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Nepal has finally made a transition from unitary to federal system of
government following successful completion of local, state assembly and
federal parliamentary elections. Nepalis elected local representatives after a
gap of almost two decades through three phases of elections held in May, June
and September. These polls were followed by two phases of state assembly
and federal parliamentary elections on November 26 and December 7.

The presence of elected representatives at local, state and federal level
has heightened aspirations of people. They are hoping to see greater job
opportunities, rise in income level, improvement in living standards and delivery
of quality education, healthcare and other public services in the coming days.
Expectations from subnational governments, especially local bodies, are even
more, because they are closer to the people and could ensure effective and
efficient delivery of public goods and services.

Before the transition from unitary to federal system of government, Nepal
had five development regions and 14 administrative zones. These regions
and zones have now been scrapped. Nepal currently has a completely new
second tier of government, under which seven states have been created.
At the local level, Nepal used to have 75 district development committees,
217 municipalities and 3,157 village development committees. They have
now been replaced with 77 district coordination committees -- because of
creation of 77 districts from 75 in the past -- and 753 local bodies, comprising
6 metropolitan cities, 11 sub-metropolitan cities, 276 urban municipalities and
460 rural municipalities.

The biggest highlight of the federal setup is empowerment of subnational
governments. The newly formed states and local bodies now have the power
to make decisions on their own and exercise various authorities. These rights
have been enshrined in the constitution endorsed in September 2015, which
has devolved power, authorities and responsibilities concentrated at the centre
in the past to subnational governments. With this change, the state and local
governments, according to the constitution, can now make laws, annual
budget and decisions, and formulate and implement policies and plans on
any financial matter within their respective jurisdictions. These laws, policies
and plans, however, should be consistent with those framed by the federal
government.

This is a sea change in a country which has forever been ruled centrally. Many
believe the decision to carve out and empower lower tiers of government,
especially the local bodies, will bridge the gap between people and
government, instill a sense of ownership among people, generate opportunities
at grassroots, make public service delivery effective, and promote bottom-up
development.

Yet there are challenges because Nepal is experimenting with federalism for
the first time. And nobody quite sure knows how this will unfold.

FEDERALISM, A COSTLY AFFAIR

The guiding document to institutionalize federalism in Nepal is the constitution,
which has clearly spelled out functions of the federal, state and local
governments. This charter is currently being unbundled, leading to formulation
of various Acts, which are providing a clearer picture on judicial, organizational,
administrative and operational matters in the federal structure.

Since the promulgation of the constitution, the government has introduced
over three dozen laws, including the Local Government Operation Act, the
Intergovernmental Fiscal Management Act and the National Natural Resource
and Fiscal Commission Act, which are necessary to bring federalism into
operation. Some of the bodies envisaged by the constitution, such as the
Commission for the Investigation of Abuse of Authority, the Public Service
Commission, the Election Commission, and the National Human Rights
Commission were set up before new charter was promulgated. They will
function accordingly in the new federal set up. Also, laws to set up other
constitutional bodies, such as the Women Commission, the National Inclusion
Commission, the Indigenous Nationalities Commission, the Dalit Commission,
the Madhesi Commission, the Tharu Commission and the Muslim Commission
are already in place.

The new government should now create all these bodies and other institutions,
or overhaul the old ones, as per the provisions in the constitution and
mobilize a team of quality human resources to ensure smooth transition to
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the federal system. This is expected to cost hundreds of billions of rupees.
The Ministry of Finance recently said Rs820 billion, or over 30 percent of the
GDP, would be required to build various physical infrastructure, mainly offices,
at state and local levels, enhance capacity of human resources at all tiers of
the state and launch voluntary retirement scheme for government officials. The
cost also includes one-year salary of staff at states and local bodies.

To reduce administrative costs, the government is mulling over limiting the
number of ministries to around 15, from existing 31, at the centre and to 7 at
the states. The size of Council of Ministers at the centre, which ballooned to 54
during Sher Bahadur Deuba'’s rule, also should not exceed 25 once the new
government takes office, says the constitution. Also, efforts are being made to
utilize available stock of government officials for recruitment at newly formed
states and local bodies.

