PUBLIC DEBT ANALYSIS

OF

NEPAL GOVERNMENT

By:
SUDHIR MAN JOSHI

PATAN MULTIPLE CAMPUS
TU Registration No: 7-3-22-1900-2006
Campus Roll No.127/063

A Thesis Submitted to:
Office of the Dean
Faculty of Management
Tribhuvan University

In partial fulfillment of the requirement for the degree of
Master of Business Studies (M.B.S))

Kathmandu,Nepal
Aug, 2010




RECOMMENDATION

This is to certify that the Thesis

Submitted by:
Sudhir Man Joshi

Entitled

PUBLIC DEBT ANALYSIS OF NEPAL GOVERNMENT

Has been prepared as approved by this Department in the prescribed format of the

Faculty of Management. This thesis is forwarded for examination.

Mr. Bishnu Gopal Khimbaja Mr. Bishnu Gopal Khimbaja Mrs. Krishna Badan
Nakarmi
Thesis Supervisor Coordinator Campus Chief

MBS Program

Date:



VIVA-VOCE SHEET

We have conducted the viva-voce examination of the thesis

Submitted by:
Sudhir Man Joshi
Entitled

PUBLIC DEBT ANALYSIS OF NEPAL GOVERNMENT

And found the thesis to be the original work of the student and written according to
the prescribed format. We recommend the thesis to be accepted as the partial

fulfillment of the requirements for

Master’s Degree in Business Studies (M.B.S.)

Viva-Voce Committee

Head, Research Committee: ........ovv e,

Member (Thesis SUpPervisor): .......ccovii i,

Member (External EXpert): ..........coocoeviiiiiiiee,

Date:-



DECLARATION

| hereby declare that the work reported in the thesis “Public Debt Analysis of Nepal
Government”, submitted to Patan Multiple Campus, faculty of Management,
Tribhuvan University is my original work done in the form of partial fulfilment of the
requirement of Master of Business Studies (MBS) under the supervision of Mr.

Bishnu Gopal Khimbaja.

Sudhir Man Joshi

Researcher

Campus Roll N0.127/063

TU Registration No.7-3-22-1900-2006

Date:



ACKNOWLEDGEMENT

This thesis entitled “Public Debt Analysis of Nepal Government” is essentially an
output of partial requirement of Master in Business Studies, Tribhuvan University
prepared under the supervision of Mr. Bishnu Gopal Khimbaja, Coordinator of MBS
program, Patan Multiple Campus.

| would like to express my earnest gratitude and deep respect to my supervisor Mr.
Bishu Gopal Khimbaja for poviding me essential guidelines and immense support to
achieve my academic pursuit.

| would also like to thank my friend Mr.Kalyan Khatri for his continuous support and
help during the entire work. | must thank to all those gentlemen who have been input
to my thesis work either by writing or publishing books, research work etc.

Sudhir Man Joshi
Balkumari, Patan



TABLE OF CONTENTS

Recommendation
Viva-Voce Sheet

Declaration

Acknowledgement

List of Tables

List of Figures

Acronyms

Title: Page

CHAPTER ONE: INTRODUCTION 1-8
1.1 Background 1
1.2 Statement of Problem 4
1.3 Objectives 6
1.4 Significance of studies 6
1.5 working Definition of terminology 7
1.6 Limitation of Study 7
1.7 Organization of Study 8

CHAPTER TWO: LITERATURE REVIEWS 9-20
2.1 Historical Background of Public Debt 9
2.2 Literature review in International Context 11
2.3 Literature review of previous studies 16

CHAPTER THREE: METHODOLOGY 21-24
3.1 Research Design 21
3.2 Population and Sample 21
3.3 Source of Data 22
3.4 Data Analysis Tools 22

3.4.1 Financia Tools 22



3.4.2 Statistical Tools 23

CHAPTER FOUR: DATA PRESENTATION AND ANALYSIS 25-70

4.1 Trend and Structure of Public debt 25
4.1.1 Introduction 25
4.1.2 Resource Gap In Nepal ese Economy 27
4.1.3 Growth trend of Grants and Government borrowing 30
4.1.4 Debt as Percentage in Government Deficit and Total Debt 33
4.1.5 Pattern of ownership of Public debt in Nepal 37

(I Source of internal data 38
IA. Growth rate of Internal debt and its components 40

IB. Share of debt instruments on total debts 42

|C. Pattern and ownership of internal debt instruments 43

(I1) Structure of external debt in term of disbursement 45
4.1.6 Net Outstanding Public debt in Nepal 47

4.2 Role of Public debt in Nepal ese budgetary system 49
4.2.1 Introduction 49

4.3 Public debt servicing in Nepal 55
4.3.1 Internal debt Servicing 56
4.3.2 Issue of debt servicing in Nepal 57
4.3.3 Annual internal borrowing and debt servicing 60
4.3.4 External debt flow and its annual servicing 62
4.3.5 Per capitadebt in Nepal 63
4.3.6 Debt to GDP ratio 64
4.3.7 Ratio of external debt outstanding to export 65

4.4 Mgjor Findings 68



CHAPTER FIVE: SUMMARY, CONCLUSION AND

RECOMMENDATION

5.1 Summary
5.2 Conclusion
5.3 Recommendation

BIBLIOGRAPHY

70-74

70
71
72



LIST OF TABLES

S.N. HEADINGS TABLE NO. PAGE NO.

1. Different Scenario of Resource Gap 4.1 28

2. Annual Growth of Grants and Government 4.2 31
Borrowing

3. Debt as a Percentage of Government Deficits 4.3 34
and Total Debt

4. Correlation analysis between Govt. Deficit and 4.4 36
and Total Borrowing

5. Source of Internal Debt 4.5 38

6. Growth Rate of Internal Debt and Its Components 4.6 41

7. Share of debt instruments on internal debt 4.7 42

8. Pattern and Ownership of IDS 4.8 44

9. Structure of External Debt in Terms of Disbursement 4.9 46
by Major Source

10. Net Outstanding Public Debt in Nepal 4.10 48

11. Structure of Public Debt in Nepal 411 53

12. Share of Internal and External Debt Servicing in 4.12 57
Total Debt Servicing

13. Share of Interest and Principle in Total Debt Servicing  4.13 59

14. Annual Internal Debt Servicing as a Percentage of 4.14 60
Fresh Internal Borrowing.

15. External Debt Flow and its Servicing 4.15 62

16. Per Capita Debt in Nepal 4.16 63

17. Debt to GDP Ratio 4.17 64

18. Ratio of External Debt Outstanding to Export 4.18 66



LIST OF FIGURES

S.N. HEADINGS FIGURE NO. PAGE NO.
1. Resource Gap 4.1 30
2. Annual Growth Rate of Grants and Borrowing 4.2 32
3. Source of Internal Debt 4.3 40
4. Growth Rate of Internal Debt 4.4 41
5. Share of Debt Instrument of ID 4.5 43
6. Pattern of Ownership of IDs 4.6 44
7. Trend of Multilateral and Bilateral Debt 4.7 a7
8. Structure of Public Debt In Nepalese Budget 4.8 54
9. Ratio of TD Outstanding as a % of GDP 4.9 65

10. Ratio of EDO to Export 4.10 66



ACRONYMS USED

NRB Nepal Rastrya Bank

TS Treasury bill

DB Development Bond

NSC National Saving Certificate

CiC Citizen Investment Certificate

SB Special Bond

ADB Asian Development Bank

IME International Monetary Exchange
BOP Balance of Payment

GDP Gross Domestic Product

MOF Ministry of Finance

TU Tribhuvan University

LDC Least Developed Country

IDA International Development Agency
WTO World Trade Organization

SAPTA South Asian Preferential Trade Association
SAFTA South Asian Free Trade Association
NG Nepal Government

MBS Master in Business Studies

TE Total Expenditure

TR Total Revenue

FG Foreign Grants

TD Total Debt

EDO External Debt Outstanding

TDS Total Debt Servicing

UK United Kingdom

FY Fiscal Year

VAT Value Added Tax

ID Internal Debt



CHAPTER ONE

INTRODUCTION

1.1 Background

At present, after the post conflict period, country has been in the process of
peace building and rest ruction. The aspirations of the people are high so it is
challenging for the government to run the overall process. Likewise, all those
activities demand the large amount of the public fund and due to the
economic situation of the country there is no doubt that the most of the public

funds depend upon public debt whatever it may external or internal.

The major goal of developing countries is to acquire economic development.
Economic development is viewed as a process, which implies the series of
changes in social, technological and economic forces, which are useful in
accelerating the pace of the development. In underdeveloped countries one of
the tasks foremost to the state is to stimulate the growth and escape from
'vicious circle of poverty'. There is small capacity of saving owing to a low
level of real income. Low income is a reflection of low productivity, which is
usually due to lack of appropriate technology of capital equipment and the

capacity to use then to the best advantage.

The lack of capital is resulted largely from the small potentiality of saving. This
in turn is resulted from the low investment. Hence the poverty sequences
move like inadequate capital, low productivity, low real income level and low
purchasing power, inadequate inducement to save and to invest and
inadequate capital gain. This justifies that capital deficiency in the developing
countries is a serious bottleneck in the development. Under developed
countries are facing the deficiency of capital in the relation to their population
and natural resources. Most of the developing countries are characterized by
deficiency of capital. To break vicious circle and uplift a country with a self-

sustaining growth, a large amount of initial investment is necessary.



Nepal is a small beautiful and covered with natural resources but poor and
underdeveloped country. Nepalese people are moving around "vicious circle
of poverty" around 40percent of people is below the poverty line. So to reduce
poverty and to enhance economic development government requires
investing big amount in the field of transportation, communication, power,
road and other basic infrastructure. To invest in all these areas government
need higher amount of revenue but the source of revenue is very small and
limited. The government needs to borrow from internal and external sources.
The government of the country gets income from two sources namely, pubic
revenue and public borrowing (debt). Public debt carries with the obligations
to pay back to person, institution or countries from which it has been obtained
but there is not any repayment obligation in taxation.

The phenomenon of the public debt was originated in Great Britain in the
seventeenth century, when a group of city merchants provided grant and loan
to the government. In return they received the privilege of royal charter to
fund the bank of England, which become the county’'s central bank. After the
Second World War public debt seemed a very vital source of development
expenditure, most of the countries in the world started to borrow
systematically and are still borrowing to develop their economies at faster
pace. After the first and Second World War large amount of loans were

borrowed for the reconstruction, rehabilitations and maintenance.

Nepal remained almost a debt free country till 1961/62. The accumulation of
the debt begins since 1963. Since then Nepal has been receiving public debt
from both internal and external sources. In internal sources financial sectors
dominates others and in external debt it's receiving from bilateral and
multilateral sources. The trend of borrowing through the internal source is very
high in Nepal as compared to external. Developing countries like Nepal are
always facing the problems of fund; tax payable capacity is very low which
leads to low level of government revenue. Low level of revenue and
increasing demand for development expenditure has forced to resort to

borrowing. It is an instrument for to collect the needy fund.



Nepal is basically an aid dependent country, which is not able to attract bank
lending, and has to depend mainly on foreign aids for the required capital
imparts. Since the credit worthiness of a particular country depends upon the
economic condition and performances need not to say that Nepal does not
have that credit worthiness that can attract the bank lending from the abroad.
The main sources of external borrowing for Nepal are western developed
countries. Foreign aid as a source of financing development plans has been
increasing used in Nepal since the inception of planning. In the recent year,
several technique of financing economic development of under developing
countries public debt both internal and external as means of financing
economic development has come to significant role in the context of planned
economic development. For this public borrowing has to be undertaken within
the country as well as abroad. The scope of domestic borrowing in these
countries is very limited. Therefore only external borrowing remains the

alternative to these countries.

In the first two five year plans, the major goal was to collect the information
about the economic variables. From the 1970s, government started investing
directly in productive activities, which increased the volume of government
expenditure. The demand for the goods and services also increased due to
increased government expenditure it lead to inflationary situation appeared.
But on the other hand government revenue could not increase to fulfill the
required expenditure. So, government has to relying upon public debt as other

sources were limited.

Hence, both developed as well as developing countries are availing public
debt as a major source of resource mobilization to meet budgetary deficit.
Now it is widely accepted means for financing deficit. The role of public debt is
increased significantly by the planned economic development. The persistent
feature of Nepal's is that public debt both internal and external debt has been
increasing rapidly each year. The trend of external debt is increasing more
rapidly than internal debt. Nepal is facing serious problem of financial
resource gap in one hand and increasing population growth and inflation in

another. The government cannot rely entirely upon the tax revenue, supply of



public undertaking and deficit financing as an internal financial resource.

These resources of financial have to be supplemented by borrowing in a large
scale from public bank, other financial institutions internally and externally. But
no doubt if the trend of foreign debt goes on like this at present Nepal will be

debt trapped in the near future.

1.2 Statement of problem:

In Nepal, effective management of available resources is a challenging
proposition. In every fiscal year proportion of budget deficit is in increasing
trend due to rapidly increasing gap between government revenue and
expenditure. The proposition of debt servicing charge is also in increasing
trend. To maintain the resource gap debt is only one solution, which helps to
further increase in the size of debt. It is generally observed that increasing

size of public debt in Nepal is a matter of concern.

In Nepal government expenditure is increasing rapidly each year, but
government revenue is not increasing at the same pace. It is quite clear that a
rise in the magnitude of public debt must be accompanied by and increases in

the debt servicing capacity.

The composition of budgetary expenditure has also undergone a dramatic
change. Until early 1990s regular expenditure constitute around one third of
the total expenditure. By mid 1990s, it has increased to nearly half. Now a
day government is taking foreign aid to meet the regular expenditure also. So

that debt management is the big problem for Nepal.

