all the seven provinces.
Similarly, the central government could well face the financial obligations of pursuant its guarantee to these
provinces which will have a number of enterprises in their respective territories. If it happens, the chances of
the national economy falling into a vicious debt trap are simply high.

2.3.2 Foreign Aid Policies of Nepal

The positive role of development partners on mobilization of resources for economic development is something
that has been anticipated by the government of Nepal since the beginning of foreign aid inflow to the country.
The foreign aid policy framework was formulated over the period of time in order to direct the external
assistance to the desired sectors to boost up the national economy. The revision of the policy is a regular and
common phenomenon as it needs to be customized according to the changing context of the international
development partners and recipient countries.
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The Foreign Aid Policy, 2002 AD was replaced by Development Cooperation Policy, 2014AD. The very move
was gravitated towards readjusting the fundamentals of the country’s foreign aid sector in sync with the shifting
values of the aid philosophy in the global scenario. The political system and structure is drastically overhauled
with the implementation of the Constitution in Nepal. The federalized governing power and authorities have
been devolved to all the states and local governing bodies enumerating their role and responsibilities in the five
to eight schedules of the Constitution. In such situation, the resource sharing will have to be clearly defined at
all three levels on the basis of need, opportunity, risk and sensitivity.

Though the foreign aid has been regarded as a crucial instrument for the economic development of the
country since the beginning of the fifties, the MoF had been functioning without a written policy framework
on such till2002 AD. The Foreign Aid Policy 2002 AD was the first breakthrough in terms of delineating and
stream lining the government’s strategies in a written version on the use of external resources to help Nepal’s
development efforts. The policy document has covered the macro level issues associated with development
partners, development activities, dysfunctional of the project and program staff along with the monitoring
from the perspective of national and international development partners. The document hardly addresses the
issue of the ownership of the projects in the context of the donors setting their own conditions in the country
strategy frameworks.

2.4 Disbursement Pattern of Foreign Aid

The capital expenditure under foreign aid is not that much encouraging in development process in Nepal.
Low disbursement of the capital expenditure of foreign aid did not improve over the years. Nepal Portfolio
Performance Review, 2014 pointed out that only 74% of grants and 36% of loans disbursed against allocation
in FY 2012/13 i.e. annual disbursement of foreign aid in FY 2012/13 was US$ 970 million and US$ 928 million
from DPs and MoF respectively.

The reasons for low disbursement were inefficient allocation capacity, scattered allocation, more than 500
projects outside the control of monitoring and evaluation, resource dispersed on small projects, lack of result
orientate projects, etc. The official data produced by the MoF shows that in 508 projects were funded by DPs in
FY 2012/13, among them UN group engaged in 138 projects, EU in 76 projects, ADB in 68 projects, WB and
other bilateral DPs were involved in the rest of the projects.

The other reason of inefficiency of disbursement was also due to lack of project readiness such as pre-requisites
(for instance land acquisition, detailed design,) etc. are not fulfilled during the budgeting stage. And also, most
of the projects were supply driven and were not linked with the periodic plan, MTEF and the annual national
budget5.

2.4.1 GeographicalArea

The distribution of foreign aid lacked uniformity in different geographical regions of the country. The data of
the fiscal year 2072/73 BS shows that the Central Development Region was entitled to the highest amount of
foreign aid while the Mid-Western Development Region got the least portion of it. Although the district level
disaggregated data is not available, the region wise data indicates the dominancy of certain geographical areas
in receiving foreign aid over the others.

5 Capital Expenditure and Lower Disbursement in Development Projects Baikuntha Aryal Joint Secretary Ministry of Finance Nepal Portfolio Performance Review
Meeting Kathmandu 23 April 2014
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Table|: Development Region-wise Foreign Aid Status (FY 2072/73)

Development Regions Amount (US$ in million) Percent
Eastern 79.71 13.29
Central 253.19 42.2
Western 82.78 13.8
Mid-western 108.59 18.1
Far-western 75.73 12.61
Total 600 100

Source: Development Cooperation Report 2072/73
2.4.2 Foreign Aid Management

The MoF is responsible and has authority for the coordination and mobilization of bilateral and multilateral
develo