These cost-saving measures will go a long way in institutionalizing federalism
and maintaining fiscal discipline. Yet certain costs must be borne by the central
government every year to maintain peace and security, deepen relations with
foreign countries, stimulate economic growth, bridge the physical infrastructure
gap, enroll citizens in social security schemes, execute day-to-day works at
the centre, and manage emergencies. The central government, in the current
fiscal year, allocated around 59 percent of its annual budget for national
security, management of judiciary and federal administrations, foreign affairs,
domestic and foreign debt servicing, pension and gratuity, social security,
share and loan investment in state-owned enterprises, higher education,
reconstruction, implementation of national pride projects, election, and natural
disaster and other emergency management. This spending, according to
Ministry of Finance officials, cannot be reduced in the coming years.

This statement from Finance Ministry officials comes at a time when the central
government's spending is expected to further go up, as the constitution has
directed distribution of four types of grants -- fiscal equalization, conditional,
matching and special -- among states and local bodies. The constitution has
clearly said that the central government would be responsible for distribution of
these grants, which will cost hundreds of billions of rupees every year.

This is a clear indication that the central government will need huge financial
resources in the coming days to implement federalism.

TOO FEW SOURCES OF REVENUE

The government's main sources of income are value added tax (VAT),
income tax, and customs and excise duties. These taxes and duties account
for over 90 percent of government's revenue. The Intergovernmental Fiscal
Management Act has clearly said central government must distribute 15 of
VAT and excise duty collected from domestic products among local bodies
and another 15 percent among states from the next fiscal year. The central
government also needs to distribute 25 percent of royalties generated from
use of natural resources, namely mountaineering, electricity, forests, and
mines and minerals, among local bodies and another 25 percent among states
from the next fiscal year. These revenue sharing mechanisms are expected to
put a dent in central government’s coffers.

This means the central government may find it difficult to manage expenses if
local bodies and states fail to diversify their revenue sources.

The Intergovernmental Fiscal Management Act has allowed local bodies
and states to collect a slew of taxes and fees, on condition they do not affect
national economic policy, labor markets, movement of goods, services and
capital, and neighboring states and local bodies.

Taxes that local bodies are allowed to collect are: property, house rent, real-
estate registration, vehicle, land, entertainment, advertisement, business
and hoarding board. The Act has also allowed local bodies to impose fees
on services, tourism, vehicle parking, rent raised by organizations like trusts
(guthis), collection of herbs and scrap, and operation of carts, rickshaws,
cable cars and boats. Local bodies are also allowed to generate revenue by
imposing fine as per the prevalent law.

The states, on the other hand, are allowed to collect real-estate registration,
vehicle, entertainment, advertisement, agricultural income, road construction
and maintenance, ticket and sin taxes (particularly from casino gambling and
lottery). States can also impose fees on services and tourism, and collect fines.
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However, local bodies and states may not restrict themselves to collection of
taxes and fees as mentioned in the Intergovernmental Fiscal Management
Act, because the constitution has given them the leeway to “impose taxes
on matters that fall within their respective jurisdiction”. This provision may be
helpful for states and local bodies to diversify revenue sources. But considering
concentration of economic activities in handful of areas, many subnational
governments may not be able to find buoyant revenue sources to maximize
income.

Historically, the contribution of taxes and fees of subnational governments in
total revenue collection has remained low in Nepal. For example, tax income
of erstwhile district development committees and municipalities and income of
erstwhile village development committees accounted for 1.14 percent of the
central government’s tax revenue in Fiscal Year 2014-15. That share stood
at 1.12 percent in 2013-14 and 1.25 percent in 2012-13. The contribution of
subnational governments in total revenue collection of the country is not likely
to change much in the federal set up, because of lack of economic activities in
many local bodies and states.

The government has, however, said income of local bodies remained low in
the past because most of the tax rates and fees had not been revised since
1999 when Local Self-Governance Regulation was enforced. The tax and
fees collection, according to the government, would go up once the rates are
revised. But upward revision in tax rates may not always result in higher tax
collection, because tax compliance rate at the local level, as per estimates,
hovers around mere 35 percent. This rate will not go up unless subnational
governments are responsive to people’s needs.