In foreign aid, proportion of grants is in decreasing trend where as proportion
of loan is increasing. Thus, the situation indicates that trend of per capita debt
is growing which have negative impact for the future generation. The trend of
revenue saving is also declining over the year. This indicates that Nepal's
dependency on foreign debt is increasing rapidly. Thus the heavy debt
servicing creates a negative impact on development process because more

resources go for debt servicing in future.



The persistent feature of Nepal's budget if that there exists a huge fiscal
deficit. The deficits are widening in each year since growth rate of government
expenditure and revenue are not growing on the same pace. The growth rate
of expenditure has outpaced the growth rate of resources availability. Over
the year only 20-30 percent of development expenditure has been financed
through the revenue saving and the rest through mobilizing external
assistance and internal borrowing. This shows that our development

expenditure if mostly dependent on borrowing.

The increasing dependency of the country upon the external borrowing is
due to poor and inadequate internal resource mobilization. Both the scarcity of
internal resources as well as necessity of external resources have caused for
such massive increase in external borrowing. Ever increasing external debt
and debt servicing obligations will create a serious problem in the economy
like balance of payment difficulties, debt trap, political instability etc. In short,
there may appear macro economic imbalances and this makes excessive
dependency upon foreign assistance. All these factors have forced the

government to increase foreign dependency.

Similarly, foreign borrowing has become the major source of financing deficits
in the government budgets. It accounts near about 80 percent of budgetary
deficit. This is an indicative of Nepal being heavily dependent on foreign
assistance and that is likely to increase further. The external public debt
accounts larger share of the total public debt. More than 80 percent of total
debt has maintained through the external borrowing. So we can say that

Nepal is heavily indebted from external debt.



1.3 Objectives of the study:

The main objectives of the study are as follows:

1. To analyze the structure and trend of public debt
2. To examine the role of public debt in Nepalese budgetary
system.

To identify the net outstanding of public debt.
4. To identify the debt servicing and per capita debt in Nepal.
To identify the problems of debt and to recommended for

optimal utilization of debt.

1.4 Significance of the study:

In modern era, planning is taken as the main tool for economic development.
In economic planning, various objectives are set for economic development.
Such an objectives cannot only be fulfilled through government revenue.
Therefore to meet the objectives government has depend upon the public
debts.

For economic development of under development countries government must
invest on various sectors such as education, health, transport, communication
etc. To build up such social overhead capital there is need of heavy
investment so that importance and scope of debt is increasing over time. It is
not limited only in developing countries like; else and everywhere it is used as

a reliable source of financing deficit for development activities.

Now, public debt has been an economic issue or hot case for debate. Public
debt is now considered to be an important instrument of monetary and
financial management. For the more economic analysis public debt relates
with inflation, income redistribution and overall resource allocation in the

economy.

Development of resource and technology growing ideas of globalization
liberalization and privatization increased the role of debt. Only Nepal cannot

be escape from it, which is facing various, socio-economic constrains. Debt is



needed for economic development but effective and appropriate utilization of

debt is the matter of concern.

1.5 working definition of terminology:

Public debt: - Total public debt includes an external obligation of a public

debtor and national government.

Internal debt: - it is the government borrowing from domestic banking sector

and individuals

External debt: - It is the government borrowing from international sources,
agency or autonomous public bodies through bilateral and multinational

sources

Debt servicing: - debt servicing is the interest payment of loan and

repayment of principal after maturity.

Debt trap: -the situation of when a new fresh loan is used to repayment of

interest

Resource gap /Deficit: It is the situation when the expenditure of the

government exceeds its revenue.

1.6 Limitation of the study:
Within some limitations this study is prepared, which are as follows:
1) Due to time and budget constrains this study covers the period
from 1999/2000 to 2008/09.
2) This study is based on secondary data and information and no

attempt has been made to examine the reliability of data.



1.70rganization of the study

The study is divided in five chapters which includes

Chapter I: Introduction

This chapter includes the background information of the subject matter of
research undertaken to provide a general idea of its history. Likewise it also

includes statement of problem, objectives of study, significance of the study,

limitation, and working definition of the terminology and organization of study.
Chapter Il: Review of Literature

Chapter two is literature review, which consists of historical background of
public debt, theoretical aspects, review from international context and review
of previous studies.

Chapter lll: Research Methodology

This chapter includes methodology used in the study. It briefly explains about
the research methodology, which has been used to evaluate the trend
analysis and importance of public debt. It consist research design, population
and sample, sources of data, various tools and techniques for analysis,etc.

Chapter IV: Data Presentation and Analysis

Chapter four is the main part of this study; which consists of presentation and

analysis of the data in various ways and its interpretation.

Chapter V: Summary, Conclusion and Recommendation

This chapter is for major findings, summary conclusion and recommendation.

Bibliography and appendices are incorporated at the end of the study.



CHAPTER TWO

REVIEW OF LITERATURE

2.1 Historical background of public debt:

The history of the public debt in the world reveals that the idea was originated
in the Great Britain in 17" century, where a group of merchants provided
grants and loans to the government. In return they received the privilege of
royal charter to found the bank of England, which became the country’'s
central bank. Public debt had been developing simultaneous with the
increasing role of the government for development. During and after the world
war, the government borrowed large amount of loans to meet its

expenditures. (Joshi, M.R, structure of public debt in Nepal, 1982).

After the first and Second World War large amount of loan were borrowed for
the reconstruction and maintenance. In the previous time state only have had
to maintain the internal peace, law and order and prevent external disruption.
But now days every state should be aware of for overall economic
development and public welfare programmers in addition to the previous
works. So the public debt becomes one of the most useful instruments of

generating income to maintain the welfare state and economic development.

In the context of Nepal, the government debt statistics indicate that the
country remained debt free nation till 1950s. However the foreign and
domestic borrowing has been alternative means of debt financing in Nepal

after inflation of planned economic development.

M.C Regime has written in "Nepalese Economic History" that there was no
existence of public debt before eighteenth century, but the government
provided some regulation to public finance. For instance public debt held in
Nepal during the period of Rana Bahadur Shah. He borrowed a large amount
of money (60, 000, 00) from the Indian merchants even to meet internal

expenses. Cash levy was imposed on countrywide basis in 1804-1806 to



finance the repayment of debt incurred by the king Rana Bahadur Shah.
(Regmi, 1971:59). Prime minister Jung Bahadur Rana came into power and
no development work was carried out. They had collected the revenue for
their own expenses. They never thought the need of economic welfare for the
Nepalese people. Thus 104 years passed of a way without significant
development activities were not launched out. After the democracy, the first
five years plan was introduced in the years 1956. In this plan period most of
the expenditure was incurred with the foreign grants. During that plan period,
some deficit amount of Rs 2708 million was met from surplus and balance
account and loan from Nepal Rastra Bank.( NRB1996:29)

The government at the first time issued the securities (Treasury bills) in the
fiscal year 1961/1962 and in the fiscal year 1963/1964. The government for
the first time floated securities (long- term loan) for mobilizing saving to
finance the country’'s economic development programmed and for giving

compensation of the forest and Brita land (Joshi 1982:29)

Similarly, on Feb. 12, 1964 the government floated development bond of Rs
13.1 million carrying on interest rate of 6 percent per year with maturity period
of five years. In the same year, the government issued compensation bond for
the land acquisition with the interest rate of 3 percent per annum with the
maturity period of 10 years amounting Rs 407thousands and composition
bond for the land acquisition with one percent interest rate per annum with the
maturity period of 20 years amounting 5.56 million. The other component of
borrowing was from NRB as guaranteed loans and special bond. Since 1984
the government also started to borrow by issuing national saving certificate
which amounted Rs 500 million that after. Now, there are treasury bills,
development bonds national saving certificate, citizen investment certificate

and special bonds as the, main source of internal borrowing.
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Similarly, Nepal has also started to borrow from external sources since
1964/65.Since then Nepal has started to borrow from external sources to
bridge financial gap on the budgetary position. Since then the amount of
external borrowing has contributed to increase each year. The main sources
of the external borrowing of Nepal are the government of developed countries,
International Agencies and Commercial banks mainly I.M.E, World Bank and

Asian Development Bank etc.

2.2 Literature Review in International Context

Public debt, particularly in development countries, has great importance in the
view of the increasing magnitude of budgetary deficits. In the literature of
public debt some economists have put forth some issue regarding burden of
the public debt. So the argument generally gives whether public debt inflicts

burden on the economy and it can be shifted to the future generation or not.

In this context, this issue of the burden of public debt is divided between
primary burden or financial burden and secondary burden or real burden of
the debt. The financial burden may be taken as the loss of income of the
people that arises because of taxation for meeting the servicing cost of the
debt. According to MC. Wright, “the financial burden of the national debt is to
measure by the effects of the interest charges and the taxes levied to meet
them. The relation with the taxes for interest bear to the national money

income is the question of primary importance".

The secondary burden of debt emerges on account of the adverse effects of
taxation upon the ability and willingness to work and on the capacity and
willingness to save. This is real burden to the public debt. This burden of
public debt can be explained in term of “Pigou Effect" or "Asset Effect” and
"Kaldor Effect".

Pigou effects suggest that due to the purchase of government securities the

financial asset of the investor increases that adversely affects the propensity

11



to save in the economy. It may prove to be a boom in a depression but it is

not always true in developing countries.

According to Caldor effect, holding of the larger debt any adversely effects the
willingness to work and invest, “an increase in the national debt can make the
owners of government bond less willing to work. One of the reasons for
working, the earning of money to put away of the rainy day is weakened
because there is more put away already for rainy days".

The classical Economists were generally against the public debts. But they
accepted the public borrowing (debt) any for self-liquidity and return
generating projects. Here self-liquidity project means that in the words of R.A.
Musgrave,(1959:569) " Self- liquidity project may be defined narrowly as
investment on public enterprise that provide a fee or sales income sufficient to
the debt incurred in their financing; or they may be defined broadly as
expenditure project that increase future income and the tax base. Such
project permit servicing (interest and amortization) of the debt incurred is their

financing without requiring on increase in the future level of tax rates."”

The classical economists have negative attitude towards public debt and as
they did not pealed for increasing economic role of government instead they
said that “Let the money fructify in the pockets of the people”. According to
their analysis public borrowing found no significant place. So government or
state has to perform its limited activities of maintenance or law and order,
justice and social securities. Classical economists like J.B.Say, J.S. Mill, T.R.
Multhas and C.F.Bastable pointed their argument that " Debt creates burden

on the economy because of its unproductive nature”.

According to classical system, all private income is spent on either
consumption or investment. Full employment is secured automatically. Price
level stability is maintained if the money supply is held stable or is increased
at the same rate at which real income grows. However classical theory is
criticized after the great depression of the 1930s, and new wave of thinking

took place. Keynes, who stood against the analysis of classical economists

12



and propounded quite different view in his popular book, "The general theory
of employment, interest and money" in 1936, He advocated for increasing
government role in the economic activities by adopting deficit financing so that
effective demand is created in the economy ensuring employment
opportunities. He did not accept the classical notion of a free market
economy, which self- is equilibrating at a full employment level. He advanced
the concept under employment equilibrium and who effected a truly significant
revision in the theory of public debt.

In the 1950s a development process in developing countries took place
significantly. The growing need of fund was realized for meeting development
requirements. Capital deficiency resulted in increasing volume of budgetary
deficits. The great depression of 1930s and the Keynesian revolution paved
the way for the development of the theory of public debt as a part of the
national finance. Those who follow Keynes are of the view that public debt is
income generating and so it is not burden of the community, Keynes argued
that if debts are internally held, there is nothing to worry about their size. Such
debt involves merely a series of transfer payments and they cancel out for the
economy as a whole. Hence only concern should be about economic stability
at high levels of income and employment.

Holding the same argument, P. A Samuelson (1964.628) stated that, "An
internal debt is owned by a nation to its own citizens and it imposes no
burden. An external debt is owned by a nation to foreigners and it is

burdensome".

Now a day’s public debt is applied, especially in under developed countries,
as a fiscal instrument to raise the effective demand, which ultimately leads to
accelerate the pace of economic development. It also acts as an effective
instrument of inflation generation in the process of growth and ensures growth
with stability. In the period of depression when aggregate demand is not
enough to accelerate the level of production and employment, compensatory

fiscal policy suggest increase in public expenditure and public borrowing to

13



create effective demand and promote an economic recovery (K. Barman,
1986:12)

Challiah Raja J. (1961) observed that the ideal situation is one which first
revenue meets subsidies, other transfer, interest payments and the greater
part of current expenditure. Debt finance will be used for meeting the
government non remunerative capital formation, a portion of current
expenditure designed to increase social capital and productivity and the
requirement of financial investment, Second, the total domestic saving, the
non government sector will be to obtain a due share of saving and that there
will be no need to borrow from the central bank that move current amount of

Seigniroage.

Posner Michael (1992) points that growth in the ratio causes alarm for two
reasons. First, growth in debt ratio may curtail private investment. Second and
more important is the assumption that government spending out of the

borrowed funds might be unproductive.

A.S Professor S.E. Harric (1947) maintains, " it assure elasticity in money
supply and agreed that government expenditure could be productive and
need not necessary be wasteful and so case for public borrowing is
strengthened”. Those who follow can take into account the income generating
aspect in the public debt and reject any possibility of internal debt being

burden upon the community.

Avramovic and R. Gulhati in (1958) provided a useful framework for the
examination of the external borrowing in terms of country’s debt servicing
capacity. Assuming that the country borrow only to help finance will conceive
development programs. Avramovic and his co- authors visualized three
stages in the external debt cycle. In the first stage, the country’s saving is
below the desired level of investment. It borrows from abroad to finance part
of its investment and also to service the external debt. The burden of the debt
servicing is continuously deferred and the debt increases rapidly. In the

second stage, saving has grown enough to finance all domestic investment

14



however the country continues to borrow from abroad to cover service cost of
the debt. The external debt grows but at a slower rate in the first stage, at the
end of second stage it reaches maximum. In the third stage, the country stops
borrowing abroad to cover interest payments and begins to reduce the
external debt. A very poor country can take a long time to move through the
stage first and second, if the return on capital obtained by foreign borrowing is

low relative to the interest rate, it may never reach stage third.