Taxpayers generally do not hesitate to pay extra price if they get what they
want at the right time. So, local governments should start thinking of ways
to collect fees based on delivery of public goods and services, like electricity,
transport and document processing, rather than simply imposing taxes. This
would help local bodies widen their non-tax revenue base.

In many countries, for example, local bodies purchase electricity and water
in bulk from utility companies and sell them to consumers. This does not
necessarily cause prices of these commodities to jump because retail
electricity and water prices are fixed by factoring in leakages that take place
during distribution. If utility companies supply these commaodities in bulk to
local bodies, leakages will go down, enabling them to reduce the wholesale
price of electricity and water. Local bodies can then sell these commodities
at existing prices and generate profit as well if they are able to further control
distribution leakages.

So, local bodies must think of innovative ways to generate revenue through
their own sources. In this regard, the central government should also play
facilitator’s role.

In the past, a lot of confusion was created by the provision on double taxation,
for instance. Before the country embraced federal setup, revenue sources,
such as house rent tax, were assigned to the centre as well as municipalities.
At that time, the centre was allowed to collect 10 percent house rent tax, while
municipalities were allowed to impose 2 percent of the same tax. But due to
confusion over whether central tax rate of 10 percent comprised the 2 percent
share of municipalities, municipalities were not able to effectively collect house
rent tax.

The new Intergovernmental Fiscal Management Act also has provisions on
double taxation. For example, service and tourism fee can be collected by all
three tiers of government, while real-estate registration, vehicle, entertainment
and advertisement taxes can be levied by both states and local bodies. The
centre has recently said taxes and fees that could be simultaneously imposed
by different tiers of government would be collected from a single window at
local bodies and distributed accordingly. This single window system must be
implemented to avoid any confusion. This would also help local bodies and
states to increase their income.

VERTICAL & HORIZONTAL FISCAL GAPS

Despite the assurance of a single window for tax collection and the possibility
of expanding the revenue base through revision in tax rates and enhancement
in tax compliance, income of most of the states and local bodies will not be
adequate to cover their entire expenses because major sources of revenue,
such as VAT, income tax, customs duties and excise duties, will continue to
remain with the central government. The constitution has also clearly said that
these taxes would be collected by the federal government. So, approximately
80 to 85 percent of the revenue, as per a World Bank estimate, will remain with
the centre in the federal setup as well.

This is expected to create a vertical fiscal gap, meaning most of the states
and local bodies will rely on the centre to deliver public goods and services,
because of inability to generate own income to cover expenses. This is a
complex problem to solve because the centre, as per international evidences,

is more efficient in collection of major taxes, such as income and consumption,
while subnational governments, especially local bodies, are more efficient
in delivery of public goods and services. This combination of centralized tax
collection system and decentralized service delivery provision, which creates
vertical fiscal gap, is expected to hit states and local bodies, which now have
to shoulder lot bigger responsibilities than before.

Local bodies, according to the constitution, now have to manage town police;
oversee local level development plans and projects; provide education up to
secondary level; build local, rural and agricultural roads and irrigation projects;
provide basic healthcare and sanitation services; manage local markets;
protect environment; conserve biodiversity; manage village, municipal and
district assemblies and local courts; and engage in mediation and arbitration.

States, on the other hand, have to manage state police administration; oversee
operation of banks, financial institutions and cooperatives; build electricity,
irrigation and water supply projects; oversee state universities, libraries and
museums; build highways; manage (state-level) Public Service Commission;
explore and manage mines; formulate plans for use of forests and water, and
management of environment; promote agricultural, livestock, trade, business
and transportation sectors; and expedite industrialization.

If states and local bodies fail to cater these services in an effective and efficient
manner, dissatisfaction may arise, triggering social unrest. This will erode
people’s trust in federal system of government and weaken democracy. The
challenge now is to raise the income generating capacity of local bodies and
states so that vertical fiscal gap can be narrowed as much as possible.