Schinke Rolf and Borchert (1990) examined the debt equity swaps to
improve the creditworthiness of the present debtor countries and they’re by to
create move favorable climate for investment particular in the case of the
Chile.

Munla (1992) in his article entitled "external debt policy" has analyzed the
origin of debt problems and explained. The debt crisis had its origin in the
substantial rise in the external liabilities of the developing countries during the
second half of the 1970s and early 1980s, in an environment of large-scale
recycling of the oil exporter's surpluses, rising world inflation and negative real
interest rate. At the time many viewed this recycling of funds as a positive
development. Creditors were able to identify new investment outlets and

debtorrs could acquire funds needs for development purposes”.

He again explained that an external debt crisis was due to;
A drastic deterioration in external economic environment in the form of
higher interest rate, lower commodity prices and severe recession in
the industrialized economies.

Economic mismanagement and policy errors on debtor countries; and

Excessive lending by commercial bank to some countries, with little

regard to country risk limits

15



In this article Munla contributed towards principle of the debt strategy as

pointed out, three fundamental principles, are

Debtor countries need to pursue strong adjustment programs,
supported by determined structural reforms, aimed at increasing
domestic resource mobilization. Attracting non debt creation flows, and

reducing impediments to growth;

Creditors and doners need to ensure to provision of adequate external

financing in support of such programs on a case-by- case basis; and

The international economic environment must be conducive to the

success of these efforts.

2.3 Literature Review of previous studies

In review of literature on public debt in Nepalese context some of
students of master level have written the thesis regarding the topic of
Public debt of Government. This study includes review of some articles,

thesis and projects reports. They are as follows:

The first exercise on debt was done by Purushottam Acharya in the form
of a case study titled “A case study on public debt in Nepal” in 1968
which was submitted to Tribhuvan University. He discussed features,
problems and pattern of public debt and reached the conclusion that
public debt was most popular in these days because of the payment of
debt on maturity can be adjusted through the issue of fresh public debt.
But the habit of purchasing bond issued by the government should be
developed among the people so that no difficulty may be faced in getting

bond sold in money market.

Joshi Raj Mahesh, in his M.A. dissertation entitled “Structure of Public
Debt in Nepal”, in (1982), analyzed the structure of public debt in Nepal
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and importance of public debt in financial development. R.D. Singh
(1983) in a report entitled “Internal Borrowing and its impact on the
Economy” analyzed the structure of internal public debt and its impact on
the economy. He found most inflationary nature of internal borrowing,
which increases inflation in the economy. So the impact towards rapid
increase money supplies resulting in an increase in demand for goods
and services, which leads to a rapid increase in imports. So the unlimited
burden falls on balance of payment situation.

Upadhaya Kamal Prasad in (1985) prepared dissertation paper entitled
“External Debt and Debt Servicing in Nepal.” He analyzed indebtedness
of the country with increasing external borrowing and on the other hand

analyzed determinants of external borrowing in Nepal.

Sharma Prasad Briju has prepared a thesis on “Burden of public debt in
Nepal” in 1987. He examined the positive as well as negative impact of

public borrowing in the process of economic development.

Adhikari Urmila(1996) in her article entitled, “Foreign Debt Servicing, A
case study” analyzed the foreign debt-servicing problem in Nepal. She
found out substantial increase in foreign debt servicing between the
periods of 1974/75 to 1993/94. She prescribed effective implementation
of liberalization policy in all areas of investment. This can bring a great
relief to the country by creating capacity for foreign exchange earning
which can reduce burden of debt servicing substantially in the years to

come.

Koirala Krishna Hari (1997) in his M.A. dissertation entitled. “Public Debt
in Nepal” has analyzed the trend and structure of public debt in Nepal.

He expressed his view that exclusive dependency on foreign loan for
development expenditure is persistence because of poor mobilization of
internal resources. Macroeconomic imbalance such as ever widening
trade deficit, investment saving gap and larger amount of fiscal deficit has

been contributing to the foreign aid dependency syndrome. These have
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been excessive flow of foreign loan to bridge up three gaps (fiscal
deficit, trade deficit and investment saving gaps. Therefore the
substantial increase in foreign debt has increased its burden of debt
servicing but debt-servicing capacity of the economy is no increasing
satisfactory. He has found out that the average annual growth rate of
GDP; export earning is considerably low as compared with the rate of
magnitude of debt and debt servicing requirements. It clearly shows that
the debt servicing capacity of Nepal is very poor which is also responsible
for increasing debt obligations. He has further said that though this
problem of debt servicing is worldwide yet Nepal should have to take

urgent action in creating servicing capacity.

Sharma Nidhi Guna in his published article on, “The Growing Fiscal
Imbalance in Nepal, Are we Falling into the Debt Trap” (1998) analyze
that the ever increasing debt in Nepal and its servicing has really created
a situation. It is driving the country towards debt trap because of the

following reasons:

-Large amount of loan is allocated for meeting the development

expenditure.

-A good amount of borrowed fund is for debt servicing.

- Volume of borrowed amount exceeds the maximum legal limitation of

borrowing.

Acharya Prasad Keshav (1998) in his article entitled, “Burden of public
debt in Nepal” analyzed the debt-servicing problem of Nepal. He
analyzed the situation using ever widening saving investment gap,
persistently growing share of regular expenditure with respect to total
expenditure, GDP and clearly indicate the ever-increasing debt burden.
On the other hand, he concluded that the poor performance of the
economy has failed to create productive capacity for meeting the

situation. At the end of his article he has some raised issues for debate.
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Does the present generation have the right to burden the future

generation with debt even before they are born?

Koirala Bilas Laxmi in his article titled, “Effective public debt management
in Nepalese perspective”, (2002) has viewed that if debt is not handled
properly, our future generations may tire paying back ancestral loans. In
this perspective, he prescribed some policies to mitigate the pain of the
adverse effects of ever increasing trend of public debt in Nepal.

Loan assistance should be utilized selectively, after careful
scrutiny of the purpose. Cost and benefits of such projects and
programs should be carefully analyzed in order to reduce
burden of external debt while contribution to accelerating
growth meeting socioeconomic objectives.

The Medium Term Expenditure Framework (MTEF) should be
implemented effectively.

Increase the share of tax and reduce the dependency on
foreign debt for the financial resources mobilization.
Unproductive expenditure should not be made out of foreign
grant or loan.

Proper attention should be given to the macroeconomic
stability of the country while accepting short-term and long-term
loans.

Proper attention should be given to cost benefit analysis when
using public debt (L.B. Koirala (Rajaswa) 2002:211)

Acharya Raj Sarad in his dissertation entitled “Trend and Structure of
Public Debt Situation in Nepal” in 2003, reached the conclusion that
“Government borrowing has increased rapidly and financed mostly on the
unproductive sector and hence government always lacks the resources,
then borrows the new loan to pay the previous ones”. He argued “such
excessive dependency upon external loan may lead the nation into debt
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trap, if the terms of trade are not improved. Therefore extra care should

be exercised in procuring such loans” (Sarad Raj Acharya 2003).

Khatri Kalyan in his M.B.S. Thesis regarding “The Public Debit Situation
of Nepal” in 2004 has anlaysized the trend and structure of public debt in
Nepal. He has expressed his view regarding the dependency of public
borrowing due to the low level of revenue generation of the government
in order to meet the expenditure. He has also focused on the importance

of public debt of the economic development of the country.

Shrestha Ramesh in Thesis regarding the “The importance of Public Debt
for the country” in 2006has expressed his view regarding the importance
of public debt for the economic development of the country and for

meeting the debt track.

In conclusion we can say that the classical economists were against
public borrowing and favored the minimum expenditure from the
government side. However, they were not against all types of public
debt. They liked to approve public debt only for productive purposes and
believed that debt servicing did not necessitate additional taxation. The
classical economists preferred self-liquidating project that generate
required income to serve the incurred debt. J.M. Keynes argued against
a free market economy, which is self-equilibrating at full employing level
propounded by the classical economists. Keynesian and modern
economists pledged in favor of an active government that invests a large
amount of budget to correct market-driven shocks and fluctuation to meet
the deficit budget of government, they argued about public borrowing
which need not necessarily be unproductive, inflationary and
burdensome.

Mobilization of resources for financing ever increasing development
outlay is an extremely difficult task in a developing country like Nepal. In
this context the emphasis goes to taxation but it has limited scope. If the

limit is crossed, it creates serious problems on the whole economy. To

escape from this serious situation the government can utilize the public
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borrowing method to drum up resources. But attention should be given
its size and use. Long-term debts with lower rates of interest are more

beneficial for country rather than short-terms loans with higher rates.
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CHAPTER THREE

RESEARCH METHODOLOGY

Research in common parlance refers to a search for knowledge. Once can
also define research as a scientific ad systematic search for pertinent
information on a specific topic. In fact, research is an art of scientific
investigation.

Research methodology is a way to systematically solve the research problem.
Research methodology is the plan, structure and strategy of investigation
conceived to answer the research question or test the research hypothesis
and to control variances (Kerlinger, Fred. N 560: 19). Research methodology
refers to the various sequential steps adopted by a researcher in the studying
a problem with certain objective in view. It is the way to study systematically
about the research problem (Kothari, C.R, 1994). Thus the overall approach
to the research is presented in this chapter. This chapter consists of research
design, population and sample size sources of data and processing

techniques and tools.

3.1 Research design

A research design is the arrangement of conditions for collection and
analysis of data in a manner that aims to combine relevance to the research
purpose with economy in procedure. The research design followed to analysis
the public debt and debt servicing in public sectors in Nepal. Several tools

have been used in fulfilling the target.

3.2 Population and sample

Population refers to all items that have been chosen for study. Population may
be definite or infinite. A small portion chosen from the population for studying

its properties is called sample size. A sample is the representative of the
population. The total trend, structure and debt servicing in the public sectors is
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the population of the study, out of them 10 years (1999/2000 to 2008/2009)

trend, structure and debt servicing in the public sector are the sample size.

3.3 Sources of data

This study is totally based on secondary data. The main sources of secondary
data included various textbooks, Economic survey, web site of Nepal Rastrya
Bank, Ministry of Finance, related case study and thesis work etc. The data
and information are collected from different library such as library of Nepal

commerce campus, Shankar Dev Campus and T.U. central library.

3.4 Data analysis tools

In order to make the study more reliable and authentic, financial indicators
and statistical tools have been used which are believed to make the analysis
more convenience. A brief explanation of the data analysis indicator and tools

in the study are as follows: -

3.4.1 Financial tools:

These tools will focus on proportional analysis of public debt with total debt
servicing. Composition of public debt, internal debt with total debt and it’s
servicing, external debt with total debt and it's servicing. The financial

indicators used in this research study are as follows:

a) Percentage
Percentage can be calculated as follows:

)] Total Debt to Total Deficit
Total Debt
Total Deficit

i) Internal Debt to Total Deficit
Internal Debt
Total Deficit
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iii) External Debt to Total Deficit

External Debt
Total Deficit

iv)External Debt Servicing to Total Debt Servicing

External Debt Servicing
Total Debt Servicing

V) Internal Debt Servicing to Total Debt Servicing

Internal Debt Servicing
Total Debt Servicing

vi) Internal Debt Servicing to Total Revenue

Internal Debt Servicing
Total Revenue

vii) External Debt Servicing to Total Revenue

External Debt Servicing
Total Revenue
viii) Internal Debt to Regular Expenditure

Internal Servicing Debt
Regular Expenditure

ix) External Debt Servicing to Regular Expenditure

External Debt Servicing
Regular Expenditure

3.4.2 Statistical Tools

a) Mean

The sum of the entire observation is divided by the number of observation is
called mean

Mean( X) = X
N

Where,

X = Sum of all values of the variable 'x
N = Number of observations

X = Variables involved
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b) Coefficient of Correlation
Correlation is an analysis of the co-variation between two or more
variable. It deals to determine the degree of relationship between two or
more variable. The degree of relationship between two variables is known

as simple correlation. Simple correlation is computed as:

Simple correlation coefficient r = n>xy- (3x) Cy)

N2 (50 A5y (5y)°

c) Analysis of trend

Trend is future direction in which the situation is changing of developing on
particular things. The main purpose of this chapter is to analyze the future

direction of public Debt.

For this purpose a widely and most commonly used method to describe the

trend has been followed. That is known as Least Square Method.

Let the trend line between the dependent variable y and independent variable

x (i.e. time) be represented by

Y = a+bx

Then for any given value of independent variable x, the estimate value of y

denoted by yc given above equation is

Yc = a+ bx
Where,
a =y intercept or value of y where x =0

b = Slope of the trend line or amount of change that comes in y for unit
change in x

To determine the straight line trend, the value of a and b is calculated by
following way,

a= Yy b =3xy
N >X2
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CHAPTER FOUR
DATA PRESENTATION AND ANALYSIS

This is the most important Section of the research study. In this chapter all the
information/data collected from different sources are analyzed, tabulated and

interpreted.

4.1. Trend and structure of public debt in Nepal.

4.1.1. Introduction:

Public debt is taken as a great instrument of the government to fulfill its
budgetary deficit. Since it becomes greater than current revenue collection, it
refers to those obligation, of the state as borrower and promises to pay to
amount borrowed with the return in a given period of time (Barman 1986:8)
The government of a country may borrow because current revenue may not
be sufficient to meet its expenditure. The government borrowing is necessary
to fill the gap between the tax and non-tax revenues and the growing
expenditure. The loan operation of the modern government especially in
LDCs has been increased due to the government’s active participation in the
economic development one hand and the limited availability of funds for
investment from the private sectors on the one other hand. Thus, the
investment for accelerating the role of capital formation for development
purpose has led to the government to expend resources through public
borrowing externally and internally.

Now a day’s public borrowing is considered as an effective instrument. There
are two major source of public borrowing external and internal. Internally a
government can borrow from individual, financial institutions, non-financial
institutions, commercial banks and central bank. Similarly the main sources
external borrowing is; Firstly, International financial institution likes, IME,
World Bank, IDA and ADB etc. These institutions give loan to member
countries for a short term for covering the temporary balance of payment
difficulties and for long term for the development projects. Secondly, friendly

countries also provide loans for the development projects.
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The objective of public debt in developing countries is that the public debt
should be used as an instrument to mobilize saving of people which would
otherwise have gone to idle or wastefully consumption. Public debt should be
advocated for creating capacity and producing capital equipment. Generally
government borrows for the creation of infrastructure in the economy, since it
requires huge investment initially, which cannot be meet through only revenue
collection. The aim of the public of debt policy should be to help in
strengthening the money and capital market, which is turn accelerate

development and price stability.

Internal borrowing is the source of public borrowing. It is applied as a means
of mobilizing internal resources in the development process of the country in a
wide perspective. It has been taken as a means of revenue generation as
well as economic stabilizer. As a fiscal measure it is source of revenue of the
government as it mobilizes saving from public to the state. As a monetary
measures, it is a weapon in the hands of the central banks to regulate the
economy, so that the inflation generated in the process of economic growth
may not take the form of hyperinflation, but these methods are applied in two
different ways;

)] Borrowing from non-bank lenders as individuals or groups known
as real borrowing or real debt creation which takes place only if
some individual or group in the economy deliberately exchanges
current purchasing power for government obligation to provide an
income refers in the future periods.

i) Borrowing from the central bank and with its support from the
commercial banks is known as unreal borrowing or disguised
money creation. Under this methods the banking system provide
with an interest income in exchange creating additional currency,
for any sacrifice of the purchasing power for liquidity but interest for
carrying out the operation that is especially within the constitutional

power of the government.
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Therefore it is difficult to borrow from the internal source due to many
constraints and on the other hand, country need foreign currency to
import capital goods for development project and to finance the balance
of payment deficit, These make the country to depend more on foreign
borrowing than on internal one. Like other countries, Nepal is also

indebted from the external debt and seems likely to increase further.

4.1.2. Resources gap in Nepalese Economy:

Resource gap in Nepalese economy has been always a common
phenomenon since the start of the systematic budgeting system in Nepal.
Nepal is experiencing a serious and growing resource gap. This is
because the annual growth rate of the total expenditure and revenue is
not increasing in the same pace. The growth of expenditure has resulted
to increase in higher percent than the revenue generation. Therefore, in
order to fulfill the gap between the revenue and expenditure government
need to borrow from external as well from internal source. The following
table shows the different scenarios of financial resource gap in Nepalese
budget.
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Table 4.1.
Different Scenarios of Resource Gap

(Rs. In million)

. Growth Annual A.G. . A.G. Fiscal
Fiscal |Total rate Total GR. rate Foreign |A.G. |External rate Internal AG. |Deficit
Of TR of icit  |Of of OfE.L JroIT.E. -
Year |Revenue ‘R-lExpenditureT.E.  |Peficit . |Grants Loan lLoan [ateofirp 4
(%) (%) Deficit F.G. (%) l.L. F.G)]
(%) '
(%) (%)
1999/00|42893.8 66272.5 23378.8 5711.7 11812.2 5500 17667

2000/01/48893.6 |13.99 (79835.1 20.46 |30941.2 |32.35(6753.4 |18.24{12044 |1.96 |7000 27.27 |24188.1

2001/02|50445.5 [3.076 [80072.3 0.3 29626.8 |-4.25 |6686.1 |-1 7698.7 |-36.08 8000 14.28 |22940.7

2002/03|56229.8 [15.04 |84006.1 4.91 |27776.3 |-6.25 |11339.1 |69.6 |4546.4 |-40.95 (8880 11 16437.2

2003/04|62331 10.85 |89442.6 6.08 |27111.6 |-2.5 (11283.4 |-0.49|7629 |67.8 |5607.8 |-36.85|15828.2

2004/05|70122.7 |12.5 |102560.4 |12.8 |32437.7 |16.42|14391.2 |27.54/9266.1 |21.46 |8938.2 |59.39 |18046.5

2005/06(72282.1 |3.07 |110889.2 (8.12 |38607.1 (19.09|13827.5 |-3.91(8214.3 |-11.35 (11834.2 |32.40 [24779.6

2006/07|87712.1 |21.34 |133604.6 [20.48 |45892.5 (18.87 [15800.8 |14.27|10053.5[22.39 (17892.3 |51.11 (30091.7

2007/08|107622.5 |22.69 [161349.9 |20.76 [53727.4 |17.07 |20320.7 [28.61/8979.9 |-10.67 |20496.4 [14.55 |33406.7

2008/09|143474.5 |33.31 |219661.9 |36.14 |76187.4 |41.80 [26382.8 |29.839968.9 |11.01 |18417.1 |-10.14|49804.6

Average
Annual
G.R.

(%)

14.71 14.70 15.10 20.30 2.84 18.12

Source: www. mof.gov.np/publication (2009/10)

Table 4.1 reveals the resources gap of the government, which is the
difference between revenue and expenditure of the government. The
resources gap is increased from Rs 23378.8 million in fiscal year 1999/00 to
Rs. 76187.4 million in fiscal year 2008/2009. In average annual basis, it
remained at 15.10 percent. However, the revenue of government has been
increased Rs. 42893.8 million in Fiscal Year 1999/00 to Rs. 143474.5 million
in 2008/2009. In average annual it was 14.71 percent. But the expenditure
has been increased more rapidly than the revenue which is Rs.219661.9
million in FY 2008/09.

Thus, it shows the rapid growing tendency of budget deficit since 1999/00 to

2008/09. But however this deficit is fulfilled by three elements that are: Grants,

External Loan and Internal Loan.
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Grants are the most potential source of foreign currency, which is the best
instrument for the government to import the capital goods and to pay the
interest and principle of external debt. Moreover, it can be used on
capitalization itself. It does not give burden to the economy. But the table 4.1
shows the up-swing and downswing tendency of grant component. In fiscal
year 1999/00 the total grants received by the government worth Rs. 5711.7
million, which fluctuated after that and reached to Rs. 26382.8 million in fiscal
year 2008/09.

During the review period, amount of bilateral and multilateral grants has not
been increased sufficiently, which has created a sort of constraints in the
scenario of state’s economy as a whole. Hence NG has staunchly compelled
to reduce the unproductive expenses, though considering the achievement we

cannot get the satisfactory impacts on aggregate economy of the nation.

The second element of resources, the external loan was Rs. 11812.2 million
in 1999/00 but it reached Rs. 9968.9 million in 2008/2009, which is 2.84%
increase in average from 1999/00 to 2008/09. On the other hand, the internal
debt amounted from 5500 million in 1999/2000 to Rs. 18417.1 million in
2008/2009. In average annual basis it was 18.12 percent.

And the final column shows the fiscal deficit (TE- (TR+ FG). Which has
increased from Rs. 17667 million in starting year of review period 1999/00 to

Rs. 49804.6 million in last year of review period 2008/09?

However, the table 4.1 can be clear with help of the diagram which is

presented below:
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Figure 4.1: Different Scenario of Resource Gap
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From the diagram 4.1, we can see that revenue has been increased from
fiscal year 1999/00 to 2008/09 but the expenditure has been increased more
rapidly than that of the revenue. This creates the resource gap and this gap is
fulfilled by the three elements: Foreign Grants, External Loan and the Internal

Loan as shown in the above diagram.

4.1.3. Growth trend of Grants and Government borrowing

The dependency on the taxation only cannot meet the expenditure of the
government, therefore in order to fulfill the financial deficit the government
must rely on the internal as well as external loan and the foreign grants. The
different scenario of grants and government borrowing is presented in the

following table 4.2
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Table 4.2
Annual Growth rate of grants and government borrowing

(Rs. In million)

Fiscal Total Annual | Grants | Annual | Internal | Annual | External | Annual
Year Debt Growth growth | Debt growth | Debt growth
Of TD rate of rate of rate of
(%) Grants | D (%) ED
(%) (%)
1999/00 | 17312.2 5711.7 5500 11812.2
2000/01 | 19044 |10.00 |6753.4 |18.24 | 7000 27.27 | 12044 |1.96
2001/02 | 15698.7 | -17.56 | 6686.1 |-1.00 | 8000 14.28 | 7698.7 |-36.08
2002/03 | 13426.4 | -14.47 | 11339.1 | 69.6 8880 11 4546.4 | -40.95
2003/04 | 13236.8 | -1.41 11283.4 | -0.49 |5607.8 |-36.85 | 7629 67.8
2004/05 | 18204.2 | 37.53 |14391.2 | 27.54 |8938.2 |59.39 |9266.1 |21.46
2005/06 | 20048.5 | 10.13 | 13827.5|-3.91 |11834.2 |32.40 |82143 |-11.35
2006/07 | 27945.8 | 39.39 | 15800.8 | 14.27 | 17892.3 |51.11 | 10053.5 | 22.39
2007/08 | 29476.3 | 5.48 20320.7 | 28.61 | 20496.4 | 14.55 |8979.9 |-10.67
2008/09 | 28386 | -3.70 | 26382.8 | 29.83 | 18417 -10.14 |9968.9 |11.01
Average 7.26 20.30 18.12 2.84
annual
growth
rate

Source: - www.mof.gov.np/publication(2009/10)

Table 4.2 shows increasing trend of the government borrowing. It also shows

the heavy reliance on foreign grants. Indeed the grants are not the debt but

everlasting reliance on it definitely arises a question upon capability on

internal resource mobilization and industrialization. It is because the grants
have reached to Rs.26382.8 million in fiscal year 2008/09 from Rs. 5711.7
million in 1999/00.
Similarly internal borrowing has reached to Rs. 18417 million in fiscal year
2008/09 from Rs. 5500 million in 1999/00. It has average annual growth rate

of 18.12percent. External borrowing was only Rs. 11812.2 million in 1999/00
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to Rs. 9968.9 million, in 2008/2009. It has 2.84 percent of average annual
growth rate, which is remarkably less than average annual growth rate of
internal debt. It indicates that government prefers internal loan to external
loan, which is not good symptoms for the economy as it crowds out private

investment.

Likewise, the table 4.2 indicates that the total debts (internal debt + external
debt) amounted to Rs. 28386 million in 2008/09 from Rs. 17312.2 million in
1999/00. It has 7.26 percent of average annual growth rate. It obviously

indicates the increasing trend of government borrowing year by year.

The above table 4.2 can be clearer with the help of the following Line Chart
4.2

Figure 4.2: Annual Growth rate of Grants and Government Borrowing

Annual Growth Rate of Grants and
Government Borrowing
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From the above figure we can see the increasing trends of government
borrowing. Though the total debt of the government has been decreased in
year 2001/2002 to 2003/2004, thereafter it has been increased rapidly. The
Internal loan of the government has been increased more rapidly than that of

the external loan as shown in the above figure. That means government has
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been given more focus on the internal loan which is not good symptoms for

the economy as it crowds out private investment.

Beside the debt government has also heavily dependent on the foreign
grants. As shown in the above figure the government grants have been

increased in faster rate.

4.1.4 Debt as Percentage in Government Deficit and Total Debt

As per the increasing role of the government in the development activities, the
government expenditures has been increasing every years but the revenue
has not been increased in the same ratio as the expenditure. Therefore, the
country is facing the resource gap. Though the revenue is the prime
instruments of the government to meet its expenditure, government has
always failed to collect the required revenue for its expenditure. The tax and
custom administrations are not transparent and able so that government
cannot collect the revenue as it predicts. Therefore, government has always
faced the problem of budgetary deficit.
In this very persistent condition the government follows four of sources meet
deficit financing:

Printing money

Drawing down foreign exchange reserve.

By Grant from home and aboard

Borrowing from home and abroad

Most of the countries do not want to print money and make drawing from
the foreign exchange reserve for the fulfillment of budget deficit as it
make inflationary and much other adverse effect to macro economy.
Besides this, government has also received grants and loan from home
and abroad to face the problem of budgetary deficit. Let's see the debt as

percentage in Government deficit and total debt in following table:
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Table 4. 3

Debt as Percentage in Government Deficit and Total Debt

(Rs. in million)

% Of Internal &
Fiscal Internal |External |Debt as
T. D. External
%
_ .. |Total In o Debt as % of
Year Deficit Grants |Debt Debt of Deficit
Debt Deficit T.D.
Internal|Externallinternal|External
Debt |Debt Debt |Debt
1999/00[23378.8/17312.2|74.055711.7 5500 11812.2 |23.53 |50.53 |31.77 |68.23
2000/01/30941.2/19044 |61.55|6753.4 {7000 12044 |22.62 |38.93 [36.76 |63.24
2001/02|29626.8/15698.752.99(6686.1 |8000 7698.7 |27.00 25.99 |50.96 |49.04
2002/03(27776.3/13426.4/48.34{11339.1/8880 4546.4 |31.97 (16.37 |66.14 |33.86
2003/04127111.6|13236.8/48.82|11283.4/5607.8 [7629 20.68 [28.14 |42.37 |57.63
2004/05|32437.7/18204.2/56.12(14391.2|8938.1 [9266.1 |27.55|28.57 |49.10 |[50.90
2005/06 |38607.1]20048.551.93|13827.5/11834.2 |8214.30 |30.65 [21.28 |59.03 /40.97
2006/07 |45892.5[27945.8/60.89/15800.8/17892.3 |10053.5 |38.99 [21.91 |64.03 |35.97
2007/08 |53727.4]29476.354.86/20320.7)20496.4 |8979.9 |38.15(16.71 |69.54 |30.46
2008/09 |76817.4]28386 |37.26/26382.8/18417.10/9968.9 [24.17 [13.08 |64.88 |35.12
Average
Annual 20.28 |54.68 28.53 [26.15 |53.46 |46.54
%

Source: www.mof.gov.np/publication (2009/10)

Table 4.3 we can find out the budgetary deficit of the government and this

deficit has been fulfilled by the total debt (internal debt + external debit) and

the grants. From the above table we can find the increasing trends of the

government deficit since fiscal year 1999/00 to fiscal year 2008/09. The deficit

has been figured out to Rs.23378.8 million in the fiscal year 1999/00, which

increased to Rs.76817.4 in the fiscal year 2008/09.The main cause of

increasing the deficit from Rs. 23378.8 million to Rs.76817.4 million is due to

the increase in the government expenditure with that of the revenue
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collection. It clearly shows that the government heavily depends on grants
and debts; as these both are the easy instruments for financing the deficit
budget.