What is also worrying is creation of the horizontal fiscal gap because of
disparity in socioeconomic development. This is expected to widen inequality
among states and local bodies. To cite an example from a World Bank report,
per capita revenue generated by Kathmandu district through its own resources
is 10 times that of Darchula, a remote district in far-western Nepal. This will
continue in the federal context too because poverty and other socioeconomic
indicators follow a similar pattern and these differences are reflected in the
strong spatial concentration of tax bases and the even wider differences in tax
collection, says the World Bank’s latest Nepal Development Update. Another
leading development partner of Nepal, the Asian Development Bank, has
also highlighted the problems of horizontal and vertical fiscal gaps in its 2011
report titled ‘Fiscal Decentralization and Fiduciary Risks: A Case Study of Local
Governance in Nepal'.

FEW AVENUES TO BRIDGE THE GAP

The only instrument available with the government to bridge the horizontal and
vertical fiscal gaps is grant. The Intergovernmental Fiscal Management Act,
ratified by Parliament in October, has envisaged four types of grants -- fiscal
equalization, conditional, matching and special -- for states and local bodies.
These grants will have to be provided by the central government every year.

Of these grants, matching and special grants will be provided by the central
government, while fiscal equalization and conditional grants will be provided
based on the recommendation made by the National Natural Resource and
Fiscal Commission, which is yet to be formed. The commission will devise
a formula based on parameters such as geographic area, population, cost
of service delivery, incidence of poverty and ability to generate financial
resources to recommend grants for subnational governments. It will also
devise formula and methodology for distribution of value added tax and
excise duty among three tiers of government. The commission will also devise
formula and methodology for distribution of proceeds generated from use of
natural resources, namely mountaineering, electricity, forests, and mines and
minerals, among three tiers of government.

The commission, however, cannot get a full shape now as its chairman
needs to be appointed by the Constitutional Council, which is headed by the
prime minister and comprises opposition leaders and House speaker, among
others. However, the Ministry of Finance is planning to set up the secretariat
of the Commission soon and appoint a secretary to lead it for the time being
so that there is no delay in distribution of grants, revenue and royalty among
subnational governments in the next fiscal year.

In the absence of the commission, the central government, through its annual
budget, has allocated Rs 225.05 billion as fiscal equalization and conditional
grants for local bodies in the current fiscal year. Of this amount, Rs148.63
billion is in the form of fiscal equalization grant and Rs76.41 billion is in the form
of conditional grant. These grants, according to the Ministry of Finance, would
be provided to local bodies every four months in mid-July, mid-November and
mid-March. Based on this arrangement, first two tranches of grants, amounting
to around Rs150 billion, have been transferred to local bodies.

The centre has also allocated fiscal equalization grant of Rs7.14 billion for
state governments in the current fiscal year. The amount allocated for state
governments in the current fiscal year is quite small because the state
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representatives were elected in December, after almost five months into the
fiscal year. The central government hopes the amount would be enough for
the transitional phase and adequate amount would be allocated from next
fiscal year onwards. This is an indication that the government’s spending on
subnational bodies would increase substantially from the next fiscal year.

In fact, the government’s spending on subnational bodies is already high.
Grants to subnational bodies accounted for 18.15 percent of the central
government’s total budget in the current fiscal year. This allocation did not
include two of the four grants for local bodies, namely matching and special
grants, and three of the four grants for states. These grants must be provided
beginning next fiscal year.

Considering these needs, the central government may have to dedicate up
to 50 percent of its annual budget to lower tiers of government in the coming
years, as many local bodies and states may not be able to generate their own-
source revenue. This kind of reliance on central government's grants may
cause erosion in fiscal discipline of subnational governments.

This calls for effective and efficient public finance management. Otherwise,
states and local bodies may start relying more on debt, especially foreign credit
because of lack of abundance of liquidity in the domestic market.

Although debt has been identified as one of the sources of resources for
federal, state and local governments in the constitution, large debt burdens
tend to hit macroeconomic stability, putting domestic and foreign investors at
bay and preventing the country from achieving high economic growth rates.

MORE POLICIES, REFORMS NEEDED

It would, therefore, not be an exaggeration to say that implementation of
federalism in Nepal marks the start of a journey into uncharted waters. This
shift lays opportunities for Nepal, especially in public service delivery, but
there are traps that could lead to inequitable development and widen income
gap. So, proper planning is necessary. Also, regulatory reforms and improved
governance are the key to avoiding the pitfalls.