Heavily reliance on grants and loan indicates capital scarcity on the one hand
and in the other it shows inefficiency in proper mobilization of internal
resources. Over the study period between fiscal year 1990/00 to 2008/09
total debt also increased from Rs. 17312.27 million to Rs. 28386 million.

Hence, the total debt increased by 20.28 times during the review period.

Similarly, the table presents the annual average percentage of total debt to
total deficit. On an average it is 54.68 percent of the total deficit. Rest amount
of budgetary deficit is shared by grants and cash balance. It is being argued
that reliance on foreign debt is better than reliance on external grants because

it may have adverse impact on the national sovereignty.

Internal debt has occupied 23.53 percent of total deficit in starting year
(1990/00) of review period, but is increased to 24.17 percentages in fiscal
year 2008/2009. In an aggregate, internal debt has 28.53 percent share in
total deficit during review period. Similarly external debt has decreases Rs.
9968.9 million in 2008/2009 from Rs11812.2 million in 1999/00.. It occupies

26.15 percent of share out of total deficit on an average.

However the percentage of external debt to total debt was higher in 1999/00
with that of internal debt. In 1999/00 the percentage of external debt to total
debt was 68.23 whereas the percentage of internal debt was only 31.77. But
however the ratio of internal debt increased to 64.88% in 2008/09 whereas
the ratio of external debt came into 35.12% in 2008/09. This shows that the
government is heavily dependent upon the internal debt than the external
debt.
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Government Deficit and total borrowing - an Analysis

Government budgetary deficit has always been fulfilled by internal as well as

external source. Therefore government deficit and the total debt are

correlated. Government deficit is a dependent variable(X) as it is dependent

on the total debt(Y). The correlation between Govt. Deficit and total borrowing

(Total Debt) is analyzed with the following data presented in table 4.4.

Table 4.4.
Correlation analysis between Govt. Deficit and Total borrowing:
(Rs. in Million).
Year Govt. DeficitTotal Debt
(X) (Y) X=X-X  y= Y-Y Xy X2 Ya
1999/00 (23378.8 X 11010.02 2064.78 |22733269.1 121220540 4263316.45
2000/01 |30941.2 19044 3447.62 [332.98 (1147988.51 (11886083.7 (110875.68
2001/02 |29626.8 15698.7 4762.02 |3678.28 [17516042.9 22676834.5 [13529743.8
2002/03 |27776.3 13426.4 6612.52 |5950.58 [39348329.3 43725420.8 35409402.3
2003/04 |27111.6 13236.8 7277.22 16140.18 |44683440.7 52957930.9 [37701810.4
2004/05 |32437.7 18204.2 1951.12 |1172.78 |2288234.51 3806869.25 [1375412.93
2005/06 |38607.1 20048.5 -4218.28 |-671.52 (2832659.39 [17793886.2 450939.11
2006/07 145892.5 27945.8 -11503.68 |-8568.85 [98572963.3 (132334654 [7/3424676.2
2007/08 |53727.4 29476.3 -19338.58 |-10099.3 [195306508 (373980676 [101996264
2008/09 |76187.4 28386 -37618.72-8108.11 (305016720 [141516809465741447.8
aX=385686.8|aY=202778.9 729446114 2195550990(334003999

Source: www.mof.gov.np/publication (2009/10)

X=&X/N =385686.8/10
=38568.68

Y= &Y/N= 202778.9/10
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Correlation coefficient according Karl Pearson’s

R= axy
‘ ax? Jéyz
N
729446114

J2195550990 JW

729446114
856342272.2

=0.85

From the above calculation we have found out that the correlation between
the government deficit and the total debt is 0.85.Hence it seems that the
relationship between these two variables is positively correlated. That means
the increase in the government deficit also lead to the increase in the total

debt and vice versa.

4.1.5 Pattern of ownership of Public debt in Nepal

Due to the huge amount of the disparity between the government revenue
and expenditure there occurs widening gap between saving and investment.
Small proportion of development expenditure is made by the revenue surplus
and remaining large segment of development expenditures is made from the

internal and external borrowing.

The internal borrowing for the first time was issued out in Nepal in 1961/62
through treasury bills after the enforcement of Public Debt Act 1960. Nepal
has been borrowing the internal debt to bridge the resource-gap and
mobilizing the internal resources and strengthening capital market. The
government raises the internal debt by using various securities like, Treasury

Bill, Development Bond, Special Bond and National Saving Certificate etc.
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The systematic record first external borrowing was from the USSR for the
establishment of Birgunj Sugar Factory and Janakpur Cigarette Factory in
1963/64. Only the bilateral debt was borrowed previously than the fiscal year
1961/62. After than both bilateral and multilateral debt have been borrowed
till now". (Thapa, Prashikshan, Vol.44, 2000:7)

() Sources of internal debt

One of the major sources of the government to fulfill its budgetary deficit is

the internal debt. The government can borrow through internal debt mainly

by four instruments: Treasury bill, National Saving Certificate,

Development bonds, Special bonds and citizen saving certificate. By

selling these instruments government can borrow internally from banking

and non banking sources.

Table 4.5

Source of internal debt

(Rs in million)

Fiscal TD Treasury |Development| National Citizen Special
year bills bonds saving saving bonds
certificate certificate

1999/00 | 54357.0 21026.9 4262.2 11526.5 - 17541.4
2000/01 | 60043.7 27610.8 5926.2 12476.4 - 13994.3
2001/02 | 73620.7 41106.5 11090.7 11536.1 628.1 9259.3
2002/03 | 84645.5 48860.5 16059.2 9629.8 931.1 9164.5
2003/04 | 86133.7 49429.6 17549.2 9029.8 1178.9 8946.2
2004/05 | 87564.2 51383.1 19999.2 6576.7 1428.9 8176.3
2005/06 | 94710.8 62970.3 17959.2 3876.8 1678.9 8225.6
2006/07 | 103776.1 | 74445.34 19177.1 1516.2 1391 7245.69
2007/08 | 116039.51 | 85033.03 21735.43 1116.2 3014.36 5139.77
2008/9° | 127626.20 | 86515.1 29478.5 2169.00 4433.6 5030

Source: www.mof.gov.np/publication.(2009/10)
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Table 4.5 shows out the five source of the internal debt: Treasury Bills,
Development Bonds, National Saving Certificate, citizen saving certificate

and Special Bonds.

Treasury Bills is the short-term loan as these are raised for the period of
less than one year. Other remaining securities are called long-term
securities as they are issued for the period of more than one year.
Normally treasury bills are floated for the period of 91 days. Similarly
government bonds and national certificates have 3-15 years periods of

maturity. Accordingly these are identified as long-term securities.

Treasury bills increased to Rs. 86515.10 million in fiscal year 2008/09
from Rs. 21026.9 million in Fiscal Year 1990/00. Similarly development
bonds increased to Rs. 29478.50 million in fiscal Year 2008/09 form Rs.
4262.2 in Fiscal Year 1999/00. National saving certificate amounted Rs.
2169.00 million in fiscal Year 2008/09 from Rs. 11526.5 million in 1999/00.
Special bond reached to 5030.00 million in fiscal year 2008/09 from
17541.4 m. in 1999/00. Similar citizen saving certificate amounted to Rs.
4433.60 million in fiscal year 2008/09.

The Treasury bills have dominating place in the structure of total
outstanding internal debt in the study period. The treasury bills are mostly
inflationary in nature. Since these are mostly owned by commercial
banks, financial institutions and Nepal Rastra Bank. It is concluded that
the government become lethargic in managing its finance prudently as
there is easy access for funding the source of finance in the form of

borrowing and grants.
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The above table can be made clear with the help of the figure 4.3

Figure 4.3 Source of internal debt
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From the figure 4.3 also we can assume that the Treasury bill has played
the important role in the government internal borrowing. Since Treasury
bills are issued for a short period of time, most of the financial institutions
and others are interested to invest in the Treasury bill. After Treasury bill
development bonds has occupied the dominant role in the government

internal debt and so on.

I.A. Growth rate of internal debt and its components:

The annual average growth rate of internal debt for the study period from
fiscal year 1999/00 to 2008/09 is 9.38%. Among the instruments used for
raising internal debt, growth rate of development bond outstanding is very
high which 26.64% is. The average growth rate of TB, NSC, CSC, and SB
are 17.88%,-9.25%, 22.00%, -12.06%. Banks and the financial institutions
are the major holder of TB,DB and SB.Therefore , fund raising composition
has not been balanced between the individuals and institutional sectors.
Normally, individuals buy hold the instrument until maturity but banks and
institutions liquidate it when the rate of interest rises in the capital market.

Long term bonds are advantageous to the government when low interest
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rate can be booked for longer periods and short term bonds are
advantageous when there is a continuous rise in the interest rate

structure. Today the interest rate in the market is very high and in order to
have a cost advantage on borrowing the government needs to borrow the

internal loan for a short period of time.

Table 4.6
Growth rate of internal debt and its components.

Fiscal ID Treasury | Development | National Citizen Special
bills bonds saving saving bonds
year certificate | certificate
1999/00 | ] ] ; - -
2000/01 | 1046 | 3131 39.04 8.24 0.00 | -20.22
2001/02 | 22 61 48.88 87.15 -7.54 0.00 | -33.84
2002/03 | 14,98 18.86 44.80 -16.52 48.24 -1.02
2003/04 | 1 76 1.16 9.28 -6.23 26.61 -2.38
2004/05 | 1 66 3.95 13.96 -27.17 21.21 -8.61
2005/06 | g 16| 22.55 -10.20 | -41.05 17.50 0.60
2006/07 | 957 18.22 6.78 -60.89 -17.15| -11.91
2007/08 | 11.82 14.22 13.34 -26.38 | 116.70 | -29.06
2008/9 | 340 1.74 35.62 94.32 47.08 -2.14
9.38 17.88 26.64 -9.25 22.00 | -12.06

Calculated from table4.5
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Figure 4.4 Growth rate of internal debts
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|.B. Share of debt instruments on total debt.

The share of component of internal debt is changing over the year. The share
of short term instruments like Treasury bill on total internal debt outstanding
was 38.68% and the rest 61.32% was covered by long term instruments like
development bond , national saving certificate , citizen saving certificate and
special bonds in fiscal year 1999/00. Later on the treasury bill have been
dominating in the structure of total outstanding of internal debt. In the fiscal
year 2008/09 TB has covered 68.84% and the rest was covered by others.
Treasury bill is more liquid instruments in the market. There is secondary
market in the NRB to liquidate it at any office day for banks and the financial
institutions. Therefore, there is the liquid risk to the NRB towards government
borrowing. There is another liquidity risk for the government also, that when
commercial banks will have enough opportunity to lend in higher rate and will
find other investment opportunity, then they will not buy the TB in a big
volume like today. In such a case, there will be a possibility of difficulty in
raising funds through internal loan in a low interest rate. The share of each

instrument on total debt is presented in the table below



Table 4.7

Share of debt instruments on Internal debt

Fiscal | Treasury | Development | National Citizen Special
bills bonds saving saving bonds
year certificate | certificate
1999/00 38.68 7.84 21.21 32.27
2000/01 45.98 9.87 20.78 2331
2001/02 55.84 15.06 15.67 0.85| 12.58
2002/03 57.72 18.97 11.38 1.10 | 10.83
2003/04 57.39 20.37 10.48 1.37 | 10.39
2004/05 58.68 22.84 7.51 1.63 9.34
2005/06 66.49 18.96 4.09 1.77 8.68
2006/07 71.74 18.48 1.46 1.34 6.98
2007/08 73.28 18.73 0.96 2.60 4.43
2008/9 68.84 23.46 1.73 3.53 4.00
59.46 17.46 9.53 142 | 12.28

Calculated from table 4.5

Figure 4.5 Share of debt instrumet of ID
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|.C Pattern and Ownership of Internal debt Instruments

Government issues various types of bonds in order to raise the internal debts.
In Nepalese context, government has issued TB, NSC, DB and SBs.
Government of Nepal raise the funds from banking and non-banking sectors.
The implication of borrowing from banking and non-banking system is
different. Borrowing from banking system may have credit crunch in the
economy but such effects will not happen if the funds are borrowed from the
hand of public. The table below shows the pattern and ownership of internal

debt instruments.