To begin with, a number of laws and guidelines need to be put in place to
ensure smooth transition from unitary to federal government system.

One law that the country immediately needs is the Federal Financial Procedure
Act. This law will help create consolidated funds at the centre; formulate,
approve and spend the budget; ensure fiscal discipline; fix auditing standards;
and settle arrears. The Ministry of Finance has just started drafting this law.
The state and local bodies will also need this law to formulate budget, keep
records of income and expenditure, and maintain fiscal discipline. So, the
Finance Ministry must prepare templates of this law for states and local bodies.

What are also needed alongside these documents are model periodic plans
and budget documents for states and local bodies. The National Planning
Commission has started framing templates of these documents. These
documents, especially model periodic plans, are necessary as they will help
states and local bodies to assess their actual expenditure needs of at least
three years. The model periodic plan will enable subnational governments to
frame the Medium Term Expenditure Framework (MTEF) as per the provision
in the Intergovernmental Fiscal Management Act. The MTEF is a document
that helps all tiers of government to assess expenditure needs of three years
and identify revenue sources to meet those needs. This ensures continuation
of budget for multi-year projects and programs even after completion of one
fiscal year.

But before formulation of the MTEF, the central government must assign
existing projects and programs to different tiers of government. For example,
national projects and programs should be handed over to the federal
government, while other projects and programs must be divided accordingly
among the state and local bodies.

The Finance Ministry has already proposed to set up Public Expenditure
Review Commission to address this issue. The commission will not only
recommend ways to allot projects and programs among central and subnational
governments, but will lay down suggestions to reduce public expenditure,
expand revenue base, and define economic and fiscal responsibilities of three
tiers of government.

Also needed are model tax guidelines for states and local bodies. Templates
of these guidelines will help subnational governments to understand the
procedures involved in collection of various taxes and fees. They will also
define roles of different components of states and local bodies in collection of
taxes and fees.

Another law that the government should come up with is Fiscal Responsibility
and Budget Management Act. This would help ensure fiscal prudence
and enable the government to strike right balance between income and
expenditure, strengthen budget implementation, enhance fund (especially

capital budget) utilization capacity, monitor compliance, limit debt, assess
fiscal risks and keep fiscal deficit within a limit. This will eventually improve
public finance management system.

India, for example, introduced the Act in 2003, albeit the law does not include
fiscal targets. However, the law makes it mandatory for the government to set
fiscal targets every fiscal year via three-year document called Medium Term
Fiscal Policy Statement. As per this provision, the Indian government has set
the fiscal deficit target for the central government at 3 percent of GDP for a
three-year period from fiscal year 2017-2020.

The Asian Development Bank recently reviewed the implementation of the
Act and found that since the law’s implementation India’s gross debt (centre
and states combined) fell from 83.3 percent of GDP in fiscal year 2004 to
66.5 percent in FY2016; fiscal deficit dropped from 8.3 percent of GDP in
FY2004 to 7 percent in FY2016; and GDP growth rates remained robust at
7-8 percent per annum. The law, according to the ADB, has also improved
transparency of fiscal operations at the central level although there remains
room for improvement.

Nepal's fiscal situation is not as worse as India’s, meaning the country has
ample fiscal space. But again this is the result of the government’s inability
to properly utilize capital budget. If Nepal goes on infrastructure development
spree, which is a precondition for rapid economic growth, it will face shortage
of funds. This will compel Nepal to rely on debt which will widen fiscal deficit.
To ensure such a situation does not hit government’s fiscal operations, it would
be wise to take precautions. And the law could help all tiers of government to
plan early for the rainy day.

In fact, the Ministry of Finance had initiated the process of drafting the law
around five years ago. At that time leading multilateral institutions working
in Nepal, including the International Monetary Fund, the Asian Development
Bank and the World Bank, had suggested that the government implement
the law. However, it was not introduced. Now, the ministry is not keen on
introducing the law, as it says some of the provisions of the law have been
introduced through the Intergovernmental Fiscal Management Act and some
other provisions would be introduced through the upcoming Federal Financial
Procedure Act. Yet it is waiting for the new government to join office to make a
formal decision on this matter.