Table 4.8
Pattern and ownership of IDs

Fiscal Commercial Other Institution Total

year NRB Bank including individuals
1999/00 37.46 33.44 29.1 100
2000/01 28.98 42.29 28.73 100
2001/02 32.76 39.88 27.36 100
2002/03 29.2 46.63 24.17 100
2003/04 22.17 50.85 26.99 100
2004/05 19.92 55.45 24.63 100
2005/06 16.69 62.15 21.16 100
2006/07 19.37 63.14 17.19 100
2007/08 20.41 62.17 17.42 100
2008/9 23.61 58.31 18.09 100

Source: www.mof.gov.np/publication(2009/10)
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Fig: 4.6 Pattern and ownership of IDs
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Table and figure above depicts that the ownership pattern of government
bonds by NRB was 37.46% in FY 1999/00 which came 22.98% in the FY
2008/09. The commercial banks have begun to show their interest in
purchasing the government bonds. Commercial banks were holding 33.44%
of government bonds in fiscal year 1999/00, which increased to 56.72% FY
2008/09. However the holding pattern of others was 20.30% FY 2008/09. So,
in recent years, ownership pattern shows that the commercial banks holding

are increasing significantly.

(I). Structure of external public debt in term of disbursement by

major sources.

The major sources for foreign currency for Nepal are grants, foreign
assistance and loans. Nepal a basically in aid dependent country. It has
to depend mainly on foreign assistance, grants and loans for the required
capital imports. Moreover at the same time, terms of trade of the
developing countries like Nepal are unfavorable, it has to borrow from

outside in order to finance the balance of payment deficits.
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Nepal has started borrowing the foreign loan from Fiscal Year 1964/65 and
till now, we have the burden of Rs. 9968.90 million in 2008/2009 of foreign
loan.

External loan can be divided into following two parts:

1. Bilateral external debt.

2. Multilateral external debt

Bilateral loans are the loans from foreign government and their agencies,
loans from autonomous bodies and direct loans form official expert credit
agencies. Similarly, multilateral loans are, loans and credits from
multilateral agencies such as World Bank, International Monetary Fund,
Regional Development Banks and other multinational and inter

government agencies.
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Table 4.9

Structure of external public debt in terms of disbursement by major

source
(Rs. in millions)

Fiscal Total Bilateral |Multi % on of
Vear external debt ateral debt bilateral multilateral

loan debt debt.
1999/00 11812.21 |757.9 11054.3 |6.42 93.58
2000/01 12044 586.7 11457.3 |4.87 95.13
2001/02 7698.6 87 7611.6 1.13 98.87
2002/03 4546.4 657.2 3889.2 14.46 85.54
2003/04 7629 66 7563 0.87 99.13
2004/05 9266.1 126.5 9139.6 0.14 98.63
2005/06 8214.3 |40.6 8173.77 |0.49 99.51
2006/07 10053.52 |9004.59 |1048.93 [89.57 10.43
2007/08 8979.88 |632.11 |8347.77 |7.04 92.96
2008/09 9968.90 |612.90 |9356.00 |6.15 93.85
Average
Annual growth 13.24 86.76
rate

Source: www. mof.gov.np/publication (2009/10)

Table 4.9 shows structure of external debt in term of disbursement by
major sources.

During the study period between fiscal year 1999/00 to 2008/09 the
multilateral external debt has dominated the bilateral debt in the structure
and composition of external debt in Nepal. In the starting year of review
period (1999/00), the percentage share of bilateral and multilateral loans
on total external debt was 6.42 and 93.58.1respectively. And by the end
of study period (2008-09) it remains respectively 6.15 percent and 9.85

percent of share out of total external loans.
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Figure. 4.7 Trend of multilateral and bilateral debt

Fig 4.4 Trend of Multilateral and Bilateral
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From the figure 4.7 also we can conclude that the multilateral debt has a
dominant role in the external role. Though the multilateral debt has been
decreased heavily in fiscal year 2006/07 but also it has occupied a major role

in the external debt of the government.

4.1. 6. Net outstanding public debt in Nepal.

If we look at the budget of each fiscal year of Nepal, the deficit amount has
been mounting up. It further leads to increase the debt portion of the
government. Here, an attempt has been made to analyze the trend of
increased volume of public debt. The following table clearly presents the

net outstanding public debt in Nepal, up to the final year of study period.
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Table 4.10
Net Outstanding Public Debt in Nepal

(Rs. in Million)

Fiscal Year Total Internal External |Percentage|% of externallA.G. A.G. A.G. Rate

Public Debt|Public Debt|Public Debt/of I.D. Debtin TD |Rate of T.D.|Rate of I.D.|of E.D
1999/00 [245048.2 [54357 190691.2 [22.2 77.8
2000/01 [260448.1 |60043.7 |200404.4 [23.1 76.9 6.28 10.46 5.09
2001/02 |293746.31 [73620.7 [220125.6 |25.1 74.9 12.78 22.61 9.84
2002/03 [308078.5 |84645.3 |223433.2 [27.5 725 4.88 14.97 1.5
2003/04 (318913  |86133.7 |232793.3 |27.0 73.0 3.52 1.76 4.19
2004/05 |307206 87564.1 |219641.9 [28.5 71.5 -3.67 1.66 -5.65
2005/06 (328685 |94716.4 |233968.6 [28.82 71.18 6.99 8.17 6.52
2006/07 |320410 103781.1 |216628.9 (32.39 67.61 -2.52 9.57 -7.41
2007/08 (366012 116046.6 |249965.4 (31.71 68.29 14.23 11.82 15.39
2008/09 |399800 122759.6 |277040.4 |30.71 69.29 9.22 5.78 10.83
Annual 27.69 72.31 5.75 9.64 4.48
Average
Growth rate

Source: www.mof.gov.np/publication(2009/10)

Table 4.10 shows the net outstanding loan including internal and external loan

and their average annual percentage growth. The net outstanding public debt

is in increasing trend and the average growth rate is 5.75 percent from fiscal
year 19990/00 to 2008/2009.The total public debt outstanding till 2008/09
amounted to Rs. 399800 million.

The average annual share of internal and external loan is 27.69 percent and

72.31 percent respectively in total net outstanding debt. Internal loan has

increased with an average annual growth rate of 9.64%, have been indebted

by foreign loans to a considerable extent. Therefore government should take

the serious attention towards the burden of external debt.
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4.2 Role of public debt in Nepalese budgetary system
4.2.1 Introduction
The word budget is said to have its origin from the French word baguette,
which means small leather bag. In 1773, when Walpole was the chancellor
of exchequer, he used to keep his documents in a leather bag. Today, bag
itself is not a vital importance but people are anxious to see what the bag
contains. Therefore, the bag contains economic bill presented by the
finance minister in the parliament house annually. In the modern times,
governments are welfare oriented. They have made some vigorous efforts
to maximize the welfare of the society. In order to achieve it, government
has to perform various socio-economic activities. This requires proper
manipulation in the budgetary policy of the government. A budget,
therefore, is not only a financial statement of actual and anticipated
revenues and outlays of the government but it is also documents of
detailed programmers and policies of action which they desire to pursue in
the coming years to raise the level of economic activities.
A budget is the compendium of annual plans with resources allocation. It is
the financial plan covering the outlays and receipts of the government.
Usually, it is embodied in a document that may be called the budget, but
budget is much more than that. It is the outcome of a process that includes
preparation of the financial plan, review of the plan by the legislature
where there if one, execution of the plan and evaluation and pubic
reporting of the results.
A budget is both political as well as economic documents because it
contents both political as well as economic elements. Its political elements
are good governmence strengthening the democratic values and norms,
etc.through achieving the macroeconomic goals. Its economic elements
are estimation of income and expenditure collection of taxes, allocation of

public expenditures, etc.
The budget occupies a significant place in the modern financial system. It

affects the working of the whole economy through its effect on aggregate

demand. Itis an important instrument to achieve macroeconomic goals or
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Objectives. It has various purposes through which the macro goals or

objectives can be achieved. The major purposes of budget are as follows.

1.

It sets a framework for policy formulation. This requires decisions
about the action to be taken to reach objectives. Choices must be
made about which of many competing proposals should be adopted to

further particular national objectives and about the extent to which

various objectives can be advanced simultaneously. Thus, it provides

guideline to formulate various policies.

Budgeting is the means for policy implementation. It provides guideline
for policy implementation. It is the guide for management and at the
same time budgetary procedures are instruments of administrative
control.

Budget is the means for legal control. Once the budget passes from
the house, it becomes the means for legal control.

Budget documents may be the good source of information on past

activities, current decision and future prospects.

Some Observation of Nepalese Budget:

1. For the last few years, regular expenditure seems to be greater than

development expenditure; it slows down the process of economic
transformation and the process of economic development. This is
because regular expenditure is consumption in nature, which does not
have direct relationship to economic growth. This has increased the
challenges to maintain the macroeconomic stability by rationalization
the regular expenditure, streaming development expenditure to highly
productive sectors, broadening the tax base, and reducing the size of
deficit financing.

Nepal's budget is always a deficit budget. This is our compulsion and
also a strategy to have deficit budget to mobilize the resources. This
trend will continue in future if there is no specific effort to mobilize the

resources.

. Of the total deficit financing, the share of foreign loan is around 51

percent. As they are conditional, we cannot mobilize them according
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to our need and policy. Such excessive dependence on foreign loan
is not productive for economic development.

4. Our budget is still traditional in nature. It is because it has adopted
the traditional methods of resource mobilization and management. (
such as traditional sources of revenues: borrowing, traditional tax
system, etc.)

5. Amount of domestic loan and foreign loan are increasing year by year.
This also shows the failure of government to mobilize the internal
revenue.

6. Considering the development in the context of SAPTA/SAFTA and
WTO, there may be reduction in the government revenue as tax rates
are to be rationalized compatible to international standard/WTO
criteria, there is urgent need to mobilize the internal resources
compatible with the increase in GDP.

In the modern times, the expenditures of the governments are increasing

very rapidly as compared to the increase in their incomes. It is due to the

fact that government is welfare oriented, as a result of which, there is
rapid increase in the services performed by the government. This results
in budget deficit. That deficit can be bridged by imposing more taxes, or
by borrowing the money from public or other agencies. However there is
certain limit to which taxation can be used to cover up the deficit in the
budget without having adverse effect on the economy. Similarly, external
borrowing is subject to various factors as it is conditional.

The money, which the government raises in the form of loan

domestically, is known as internal borrowing. The concept of internal

borrowing began in the decade of 1930s in order to fight against the
depression...Keynesians strongly recommended the increasing use of
government expenditures even by undertaking the internal and external
loans to bring the economy out of the depth of depression. This has
increased the importance of internal borrowing.

Internal borrowing is one of most important way to mobilize the internal

resources in under developed countries like Nepal, where size of savings

are small; they are scattered; there are very low opportunities of

investment for general public; private sectors are still in infant stage; etc.
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The resource, which the government collects in the form of internal
borrowing, can be utilized on the socio economic development such as
economic and social overhead capital. Hence, internal borrowing
mobilizes the available saving even though they are scattered and they
are of small size. Beside this, it increases the saving habit on general
public. It avails the opportunity to the general public to participate in the
process of nation building.To some extent, it is desirable than external
borrowing as they are conditional and they have to be paid after maturity
in the convertible foreign currency with interest.

External resources contribute to development by supplementing
domestic savings and by financing imports. They also permit flexibility in
managing the balance of payment. The reasons for increasing the

external loans are mainly



Table 4.11
Structure of public debt in Nepalese budget

(Rs.in million)

Growth Annual A.G. A.G. 'rA(;\(/:J/t.h gg?;![
Fiscal | Total rate Total G.R. |Foreign| Of |External| rate |Internal ?ate of Cash
Year [Revenue|of T.R.[Expenditure|of T.E.| Grants | F.G. | Loan Of Loan L balance TE
(%) (%) (%) E.L.(%) (%) (TR +
F.G)]
1999/00/42893.8 66272.5 5711.7 11812.2 5500 354.8 | 17667
2000/01/48893.6| 13.99| 79835.1 |20.46|6753.4 (18.24| 12044 | 1.96 | 7000 |27.27|5144.1 [24188.1
2001/02|50445.5/3.076| 80072.3 | 0.3 |6686.1| -1 |7698.7|-36.08| 8000 [14.28| 7241.9|22940.7
2002/03|56229.8/15.04| 84006.1 | 4.91 [11339.1| 69.6 | 4546.4 |-40.95| 8880 | 11 |3010.7|16437.2
2003/04| 62331 |10.85| 89442.6 | 6.08 |11283.4/-0.49| 7629 | 67.8 |5607.8|-58.3|2591.4 (15828.2
2004/05|70122.7| 12.5 | 102560.4 | 12.8 |14391.2 21.6 | 9266.1 | 21.46 |8938.2(37.26| -157.8 (18046.5
2005/06(72282.1 |3.07 110889.2 8.12 |13827.5 |-3.91 |8214.3 |-11.35 [11834.2|32.40 |4731.1|24779.6
2006/07(87712.1 [21.34 |(133604.6 20.48 |15800.8 |14.27 |10053.5 |22.39 (17892.3|51.11 | 2145.9|30091.7
2007/08|107622.5|22.69 (161349.9  |20.76 [20320.7 |28.61 |8979.9 |-10.67 [20496.4|14.55 | 3930.4 |33406.7
2008/09(143474.5|33.31 |219661.9 36.14 [26382.8 |29.83 [9968.9 [11.01 [18417.1}-10.14 |21418.6/49804.6
Average
Annual 14.71 14.70 20.30 2.84 18.12
G.R.
(%)

Source : www.mof.gov.np/publication(2009/10)

Table 4.11 shows the structure of public debt in Nepalese budget. The

revenue of NG has been increased from Rs. 42893.8 in Fiscal Year
1990/2000 to Rs. 143474.5 million in 2008/2009. On an average annual it is
14.71 percent annually. On the other hand the government expenditure has
increased from Rs. 66272.5 million in 1999/00 to Rs. 219661.9 million in

2008/09. In an average it is 14.70%.