Once the new government joins office laws to facilitate foreign investors, such
as the Foreign Investment and Technology Transfer Act, expedite the process
of implementing 21 national pride projects and make government officials
accountable for delays in implementation of projects and programs must be
rapidly introduced.

All these suggest a lot still needs to be done.

PITFALLS

The biggest challenge in implementation of fiscal federalism in the short term
is lack of administrative capacity and qualified human resources at all levels
of the government, which will hit planning, execution and service delivery
processes.

The central government has always failed to fully utilize capital budget largely
because of lack of administrative capacity to absorb available funds. This has
widened infrastructure gap in the country, barring the economy from achieving
its full potential. It appears newly formed local bodies are even worse in budget
implementation.

Former finance secretary Shanta Raj Subedi recently said budget execution of
many newly-formed rural municipalities was no different than that of erstwhile
village development committees, which were not empowered.

Beginning this fiscal year, the central government has started allocating
annual budget and distributing grants to local bodies as per the provision in
the constitution. But due to lack of knowledge on budget formulation, program
implementation and expenditure management, many rural and even urban
municipalities have not been able to execute their annual expenditure plans in
a proper manner. If this continues, public service delivery will not be effective
and efficient as expected, which will stir resentment among people.

This indicates the need to build the capacity of staff and elected representatives
at local bodies and states through training. The trainings should enhance
skills on planning; effective management of resources and tax administration;
execution of projects and programs to ensure proper utilization of budget;
and ways to plug revenue leakages, among others. These skills would
help local bodies and states to maintain fiscal discipline, cut unnecessary
costs and reduce fiduciary risks. This will work as a stepping stone towards
institutionalizing good governance in the country.

Good governance will help all tiers of governments to be accountable for their
decisions, actions and consequences; reduce corruption, red tape and rent-
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seeking activities; enhance transparency to ensure stakeholders are aware
of various developments; make decision-making processes participatory
and inclusive; and listen to the voice of minorities and economically
marginalized groups.

Nepal has not fully followed the principles of good governance till date,
which is why the incidence of corruption is quite high, processes are very
exhausting, project development is very slow and government officials
and elected representatives do not take responsibility for being unable to
complete works on time.

This has eroded the country’s ability to draw domestic and foreign
investment and raised cost of doing business. If this continues in the coming
days, decentralization of decision-making processes and development
responsibilities will not yield desired results, leaving Nepal in the grouping of
least developed countries. So, it is essential that social audits be conducted
from time to time to ensure principles of good governance, which is one of
the basic tenets of a functioning democracy, are being followed.

What is also very important is skill on data collection. The Central Bureau
of Statistics must train people and create a standard methodology for data
collection so that various tiers of government can use those statistics to
make informed decisions.

Also, skills on dispute management and settlement are necessary.

Nepal is expected to see lots of fights over the use of natural resources
and distribution of proceeds generated from use of the natural resources
in the coming days. The constitution and the Intergovernmental Fiscal
Management Act have envisaged a number of bodies for dispute
management and settlement at various levels of government. But the
process of institutionalizing federalism could be expedited if disputes could
be settled at the initial stage by representatives and staff of local bodies
and states.

Lastly, focus should also be on staff management. Currently, around 60
percent of the government officials are based in the Kathmandu Valley. A
big portion of this pool of staff do not want to be based outside of the Valley.
Because of this problem, many vacant posts at local bodies are yet to be
filled. The government, including Prime Minister Sher Bahadur Deuba, has
time and again directed government employees who have been transferred
to local bodies to join offices immediately. But many have not heeded this
call.

This disciplinary problem, coupled with lack of knowledge and expertise on
public finance management, has started posing a threat to fiscal federalism.

THE WAY FORWARD

The experience so far suggests that fiscal federalism will be a hard nut
to crack for Nepal largely because of lack of knowledge about federalism
among government officials and local representatives, and lethal
combination of shortage of resources and greater expenditure needs.