Thus, it shows somewhat improvement in rapid growing tendency of budget
deficit in comparison with the increasing tendency of NG expenditure. But in
relative term, the table shows the horrible increment of budget deficit that has
increased from Rs. 23378.8 million to Rs. 76187.4 million (table 4.1 ).
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Thus deficit is fulfilled by three elements, Grants is the most potential source
of foreign currency, which is the best instrument for the government to import
the capital goods and to pay the interest and principle of external debt.
Moreover, it can be used for capitalization itself. It does not give burden to
the economy. But the table 4.12 shows the up-swing and downswing
tendency of grant component. However, the table shows the increasing
tendency of grants though it has been reduced in 20001/02, 2003/04 and
2005/06 relatively by low amount.

The second element of resources, the external loan was Rs. 11812.2 million
in 1999/2000 but it reached to Rs. 9968.90 m in 20078/2009.0n the other
hand, the internal debt amounted from 5500 million in 1999/2000 to Rs.
18417.1 million in 2008//2009. Its average annual increment is 18.12 percent.

The cash balance shows the difference between already determined deficit to
sum of its every recovery (deficit- (grants + internal debt + external debt). The
amounts more than necessity are shown in the column which are understood
as surplus which is called the domestic resource gap and these are to be

financed through government'’s cash balance.
And the final column shows the fiscal deficit (TE- (TR+ FG). Which was

increased from Rs. 17667 million in starting year to 49804.6 million at the end

of the review period?
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Figure 4.8Structure of public debt in Nepalese budget
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4.3 Public debt servicing in Nepal.

The burden of internal debt means that the greater part of the debt is held
internally. Beyond this it may be pointed out that large public sector deficit,
which are financed by inflationary methods, serves to reduce the purchasing
power of the economy. Government borrowing has been excessive and the
burden of public debt increasing daily according to increases on the
outstanding portion of the debt composition.

Large-scale of public debt has been incurred for the financing development
programmers. While large-scale public borrowing for financing development
expenditure may be justified, resulting rise in public debt raises several
issues of which most important is the burden of public debt. The burden of
public debt is one of the oldest controversial issues in the economics of public
finance. (Singh, R.D.: 1983)

The total burden of public debt can be divided into two parts: (i) internal
burden of public debt (ii) external burden of public debt. The internal burden
means that the greater part of the debt is held internally. Dalton (1949) takes
internal public debt burden as not much significant as the payment of principle
amount and its interest involves taxation.It is merely transfer of purchasing
power from one person to another or money does not flow out of the national

money market. Similarly, Lerner (1946) points out, the internal debt may not

57



have any direct money burden on a community as a whole, since the payment
of interest and taxation to meet the burden of debt involved simply transfer the
purchasing power from one group of person to another, to the extent the
creditors and tax payer are the same, there may not be any net burden at all
in the community. But to the extent of the creditors and taxpayer belong to
different income groups; the changes in the distribution of income among
different section of the community may take place.

External debt burden is, however, completely different. External debt imposes
real burden on the economy because it reduces national welfare. External
debt is paid not in money terms but in real terms, in terms of goods and
services, which are exported to the creditor country for the settlement of the
debt. This process will have to continue during the whole period of loan
because the borrower country has to pay interest charges, but if external
loans are used for increasing the productive capacity of the country the debt
repayment may not be a serious burden. The debtor country may pay off the
debt and interest without any difficulty because of increased capacity of export
oriented industries. If debtor country does not sufficiently increase the

productive capacity they will have to face the balance of payment problem.

4.3.1. Internal debt servicing:

The payment of interest and principle of public debt is known as debt
servicing in economics and finance. The ratio of internal debt servicing to the
total government revenue is an important indicator for estimating burden of
internal debt servicing charge. The relation of internal debt servicing to
government revenue clearly indicates the burden of servicing charge on the
taxpayers.

The burden of internal debt can be examined also taking into consideration of
national income (GDP), government revenue and expenditure etc. If the
national income (GDP) increases due to the public debt at a faster rate than
the debt servicing costs, the ration between the two will register downward
trend and indicates falling burden of national debt. It will also show that

society has benefited by the benefits of the public debt. But, if the service
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costs expand at a faster rate than the national income (GDP), the ratio
between the two will rise and indicate increasing burden.

4.3.2. Issue of Debt Servicing in Nepal
The annual and average growth rate of total debt servicing and share of
external and internal debt servicing in total debt servicing during the review
period of fiscal year 1999/00 to fiscal year 2008/09*(eight months)are given in
the following:

Table 4.12
Share of internal and external debt servicing in total debt servicing

(Rs. in million)

Fiscal Total debt/Annual Internal  |Annual External |Annual %of IDS |% Of EDS
Years |servicing |Growth of|debt Growth of |Debt Growth [to TDS |to TDS
TDS % Servicing |IDS % Servicing |Of EDS

1999/00/10032.8 4711.4 5321.4 12.14 47.0 53.0
2000/01/10355.4 [3.54 4187 -11.13 6201.4 16.54 40.4 59.6
2001/02/12205.2 (17.49 5637.7 34.65 6567.5 5.9 46.2 53.8
2002/03/16181.3 (32.58 8662.1 53.64 7519.2 14.49 535 46.5
2003/04/17340.1 [7.16 9431.2 8.88 7908.9 5.18 54.4 45.6
2004/05/19752.8 (13.91 11651.3 |23.54 8101.3 2.43 59.0 41.0
2005/06[20423.5 3.4 11272.1 |-3.25 9151.4 12.96 55.19 44.81
2006/0722916.3 (12.21 13321.77 |18.18 9594.53 |4.84 58.13 41.87
2007/08/22760.58 |-0.68 12745.88 |-4.32 10014.7 1|4.38 56.00 44.00
2008/09(26988.40 (18.58 14494.40 |13.72 12494.00 |24.76 53.14 46.86
Average 12.03 14.88 10.17 52.3 47.74
Annual
Growth
Rate %

Source: www.mof.gov.np/publication(2009/10)
Table 4.12 reveals that the total debt servicing amount has increased to

Rs.26988.40 million in fiscal year 2009/10 from Rs. 10032.8 million in the

beginning year of review period. Similarly the total debt-servicing amount
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has increased with an average annual growth rate of 12.03 percentages.
The internal debt servicing has increased from Rs. 4711.4 million in the
starting year of study period 1999/00 to Rs 14494.40 million in 2008/09. The
external debt-servicing amount has increased to Rs.12494.00 million in
2008/09 from Rs.5321.4 million in 1999/00. From the above table we can
conclude that the internal debt servicing has been increased more than that of

external debt servicing.

In the starting year of review period, the internal and external debt servicing
has placed 47 percent and 53 percent of total debt servicing respectively.
But last year of review period 2008/09 it comprises 53.14 percent and
46.86 percent of total debt servicing. It enforce on our conclusion that the
internal debt servicing has increased to some extent in fiscal year 2008/2009
than the external debt servicing. Table 4.13 presents the overall annual
growth rate of internal and external debt servicing to total debt servicing which
is 52.3 and 47.74 percentage respectively under the review period 1999/00
to 2008/2009.
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Table 4.13

Share of interest and principle payment in total debt servicing

(Rs. in Million)

Fiscal Total Principle |Interest [% of|% of
Year Debt Payments [payments |Principle |Interest

Servicing in TDS In TDS
1999/00 |10032.8 |5212.7 4820.1 52.0 48.0
2000/01 |10355.4 |5690.9 4664.5 55.0 45.0
2001/02 |12205.2 |6434.9 5770.3 52.7 47.3
2002/03 [16181.3 |9559.5 6621.8 |59.1 40.9
2003/04 |17340.1 |10794.9 |6545.2 62.3 37.7

2004/05 |19752.8 [13533.3 [6219.5 |68.5 315

2005/06 [20423.5 [14264.8 [6158.7 [69.85  |30.15

2006/07 [22916.3 [16752.34 [6163.96 [73.10  |26.9

2007/08 [22760.58 [16386.93 [6373.65 [72.00  |28.00

2008/09 [26988.40 [18834.10 [8154.2 [69.79  [30.21

Average (17.89 11.74 6.14 63.43 36.57
Annual
Growth
Rate %

Source: www.mof.gov.np/publication (2009/10)

While observing table 4.13, we noticed a 17.89 percent of average annual
growth rate of total debt servicing. The share of interest amount was Rs.
4820.1 million and has maintained up to Rs 8154.20 million and share of
principle amount was Rs 5212.7 million and has gone up to Rs.18834.10
million under the review period of this study. The average annual growth rates
of these are 6.14 and 11.74 respectively. This shows the increasing trend of

principle payments than interest payments.
The share of interest and principle payment to total debt is 48% and 52% in

fiscal year 1999/00. But in the last year it comprises 30.21% and 69.79%. so

we can conclude that the share of principle payment to total debt is higher
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than that of interest payment. Above table also presents the overall average

of principle and interest to total debt servicing, which is 63.43 and 36.57%.

4.3.3 Annual Internal Borrowing and Debt Servicing.

Proportional relationship between annual internal debt servicing and annual

borrowing can be taken as important aspects of internal debt analysis.

Table 4.14
Annual Internal Debt Servicing as percentage of Fresh Annual Internal
borrowing.
(Rs in million)
Fiscal Internal Debt|internal Debt|IDS as %of ID
year (fresh) Servicing
1999/00  |5500 4711.4 85.7
2000/01  [7000 4187 59.8
2001/02 (8000 5637.7 70.5
2002/03 8880 8662.1 97.5
2003/04 5607.8 9431.2 168.2
2004/05 8938.1 11651.3 130.4
2005/06 11834.2 11272.1 95.3
2006/07 17892.3 13321.77 74.5
2007/08 20496.4 12745.88 62.2
2008/09 18417.10 14494.40 78.70
Average 84.39
Annual
Growth rate

Table 4.14 shows the proportion of annual borrowing being spent on debt

servicing. In the starting year of study period 1999/00-percentage share of

internal borrowing was 85.7 percent. However, this proportion has decreased
tremendously and reached 97.55 in the Fiscal Year 2002/03 and then it

increased to 130.56 in fiscal year 2004/05 then after started to decreased and
reached at 78.70% in fiscal year 2008/09.
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This shows that the government’s ability to borrow from internal sources
conducive to raise enough funds for development requirement. And this also
shows that the increasing proportion of internal debt servicing is the

manifestation of productive spending of borrowed fund.

The high reliance on internal borrowing for financing budgetary deficit may
have some effects like

1. Huge amount of development fund is diverted for meeting debt-

servicing charge annual which comes under regular expenditure.
2. Some borrowing portion, from NRB, will have effect on money supply
and consequently it has direct impact in money supply and increased

prices.

3. Likewise, borrowing from commercial banks will create Crowding for

private sector investment.
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4.3.4 External Debt Flow and Its Annual Servicing

Here an attempt has been made to compare the annual flow of external
debt with annual debt servicing obligation. The ratio of external debt

servicing to new borrowing is shown on the following table no. 4.15

Table 4.15
External Debt Flow and its Servicing.

( Rs.in million)

Fiscal year External Pebt Exte.rn.al Debt/Debt Servicing / External
(new borrowing) |Servicing Debt
1999/00 11812.21 5321.4 45.0
2000/01 12044 6201.4 51.5
2001/02 7698.6 6567.5 85.3
2002/03 4546.4 7519.2 165.4
2003/04 7629 7908.9 103.7
2004/05 92661 8101.3 87.43
2005/06 8214.31 9151.4 111.41
2006/07 10053.5 9594.53 95.43
2007/08 8979.9 10014.7 111.52
2008/09 9968.90 12494.00 125.33
Annual
Average 13.60 85.67
Growth rate

Source: www.mof.gov.np/publication(2009/10)
Table no. 4.15 reveals the proportion of external debt servicing to total
external debt. Hence the ratio of external debt servicing to new borrowing is
45% in the starting fiscal year 1999/00 which came into 125.33% in the fiscal
year 2008/09 after the up and down swing.

This states that the proportion of debt servicing to new external borrowing has
been 85.67 percent over the review period whereas the annual rate of growth
debt servicing has been 13.60 percent per annum. The indicator raises fear
about its increasing burden because it is going to devour not only large
proportion of exchange earning but rather large proportion of new borrowing

too.
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4.3.5 Per capita debt in Nepal

Per capita debt in Nepal swings up and down during the study period
which is shown in the table below:

Table 4.16
Per capita debt in Nepal

Fiscal PopLIJ:]ation ngf[alin Per capita debt

year thousand million Million %
1999/00 | 22632 17312.2 0.765 | 0.00442
2000/01 | 23151 19044 0.823 | 0.00432
2001/02 | 23670 15698.7 0.663 | 0.00422
2002/03 | 24200 13426.4 0.555 | 0.00413
2003/04 | 24740 13236.8 0.535 | 0.00404
2004/05 | 29300 18204.2 0.720 | 0.00395
2005/06 | 25900 20048.5 0.774 | 0.00386
2006/07 | 26400 27945.8 1.059 | 0.00379
2007/08 | 27000 29476.3 1.092 | 0.00370
2008/09 | 27600 28386 1.03 | 0.0036

Source: www.mof.gov.np/publication(2009/10)

Table 4.16 shows per capita debt in Nepal. During the study 1999/00 to
2008/09, the population and total public debt have been increased. From
the starting year of review period 1999/00 to 2008/09 population has
increased from 22632 thousand to 27600 thousand. Likewise total public
debt has also increased to Rs.17312.2 million from Rs.28386 million in the
review period of 1999/00 to 2008/09. Per capita debt swings up and down
from fiscal year 1999/00 to 2008/09. In the starting year it was 0.765million
(0.00442%) which came into 1.092million (0.00370%) in 2007/08 after up
and down. This means total debt per head of Nepalese people has
reached to 1.09million in 2007/08 from 0.765 million in 1999/00, which is
too high. The increase in the per head debt of the Nepalese people is due

to slow development of the country, low per capita income.
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4.3.6 Debt to GDP ratio

Total debt to GDP ratio is commonly used indicator to measure the
indebtedness of a country. This ratio can be further segregated into internal
debt to GDP and external debt to GDP. The following table shows the total
debt (internal debt and external debt) to GDP ratio.