A sneak preview of problems that the government may encounter in the
coming years was seen right in the beginning of the current fiscal year
when domestic debt collection began. The domestic debt collection cycle
of the government generally used to begin after third quarter of the fiscal
year in the past. This trend was bucked this year to raise funds for grant
distribution among local bodies. This speaks volumes about resource
crunch that the government is facing since the implementation of the
federal system of government.

It could be said the government was lucky this year, because it had savings
of over Rs100 billion from the last fiscal year. This money was used to
provide first tranche of grants to local bodies. But the portion of government’s
savings may not be as big in the coming years and the government may
even see gradual widening of budget deficit over the years if the recently
held elections usher in an era of political and policy stability as expected,
resulting in greater demand for public funds, especially capital budget. In
this context, failure to provide grants to subnational governments on time
may hit development works and other service delivery.

Hard-pressed to deal with this problem, the government has already
started holding talks with major development partners, such as the Asian
Development Bank and the World Bank, seeking budgetary support for
the next fiscal year. But this will only provide a stopgap measure to the
government to manage expenses. In the long run, it has to generate its
own resources to fulfill its expenditure needs. But this is unlikely to happen
in the short term, as the government'’s recurrent expenditure has time and

again exceeded its income. In the current fiscal year, for example, the
government allocated Rs803.53 billion for recurrent expenditure, while its
revenue collection projection stood at Rs730.05 billion.

One of the ways to narrow the resource gap is through widening of the
value added tax net. Another could be control of smuggling. But lack of
administrative capacity has prevented the government from achieving these
goals over the years. Also, the government does not have much room to
raise other tax rates. Hike in corporate income tax could erode confidence
of investors and entrepreneurs, and rise in individual income tax may not
be liked by those employed in the formal sector. On the other hand, hike in
customs duties and taxes imposed on imports will stoke inflation.

Considering these impediments, the only way to widen the government’s
income base is by reviving the industrialization process, commercializing
agriculture, developing sectors such as energy, and raising exports. Also,
innovation should be fostered, entrepreneurship skills must be developed
and impediments to doing business should be removed. This will enable
the country to grow faster, share prosperity and provide social justice in an
equitable manner, which are the overarching goals of shift from unitary to
federal system of government.

FOOD FOR THOUGHT

e  Operation of fiscal federalism will cost a lot. How can resources be
mobilized? Today government'’s revenue is not sufficient to meet its
recurrent expenditure. As per the current fiscal year’s budget, govern-
ment'’s revenue is expected to cover only 90 percent of the country’s
recurrent expenditure needs? In this context, how can government
raise funds to finance infrastructure programs, which are necessary
for rapid economic development?

e  Since domestic resources are unlikely to be adequate to meet expen-
diture needs, Nepal will have to rely on debt, especially foreign debt.
What could be the ceiling for gross debt burden of the country as a
percentage of GDP? Can this level be fixed through the law?

° Federalism can function properly if local bodies and states are able
to finance their own expenditure needs. Of course, we cannot expect
rural municipalities to create buoyant self-financing base within next
few years. But efforts can be made immediately to enhance revenue
generating capacity of urban municipalities. This will help bridge ver-
tical fiscal gap. What could be innovative ways to expand revenue
base of urban municipalities and other local bodies?

e Do you think distribution ratio of VAT, excise duty and royalties among
three tiers of the government as fixed by the Intergovernmental Fiscal
Management Act is balanced or fair?

e  Whatis also worrying is creation of the horizontal fiscal gap because
of disparity in socioeconomic development. This is expected to wid-
en inequality among states and local bodies. Isn’t this something to
worry about as well?

e  One big problem that the country will face during implementation of
federalism is lack of skills and expertise among staff and elected rep-
resentatives at local bodies and states. This is likely to hit delivery of
public goods and services, and budget planning and execution pro-
cesses. What's your take on this issue?

e  Lack of capacity at subnational governments will eventually lead to
underutilization of funds. Since grants extended to subnational gov-
ernments cannot be pulled back by the central government, underuti-
lization of funds may lead to inefficient resource management. What
can be done to address the problem?

e  Also, lack of skills and expertise among staff and elected represen-
tatives at local bodies and states may lead to fiscal indiscipline. This
calls for the need to institutionalize good governance. This will also
help reduce fiduciary risks and incidence of corruption.
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