Table 4.17
Debt to GDP ratio
Fiscal Total GDP at
Debt factor TD/GDP %
vear Outstanding(million) |cost(million)
1999/00 |245048.2 366251 66.91
2000/01  |260448.1 394052 66.09
2001/02  |293746.31 406138 72.33
2002/03  |308078.5 437546 70.41
2003/04 318913 474919 67.15
2004/05 307206 508651 60.40
2005/06 328685 611089 53.79
2006/07 320410 675484 47.43
2007/08 366012 749787.2 48.82
2008/09 399755 832263.8 48.03

Source: www.mof.gov.np/publication(2009/10)

The table4.17 depicts the debt to GDP ratio. Total debt includes both internal
debt and external debt. The total debt to GDP is fluctuating during the study
period. In 1999/00 TD/GDP was 66.91%, which becomes 48.03% in 2008/09.
This shows that the current gross domestic production of the economy is
enough to cover only 48.03% of the debt obligation. The prudent limit fixed for
the debt is 60% of GDP within Maastricht criteria. Moreover, other economist
also suggests limiting the debt outstanding within 60% limit. Considering the
ceiling, Nepal's indebtedness has exceeded the prudential limit during the
year19990/00 to 2004/05. In 1999/00 TD/GDP was 66.91%, which comes to
be 60.40% in 2004/05.
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Fig:4.9 Ratio of TD outstanding as a Percentage of GDP
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The above figure shows the rise and fall in the TD to GDP. The TD/GDP is
higher in the fiscal year 2001/02, which slowly starts to decrease and again

starts to rise after fiscal year 2006/07.

4.3.7 Ratio of External Debt outstanding to Export

This concept also helps to measure the indebtedness of a country. High value
of the debt outstanding to export definitely shows the increasing trends and
high level of indebtedness. The high value of debt outstanding to export for
different years implies the earnings of the foreign currencies is not enough to
cope up with the increasing borrowing from abroad. The ration external debt
outstanding to export for fiscal year 19990/00 to 2008/09 is presented in the
table 4.18:
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Table 4.18

Ratio of External debt outstanding to export

External
Fiscal
Debt Export(E) EDO/E
year ]
Outstanding
1999/00 |190691.2 49822.7 3.83
2000/01  |200404.4 55654.1 3.60
2001/02 |220125.6 46994.8 4.68
2002/03  |223433.2 49930.6 4.47
2003/04  |232793.3 53910.7 4.32
2004/05 |219641.9 58705.7 3.72
2005/06  |233968.6 60234.1 3.88
2006/07 |216628.9 59383.1 3.65
2007/08  |249965.4 59266.5 4.22
2008/09  |277040.4 67697.5 4.09

Soure : www.mof.gov/publication(2009/10)
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Table 4.18and above figure we can see the ratio of EDO to export. EDO/E
was 3.83% in the fiscal year 19990/00, which fluctuates during the study
period and comes to 4.09% in the fiscal year 2008/09.In comparison to the
beginning year the EDO/E is higher which is not good for the economy. The
higher the EDO/E ratio indicates that earning of the country from the export is

not sufficient to repay the debt.
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Problem of Public Debt in Nepal.

The Landlocked nature and mountainous to Geography are the major
constraints for development in Nepal. Economically, Nepal is backward
and its economic performance is not satisfactory. Now, Nepal is facing an
acute resource gap problem, which is also expected to grow in coming
years. Nepal is thus, compelled to borrow more and more public debt to
bridge the growing resource gap in the budget.

Large-scale public debt has been availed in the past for financing
development programs. While large-scale public borrowing for financing
development expenditures may be justified, the resultant rise in public debt
raises several issues of which most important is the burden of public debt.
The burden of public debt is one of the oldest controversial matters in the

economics of public finance.

Owing to heavy reliance on external assistance in the form of borrowing on
public account, Nepal’'s external public indebtedness has increased very
much. A rise in external indebtedness should be accompanied by an
increase in debt servicing capacity so that there may not be undue strain
in the balance of payment, owing to outflow of funds through debt

servicing.

In Nepal both internal and external borrowing has been increasing rapidly.
It is very common that a rise in the magnitude of public debt must be
accompanied by an increase in the debt servicing capacity so that there
may not be undue strain on the balance of payments owing to outflow of
funds through debt servicing and there may not be unnecessary increase
in the rate of taxes for meeting requirement of internal debt servicing

charge.

It is generally observed that the present increasing size of Nepal's public

debt is a matter of concern. It is necessary to have a careful work on the
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increasing magnitude of public debt and proper care must be taken to

increase the debt servicing capability of the country.

4.4 Major Findings:

The major finding of the study is as follows:

Revenue deficit (TE-TR) has increased with an average rate of 11.76%.
The revenue deficit has increased from Rs.23378.8million in the starting
year 1999/00 and reached to Rs 53727.4million in the last year
2007/08.and fiscal deficit (TE-(TR+Grants) has increased from
Rs.17667million in the starting year of the review period 1999/00 to
334067million in the final year of the review period 2007/08.

The share of external debt servicing in total debt servicing during the
study period (1999/0 to 2008/9*) has decreased from 53% to 46.86%.
Similarly the share of internal debt servicing to total debt servicing in the
fiscal year 1999/00 was 47% which comes to be 53.14% in the fiscal
year 2008/09*. This indicates that the share of internal debt servicing has
been greater than that of the external debt servicing throughout the
period.

The share of annual internal debt servicing in new borrowing has
decreased from 85.7 in the starting year of the review period 1999/00 to
62.25% in the last year of review period 2007/08. Similarly the share of
external debt servicing in new external debt has increased from 45% to
111.52% in the fiscal year 1999/00 to 2007/08.

The overall public debt of Nepal in 2008/09* has stood to 49.54% of Total
GDP at factor cost. This shows that the gross domestic production of the
economy is enough to cover only 49.54% of the total debt obligation.
Considering the limit prescribed by Masstrict model, it has to be

maintained within 60percent.
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Average annual growth rate of total debt servicing(TDS) has remained
9.96% over the review period. Likewise, the external debt servicing
increased considerably with an annual growth rate of 7.41%. Similarly the
internal debt servicing has increased significantly with an average annual

growth rate of 13.35% over the review period.

At present, up to the fiscal year 2008/09* the total debt outstanding of the
government amounts to Rs.399755 million that consist
Rs.273607.3.million as an external debt outstanding and Rs.126147.7

million as a internal debt outstanding.

During the study period 1999/00 to 2007/08 multilateral loan has
dominated in the structure of total loan. On an average, multilateral loan
and bilateral loan has covered 85.97% and 13.88% of total external debt

respectively.

From the study it has been found that there are few instruments to raise
the internal debt in Nepal. These instruments consist of TB, DB, NSC and
SB. Under this practice Treasury bills and development bonds were
targeted instruments for raising debt from banking system and saving
bonds from non-banking system. The proposition of TB and DB have
stood 76.89% and other instruments stood 23.11%

The ratio EDO to Export in the fiscal year 2008/09* is 6.18, which implies

that the earning from export is not sufficient to cover the increasing

borrowing of capital from abroad.
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CHAPTER FIVE

SUMMARY, CONCLUSION AND RECOMMENDATION

5.1 Summary:
The capital generation by internal resources mobilization is one of the
complex tasks in Nepal. The government expenditure is increasing rapidly
in each and every year but the revenue is not growing in the same pace.
So, Nepalese economy has been passing through a critical phase of
inadequate financial resources. But public funds availability for filling up
the resource gap is limited. Therefore, government adopts the policy of

borrowing internally and externally.

After introduction of democracy in 1951, Nepal could not maintain the
sufficient financial resources even to meets its regular expenditure.
Accordingly it was compelled to present the deficit budget at the very
commencement of the budget system. But fortunately the deficit was made
up by the bilateral grants till the 1960s. The government started to raise
the internal loan in FY 1961/62 by issuing the Treasury bill and was
indebted by external loan in FY 1963/64, which was from U.K. and USSR.
We are indebted incessantly till now and it obviously indicates towards our
hereditary indebtness for a long period to come. This has let to borrow the

new loan for the redemption of old ones.

Internal debt plays a significant role in the development expenditure as
well as in the growth of financial market standing the effective
implementation of monetary policy. As the domestic resources are not
sufficient to meet the development needs of the under developed countries
like Nepal, external assistance (both loans and grants) plays obvious role.
They help to solve the resource gap in the country’s budgetary system.
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Due to poor and insufficient domestic resources, dependency on foreign
assistance has been increasing rapidly. It has contributed 50.8 percent of
development expenditure. It is necessary to bridge the growing fiscal
deficit and to import most essential goods for development projects.

Burden of public debt and debt servicing has been increasing continuously
which is in fact the accumulation of net borrowing of different years. The
external outstanding debt is Rs. 399755million by the end of 2008/09*.
Consequently, external debt servicing has become a current issue. In this
context question may arise whether Nepal can sustain or not with the
alarming increasing in debt servicing obligation. If Nepalese internal
resources cannot meet external debt payment, there will be need to
borrow again and the country is likely to fall into debt trap, i.e. new debt for

servicing old debt

5.2 Conclusion:

The size of overall budgetary deficits excluding grants has remained high
mainly due to low revenue and very high expenditure. This has led to heavy
borrowing form internal and external sources. In fact the public debt itself is
neither worse nor it impairs the economy. The financing of accumulated fund
on productive programs and redemption made through such like programs,
the public debt may be the quite beneficial to the nation as it outstrip the
national economy as whole. But situation is quite adverse because the
impact of the investment of borrowed fund on output has remained

unsatisfactory.

Nepalese economy is characterized by three kinds of macro economic
imbalances viz-saving-investment gap, export-import gap and revenue
expenditure gap. These fundamental gaps represent the foreign domination
in Nepalese economy. The saving-investment and revenue-expenditure gap
are mainly the consequence of excess government activities. To fill up these
gaps public debt (external and internal) is required. As other sources are
limited, emphasis goes on loans for transfer technology and trade, which has

created high degree of indebtness and consequently, debt servicing

73



obligations increasing. In the meanwhile, the loan is not self-liquidating. The
debt repayment capacity is not increasing in the same pace. The ultimate
effect of lower capacity falls on capital formation and development process.
Mismanagement of fund has resulted on lack of self-liquidating project. These
conditions create a question that "Is Nepal really falling in debt traps?’ After
the study, it is concluded that Nepal has not fallen in debt trap yet but if the
process continues for years, there will be no other s result.

5.3 Recommendations:

On the basis of above finding the following recommendations are suggested

to address the problem of public debt in Nepal.

Government should maintain fiscal balance and strong fiscal
discipline through control of unproductive expenditure and
maximizing revenue mobilization. Government efforts should
be directed towards mobilizing internal resources and thus to
reduce dependency on loans for financing development
expenditure.

Due to low revenue and very high expenditure, the size of
overall budgetary deficit has remained high. This has led to
heavy borrowing from internal and external sources. So, for
reducing the volume of borrowing, the tax administration should
be active, agile and transparent.

The debt to GDP ratio of Nepal is not in favorable condition and
if such type of situation continues in the future than the country
may fall in high debt trap situation. Therefore, there should be
continuous review on the existing debt and set a long-term debt
management planning and strategies by the government.
Revenue mobilization needs to be enhanced through measures
directed as simplified sales taxes, effective implementation of

VAT and expanding the tax net and base.
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Excessive dependency upon foreign assistance for
development expenditure is persistence due to poor
mobilization of internal borrowing and internal revenue. The
internal borrowing mobilization for development purpose has
also been fluctuating and banking sector has dominated the
total internal borrowing. Government should initiate policies to
attract maximum borrowing from non-banking sector, as it is
considered as anti-inflationary measures of fiscal policy
because it only transfers ideal saving from people to the
government for development purpose.

The loan assistance should be utilized selectively, after careful
scrutiny of the purpose, content and benefits of such project
and programs in order to reduce the burden of external debt
while contributing to accelerating growth and meeting socio-
economic objectives.

Investment is regarded as a prime factor to increase the level
of production, which is only possible through increase in the
saving. In order to raise the present saving-GDP ratio, is
necessary to crate favorable environment. Nepalese economy
is passing through huge domestic saving- investment gap due
to mismatch between growth rate of saving and investment.
Thus, there is need to reduce such gap by increasing the rate
of total domestic saving.

To avoid the debt-servicing burden and also to cope with the
existing level of fiscal deficit, government should try to get more
grants as far as possible. This efforts, however, depends upon
the policy of the donor country but the government also should
maintain such an external policy that the more grants should
receive rather than the external loans.

The level and direction of export is limited to few products and
a few countries. Emphasis should be given on spending for the
growth of export and diversifying trade both countrywide and
commodity wise. There is need to formulate long term plan for
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export promotion and to coordinate various export related
activities such as product development, market promotion,
export stabilization, quality improvement, export diversification
etc. It will help to minimize huge trade deficit by promoting to
export-oriented industries and there by narrowing the ever-
increasing gap between total export and import..

In order to reduce the debt problems, government should
increase GDP growth, revenue growth and export earning
growth in sustainable manner so that country will not be
trapped on debt servicing problem.

And, proper attention should be given to the macro-economic
stability of the country while accepting short-term and long-term
loans.

As revenue mobilizing is based on the efficiency of tax
administration, effectiveness and professionalism, imparting
the training for the human resource to effect structural changes

in tax administration seems inevitable.
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